


 Needs – the essentials of life, such  as food and shelter

 Wants – desires for non-essential items

 Economic Problem – the problem of having unlimited wants, 
but limited resources to satisfy them

 Scarcity – the limited nature of resources,   which 
underlies the basic economic problem

 Economic Resources – basic items that are used in all 
types of production, including natural, capital, and human 
resources



 Natural Resources – the resources from nature 
that are used in production, 
including land, raw materials,   
and natural process

 Capital Resources – the processed materials, 
equipment, and buildings 
used in production; also 
known as capital

 Human Resources – the efforts of people involved 
in production, including 
labour and entrepreneurship



 Human wants are unlimited, but 
resources are not.

 Three basic questions must be 
answered in order to understand an 
economic system:

› What gets produced?

› How is it produced?

› Who gets what is produced?



 Every society has some system or 
mechanism that transforms that society’s 
scarce resources into useful goods and 
services.



 Capital refers to the things that are
themselves produced and then used

to produce other goods and services.

 The basic resources that are available

to a society are factors of production:
› Land
› Labor
›Capital



 Production is the process that
transforms scarce resources into

useful goods and services.

 Resources or factors of production

are the inputs into the process of
production; goods and services of

value to households are the outputs

of the process of production.



 Nearly all the basic decisions that

characterize complex economies

must also be made in a single-person

economy.

 Constrained choice and scarcity are

the basic concepts that apply to

every society.



 Opportunity cost is that which we 
give up or forgo, when we make a 

decision or a choice.



 Capital goods are goods used to
produce other goods and

services.

 Consumer goods are goods
produced for present

consumption.



 Investment is the process of using
resources to produce new capital.
Capital is the accumulation of previous
investment.

 The opportunity cost of every
investment in capital is forgone present
consumption.



 The production possibility 

frontier (ppf) is a graph 

that shows all of the 

combinations of goods 

and services that can be 

produced if all of society’s 

resources are used 

efficiently.



 The production 
possibility frontier 
curve has a 
negative slope, 
which indicates a 
trade-off between 
producing one 
good or another.



 Points inside of the 
curve are inefficient.

• At point H, resources 

are either unemployed, 

or are used inefficiently.



 Point F is desirable 
because it yields 
more of both goods, 
but it is not 
attainable given the 
amount of 
resources available 
in the economy.



 Point C is one of 
the possible 
combinations of 
goods produced 
when resources are 
fully and efficiently 
employed.



 A move along the 
curve illustrates the 
concept of 
opportunity cost.

 From point D, an 
increase the 
production of capital 
goods requires a 
decrease in the 
amount of consumer 
goods.



 The slope of the PPF curve 
is also called the marginal 
rate of transformation 
(MRT).

 The negative slope of the 
PPF curve reflects the law 
of increasing opportunity 
cost. As we increase the 
production of one good, 
we sacrifice progressively 
more of the other.



 Economic growth is an 

increase in the total output 

of the economy.  It occurs 

when a society acquires 

new resources, or when it 

learns to produce more 

using existing resources.

 The main sources of 

economic growth are 

capital accumulation and 

technological advances.
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 An outward shift means 
that it is possible to 
increase the production 
of one good without 
decreasing the 
production of the other.

• Outward shifts of the 

curve represent 

economic growth.



 From point D, the 

economy can 

choose any 

combination of 

output between F 

and G.



 The economic problem: Given 
scarce resources, how, exactly, do 

large, complex societies go about 

answering the three basic 

economic questions?



 Economic systems are the basic

arrangements made by societies to

solve the economic problem. They

include:

› Command economies

› Laissez-faire economies

› Mixed systems



 In a command economy, a central
government either directly or indirectly sets
output targets, incomes, and prices.

 In a laissez-faire economy, individuals and
firms pursue their own self-interests without
any central direction or regulation.



The central institution of a laissez-
faire economy is the free-market
system.

A market is the institution through
which buyers and sellers interact
and engage in exchange.



Consumer sovereignty is the idea
that consumers ultimately dictate

what will be produced (or not

produced) by choosing what to

purchase (and what not to

purchase).



 Free enterprise: under a free
market system, individual

producers must figure out how to

plan, organize, and coordinate the

production of products and

services.



 In a laissez-faire economy, the

distribution of output is also

determined in a decentralized

way. The amount that any

one household gets depends

on its income and wealth.



 The basic coordinating 

mechanism in a free market 

system is price.  Price is the 
amount that a product sells for per 

unit.  It reflects what society is 

willing to pay.



Since markets are not perfect, governments 

intervene and often play a major role in the 

economy.  Some of the goals of government 

are to:

 Minimize market inefficiencies

 Provide public goods

 Redistribute income

 Stabilize the macro economy:

› Promote low levels of unemployment

› Promote low levels of inflation



absolute advantage

capital

command economy

consumer goods

consumer sovereignty

economic growth

economic problem

Investment

three basic questions

resources or inputs

laissez-faire economy

marginal rate of transformation (mrt)

market

opportunity cost

outputs

price

production

production possibility frontier (ppf)



Law of demand & shape of 
demand curve



DEMAND

•Quantity Demanded refers to the 
amount (quantity) of a good that 
buyers are willing to purchase at 

alternative prices for a given period.



Determinants of Demand

• What factors determine how much ice cream you 
will buy?

• What factors determine how much you will really 
purchase?

1) Product’s Own Price
2) Consumer Income

3) Prices of Related Goods
4) Tastes

5) Expectations
6) Number of Consumers 



1) Price

Law of Demand

The law of demand states that, other 
things equal, the quantity demanded 
of a good falls when the price of the 

good rises. 



2) Income

• As income increases the demand 
for a normal good will increase.

• As income increases the demand 
for an inferior good will decrease.



Prices of Related Goods

Prices of Related Goods
When a fall in the price of one good 

reduces the demand for another 
good, the two goods are called 

substitutes.
When a fall in the price of one good 

increases the demand for another 
good, the two goods are called 

complements



4) Others

• Tastes

• Expectations



The Demand Schedule and the 
Demand Curve

The demand curve is a graph of the 
relationship between the price of a good 

and the quantity demanded. 
Ceteris Paribus: “Other thing being equal”

The demand schedule is a table that shows 
the relationship between the price of the 

good and the quantity demanded.



Market Demand Schedule

Graphically, individual demand curves 
are summed horizontally to obtain the 

market demand curve.
•Market demand is the sum of all 

individual demands at each possible 
price.

•Assume the ice cream market has two 
buyers as follows…



ELASTICITY OF DEMAND



TYPES OF ELASTICITY OF 

DEMAND

•Price Elasticity

• Income Elasticity

•Cross Elasticity



ELASTICITY – THE CONCEPT
•The responsiveness of one variable to changes in 

another

•When price rises, what happens 

to demand?

•Demand falls But How much does demand fall?



ELASTICITY – THE CONCEPT

 If price rises by 10% - what happens to demand?

 We know demand will fall

 By more than 10%?

 By less than 10%?

 Elasticity measures the extent to which 

demand will change



ELASTICITY

3 basic types used:

 Price elasticity of demand

 Income elasticity of demand

 Cross elasticity of demand



ELASTICITY

•Price Elasticity of Demand

•The responsiveness of demand 

to changes in price

•Where % change in demand 

is greater than % change in price – elastic

•Where % change in demand is less than % 

change in price - inelastic



ELASTICITY CURVE

Quantity Demanded

The demand curve can be a 
range of shapes each of 
which is associated with a 
different relationship between 
price and the quantity 
demanded.

Price 
(£)



ELASTICITY

 If demand is price 
elastic:

 Increasing price would 
reduce TR (%Δ Qd > 
% Δ P)

 Reducing price would 
increase TR 

(%Δ Qd > % Δ P)

 If demand is price 
inelastic:

 Increasing price would 
increase TR 

(%Δ Qd < % Δ P)

 Reducing price would 
reduce TR (%Δ Qd < 
% Δ P)



INCOME ELASTICITY OF DEMAND

•Income Elasticity of Demand:

The responsiveness of demand 

to changes in incomes

•Normal Good – demand rises 

as income rises and vice versa

•Inferior Good – demand falls 

as income rises and vice versa



ELASTICITY

 Income Elasticity of Demand:

 A positive sign denotes a normal good

 A negative sign denotes an inferior good



ELASTICITY

 For example:

 Yed = - 0.6: Good is an inferior good but inelastic –
a rise in income of 3% would lead to demand falling 
by 1.8%

 Yed = + 0.4: Good is a normal good but inelastic –
a rise in incomes of 3% would lead to demand rising 
by 1.2%

 Yed = + 1.6: Good is a normal good and elastic –
a rise in incomes of 3% would lead to demand rising 
by 4.8%

 Yed = - 2.1: Good is an inferior good and elastic –
a rise in incomes of 3% would lead to a fall in demand 
of 6.3%



CROSS ELASTICITY DEMAND

 The responsiveness of demand 

of one good to changes in the price of a related 

good – either 

a substitute or a complement



CONT..

 Goods which are complements:

 Cross Elasticity will have negative sign (inverse 

relationship between the two)

 Goods which are substitutes:

 Cross Elasticity will have a positive sign (positive 

relationship between the two)



DETERMINANTS OF ELASTICITY

 Time period – the longer the time under 
consideration the more elastic a good is likely to 
be

 Number and closeness of substitutes –
the greater the number of substitutes, 
the more elastic

 The proportion of income taken up by the 
product – the smaller the proportion the more 
inelastic

 Luxury or Necessity - for example, 
addictive drugs



IMPORTANCE OF ELASTICITY

 Relationship between changes 

in price and total revenue

 Importance in determining 

what goods to tax (tax revenue)

 Importance in analysing time lags in production

 Influences the behaviour of a firm







 Costs are classified as:

 Fixed costs – costs that are not related directly to 
production – rent, rates, insurance costs, admin costs. 
They can change but not in relation to output

 Variable Costs – costs directly related 
to variations in output. Raw materials primarily



 Total Cost - the sum of all costs incurred in 
production

 TC = FC + VC

 Average Cost – the cost per unit 
of output

 AC = TC/Output

 Marginal Cost – the cost of one more or one fewer 
units of production

 MC = TCn – TCn-1 units



 Short run – Diminishing marginal returns results 
from adding successive quantities of variable factors to 
a fixed factor

 Long run – Increases in capacity can lead to 
increasing, decreasing or constant returns to scale





• Cost means sacrifice.

• Determinants of cost: price of inputs, 

technology, level of output.

• C = f (Q, T, Pf )



•Money costs or nominal costs that can 

be recorded in the books.

• Ex: raw materials, wages and salary, 

interest on loans, capital cost, 

overheads etc.



•Real costs are more or less social 

and psychological in nature.



•Next best cost sacrificed in order to 

get another commodity.



• Implicit cost do not involve actual cash
payments.

• Ex: self owned resources.

• Explicit costs which involves physical cash
payments. These are also called out of
pocket costs or accounting costs.

• Out of pocket costs means that involve
current payment to outsiders to the firm.



•Social costs of a firm are those 

that the society has to bear 

because of firm’s activities. Ex: 

Pollution.

•Social costs paid by the society.



• Replacement costs are current price or cost

of buying or replacing any input at

present.

• Ex: buying a new machine to replace the

old one.



• Historical costs are incurred at the time of 

purchase of assets. They are also regarded as 

sunk costs, as they cannot be retrieved from the 

business with out loss.

• Future costs are the opposite historic costs and 

budgeted or planned costs. These are the costs 

which are likely to occur in future.



• Direct costs are those that can be 

attributed to any particular activity.

• Ex: raw material, labour costs, etc.

• Indirect costs many be attributable to 

output.



• Controllable costs are those which are 

subject to regulation by the management 

of a firm.

• Uncontrollable costs are beyond 

regulation of the management.

• Ex: minimum wages to be paid 



• Production costs are estimated as a function of 

the level of output.

• Selling costs are incurred on making the output 

available to the consumer.

• Ex: a commission paid to the salesmen is 

calculated on the value of sales is a selling cost 

where as cost of raw material is a production 

cost.



• Another classification of costs on the basis of 

time.

• Some are remain fixed and some are variable 

factors.

• In short run costs are divided into two types:

• Fixed and variable costs.



• The costs which do not change with 

change in output – Fixed costs 

• The costs which changes with change 

with change in output – Variable costs 

(primary costs)

• TC = TFC + TVC



• Cost per unit – Average cost

• AC  = TC / Q

• AC = AFC + AVC

• AFC = TFC /Q

• AVC = TVC /Q

• Marginal cost is the change in total cost due to 
a unit change in output.

• MC = ∆TC / ∆Q



No. of Units TFC TVC TC AFC AVC AC MC

0 500 0 - - - -

1 500 50

2 500 80

3 500 105

4 500 129

5 500 150

6 500 180

7 500 225

8 500 280

9 500 360

10 500 450

11 500 545

12 500 655

13 500 800

14 500 1020

15 500 1350



No. of Units TFC TVC TC AFC AVC AC MC

0 120

1 145

2 264

3 161

4 85

5 525

6 120

7 97

8 768

9 97

10 127







• When AC and MC are falling, then AC > MC

• When AC and MC are raising then MC > AC

• When MC = AC , where AC is at its minimum



• All costs are variable in the long run.

• No factor of production remains constant in the 

long run.

• Long run cost function is often referred as the 

planning cost function.

• Long run average cost is known as the planning 

curve





• Income received form the sale of receipts – Revenue

• Concepts of Revenue:

• Total Revenue is the total amount of money received by 
a firm from goods sold.

• TR = P x Q   (or) AR x Q

• Average revenue is the revenue per unit.

• AR = TR / Q (or) AR = Price

• Marginal revenue is the change in total revenue due to a 
unit change in the goods sold.

• MR = ∆ TR / ∆ Q



No. of units Price TR AR MR

1 10 10 10 10

2 10 20 10 10

3 10 30 10 10

4 10 40 10 10

5 10 50 10 10



No. of units Price TR AR MR

1 10 10 10 10

2 9 18 9 8

3 8 24 8 6

4 7 28 7 4

5 6 30 6 2



• Under perfect competition AR and MR are 

equal and their shape of the curve is parallel to 

X axis.

• Where as in imperfect competition both AR & 

MR will decrease and AR is greater than MR. 

The shape of the curves is slopes downwards 

from left to right.



• Conditions:

1. MC = MR

2. MC must cut MR from below
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Economics Basics: Introduction 
 
Economics may appear to be the study of complicated tables and charts, 
statistics and numbers, but, more specifically, it is the study of what constitutes 
rational human behavior in the endeavor to fulfill needs and wants. 
  
As an individual, for example, you face the problem of having only limited 
resources with which to fulfill your wants and needs, as a result, you must make 
certain choices with your money. You'll probably spend part of your money on 
rent, electricity and food. Then you might use the rest to go to the movies and/or 
buy a new pair of jeans. Economists are interested in the choices you make, and 
inquire into why, for instance, you might choose to spend your money on a new 
DVD player instead of replacing your old TV. They would want to know whether 
you would still buy a carton of cigarettes if prices increased by $2 per pack. The 
underlying essence of economics is trying to understand how both individuals 
and nations behave in response to certain material constraints.  
 
We can say, therefore, that economics, often referred to as the "dismal science", 
is a study of certain aspects of society. Adam Smith (1723 - 1790), the "father of 
modern economics" and author of the famous book "An Inquiry into the Nature 
and Causes of the Wealth of Nations", spawned the discipline of economics by 
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trying to understand why some nations prospered while others lagged behind in 
poverty. Others after him also explored how a nation's allocation of resources 
affects its wealth.  
 
To study these things, economics makes the assumption that human beings will 
aim to fulfill their self-interests. It also assumes that individuals are rational in 
their efforts to fulfill their unlimited wants and needs. Economics, therefore, is a 
social science, which examines people behaving according to their self-interests. 
The definition set out at the turn of the twentieth century by Alfred Marshall, 
author of "The Principles of Economics", reflects the complexity underlying 
economics: "Thus it is on one side the study of wealth; and on the other, and 
more important side, a part of the study of man." 

Economics Basics: What Is Economics?  

In order to begin our discussion of economics, we first need to understand (1) the 
concept of scarcity and (2) the two branches of study within economics: 
microeconomics and macroeconomics.  

1. Scarcity 
 
Scarcity, a concept we already implicitly discussed in the introduction to this 
tutorial, refers to the tension between our limited resources and our unlimited 
wants and needs. For an individual, resources include time, money and skill. For 
a country, limited resources include natural resources, capital, labor force and 
technology.  
 
Because all of our resources are limited in comparison to all of our wants and 
needs, individuals and nations have to make decisions regarding what goods and 
services they can buy and which ones they must forgo. For example, if you 
choose to buy one DVD as opposed to two video tapes, you must give up owning 
a second movie of inferior technology in exchange for the higher quality of the 
one DVD. Of course, each individual and nation will have different values, but by 
having different levels of (scarce) resources, people and nations each form some 
of these values as a result of the particular scarcities with which they are faced.  
 
So, because of scarcity, people and economies must make decisions over how 
to allocate their resources. Economics, in turn, aims to study why we make these 
decisions and how we allocate our resources most efficiently. 
 
2. Macro and Microeconomics 
 
Macro and microeconomics are the two vantage points from which the economy 
is observed. Macroeconomics looks at the total output of a nation and the way 
the nation allocates its limited resources of land, labor and capital in an attempt 
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to maximize production levels and promote trade and growth for future 
generations. After observing the society as a whole, Adam Smith noted that there 
was an "invisible hand" turning the wheels of the economy: a market force that 
keeps the economy functioning.  
 
Microeconomics looks into similar issues, but on the level of the individual people 
and firms within the economy. It tends to be more scientific in its approach, and 
studies the parts that make up the whole economy. Analyzing certain aspects of 
human behavior, microeconomics shows us how individuals and firms respond to 
changes in price and why they demand what they do at particular price levels.  
 
Micro and macroeconomics are intertwined; as economists gain understanding of 
certain phenomena, they can help nations and individuals make more informed 
decisions when allocating resources. The systems by which nations allocate their 
resources can be placed on a spectrum where the command economy is on the 
one end and the market economy is on the other. The market economy 
advocates forces within a competitive market, which constitute the "invisible 
hand", to determine how resources should be allocated. The command economic 
system relies on the government to decide how the country's resources would 
best be allocated. In both systems, however, scarcity and unlimited wants force 
governments and individuals to decide how best to manage resources and 
allocate them in the most efficient way possible. Nevertheless, there are always 
limits to what the economy and government can do. 

Economics Basics: Production Possibility Frontier (PPF), Growth, Opportunity Cost, and 

Trade 

 

A. Production Possibility Frontier (PPF) 
 

Under the field of macroeconomics, the production possibility frontier (PPF) 
represents the point at which an economy is most efficiently producing its goods 
and services and, therefore, allocating its resources in the best way possible. If 
the economy is not producing the quantities indicated by the PPF, resources are 
being managed inefficiently and the production of society will dwindle. The 
production possibility frontier shows there are limits to production, so an 
economy, to achieve efficiency, must decide what combination of goods and 
services can be produced. 

  

Let's turn to the chart below. Imagine an economy that can produce only wine 
and cotton. According to the PPF, points A, B and C - all appearing on the curve 
- represent the most efficient use of resources by the economy. Point X 
represents an inefficient use of resources, while point Y represents the goals that 
the economy cannot attain with its present levels of resources. 

http://www.investopedia.com/terms/i/invisiblehand.asp
http://www.investopedia.com/terms/m/marketeconomy.asp
http://www.investopedia.com/terms/p/productionpossibilityfrontier.asp


Investopedia.com – the resource for investing and personal finance education. 

 

 

 
 

This tutorial can be found at: http://www.investopedia.com/university/economics/ 
(Page 4 of 22) 

Copyright © 2010, Investopedia.com - All rights reserved. 
 
 

 

 

As we can see, in order for this economy to produce more wine, it must give up 
some of the resources it uses to produce cotton (point A). If the economy starts 
producing more cotton (represented by points B and C), it would have to divert 
resources from making wine and, consequently, it will produce less wine than it is 
producing at point A. As the chart shows, by moving production from point A to B, 
the economy must decrease wine production by a small amount in comparison to 
the increase in cotton output. However, if the economy moves from point B to C, 
wine output will be significantly reduced while the increase in cotton will be quite 
small. Keep in mind that A, B, and C all represent the most efficient allocation of 
resources for the economy; the nation must decide how to achieve the PPF and 
which combination to use. If more wine is in demand, the cost of increasing its 
output is proportional to the cost of decreasing cotton production.  
 
Point X means that the country's resources are not being used efficiently or, 
more specifically, that the country is not producing enough cotton or wine given 
the potential of its resources. Point Y, as we mentioned above, represents an 
output level that is currently unreachable by this economy. However, if there was 
a change in technology while the level of land, labor and capital remained the 
same, the time required to pick cotton and grapes would be reduced. Output 
would increase, and the PPF would be pushed outwards. A new curve, on which 
Y would appear, would represent the new efficient allocation of resources.  
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When the PPF shifts outwards, we know there is growth in an economy. 
Alternatively, when the PPF shifts inwards it indicates that the economy is 
shrinking as a result of a decline in its most efficient allocation of resources and 
optimal production capability. A shrinking economy could be a result of a 
decrease in supplies or a deficiency in technology.  
 
An economy can be producing on the PPF curve only in theory. In reality, 
economies constantly struggle to reach an optimal production capacity. And 
because scarcity forces an economy to forgo one choice for another, the slope of 
the PPF will always be negative; if production of product A increases 
then production of product B will have to decrease accordingly.  

B. Opportunity Cost 
 

Opportunity cost is the value of what is foregone in order to have something else. 
This value is unique for each individual. You may, for instance, forgo ice cream in 
order to have an extra helping of mashed potatoes. For you, the mashed 
potatoes have a greater value than dessert. But you can always change your 
mind in the future because there may be some instances when the mashed 
potatoes are just not as attractive as the ice cream. The opportunity cost of an 
individual's decisions, therefore, is determined by his or her needs, wants, time 
and resources (income).  
 
This is important to the PPF because a country will decide how to best allocate 
its resources according to its opportunity cost. Therefore, the previous 
wine/cotton example shows that if the country chooses to produce more wine 
than cotton, the opportunity cost is equivalent to the cost of giving up the required 
cotton production.  
 
Let's look at another example to demonstrate how opportunity cost ensures 
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that an individual will buy the least expensive of two similar goods when given 
the choice. For example, assume that an individual has a choice between two 
telephone services. If he or she were to buy the most expensive service, that 
individual may have to reduce the number of times he or she goes to the movies 
each month. Giving up these opportunities to go to the movies may be a cost that 
is too high for this person, leading him or her to choose the less 
expensive service.  
 
Remember that opportunity cost is different for each individual and nation. Thus, 
what is valued more than something else will vary among people and countries 
when decisions are made about how to allocate resources.  

C. Trade, Comparative Advantage and Absolute Advantage 

Specialization and Comparative Advantage 
An economy can focus on producing all of the goods and services it needs to 
function, but this may lead to an inefficient allocation of resources and hinder 
future growth. By using specialization, a country can concentrate on the 
production of one thing that it can do best, rather than dividing up its resources.  
 
For example, let's look at a hypothetical world that has only two countries 
(Country A and Country B) and two products (cars and cotton). Each country can 
make cars and/or cotton. Now suppose that Country A has very little fertile land 
and an abundance of steel for car production. Country B, on the other hand, has 
an abundance of fertile land but very little steel. If Country A were to try to 
produce both cars and cotton, it would need to divide up its resources. Because it 
requires a lot of effort to produce cotton by irrigating the land, Country A would 
have to sacrifice producing cars. The opportunity cost of producing both cars and 
cotton is high for Country A, which will have to give up a lot of capital in order to 
produce both. Similarly, for Country B, the opportunity cost of producing both 
products is high because the effort required to produce cars is greater than that 
of producing cotton.  
 
Each country can produce one of the products more efficiently (at a lower cost) 
than the other. Country A, which has an abundance of steel, would need to give 
up more cars than Country B would to produce the same amount of cotton. 
Country B would need to give up more cotton than Country A to produce the 
same amount of cars. Therefore, County A has a comparative advantage over 
Country B in the production of cars, and Country B has a comparative advantage 
over Country A in the production of cotton. 

Now let's say that both countries (A and B) specialize in producing the goods with 
which they have a comparative advantage. If they trade the goods that they 
produce for other goods in which they don't have a comparative advantage, both 
countries will be able to enjoy both products at a lower opportunity cost. 

http://www.investopedia.com/terms/c/comparativeadvantage.asp


Investopedia.com – the resource for investing and personal finance education. 

 

 

 
 

This tutorial can be found at: http://www.investopedia.com/university/economics/ 
(Page 7 of 22) 

Copyright © 2010, Investopedia.com - All rights reserved. 
 
 

 

Furthermore, each country will be exchanging the best product it can make for 
another good or service that is the best that the other country can produce. 
Specialization and trade also works when several different countries are 
involved. For example, if Country C specializes in the production of corn, it can 
trade its corn for cars from Country A and cotton from Country B.  
 
Determining how countries exchange goods produced by a comparative 
advantage ("the best for the best") is the backbone of international trade theory. 
This method of exchange is considered an optimal allocation of resources, 
whereby economies, in theory, will no longer be lacking anything that they need. 
Like opportunity cost, specialization and comparative advantage also apply to the 
way in which individuals interact within an economy. 

Absolute Advantage 
Sometimes a country or an individual can produce more than another country, 
even though countries both have the same amount of inputs. For example, 
Country A may have a technological advantage that, with the same amount of 
inputs (arable land, steel, labor), enables the country to manufacture more of 
both cars and cotton than Country B. A country that can produce more of both 
goods is said to have an absolute advantage. Better quality resources can give a 
country an absolute advantage as can a higher level of education and overall 
technological advancement. It is not possible, however, for a country to have a 
comparative advantage in everything that it produces, so it will always be able to 
benefit from trade. 

Economics Basics: Demand and Supply 
 
Supply and demand is perhaps one of the most fundamental concepts of 
economics and it is the backbone of a market economy. Demand refers to how 
much (quantity) of a product or service is desired by buyers. The quantity 
demanded is the amount of a product people are willing to buy at a certain price; 
the relationship between price and quantity demanded is known as the demand 
relationship. Supply represents how much the market can offer. The quantity 
supplied refers to the amount of a certain good producers are willing to supply 
when receiving a certain price. The correlation between price and how much of a 
good or service is supplied to the market is known as the supply relationship. 
Price, therefore, is a reflection of supply and demand. 

The relationship between demand and supply underlie the forces behind the 
allocation of resources. In market economy theories, demand and supply theory 
will allocate resources in the most efficient way possible. How? Let us take a 
closer look at the law of demand and the law of supply. 

A. The Law of Demand 
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The law of demand states that, if all other factors remain equal, the higher the 
price of a good, the less people will demand that good. In other words, the higher 
the price, the lower the quantity demanded. The amount of a good that buyers 
purchase at a higher price is less because as the price of a good goes up, so 
does the opportunity cost of buying that good. As a result, people will naturally 
avoid buying a product that will force them to forgo the consumption of something 
else they value more. The chart below shows that the curve is a downward slope. 

 

A, B and C are points on the demand curve. Each point on the curve reflects a 
direct correlation between quantity demanded (Q) and price (P). So, at point A, 
the quantity demanded will be Q1 and the price will be P1, and so on. The 
demand relationship curve illustrates the negative relationship between price and 
quantity demanded. The higher the price of a good the lower the quantity 
demanded (A), and the lower the price, the more the good will be in demand (C).  

B. The Law of Supply 
 
Like the law of demand, the law of supply demonstrates the quantities that will be 
sold at a certain price. But unlike the law of demand, the supply relationship 
shows an upward slope. This means that the higher the price, the higher the 
quantity supplied. Producers supply more at a higher price because selling a 
higher quantity at a higher price increases revenue. 
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A, B and C are points on the supply curve. Each point on the curve reflects a 
direct correlation between quantity supplied (Q) and price (P). At point B, the 
quantity supplied will be Q2 and the price will be P2, and so on.  

Time and Supply 
Unlike the demand relationship, however, the supply relationship is a factor of 
time. Time is important to supply because suppliers must, but cannot always, 
react quickly to a change in demand or price. So it is important to try and 
determine whether a price change that is caused by demand will be temporary or 
permanent.  
 
Let's say there's a sudden increase in the demand and price for umbrellas in an 
unexpected rainy season; suppliers may simply accommodate demand by using 
their production equipment more intensively. If, however, there is a climate 
change, and the population will need umbrellas year-round, the change in 
demand and price will be expected to be long term; suppliers will have to change 
their equipment and production facilities in order to meet the long-term levels of 
demand. 

 
C. Supply and Demand Relationship 
 
Now that we know the laws of supply and demand, let's turn to an example to 
show how supply and demand affect price.  
 
Imagine that a special edition CD of your favorite band is released for $20. 
Because the record company's previous analysis showed that consumers will not 
demand CDs at a price higher than $20, only ten CDs were released because 
the opportunity cost is too high for suppliers to produce more. If, however, the ten 
CDs are demanded by 20 people, the price will subsequently rise because, 
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according to the demand relationship, as demand increases, so does the price. 
Consequently, the rise in price should prompt more CDs to be supplied as the 
supply relationship shows that the higher the price, the higher the quantity 
supplied.  
 
If, however, there are 30 CDs produced and demand is still at 20, the price will 
not be pushed up because the supply more than accommodates demand. In fact 
after the 20 consumers have been satisfied with their CD purchases, the price of 
the leftover CDs may drop as CD producers attempt to sell the remaining ten 
CDs. The lower price will then make the CD more available to people who had 
previously decided that the opportunity cost of buying the CD at $20 was too 
high. 

D. Equilibrium 
 
When supply and demand are equal (i.e. when the supply function and demand 
function intersect) the economy is said to be at equilibrium. At this point, the 
allocation of goods is at its most efficient because the amount of goods being 
supplied is exactly the same as the amount of goods being demanded. Thus, 
everyone (individuals, firms, or countries) is satisfied with the current economic 
condition. At the given price, suppliers are selling all the goods that they have 
produced and consumers are getting all the goods that they are demanding. 

 

As you can see on the chart, equilibrium occurs at the intersection of the demand 
and supply curve, which indicates no allocative inefficiency. At this point, the 
price of the goods will be P* and the quantity will be Q*. These figures are 
referred to as equilibrium price and quantity.  
 
In the real market place equilibrium can only ever be reached in theory, so the 
prices of goods and services are constantly changing in relation to fluctuations in 
demand and supply.  
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E. Disequilibrium 
 
Disequilibrium occurs whenever the price or quantity is not equal to P* or Q*. 

1. Excess Supply 
If price is set too high, excess supply will be created within the economy, 
and there will be allocative inefficiency. 

 
 

 

2. At price P1 the quantity of goods that the producers wish to supply is 
indicated by Q2. At P1, however, the quantity that the consumers want to 
consume is at Q1, a quantity much less than Q2. Because Q2 is greater 
than Q1, too much is being produced and too little is being consumed. The 
suppliers are trying to produce more goods, which they hope to sell in 
hope of increasing profits, but those consuming the goods will purchase 
less because the price is too high, making the product less attractive. 
 

3. Excess Demand 

Excess demand is created when price is set below the equilibrium price. Because 

the price is so low, too many consumers want the good while producers are not 

making enough of it.  
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In this situation, at price P1, the quantity of goods demanded by 
consumers at this price is Q2. Conversely, the quantity of goods that 
producers are willing to produce at this price is Q1. Thus, there are too 
few goods being produced to satisfy the wants (demand) of the 
consumers. However, as consumers have to compete with one other to 
buy the good at this price, the demand will push the price up, making 
suppliers want to supply more and bringing the price closer to its 
equilibrium.  

4. F. Shifts vs. Movement 
 

For economics, the “movements” and “shifts” in relation to the supply and 
demand curves represent very different market phenomena: 

1. Movements –  
Like a movement along the demand curve, a movement along the supply 
curve means that the supply relationship remains consistent. Therefore, a 
movement along the supply curve will occur when the price of the good 
changes and the quantity supplied changes in accordance to the original 
supply relationship. In other words, a movement occurs when a change in 
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quantity supply is caused only by a change in price, and vice versa.  
 

 

2. Shifts – A shift in a demand or supply curve occurs when a good’s quantity 
demanded or supplied changes even though price remains the same. For 
instance, if the price for a bottle of beer were $2 and the quantity of beer 
demanded increased from Q1 to Q2, then there would be a shift in the 
demand for beer. Shifts in the demand curve imply that the original 
demand relationship has changed, meaning that quantity demand is 
affected by a factor other than price. A shift in the demand relationship 
would occur if, for instance, beer were all of a sudden the only type of 
alcohol available for consumption.  

 

Conversely, if the price for a bottle of beer were $2 and the quantity 
supplied decreased from Q2 to Q1, then there would be a shift in the 
supply of beer. Like a shift in the demand curve, a shift in the supply curve 
implies that the original supply relationship has changed, meaning that 
quantity supplied is affected by a factor other than price. A shift in the 
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supply curve would occur, if, for instance, a natural disaster caused a 
mass shortage of hops: beer manufacturers would therefore be forced to 
supply less beer for the same price.  

 

 
Economic Basics: Elasticity 
 
The degree to which a demand or supply curve reacts to a change in price is the 
curve's elasticity. Elasticity varies among products because some products may 
be more essential to the consumer. Products that are necessities are more 
insensitive to price changes because consumers would continue buying these 
products despite price increases. Conversely, a price increase of a good or 
service that is considered less of a necessity will deter more consumers because 
the opportunity cost of buying the product will become too high. 

A good or service is considered to be highly elastic if a slight change in price 
leads to a sharp change in the quantity demanded or supplied. Usually these 
kinds of products are readily available in the market and a person may not 
necessarily need them in his or her daily life. On the other hand, an inelastic 
good or service is one in which changes in price witness only modest changes in 
the quantity demanded or supplied, if any at all. These goods tend to be things 
that are more of a necessity to the consumer in his or her daily life.  
 
To determine the elasticity of the supply or demand curves, we can use this 
simple equation:  

Elasticity = (% change in quantity / % change in price) 

If elasticity is greater than or equal to one, the curve is considered to be elastic. If 
it is less than one, the curve is said to be inelastic.  
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As we mentioned previously, the demand curve is a negative slope, and if there 
is a large decrease in the quantity demanded with a small increase in price, the 
demand curve looks flatter, or more horizontal. This flatter curve means that the 
good or service in question is elastic.  

 
 

 

Meanwhile, inelastic demand is represented with a much more upright curve as 
quantity changes little with a large movement in price. 

 

Elasticity of supply works similarly. If a change in price results in a big change in 
the amount supplied, the supply curve appears flatter and is considered elastic. 
Elasticity in this case would be greater than or equal to 1.  
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On the other hand, if a big change in price only results in a minor change in the 
quantity supplied, the supply curve is steeper, and its elasticity would be less 
than one. 

 

A. Factors Affecting Demand Elasticity 
 
There are three main factors that influence a demand’s price elasticity: 

1. The availability of substitutes - This is probably the most important factor 
influencing the elasticity of a good or service. In general, the more substitutes, 
the more elastic the demand will be. For example, if the price of a cup of coffee 
went up by $0.25, consumers could replace their morning caffeine with a cup of 
tea. This means that coffee is an elastic good because a raise in price will cause 
a large decrease in demand as consumers start buying more tea instead of 
coffee.  
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However, if the price of caffeine were to go up as a whole, we would probably 
see little change in the consumption of coffee or tea because there are few 
substitutes for caffeine. Most people are not willing to give up their morning cup 
of caffeine no matter what the price. We would, therefore, say that caffeine is an 
inelastic product because of its lack of substitutes. Thus, while a product within 
an industry is elastic due to the availability of substitutes, the industry itself tends 
to be inelastic. Usually, unique goods such as diamonds are inelastic because 
they have few - if any - substitutes. 

2. Amount of income available to spend on the good - This factor affecting 
demand elasticity refers to the total a person can spend on a particular good or 
service. Thus, if the price of a can of Coke goes up from $0.50 to $1 and income 
stays the same, the income that is available to spend on Coke, which is $2, is 
now enough for only two rather than four cans of Coke. In other words, the 
consumer is forced to reduce his or her demand of Coke. Thus if there is an 
increase in price and no change in the amount of income available to spend on 
the good, there will be an elastic reaction in demand: demand will be sensitive to 
a change in price if there is no change in income. 

3. Time - The third influential factor is time. If the price of cigarettes goes up $2 
per pack, a smoker, with very little available substitutes, will most likely continue 
buying his or her daily cigarettes. This means that tobacco is inelastic because 
the change in the quantity demand will have been minor with a change in price. 
However, if that smoker finds that he or she cannot afford to spend the extra $2 
per day and begins to kick the habit over a period of time, the price elasticity of 
cigarettes for that consumer becomes elastic in the long run.  

B. Income Elasticity of Demand 
 
In the second factor outlined above, we saw that if price increases while income 
stays the same, demand will decrease. It follows, then, that if there is an increase 
in income, demand tends to increase as well. The degree to which an increase in 
income will cause an increase in demand is called income elasticity of demand, 
which can be expressed in the following equation: 
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If EDy is greater than one, demand for the item is considered to have a 
high income elasticity. If however EDy is less than one, demand is considered to 
be income inelastic. Luxury items usually have higher income elasticity because 
when people have a higher income, they don't have to forfeit as much to buy 
these luxury items. Let's look at an example of a luxury good: air travel.  
 
Bob has just received a $10,000 increase in his salary, giving him a total of 
$80,000 per annum. With this higher purchasing power, he decides that he can 
now afford air travel twice a year instead of his previous once a year. With the 
following equation we can calculate income demand elasticity: 

 

 

 

Income elasticity of demand for Bob’s air travel is seven - highly elastic. 

With some goods and services, we may actually notice a decrease in demand as 
income increases. These are considered goods and services of inferior quality 
that will be dropped by a consumer who receives a salary increase. An example 
may be the increase in the demand of DVDs as opposed to video cassettes, 
which are generally considered to be of lower quality. Products for which the 
demand decreases as income increases have an income elasticity of less than 
zero. Products that witness no change in demand despite a change in income 
usually have an income elasticity of zero - these goods and services are 
considered necessities. 

Economics Basics: Utility 
 
We have already seen that the focus of economics is to understand the problem 
of scarcity: the problem of fulfilling the unlimited wants of humankind with limited 
and/or scarce resources. Because of scarcity, economies need to allocate their 
resources efficiently. Underlying the laws of demand and supply is the concept of 
utility, which represents the advantage or fulfillment a person receives from 
consuming a good or service. Utility, then, explains how individuals and 
economies aim to gain optimal satisfaction in dealing with scarcity. 
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Utility is an abstract concept rather than a concrete, observable quantity. The 
units to which we assign an “amount” of utility, therefore, are arbitrary, 
representing a relative value. Total utility is the aggregate sum of satisfaction or 
benefit that an individual gains from consuming a given amount of goods or 
services in an economy. The amount of a person's total utility corresponds to the 
person's level of consumption. Usually, the more the person consumes, the 
larger his or her total utility will be. Marginal utility is the additional satisfaction, or 
amount of utility, gained from each extra unit of consumption.  

Although total utility usually increases as more of a good is consumed, marginal 
utility usually decreases with each additional increase in the consumption of a 
good. This decrease demonstrates the law of diminishing marginal utility. 
Because there is a certain threshold of satisfaction, the consumer will no longer 
receive the same pleasure from consumption once that threshold is crossed. In 
other words, total utility will increase at a slower pace as an individual increases 
the quantity consumed.  
 
Take, for example, a chocolate bar. Let's say that after eating one chocolate bar 
your sweet tooth has been satisfied. Your marginal utility (and total utility) after 
eating one chocolate bar will be quite high. But if you eat more chocolate bars, 
the pleasure of each additional chocolate bar will be less than the pleasure you 
received from eating the one before - probably because you are starting to feel 
full or you have had too many sweets for one day. 

 
This table shows that total utility will increase at a much slower rate as marginal 
utility diminishes with each additional bar. Notice how the first chocolate bar 
gives a total utility of 70 but the next three chocolate bars together increase total 
utility by only 18 additional units.  
 
The law of diminishing marginal utility helps economists understand the law of 
demand and the negative sloping demand curve. The less of something you 
have, the more satisfaction you gain from each additional unit you consume; the 
marginal utility you gain from that product is therefore higher, giving you a higher 
willingness to pay more for it. Prices are lower at a higher quantity demanded 
because your additional satisfaction diminishes as you demand more.  
 
In order to determine what a consumer's utility and total utility are, economists 
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turn to consumer demand theory, which studies consumer behavior and 
satisfaction. Economists assume the consumer is rational and will thus maximize 
his or her total utility by purchasing a combination of different products rather 
than more of one particular product. Thus, instead of spending all of your money 
on three chocolate bars, which has a total utility of 85, you should instead 
purchase the one chocolate bar, which has a utility of 70, and perhaps a glass of 
milk, which has a utility of 50. This combination will give you a maximized total 
utility of 120 but at the same cost as the three chocolate bars.  
 

Economics Basics: Monopolies, Oligopolies and Perfect Competition 
 
Economists assume that there are a number of different buyers and sellers in the 
marketplace. This means that we have competition in the market, which allows 
price to change in response to changes in supply and demand. Furthermore, for 
almost every product there are substitutes, so if one product becomes too 
expensive, a buyer can choose a cheaper substitute instead. In a market with 
many buyers and sellers, both the consumer and the supplier have equal ability 
to influence price.  
 

In some industries, there are no substitutes and there is no competition. In a 
market that has only one or few suppliers of a good or service, the producer(s) 
can control price, meaning that a consumer does not have choice, cannot 
maximize his or her total utility and has have very little influence over the price of 
goods.  
 

A monopoly is a market structure in which there is only one producer/seller for a 
product. In other words, the single business is the industry. Entry into such a 
market is restricted due to high costs or other impediments, which may be 
economic, social or political. For instance, a government can create a monopoly 
over an industry that it wants to control, such as electricity. Another reason for 
the barriers against entry into a monopolistic industry is that oftentimes, one 
entity has the exclusive rights to a natural resource. For example, in Saudi Arabia 
the government has sole control over the oil industry. A monopoly may also form 
when a company has a copyright or patent that prevents others from entering the 
market. Pfizer, for instance, had a patent on Viagra.  
 

In an oligopoly, there are only a few firms that make up an industry. This select 
group of firms has control over the price and, like a monopoly, an oligopoly has 
high barriers to entry. The products that the oligopolistic firms produce are 
often nearly identical and, therefore, the companies, which are competing for 
market share, are interdependent as a result of market forces. Assume, for 
example, that an economy needs only 100 widgets. Company X produces 50 
widgets and its competitor, Company Y, produces the other 50. The prices of the 
two brands will be interdependent and, therefore, similar. So, if Company X starts 
selling the widgets at a lower price, it will get a greater market share, thereby 
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forcing Company Y to lower its prices as well.  
 

There are two extreme forms of market structure: monopoly and, its 
opposite, perfect competition. Perfect competition is characterized by many 
buyers and sellers, many products that are similar in nature and, as a 
result, many substitutes. Perfect competition means there are few, if any, barriers 
to entry for new companies, and prices are determined by supply and demand. 
Thus, producers in a perfectly competitive market are subject to the prices 
determined by the market and do not have any leverage. For example, in a 
perfectly competitive market, should a single firm decide to increase its selling 
price of a good, the consumers can just turn to the nearest competitor for a better 
price, causing any firm that increases its prices to lose market share and profits. 
 

 
Economics Basics: Conclusion 

We hope that this has given you some insight to the market and, in turn, your 
investment strategies. Let's recap what we've learned in this tutorial:  

 Economics is best described as the study of humans behaving in 
response to having only limited resources to fulfill unlimited wants and 
needs.  

 Scarcity refers to the limited resources in an economy. Macroeconomics is 
the study of the economy as a whole. Microeconomics analyzes the 
individual people and companies that make up the greater economy.  

 The Production Possibility Frontier (PPF) allows us to determine how an 
economy can allocate its resources in order to achieve optimal output. 
Knowing this will lead countries to specialize and trade products amongst 
each other rather than each producing all the products it needs.  

 Demand and supply refer to the relationship price has with the quantity 
consumers demand and the quantity supplied by producers. As price 
increases, quantity demanded decreases and quantity supplied increases.  

 Elasticity tells us how much quantity demanded or supplied changes when 
there is a change in price. The more the quantity changes, the more 
elastic the good or service. Products whose quantity supplied or 
demanded does not change much with a change in price are considered 
inelastic.  

 Utility is the amount of benefit a consumer receives from a given good or 
service. Economists use utility to determine how an individual can get the 
most satisfaction out of his or her available resources.  

 Market economies are assumed to have many buyers and sellers, high 
competition and many substitutes. Monopolies characterize industries in 
which the supplier determines prices and high barriers prevent any 
competitors from entering the market. Oligopolies are industries with a few 
interdependent companies. Perfect competition represents an economy 
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with many businesses competing with one another for consumer interest 
and profits.   
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1. Learning Objectives 

After completing this module, the students will be able to understand: 

 The concept of Market and Market Structure  

 Classification of Market and Market Structure 

 Market classification and cross elasticity of demand 

 Concept of Revenue     

 Relationship between AR & MR  
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MARKET AND MARKET STRUCTURE 

2. Introduction and meaning of Market  

Market in general means a particular place or locality where goods are sold and purchased. But, in 

economics, the term ‘market does not include particular any place or locality in which goods are 

bought or sold. The notion of exacting of the market locality or geographical place is not necessary to 

the concept of the market. What is necessary for the market to exist is the contact between buyers and 

sellers so that the transactions of goods and services at a given price can take place between them. The 

seller and buyer may be spread over an entire region, sometimes in different countries, but they can 

contact and communicate and can exchange commodities. The function of a market is to enable the 

exchange of goods and services. In general a  market is defined as a group of people and firms which 

are in interaction with another for the purpose of buying and selling of products or / services. The main 

feature of market is that seller and buyer should be able to get in close contact with each other. 

3. Classification of market   

The determination of prices of commodities depends upon the type of market  

structure in which they are produced. There are various markets prevailing in an 

economy like (a) perfect competition, (b) Monopoly, (c) Monopolistic Competition, 

and (d) Oligopoly. Monopoly, monopolistic competition and oligopoly are generally 

grouped under imperfect competition, since these three markets differ in respect to 

the degree of imperfections in the market.  Most common basis of classifying market 

structures depends upon two crucial elements, (A) the number of firms producing a 

product and (B) the nature of product produced by firms, may be homogeneous or 

heterogeneous. .   The price elasticity of demand for a firm’s product depends upon 

the number of competitive firms producing the similar product as well as degree of 

substitution which is possib le between the product of a firm and other products 

produces by competitive firms. Following are the basis for classification of markets:  

  Classification by geographical area: geographical classification of markets 

based on the spread of buyers and sellers such as local,  regional, national 

and international markets  

  Classification by volume of business: according to this classification 

markets can be classified into wholesale and retail markets.  

  Classification by nature of transactions: based on the nature of  transactions 

markets can be classified as spot market or future market.  
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  Classification by regulation: according to government stipulations and 

regulations markets can be classified into regulated and unregulated 

markets.  

  Classification by status: based on  intermediation with buyers and sellers, 

markets can be classified into ‘primary’, ‘secondary’ and ‘terminal’ markets  

  Classification on the basis of market structures: it  is a most important base 

for classifying markets and takes into consideration the fou r components of 

market that is sellers, buyers, products and conditions of entry and exit .  

  Classification on the basis of time: according to time, markets can be 

classified as very short period, short period, long period and very long 

period markets.  

4.  Classification of market structures  

Markets  are conventionally classified into four type’s  namely  Perfect competition, 

monopoly, monopolistic competition and oligopoly. The classification of market 

structures based on the four principal components of market and the number of 

decision variables have been presented in a tabular form as follows:  

Type of market  Nature of 

product 

Number 

of 

sellers 

Numbe

r of 

buyers 

Entry 

and 

Exit 

Price Decision 

variables 

Perfect 

competition 

Homogeneo

us for all 

firm 

Large  Large Free 

entry/ 

free 

exit 

Uniformity Output 

Monopoly  Unique 

product 

without 

close 

substitution 

One  Large Entry 

barriers 

High  Both 

price and 

output are 

under 

control 

but 

decision 

can be 

taken 

about one 

of them 
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Discriminating  

monopoly 

Unique 

product 

One  Large  Entry 

barriers 

High Discrimi-

nation in 

prices 

Monopolistic 

competition 

Product 

differentiati

on but close 

substitution 

Large  Large Product 

differen

tiation 

act as 

entry 

barrier 

Higher than 

perfect 

competition 

but lower 

than 

monopolisti

c 

Nature 

and 

extent of 

product 

differenti

ation 

Oligopoly  May be 

homogeneo

us or 

heterogeneo

us  

Few  Large Product 

differen

tiation 

act as 

entry 

barrier 

Low  Price, 

product 

differenti

ation and 

selling 

expenses 

Duopoly  May be 

homogeneo

us or 

heterogeneo

us 

Two  Large  Product 

differen

tiation 

act as 

entry 

barrier 

High  Price, 

product 

differenti

ation and 

selling 

expenses 

  

Now ,  we explain below each form of market category.  

1) Perfect competition :  it  is characterized by large number of buyers and sellers of 

an essentially identical product. Individual buyers and sellers are only price takers 

not makers. At the ruling price a firm can sell  any quantity.  

  The number of sellers is deemed to be so large and the amount of sales done 

by each so small in relation to the market that  none of the seller,  taken by 

him, is able to influence the price by his own individual action of expanding 

or with holding his produce.  

  Again here the number of buyers is thought to be large enough to prevent 

any one buyer from affecting the price in the market by his own action of 

purchasing more or less, and the purchases made by any one of the buyers 

are small as compared with the purchase of all  the buyers in the market.  
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  All the sellers in the market have a perfectly similar product to offer,  that is 

the product offer by each of the producers is in every way the same from 

time viewpoint of the buyer. The sellers’ products are similar in colour, 

shape, design and service so that no one of the buyers has reason to be 

attached to any one of the sellers. There is no effect of any kind whatever to 

prejudice buyers mind in favour of their product.  

  There is free entry or exit  of firms. It means any firm from outside the 

industry must be able to enter the industry without any obligation and any 

firm working in the industry must be free to go out of it  and when the firm 

likes. 

The four conditions given above have been introduced in the market to ensure 

that an individual seller is a price -taker. Single seller can neither raise his 

price above that of the market nor can afford to lower it .  If a seller raises his 

price above that prevailing in the market,  he loses all of his customers. On the 

other hand, he has no incentive to lower his price since he can sell  the whole of 

his production at the going price.  

 

If no one seller or buyer can influence the price, then how is the price 

determined? It  is not determined by individuals, it  is the result  of the industry 

demand and supply. Market supply and demand interact to determine price, and 

individual take it as a ‘given’.  

 

2) Monopoly :  Monopoly is the opposite of competition; pure monopoly is the 

opposite of pure perfect completion. In such a market there is only one seller of 

the product, the sole controller of supply of the product in the market.  The seller 

produces a commodity for which it  is difficult  to find a substitute. The firm 

constitutes the industry. The demand for output of this one firm is at once demand 

for the total industry.  

A pure monopolist  is one who can charge any price he likes by restricting his 

output. Whatever the price he decides to charge, total expenditure on his product 

done by purchasers remains the same. In other words, the elasticity of demand for 

the product of the firm is unitary.  

 

3) Monopolistic Competition :  It  involves many sellers, selling diff erentiated 

products and many buyers. The products are close, although not exact substitutes 

and there is high cross-elasticity of demand between the products. There may be 
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difference in quality, style, colour, size, packing, trade names, brands, type of 

service, location of stores, containers and many other considerations that may give 

rise to a spirits of attachment of buyers to particular sellers. All the firms 

producing the closely related, competing goods, compose one industry. Examples 

are articles of clothing, bay food, toilet articles and many other articles generally 

sold in retail  stores.  

 

4) Oligopoly :  It  is that market situation in which the market for a commodity is 

dominated by a few firms each of which is producing and selling a considerable 

proportion of the total output sold in the market.  When there are two sellers in the 

market,  the market structure is called duopoly. It  is just a special case of 

oligopoly. Each firm is so large relative to the size of the market that y its own 

individual action it  can affect market price.  

Changes by it  in the output sold or price charged do not go unnoticed by its rivals.  

Therefore, in shaping its price policy each firm must take into consideration the 

reactions of the few owner producers and also his poss ible reaction to their 

reactions.  

5. Market Classifications and Cross Elasticity of Demand  

This concept of cross elasticity of demand has been used to measure the amount and 

kind of competition among firms and therefore for classifying market structures. In 

perfect competition the cross elasticity of demand for the product of a single firm 

with respect to a change in price of the rest of the industry will  be infinite. It  means, 

the proportionate fall  in the demand for the product of a single firm will  be i nfinitely 

large compared with any given proportionate fall in the price of the product of the 

whole industry. In monopolistic competition the cross elasticity of demand for the 

product of a single firm with respect to a change in the price of other product s made 

in the monopolistic group will  be very high. The cross elasticity of demand for a 

product of a monopolist  with respect to a fall  in the price of other products in the 

economy will  be very low. In nutshell ,  we can say in perfect competition cross 

elasticity of demand is infinite. In monopoly, cross elasticity of demand is very low 

or zero and in case of monopolistic competition, cross elasticity of demand is very 

high. 

But, this concept of cross elasticity of demand as a measure of classifying market 

structure is very much inadequate and sometimes leads to erroneous conclusions. The 

main objection is that it  causes neglect of the two basic elements of market structure 
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that is,  the degree of attachment or detachment of substitution among products and 

the number of firms in the relevant group or industry and these two concepts are 

fundamental to an understanding of market structure.  

It  has been further pointed out by many economists that cross elasticity of demand of 

any perfectly competitive firm, instead of being infinity, is zero and in case of 

monopoly it  is also zero. So cross elasticity of demand in two market situations that 

is in pure competition or in pure monopoly which are opposite to each other, found to 

be the same. 

Therefore, i t  is observed that, the market classification on the basis of elasticity of 

demand is not satisfactory. The basis of classification of market should be on the 

number of firms in the industry and, on the nature of the product that is attachment or 

detachment of substitutes.  

6. Concept of Revenue 

The firm has to play the dual role of the producer and a seller.  As a producer, it  tends 

to minimise the cost of producing output. But how much is to be produce /is decided 

by the conditions that prevail  in its product market and t he sale proceeds it  expect to 

earn from the produce and costs that it  has incurred. The equilibrium output is that 

which gives it  the maximum profit .  So the sale proceed that a firm gets from the sale 

of its product is called revenue. Total revenue a firm earns calculated by multiplying 

the total sale by the price at which the product is sold. Average revenue is total  

revenue divided by output. It  is nothing but the sale price of the product.  

Total Revenue = price × output   

Average Revenue = Price = Total Revenue / Total Output  

Marginal Revenue is the addition made to total revenue by the sale of an additional 

unit of the product in the market.  

Marginal Revenue = Total revenue of n units –  Total revenue of (n-1) 

As the firm sells more of its production in t he market, it  expects adding to its sale 

proceeds. So a firm is expected to sell  more only when it  adds to its total revenue. In 

other words, marginal revenue ordinarily goes on falling as more is sold. Ultimately, 

a state is reached, where as the firm goes on selling more and more, the market is 

saturated with an output and marginal revenue is reduced to zero, that is no addition 

to total revenue.  

7. Relationship between Average Revenue and Marginal Revenue  
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A cost curve in different market forms remains th e same but revenue curves changes 

with the change in the form of market. The relationship of AR and MR can be studied 

in different market forms such as Perfect Competition, Monopoly, Monopolistic 

Competition and oligopoly.  

  Revenue Curves under Perfect Competition :  ‘One market and one price’ is 

the golden rule of perfectly competitive market.  In perfect competition all  

firms are price taker and price is settled by an industry with the forces of 

demand and supply. So one price prevails in the market. So i n perfectly 

competitive market:  

Price= AR = MR 

Under perfect competition both AR and MR will  be parallel to ‘OX’ axis as it  

is seen in the following figure:  

 

 

In this figure output and revenue is taken on ‘OX’ and ‘OY’ axis respectively AR and 

MR are equa l  to each other and are parallel to ‘OX’ axis. At OP price a firm can sell  

any amount of goods.  

  Revenue curves under Monopoly: Monopoly is a market where one seller and 

large number of buyers. Under monopoly market both AR and MR curves 

slopes downward but  MR lies below AR.  
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In this figure output and revenue all measured on ‘OX’ and ‘OY’ axis 

respectively. MR lies below AR. Perpendicular drawn from any point of AR on 

‘OY’ axis will  be divided into two equal parts by MR curve.AR and MR slope 

down ward because under monopoly a producer has one option with him. Either 

he can sell  more quantity of output at lesser prices or he can charge high price 

but is bound to sell  less quantity of output. MR also slopes downward and the 

rate of fall  of MR will be grea ter than AR. 

  Revenue curves under Monopolistic competition: AR and MR curves under 

monopolistic competition slope downward but have less slope. Because in 

monopolistic competition each producer charges different price of his product 

than the price charged by other producers. AR and MR are more elastic as each 

product has its close substitute.  
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Both AR and MR are more elastic than AR and MR under monopoly market. 

Comparison of both AR and MR are given below:  

 

 

 

  Revenue curves under Oligopoly :  Oligopoly is a situation of market where 

few sellers are selling homogeneous or differentiated products. In this market 
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there is a competition among few sellers and AR will  be kinked curve as it  is 

shown in figure:  

 

Output and revenue is measured in ‘OX’ and ‘OY’ a xis. AR has a kink at 

point ‘K’. This demand curve is a combination of two demand curves. First 

portion of DD up to point ‘  K’ is more and the lower portion of DD after 

point K is less elastic when a producer changes price of his product then he 

assumes that other firms are not changing prices of their products. This 

portion is up to point ‘K’. From point ‘K’ onward when a producer changes 

price of his product i t  is assumed that other producer will  also change prices 

of their products. When all  firms lower price of their products then sale will  

not increase of any single firm, there will  be a very small increase in the 

sales of all  firms both these portions form a kink on AR at point ‘K’. MR 

curve becomes discontinuous at ‘ab’ level of quantity sold. ‘ab’ po rtion of 

MR which lies below point ‘K’ represents discontinuity. First  portion of MR 

which is below the more elastic portion of AR is positive. This shows that 

when a firm lower the price then its total revenue will  increase. Below the 

point ‘b’ portion of  MR which is below less elastic part of AR signifies that 

at lowering price level there will  not e any increase in total revenue. Gap of 

MR from point ‘a’ to ‘b’ emerge due to sudden change in AR from more to 

less elastic position.  
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8. Significance of the Concept of Revenue 

The importance of the concept of revenue as under:  

  Firm’s equilibrium :   A producer is able to know the position of equilibrium of 

his firm with the help of revenue curves. When MR is greater than MC a 

producer can increase the size of output to get more revenue. The basic aim of 

each producer is to get maximum profits.  When MR is less than MC firm will  

get loss and firm will  be in equilibrium when both MC and MR are equal.  This 

is a position of break-even point.  Departure from this posit ion will  gave firm 

more profit  and in backward direction gives loss to firm.  

  Estimates of profit and loss :  A firm can also calculate profit  and loss by 

making use of revenue curves.  

1) A firm will earn super normal profits when TR is more than TC or 

AR>AC 

2) A firm will  earn normal profits when TR=TC or AR=AC  

3) A firm will  earn loss when TR<TC or AR<AC.  

  Change in price :  Firm is also able to know whether it  can earn profit  by 

lowering or increasing the price of products. In case of elastic demand when 

increases by lowering the price. The firm can earn profits. When TR increases 

by raising the price in case of inelastic demand then it  will  raise the price. 

When there is no change in TR either by lowering or increasing the price then 

firm will  not lower or raise the price of its products.  

  Knowledge about full  or under Capacity production :  revenue curves are also 

helpful to know whether firm is producing output by using full  or under 

capacity of i ts production. If AR is tangent to AC at its minimum point then 

firm is using its full  capacity to produce goods or output, but in case of 

monopoly and monopolistic competition firm possesses excess capacity.  

9. Summary: Market structure describes the competitive environment in the market 

for any good or service. A market consists of all firms and individuals willing and 

able to buy and sell  a particular product. This includes firms and individuals 

currently engaged in  buying and selling a particular product, as well as potential 

entrants. There are four types of markets Perfect competition, monopoly, 

monopolistic competition and oligopoly. Market structure determines a firm’s power 

to fix the price  of its product a great deal.  The degree of competition determines a 

firm’s  degree of freedom in determining the price of its product.  
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Assumptions:

1.Cardinal measurement of utility is possible.

2.Consumer is rational.

3.Income of the consumer is fixed and constant.

4.Marginal utility of money remains constant.

5.Prices of commodities remain constant.

6.Commodities is divisible

7.Consumption takes place at a given time period.

Explanation:

Marsallian approach:

The law states that in order to get maximum satisfaction a consumer should 

spend his limited income on different commodities in such a way that the last 

rupee spent on each commodity yields him equal marginal utility. In other words 

MU derived from the last unit of each commodity is equal.








