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UNIT-I

INTRODUCTION TO MANAGERIAL ECONOMICS & DEMAND
ANALYSIS

ECONOMICS

Economics is a study of human activity both at individual a
economists of early age treated economics merely as the science of wealth.
clear. Every one of us in involved in efforts aimed at earning
satisfy our wants such as food, Clothing, shelter, and oth
spending money are called “Economic activities”.

eason for this is
this money to
earning and

According to Adam Smith
“Economics as the study of nature and uses of nat
According to Dr. Alfred Marshall

“Economics is a study of man’s acti@as in the ordin f life™t enquires how he gets

his income and how he uses it”.

MICRO AND MACRO ECO

Micro Economics

Demand and Theories of market structure and so on.

Macro Economics

» The study of aggregate or total level of economic activity in a country is called
Macro Economics.




>

>

>

It studies the flow of economic resources or factors of production (such as land,
labour, capital, organisation and technology) from the resource owner to the
business firms and then from the business firms to the households.

It deals with the total aggregates. For instance, total national inco
employment, total output and total investment.

It studies the interrelations among various aggregates and
and behaviour, their determination and causes of their fluctua

It discusses aggregate consumption, ag
income.

Managerial EcO
of book ‘“Manage

onomics of Manage

as “Industrial Economics” or “Business
Ves manage s shows how economic analysis can be used

ANAGER CONOMICS

D L. SIEGELMAN

nageria ics defined as “the integration of economic theory with business

practice for the pu
anagement”.

pose of facilitating decision making and forward planning by

AM “AND PAPPAS believe that managerial economics is “The
economic theory and methodology to business administration practice”.




3. C..SAVAGE AND T.R.SMALL therefore believes that managerial economics is
concerned with business efficiency.

4. HAGUE observes that

analyse the problems of business decision-making”.

5. In the words of PAPPAS AND HIRSHEY
“Managerial Economics applies economic theory and metha

administrative decision-making. Because it uses the tools 2
analysis to solve managerial problems, managerial ecg@

7. HAYNES, MOTE AND PAU
Managerial Economics as “g
bridge between the abst

Managerial Economics, t
decision-making

es, which are useful in

MANAGERIA

rm’s decision making process. It could be also
nagerial Economics is also called as “Industrial

cono bridges the gap between traditional economics theory and real
in two da irst it provides a number of tools and techniques to enable the
more competentito take decisions in real and practical situations. Secondly it
ourse to show the interaction between various areas in which the firm

RISTICS OF MANAGERIAL ECONOMICS




@ Close to microeconomics: Managerial economics is concerned with finding the solutions
for different managerial problems of a particular firm. Thus, it is more close to
microeconomics.

(© Operates against the backdrop of macroeconomics: The macroeconomics conditions of
the economy are also seen as limiting factors for the firm to operate. In other words, the
managerial economist has to be aware of the limits set by the macr@éeonomics conditions
such as government industrial policy, inflation and so on.

© Normative statements: A normative statement usually includes
‘ought’ or ‘should’. They reflect people’s moral attitudesman ns of what a
team of people ought to do. For instance, it deals wit ernment of
India should open up the economy. Such statemen

with the future. Disagreements about such s
(@ Prescriptive actions: Prescriptive action ;
objectives of the firm, it suggests the cours : able alternatives for
optimal solution. If does not merely menti so explains whether the
e, the, fact that variable costs

real life .complex business situations
and these model i s faridecision-making. The different
i include‘inventory-control, optimization, project
icS, we also employ. case study methods to

©

nts, tools and\techniques of managerial economics are drawn
such as economics, management, mathematics, statistics,

umptions, the theory:may not hold good at all.

ANAGERIABECONOMICS

SCOPEO

The main focus in managerial economics is to find an optimal solution to a given
managerial problem, the problem may related to production, reduction or control of cost,




determination of price of a given product or service, make or decisions, inventory decisions,
capital management or profit planning and management, investment decisions or human resource
management. While all these are the problems, the managerial economics makes_use of the
concepts, tools and techniques of economics and other related discipline to fin
solution to a given managerial problem.

The main Areas of Managerial Economics

1. Demand Decision:

» The analysis and forecasting of demand for a given ppog

» Demand at different price
accordingly and initiate ¢
gain more profits.

elation to eutput are studied to optimise the profits.

function are estimated given certain parameters.

ghavioURRS costs at dif production is assessed here.

are fixed, some are semi-variable and others are perfectly variable.

of production increases remains constant or decreases with additional

puts.

> nis decisic with changes in the production following changes in inputs which
0e substitutesor complementary.

een ocus of this decision is to optimise(maximise) the output at minimum cost.




» If itis necessary for the manager to know the relationship between the cost and output
both in the short-run and long-run to position his products amidst the competitive
environment.

3. Price-Output Decision:

» Here, the production is ready and the task is to determine the price t
situations such as perfect market and imperfect markets ra
monopolistic competition, duopoly and oligopoly.

» The features of these markets and how price is deter,
situations is studied here.

» The pricing policies, methods, strategies and p
of managerial economics.

4. Profit -related Decisions:

» Here we employ the tech
control and ratio anal§sis t

We determine bigak-even

In other words, i ‘ i

duce the wastage and thereby

al with the strategies t@

a e level of profits.

ne the lig

helps to dete ity, solvency, profitability of the activities of

rtain ra sed to analyse and interpret the profitability of the firm given a
ting data.

nvestment Decisions
vest decisions are also called capital budgeting decisions.

involve commitment of large funds, which determine the fate of the firm.




[0 These decisions are irreversible.

0 Hence the manager needs to be more attentive while committing his scarce funds, which
have alternative uses.

0 The allocation and utilisation of investments is paramount importance.

[

Capital has a cost. It is expensive. Hence, it is to be utilised in su
the return on capital invested.

0 It is necessary to study the cost of capital structure
funds are committed.

6. Economic Forecasting and Forward Pla

factors.

0 The external factofS”inclu
employment, labaUr, price ah

These influence degisi i 1 resources, finance and
marketin

The igtérnal fa relating to finance, people, market

he trends in the economy to plan for the future in terms of
cts and markets. This will minimise the risk and uncertainty

alysis

mmon parlance means the desire for an object. But in economics demand is
han this. According to Stonier and Hague, “Demand in economics means
y enough money to pay for the goods demanded”. This means that the
demand b es effective only it if is backed by the purchasing power in addition to this there
must be ness to buy a commaodity.




Every want supported by the willingness and ability to but constitutes demand for a particular
product or services. In other words, if | want a car and | cannot pay for it, there is n and for
the cat from my side

A product or services is said to have demand when three conditions are sa

e Desire on the part of the buyer to buy
e Willingness to pay for it
e Ability to pay the specified price for it.

DETERMINANTS OF DEMAND

> The affect of all these f
called Demand F

» The following @ke some @ ctors ' : in demand other than
price factor.

1. PRICE O
ice of the commodity.

anded at a particular price is more popularly
veen price and demand is called the Law of

e existing p 0 expected changes in price, which affect

LATED GO@DS

PRICES OF

UBSTITUTES:

ase of sub
1crease in

like tea and coffee an increase in price of one commodity leads
2 demand for other commodity and vice versa.

toa
e rise‘inyprice of coffee shall raise the demand for tea.

IN THE PRICES OF COMPLEMENTARIES:




In case of complementariness like car and petrol a fall in price of one commodity leads to an
increase in the demand for other commodity and vice versa.

If the price of pens goes up, their demand is less as a result of which the demand f
less. The price and demand go in opposite direction. The effect of changes i ice a
commodity on amounts demanded of related commodities is called crogs,demand.

3. INCOME OF THE CONSUMER

» The demand for a normal commodity ¢@e
and falls down.

> When income incre

Versa.
4. TASTES AND FA ONS O

> The fo pst i ‘.’ f i ers’ tastes and
fashio

1sumer's taste. Taste lude fashion, habit,

is also affected by advertisement.

a\taste a commodity gees up, mount demanded is more even at the
e.

d increase in demand. The opposite is called decrease in demand.

he tastes and fashions brings about a change in demand for a

commod es out of fashion, the demand for it will decrease even though

the price remains the same. Demand curve shifts to the left.

OF WEALTH




» The amount demanded of the commaodity is also affected by the amount of wealth as
well as its distribution.

» When the wealth of the people is more, demand for the normal commodities is also

more.

» If wealth is more equally distributed, the demand for necess
more.

» On the other hand, if some people are rich, whil
demand for luxuries is generally higher.

6. CHANGE IN POPULATION
» Increase in population increases deman

» The compositions of population also a

» A change in compositio
different commodi

» A change in sizg as well @s ' i \ affect the demand for
certain commoditle

> For s D An : i ' e demand for food
grains., arly, a
ng es.

\

D d ays Chamge
ams unch@anged.

in weather or climate even though price

increases and in winter it decreases.

the demand for cool d

ate of an area)and the weather prevailing there has a decisive effect on

emand.

1 cold areasiwoollen cloth is demanded. During hot summer days, ice is very much
mand. O 1y day , ice cream is not so much demanded.

GE OVERNMENT POLICY

nment policy affects the demand for commodities through taxation.




» Taxing a commodity increases its price and demand goes down.

» Similarly, financial help from government increases the demand for a commodity
while lowering its price.

9. EXPECTATIONS REGARDING THE FUTURE

» If consumers expect changes in price of commodity in future,
demand at present even when the present price remains the sa

> Similarly, if consumers expect their incomes to risg
increase the demand for a commodity just now.

10. STATE OF BUSINESS:

» The level of demand for different com ities &
conditions in the country.

» If the country is passing through boom c
in demand.

> On the other hand, the | & demand gc
11. ADVERTISEMEN

> Advertisement
commodi

nging the demand for a

> Bya ence of the consumers can be influenced.
12. TE

nhew commodities will enter into the market and demand
ill decrease.

pleRue to the in ion of electronic watches the demand for
as decreased.

Demand functio athematical expression of relation between the quantity
ded and its determinants. It can be expressed as follows




QD=F(P,1,Psc, T, A)

Where

Qd = quantity demand
F = functional relational between input
P = price of the product

| = income of the consumer

Psc= price of substituted or complementary
T = taste and preference

A = advertisement

Law of Demand

INTRODUCTION OF DEMAD

> Demand_d@mscom

in Economics.

to buy and (ii) willingness to pay the
alled@@lemand. Unles is accompanied by ability to buy and
to pay, it cannot be called’demand in Economics.

DEMAND

nierand Hague,

¢ mand in eco ics means demand backed up by enough money to payfor
the goods, demanded”.

0 is meansthat the demand becomes effective only if it is backed by purchasing
in addition to this there must be willingness to buy a commodity.




0 Thus demand in economics means the desire backed by the willingness to buy a
commodity and the purchasing power to pay.

2. In the words of Benham,

0  “The demand for anything at a given price is the amount of it which will be
bought per unit of time at that price ”. (Thus demand is alwaysat a price fora
definite quantity at a specified time.)

0 Thus demand has three essentials i.e., price, quantit
three demand has no significance in economics.

DEFINITIONS OF LAW OF DEMAND

1. ALFRED MARSHALL stated that Law of [

0  “arise in the price of commodity or se
and fall in price is followed by an increase
remain constant.”

0 Marshall stated tha
Marginal Utility..

2. In the words of
0 the La

eases with a fall inprice

| states the ionship between price and quantity demanded. As per the
law pkicels incré@8ed demand and similarly, when price is decrease demand
aw assumed that, other gs remaining constant, the change in price will

defand, th e relationship between price and demand is inverse.

odity i lowed by a fall in demand and a fall in price
mand, if a condition of demand remains constant.




DEMAND SCHEDULE

0 The Law of Demand may be explained with the help of the following Demand
Schedule.

Price of Mangoes Quantity Demanded

\
(Rs.)

1 ')

2

\\
a_\\2 e
\\Q¥

DEMAMR CUR

A

5

Quantity Demanded

above tabl@it is clear that as price of Mangoes rises
L0 Rs.2 demand falls from 25 to 20.

ice of Mangoes rises to'Rs.5 quantity demand falls to 5 Mangoes.

the sa ay as price rises , quantity demand falls on the basis of demand
ule. We can draw a demand curve from the above Demand Schedule as




» In the above Diagram, demand is shown on OX —axis and price is shown on OY-
axis. DD is the demand curve.

» The demand curve DD shows the inverse relation between price and qu
demand of Mangoes.

» The demand curve slopes downward from left to right.

ASSUMPTIONS OF LAW OF DEMAND

Law of Demand is based on the following assumptioy
if the following assumptions are fulfilled.

e slopes upwards from left to
demand also rises and when price fallsdemand
has a positive slope. We can draw the

v

Quantity Demanded




>

1. Giffen Paradox 2. Prestige goods 3. Spec
Expectations.

1. GIFFEN PARADOX

>

>

>

In the above Diagram, demand is shown on OX -axis and price is
shown on OY- axis.

DD is the demand curve.

When price increases from OP to OP1 quantity demand also igcreases from
OQ1 and the price falls down from OP1 to OP quantity dema

from OQ1 to OQ.

Hence the exceptional demand curve slopes upwards
diagram.

The following are the important exceptions

In the early part of the 19
observed that the Low pg
price increased.

This is some thing contra

He obsejved that \» A S eson bread only
a SMma d O me

\eat ¥Syh pstl s@ssential that bread.
ce of the'bread inc ed, they reduced the expenditure on meat.

mor ed they purchased more bread to compensate for theloss

ere th® price of breadis
of de d.

es, its demand is also increased. This isthe

9X was stateo Sir Robbert Giffen. Therefore, it is called Giffen

shall cou explain this. It appeared to be a paradox to him.

The Demand Curve for Giffen goods(Inferior goods) goes upward from left to

vn in the above diagram.




» This exception is explained by Veblen. Costly goods like Diamonds, cars etc.,are
called prestige goods or as Veblen goods.

Generally rich people purchase those goods for the sake of prestige.
The use of such articles increases the prestige of owners.
So rich people may buy more of such goods when their price

Thus the amount demanded rises instead of falling, when the
purchase them because their value is reduced.

» Therefore the demand decreases when the price
» This is against to the Law of Demand.
» Since this exception is stated by Veblen,

.3. SPECULATION:

» When the price of a co
» Hence they buy m

» Similarly, if théyae
may not expand. ‘

> This ntraky ta

A

4. TRA C

> ) omic p

\

sperity, people buy more even when the prices

s RappenSibecause the incemes of people have gone up.

ngWtimes of depression, peop y less and less even when prices fall.

PECTATIO

hen peop a further rise in prices, people buy more when prices rise.
The t avoid paying more in future.

ilarly;
fall.

en people expect the prices to fall in further, they buy less and less as




Ty

Pri

Pri

» They may be expecting a further in prices.

ELASTICITY OF DEMAND

Elasticity of demand explains the relationship between a change i
change in amount demanded. “Marshall” introduced the concept of
Elasticity of demand shows the extent of change in quantity demanded to

In the words of “Marshall”, “The elasticity of de
according as the amount demanded increases much @ li
diminishes much or little for a given rise in Price”

Elastic demand: A small change in price may lea
this case, demand is eastic.

In-elastic demand: If a big change in priced
demand in “inelastic”.

pes of Elasticity of Demand:

There are three types ofglasticity a

)

Price elasticit
Ince icit

aneral refers
ommodi

i
demanded o

ive which inc
petween the pricea

price elasticity of demand. In other words, it
response to a given change in price. Price
e customer tends to buy more with every fall
d the demand is inverse.

A S n
ation

portionate change in the quantity demand of commodity

ice elasti

Proportionate change in the price of commodity

Q2-Q1/ Q1




P2 -P1/P1
Where:
Q1 = quantity demand price before change
Q2 = quantity demand price after change
P1 = price before change

P2 = price after change

Income elasticity of demand:

Propgfffonate

Income Elasticity =

price before change
demand after change

e change

Crpss elasticity




Cross elasticity of demand refers to the quantity demanded of a commaodity in response to
a change in the price of a related good, which may be substitute or complement.

Proportionate change in the quantity demand of commodity
“X” Cross elasticity = i & .
Proportionate change in the price of commo ”

Where:
Q1 = quantity demand pgi€€ before
Q2 = quantity demand pri€e aftg
P1 = price before e

P2 = prige after

Crease in the sales revenue because of change in the advertising expenditure.
other ds, there ect relationship between the amount of money spent on advertising
its impaction sales. Advertising elasticity is always positive.

Proportionate change in the quantity demand of product “X”

Proportionate change in advertisement costs.
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Where:

Q1 = quantity demand price before change
Q2 = quantity demand price after change
Al = advertising before change

A2 = advertising after change

Q2 -Q1/Q1

A2-Al/Al

Measurement Elasticity of Degifand

1
2. Perfeg
3.
4

Pe

Perfectly elast of dema
inela

antity can be'sold at a given price, and when there is no need to reduce price,
perfectly elastic. In such cases, even a small increase in price will lead to
demand.

PAlCy
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(¢)

rfectly inelasticity of demand:

When a significant degree of change in price leads
demanded, then the elasticity is said to be perfectly i
said to be perfectly inelasticity when there is no chan
there is a big change in the price.

Dy

B

ot 9

Re

id to be relatively elasticity when the change in demand is more then the
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Relatively inelasticity of demand:
The demand is said to be relatively inelasticity whe eind
the change in the price.
; Rl
[y — )

when the change in demand is equal to the
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Significance of Elasticity Of Demand

a. Price of factors of production:

The factors of production are land
These have a cost; we have to pay rent, wa
of production.

b. Price fixation:

the manufact
based on the conceg
a monopoly, the
attention of the g \ 3 » itute product is such that its
consumpiic [ adh, i i and so on, then the
price @ fixe

product
e case of

government extensi depends on this concept to finalize its polices

rélati taxeS“anc enues. Where the product is such that the people cannot
postpone onsumptio e government tends to increase its, price, such as petrol
d diesel, ettes, and so O

g bank depa
it propose to

. if the government wants to mobilize larger deposits from the
e the rates of fixed deposits marginally and vice versa.

blic utili government uses the concept of elasticity in fixing charges for the
public utilities such as elasticity tariff, water charges, ticket fare in case of road or rail
transp




d. Forecasting demand:

Income elasticity is used to forecast demand for a particular product er services.
The demand for the products can be forecast at a give income level. The er can
estimate the quantity of goods to be sold at different income levels to realize the
revenue.

e. Planning the levels of output and price:

The knowledge of price elasticity is very usg
evaluate whether a change in price will bring i :
items whose demand is elastic, it would benefit
other hand, if the demand for the product iShi
to him to get huge profits without losing sé

Demand forecasting
objective assessment o asting plays an
important role in busi isi i C erity of a business firm
depend on its abilityto me G iently e Demand forecasting
has an importag nce : irmto produce the required
quantities at t ght,time.

orecasting of demand and forecast of sales, sales
h requirements and expenses whereas, demand
timing, reliability of forecast etc. however,

rélate to Weoduction, i
1 diffe e between the

DRECA NG

atistice
ert opinic ods
Test marketing
ontro experiments
6. mental approach

STATISTICAL METHOQODS




Statistical method is used for long run forecasting. In this method, statistical and
mathematical techniques are used to forecast demand. This relies on past data.

1. Trend projection method: these are generally based on analysis of past sales‘patterns.
These methods dispense with the need for costly market research because the necessary
information is often already available in company files. This method is useg in case the sales
data of the firm under consideration relate to different time periods, i.e., itfi§ia time — series
data. There are five main techniques of mechanical extrapolation.

just by observation where the trend line lies. T
period and corresponding sales forecast is read

b. Least squares methods: this technique
which best fits the available data. The tren [ ation, which can be

t testsare costly andhtime —/consuming,
ata offersianother methods to prepare

statistical and ma i is of past'sal
the forecasts, th i ies analysis.

nsidersithat the average of past events determine
the fut . isjmethod pravides consistent results when the past
wide changes.

IS is a more popular technique used for short run forecasts.
ent over moving averages method, unlike in moving averages
ods here,are given varying weight, that is , value of the given variable
es are given higher weight and the values of the given variable in the
en relatively lower weights for further processing.

arometric Technique: Simple trend projections are not capable of forecasting turning

ints. Under. Barometric method, present events are used to predict the directions of

ge infutures, This is done with the help of economics and statistical indicators. Those
are (1) Construction Contracts awarded for building materials (2) Personal income (3)
Agricultural Income. (4) Employment (5) Gross national income (6) Industrial Production
(7) Bank:Deposits etc.

g. “Simultaneous equation method: in this method, all variable are simultaneously
considered, with the conviction that every variable influence the other variables in an




Expert opinion methods:

Te

Co

Judgmental \\\

economic environment. Hence, the set of equations equal the number of dependent
variable which is also called endogenous variables.

they are said to be correlated.

Well informed persons are called experts; exper
information. These persons are generally the out3|de
interest in the results of a particular survey. As exp
trend in a give product or service at a given level
be advantageously used when a firm uses general
casting prepared outside the firm.

st marketing:

It is likely that opigi®ns alg8ma be, at times,
misleading. This is the reg p Or service
in a limited market as te

ntrolled experime

Controll 6
demandare m at customers with different ta and preferences, income
groups, ar helassu hat all other factors remain the same.

10 above methods are dire related to the given product or service, the
hasmo alteéfnative other tha s own judgment. Even when the above methods
preéasting process is supplemented with the factor of judgment for the following

q.\* or significantly long period is not available
ning pointir s of policies or procedures or causal factors cannot be precisely
determined
Sale uation are wide and significant
o histicated statistical techniques such as regression and so on, may not cover all the




DEMAND FORECASTING METHOD

'

STATISTICAL METHODS

SURVEY
METHODS

Survey of sa
v force

oservation
Least squ - od
Time seriesa
Moving averages hod

2o oe

\

/

W
A

J

3. Simultaneous
equations

N\ W
NN
m { agsion

Census 5

nethod




years.

1 Firm

firms

fore

onsu

durab
gree o
e of

a) Functional nature of demand: market demand for a particular product or ser
a single number but it is a function of a number of factors, for instance, higher vol

c) Forecasting level: the forecasting ,au ne a
or at the global level.

offered by a single firm

2 Industry level: the ag

iewed€@s general fore

ature of good:

Factors Governing Demand Forecasting

e is not

b) Types of forecasting: based on the period under forecast, the dem

level: firm level means estimati

constitutesgthe : i nt trade

associations cafialso he

National leve atj ing i onomy, national level

lentatio s can be worked out based on total sales or
ice wise sales i e period. Forecasting in terms of total sales

as product or service — wise or region or customer

wiseNorecast is referre ed to as specific forecast.

duct: it is relatively easy to forecast demand for established products or products
rrently in Usex The new product in consideration can be analyzed as a
me existing product. Assess the demand through a sampled or total survey
ers intentions over the new product features and price.
joods are classified into producer goods, consumer goods, consumer
and services. The patterns of forecasting in each of these differ.

pmpetition: there may be a single trader or a few traders depending upon the
goods and services.




Unit -1II

THEORY OF PRODUCTION AND COST ANALYSIS

Samuelson define the production function as “the technical relation
maximum amount of output capable of being produced by each and every

Michael define production function as “that function whic
output that can be produced with a given set of inputs”.

The production function expresses a functional relation
outputs of a firm at any particular time perio
Mathematically production function can be writte

Where Q is the quantity of
relation between inputs and'@
and technology respecti
material also can be inclt

A man by considering his
technical knoy ion and his efficiency level to
managegHe shO nly S g i should work out the different
permuta ior ! ati inputs for a given level of

grictltasal preduct, increasing the other factors of production can increase
ond a point, lincrease Joutput can be had only with increased use of
invest@ent in land fo cant portion of the total cost of production for

the case of the software industry, other factor such as technology , capital
others beco ignificant. With change in industry and the requirements the
also needs to odified to suit to the situation.

Nith One Variable Input

of returns states that when at least one factor of production is fixed or factor
vhen all other factors are varied, the total output in the initial stages will
n increasing rate, and after reaching certain level or output the total output will
increase a lining rate. If variable factor inputs are added further to the fixed factor input, the
total out y decline. This law is of universal nature and it proved to be true in agriculture




and industry also. The law of returns is also called the law of variable proportions or the law of
diminishing returns.

Definition According to G. Stigler

“If equal increments of one input are added, the inputs of other producti

constant, beyond a certain point the resulting increments of product will de
product will diminish”.

According to F. Benham

oint, first

Units of | Total
labour production(tp)

Stages 2

Stages 3

O N DO WNFP O
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From the above graph the law of variable proportions operates in three stages. In the first
stage, total product increases at an increasing rate. The marginal product in this stage increases at
an increasing rate resulting in a greater increase in total product. The average product also

operating from the second stage awards. At the second stage total prod
diminishing rate. The average product also declines. The second stage
total product becomes maximum and marginal product becomes zero.
becomes negative in the third stage. So the total product alsegeeclines.
continues to decline.

Production Function With Two Variable Inputs And s Re

: \4
and .5
ituatie!

he duetio

Production process that requires two inputSacapital©
output(Q). There could be more than two inputs i [Vhif 3 Si
we restrict the number of inputs to two only. In othe ds
two inputs can be expressed as \

Normally, both capi ed to'produce 3 . To some extent, these
two inputs can bg i producer may ¢ e any combination of
labour and capit@ Lgi : i output, for any one combination
of labour and i ' pinations. The alternative combinations of labour
and cap ieldin | are such that if the use of one factor input is increased
ow ever, the units of an input foregone to get one
degree of substitutability between the two input
d, the degree of substitutability may vary.




The term Isoquants is derived from the words ‘iso’ and ‘quant’ — ‘Iso’ means equal and
‘quent’ implies quantity. Isoquant therefore, means equal quantity. Isoquant are also called
isopridcut curves, an isoquant curve show various combinations of two input factors such as
capital and labour, which yield the same level of output.

As an isoquant curve represents all such combinations which yield equal guantity of outp
or every combination is a good combination for the manufacturer. Sing e prefers all
combinations equally , an isoquant curve is also called product indifferent

An isoquant may be explained with the help of an arithmeticalgxample

Combinations | Labour (units) Capital (Ur

A 1

B
C
D

E

Combination * a\ 0 \ apital and produces ‘50’
quintals of a product all ations i able are assumed to Vi d the same given output
of a product say i ing any onexof the alternativ nbinations of the two
factors labour, . mbinations -\ paper and join them, we will get
continues an curve as sho OW.

r is on the X-axis and capital is on the Y-axis. 1Q is the ISO-Product curve




which shows all the alternative combinations A, B, C, D, E which can produce 50 quintals of a
product

Features of isoguant

1.downward sloping: isoquant are downward sloping curves because , if one input increase,, the
other one reduces. There is no question of increase in both the inputs to
degree of substitution is assumed between the factors of production. In otfiéfwords, an isogquant
cannot be increasing, as increase in both the inputs does not yield same Igve output. If it IS
constant, it means that the output remains constant throug the factor is
increasing, which is not true, isoquant slope from left to righ

2. Convex to origin: isoquant are convex to the orig 2C3 are not
perfect substitutes. One input factor can be substitut aCtoRIn a diminishing
marginal rate. If the input factors were perfect su i g% falling straight
line. When the inputs are used infixed proportion, a itati forthe other cannot
trake place, the isoquant will be L shaped

3. do not intersect: two isoquant ot intersect 8 because, ‘each of these
denote a particular level of output. te atahigher level of output,

he has to switch over to another i [ i vel of output and vice versa.

4. do not axes: the iso
produce a given product.

ISO COST

ion. Ifthe level of production changes, the total cost changes
wards, and vice verse.

5 the loCus traced out by various combinations of L and K, each of which
e amount ofmoney«(C ) Differentiating equation with respect to L, we

inations'of\labour and capital that the firm can buy for a given factor prices.
of iso.cost line = PL/PKkaIn this equation , PL is the price of labour and Pk is the price
of capitalsThesslope of iso cost line indicates the ratio of the factor prices. A set of isocost lines
can be drawn fordifferent levels of factor prices, or different sums of money. The iso cost line will
shift to thexright when money spent on factors increases or firm could buy more as the factor
prices are given.

With the change in the factor prices the slope of iso cost lien will change. If the price of
labour falls the firm could buy more of labour and the line will shift away from the origin. The




slope depends on the prices of factors of production and the amount of money which the firm
spends on the factors. When the amount of money spent by the firm changes, the isocost line may
shift but its slope remains the same. A change in factor price makes changes in the slope of isocost
lines as shown in the figure.

b (
A2
Al
capital
A
| | o \
v

Labour

Least Cost Combination

The nigher profits. The isocost and
isoquants can'Bguse ] input usage that min he cost of production.
Where of isocost, there lies the lowest point of cost of
pr@eluct psing the isocosts on isoproduct curves. It is

ev ‘

\

an achieve maximum pre py choosing that combination of factors which

he choice,is based on the prices of factors of production at a particular time.
mize its profits either by maximizing the level of output for a given cost or by
of producing @ given output. In both cases the factors will have to be
op | combination at which the cost of production will be minimum. The least
ombinatic be determined by imposing the isoquant map on isocost line. The
ncy between the isocost and an isoquant is an important but not a necessary
for producer’s equilibrium. The essential condition is that the slope of the isocost line
the slope of the isoquant. Thus at a point of equilibrium marginal physical
of the two factors must be equal the ratio of their prices. The marginal physical




product per rupee of one factor must be equal to tht of the other factor. And isoquant must be
convex to the origin. The marginal rate of technical substitution of labour for capital must be

diminishing at the point of equilibrium.
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Marginal Rate Of Techni

ers to the rate at which one input
n other words, the lesser units
2r input to produce the same

The ) te 1Qffte on (
factor is substjtt the 0 atta en level of 0
of one iAput N mpense easing amounts of a

level ofi@ ‘ .
are\ typie nvex to the arigin reflecting the fact that the two factors are

U
eVfor ¢ other at®varying rates. This rate of substitutability is called the “marginal
al subSlitution” (MR Or 0 onally the “marginal rate of substitution in
It measurc®the reduction | per unit increase in the other input that is just
tain a ‘constant level of production. For example, the marginal rate of
bour for capital,gives the amount of capital that can be replaced by one unit of
eping output unchanged.

e int A to point B in the diagram, the amount of capital is reduced from
ile the a of labour is increased only from La to Lb. To move from point C to
mount of capital is reduced from Kc to Kd while the amount of labour is increased
e marginal rate of technical substitution of labour for capital is equivalent to
the isoquant at that point (change in capital divided by change in labour). It

ato




is equal to 0 where the isoquant becomes horizontal, and equal to infinity where it becomes
vertical.

The opposite is true when going in the other direction (from D to C to B to A)¢ln this case
we are looking at the marginal rate of technical substitution capital for labour (w
reciprocal of the marginal rate of technical substitution labour for capital).

It can also be shown that the marginal rate of substitution labou
the marginal physical product of labour divided by the marginal physical

hand, there is only one production process available, f
zero-substitutability isoquants would be shown as hori




When the scope for division of labour gets restricted, the rate of increase in the total output
remains constant, the law of constant returns to scale is said to operate, this law states that
the rate of increase/decrease in volume of output is same to that of rate of
increase/decrease in inputs.

3. Law of decreasing returns to scale
Where the proportionate increase in the inputs does not lead to equivalent inc

output, the output increases at a decreasing rate, the law of decre returns to sca
said to operate. This results in higher average cost per unit.

These laws can be illustrated with an example of agricdltaral la
till the land well with adequate bags of fertilizer$tand{saw goo
output increases the following table illustrates furtfg

\

Capital | Labor( | % of increase
(inunits) | in in both input
units)

Output(in
units

‘W\ increase returns to scale

1
2
4 - Law.o stant returns to scale
8

24 "“ “\'{_ \ Law of decrease returns to scale

INT ; ONON refer to th
¢ expands its 0

s introduction costs which accrue to the firm
yut. The internal economies occur as a result of increase in the scale

onomics: as the firm expands, the firm needs qualified managerial
nandle each of its functions marketing, finance, production, human resources
others in a sional way. Functional specialization ensure minimum wastage and
e cost of production in the long —run.

mer Economics: the transaction of buying and selling raw material and other
ing supplies such as spares and so on will be rapid and the volume of each




transaction also grows as the firm grows, there could be cheaper savings in the
procurement, transportation and storage cost, this will lead to lower costs and increased
profits.

¢ Financial Economics: The large firm is able to secure the necessary finances either for
block capital purposes or for working capital needs more easily and cheaply. It can‘barrow
from the public, banks and other financial institutions at relativelye@heaper rates. Itis'in
this way that a large firm reaps financial economies.

d Technical Economies: Technical economies better
machines and superior techniques of produgti yetiomincreases and per
unit cost of production falls. A large firmpwhi 3 perior plant and
equipment, enjoys a technical superiority i technicalh.economy

lies in the mechanical advantage of using
machines is less than that of operatingymall
reduce it’s per unit cost o
Technical economies elarge firmisiable to utilize all its
waste materials for, tSyindustry. Scope for specialization is
also available i productive,capacity of the firm and
reduces the unit
Marketing

port ‘eoncessions, cheap credit, prompt delivery and fine
rly it sellsits,products more effectively for a higher margin of

lucttiationsn a particular product of the firm. Under such circumstances the risk- bearing
nomies or survival ecanemies help the bigger firm to survive businesscrisis.

nomics Of\Larger Dimension: large — scale production is required to take advantage
of Bigger-size,plant and equipment. For example, the cost of a 1.00.000 units capacity
plantwill not be'double that of 50.000 units capacity plant. Likewise the cost of a 10.000
ton oil tanker will not be double that of a 5000 ton oil tanker. Engineers go by what is
called twonby three rule wherein when the volume is increase by 100%, the material
required will"increase only by two — thirds. Technical economies are available




only from large size, improved methods of production processes and when the products
are standardized.

cope with competition globally.

EXTERNAL ECONOMICS:

industry as the industry expands. This will lead t¢
increasing the profitability. The external economics

member firms reap some commo
and communications, bankin@)and
subsidiaries. All these facifities te

industry.
B) Economics OfR ] Dé - all the rces to finance
research and e eNt & s 2 : of research. There could bea

common facilit and other reference material of

inte

on facilities such as canteen, industrial
ployment burearu, hospitals and soon,
the whole industry.

felfare: thefeé€ould be
chools and college
by the.employees

stitute o t and manage ntants (ICMA) has define cost as ““ the
g, actua otional, incurred on or attributable to a specified thing or
2 amount of rces sacrificed to achieve a specific objective. A cost must be
e purpose forwhich it is used and the conditions under which it is computed.
managers wish to know the cost of something.
N

he expe incurred to produce a particular product or services. All cost
ice of some Kind or other to acquire some benefit. For example , if I want to eat
ould be prepared to sacrifice money.

Cost refe the amount of expenditure incurred in acquiring something. In business firm, it
refers to t penditure incurred to produce an output or provide service. Thus the cost




incurred in connection with raw material , labour, other heads constitute the overall cost of
production.

COST CONCEPTS:

A managerial economist must have a clear understanding of;

of cost are:

ORPORTUNITY COST:

possible alternative income that wg

Opportunity cost can be distifguis
costs are those costs tha olve
book of account. Oppoftunity cos
ventures by using gives li ‘ Ci

FIXED COST VS VARKAE DS

Fixed ©
the.cha
increas

ant for a certain level'to output. It is not affected by
fixed cost per unit decrease, when the production is
ministrative expenses depreciations etc.

wi aries direc i on is output. Anincrease in total output results
total V@riable costs a total output results in a proportionate decline
iales cos e variable co unit will be constant. Ex: Raw materials, labour,

DSTS:

pSts are penses that involve cash payments. These are the actual or business
ear in the baoks of accounts. These costs include payment of wages and salaries,
materials, interest on borrowed capital funds, rent on hired land, Taxes paid etc.

s are thecosts of the factor units that are owned by the employer himself. These costs
are not act incurred but would have been incurred in the absence of employment of




self — owned factors. The two normal implicit costs are depreciation, interest on capital etc. A
decision maker must consider implicit costs too to find out appropriate profitability of
alternatives.

SHORT - RUN AND LONG - RUN COSTS:

Short-run is a period during which the physical capacity of the firm remai
in output during this period is possible only by using the existing p
extensively. So short run cost is that which varies with output when
equipment in constant.

Long run costs are those, which vary with output when
capital equipment. Long-run cost analysis helps to take

OUT-OF POCKET AND BOOKS COSTS:

Out-of pocket costs also kno 3 i
Book costs also called imp costs © ire 3 . , unpaid
interest, salary of the o

But the book costs are take

period. Both bg a » - i cisions. Book cost is the
cost of self-o : i

BREAK ANALYSIS

S\8aid eak even when its total sales are equal to its total costs. It is a point of no

0\lossABreak§@ven analysis inec nalysis of costs and their possible impact on

valume ot'the, firm. Hence, it o called the cost — volume- profit analysis. A
tambthe bep'when its total revenue is equal to total cost.

costs are ied into two — fixed and variable.
Fi 0Sts rema stant at all levels of output.
Variablexcosts vary proportionally with the volume of output.
per unit remains constant in spite of competition or change in the volume

ill be no change in operating efficiency.
ill be no change in the general price level.
7. Volume of production is the only factor affecting the cost.




8. Volume of sales and volume of production are equal. Hence there is no unsold stock.

9. There is only one product or in the case of multiple products. Sales mix remains
constant.

10. All the goods produced are sold. There is no closing stock.

Significance of BEA

» To ascertain the profit on a particular level of sales vg
production
To calculate sales required to earn a particular ¢
To compare the product lines, sales area,
To compare the efficiency of the different
To decide whether to add a particular prod
from it
To decide to “make or buy” 2
To decide what promotion
» To assess the impact @f ch
profits during a given perid

YV VYV

Y VvV

Limitations of BEA

o

on cost, variable cost and total revenue.
going to affect the BEP
d into fixed and variable costs. We have semi-variable costs

mu oduct firm, a
se of.
fixed cost'concept and hence holds good only in the short — run.
nd total reve ines are not always straight as shown in the figure. The
ice discounts.are the usual phenomena affecting the total revenue line.
ness conditions are volatile, BEP cannot give stable results

cannot be of any use. Series of charts have

Merits:

rmation provided by the Break Even Chart can be understood more easily then those
ined in the profit and Loss Account and the cost statement.

ven Chart discloses the relationship between cost, volume and profit. It reveals
anges in profit. So, it helps management in decision-making.

3. ltisvery useful for forecasting costs and profits long term planning and growth




4__The chart discloses Inmfit‘: at various levels of pmdur‘tinn

& o
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5. It serves as a useful tool for cost control.

It can also be used to study the comparative plant efficiencies of the industry.

7. Analytical Break-even chart present the different elements, in the costs — direct material,
direct labour, fixed and variable overheads.

o

‘merits:

necessary in decision making.
2. Itisassumed that sales, total cost and fixed cos
actual practice, this may not be so.
3. It assumes that profit is a function of outp hi
increase the profit without increasing its o
4. A major drawback of BEC is its inability to
products.

5. Itis difficult to handle sellip@feosts s

6. Itignores economics of sc & oroduc

7. Fixed costs do not rgfmain €0 t in the long

8. Semi-variable cost§’are co ely ignored.

9. It assumes proddgtion is eq Mtis not always tru \ e generally there may
be opening_stock.

10. When p flion increa ~ ay. hot remai stant but may

reduce

f business and econo tivities is a well-known

ixed cQ Xpense ot vary with the volume of production are known as fixed expenses.
Eg.Manager’sisalary, rent and taxes, insurance etc. It should be noted that fixed changes are fixed
only-within a certain range of plant capacity. The concept of fixed overhead is most useful in
formulating a price fixing policy. Fixed cost per unit is not fixed




Variable Cost: Expenses that vary almost in direct proportion to the volume of production of
sales are called variable expenses. Eg. Electric power and fuel, packing materials consumable
stores. It should be noted that variable cost per unit is fixed.

Contribution: Contribution is the difference between sales and variable and it contribute
towards fixed costs and profit. It helps in sales and pricing policies and mea
of different proposals. Contribution is a sure test to decide whether a prod

continued among different products.
Contribution = Sales -

Variable cost Contributio

Fixed Cost + Profit.

Margin of safety: Margin of safety is the exeess of\§a

expressed in absolute sales amount@iin percentage.

can be reduced without resulting i A larg a ica ss of the
business. The formula for t ar Safety is:

Present sales — Bréak even ¢

od Byetaking the follov

ed or the variable casts or both
) unprofitab oduct with profitable one.

This Is the angle between sales line and total cost line at the Break-even
e profit earning capacity of the concern. Large angle of incidence indicates a
a small angle indicates a low rate of earnings. To improve this angle,
e ncreased either by raising the selling price and/or by reducing variable
ost. It alse.indicate hat extent the output and sales price can be changed to attain a desired

ount of profit.

Profit me Ratio is usually called P. V. ratio. It is one of the most useful ratios for studying

the profitability of business. The ratio of contribution to sales is the P/V ratio. It may be expressed
in percen Therefore, every organization tries to improve the P. V. ratio of each product by
reducing ariable cost per unit or by increasing the selling price per unit. The concept of P.

V. ratio helps in determining break even-point, a desired amount of profit etc.




Fixed cost: Expenses that do not vary with the volume of production are known as fixed expenses.
Eg. Manager’s salary, rent and taxes, insurance etc. It should be noted that fixed changes are fixed
only within a certain range of plant capacity. The concept of fixed overhead is most useful in
formulating a price fixing policy. Fixed cost per unit is not fixed

Variable Cost: Expenses that vary almost in direct proportion to the vo
sales are called variable expenses. Eg. Electric power and fuel, packin
stores. It should be noted that variable cost per unit is fixed.

Contribution: Contribution is the difference between sa
towards fixed costs and profit. It helps in sales and pricifig
of different proposals. Contribution is a sure test
continued among different products.

Contribution = Sales
Variable cost

Fixed Cos

< even sales. It can be
to which the sales
he soundness of the

Margin of safety: Marg
expressed in absolute salé

can be reduced wi
business. The

- Profit
-. C !

\ P. V. ratio
\ ‘\ i an be improved by taking the following steps.

. WInBreasi oduction
creasing S@ling price
educing the d or the variable costs or both

ituting unprofitable product with profitable one.

[his, is the angle between sales line and total cost line at the Break-even
icates the arning capacity of the concern. Large angle of incidence indicates a
ofit; a small angle indicates a low rate of earnings. To improve this angle,
d be increased either by raising the selling price and/or by reducing variable
as to what extent the output and sales price can be changed to attain a desired




Profit Volume Ratio is usually called P. V. ratio. It is one of the most useful ratios for studying
the profitability of business. The ratio of contribution to sales is the P/V ratio. It may be expressed
in percentage. Therefore, every organization tries to improve the P. V. ratio of each_product by
reducing the variable cost per unit or by increasing the selling price per unit. The concept of P.
V. ratio helps in determining break even-point, a desired amount of profit etc.
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rket may be also defined‘as the demand made by a certain
r service. The former one is a narrow concept and later one,

ity or service is established. In this sense, we are referring to the structure of
n andthe process of price determination for acommodity or service. The determination
a commaodity or service depends upon the structure of the market for that commodity
i.e., competitive structure of the market). Hence the understanding on the market
structure'and the nature of competition are a pre-requisite in price determination.

MARKET STRUCTURES

Market structure describes the competitive environment in the market for any good or
service. A market consists of all firms and individuals who are willing and able to buy or sell a




Fe

particular product. This includes firms and individuals currently engaged in buying and selling a
particular product, as well as potential entrants.

The determination of price is affected by the competitive structure of the m
because the firm operates in a market and not in isolation. In marking decisions ¢
economic variables it is affected, as are all institutions in society by its enl' onment.

Markets

[ |

Perfect competition Imperfect competition

Monopoly Monopolistic Oligopoly |

competition

Perfect competitio ers
buyers prevails in its mgst'perfect
prevails for the commog hich
in the market.

A ma
freedom,of entr
perfect U’

atures of Pk ‘ pe
\ ‘& ‘ d sellers: number of buyers and sellers is large and the

e Ofieach Ofle,of them in o small that none has any influence on the

perfect market.

Id be sign ntly large number of buyers and sellers in the market. The
hould be so large that it should not make any difference in terms of price of
even if one enters the market or one leaves the market.

0IMegenous pre 5 or services: the products and services of each seller should be
homogeneous. They cannot be differentiated from that of one another. It makes no

ifference to. the buyer whether he buys from firm X or firm Z. in other words, the buyer
not have any particular preference to buy the goods from a particular trader or




supplier. The price is one and the same in every firm. There are no concessions or
discounts.

3. Freedom to enter or exit the market: there should not be restrictions on the part of the
buyers and sellers to enter the market or leave the market. There should not be anybarriers.
The buyers can enter the market or leave the market whenever they want.

4. Prefect information available to the buyers and sellers: each bu
knowledge of the prices prevailing in the market at every given
supplied, costs, demand, nature of product, and other relevant in
need for any advertisement expenditure as the buyers andsse

firm or buyer should have free access to the fé
labor is required, it should instantly be made
6. Each firm isa price taker: an individual fir
significantly affecting the market price of
influence the market through its own |nd|
selling its products at the price prevaili
at its own set price.

M

The word mamepoly i }9‘ able . 0 means single while
poly implies ¢ g. Thus poly i et organization i ich there is only one
seller of the camme ere i he modity sold by the seller. Pure
monopoly i ingle firm sells a product for which there is no good

substitute \

Features of w\ B \‘
! or a firm: ingle pe or a firm controls the total supply of the

n mo y T ill be no co or monopoly firm. The monopolist firm is the
% 2 industry.

sul stltute goods sold by the monopolist shall not have closely competition
nonopoly product increase people will not go in far substitute.
2lectric bulb increase slightly, consumer will not go in for

ven if price @
the price o

C ers: Under monopoly, there may be a large number of buyers in
et who compete among themselves.
. Since the monopolist controls the whole supply of a commodity, he is a
e-maker;, and then he can alter the price.




5 Supply and Price: The monopolist can fix either the supply or the price. He cannot fix
both. If he charges a very high price, he can sell a small amount. If he wants to sell more,
he has to charge a low price. He cannot sell as much as he wishes for any price.he pleases.

6. Downward Sloping Demand Curve: The demand curve (average revenue curve) of
monopolist slopes downward from left to right. It means that he can sell more ‘only by
lowering price.

Monopolistic competition

such goods and services that are close substitutes to ea
Product differentiation is the essential feature of
means of unique facilities, advertising, brand loya
maintenance services, convenient location and so

ifferentiated by
credit, superior

Features of Monopolistic

ber of, sellers, each one of
very firm, acts independently without

r sO.. The products are not identical but the same time they
t from each other. IT really means that there are various

fferentiation IS the toothpaste produced by various firms. The product of
erent from that ofits rivals in one or more respects. Different toothpastes

Btitiond These products are relatively close substitute for each other but not perfect

bstitutesy, Consumers have definite preferences for the particular verities or brands of

ducts offered for sale by various sellers. Advertisement, packing, trademarks, brand
es etc. help differentiation of products even if they are physically identical.

3. Large Number of Buyers: There are large number buyers in the market. But the buyers
have their own brand preferences. So the sellers are able to exercise a certain degree of
monopolyyover them. Each seller has to plan various incentive schemes to retain the
customers'who patronize his products.




4. Eree Entry and Exist of Firms: As in the perfect competition, in the monopolistic
competition too, there is freedom of entry and exit. That is, there is no barrier as found
under monopoly.

5 Selling costs: Since the products are close substitute much effort is needed to retain the
existing consumers and to create new demand. So each firm has to spend a lot on'selling
cost, which includes cost on advertising and other sale promotion agtivities.

6. Imperfect Knowledge: Imperfect knowledge about the product #igaes to monopolistic
competition. If the buyers are fully aware of the quality of the p t they cannot be
influenced much by advertisement or other sales premeti
business world we can see that thought the quality of , ne, effective
advertisement and sales promotion techniques,ma a istic. For

examples, effective dealer service backed b i ation of
some brands through the quality of almos market remains
the same.

7. The Group: Under perfect competition th : collection of firms
producing a homogenous product. But un istic €@ tion the products of
various firms are not identical through they itutés, Prof. Chamberlin called

['eost,or mark up pricing. Here the average cost
nd then a,conventional margin of profit is added
words, find out the product unit’s total cost and

eampetition factor. The competitor may produce the same product at
el it at a lower price.

he variable,or marginal cost and contributes towards recovery of fixed costs
ly or-partly, dependimgiupon the market situations. In times of stiff competition,
ginal.cost offers a guideline as to how far the selling price can be lowered. This is also
called break = even pricing or target profit pricing. How break — even analysis helps in
taking pricing decisions.

COMPETITION — ORIENTED PRICING:




Some commodities are priced according to the competition in their markets. Thus we have the
going rate method of price and the sealed bid pricing technique. Under the former a firm prices
its new product according to the prevailing prices of comparable products in the market.

a. Sealed bid pricing: this method is more popular in tenders and contracts. Each contracting
firm quotes its price in a sealed cover called tender. All the tenders are opened on a
scheduled date and the person who quotes the lowest prices, othegthings remaining the
same, is awarded the contract.

b. Going rate pricing: here the price charged by the firm is in tune

rice charged

at a given point of time is taken as the basis to
leaders keep announcing the prevailing prices
and supply positions.

DEMAND — ORIENTED PRICING

ved,value pricing refers to:where the price is fixed on the
buyer.of.the value of the product.

g: when the product is introduced for the first time in the market, the
lows thismethod. Under this method, the company fixes a very high price for
e praduct. The main idea is to charge the customer maximum possible. For example
iny introduces a particulanTV model , it fixed a very high price and other company.
ket'penetration: this is‘exactly opposite to the market skimming method. Here the
price of the produet is fixed so low that the company can increase its market share. the
company attains profits with increasing volumes and increase in the market share. More
often’, the companies believe that it is necessary to dominate the market in the long —run
making profit in the short-run.
3. Twe - part'pricing : the firms with market power can enhance profits by the strategy of
two — part pricing. Under this strategy, a firm charges a fixed fee for the right to




purchase its goods, plus a per unit charge for each unit purchased. Entertainment houses
such as country clubs, athletic clubs, golf courses, health clubs usually adopt this strategy.
They charge a fixed initiation fee plus a charge, per month or per visit, to use the facilities.
4. Block pricing: block pricing is another way a firm with market power can‘enhance its
profits. We see block pricing in out day — to — day life very frequently. Six lux soaps in a
single pack or five magi noodles in a single pack.
5 Commodity bundling: commodity bundling refers to the practit bundling twe.or
more different products together and selling them at a single bun ice, the package
deals offered by the tourist companies, airlines hold i M8 practice. The

6. Peak load pricing: during seasonal period when dery firm may
enhance profits by peak load pricing. The fir I price

during peak times than is charged during o [ i INElia, jet air etC,.
7. Cross subsidization: in case where de :
interrelated through demand or costs, the'W profitability of its
operation through cross subsidization .
8 Transfer pricing: transfer pricing isian int
which inputs of one depart order,to maximize the overall
profits of the company.

this“ishan advertising strategy where the customers are
rand value of given product or services. The conviction here

offers twe advantages , the rival firms can no more play with price cuts.
so customers cannot learn form experience which firm charges the lowers price in the

otienal,pricing: to promote a particular product, at time, the firm may offer the
product at the most competitive price. Some time, the price of a particular product is kept
intentionally lower to attract the attention f the customer to other products of the firm.
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Target pricing: the company operates with a particular targeted profit in mind. Normally
the cost of capital will be one of the yardsticks to guide the targeted rate of return. How
much is the rate of return the other companies are achieving also could be another
yardstick to determine the price. The higher the risk and investment, the
targeted profit and so is the price.

PRICE OUTPUT DETERMINATION INCASE OF PERFECT C¢
SHORT RUN:
The price and output of the firm are determined, under perfect co

determination in case of perfect competition.
The firm demand curve is horizontal at the pric
price). This demand curve is also known as.ave
the units are sold at the same price, on an
price.

Y N
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USINESS AND NEW ECONOMIC ENVIRONMENT

CHARACTERIS ES OF BUSINESS




Easy to start and easy to close: The form of business organization should be such that it
should be easy to close. There should not be hassles or long procedures in the process of
setting up business or closing the same.
Division of labour: There should be possibility to divide the work among t
OWners.

Large amount of resources: Large volume of business req
resources. Some forms of business organization do not permit t
Select the one which permits to mobilize the large resources.
Liability: The liability of the owners should be limited

the losses of the business.

Secrecy: The form of business organization yo
to take care of the business secrets. We
surviving only because they could success
Transfer of ownership: There should be s
the next legal heir.
Ownership. Management and cont

of the business.
Continuity: iness\s ( 1 : : irrespective of the
uncertain i

2 should be enough flexibility to shift from one
ymmitted in a particular business, the better it

SOLE PROPRIETORSHIP:




The sole trader is the simplest, oldest and natural form of business organization. It is also
called sole proprietorship. ‘Sole’ means one. ‘Sole trader’ implies that there is only one trader
who is the owner of the business.

freedom and flexibility. Full control lies with him. He can take his own d
choose or drop a particular product or business based on its merits. He nee
with anybody. He is responsible for himself. This form of orgahtzation is p

Features of sole proprietorship

e |tiseasy to start a business under this form
e He introduces his own capital. Sometimes,

e He has unlimited liability

properties in case 0
e He has a high deg
e Business secrete

e There is ng_contint
the soledra 2SS oL i inte i he business, the business

e Is the owner, manager and controller.
. Jirget (he customers.

ement them promptly.

50 on are comparatively very low

to close: Formation of a sole trader from of organization is

;x. [art and €

he business is easy.

Pefst ontact with customers directly: Based on the tastes and preferences of the

0 stocks can be maintained.

0 ing: To improve the quality of services to the customers, he can

take any. decision and implement the same promptly. He is the boss and he is responsible
or his business Decisions relating to growth or expansion can be made promptly.

degree of flexibility: Based on the profitability, the trader can decide to continue or

e the business, if need be.
V: Business secrets can well be maintained because there is only one trader.

cha




Disadvantages of the sole proprietor

6. Low rate of taxation: The rate of income tax for sole traders is relatively very low.

7. Direct motivation: If there are profits, all the profits belong to the trader himself. In other
words. If he works more hard, he will get more profits. This is the direct motivating factor.
At the same time, if he does not take active interest, he may stand to lose badly:also.

8 Total Control: The ownership, management and control are in the hands of the sole trader
and hence it is easy to maintain the hold on business.

9. Minimum interference from government: Except in matters relg to public interest,
government does not interfere in the business matters of the sole trade g sole trader IS
free to fix price for his products/services if he enjoys

10. Transferability: The legal heirs of the sole trader may‘te , e business.

1 Unlimited liability: The liability of the i ans that the sole
trader has to bring his personal property t ' ness. From the

legal point of view, he is not different from .

2 Limited amounts of capital: The resourc )_mobilize cannot be,very
large and hence this naturally,sets a limit,for

3 No division of labour: All the, work relate unetions such as marketing,
production, finance, JaboufiandSo on has to b&ltaken care of by thesole trader himself.
There is nobody el§e to take his#burden. Familydmembers and relatives cannot show as
much interest asghe trader takes.

4. Uncertainty: There isng,continuity in'the duration ef the business. On the death, insanity
of insolveneypthe busiABSs mayhbe comg to an end.

5 lnade @ growth and expansion: This fromyis suitable for only small size, one-
man-shaw e0f organizatiogs. MIs'may not really work out for growing and expanding

ganizatie
he services of specialists such as accountants, market
r “% psultants and so on, are'not within the reach of most of the sole traders.
) péetition: ause, it is easy to set up a small business, there is a high degree of
atition ‘aMong the small businessmen and a few who are good in taking care of
equiréments along can-service.
ining power: The sole trader is the in the receiving end in terms of loans or

pply‘ofiraw materials, He may have to compromise many times regarding the terms and
ditions of,purchase of ‘materials or borrowing loans from the finance houses or banks.

C

PARTNERSHIP




Partnership is an improved from of sole trader in certain respects. Where there are like-
minded persons with resources, they can come together to do the business and share the
profits/losses of the business in an agreed ratio. Persons who have entered into such an.agreement
are individually called ‘partners’ and collectively called ‘firm’. The relationship amongpartners
is called a partnership.

ween two or more
e of them acting

Indian Partnership Act, 1932 defines partnership as the relationshi
persons who agree to share the profits of the business carried on by all or
for all.

FEATURES OF PARTNERSHIP

1 Relationship: Partnership is a relationship am
out of an agreement.

Two or more persons: There should be t

Aagreement: Persons should agree to share
Carried on by all or any one of them.acti :
all or any one of the perso j . hebusiness can be carriedon
by one person who is ns. Every partner is,both an agent and a
or,himself. All the“partners are agents

r the losses of the firm, if‘any.
Indian Partnership. Act, the minimum number of

The written agreement among the partners is called ‘the partnership deed’. It contains the
terms, and conditions governing the working of partnership. The following are contents of the
partnership deed.

1. Names and addresses of the firm and partners
2. Nature of the business proposed




3. Duration

4. Amount of capital of the partnership and the ratio for contribution by each of the
partners.

5. Their profit sharing ration (this is used for sharing losses also)

6. Rate of interest charged on capital contributed, loans taken from the partnership andithe
amounts drawn, if any, by the partners from their respective capita

7. The amount of salary or commission payable to any partner

8. Procedure to value good will of the firm at the time of admission o
retirement of death of a partner

9. Allocation of responsibilities of the partners in the fir,

10. Procedure for dissolution of the firm

11. Name of the arbitrator to whom the disputes, i

12. Special rights, obligations and liabilities ofgpart
KIND OF PARTNE

1. Active Partner: Active partner takes acti : e partnership. He is

also called working partner.
2. Sleeping Partner: Sleepi i but does not take part in‘the
affairs of the partnership.

rmally, the,nominal partners are those
laces inithe society.

digorRartne@ Minor has a speC|aI status in the partnership. A minor can be admltted
\ e b eflts of the flrm A minoris entitled to hIS share of proflts of the flrm The

1. Easyto form:‘Once there is a group of like-minded persons and good business proposal,
it is easy. to start and register a partnership.

2. Availability of larger amount of capital: More amount of capital can be raised from
more numberof partners.




3. Division of labour: The different partners come with varied backgrounds and skills. This
facilities division of labour.

4. Elexibility: The partners are free to change their decisions, add or drop a particular
product or start a new business or close the present one and so on.

5. Personal contact with customers: There is scope to keep close monitoring swith
customers requirements by keeping one of the partners in charge afsales and marketing.
Necessary changes can be initiated based on the merits of th@Proposals frommuthe

customers.
6. Quick decisions and prompt action: If there is conseasuis ABks, it is enough
to implement any decision and initiate prompt actiog'S i 2y Mere time for

7. The positive impact of unlimited liability:
impending danger of unlimited liability. i ] . Pring profitsfor
the partnership firm by making good use

Disadvantages of partnership:

Formation of partnesshiy A icult: Only 1

It is sarcastically said; it iS€asy#®.find a life paffher;but not.a business partner’.

2 Liability: The partners have joint'angyseveral liaBilitiesibeside unlimited hability. Joint
and several liability puts additional b@rden, on the,partners, which means that even the

personal pertieSiofdine partner or partnersican be attached. Even when all but one

partnegibe ins@lvent, the Selvent partner has to bear the entire burden of business

-minded\personscan, start a partnership.

or eehesiveness: It is likely that partners may not, most often work as
i ohesive Y his result in mutual conflicts, an attitude of suspicion and
flence. Lack'ef harmony results in delay in decisions and paralyses the entire

: The resources when compared to sole trader, a partnership may raise

\ . ButWhen compare to the'other forms such as a company, resources raised in

th1S®rmQf organization are limited. Added to this, there is a restriction on the maximum

aumber of partners.

S tability: The partnershipsform is known for its instability. The firm may be dissolved
ondeathpinsolvency or insanity of any of the partners.

6. “Lack of Public eonfidence: Public and even the financial institutions look at the
unregistered firmwith a suspicious eye. Though registration of the firm under the Indian
Partnership Act is a solution of such problem, this cannot revive public confidence into
this form of,organization overnight. The partnership can create confidence in other only
with,their performance.




JOINT STOCK COMPANY

The joint stock company emerges from the limitations of partnership such as joint and
several liability, unlimited liability, limited resources and uncertain duration and so on. Normally,
to take part in a business, it may need large money and we cannot foretell the fate of business. It
is not literally possible to get into business with little money. Against ghis background, it is
interesting to study the functioning of a joint stock company. The main pri e of the joint stock
company from is to provide opportunity to take part in business with a low ment as possible
say Rs.1000. Joint Stock Company has been a boon for investors with mod ds to ‘invest.

Features of joint stock company

1. Artificial person: The Company has no form o pe. ifigle ated by
law. It is intangible, invisible and existing gnly,

2. Separate legal existence: it has an indepe

It can acquire the assets. It can borrow fo other 1f they are in

default in payment of dues, breach of contr Y, outsiders for any

claim can sue it. A shareholder is notyliabl ompany. Similarly,the

shareholders cannot bind t pany. by thelf a

Voluntary association of pegsons: The

association of persg howantio carry on busmess.for profit. To carry ondusiness, they

need capital. So investin the'share capital effthe'company.

4. Limited Liabilit¥@®he shargholders havelimited liability-i.e., liability limited to the face
value of the.sharesihelddby him. In other wards, the liability of a shareholder is restricted
to the gXte is gontributionto the share capitahof the company. The shareholder need

not pa , eVER in times,0 or the company; other than his contribution to the

are cap

apital is ded intoshares: The total capital is divided into a certain number of units.

8l unit4s Called a'sharey The price of each share is priced so low that every investor

like,t the, company. The companies promoted by promoters of good

g (1.e.8known for theirnreputation in terms of reliability character and dynamism)

to att@@ct huge resources:

Dility of shares: In the company form of organization, the shares can be

ansterred from one person to the other. A shareholder of a public company can cell sell

holding,of shares at“his, will. However, the shares of a private company cannot be
transferred. /A private company restricts the transferability of theshares.

Common Seal: As the company is an artificial person created by law has no physical form,

itcannot sign Itsname,on a paper; so, it has a common seal on which its name is engraved.

The'common seal should affix every document or contract; otherwise the company is not

bound by such a document or contract.

y.Is an assoeiation of wvoluntary

S,




8. Perpetual succession: ‘Members may comes and members may go, but the company
continues for ever and ever’ A. company has uninterrupted existence because of the right
given to the shareholders to transfer the shares.

9. Ownership and Management separated: The shareholders are spread overthe length
and breadth of the country, and sometimes, they are from different parts of the waorld. To
facilitate administration, the shareholders elect some among themselves or the promaoters
of the company as directors to a Board, which looks after the mana
The Board recruits the managers and employees at different leve
Thus the management is separated from the owners.

10. Winding up: Winding up refers to the putting an end { law creates
it, only law can put an end to it in special ci i

creditors of financial institutions, or sharehold

are not safeguarded. The company is not A cy of any of Its
members.

The name of the company ends with ¢ Wi p at. the name of the

company ends with limited (Ltd.) to give an

with the company with limited liability and t about the liability aspect
of their transactions with thg c@mpany.

11.

Advantages of joint stof compa

1 Mobilizatien of lakoemresodkces: A Joint stock company provides opportunity for the
investersto inve ve small Sums, in the capital of large companties. The facilities rising
of largeérresou

2 (Separat@lega he pany has separate legal entity. It is registered under Indian

paniss AGt. 1956.

\ jted liability: Theshareholder hasilimited liability in respect of the shares held by

h ase, daes,his liability exceed more than the face value of the shares allotted to

[

of shares: The shares‘can be transferred to others. However, the private
\‘u anyshares cannot be transferred.

5 VLigtdity of investments: By providing the transferability of shares, shares can be

Jnverted into cash.

6, InCulcates the.habit of savings and investments: Because the share face value is very
low, this promotes, the habit of saving among the common man and mobilizes the same
towards investments in the company.

7. Demaocracy in management: the shareholders elect the directors in a democratic way in
the generahbody meetings. The shareholders are free to make any proposals, question the
practice of the management, suggest the possible remedial measures, as they




perceive, The directors respond to the issue raised by the shareholders and have to justify
their actions.

8 [Economics of large scale production: Since the production is in the scale with large
funds at

9. Continued existence: The Company has perpetual succession. It has no natural'end. It
continues forever and ever unless law put an end to it.

10. Institutional confidence: Financial Institutions prefer to deal wit
their professionalism and financial strengths.

1. Professional management: With the larger funds at its
recruits competent and professional managers to ha g affai ampany in\a
professional manner.

12 Growth and Expansion: With large resou
company can earn good returns on its operati | il of reserves and
further consider the proposals for growth a

npanies in view,of

Disadvantages of joint stock compgny

1. Eormation of company i ﬂ g drawn progedure: Promoting ayjoint stock company
involves a long dr eduke. It is expensikenand mvolves large number of legal
formalities.

2. High degree of interfer@nce: The'governmentibrings out a number of rules
and regulations gowver onduet of‘the operations of a company such as

g, audit and, soven, andsany violatien“of, these rules results into statutory
e under the co €S act.
3 /s in decisiQ aking: As the size of the organization grows, the number

| V Anizatio V ncreases,in the name of specialization. The more the number

more isthe delay in decision-making. Sometimes, so-called professionals do

gencies as required.\lt promotes delay in administration, which is

e ] tape and bureaucracy’.

a ‘u initialilee: In most of the cases, the employees of the company at different levels
\ slagk in their personal initiativewith the result, the opportunities once missed do
not recur. and the company loses the revenue.

ack of responsibility andicommitment: In some cases, the managers at different levels
ar@afraid totake risk and more'worried about their jobs rather than the huge funds invested
in the capitabof the company lose the revenue.

6. Lack of responsibility and commitment: In some cases, the managers at different levels
are afraid to take risk and more worried about their jobs rather than the huge funds invested
in the capital of the company. Where managers do not show up willingness to take
responsibility, they cannot be considered as committed. They will not be able to handle
the business risks.




PUBLIC ENTERPRISES

Public enterprises occupy an important position in the Indian economy. Today, public
enterprises provide the substance and heart of the economy. Its investment of ove
crore is in heavy and basic industry, and infrastructure like power, transport and commt
The concept of public enterprise in Indian dates back to the era of pre- independence.

Genesis of Public Enterprises

In consequence to declaration of its goal as socialistic pattern of
Government of India realized that it is through progressive e
the following aims of our five years plans can be fulfilled.

e Higher production

e Greater employment

e Economic equality, and

e Dispersal of economic power

bent.

Need for Public Enterprises

The Industrial Policy Resglution 1856
follows:

e To accelerate the \' co
e Tospge ustrialyz
expandput cto
O incre

ent geographical areas for balanced regional

ies of gainfu
g the standards, of living
edueing d¥gparities in ince
centration of economi
of TAdividua

iployment

alth (By preventing private monopolies and
power and vast industries in the hands of a small

aterprises

of a government department: The departmental undertaking is not
an independen ization. It has no separate existence. It is designed to work under
close control of a government department. It is subject to direct ministerial control.

lore ncial freedom: The departmental undertaking can draw funds from
government-account as per the needs and deposit back when convenient.




3.

Advantages of Public Enterprises

1. Effective control: Control is likely to be effecti

2. Responsible Executives: Normally the @@ministtation
servant. The administration will be organizecian d i

3. Less scope for mystification of funds: I}o
money more than is needed, that tooSubject 1@ r
chances for mis-utilisation areSdlow.

4. Adds to Government re ;% The revenu ise when the
revenue of the depaffments aking is '

Disadvantages of Publi@&nterprisé

1 Decisionsselelayed \ is results in o Jegree of flexibility.
Offici \ - [ !\ ions cannot be fast and actions
cannotk

2. No in gs: The departmental undertaking does not retain any

\xm i T

Like any other government department: The departmental undertaking is almost
similar to any other government department

Budget, accounting and audit controls: The departmental undertaking has to follow

\ 4
) ﬁ! \ .lnvel| e for maximizing the efficiency or earnings.
conditio Since there is no competition, there is no profit
to market needs.

ental undertakings are in the control of a civil
e immediate of a government department. Administration

jally.

At times, in case of losses, these are made up by the government
e, there may be a need for fresh taxes, which is undesirable.

To make up




Having released that the routing government administration would not be able to cope up
with the demand of its business enterprises, the Government of India, in 1948, decided to organize
some of its enterprises as statutory corporations. In pursuance of this, Industrial Finance
Corporation, Employees’ State Insurance Corporation was set up in 1948.

Public corporation is a ‘right mix of public ownership, public acco
management for public ends’. The public corporation provides machin
while at the same time retaining public control.

tability and business
which is flexible,

Definition

A public corporation is defined as a ‘body corpora ; jament Or
Legislature and notified by the name in the official ga e ent. It
is a corporate entity having perpetual succession, S QWeRto acquire, hold,

dispose off property, sue and be sued by its name

Examples of a public corporation are Life India, Unit Trust of
India, Industrial Finance Corporation of India, Da

Features of Public Corporation

1. A Dbody corporate:dthas a'sepagate legal exist@ice. It isa separate company by itself. If
can raise resourcg§ybuy an@isell properties, by name sue and be sued.
2. More freedom @nd day-to=day affaWs: It is relatively free from any type of political
interference, It en
3. Ereedomtedakdi : ployees of public corporation are not government
civil he ‘Gorporation olute freedom to, formulate its own personnel
plicieS @ edurgs, and tese are applicable to all the employees including directors.
4. Pegpetualisuceession: ute in parliament or state legislature creates it. It continues
11l a statue,iSpassed to wind it up.
'&\ autonemy: Through the public corporation is fully owned government
organization,Nand the initialyfinance are provided by the Government, it enjoys total
ancial autori@my, Its incomeand,expenditure are not shown in the annual budget of the
geueEnment, it enjoys total financialrautonomy. Its income and expenditure are not shown
in tR&annuabbudget of the government. However, for its freedom it is restricted regarding
apital expenditure beyond, the laid down limits, and raising the capital through capital
ket.
Commercial audit: Except in the case of banks and other financial institutions where
chartered accountants are auditors, in all corporations, the audit is entrusted to the
comptreller and auditor general of India.
7. "Run oncommercial principles: As far as the discharge of functions, the corporation shall
actas far as possible on sound business principles.




Advantages of Public Corporation

1. Independence, initiative and flexibility: The corporation has an autonomous set up. So
it is independent, take necessary initiative to realize its goals, and it can be flexible in its
decisions as required.

2. Scope for Redtapism and bureaucracy minimized: The Corgoration has its. own
policies and procedures. If necessary they can be simplified to el ate redtapism and
bureaucracy, if any.

3. Public interest protected: The corporation can protect the public

by making its

policies more public friendly, Public interests are prg policy of the
corporation is subject to ministerial directives and bg

4. Employee friendly work environment: Corpofféti g i ure and
train its employees accordingly. It can provide C ti8r terms of service

to the employees and thereby secure great

5. Competitive prices: the corporation is a : fence,can afford
with minimum margins of profit, It can o i gfVices, at competitive

prices.
6. Economics of scale: By ingfe
large-scale production.
7. Public accountabilify’ It iSlacc@untable to the
its annual report off1ts working results.

sing the size ofits , Itcan achieve economics. of

rliament or legislature;.it.has to submit

Disadvantages of Public @brporatid

1. Contipdied pelitic @ e: thejautonomy, is on paper only and in reality, the
continteg
2. (Misusé ¢ :In

S, the greater autonomy leads to misuse of power. It takes

w thenimp such misuse on the resources of the corporation. Cases of

\Wer defeat\thevery purpase,of the public corporation.

en_fort thelmevernment: Where'the public corporation ignores the commercial

principles an@suffers 1osses, it.is burdensome for the government to provide subsidies to
ake up\the [08§8es.

Governiment Compan

Seetion 617 of the Indian“Companies Act defines a government company as “any
company,ifn which noet less than 51 percent of the paid up share capital” is held by the Central
Government,or by any State Government or Governments or partly by Central Government and
partly by one.or.more of the state Governments and includes and company which is subsidiary of
government company as thus defined”.

A“government company is the right combination of operating flexibility of privately
organized«companies with the advantages of state regulation and control in public interest.




Government companies differ in the degree of control and their motive also.

Some government companies are promoted as

e industrial undertakings (such as Hindustan Machine Tools, Indian Telephone Industries,
and so on)

e Promotional agencies (such as National Industrial Development
Small Industries Corporation, and so on) to prepare feasibility repa
want to set up public or private companies.

e Agency to promote trade or commerce. For example i tion, Export
Credit Guarantee Corporation and so such like.

e A company to take over the existing sick co
Hindustan Shipyard)

e A company established as a totally state e ' Interests suchas
Hindustan Aeronautics Ltd. And so on.

e Mixed ownership company in collaborati
know how and guidance for the manageme

poration, National
s\ior promoters who

to,.obtain technical
industan Cables)

orated as a registered company under
mpany, the government company has

d: As the government is the owner of the entire or majority of the
the company, it,has freedom to nominate the directors to the Board.
consider the requirements of the company in terms of necessary
and appeints the directors accordingly.

5. 'Subject to ministerial control: Concerned minister may act as the immediate boss. It is
because it is the government that nominates the directors, the minister issue directions for
a company and he can call for information related to the progress and affairs of the
company any,time.




Advantages of Government Company

1. Eormation is easy: There is no need for an Act in legislature or parliament to promote a
government company. A Government company can be promoted as per the provisions of
the companies Act. Which is relatively easier?

2. Separate legal entity: It retains the advantages of public corporatj@
legal entity.

3. Ability to compete: Itis free from the rigid rules and regulations. It'€a oothly function
with all the necessary initiative and drive necessary to complete other'private
organization. It retains its independence in respect of 1a#@ recruitment
of personnel, management of its affairs, and so on.

4. Elexibility: A Government company is more flexi ad aking or
public corporation. Necessary changes can bélmiti ‘ tffe Wamework of the
company law. Government can, if necessa empanies Act.
If found restricting the freedom of the go G of Government
Company is so flexible that it can be used promoting Strategic
industries in the context of national security i

5. Quick decision and promp@agctions:In vie
take decision quickly and ¢ %

6. Private participatigfifaci
for private participation i
conduct the affa

such as autonomy,

e government company
promptly.

mpany is the only from,providing scope
cilities to take the best,“necessary to
or and also from the public sector.

Disadvantages ofiGovernmen

1 Conti && @ interference: Government seldom leaves the

vern w panyito fungtlomon its own. Government Is the major shareholder and it
fates i sions te Board. The Board of Directors gets these approved in the
d abbogy., There were@number of cases where the operational polices were influenced
by the whims\andufiancies of the civil servants and the ministers.
deqrée of government control: The degree of government control is so high that
K overnmeng@@empany is reduced,tesmere adjuncts to the ministry and is, in majority of
tRedases ot treatedbetter than the subordinate organization or offices of the government.
3, \Evades.constitutional xesponsibility: A government company is creating by executive
tion of the government without the specific approval of the parliament or Legislature.
POor sense ofattachment or'commitment: The members of the Board of Management
of 'government companies and from the ministerial departments in their ex-officio
capacity. The lack the sense of attachment and do not reflect any degree of commitment
to lead the company in a competitive environment.




5 Divided loyalties: The employees are mostly drawn from the regular government
departments for a defined period. After this period, they go back to their government
departments and hence their divided loyalty dilutes their interest towards their job in the
government company.

6. Elexibility on paper: The powers of the directors are to be approved by the concerned

Ministry, particularly the power relating to borrowing, increase in thiékcapital, appointment

of top officials, entering into contracts for large orders and ictions on capital

expenditure. The government companies are rarely allowed to ex heir flexibility
and independence.

there is now ample evidence to assess their impact\@n Indian eco
over 40 years since independence was predominantiyx dperati

Indian‘industry for
lated, and ‘protected

veremerged cashrich.and with liberal flow of
toimprove in world class ratings.
re, including, In\government organizations, there

echnologies £ processes : the focus was on labour intensive
Not considering he philosophy that capital intensive technologies

roductivity per employee, every organization without exception , has reduced the number
employees significantly through voluntary retirement schemes .

reness and stress on quality and R& D: the customer earlier used to trades off between
price and quality. In other words, the trader used to successfully clear off his stocks of
lower,quality by“marginally reducing the selling price. This trend has changed now. The
quality awareness levels trend, organizations have started earmaking hugebudgets for
R&D to attain world class quality in producing goods and rendering the services.




6. Scale economies: it is common to find leading companies in every sector to double/ triple
their volume of production to attain scale economies through rapid technological growth
and increased productivity.

7. Aggressive brand building: the market place became increasingly competiti
domestic companies becoming more aggressive in promoting their brands an
companies invading . Indian markets through their cost effective quahi

UNIT -IV

CAPITAL BUDGET

liabilities.
Significance of capital

1 To promote ab :
expenses have talbe.i C 3Sibi and reports, preparation
and filing of various ; eti ari [ expenses in connection
with theffe of ( :

2 To co 5iness operati : 5 firms also need capital for the

rpoSeNs Jucti i i research and development,
: ion and operation expenses.

and d requires a lot of capital for expansion and
DOSE es \development expense such as purchase of

hinery'andequipment and also payment towards sophisticated technology.

conti@igencies: A fi : to meet contingencies such as sudden fall in
majer litigation, nature calar ke fire, and so on.

axes: The firm_has to meet its statutory commitments such as income tax and
cise duty and so on.

ands and interests: The business has to make payment towards dividends

toishareholders and financial institutions respectively.

eplace s: The business needs to replace its assets like plant and machinery

afte ertain period of use. For this purpose the firm needs funds to make suitable

eplacement of assets in place of old and worn out assets.




8 To support welfare programmes: The company may also have to take up social welfare
programmes such as literacy drive, and health camps, It may have to donate to charitable
trusts, educational institutions or public services organizations.

9. Towind up: At the time of winding up, the company may need funds to mee idation
expenses

Types of capital

A) Fixed capital
B) Working capital

FIXED CAPITAL

Fixed capital is that portion of capital whi
as land and buildings, plant and machinery, furnit
the skeleton of the business. It provides the basic as

Features of fixed assets:

1. Permanentin nat fixe al i . ; ( ally not
withdrawn as long i i
2. Profit generatid
by themselves. They
Low ligUidity
conver

1y, nature of business, method of production and so
teel factory may require relatively large finance
ch as a software company.

omotiohal and expansion: the fixed capital is mostly needed at the time
pting company to ase fixed assets or at the time of expansion. In
, the need for fixed capite es less frequently.

edassets : these are physical items which can be seen and touched. Most of
2 Comma ed assets are land, buildings, machinery, motor vehicles, furniture and so

on.

Intangible fixed assets : these do not have physical form. They cannot be seen or touched.
t these are,very valuable to business. Examples are goodwill, brand names, trademarks,

s, copy rights and so on.

ial fixed assets : these are investments in shares, foreign currency deposits,

ment bonds , shares held by the business in other companies and so on.




features of working capital

Co

WORKING CAPITAL

payment of wages and salaries, expenses like rent, advertising, pow
working capital is the amounts needed to cover the cost of operating th

working capital = current assets

1. Short life span: WolKi ; s ini K, stock to debtors, debtors
to cash, th have a life span of a
few go into production,
finishedigo

apital enables the business to

here fore, called the flesh and blood of the business.

orking capital can be converted into cash quickly
ssets.

orking capital of a business depends on many

, production and marketing policies, business

has and nature C
0 ON.
for payment rrent expenses: the working capital is used to pay for current
as supplie raw materials, payment of wages and salaries, rent and other

rrent assets are those assets which are converted into cash with in accounting
ear. For example, cash in hand, cash at bank, sundry debtor, bill receivable,

example sundry creditor, bill payable, bank overdraft, outstanding expenses.




Gr

Ne

w

oss working capital:

In the broader sense, the term working capital refers to the gross working capital. The
notion of the gross working capital refers to the capital invested in total current a of the
enterprise. Current assets are those assets, which in the ordinary course of business
converted into cash within a short period, normally one accounting year.

orking ! etwo

t working capital:

In a narrow sense, the term working capital refers to th
capital represents the excess of current assets over current li S

DRKING CAPITAL CYCLE

Y

Creditor Bills payables

\ 4

A

) | ngdthe g Capita uirements
m& , m
endhupo

Factors|d
[\ N

iness: The king capital requirements of a firm basically
e nature of It iness. lic utility undertakings like electricity, water
need very ing capital as their sales are on cash and are
of services only. On the other hand, trading firms require more
receivables and cash and such they need large amount of
turing undertakings also require sizable working capital.
C or scale of eperations: The working capital requirements of a concern
e Girectly infiuenced by the size of its business, which may be measured in terms of scale
of'gperations. Gre he size of a business unit, generally, larger will be the requirements
of working capital. However, in some cases, even a smaller concern may need more
rking capital due to high overhead charges, inefficient use of available resources and
economic disadvantages of small size.
3 tion policy: If the demand for a given product is subject to wide fluctuations due
nal variations, the requirements of working capital, in such cases, depend upon

)




the production policy. The production could be kept either steady by accumulating
inventories during stack periods with a view to meet high demand during the peck season
or the production could be curtailed during the slack season and increased during the peak
season. If the policy is to keep the production steady by accumulating inventories it will
require higher working capital.

Manufacturing process/L ength of production cycle: In manuf
requirements of working capital will be in direct proportion to the Iéligth of manufacturing
process. Longer the process period of manufacture, larger is the amotnt\@f working capital
required, as the raw materials and other supplies have tg i r 2d@nger period.

uring business; the

in bulk during the season to ensure an uninterr
amount is, thus, blocked in the form of materi
give rise to more working capital require
requires larger working capital then in the
Working capital cycle: In a manufacturin tal cycle starts with

the'sale of finished

stocks of finished goods t
and service costs, C finished stogk.into sales, debtors and receivables and
ultimately realizatj .“Tis_cycle continBes again from cash to purchase of raw
ting eycle, the larger the requirement

ncerniin its dealings with debtors and creditors
of working,capital. A concern that purchases its
mount of working\capital compared to the firm,
enhand, a concern allowing credit to its customers shall
g capital.compared to a firm selling only on cash.

ycle refers to alternate expansion and contraction in general
D rlod of boom i.e., when the busmess IS prosperous, there isa need

awhen there is.a down swing of the cycle, the business contracts, sales
iculties are faced in collection from debtors and firms may have to hold large

growth andexpansion of#ts business activities. The retained profits may provide for a
part of working capital but the fast growing concerns need larger amount of working
capital than the'amount of undistributed profits.




METHODS AND SOURCES OF FINANCE

Methods of finance

1. Long term finance
2. Medium term finance
3. Short term finance

SOURCES OF FINANCE

1 Longterm finance: long term finance available for a
The long term methods outlined below are used to p
buildings, plant and so on.

a Own capital : irrespective of the form of qrganization s
company, the owners of the business have t@invest their o
invested by the owners, partners or promotefs
throughout the life of business.

b) Share capital : normally in the case@fa co
The capital so raised is ¢ share

20

preference share capital and ¢ share cap

¢ Debentures: debentures a ans take \
the company undépits com A owled t enture holder
is the creditor of thereompa e holder is enti ixed rate of interest on

the debe

d Govegs provide long term finance directly to
the bysiness h i Subscribing ares of the companies. The
verr 2 project satisfies certain econditions, such as setting up

\ K into projects which are beneficial for the society
\ A% m finance

nk loans ; ballloans are exte ed rate of interest. Repayment of the loan and
t arg,scheduled, at the beginning and are usually directly debited to the current
f the borro hese are secured loans.
e: itisa facl 0 buy a fixed asset while paying the price over a long period
er words , the possession of the asset can be taken by making a down
ent o art of the price and the balance will be repaid with a fixed rate of interest
i eed NnUMDE astallments.
Leasingor renting: where there is a need for fixed assets, the asset need not be purchased.
can betaken on lease or rent for specified number of years. The company who owns the
is called lessor and the company which takes the asset on lease is called lessee. The
ent between the lessor and lessee is called a lease agreement.




d. Venture capital: this form of finance is available only for limited companies. Venture
capital is normally provided in such projects where there is relatively a higher degree of
risk. For such projects, finance through the conventional sources may not be available.
Many banks offer such finance through their merchant banking divisions,
banks which offer advice and financial assistance. The financial assistance may t
of loans and venture capital.

3 SHORT TERM FINANCE

a Commercial paper: it is new money market instrume
Cps are issued in large denominations by the leadi
credit worthy, large manufacturing and finance ¢
The proceeds of the issue of commercial pag
seasonal and interim needs for funds.

¢ Trade credit: this is short
normally, it is commgg fo
suppliers on creditdasis. A i « \ C puy fresh
stocks again on gfedit. So

)

A

\
( ‘& eting e\process o ing investment decision in long-term assets or
Capitaliexpe re incurred today is expected to bring its benefits over a period

itures are related to the acquisition & improvement of fixes assets.

dgetifg is the planning
is the p

diture and the benefit, which spread over a
ess of deciding whether or not to invest in a particular project, as
sibilities not be rewarding. The manager has to choose a project, which
which is han the cost of financing the project. For this the manager
ith of the projects in-terms of cost and benefits. The benefits are the
), the project, which are discounted against a standard, generally the

Methods of ca




The capital budgeting appraisal methods are techniques of evaluation of investment proposal
will help the company to decide upon the desirability of an investment proposal depending upon
their; relative income generating capacity and rank them in order of their desirability. These
methods provide the company a set of norms on the basis of which either it has to acc r reject
the investment proposal. The most widely accepted techniques used in estimating the cos
of investment projects can be grouped under two categories.

1. Traditional methods
2. Discounted Cash flow methods

1. Traditional methods

These methods are based on the principles to determi
on the basis of its useful life and expected returns. Thes
information available from the books of accounts @
the concept of ‘time value of money’, which is a
of a project in terms of present value.

A. Pay-back period method: It is
evaluating the investment proposa
the original cash out lay in

According to Weston &fBrigham,

to recover its original in

According to Jé CAVanhorr i b ears required to recover
initial cash in [

C jayout or payoff period. This period is calculated by
@fthe pro e annua nings after tax but before depreciation under this

anked on the basis of the length of the payback period. A project with
ba eriod Wil be given the highest rank and taken as the best investment. The
ack p@Riod, the less he in ent is the formula for payback period is

e eafliest methods of evaluating the investment projects
nderstand and to, compute.
~dtdose any cost for computation of the payback period
4. Itis eneof dely sed methods in small scale industry sector
. It can be compute e basis of accounting information available from the books.

to take into account the cash flows received by the company after the pay




2. It doesn’t take into account the interest factor involved in an investmentoutlay.
3. It doesn’t take into account the interest factor involved in an investmentoutlay.
4. It is not consistent with the objective of maximizing the market value of the company’s share.
5. It fails to consider the pattern of cash inflows i. e., the magnitude and timing of cashyin flows.

Cash outlay (or) original cost of project

Pay-back
period =

Annual cash inflo

nt = cost — sc




D€

'merits:

1. Itisnot based on cash flows generated by a project.
2. This method does not consider the objective of wealth maximization

& o




3. IT ignores the length of the projects useful life.
4. 1t does not take into account the fact that the profits can be re-invested.

II:|Discounted cash flow methods:

The traditional method does not take into consideration the time
give equal weight age to the present and future flow of incomesgii
the concept that a rupee earned today is more worth than a rup
take into consideration the profitability and also time value

A. Net present value method (NPV)

The NPV takes into consideration the timeh
years and valued differently and made comparable
inflows of various period are discounted us equite

According to Ezra Solom & is a prese
required rate of return min € pres alue of t

NPV is the difference b
of the project.

ieen the of ca low a project and the initial cost

Accor: f 2 project wi elected whose NPV is positive
; ‘Zero’. It giv gative NPV hence. It must be
rejectedalf th ‘ ) yjectwith positive NPV’s the project is selected whose NPV
is the higl

or above zero

NBV = PRES W\ OW - PRESENT VALUE OF CASH OUTFLOW

Me

es the time e of money.
n the entire cash,flows generated during the useful life of the asset.

vith the objeetive of maximization of wealth of the owners.

he'rank f.projects is independent of the discount rate used for determining the
t value.

Demerits:

ifferent to understand and use.
V is calculated by using the cost of capital as a discount rate. But the concept of
capital. If self is difficult to understood and determine.




1.

1Q. Define Accounting. Explain its objectives.

Ans: Definitions of Accounting:

classifying business transactions and events, pri
significant summaries, analysis and interpretat

Public Accountants (AICPA), “Acg
a significant manner and idfermsc ~ ven i in , at least
of financial character a

that: “Accountifig e cO \ [ 3 cording ifi and communication
of economic dat e f reporting, decision making and
control

It does not give solutions when the comparable projects are involved in different
amounts of investment.

It does not give correct answer to a question whether alternative projects or limited
funds are available with unequal lines.

Unit-V
INTRODUCTION TO FINANCIAL ACCOUNTING

According to Smith and Ashburge

According to co

Another ¢

ting Association defined accounting as follows:
ing and communicating economic information
e users of the information.”

art as wel cience of recording, classifying and summarizing business

e of finan haracter and are expressed in terms of money. Italso

aspect of the recorded information.

ounting:

ining proper/systematic record of Business Transactions: Accounting
replaces the limitations of human memory. The main purpose of accounting is to identify

business transactions of financial matureandenter themrinto dpplUplldlE booksof



accounts. Accounting helps to keep record of all financial transactions and events
systematically in proper books of accounts.
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statements are prepared with the help of trial balance (prepared wit
accounts). At the end of the accounting period, we prepare trading
ascertain gross profit or gross loss. Afterwards profit and loss a
ascertain net profit or net loss.

accounting period, we prepare position stateme
liabilities of the business on a particular
financial health of the business.

4. 10 help in decision making: Accounting se
arrive at rational decisions. America
while defining the term A nting
communicating economic i
the users of the infogMatio i ons and

events which are 4S€ king and

control.

5. Providig [ reveals the actual
perforn . erm i es; profit, loss, cost of production
and the’d , ‘ ] ce can be compared with the
i of the business. | t can also be compared with the
eals deviation in terms of weaknesses and plus

Infofgation to va ccounting makes information available to all
intefested parties. Proprieto erest in profit or dividend, debenture holders,

andiinvesto e concerned with the safety of money advanced by them to the
nd interest eon. The object of the accounting is to provide meaningful
all these interested parties.

he Importance/ Advantages of

ing. Ans: Advantages of Accounting:




1 Replacement of memory: In a large business it is very difficult for a business- man
to remember all the transactions. Accounting provides records which will furnish information
as and when desired and thus it replaces human memory. All financial transactions are recorded
in a systematic manner in books of accounts so that there is no need to relay on memeory.

2. Evidence in court: Properly maintained accounts are often tre
in the court to settle a dispute.

ted as good evidence

3. Settlement of taxation liability: If accounts are properly maintailaed, it will be of
great assistance to the businessman in settling the income

tax authorities may impose any amount of tax which the b

4. Comparative study: Accounting provid
various aspects of the business such as profits, sale & . With Thalof previous year
and helps the business man to locate significan i any. Systematic
maintenance of business records enables the ac it 0f'one year with

unfortunately he bec i i.e., When_he 1S unable t@ pay to his creditors), he can
explain many thi ith thefhelp.ofiaccounts and can start a fresh life.

position of a business enterprise from their own view point.
ps are interested in accounting information related to various

Won of Financial Statements: Systematic records enable the accountant
jal statements. Trading and Profit and Loss account is prepared for calculating
or Tessiduring a particular period and Balance sheet is prepared to state the financial
of the business on a particular date.

cision Making: The accountant helps the management by providing the relevant
information for solving the day to day problems of the business.




3.(

10. Planning and Control of Operations: Planning operations like sales, production, cash
requirements for the next account period are achieved with the help of accounting information
and estimates can be prepared based on that information.

11 Value of Business: Accounting records kept in a proper way enables a businessiunit to
determine the purchase or sale value of the business in a simple manner,

Ans:  The following are the limitations of Accountin

1. Records only monetary transactions: A sactions which
can be measured in monetary terms. Tho i ot bemeasured in

monetary terms as conflict between produ ng managen, office
management etc., may be very important \ orded in,the business
books.

2. Effect of price level changes transactions are recorded at
cost in the books. T ice level chan@es is not brought into,the books with the

result that compari ifficult.‘For example, the sales to total

ue to,rising prices, fixed assets being

3. No rea ~ : ing information“may not be“realistic as accounting
ollowing “basic eoncepts and conventions. For
s an idea that the business will continue and assets
e book value which the asset'is showing may not be actually
wing the,principles of conservation the financial statements
ion of the'business.

istorical in nature: Usually accounting supplies information in the form of Profit and
ss, Account and Balance Sheet at the end of the year. So, the information provided is of
ricalinterest and only gives post-mortem analysis of the past accounting information.
For® control »and »planning purposes management is interested in quick and timely
information which issnot provided by financial accounting.

. Personal bias / judgement of Accountant affects the accounting Statements: Accounting

statements-are, influenced by the personal judgement of the accountant. He may select any
method of depreciation, valuation of stock, amortization of fixed assets and treatment of
deferred,revenue expenditure. Such judgement based on integrity and competency of the
accountant will definitely affect the preparation of accounting statements.




7. Permits alternative treatments: Accounting permits alternernative treatments within
generally accepted accounting concepts and conventions. For example, method of
charging depreciation may be straight line method or diminishing balance method or some
other method. Similarly, closing stock may be valued by FIFO(First-in-
LIFO(Last in First Out) or Average Price Method. Application of different me
give different results and results may not be comparable.

4.Q. What is Double Entry System? What are the
limitations of Double Entry System?

Ans: Double entry system is a scientific way of presenting

System. Under dual aspect the Account deals wi
i.e., (1) Receiving Aspect and (2) Giving Asp
and Giving Aspect is known as Credit aspe
transactions are recorded in chronological

s debited and
o \ here should be another
5. based on the fact that

Every busi
the other account
account to impart/give thg
there candbe ‘ g without something
giving. the debit side of the account) and
theagiving : the account).

ebit and credit aspects are recorded is known as
is principle every debit must necessarily have

es oNPeuble Ent

system: Dauble entry system records, classifies and summarizes business
a systemati anner and, thus, produces useful information for decision
scientific as pared to single entry of book-keeping.

| and authentic information can be had about all transactions as the
edger with all types of accounts.

2. nforma

ader tains the




Lix

mitations / Di@ad

3. Assessment of Profit and Loss: The businessman/trader will be able to know correctly
whether he had earned profit or sustained loss. It facilitates the trader to take such steps so as
to increase the efficiency of the firm.

by different customers to the firm. If any amount is pending for a long ti
he may stop credit facility to that customer.

5. Knowledge of Creditors: The trader is also knows the exact amoun
others and he will be able to arrange prompt payment to objai

balance.

7. Assessment of Financial Position: The tr
which will help the interested parties to know full

previous years.

9. Maintenance according t 3
the tax authorities and faciitates ~ s a Joi s should
maintain accounts under dotble e ]

10. Detection of Fra ic 3 i f business transactions on
the basis of this g . -
or errors can k

may not'provide any solution to the following errors.

his syste quires the maintenance of a number of books

of a ich IS all conce
his system is costly because of a number of records are to be maintained.

of Absolute*Aecuracy of the Books of Account: There is no guarantee of

ak te 3 e books o ount inspite of agreement of the trial balance because of

there are C€ errors of principles, errors of omission, compensating errors etc., which
main understand agreement of trial balance.

ors of @mission: In case the entire transaction is not recorded in the books of accounts, the
nnot be detected by accounting. The Trial Balance will tally inspite of the mistakes.




5. Errors of Principle: Double entry is based upon the fact that every debit has its corresponding
credit and vice versa. It will not be able to detect the mistake such as debiting Ram’s account
instead of Rao’s account or Building account in place of Repairs account.

6. Compensating Errors: If Rahim’s account is by mistake debited with Rs. 15 r and
Mohan’s account is also by mistake credited with Rs.15 lesser, the Trial Balance will ta ut
mistake will remain in accounts.

5.Q. Explain the process of accounting.
Answer: Accounting Process consists of the following

1. Recording of entries for all business transactions j
Posting of entries into Ledger.
Balancing of accounts.
Preparing of Trial Balance with the help'ef d
arithmetical accuracy.
5. Preparing final accounts with the help o
- Trading and Profit and Loss Acceunt
- Balance Sheet is prepared to k
Accounting Processis.alse know

Bown

6.Q. Explain

dmplete sequence beginning with the recording of the
the preparation of the final accounts. The sequential steps
cle are as follows:

counting




Business

Preparin
g

Recording
of

Preparing

Step 1: Journalizing: Recor Q ransac

Step 2: Posting: Bransfer t ions in the réspective accounts opene

Step 3yBa g: * énce betw total of debit amount column
a ledger accao

ea
e debit ba

owing the balance of each and every account to
es is equal to the sum of the credit balances.

nt: Prepare Trading and Profit and Loss account to ascertain the

0SS accounting p d

jon Statement/Balance Sheet: Prepare the Balance Sheet to ascertain the

osition as at end of accounting period.

|5

assifica of Accounts

(Rules of Debit

Meaning of an Account:




» An account is a classified summary of business transactions relating to a particular person
or property or an income or an expense Or An Account is a classified record of business
transactions which are relating to a particular person or an Item or athing.

» Itis vertically divided into two halves/parts.

It is prepared in the form of Alphabet T.

The left side of this account is known as Debit side and right side o

known as Credit side.
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account.
The word ‘To’ should be written on the debit side\ef an a
column.
» The word ‘By’ should be written on the cre '
on thed

Y

account.
» All the Receiving Aspects are enter,
entered on the credit side o, acco hé
» All accounts are maintained in [Nedger. So il

ains the ' g columns
mn 4) Amount column.

Proforma of an Accoun
on either side. 1) Date
The format or ruling of a

mn 2) P3

Date Date ‘T\ lars J.F | Amount
Rs.
By culars of XXXXXX

benefits given

adly speaking accounts are classified into two types. They are

al Accounts. Impersonal accounts are again divided into Real
nts. Thus accounts are of Three types.




Real and Nominal Accounts are collectively called “Impersonal Accounts”.
1 Personal Accounts: Personal Accounts are those which are opened in the names of

persons. These are accounts of persons and institutions with whom the business deals. A
separate account is kept for each person. Personal accounts can be also sub classi
three categories:

They are i) Natural personal accounts ii) Artificial Personal acco
Personal accounts.

) Natural Personal Accounts: The term Natural Pe

i)  Artificial Personal Accounts: These acg

The account of a Limited Company
accounts of clubs, the account\of
company, the account of Collegé
examples of Artificial Personal
Ili)  Representative PersonalpAcco
certain person Q@koup 0O

Prepaid expens Q Inco
Alc, Dralings

Principle@Rule of

paid to Raja, the
eiver of cash.

m Krishna, the account of Krishna will have to be
er of cash.

nt of Raja will have to be

those which are relating to Properties and

sset the busine

ccounts relating to properties or assets or

possessions of the firm are'c Real Accounts. Every business firm needs Fixed

Assebs such as kand and Buildings, Plant and Machinery, Furniture and Fixtures

or running business. A separate account is maintained for each asset.

e Four type Assets. They are

Assets: Those assets which are acquired for long term use by the
business concern are known as Fixed assets. For example Land and
Buildings, Plant and Machinery, Furniture and Fixtures etc are called as
Fixed Assets.




||) Current Assets: Those assets which are possible to convert into cash are
known as known as Current assets. For example cash in hand, cash at Bank,
Stock in trade, Debtors, Bills Receivable etc., are called as curre

which can be touched, felt, measured etc., Tangibl
existence. Hence these assets may be transferred fr
place. Fixed assets and Current assets are the exa
Tangible assets.

|V) Intangible Assets: These accounts rep

assets haven’t any physical exis
trademarks are the examples of

Principle/Rule of Real Account:

ﬂ

1. Debit what comes into the business a

For example, if machinery hz
since Machinery is coming
going out of the businesg

If furniture is sold for cas \ 2Di i ming into the business,
while Furniture@ecount s : e IS goi business.

3. Nominal A€eo S penses, Losses, Incomes
and Prafits o

es, wages, rent, taxes, lighting charges, transport
ouse rent, insurance, advertisement paid, Bad
paid, interest paid on capital,

s Of\nco and Profits are eived, interest received, commission received,
edwdividend received, interest on investment received, bad debts recovered etc.,

opened in thelbooks to simply explain the nature of the transactions. They do
ample, in a business when salary is paid to the manager, commission is
e sales entyis paid to landlord, cash goes out of the business and it is something
I, while salary, co n, or rent as such does not exist. The accounts of these items are

d simply'to explain how the cash has been spent. In the absence of such information, it
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inciple or Rule of Nominal Account:

.Q. Describe the functions

may be difficult for the cashier to explain how the cash at his disposal was utilized. Nominal
accounts are also called Fictitious Accounts.

1. Debit all Expenses and Losses and
2. Credit all Incomes and Profits/Gains.

business.

For example If Rent received in cash, Cash account s
the business, while rent account should be credited
business.

The principle of Nominal account is
account and real account. As per the principle of
and profits) are credited and givi
principles of personal account ang
credited. Hence the rule of D
Nominal account.

Ans: The vari@us on

1. Systematic bus actions / Recording: rding is the basic function of
accountin iy reco isinesshtransactions in terms of money. It is essentially
coneern 1 iring that alRBusiness transactions of financial nature are properly recorded.
ReCoro : na subsidiary books in chronological order. To keep systematic
\‘ post them inte. ledger and ultimately to prepare the final accounts is the
ohaccoufiing

. Ageounting also facilitates classification of all business transactions recorded in
of similar nature are classified under appropriated heads. It deals with

ded transa S0 as to group similar transactions at one place. The work
alled the Ledger, where similar transactions are recorded at
one placesunder individuahaccount heads. Eg. In sales account all sale of goods are recorded. In
ount all pu e of goods are recorded.

arizi t involves presenting classified transactions in a manner useful to both its
external users. It involves preparation of financial statements i.e profit& loss




account and Balance sheet etc., Accounting summarizes the classified information. This process
leads to the preparation of Trial balance, Income statement and balance sheet.

4. Analyzing: The recorded data in financial statement is analyzed to make useful intérpretation.

5. Interpretation: It deals with explaining the meaning and significanceé
The accountants should interpret the statements in a manner useful to the
data helps management, outsiders and shareholders in decisi
meaningful conclusions from the information. Different parti€s
about the financial condition and profitability of busine

6. Communicating Results to Intereste

Accounting also serves as an i
business. It supplies the meaningful information af
varies parties i.e., owners, creditors, investo
and managers at the right time. It is@service
It involves preparation and distrib Q

7. Compliance with legalirequire
requirements of law. U the proviisions
such as income-tax retur

8. Protecting the pe ‘ 7 i i ction the accountant is
required to devise : Tals ior t assets of the business are not
put to vilong U co , of the assets of the concern is available without any

difficul \
. \\ ‘ Qt* ent es of Acca

ting Concepts.

auntlis a evolves to achieve a set of objectives. In order to achieve the goals, we

es or g@ide lines. These s are termed as “Basic accounting concepts”.

eptimeans an idea or thought. Basic accounting concepts are the fundamental ideas
ions underl eory and practice of financial accounting.

epts are te as “generally accepted accounting principles”. These are

accounting activity. They are evolved over a period in response to

iness eny ent. They are developed and accepted by accounting profession. The
he identification of events and transactions to be accounted for.
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fects of this Concept:

fects of this concept:

The concepts help in bringing about uniformity in the practice in accounting. In accountancy
following concepts are quite popular.

1 Business Entity Concept: Business is treated separate from the proprie

All the

for the business. When he contributes capital, he is treated as a person
amount in the business. Therefore, capital appears in the liabilities o
proprietor.

a) Financial position of the business can be easily foung

assumption is that business will continue to exist
some reason or the other. When final accounts a

for business dealing in future.

a) Working life of &
of this cofGept.
b) Accouhta ~ ains f .\ of the business. Therefore, he
does ' rapsa even thoug e condition of business is
ori
\
? & ment Concept: Only those transactions are recorded in accounting which
expressed in tems,0 ey. The transactions which cannot be expressed in money fall
sGope O ounting. One serious short coming of this concept is that the money value
of t iteis récordedi@n which transe en place. It does not recognize the changes in
ero pitory unit.

ce of this concept, it would have not been possible to add various

essions. ample : A proprietor has 40 chairs, 50 tables, 15 machines and 20
acre land. He cannot add them. But total amount of all these processions can be
asily found out by finding out their value in money.




b) I t fails to keep any record of such matters which cannot be expressed in terms of
money. Fo r example: ability of the board of directors, quality of the articles
produced and efficiency of workers cannot be recorded.

will not be recorded in account books.
Effects of this concept:

a) Under this concept market price is
position on cost and expired cost less.

life of the business is c@ : i of income cannot be
postponed for a i period for which the
operational re

months is co may be a ca year (January to December
or any|perio 3, the accounting period 'k

gins on 15 April every year
cept implies that at the end of each accounting

and ends gar. Thi impli [
profit & 10ss a .
ma ax Act to'assess profit of the business every year and
‘ tal I|a .

ccount and balance sheet are to be prepared
of@his coneept:

position and-earning capacity of one year maybe compared with another

arisons help the management in planning and increasing the efficiency
siness.

t Concept:  Under this concept, every transaction has got a twofold aspects
receiv aspect/ receiving benefit and (ii) giving aspect/ giving of benefit. For




instance, when a firm acquires an asset (receiving of the benefit), it must have to pay cash
(giving of benefit).

control over them.

C) The accounting equation, i.e., Assets
on this concept.

7. Matching Concept: Every
cost. Hence, he tries to find ou
records all expenses o
revenues of a year (

Expenses)
the revep the \J
accou
revenyé

calle

old are to be taken into consideration. Example, rent
hus appropriate costs have to be matched against
g period.

this

etor can eas now about his profit or loss.
is of this concept, he can make efforts to create economy, increasing
d increasing his income.

ion Concept: This concept is also known as “revenue recognition concept”.
s out of sale of goods and services. According to this concept revenue is
whe ale is made. Sale is considered to be made at the point when the property in
ses to the buyer and he becomes legally liable to pay. No profit or income will arise
realization of sales. Likely sales and anticipated revenues are not to be
in account books. The realization concept is important in ascertaining the
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exact profit earned during a period in a business concern. According to this concept, the
revenue should be considered only when it is realized. Any business transaction should be
recorded only after it actually taken place. Production of goods does not mean that the
total production is sold, it should be recorded only when they are sold and cash realized
or obligation created.

9. Objectivity Concept: This concept implies that all accounti ecords should, be
supported by proper documents. Cash memos, invoices, correspe ace, agreements,
vouchers, etc., are examples of business documents. These dg e information.

. For example,
k 2009, then the
the year 2009.

is earned irrespective of the fact whether it is re
commission Rs.2,000 earned in the year 2008, b
commission is to be taken as income for the year 2

.Q. Explain different types of Acco

entionyaccounts should be prepared
nd significant information. Every company shall

very business, the management draws important conclusion
ding working,of the concern, for this purpose in preparing the

eeount. Adequate reserves or provisions should be provided for. This means that there
shouldhbe'fio windew dressing and secret reserves.

4, Convention of Materiality: This is also called the convention of reasonable degree of
aceuracy. According to this, the information given in the accounts should be reasonable accurate.
All the entries should be exact. Fraction of a rupee is avoided.




5. Convention of Relevance: As per this convention, the firm should give relevant accounting
information whenever required with documentary evidence like, purchases or sales invoices,
vouchers etc., as documentary proof of a transaction.

11.Q. What is the Journal? What are the advantages/ Importance and Limit2
Disadvantages of the Journal?

Ans: The word Journal is derived from the French word ‘Jour’ which
therefore, means a dally record of busmess transactlons Journal isa book

Proforma of Journal

Journal Entries in the books of

Date Particulars

Advantages g

The ma

« m ete Record: All business transactions date-wise will
0 i gtion for every transaction can be obtained very

ournal serves'a record. It provides a chronological record of
2 provides pe 2 d.

dh

easy: en once the transactions are entered in the Journal, recording the
ant accounts e ledger can be made easily. The businessman can have an
it and creditprinciples in the beginning itself. It provides information of
and an explanation to make it understandable properly.

ion of the saction: Every Journal entry will be briefly explained with a
ion helps in proper understanding of the entry.

of the errors easy: Journal helps to locate the errors easily. Both debit and credit
ansaction are recorded in the journal. Since the amount recorded in debit amount
dit amount column must be equal. Therefore, the possibility of committing errors
is reduced and the detection of errors, if any, committed becomes easy.




5. Chronological order: Transactions are recorded in a chronological order in the Journal.
Hence, when any information is required, the information can be traced out quickly and easily.

6. Eliminates the need for reliance on memory: It eliminates the need for a relianc
of the accounts keeper. Some transactions are of a complicated nature and without t
the entries may be difficult, if not impossible.

7.Journal provides information relating to the followi
(@) Credit sale and purchase of fixed assets, investment or anyghing else
by the firm.
(b) Special allowances received from suppliers or gi

(c) Writing off extra-ordinary losses viz. losses

etc., and bad debts.

(f) Transactions wi
(9) Income

(h) Expenses : et pa nilar adjusting

books to the respective impersonal accounts
gross profit or loss to the Profit & Loss A/c
e Capital A/c at the end of the trading period.

entrigs-entries te close the books at the time of preparing trading and profit &loss

AGES OFJOURNAL:

he fo ing are imitations of the journal.
Journal will be too long and becomes unwieldy if all transactions are recorded

urnal.




2.The Journal is unable to ascertain daily cash balance. That is why cash transactions are
directly recorded in a separate cash book so that daily cash balances may be available.

3. Itbecomes difficult in practice to post each and every transaction from the Journal
Hence in order to make the accounting easier and systematic, transactions are recordec
different books.

he ledger.

final and permanent record of all transactions in duly
contains various accounts. The process of transfergi
is called posting.

A Ledger may be defined as a summary
person, asset, expense or income which haveda
their net effect. The up to date state@

Features of a Ledger:

I. Ledger contains all thef@Ccounts

ii. It is a permanent record @
w Of €

\
cflger D pal bo counts ause it helps us in achieving the objectives of
[ gives ers to the following pertinent questions.

iii. It provides

iv. It proide

ow muUgh amount is @ om ot to the business?
muc@amount is 0
hatare the total sales to an individual customer and what are the total

ases from an individual supplier?

amount of profit or loss made during a particular period?

ncial position of the firm on a particular date?

Advantages/ portance of Ledger

are the main utilities of Ledger




1. It provides complete information about all accounts in one book.
2. ltis easy to ascertain how much money is due to suppliers (trade creditors from creditors’
ledger) and how much money is due from customers (trade debtors from debtors’ ledger).
3. Itenables to ascertain, what are the main items of revenues/incomes (Nomin
4. 1t enables to ascertain, What are the main items of expenses(Nominal account
5. Itenables to know the kind of assets the enterprise holds and their respective val
Accounts)
6. It facilitates preparation of trial balance and thereafter preparation/@ Winancial sta
i.e., profit and loss account and balance sheet.
13. Q. Distinguish between the Journal and the Ledger.

Ans: Differences between Journal and Led

SI.No. | Point of Journal
difference \
1. Nature It is a book of original entryf, 1
2. Object It is prepared to record all
transactions. \
3. Basis of It is prepar€d Oh the basis of. |\ Gt is
preparation | source, d h t (vouche %“
trangactio \
4, Stage of i ‘ \g in the ledgeris the
recording , . econd stage.
5. Balancing i 3r accounts are balanced.
6. Narrati®nty N ‘mm m“k o narration is given.
7. : e colu \n\ he ledger there are four columns

bit and credit side viz., date,
pa ars, journal folio and
amount.
in | The process of recording in the
ledger is called posting.

2dger folio,

Journal direcly does not serve as
ationh | basis™ for preparation of final
accounts
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Features of a Trial Balance:

14. Q. Define Trial Balance. Explain its features, Merits/Importance and Limitations of
the Trial Balance?

Ans: Trial Balance is a statement in which debit and credit balances of all ledger
shown to test the Arithmetical accuracy of the books of account. Trial Balance is not
proof of accuracy of books of accounts.

ounts are

finitions of Trial Balance:

According to J.R.Batliboi, “ A Trial Balance is a
balances extracted from the various accounts in the ledger
accuracy of the books.”

1. Itisnotan account., itison

4. Trial Ba

As itispre e ledo ] s, both debit and credit side of
rial

its /Adv ges of Trial Balance:

Proo Arithmetical accuracy: It helps in checking the arithmetical accuracy of
ks of accounts.

ation of financial statements: It helps in the preparation of final accounts i.e.,
Account, Profit & Loss Account and Balance Sheet.
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mitations of Trial Balance:

Detection of Errors: It will help in detection of errors in the books of accounts and in
their rectification.

Rectification of Errors: It serves as instrument for carrying out the job of
of errors.

Easy Checking: It is possible to find out the balances of various a

Trial balance can be prepared only in those
accounting is adopted. This system is very ¢
adopted by the small business concerns.

Though Trial Balance gives arithmetical aé
certain errors which are not disclosed by
balance is not a conclusive proof of t

the true and fair vie
conclusions and déefsions ious gre ! pbe correct
and will misleadfStich persofs

Trial Balamee.tallié \9 thoug

acti $~

esof T
Swhe Brial Bala

Balance? Explain the main

ng are\te main obje aring the Trial Balance.

accounts of the ledger in order to avoid the necessity of going

e balances of a
‘ er to find it out.

ages of the [e

f that the double entry of each transaction has been recorded because of its

ithmetical accuracy of the books of accounts because of the agreement of the
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Methods of preparing Trial Balance:
There are two methods of preparing Trial Balance;

1 Totals Method: Under this method the total of debits and credits of all ledger accounts
are shown in the debit and credit side of the Trial Balance. The Trial Balance
under this method is known as gross Trial Balance.

and commonly used.

3. Total and Balance Method: Under thi

instead of two columns.

les of Preparing Trial Balance:

be taken into care:

1. The balances of all (i) ass
cash and bank balances a ) debi yfithe trial ba . 2. ances of all
() liabilities accounts (W)l

Debit Balance | Credit Balance
Rs. Rs.




1. Drawings XXXXXX

2. Capital XXXXXX

3. Assets XXXXXX
4, Liabilities XXXXXX
5. Expenses XXXXXX

6. Losses
7. Incomes A
8. Profits '

s\

A D' t Tl'adin
ading Account?

ing results or gross margin on trading of business,

siness has earned from buying and selling during a particular

gen the sales and cost of goods sold is gross profit. This isa nominal

ature N&nce all the trading expenses should be debited where as all the trading

e cred 0 Trading Acc e balance of trading account will be considered

it bala or Gross Loss (debit balance) and will be transferred to profit and
eparing the ing A/c the following equations also can be used.

punt? What are the

brepa ow the

1s — Cost of goods sold = Gross Profit or Gross Loss

s = Total ¢ es + credit sales.

Cost of geods sold = Opening stock + purchases less purchase returns + Direct expenses

— Closing stock of goods.




Advantages / Importance of Trading A/c:
Trading Account has the following advantages.

1. Information of Gross profit or Gross Loss:

Trading Account provides information regarding gross p
limit within which indirect expenses are to be incurred. Indirect expens
than the gross profit so that a good amount of profit may be earned. If tra

Gross profit Ratio = Gross Profit / Sales X 100

Higher the ratio, it is better conditio
help the Trading account year after year and compaFist
made. A low ratio indicates unfavorable din th
accompanied by the proportionat
production.

helpful in avoidi
salesgoons

e of a new product, the'selling price can be easily fixed
rchases or, cost of goods manufactured the desired percentage
ofit.

1ases and direct expenses of one period with
elps the management to control the affairs of

e comparison'ef sales, p

The compa
iness and take sound de

ps 10 check thedirect expenses.

the infor about the proportion of gross profit or gross loss to the direct

is study helpsythe management in arresting the unnecessary expenditure

do you tinderstand by Profit and Loss Account? What are the
Importance of Trading Account?

Ans: is account is prepared to calculate the net profit or net loss of the business concern.
There are certain items of incomes and expenses of the business which must be taken into




Im

jportance of Profit and Loss Account:

consideration for calculating net profit or net loss of the business concern. These are of indirect
nature i.e., the whole business and relating to various activities which are done by the business
for the purpose of making the goods available to the customers. Indirect expenses may be
administrative expenses or management expenses, selling and distribution expenses, financial
expenses and extra-ordinary losses and expenses to maintain the assets into working orders This
account is prepared from nominal accounts and its balance is transferred tgigapital account as the
whole the profit or loss will be that of the owner and it will increase or de the capital.

1. Information of Net profit or Net loss: One of the ig j intains the
accounts are to see whether the business has ed | ing the
accounting period. Profit and Loss A/c provi i < g this impartant
objective because it gives information abo itabi IS8 of the business.

2. Comparison of current profit with the it d,Loss"Alc affords
comparison of the current year’s net pr i ast years. With this

expensesiincluded inthe profit and loss
in taking effective stepsfor control of

of business: On the basis of their profit figures of the current
gstimates about the profits in the years to come can be made and
t the expansion of the business can be made.

ce Sheet? What@dre the characteristics or features and

ce,Sheet a statement prepared with a view to measure the financial position of a
n a certain fixed date."The financial position of a concern is indicated by its assets on a
ndhits liabilities on that'date. Excess of assets over liabilities represent the capital and
of‘thefinancial soundness of a company.

A Balance sheet IS also described as a “statement showing the sources and application
of the capital”. It is a statement and not an account and prepared from real and personal accounts.
Sources, or liabilities are shown on the left hand side of the Balance Sheet. Application of funds
(Assets) Is,shown anithe right hand side of the Balance Sheet.




Characteristics of Balance Sheet:

1. Itis prepared on a particular date and not for a particular period.

2. Itis prepared after preparation of the Trading and Profit & Loss A/c.

3. As assets must be equal to the total liabilities. The two sides of the Balance must h

the same total.
4. 1t shows the financial position of a business as a going concern.
5. It is a statement of assets and liabilities and not an accg

Information that Balance Sheet convey to Outsi
The nature and the value of assets.

It shows the nature and extent of liabilities

It reflects the liquidity of
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It reveals other inforpdatio

1. Q. Define R3

of Rati .

explained its usefulness in financial analysis.

\
detailec ‘ Sisin 1909 a
\

Ratiio Ar S i S 0 used powerfu
teck e of @nalysiSland interpre
variopis cts\of operational efficiency gree of profitability.

of

ned in the

leaning obRatio

a figure expressed in terms of another.

Answe 0 : , ed e the pioneer of Ratio Analysis. He presented the

ol of financial analysis. It is an important
cial statements. It is also used to analyze

is based on different ratios which are calculated from the accounting
ncial statements. Different ratios are used for different




> It is an expression of relationship between one figure, two figures and the other
figures which are mutually inter-dependent.

> In other words a ratio is a mathematical relationship between two ite
in a quantitative form. When ratio is explained with reference to the items
the financial statements.

> ltis called as an Accounting Ratio.
» The ratio analysis facilitates easy understanding of financial sta

ADVANTAGES OF RATIO ANALYSIS

Ratio Analysis is an important technique of fi

1. Helps in Decision makj

Though Financial §
possible to take
Analysis provides @ i ySis'and i - \ e data contained in
Financial Stateme i i

‘ S I

decisig
sin FIA al lBorect 3
3 Q (<] d 0

\ ible to ke icti or a future period. Thus, ratio analysis
alpsin ial fo as

s reveal the trends in the phenomenon. As

5sing operationa

nalysis help analyzing the strengths and weaknesses of a concern. It helps

ing the fina ealth of a concern in terms of liquidity, solvency,

. Helps in contro iness:

Withthe help of ratio analysis, it is possible to identify the weak spots with regard to
e performance of the managers.

ness in financial structure due to incorrect policies in the past and present is
d by the ratios. These weaknesses may be communicated to the people




concerned and as such ratio analysis helps in better communication, Coordination
and control of unfavorable situations.

5. Helps in comparison of performance:

Through accounting ratios comparison can be made between o
firm with another of the same firm in order to evaluate the per
departments in the firm. This is needed for the smooth functioni

departments.

6. Ratio analysis simplifies the complex financial data. |
position.

7. Ratio analysis may be used as instruments o
area of sales and control.

statements.

9. Ratios are helpful in assessing

DS iN 6
tive co

10. Ratio Analysis also
control of costs etc., E

11. Ratio analysis,helps \‘ 2StOKs 0 make aprofitable
investment.

2. Q. Explain th ions

atio does no vey meaningful message. As such, a number of ratioswill
ulated fo etter understanding of particular situation.

hus, a Se atios computed may create confusion.
Ra an be useful only when they are computed in a sufficient large number.

of more ratios sometimes confuses the analysts than help him.




> Expecting a few situations, in majority cases, universally accepted standards
for ratios are not available.

» It renders interpretation of ratios difficult.

3._Lack of comparability:

» The results of two firms are comparable with the help of acco
they follow the same accounting methods.

g ratios on

» Comparison becomes difficult if they follow differe

» Similarly, utilization of facilities , availability of f,
affects the Financial Statements of different

» Comparison of such firms would be mislead \g

4. Inherent Limitations of Accounting:
» Accounting records contain historical dat \ h
from accounting reco :

SO S
records. ‘

» Thus, accountifng ratic

5. Chanages in Accountli D

» Changg ountiyg D alfi 1 es ratio amalysis misleading.

from FIFO to LIFIO
0sing stock which makes
ssive and an unfavorable gross profit ratio.

ethods of inve
0 es the value of the
D be im[

\\. al stat@nents easily be windo essed to present a better picture ofits
cialband profitability positio utsiders.

e has to be
ial Stateme

careful in making a decision from ratios calculated from

OWeve maybe difficult for an outsider to learn about the window dressing
e by a fi

e-1evel Changes:




Since ratios are computed for historical data, no consideration is made to the changes
in price levels and this makes the interpretation of ratios invalid

8. Personal Bias:
> Ratios are only means of financial analysis and not an end in itself.

» They have to be interpreted and different people may interpr same ratioi

different ways.

9. lgnoring qualitative factors:

Ratio analysis ignores the qualitative factg
conclusions derived.

10. Reliability of data:

» The accuracy and correctness of ratios akg
data contained in financial statements.

> If there are any mistakes A issio
presents a wrong picture the co

1. Q. Explain the lassifica ios and
Answer:

LClassificatig | ' atement from which the ratios are
derivediinto th

X \V
1. \ siieet Ratlps
Acct Ratios
CoOmposite Ratios
RATIOS:
0s deal W elationship between two items appearing in the Balance sheet.

rrent 0, Liquid Ratio, Debt to Equity Ratio

loss account itself.




Eg. Gross Profit Ratios, Net Profit Ratios and Operating Ratios.

3. COMBINED OR COMPOSITE RATIOS:

account and the other from the balance sheet.

Eg. Rate of Return on capital Employed, Debtors Turnover Ratio, credita
stock/ inventory turnover ratio and capital turnover ratio etc

1. CLASSIFICATION FROM POINT OF VIEW O
OR OBJECTIVE.

Ratios may be classified into four categories. The

=

Liquidity Ratios

no

capital structure/ gearing
3. Turnover Ratios
4. Profitability Rati

IMPORTANT FORMULAEMMRATIO

)
. LIQUIDID AA“ (ON

1. rre R atig

\
Curren entLl

2.Q Ratio/ Lig Ratio =

Quick Liabilities

idity Ratio

urrent Liabilities

API STRUCTURFE/ SOLVENCY /L EVERAGE RATIOS:

ebt- Equity Ratio =

Debts/ Shareholders Funds

or




External Equity / Internal Equity

& o




2. Proprietary Ratio =
Shareholders’ Funds / Total Assets
3. Interest Coverage Ratio=

Earnings before Interest and Taxes (EBIT) / Fixed Interest Charges.

5. Debts to Total Funds Ratio =

Debts / Total Funds.
1. TURNOVER/ACTIVITY RATIOS:

1. Inventory /Stock Turnover Ratio=

Cost of Goods Sold / Average inventory at cos




Cost of Sales / Net Working Capital

5. Fixed Assets Turnover Ratio= Cost of sales / Fixed Assets at cost Less

& o




Accumulated Depreciation.

6. Capital Turnover Ratio=

Cost of sales / Capital Employed
IV. PROFITABILITY RATIOS
1. Gross Profit Ratio=
(Gross Profit / Net Sales) x 100 or
(Net Sales- cost of goods sold / net sales )x 100
2. Net Profit Ratio=

(Net Profit / Net Sales) x 100

3. Operating Ratio=

( Cost of goods sold + ¢

4. Operating(®

(Opera

med / Net sales ) x 100

Expenses=

(Selling Expenses / Net Sales) x 100




6. Return on Investment Ratio (ROI)=
(Net profit before interest and Taxes / Total Capital Employed) x

& o




7. Returns on Shareholders Funds=

(Net Profit after Interest and Taxes/ Shareholders Funds)

8. Return on Equity Share Capital=

(Net profit after interest, Taxes and Dividend /,

9. Earnings Per Share (EPS)=

(Net Profit after Taxes- Preference [

10. Dividend Payout Ratio=




Definition of Managerial Economics

Douglos - “Managerial economics is .. the application
of economic principles and methaodologies to the
decision-making process within the firm or
organization.”

Poppas & Hirschey - "Managerial economics applies
economic theory and methods to business and
administrative decision-making.”

Salvatore - “Managerial economics refers to the
application of economic theory and the tools of
analysis of decision science to examine how an
organisation can achieve its objectives most
ctively.”
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Managerial Economics 13

Nature of Production Function
« The factors of production are complementary to one another, this is revealed by principle of “returns\ to scale”
where all the inputs are required to be increased simultaneously to attain higher scale of total output.
"« The factors of production are substitutes of one another. We can substitute one unit of capital by few units of
labour. :
= All inputs are specific to the production of a particular product, none of the factors can be ignored.

Laws of Returns to a Variable Input b4 116
This law states that when more and more units of a variable input (labour) are used with a given quantity of fixed
input (capital), the total output may initially increase at an increasing rate, then at a constant rate but finally it

increases at “Diminishing” rate. Thus, marginal increase in total output decreases when more and more units of
a variable factor are used, given the state of technology and fixed factors.

Assumptions of Law of Diminishing Returns
= Labour is the only variable input.
s All other factors remain same.
a Labour is homogeneous.
= State of technology is fixed.
= Input prices are given. <
» In the words of Prof Samuelson, an increase in some inputs, will, in a given state of technology, cause output to
increase but after a point the extra inputs will become less and less effective.” 2
= These extra inputs are surplus labour whose marginal\productivity eventually declines.

= Total Product (TP) increases initially at an increasing rate till the marginal product is also increasing, it'is
first stage (increasing returns). Once the marginal product declines, the total product starts increasing at a
decreasing rate. This is the stage of diminishing returns (second stage). :

= When Marginal Product (MP) becomes zero, total product is at maximum level. After word, MP becomes
negative, TP started declining. This is the (third stage) stage of negative returns. :

s When MP = AP, Average Product is at its maximum.
When MP= 0, TP is at its maximum.
When MP<AP, AP starts declining.

= Point of inflexion is the level at which MP is maximum. Till the point of inflexion, TP curve increases sharply.

Iso-Quant Curve

It can be defined as the locus of all those points representing various combinations of two inputs—capital and
labour yielding the same level of output. It is also called as “Equal Product Curve” or “Production. Indifference
Curve”. When both these inputs can be changed in long run, relationship between inputs and outputs can be
explained by laws of returns to scale”. |

Assumptions of Iso-quant Curves

= There are only two inputs labour and capital. ; ‘ K
= Both inputs are perfectly divisible. 601—yA
= Both are imperfect substitutes for each other. _ 5071 2
= Technology of production is constant. ; i %;g_
Iso-quant IQ; See fig. 11 represent various input combinations producing 50 S C \1Q; = 100
units of output g 101 1Qq = 50
Points K L Output o
A 60 10 om0 Labour
B 40 15 50 Fig. 11
C 20 20 50

20 units of capital are being substituted by 5 units of labour when we go from point A to B.
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Properties of Isoquants
this shows diminishing rate of substitution

= Isoquants have a negative slope-
between two inputs curve moves downward to the right, See fig. 12. \

Isoquants are convex to the origin-shows diminishing Marginal rate of
technical substitution (MRTS) K A B, - 4
MRTS = AK7AL = slope of 1Q ¥ .
» Isoquants are non-intersecting and non-tangential to one another. I :
happens, say IQi and IQu intersect at point C. This shown a combination of K —_— 4
and L at point C which yields two level of output, 20 units and 40 units which -
cannot be possible with a given technology. 9. 12
= Upper isoquants represent higher level of output.

K UgAmr

Economic Region on Isoquants Map ridgo
It is that area of production plan in which substitution between two inputs in A
technically feasible without affecting the output see fig. 13. This aren is b fidige
marked by locating the points on all the isoquants at which MRTS=0. This } ~
can be obtained by drawing upper ridge line (locus of points on isoquants

where Marginal Product (MP) of capital is zero) and lower ridge line (all

points on isoquant where MP of labour is zero). Any production technique L.e., D &

capital - labour combination requires minimum combination of inputs in this

region. See fig. 13. R ‘

Fig. 13
Types of Isoquants

Depending upon degree of substitutability of factors. Y

Linear Isoquant
It implies perfect substitutability between capital (K) and labour (L) in <
m Isyqnnnt AB represents that a given output can be obtained by
nmgon)yeapxtal (at point A) or only labour (at point B) or by using both K and
L (all points on AB curve). It also implies that MRTS between K and L remains
constant throughout. See fig. 14.

Leontief Isoquant/L-shaped Isoquant
= When a production of a certain quantity can be '
. produced usi
proportion of both K and L the isoquant takes L shape. » e KYW
v 2

= This assumes a perfect complementarity between K a
assu nd L ie., 8,
combination of K and L can produce one level of output. o g

<
. Thof oe: s zero substitutability between K and L. It also implies that quantity 3 ' ; 0
G wxﬂmbeliow and the quantity of other input is held constant, © ,|.-..- ]
possible only by W“ni:um&m; ﬂf'bz:h Chl:me in output can be G A o .
i i 9 t. It is al
input-output isoquant. It assumes only one techn‘:“ o e
ue of (o)
produce Qi output, Ky, L; (A) is required. Even if Ki isq uu:reaz’ert;‘g;,l 012?';:\3

combination K2 L; (B)
output, new eombilnaﬁo:rkxa:" Iﬁ“‘“‘gqﬂu same output Q1. To produce Q2

Kinked Isoquant/Linear Programming Isoquant

= It assumes tha
that "ol pm;xmamp:mnlym.ﬂ oy process/techniques/combinations of two inputs
substitutability of K and L. But thig sahetrat g Ut This assumes limited

this
0A, OB, OC, OD represent various '“"'“"‘mﬂty 1::;:-3;.1: oﬂnly;;t the kinks.
o8 O processes. g. 16.

.............

o) Labour (L)
Fig. 16




Managerial Economics
® By joining kink points a,b,¢,d . 15
~or “activity analysis ho‘qn;:e'get Kinked isoquant. It is also called th
- 2 e “linear-p ——y -
P e e st e : e
t N
» all points are technically feasible for production. Y,

‘Smooth, Convex Isoquant

convex to origin. See fig. 17.

Isocost Line/Price Line/Outlay Line po.J7

= It indicates different combinations .
of twi i
rme kv : cf:::nrs of production which a firm A
* I )
z &.c;: ;f t";ctors.l!x:n_eases, Isocf)st line moves right upward. A producer is
. 3 ethlP l;‘l\u‘n at point @ at which Isocost line AB touches
i curve IP. Point @ is the optimum factor combination which

E

Capital (K)
°

- Production Possibility Curve (PPC) )
Fig. 18

_"& hﬁﬁ has limited factors of production and they can be put to various Y
“:d ) producing various commodities. So, these factors or inputs can be 301

in a way to produce various combinations of goods. These
ulnlinnhons' (&;fp)two X c:hmmodjties are termed as Production |
Possibilities an e curve joini i S

it ) al joining these PPs is known as
Production Possibility Curve (PPC). Thus, we can explain using chart. " 15+

A
D [ Prousonorrv | producton of Frge
5...

0 " 30

TR Y
B 10 25 e A
Cc 15 20 5 10 15 20 25 30 X
D 25 LRNCT o) Fridge
E 30 0 Fig. 19

"’hm«n shown of PPC curve AE. See fig. 19.

_ = Production possibility curve slopes downwards to the right and is concave to the origin. It implies that for
production of additional units of goods on X-axis, increasing quantities of goods on Y-axis will need to be
sacrificed. It is assumed that the time period is short and production technique is constant.

First Order Condition for Least Cost Combination (LCC)

%mwd as - Ratio of Marginal Productivity (MP) of two factors should always be equal to the ratio of
}iﬁud’) of these two factors of production
" L=labour, K = capital '

N

WP, P,

Spul Order Condition for LCC _
Also called as supplementary condition. It requires that the first order condition be fulfilled at the highest

possible isoquant.
Laws of Returns to Scale

rtional and simultaneou
be increased beyond its maxi
sion of scale of production.

s change in all the inputs. This

o 3 > s
1t explains the behaviour of output in response to propo e am limit by increasing

‘can be possible in long-run when production capacity can
fixed as well as variable factors of production. This is an expan
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Increasing Returns to Scale
When output increases more than proportionately to the incrense in inputs, Buppose i on doubling the ingpon.
output increases more than double, it exhibits increaning returns 1o sonle, Marginal produet s always grem.,
than the average product. MP>AP

Causes for Increasing Returns to Scale
« Indivisibility of factors of production like machines and managers, If wonle In incronsad, capanhibios of o,
manager as well as the machine can be fully utilized, This in application of munagerinl economies,
= Higher degree of specialization incroasos productivity of both lnbour und machinery,

« Financial economies of buying in bulk reduces the transportation cost s well as purchase prices can b
negotiated when volume is large.

Constant Returns to Scale

When output increases in the same proportion to the incrense in tnputs, it exhibits constant reburns Lo sl
Average product and marginal product will not change and will remain same at all lovels of production M=/
The constant returns are the result of limits of economien of scale, Once the fuctors of production renched )i
optimum level, production cannot be incroased beyond this limit, it will stagnate, This production function 1.
homogeneous of degree 1, capital-labour ratio is fixed,

Decreasing Returns to Scale

It applies when a certain proportionate increase in inputs leads to a less than proportionate incremse in ouly.)
This can be explained as when capital and labour are incrensed by 50% the output increnses by only 40%, 1n th:

case marginal product is always less than average Product MP<AP, It impli Ll uet | "
s 0)iting tabs. (1 ¢ plion w al product is Incrensing

MP = 0, when TP is maximum,

| Types of Costs
Explicit Cost

Are the money expenditure incurred on the resources used in the production of n ¢ 6 nls
known as paid out costs, expenditure costs and also a8 outlay costs, KRR aro o

Implicit Cost

= Are the costs of self-owned and self-employed resources, which if employed else- 08
:3::;{1;0;;’:2:: CGP!:;I :"ﬁpl%ed by entrepreneur in his firm, rp'un};, of bu‘:lt‘ivi:‘t.ar:\:v”m zm:'f:f:.:{,’;«f.,' -
. : 2 e
gemaghionhls oflmpwuud eo-t.. efo are non-expenditure costs alwo called as imputed cont, pportunity cos!

= The explicit and implicit costs wpth‘er make the economic cont.
Social Cost JEmd -

These are the costs that arise due to the production of the firm but ¢ 1w0ilibno

bomt: :ymth& society. This cost includes (1) the use of natural mouth:.y ;::l;:‘vbomhby.:&. ?‘m but they o

SN (onniges of production. These cost together constitute social cost, dhb‘l” i (1) the dis-utili1/
mple is the chemical factories discharging its waste in rivors, air pollution 4 rmod as extornal cost

ste. Rogources naed ave iinosplies, HySTh NGRS crontod by chimneys of the 11

Real Cost

Efforts, pains and exertions of labour along with wait ‘ Lnoitibae”

capital used in making a commodity. It llx'll.lubjoctivo arnpi :?:23’&%: :g&m‘gyb{’:::r‘:.pﬁomw for suving 1)
Incremental Cost < '

Increase in total cost on an increase in H A 5 'y & :
associated Witbth.docmonn.o.xpmm the level of op.““oe‘ ‘l'l“ called the Incremental cost, This cost

the output or to add a
and machinery. It is also termed as differential now varioty of product or il
firm only. _ e | cont and it doos not apply o n new n&?&'ﬁ‘.‘.}ﬁi’f’&f’ ::.';:,w

"




rime costs or direct cost, it varies with the variation in the volume of

terial, running cost of fixed capital, direct |

nasp

es and costs of all other inp ‘8,

uts that vary with output.

of fixed costs and variable cost. TC = FC +VC i
urve TC moves parallel to total variable cost curve (TVC) O

nce between TC and TVC is FC which renains constant. See fig. 20. Fig. 20
: 8v13d JA bug IM g 3d noitslss
iable Cost AVC) b 5t

s at initial stage due to law of inci‘easiné returns. It becomes cdnsta’n'tyf s The
tains its full capacity, AVC starts to increase due to application of law of

eturns. Thus, AVC gets ‘U° Shape in long-run. Same is applicable to o]\
 Curve. It is also U shaped. See fig. 21.

AV

1
U

o Types of Cost Functions ™7

[

short run cost curves,depends on the'type,_:'c-)f i;ggp fgnction,s hke linear, qu‘}d.'fatic or cu}nc

258 (el Yo 3 LI 10 2N

A B al 12472 svwr) 3p0) g b sy ios? o Y,{
+6Q L O DAE w1608 €F v 12 1o
eid 12 i T YA} 2)hEle

' Cost

htthroﬁghoutincaseof a linear function. see fig. 22.. ‘
ginal cost curves can be presented as.
tadd alodds Bunt- e of i

g v, .
MRS s 1 [ 713 IERERE
¥ ¢ Ig :('h".‘ ¥ AC
: MC
it | : ‘-,"x \
S OutpUt bty 6
[ MG ..ﬁtﬁtheincfeaseinoutput.-‘
AN ¢ 5 v
B e et o by o ’
2 006 § : s
. 1 ) AgsIvEf ¥y { ',‘.'. I




UGC-NET Tutor Management
18

Quadratic Cost Function
TC =a + bQ

¢

i} T 1Tl b U
. Q? ,-.Ac=%..-b+Q,Mc~,b +2Q

where a,b are constants, Q is total output, TC is total cost.

Cubic Cost Function
TC=a+bQ+CQ*+@*, AC=

TC_2.,p+CQ+@Q?
Q @Q

where, a, b and C are constants .
MC=%%C=b+ 20Q + 3Q°

Relation between MC and AC Curve i
= Both AC and MC are derived from total cost. So as far as AC falls, MC falls y4 e
more sharply MC < AC. :
= MC curve cuts AC curve from below at the minimum. This is point of
optimum capacity. ; 4
= When AC increases, MC also increases but at a more pace, i.e., MC > AC S

after intersection. See fig. 23.
= MC reaches its minimum level sooner than AC.

= Thus, just before the point of intersection, MC must be rising while AC is :
falling but MC curve must be below the AC curve. : o Output %

Long-run Cost Curve : Fig. 23

Long-run is a period characterised by changing factors of production, fixed as well as variable.
The firm plans to produce more by building a new large plant by changing the Y4
production technique. See fig. 24. Laws of return to scale applies SAC
= Each plant capacity has its own Short-run Average Cost Curve (SAC). In SACi g Aé SACs
long-run, there can be a large number of plants as well as their SACs. 2
= LAC curve is a U shaped curve enveloping all the SACs. LAC curve is flatter,
smooth and is tangent to all the SAC at its minimum point. It is also called
envelope curve. 1
= Long-run Average Cost Curve (LAC) helps the firm to determine an

optimum scale of operation which incurs least cost and maximum profit. fo) Gutput %

Characteristics of LAC Curve : Fig. 24

= LAC curve can never intersect or cut a SAC curve thou i
v ‘ gh they are tangent is i i
for any given output, average cost cannot be higher in the lonyg-run thggliﬁ:itiﬁ:?xzhsﬁt}flzulzn e 2"
= Iflaw of constant return applies to indust; v i i '
s asrpeiy ug.l ; ustry, LAC curve can be a horizontal line. In this case, point of minimum

~ Average Cost

= LAC is always lower than SACs because costs can be reduced only in the long run

F Break-even Analysis
or any firm to operate, there is a level of output, below whi i
. )y : ; ch production is non- i
m:: :tvl;gl}cg;grf:@ sttarts earning profit,. Break-even analysis helps the gf;?fiog:::;l;ior'ma{h?e gl
'15 at par .e., revenues are equal to costs and no-loss no-profit situati n;lng . i e
Break-even analysis, also known as Cost-Volume-Profit analysis L e

between the total costs, total reve is a technique to study the relationshi
Bk reak even point BT o TC nue and total profits or losses over various levels of output)., "




S 3 -3 3

tion between Break-even Volume and Price

gy 2t - d

Ry ve' V' mosmmey 9 o3 i 02
TV AVC50Qs 0 i agrai Yo a8 ong B A W ¢
TR=Px Qs =P xQ = TFC XAVC x @y g Wapar ot g i {‘:q
B A V) =E GRG0 collliogmad 1asmel [kt
. ._ﬁﬁ.‘ : g . b ’ m; ey
= Total Fixed Cost, P = Unit Price, A.A era Bi’ﬁ-ﬁ ’,. 8 w0 Boly Bt
R eeniVolune. ; e wge ‘"arilable Cosf..f MC
TR curve and TC curve intersect. At OM level of output, total sil) of “'

total revenue. Thus, B is the break i
» B even point. Below point B,

ve TR curve showing losses. Above B, TR curve isp higher

. implying ppoﬁts. See fig. 25. . A
ons of Break-even Analysis -

o s

,J::;leparated\mto fixed and variable costs. :

¢ will remain same throughout the operation though th
etition or change in volume of production. PEHENIEP

<

Cost& Rovonqoi_

Mbeany::peningorclosingstock. it o v ek e ity
be any change in technology of production. ~ . . R Outrut A

Break-even Pointand PV Ratio . ... . %

(MOS) ¥ Xk l“ i} ; 01 vs s Yis . H s 3 XX (307
ce between actual sales and the break even point sales. It is the range of sales over and above the
If the difference is big, it implies that the firm can still make profits even after a serious drop in

e s TR F ) RS, _-"“”"f'Ir-"f""?*?‘-z',’f‘f‘m’sL
B o gProfit: % Cﬁnu';butnon,),;
—— 75 o

o v 3 ’%} . S Ya;gig»gz’sé)ﬂ!‘:\Jxx A sales5 ok i,

y margin of safety can be improved by increasing the level of production, increasing the selling
s the total cost of production and by substituting the current products by more profitable products
produced by the firm. WAGED 10

Market Structures

i
r of sellers of a product in a market determines the type of market and degree of

competition in the

the number of sellers, @arliéf’s’trﬁctui‘ejis divided into four categories
’ = Cat. 3-Monopolistic competition
s Cat. 4-Monopoly




Managerial Economics. Managerial Economics: Demand Analysis. Demand Demand is the quantity
of good and services that customers are willing and able to purchase during a specified period under a
given set of economic conditions.

Definition: The Demand Analysis is a process whereby the management makes decisions with respect
to the production, cost allocation, advertising, inventory holding, pricing, etc. ... Thus, the marketer is
required to analyze properly thedemand for its product in the market and must hold inventory
accordingly.

Definition: Demand Forecasting refers to the process of predicting the futuredemand for the firm's
product. In other words, demand forecasting is comprised of a series of steps that involves the
anticipation of demand for a product in future under both controllable and non-controllable factors.

1 W N

he different types of demand (as shown in Figure-1) are discussed as follows:
R Y.~ A A\

i. Individual and Market Demand: ...

ii. Organization and Industry Demand: ...

iii. Autonomous and Derived Demand: ...

iv. Demand for Perishable and Durable Goods: ...
v. Short-term and Long-term Demand:

~n WN\VY

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 thedemand relationship. Supply represents how much the
market can offer. \

Demand theory is a principle relating to the relationship between consumerdemand for goods and
services and their prices. Demand theory forms the basis for the demand curve, which relates consumer
desire to the amount of goods available.

Marshallian demand function. In microeconomics, a consumer's Marshallian demand
function (named after Alfred Marshall) specmes what the consumer would buy in each price and income
or wealth situation, assuming it perfectly solves the utility maximization problem.

R 1\

In microeconomics, a consumer's Marshallian demand function (named after Alfred Marshall) specifies
what the consumer would buy in each price and income or wealth situation, assuming it perfectly solves
the utility maximization problem.

TN1 . 9

Find out the definition and meaning for demand analysis to discover the customer requests for a product
or service in a particular market. Demand is the amount of goods that consumers or buyers are willing
and capable to buy for a specific price in a specific time period while everything else remains the same.

Examples of the Supply and Demand Concept. Supply refers to the amount of goods that are
available. Demand refers to how many people want those goods. When supply of a product goes up, the
price of a product goes down and demandfor the product can rise because it costs loss.




Definition: Demand Analysis

Demand analysis is a research done to estimate or find out the customer demand for a product or service in a
particular market. Demand analysis is one of the important consideration for a variety of business decisions like
determining sales forecasting, pricing products/services, marketing and advertisement spending, manufacturing
decisions, expansion planning etc. Demand analysis covers both future and retrospective analysis so that they can
analyse the demand better and understand the product/service's past success and failure too. For a new company,
the demand analysis can tell whether a substantial demand exists for the product/service and given the other
information like number of competitors, size of competitors, industry growth etc it helps to decide if the company
could enter the market and generate enough returns to sustain and advance its business.

Below is the demand analysis for US restaurant industry (Source: Dun & Bradstreet)

U.5. Restaurant Industry
Market Demand Analysis

O Pacific
B2 5%
B8.1% 014.3% ;
@ Iowrtain
B 133% — B39%
3 ‘ @539 D West North Central

O East Notth Central
O West South Central
O East South Central
@ South Atlartic

@ Midde Atlantic
O029.1% B New England

09.6%

It shows that market activity is highest in East North Central area. The figures are arrived by tracking the annual sales
in each region.

Demand analysis helps in identifying key business areas where demand is highest and areas which needs attention as
very low demand indicates different problems like either the customers are not aware of the product/service and
more focus must be in advertisement and promotion or the customer needs are not met by current product/service
and improvements are needed or competitors have sprung up with better offerings etc.

Hence, this concludes the definition of Demand Analysis along with its overview.
Managerial Economics: Demand Analysis

Demand Demand is the quantity of good and services that customers are willing and able to purchase during a
specified period under a given set of economic conditions. The period here could be an hour, a day, a month, or a
year. The conditions to be considered include the price of good, consumer’s income, the price of the related goods,
consumer’s preferences, advertising expenditures and so on. The amount of the product that the customers are
willing to buy, or the demand, depends on these factors. There are two types of demand. The first of these is

called direct demand. This model of demand analysis individual demand for goods and services that directly satisfy
consumers desires. The prime determinant of direct demand is the utility gained by consumption of goods and
services. Consumers budget, product characteristics, individuals preferences are all important determinants of direct
demand. The other type of demand is called derived demand. Derived demand is the demand resulting from the
need to provide the final goods and services to the consumers. Intermediate goods, office machines are examples of
derived demand. An other good example is mortgage credit. Mortgage credit demand is not demanded directly, but
derived from the demand for housing.

Market demand function The market demand function for a product is a function showing the relation between the
quantity demanded and the factors affecting the quantity of demand. A demand function for the good X can be
expressed as follows: Quantity of product X demanded = Qx = f (the price of X, prices of related goods, expectations




of price changes, income, preferences, advertising expenditures and so on. ) For use in managerial decision making,
the relation between quantity of demand and each demand determining variable must be specified.

Demand Curve The demand function specifies the relation between the quantity demanded and all factors that
determine demand. But the demand curve expresses the relation between the price of a product and the quantity
demanded, holding constant all the other factors affecting demand.

Demand, concept & Analysis

* Supply & Demand are two important component of Market along with Price.
* Success of any business is determined by two factors:-

- Demand of the product at a price & the rate of growth of demand

- Supply capability of the business to match the demand.
* ltisthereforeessential to understand Demand & Supply concept.

Demand

* Demand can be defined as “ want desire or need of an individual backed with
ability to pay and willingness to pay in a given period of time”

* Demand can also be defined as “ effective desire which is backed by ability and
willingness to pay”

* Demand can also be defined as “ quantity of a commodity which consumersare
willing to buy at a given price for a particular unit of time.”

V




Definitions of Price Elasticity of

Demand

According to Alfred Marshall: "Elasticity of demand
may be defined as the percentage change in quantity
demanded to the percentage change in price."

According to A.K. Cairncross : "The elasticity of
demand for a commodity is the rate at which quantity
bought changes as the price changes."

According to J.M. Keynes : "The elasticity of demand
is @ measure of the relative change in quantity to a
relative change in price."

According to Kenneth Boulding : "Elasticity of demand
measures the responsiveness of demand to changes in
price."

- W&\ |

DEMAND THEORY

¢ Theory of choice provides framework for analysis
of how price income changes affect consumption

¢,, demand analysis

+ An individual’s demand curve plots consumption
of a good as 5t price vanies
all other prices and income are held constant

“Law™ ol demand: price and quantity inversely related.




Important Determinants

* Price of the goods

* Income of the buyer

* Prices of Related Goods

* Tastes of the buyer

* Seasons prevailing at the time of purchase
* Fashion

* Advertisement and Sales promotion




MANAGERIAL USES

DEMAND ANALYSIS

'

Serves Two Major Purposes

{

DEMAND ELASTICITY

Ancillary Functions




DEMAND ANALYSIS

Meaning of Demand:

Demand for a particular commodity refers to the
commodity which an individual consumer or
household is willing to purchase per unit of time at a
particular price.

Demand for a particular commodity implies:

* Desire of the customer to buy the product;

« The customers willingness to buy the product;

+ Sufficient purchasing power in the customers possession to buy
the product.

The demand for a particular commodity by an individual

O,




Introduction to Managerial Economics -- Prof. V. Chandra Sekhara Rao

1. Demand Analysis :

Meaning of demand : No. of units of a commodity that customers

are willing to buy at a given price under a set
of conditions.

Demand function : Q, = f (P, Y, P, W)

Demand Schedule : A list of prices and quantitives and the list is so
arranged that at each price the corresponding
amount is the quantity purchased at that price

Demand curve : Slops down words from left to right.
Law of demand : inverse relation between price and quantity
Exceptions to the law of demand :

Giffens paradox

Thorsten Veblen's “ Doctrine of conspicuous consumption
Price expectations




DEMAND ANALYSIS

Law of Demand:

Law of demand expresses the relationship between
the Quantity demanded and the Price of the
commodity.

The law of demands states that,

“ if other things remaining constant the lower
the price of a commodity the larger the quantity
demanded of it and vice versa.”

In simple terms other things remain constant, if the
price of the commodity increases, the demand will
decrease and if the price of the commodity
decreases, the demand will increase.

S
Y \L




DETERMINANTS OF DEMAND

. Price of that commodity (Higher the price
lower is the Demand)

. Income of the consumer ( Directly related)

. Price of related goods
1. Substitutes
2. Complements

. Taste and preferences
. Future expectations




Definition: Demand Forecasting refers to the process of predicting the futuredemand for the firm's
product. In other words, demand forecasting is comprised of a series of steps that involves the
anticipation of demand for a product in future under both controllable and non-controllable factors.

Demand forecasting involves quantitative methods such as the use of data, and especially historical
sales data, as well as statistical techniques from test markets.

Top 7 Methods of Demand Forécasting
| Managerial Economics

The following points highlight the top seven methods of demand
forecasting. the methods are:

1. Survey of Buyer’s Intentions 2. Collective Opinion or Sales Force
Composite Method 3. Trend Projection 4. Executive Judgment Method 5.
Economic Indicators 8. Controlled Experiments 7. Expert’s Opinions.
Demand Forecasting Method # 1. Survey of Buyer’s-Intentions:

This is a short-term method of knowing and estimating customer’s demand. This
is direct method of estimating demand of customers as to what they intend to buy
for the forthcoming time—usually a year.

By this the burden of forecasting goes to the buyer. This method is useful for the
producers who produce goods in bulk.

Still their estimates should not entirely depend upon it. This method does not
hold good for household consumers because of their inability to foresee their
choice when they see the alternatives. Besides the household consumers there are
many which make this method costly and impracticable. It does not expose and
measure the variables under management control.

Demand Forecasting Method # 2. Collective Opinion or Sales Force
Competitive Method:

Under this method, the salesman are nearest persons to the customers and are
able to judge, their minds and market. They better understand the reactions of
the customers to the firms products and their sales trends. The estimates of the
different salesmen are collected and estimates sales are predicted.

These estimates are revised from time to time with changes in sales price,
product, designs, publicity programmes, expected changes in competition,




purchasing power, income distribution, employment and population. It makes
use of collective wisdom of salesmen, departmental heads and top executives.

Advantages:
(1) It is simple, common sense method involving no mathematical calculations.

(2) It is based on the first-hand knowledge of salesman and the persons directly
connected with sales.

(3) This method is particularly useful for sales of new product. It has the
salesman’s judgment.

Dis-advantages:
(1) It is a subjective approach.

(2) This method can be used only for short-term forecasting.
For long-term planning it is not useful.

Demand Forecasting Method # 3. Trend Projection or Time Trend of
the Time Series:

This is the most popular method of analysing time series and is generally used to
project the time trend of the time series. A trend line can be filled through the
series in visual or statistical way by the method of least squares.

The analyst can make a plausible algebraic relation—may it be linear, a quadratic
or logarithmic between sales on one hand and independent variable time on the
other. The trend line is then projected into the future for purpose of
extrapolation.

Advantages:
This method is most popular as it is simple and in-extensive and because of time
series data often exhibits a persistent growth trend.

Assumptions:

The basic assumption of this method is that the past rate of change of the variable
under study will be continuing in future. This assumption gives good safe results
till the time series exhibits a persistent tendency to move in the same direction.




When the burning point comes, the trend projection breaks down. Even though a
forecaster could hope normally to be correct in most forecasts when the turning
points are few and spaced at long intervals from each other.

In fact, the actual challenge of forecasting is in the prediction of turning points
rather than in the trend projection. At such turning points the management will
have to change and revise its sales and projection strategies most drastically.

There are four factors responsible for the characterization of time
series.

They are:

1. Fluctuations and turning points.

2. Trend seasonal variations.

3. Cyclical fluctuations, and

4. Irregular or random forces.

The problem in forecasting is to separate and measure each of these factors.

This time series is expressed by the following equation:
O =TSCI

where, O = observed data
T = a secular tend

S = a seasonal factor

C = cyclical element

I = an irregular movement.

The usual practice is to calculate the trend first from the basic data. The trend
values are then taken out from the observed data (TSCI /T). The next step is to
reckon the seasonal index that is utilised to remove the seasonal effect (SCI/S).




It is fitted through chain to the remainder that also gives the irregular effect. This
approach to the breaking up of time series data is an analytical device of
usefulness for the knowledge of the nature of business fluctuations.

Assumptions:
(a) Analysis of movements would be in the order of trend, seasonal variations and
cyclical changes.

(b) The effects of every component are not dependent on any other components.

Demand Forecasting Method # 4. Executive Judgment Method:

Under this method opinions are sought from the executives of different discipline
i.e., marketing, finance, production etc. and estimates for future demands are
made. Thus, this is a process of combining, averaging or evaluating in some other
way the opinions and views of the top executives.

Advantages:

The main advantages of this method are:

1. The forecasts can be made speedily by analysing the opinions and views of top
executives. The techniques is quite easy and simple.

2. No need of elaborate statistics:

There is no need of collecting elaborate. Statistics for the forecasts hence it is not
much expensive.

3. Only feasible method to follow:
In the absence of adequate data is it the only feasible method to be followed.

Dis-advantages:

The chief dis-advantages of the of this method are:

(1) No factual basis of such forecast:

There is no factual basis of such forecasts, so the method is inferior to others.

(2) No accuracy:
Accuracy cannot be claimed under this method.

(3) Responsibility for the accuracy of data cannot be fixed on any one.




5. Economic Indicators:
This method has its base for demand forecasting on few economic indicators.

(a) Construction contracts:
For demand towards building materials sanctioned for Cement.

(b) Personal Income:
Towards demand of consumer goods.

(c¢) Agricultural Income:
Towards demand of agricultural imports instruments, fertilisers, manner etc.

(d) Automobiles Registration:

Towards demand of car parts and petrol. These and other economic indicators
are given by specialised organisation. The analyst should establish relationship
between the sale of the product and the economic indicators to project the correct
sales and to measure as to what extent these indicators affect the sales. To
establish relationship is not an easy task especially in case of New Product where
there is no past records.

Steps:

Following steps may be remembered:

(a) If there is any relationship between the demand for a product and certain
economic indicator.

(b) Make the relationship by the method of least squares and derive the
regression equation. Supposing the relationship is Linear the equation will be of
the form y = a + bx. There can be curvilinear relationship also.

(c) Once the regression equation is obtained any value of X (economic indicator)
can be applied to forecast the value of Y (demand).

(d) Past relationship may not recur. Therefore, need for value judgments are felt.
Other new factors may also have to be taken into consideration.

Limitations:
The limitations of economic indicators are as follows:




(1) It is difficult to find out an appropriate economic indicator.
(2) For few products it is not good, as no past data are available.

(3) This method of forecasting is best suited where relationship of demand with a
particular indicator is characterised by a Time Lag, such as construction
contracts will give consequence to demand for building materials with some
amount of Time Lag.

But where the demand does not Lag behind the particular economic index, the
utility is restricted because forecast may have to be based on projected economic
index itself that may not result true.

Demand Forecasting Method # 6. Controlled Experiments:

Under this method, an effort is made to ascertain separately certain determinants
of demand which can be maintained, e.g., price, advertising etc. and conducting
the experiment, assuming etc., and conducting the experiment, assuming that the
other factors remain constant.

Thus, the effect of demand determinants like price, advertisement packing etc.,
on sales can be assessed by either varying them over different markets or by
varying them over different time periods in the same market.

For example:

Different prices would be associated with different sales on that basis the price,
quantity relationship is estimated in the form of regression equation and used for
forecasting purposes. It must be noted that the market divisions here must be
homogeneous with regard to income, tastes etc.

Such experiments have been conducted widely in the USA and were successful.
This is a new experiment. This is quite new and less applied.

The main reasons for non-application of this method so far as follows:
1. The method is expensive and time consuming.

2. It is risky because it may lead to un-favourable reactions on dealers, consumers
and competitors.




3. It is not always easy to determine what conditions should be taken to be
constant and what factors should be regarded as variable, so as to separated and
measures their influence on demand.

4. It is hard to satisfy the homogeneity of market conditions. In-spite of these
drawbacks, controlled experiments have sufficient potentialities to become a
useful method for business research and analysis in future.

Demand Forecasting Method # 7. Expert’s Opinions:

Under this method expert’s opinions are sought from specialists in the field,
outside the organisations or the organisation collects opinions from such
specialists; views of expert’s published in the newspaper and journals for the
trade, wholesalers and distributors for the company’s products, agencies and
professional experts.

These opinions and views are analysed and deductions are made therefrom to
arrive at the figure of demand forecasts.

Advantages:
The advantages of this method are:
(1) Forecasts can be done easily and speedily.

(2) It is based on expert’s views and opinions hence estimates are nearly accurate.
(3) The method is suitable where past records of sales are not available.

(4) The method is economical because survey is done to collect the data. The
expenses of seeking the opinions and views of experts are much less than the
expenses of actual survey.

Dis-advantages:
The important dis-advantages of this method are:
(1) Estimates for a market segment cannot be possible.

(2) The reliability of forecasting is always subjective because forecasting is not
based on facts.




Methods of Demand Forecasting

is the art as well as the science of predicting the likely demand
for a product or service in future. This prediction is based on the past behavior
patterns and the continuing trends in the present. Hence, it is not simply guessing
the future demand but is estimating the demand scientifically and gbjecLively. Thus,
there are various methods of demand forecasting which we will discuss here.
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There is no easy or simple formula to forecast the demand. Proper judgment along
with the scientific formula is needed to correctly predict the future demand for a
product or service. Some methods of demand forecasting are discussed below:

Methods of Demand Forecasting

1] Survey of Buyer’s Choice

When the demand needs to be forecasted in the short run, say a year, then the most
feasible method is to ask the customers directly that what are they intending to buy in
the forthcoming time period. Thus, under this method, the potential customers are
directly interviewed. This survey can be done in any of the following ways:
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a. Complete Enumeration Method: Under this method, nearly all the potential
buyers are asked about their future purchase plans.

b. Sample Survey Method: Under this method, a sample of potential buyers is
chosen scientifically and only those chosen are interviewed.

c. End-use Method: It is especially used for forecasting the demand of the inputs.
Under this method, the final users i.e. the consuming industries and other sectors
are identified. The desirable norms of consumption of the product are fixed, the
targeted output levels are estimated and these norms are applied to forecast the

future demand of the inputs.
w

Hence, it can be said that under this method the burden of demand forecasting is on
the buyer. However, the judgments of the buyers are not completely reliable and so
the seller should take decisions in the light of his judgment also.
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The customer may misjudge their demands and may also change their decisions in
the future which in turn may mislead the survey. This method is suitable when goods
are supplied in bulk to industries but not in the case of household customers.

2] Collective Opinion Method

Under this method, the salesperson of a firm predicts the estimated future sales in
their region. The individual estimates are aggregated to calculate the total estimated
future sales. These estimates are reviewed in the light of factors like future changes in
the selling price, product designs, changes in competition, advertisement campaigns,
the purchasing power of the consumers, employment opportunities, population, etc.

The principle underlying this method is that as the salesmen are closest to the
consumers they are more likely to understand the changes in their needs and
demands. They can also easily find out the reasons behind the change in their tastes.

Therefore, a firm having good sales personnel can utilize their experience to predict
the demands. Hence, this method is also known as Salesforce opinion or Grassroots
approach method. However, this method depends on the personal opinions of the
sales personnel and is not purely scientific.

3] Barometric Method

This method is based on the past demands of the product and tries to project the past
into the future. The economic indicators are used to predict the future trends of the
business. Based on the future trends, the demand for the product is forecasted. An
index of economic indicators is formed. There are three types of economic indicators,
viz. leading indicators, lagging indicators, and coincidental indicators.

The leading indicators are those that move up or down ahead of some other series.
The lagging indicators are those that follow a change after some time lag. The
coincidental indicators are those that move up and down simultaneously with the
level of economic activities.

4] Market Experiment Method

Another one of the methods of demand forecasting is the market experiment method.
Under this method, the demand is forecasted by conducting market studies and
experiments on consumer behavior under actual but controlled, market conditions.
Certain determinants of demand that can be varied are changed and the experiments




are done keeping other factors constant. However, this method is very expensive and
time-consuming.

5] Expert Opinion Method

Usually, the market experts have explicit knowledge about the factors affecting the
demand. Their opinion can help in demand forecasting. The Delphi technique,
developed by Olaf Helmer is one such method. Under this method, experts are given
a series of carefully designed questionnaires and are asked to forecast the demand.
They are also required to give the suitable reasons. The opinions are shared with the
experts to arrive at a conclusion. This is a fast and cheap technique.

6] Statistical Methods

The statistical method is one of the important methods of demand forecasting.
Statistical methods are scientific, reliable and free from biases. The major statistical
methods used for demand forecasting are:
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a. Trend Projection Method: This method is useful where the organization has
sufficient amount of accumulated past data of the sales. This date is arranged
chronologically to obtain a time series. Thus, the time series depicts the past trend
and on the basis of it, the future market trend can be predicted. It is assumed that
the past trend will continue in future. Thus, on the basis of the predicted future
trend, the demand for a product or service is forecasted.

b. Regression Analysis: This method establishes a relationship between the
dependent variable and the independent variables. In our case, the quantity
demanded is the dependent variable and income, the price of goods, price of
related goods, the price of substitute goods, etc. are independent variables. The
regression equation is derived assuming the relationship to be linear. Regression

Equation: Y = a + bX. Where Y is the forecasted demand for a product or service.
| B N\ U W

Solved Example For You
‘ - -
Which of the following are the techniques of Trend Projection Method of
forecastin%?
a. Barometric method

b. Expert Opinion Method

c. Market Experiment Method




d. Graphical Method and Fitting trend equation.

Ans: The correct option is D. Under the Graphical Method of trend projection, the
data of the time series is plotted on a graph. The direction of the curve shoes the
trend. If the curve is moving upwards it shows an increase in future demand.
However, this method is not very reliable.

Fitting trend equation or Least Square Method is based on the assumption that the
past trend will continue in future. This method is a procedure for fitting a line to a set
of observed data points mathematically so that the sum of the squared differences
between the calculated and observed value is minimized. A trend that best fits the
data is found out and demand is forecasted accordingly. v \
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Varlous types of dermand lorecasting are as follows
@ Passive forecasts

# Active forecasis

@ Micra larecasting

@ Lang lerm Forecasting

#5hort term Forecasting
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& For planning and Production analysis
& Sales Forecasting

& Coniral of Business

Elnventory Control

& Long term Investment Programs

& Mainiain Stahility

# Helpful for Planners and Policy Makers
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Elasticity of Demand: Meaning and
Types of Elasticity (explained with
diagram)

Meaning of Elasticity of Demand:

Demand extends or contracts respectively with a fall or rise in price. This quality
of demand by virtue of which it changes (increases or decreases) when price
changes (decreases or increas_es) is called Elasticity of Demand.

ess) of demand in a market is great or small according
d increases much or little for a given fall in price, and

Elasticity means sensitiveness or responsiveness of demand to the change in
price.

This change, sensitiveness or responsiveness, may be small or great. Take the
case of salt. Even a big fall in its price may not induce an appreciable ex
appreciable extension in its demand. On the other hand, a slight fall in the price
of oranges may cause a considerable extension in their demand. That is why we




say that the demand in the former case is ‘inelastic’ and in the latter case it is
‘elastic’.

The demand is elastic when with a small change in price there is a great change in
demand; it is inelastic or less elastic when even a big change in price induces only
a slight change in demand. In the words of Dr. Marshall, “The elasticity (or
responsiveness) of demand in a market is great or small according as the amount
demanded increases much or little for a given fall in price, and diminishes much
or little for a given rise in price.”But the demand cannot be perfectly ‘elastic’ or
‘inelastic’.

Completely elastic demand will mean that a slight fall (or rise) in the price of the
commodity concerned induces an infinite extension (or contraction) in its
demand. Completely inelastic demand will mean that any amount of fall (or rise)
in the price of the commodity would not induce any extension (or contraction) in
its demand. Both these conditions are unrealistic. That is why we say that
elasticity of demand may be ‘more or less’, but it is seldom perfectly elastic or
absolutely inelastic.

Types of Elasticity:

Distinction may be made between Price Elasticity, Income Elasticity and Cross
Elasticity. Price Elasticity is the responsiveness of demand to change in price;
income elasticity means a change in demand in response to a change in the
consumer’s income; and cross elasticity means a change in the demand for a
commodity owing to change in the price of another commodity.

Degrees of Elasticity of Demand:

We have seen above that some commodities have very elastic demand, while
others have less elastic demand. Let us now try to understand the different
degrees of elasticity of demand with the help of curves.

(a) Infinite or Perfect Elasticity of Demand:

Let as first take one extreme case of elasticity of demand, viz., when it is infinite
or perfect. Elasticity of demand is infinity when even a negligible fall in the price
of the commodity leads to an infinite extension in the demand for it. In Fig. 10.1
the horizontal straight line DD’ shows infinite elasticity of demand. Even when
the price remains the same, the demand goes on changing.
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Infinite Elasticity
Fig. 10.1

(b) Perfectly Inelastic Demand:

The other extreme limit is when demand is perfectly inelastic. It means that
howsoever great the rise or fall in the price of the commodity in question, its
demand remains absolutely unchanged. In Fig. 10.2, the vertical line DD’ shows a
perfectly inelastic demand. In other words, in this case elasticity of demand is
zero. No amount of change in price induces a change in demand.
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In the real world, there is no commodity the demand for which may be absolutely
inelastic, i.e., changes in its price will fail to bring about any change at all in the
demand for it. Some extension/contraction is bound to occur that is why
economists say that elasticity of demand is a matter of degree only. In the same
manner, there are few commodities in whose case the demand is perfectly elastic.
Thus, in real life, the elasticity of demand of most goods and services lies between
the two limits given above, viz., infinity and zero. Some have highly elastic
demand while others have less elastic demand.

(c¢) Very Elastic Demand:

Demand is said to be very elastic when even a small change in the price of a
commodity leads to a considerable extension/contraction of the amount
demanded of it. In Fig. 10.3, DD’ curve illustrates such a demand. As a result of
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change of T in the price, the quantity demanded extends/contracts by MM,
which clearly is comparatively a large change in demand.
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(d) Less Elastic Demand:

When even a substantial change in price brings only a small
extension/contraction in demand, it is said to be less elastic. In Fig. 10.4, DD’
shows less elastic demand. A fall of NN’ in price extends demand by MM’ only,
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which is very small. Fig. 104
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' An increase in price...

l A reduction in price...

l reduces total revenue.

' Increases total revenue.

Total revenue moves in the direction of the quantity change.

1‘ An increase in price... Ai Increases total revenue.

l A reduction in price... @ reduces total revenue.

Total revenue moves in the direction of the price change.

' An increase in price... @ nochange in total revenue.

l A reduction in price... @ nochangein total revenue.

Total revenue does not change as price changes.
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Where:

P!' = The price of good A at timeperiod 1

F';' = Theprice of good A at time period 2

HF = The quantity demandedof good B at time period 1
(5 = The quantity demandedof good B at time period 2
A0 =The change in the quantity demanded of good B
AP" =The change in price of good A
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