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SIX

THEORY OF PRODUCTION

: 1. FACTORS OF PRODUCT ION

‘Resources that are required to produce goods and services are called Factors of
mnm-‘ -
These resources are also called Inputs. Factors of Production are classified a5

o _Land i.e., Natural Resources.

¢ Labor i.e., Human Resources

o (Capital i.e., Artificial or Money resources

e Organization i.c., Enterprise or Entrepreneurship

1. LAND

‘Land means all economic resources which are free gift of Nature to'man or blessed by
Nature that can go into production process’ ]

Land stands for all natural resources that have an exchange value. It represents those natural
resources that are useful and scarce. It consists of all the free patural gifts ie, arable land,
forests, livestock, minerals, oil deposits, water ¢le. It also consists of all the material resources
beneath and around the surface of land like mineral resources and the resources above the
surface of land like atmosphere and climate. i

No production is possible without natural resources. So land is considered as the fundamental
factor of production. -

CHARACTERISTICS OF LAND
Following are the characteristics of land,
¢ Land is Nature's gift 10 man.
¢ Land is fixed in quantity.
Land lacks mobility in the geographical sense.

2. LABOR .
‘Any mental or physical exercise of human beings which is done for the sake of materil
reward is called labor.’ _ : \
*Any exertion of mind or body undergone partly or wholly with a view to some good
than the pleasure derived directly from the work is called labor.’ . '
Any work, manual or mental, undertaken for a monelary consideration, is called Labor,
Any work done for the sake of pleasure or fove does not fall under labor. Labor is different from
other factors of production. Labor is not only a means of production but also an end @
CHARACTERISTICS OF LABOR
Following are the characteristics of Labor,
e Labor is inseparable from laborer himself.
» Laborer has to sell his/her labor in person.
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anb.ﬂf Embt 157 Theory of Production
Labor is perishable, _
Labor has a very weak bargaining power.
Laborer has 1o accept the wage offered to him.
There can be no rapid adjustment of the supply of labor to demand for it
because supply cannot be increased quickly, nor can it be reduced.

3, CAPITAL
5 ‘That part of & man’s wealth which is used in producing further wealth is called
- Capital’, : :

~ As far the definition of capital is concerned, there are two conditions attached with
..:ml-m]. :

~+ Capital is a part of wealth.

~» This part of wealth helps in producing further wealth, :
~ This shows that 4l the capital is a part of wealth but all the weslth is not capital. Only that
part of wealth is capital which brings an income or which is used in producing further

_ *Produced means of production are known as Capital™.
~ According to this definition, capital is generally used for capital goods ie. plants,
machinery, lools, accessories, stocks of raw material, goods in process & fuel,

IMPORTANCE OF CAPITAL o

* Capital piays a vital role in the modern productive system. Production without capital

- ' cannot be imagined. S ' '

~ *  Capital raises the productivity of other factors of production. So il oceupies @ central

~ position in the process of economic development. = A

- * The process of capital formation is the cause of creation of employment opportunities in
- the country, < i

. ENTERPRISE |
- The fourth factor of production is enterprise, which is supplied by the entrepreneur.
- * Anentreprencur is the person who starts work, organizes and supervises it. ]
" He undertakes to remunerate all the factors of production: to pay rent to the

L landlord, interest to the capital owner, wages to labor and to make efforts for hjs
p ¢ T m ﬁ'ﬂﬁL =

tion may include the opening up of new markets. 5O
tion may also take the form of new techniques in the way of ‘administration,

 finance & marketing,

RaARULE T
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158 Theory of Production

® Inthe words anmuy Leibenstein, an catrepreneur is the puwnwl'lo, “Searches and
" discovers cmnam:lc opportunitics, evaluates emmrm{: apportumnes marshnll

arrangcments, takes ultimate responmhul:ty lor mmmgemcnl. is the ultimate ril
bearér, scarches and discovers new economic information, translates new
information into new markets, techniques and goods and pl'ﬂ"a"ldﬂ leadership for
the work groups.”

RELATIVE IMPORTANCE OF FACTORS OF PRODUCTION

Production of any commodity requires the presence of all the four factors i.e., land,.
labor, capital & enterprise. In the absence of any of these factors, it is impossible to
- carry on any production precess. So land, labor, capital & enterprise are the factors of
production by the mutual cooperation and coordination of which goods and services are.
produced. ]
According to the Classicists, land and labor are the two basic factors of
production. They consider capital and enterprise, the part of the labor. This argument
has not been valid now. Every factor of production enjoys its owrt peculiar position. It
has distinctive properties and identities.

In the present age, goods are being pmduccdonalargcscalcandﬂtmm
always inventions of new machines. Techniques of production are bccnmmg complex
day by day. Since every factor performs distinctive duties and functions, therefore their
prices are also distinctive. Rent is the reward for the use of land. Wages are paid to the
labor. Interest is the retum for the use of capital. Profit is paid to the entreprencur for
undertaking the business risk. That is why labor and organization cannot be grouped -
together because labor gets wages whether the entreprencur suffers losses or gains any
thing.  / | |

It is very difficult to declare that such and such factors are more important and
the others are less important since all the factors take part in the production process and
no production process can be completed without any of these factors. It will be more
realistic Lo say mmd]lﬂmfacmtsafproducmmeqmliy important. :

2. LAW OF INCREASING RETURNS (LAW OF DECREASING COSTS)

-LAW OF INCREASING RETURNS .
‘When more and more units of a variable faclor aré euphyad with the fixed factor and i
it follows more than proportionate returns i.e., the marginal product of the variable factor
increases, this tendency of the marginal ﬂturn to risé per unit of variable factor is called
the Law of Increasing Returns”. .

‘When the units of labor, the variable factor, are applied on land, the fixed factor, the total output
as well as the marginal output increases. The relationship between the units of labor and
marginal output is known as the Law of Increasing Returns.

EXPLANATION WITH THE HELP OF SCHEDULE
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LAND LABOR MP Tr
10 Hectares | 100 100
10 Hectares 2 150 _ 250
10 Hectares 3 200 450
'10 Hectares 4 250 700
lﬂ' Hectares 5 300 . 1000

Tiis schedule shows that the quantity of land is fixed i.e., 10 Hectares. When the labor is

plied on the land, the first worker. produces 100 umwufllmoutput. So the total product is 100
units and the same is the marginal product. When we apply the second worker, total production
i to 250 units and the marginal product to 150 units. As we apply more workers, the
inal produet of every next worker continues to increase. This trend of Marginal Product is
Law of Increasing Returns.

ATION WITH THE HELP OF DIAGRAM

this diagram, MP is the curve that shows the increasing trend of the marginal product. [t has
ive trend that shows the direct relationship between the units of labor and MP.
W OF DECREASING COSTS
of Increasing Retumns is also called the Law ufDecrusmng When mare units of
bor are applied to the fixed land, the MP of labor increases, while the value of each unit of
bor remains constant. The average cost declines. That is why this law is named as the Law of
winishing

X PLANATION WITH THE HELP OF SCHEDULE

[ LABOR | WAGES MP TP MC= W/MP
i Rs.500 100 100 Rs.5.0
Hectares 2 Rs.500 150 250 . Rs33
Hectares i3 Rs.500 200 450 Rs.2.5
'Hectares 4" Rs:500 250 700 Rs.2.0
Hectares Ol Rs.500 300 1000 Rs.1.7

schedule shows that as we apply more units of labor with the fixed factor land, the



160 Theory of Production

marginal product of labor increases but the wages of each unit of labor remains constant i.e.,
Rs.500. Therefore the average cost decreases with every increase in the units of labor.
ASSUMPTIONS OF THE LAW
Following are the assumptions of the Law of Increasing Retums.
o There is a scope in the improvement of techniques of production.
At least one factor of production is assumed to be constant.
* Some factors are supposed to be divisible.
APPLICATION OF THE LAW
s Law of Increasing Returns applies tvcrywhere in the initial stages till the resources are
used to the optimum level,
Its operation is prolonged in industries because man plays the dominant and vital role
over there.
The Law of Increasing Relum seems more effective in the capital- mluwwz industries
where the scope of the division of labor is quite wide.
Wastage of factors of production is minimized with the use of machines.
It reduces the cost of production.
Division of labar leads to specialization.

Talents and-abilities of labor are fully exploited. Inventions and innovations lead to
improvement in technology and better and economical use of raw material that pushes
down the margmai cosl.

The law is also applicable in nga-muhure, mines and fisheries but as nature plays
dominant role in such fields, its operation sooner comes to an end. Man cannot
overcomes storms, flood sand draughts etc,

3. LAW OF CONSTANT RETURNS (LAW OF CONSTANT COSTS)

LAW OF CONSTANT RETURNS

‘When more and more units of a variable factor are employed with the fixed factor
and if it follows proportionate returns i.c., the marginal product of the variable
factor remains constant, this tendency of marginal product to remain unchanged is
called Law of Constant Returns’,

This law is applicable in the business where the nature and human efforts are equally
preferred i.e., the business that depends upon the natural circumstances and human
- hands as well. In these sectors unfavorable circumstances of one are cancelled out with
the favorable circumstances of the other. -
According to Marshall, carpet industry is the best example. The raw material for this
industry is gotten from the sheep and the carpets are woven in manufacturing sector.
Production of sheep is under the law of decreasing retums while the production of
carpets is under the Law of Increasing Returns. These two opposing trends cancel out
cach other and the marginal product mmmns constant. 3
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LAND

EXPLANATION WITH THE HELP OF SCHEDULE

TP

10 Heclares |

300 Units

300 Units

10 Hectares |

300 Units

600 Units

[ 10 Hectares

300 Units

900 Unils

1 10 Hectares

300 Units

1200 Units

10 Hectares

300 Units

1500 Units

Thsiey st Fiospagen

This schedule shows that the ufmnd:sﬁmdi.e.. Iﬂhecmu. When the first unit of
labor is applied, the total production is 300 units and the marginal product is also 300 units.
%mﬂummdmtulpplhd,ﬂuwhlpwudbmmmﬁuwmhﬁmmmm
; mﬁﬂunits As the units of the variable factor are increased, the marginal product of that
factor remains unchanged i.e., themtalproductmcmnammtmtrm This trend of
uduction is palled the Law of Constant Returns. .

-. -.u LANATION WITH THE HELP OF DIAGRAM
3 |
MP t
B0a -
ADD =

- T T —
: | F | 3. A &
thor

hdugrm!uﬂ(mahnwsﬂwtrmdofcommmms.ﬁwtmupnmllelmxﬂls
nﬂwmmutﬁnmunﬂsofﬂwwmhlefmnrmq:plhdwnhlhaﬁudfm,ﬂw
2l product remains constant.

SUMF ONS OF THE LAW
Thhhwuhmdmﬂmfuﬂomngasaumpuﬂm

¢ Inorder to expand the business, factors must be available on the first price.

'_ Tbcmppfynfrswmﬁdmuubehrgemqumﬁty sothautuphcamynotmcm
by the increase in its demand.

LAW OF DECREASING RETURNS (LAW OF INCREASING COSTS)

\ OFI}ECREMINGRE'I'URM :
he nnrcndmnreunlhnrnvlrhhlefumrmemplﬂrdmthaMMrnd i
mﬂmﬂilhﬂuﬂhﬁalmmmmmmprﬂuetnﬂh

6 theory of Production (www.bzupages.com) 05




: FM#M 162 Theory of Production

urlablahcterdum this tendency of the marginal return to decline p:r'uitni' ! :

variable factor is called the Law of Decreasing Returns’. SEElEy : 1
This law is applicable in every business after the least-cost combination is attained. If, after =
such combination, more units of variable factor are applied, the total product increases at a
dmgmmﬂmmnﬂpmﬁmtnfﬂpmmh factor declines.

EXPLANATION WITH THE HELP OF SCHEDULE

10 Hectares

300 Units

* 300 Units

10 Hectares

250 Units_

550 Units

10 Hectares

200 Units

‘750 Units:

10 Hectares

150 Units

900 Units

10 Hectares

100 Units |

1000 Units

This schedule shows that quantity of land is fixed. When the first unit of labor is applied on it,

thﬂfnhlp-oductiﬂmuniumdmgimlpmhmisglmiﬂﬂﬁrdm. Marginal product decreases |

as more units of labor are applied on land. |
EXPLANATION WITH THE HELP OF DIAGRAM

In this diagram KL is the curve that shows the trend of the marginal product. The curve
LAW OF INCREASING COSTS i
Law of Decreasing Returns is also called the Law of Increasing Costs. When more units
of a variable factor are applied with the fixed factor, the marginal product of the
variable factor starts decreasing after some limit while the value of each unit of variable
factor remains constant, that is why per unit cost increases, This trend of increasing per
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| EXPLANATION WITH THE HELP OF SCHEDULE
r A Lant | WAGES MP
Rs.500 300 Units
Rs.500 250 Units
~ Rs.500 200 Units
150 Units.

WUMPTIONS OF THE LAW
- The Law of Decreasing Returns is based on the following assumptions.
- * ltisassumed that the factor.

IPPLICATION OF THE LAW : : - :
$18w is universal and is applicable in each and every business but it affects agricultural
Kiction very soon for the following reasons: - :

* Agricultural production depends upon :
are often unfavorable, That is why agricultural oulput remains very low.
* The quantity of land is fixed very soon because its supply is always fixed,
* The productivity and fertility of land becomes poor after continuous cultivation.
- Therefore this law is impldmunted'hwewry soon.
- Agricultural product is the victim ufmuml calamities. That is why this law starts here

% COMMON EXPLANATION OF LAWS OF RETURNS AND
_ LAWSOFcosT

Retums are infact the otﬁu name of laws of cost.

- Law of Increasing Returns MPt — Lawof Decreasing Cost MC |
Lawof Constant Returns MP~ —  Law of Constant Cost MC

i ofDem'maingReunn_nﬁﬂ’i—r LawnflﬂarﬂsinngtMCT
0w we explain these laws with the help of schedule and diagram.

6 theory of Production (www.bzupages.com) 07




ul‘_hq-_iu-’n

STAGESOF | 7
PRODUCTION |

© Law of Increasing
Return .
(Law of Decreasing Cosf

Law of Constant |

(Law of Constant Cost}f |
Law of Decreasing | ©

{Law of Increasing Cosll

=

erEwbutstenald

A A R B T T R R
LABOR

This schedule and diagram show that as we apply more units of labor with the ix
factor land, the marginal product of labor increases but the wages of each unit of labor rema
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_.i.o,,ks.snﬂ.Thuofmuﬂwtﬁugindmdmmm-mﬁfﬂiunitnfhbm\vhmﬁ‘,
'_yﬁunﬂ:hrmnﬁhdwiﬁﬂuﬁmdfmmrhm,nmﬁwmmﬂmmm
marginal cost also remains the same. After this, marginal product start decreasing and marginal
increases.

6. LAW OF VARIABLE PROPORTIONS

G 1

L

el

the marginal product of a variable input (which is being added to that are fixed in
juantity) will eventually decline’, :

iw of variable proportions is also known as Law of Non- Proportional Refurns’ and Law
f Eventually Decreasing Returns” e : :

Al increase in some input relative to other comparatively fixed inputs will cause
utput fo increase but after a point, the extra output resulting from the same
dition of input will become less and less’. ' . e

his law is the short run analysis of production. It has been observed that when the input of one
Bsource is increased, keeping the inputs of other resources constant, the output increases up to a
dint but then it begins to decline, This relationship between one variable factor and output,
diding other factors constant, is known as the Law of Variable Proportions,

TF.

-

- e

- \ . f .. “F -
lagram (AY shows the relationship between the amount of labor and its total product. At
fal product increases at an increasing rate up to point ‘C’, After this point total product
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mllinmhﬂﬂ:dnmmmguhnpwpqim'ﬁ’ﬁﬁumm mmlproduﬁm

declining. .
mm;mm=mofmm.nwmnmmmm'e is an important| the
technological phenomenon known as the Law of Variable Proportions.. Tt

STAGES OF PRODUCTION
TP

] a
This diagram shows three stages of production.

STAGE -1 s

This stage is from origin to *a’. In this stage ‘AP’ continues to increase, ‘MP’ increases, re

jts maximum and starts declining, ‘MP' remaifis gréater than the’ AP” in this stage.

STAGE -1I -
This stage is from point ‘a’ to point ‘b’. In this stage both *AP’ and ‘MP’ decline but still they
remain positive. At the beginning of this stage "MP” is equal to ‘AP’ while at the end of th
stage ‘MP’ is equal to zero. Total product increases in this stage.

STAGE - III :
This stage is from point *b" onward. In this stage ‘“MP" is negative and ‘TP’ starts declining.

ECONOMIC OR RELEVANT STAGE '

It is obvious that third stage is economically useless because in this stage labor/land ratio is
high that as more labor is applied, total product declines. Similarly in the first stage land/laby
nﬁulsmhlshthatﬁummnalmﬂhrd is negative. Italmmﬂmfhﬂmu
meaningless. 1
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S ;mhmmmhmmmﬁmmﬁmuﬁmmmmm
e producer will operate only in this stage. - |
wmmmmnmmmmmmmmm#m
inputs Hﬂmmufhhmisﬁu,ﬂ:nhbwnmdmﬁpm_muﬁnmmﬁsisminﬁduﬂn
td of this stage. If the price of land is zero, the best-input ratio is attained at the beginning of
s suage. Law of Variable Proportions starts at point ‘C;’ but economically relevant point is
By fom where ‘AP’ starts declining, . :

ASUMPTIONS OF THE LAW :
ing assumptions are necessary for the validity of the law.
I. CONSTANT TECHNOLOGY
It is assumed that the technique of production should remain unchanged during the
‘.!.- i : i : * : *
. SHORT RUN i
Itis assumed that this law will be valid only in the short run since in the short rufi one factor
5 HOMOGENEOUS FACTORS : =g
- tis assumed that all the units of the variable factor are homogéneos.
EATURES GF THE LAW
ollowing are some important features of the law. : :
* Itis the requirement of the law that at least one input should be constant, so that the
. ratio, at which the inputs are combined, varies as tho variable input is changed. That is”
. Why this law is named as the Law of Variable Proportions.
'+ The only refers to the marginal product, Tt means that the law may be at work while
- total product or average product still increasing,
+ Itis also the assumption of the law that technology remains constant

7.LAW OF VARIABLE PROPORTIONS WITH THE HELP
' OF SCHEDULE AND DIAGRAM

% marginal product of a variable input (which is being added to that are fixed in
*of yariable proportions is also known as Law of Non- Proportional Returns’ and Law
veatually Decreasing Returns’
lincrease in some input relative to other comparatively fixed inputs will cause
i to increase but after a point, the extra output resulting from the same
fion of input will become less and less’. o
ltw is the short run analysis of production. It has been observed that when the input of one
knphg.m_hmmﬂu&ummﬂummfm’up toa
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point but then it begins to decline. This relationship between one variable factor and output,
holding other factors constant, is known as the Law of Variable Proportions.

ASSUMPTIONS OF THE LAW :

Following assumptions are necessary for the validity of the law.

1. CONSTANT TECHNOLOGY -
It is atsumed that the technique of production should remain _unchanged during the
SHORT RUN . ;
It is assumed that this law will be valid only in the short run since in‘the short run one factor
must remain unchanged.

. HOMOGENEOUS FACTORS
It is assumed that all the units of the variable factor are homogeneous,

EXPLANATION WITH THE HELP OF SCHEDULE
. LAND LABOR TP MP AP STAGES
(FIXED (VARIABLE INPUT) , OF
: : : PRODUCTION

10 Hectares
10 Hectares
10 Hectares
10 Hectares
10 Hectares
10 Hectares
10 Hectares
10 Hectares

0
04
12
18
20
20
13
14

STAGENO 1

STAGENOTI -

HEHHEAHEER

STAGENO III |

This schedule shows that a firm starts business with the land as a fixed factor and labor as
variable factor. As the firm adds successive units of labor to the land, the extra output added by &
each unit of labor increases up to the 2* unit and after this it begins to decline. So there are
various stages of production that can be explained as follows.

STAGE -1

Mﬂmhﬂmhgmﬁdﬂmm&gimlpm&mthMMaw;m
STAGE -1 Ly,
In this stage total product increases but at a decrcasing rate ic., marginal product start
declining. Average product also decreases but it remains higher than the marginal product. _
STAGE-1II = - s i
When the firm employs § or more units of labor with the fixed factor land, the combinatios

6 theory of Production (www.bzupages.com) 12




Funcamentals of Economics 169 Theory of Production
- becomes more unfavorable. Marginal product becomes zero and then negative. Total product
- starts declining. Average product continues to decline but remains positive.
EXPLANATION WITH THE HELP OF DIAGRAM i
Y ¥ i .

ol REAEEL
AP 20+
MP ii-l.- LA

18

145
‘4z Stage -1

-
-

i

Stage -l

e Lo e S

4

ad it _ Labor " Tt

T -u-——i‘-p'_n. i

In this diagram TP is the total product curve, AP is the n:mrﬂga product curve and MP is the

i

gingl product curve, - :
product increases at an increasing rate in the first stage. Marginal product increases,
s it maximum and remains higher than the average product in this stage,
product increases at a decreasing rate in the second stage. Marginal product declines and
sbelow the average product. -
roduct is maximum in the beginning of the third stage and starts decressing as the
il product become negative. Average product in this stage goes on decreasing but
kitivs. R | i Bas . :
OMIC OR RELEVANT STAGE :
fous that third stage is economically useless because in this stage labor/land ratio is so
it as'more labor is applied, total product declines. Similarly in the first stage land/labor
s0 high-that the marginal product of land is negative. It shows that first stage is also

d is the only stage in which the marginal products of both the inputs are positive and
er will operate only in this stage, : :
and ratio, the producer will select in the second stage depends on the prices of two
¢ price of labor is free, the labor/land ratio that maximizes profits is attained at the
s stage. If the price of land is zero, the best-input ratio is attained at the beginning of
e. Law of Variable Proportions is economically relevant where ‘AP" starts declining.
SOF THE LAW ) : v

Owing are some important features 'of the law. :
It is the requirement of the law that at least one input should be constant, so that the

[
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ratio, at which the inputs are combined, varies as the variable input is changed. That is
why this law is named as the Law of Variable Proportions. '

o The only refers to the marginal product. It means that the law may be at work while

total product or average product still increasing.
e . It is also the assumption of the law that technology remains constant

* 8.1SO-QUANT CURVE AND ITS PROPERTIES

ISO-QUANT CURVE (ISO-PRODUCT CURVE) : '
‘An iso-quant curve is the locus of different available or possible combinations of capital
(K) and labor (L) which can produce the same quantity of output’. |

“An iso-quant curve shows the various combinations of two factors of production
which gives the same level of output to the producer” ' P
EXPLANATION WITH THE HELP OF SCHEDULE

\We can explain the concept of iso-quant curve with the help of following schedule,

PAIRS | LABOR | CAPITAL | OUTPUT
i % iL'I’ ix! .
o N 18 100
™ 13 100

i & inliryd et 100
B, £ 6 100

i ; 4 100
e ramat. 6" e 3 100
This schedule shows that different combinations of labor and capital are available to the
entreprencur who can produce 100 units of output by using any one combination out of these
available combinations because these can produce the same quantity of output. 3

E L] boFEE B 1 et " = - £
! L T Tabn L it

v -

- -1———7"--_——#!1-——
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, diagram we can see that IQ is iso-quant curve. If the entrepreneur is at point ‘2" on thi
Th'mm unit of labor and nine units of capital and if he is at point "gf he LL:n mﬂr::
units of labor and four units of capital. Al the points at 1Q) show the same level of output so that
entrepreneur s indifferent about these points. Iso-Quant is also known as Production

Indifference Curve,

9. KINDS OF-ISO-QUM CURVES
There are four kinds of iso-quant curves. ]

1. LINEAR ISO-QUANT CURVES
Y

e 3
i . Laboy o raly -
'ﬂlia__typ_u-_uf m-.qu.mr shows the perfect substitutability of factors of production. We can
produce given unit of a commodity by using only labor or only capisal.
1. INPUT- OUTPUT ISO-QUANT CURVES o
Y :

[ T
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 Input-Output is also nlled ‘LEONTIEF ISO-QUANT" after the name uf mef wm,

_ invented these iso-quant curves,
‘The shape of these iso-quant curves mrlghtmglc Inthlscaseﬂmpmpm'nmuf

_famomofpwduchemsﬁxud.Themxsunlgunemfhodnfpmdqchonformom
commodity. _ vin ol

KINKED ISO-QUANT CURVES

I

1L

(o] .' 2.8 - xt

: Labor
Kinked" Iso-Quant is lls.u called ‘ Activity Analysis Iso-Quant’ or ‘Linear Programming Iso-
Quant’. In this case the substitutability of factors of production is limited. Substitutability is
possible only at kinks. It means that there :&nnlynﬁwmﬂjrpmdmmgwm
mnmdiw.musmnmpmnﬂlmfn!thprulwﬂ - ¥ v

4. SMOOTH CBHVEX_]SO—QUANT CURVES

Lebor . ¥ o .
This type of iso-quant shows unlimited substitutability of factors of production but only
over a certain range beyond which factors cannot be substituted, Mathematically these types
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curves are easier to hlndlu
10. PROPERTIES OF ISO-QUANT CURVES

tcurves and indifference curves are greatly resembled. An iso-quant curve shows a
mm of output produced by various combinations of two mputs while an indifference
shows various combinations of two goods that yicld a given level of satisfaction.
are the properties of iso-quant curves resemble to mme of indifference curves.

:h iso-quant must be negatively sloped. To maintain a given output, a reduction il
5 be use of an input mnst be offset by an i-:nued use of another input.
' : A

D
3 Labor
i diagram (A), we can see that combination ‘C* uses more nf‘ 3 md ‘I as numpmnd to
1 D' It means that process ‘C’ is inefficient.
ram (B), combination ‘A’ uses more nlplu] than mnbmallun ‘B’ while mhmanm
. e labor than mbinmm A,
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2. Iso-quant curves neither ¢ h nor intersect each other.
¥

1,200 -
Q=100
: o - X

In ﬂrfsdiuy’am the curve labeled 1Q = 100 :I'l:r:;rhmdiud fits f‘&u:putpi*odnud by va

_ =100 [ uniis o
combinations of inputs and the curve labeled 1Q = 200 shows two hundred units of output.
On the curve 1Q = 100, A = B, because these points are on the same iso-quant. Similarly og
curve IQ = 200, A = C, because these points are also on the same iso-quant, It means tha
should be equal to ‘C* that is not possible because combination ‘B’ shows hundred uni
output while combination ‘C* shows two hundred units of output, '_

o g:zlo-antlyhglm and to the right of other Iso- Quant shows a higher levd
ou : S

" ‘

—— : . by iy
[ B Labor . : . Labor

In these diagrams, combination ‘B’ shows 200 units of output while combination ‘A’ shows
units of output. Combination ‘B’ shows more units of output as compared to combination
Combination ‘B’ lies on 1Qz: Therefore 1Q, shows higher level of output as compared 1o
Different iso-quant curves show different amounts output. Higher iso-quant shows b
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*5 of output and vice versa. :
) between mho;q_nm mmum be a mharql' Iso-quant curves,

Labor

dummmcanmmmmdmmmmw between 3
erent levels. uf output but i
quant curves, there are mgny other Isn-quant curves, whmh uﬁc diﬂi:ﬁ;n; levels

4

-llo-Q_un!-m_l!lt be convex dowanward.
1 ar
b

' at line bclnwthenme In this diagram, Iso-quant curv
__ludhﬂiﬁu‘ dwmhm;%mmﬂutfmmwmmunfhbormwﬂf
mﬂulﬂtufmhlm mmugm Iweiﬁi‘wtpm
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“MRTS is the rate of exchange between some ul_lltl"uf factors of production L & K whie
are equally preferred.” : 41} :
The Marginal Rate of Technical Substitution is of two-types.

1. MARGINAL RATE OF SUBSTITUTION OF L FORK

“The marginal rate of technical substitution of labor for capital, MRTS,y, refers
the amount of capital that a firm can give up by increasing the amount of labor used
one wnit and still remains on the same iso-quant’. |

Following formula can be used for the measurement of MRTS,x.
- MRTS.x= —_—
i AL
" 5. MARGINAL RATE OF SUBSTITUTION OF K FOR L

““The marginal rate of technical substitution of capital for labor, MRTSyu, refen
the amount of labor that a firm can give up by increasing the amount of capital i
by one unit and still remains on the same iso~quant'. ' _
Following formula can be used for the measurement of MRTSx.

AL

MRTS. =

AK

EXPLANATION WITH THE HELP OF SCHEDULE
We can explain MRTSx & MRTSiw with the help of following schedule.

PAIRS | LABOR | CAPITAL | OUTPUT | MRS« | MRSk,
b, Fih SR ' AK/AL | AL/AK
18 R
13 00 | s:=5 [ 1:4=025
“ 100 4:1=4 {1:3=0.33
N 100 33 1:2=0.50
4 0 | 21=2_ |10=100]
3 i '1{]{} A ¥ B I el B (s

An iso-quant shows various combinations of inputs that produce a given outpu! and the sk
the iso-guant shows the rate at which one input can be substituted for the other w
changing the given output. [
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In this figure, if we move from point *a’ to *b° along iso-quant, the amount of capital used is
luced by AK and that of labor is increased by AL. The slope of iso-quant between the two
t., ‘A’ and ‘B°, AK/AL, shows the rate at which two inputs can be substituted for cach

e,

MRTS0¢ = AK/AL
12. ISO-COST LINE (FIRM’S BUDGET LINE)

lin-Cost Line shows the various combinations or a pairs of two factors of production
ere firm’s income is equal to firm’s expenditure on these factors of production while
of factors of production and firm’s income (total outlay) are given.”
oei Line is the locus of combinations or pairs of two factors of production that can
it purchused if-th;e’ﬁrm‘:__?ntiu money income is spent.”

PL.Qu+PrQx-M
- M= Total resources possessed by the Firm.

* Budget Line is the locus of points, :

Each point shows a combination of twa factors of production 1.& K.

% The producer has to spend all of his resources if he wants fo purchase any of these
~ combinations, : : .

fpose that price of labor *Py* and the price of capital *Py’ is rupee one per unit and the total
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outlay of the firm is rupees ten T.0.=Rs.10

PLQu+Pk Q=M PLOL+Pk Q= M
110y + 10y =10 {0y +1(10) =10
10 + 0 =10 0+ 10 =10

Q.= 10 ] Q=0
Q, =0 - : Q3='1'ﬂ'

Ll

L]
f 10

units of K by spending ail resources.

it can buy them in different combinations.”

spends all of its total outlay on capital, it can purchase !
outlay on labor, it can buy 10 units of labor. b
the isu-cost line of the firm. - .

The firm can buy 10 units of L or 10
to buy both the factors of production,

~In this :_lia;mmw.m:ha’! if the firm
10 units of capital. I the firm spends all of its total
joining these Two points by & straight line, we get

SLOPE OF THE 1ISOCOST LINE -
The formula to find out the slope of an Iso-cost line is Rise/Run. S0 according to this formuli
PLQL+Pk Q=M |

3 PLOQL+Pk Q=M
PLQu* Pg(®=M PL(0)* Pk Q=M
P.QL =M ; Pk Q=M
: Q. =M/ - Qg =M/Px

Q=0
Qi=M/Px
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 Slope of the Budget Line = Rise /Run
| M/P,

M/P,

Sothe Slope of the Budget Line =

Slope of the Budget Line =

Slope of the iso-cost Line =
0 - FH

SUIFT IN ISO-COST LINE : 5
- Iso-cost Line may shift from its original position. There can be two iliti
K % > fie ] Pﬂ-‘.ﬁi‘h}lﬂ Hl -
. E?fh.: ?ifm both factors l]:: production remaining the same, if income {to:al outlay)
m - t Lq- -l-II W L d .I'l
i rdin,glchmy. Iso~cost Line will shift parallel to the or Jinal Iso-cost
Y

*

._||: i : L. a bo r ;
e Income (total outlay) of the firm increases or decreases or if the pri %3
krease and decrease, the iso-cost line will shift upward or downward. s et s
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.. Labor : ;
 This diagram shows the rotation in the iso-cost line if the price of labor changes and the price of
capital remain constant. : . : =ed
¥

o I . X

_ Labor \ : i
This diagram shows the rotation in (he iso-cost Jine if the price of capital changes and the price.
of labor remain constant. i

13, OPTIMUM COMBINATION OF FACTORS OF. PRODUCTION
" WITH THE HELP OF 1SO-QUANT CURVE THEORY

ISO-QUANT CURVE (ISO-PRODUCT CURVE) : i
‘An iso-quant curve is the locus of different available or possible combinations of capi
(K) and Iabor (L) which can produce the same quantity of output’.

~ “An iso-quant curve shows the various combinations of two factors of prod
which gives the same level of output to the producer® pHn

EXPLANATION WITH THE HELP OF SCHEDULE TS
" We can explain the concept of iso-quant curve with the help of following schedule.
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This schedule shows that different
combinations of labor and capital are
available to the entrepreneur who can
* produce 100 units of output by using any one
‘combination out of these available
combinations because these can produce the
same quantity of output

In this diagram we can see that [Q is
iso-quant curve, If the entrepreneur is

at poinl “a’ on this curve, he uses one

unit of labor and nine units of capital

and if he is at point *C", he uses three
units of labor and four units of
capital. Al the points at 1Q show the
same level of output so that
entrepreneur  is  indifferent about
: these points. Iso-Quant is also known
~x s Production Indifference Curve.

Labor

50-COST LINE (FIRM'S BUDGET LINE) '
o-Cost Line shows the various combinations or a pairs of two factors of production
bere firm's income is equal to firm's expenditure on these factors of production while
ites of factors of production and firm's income (total outlay) are given.”

: PL.Qu+PxQk-M
M= Total resoutces possessed by the Firm.
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EQUILIBRIUM OF THE FIRM FE 35
The objective of the firm is to maximize its profit and when it achieves the target, it is said to be
in equilibrium. : - : '
ASSUMPTIONS ' :

» The goal of the firm is profit maximization.

% The price of output is given. : ;

» The prices of inputs arc given.
CONDITIONS . :

There are two conditions for a firm to be in equilibrium.

1. NECESSARY CONDITION
" The slope of the iso-cost should be equal to the slope of the iso-quant.
) - P ; FL e e |

=M Rﬁuﬁ
Py

2, SUFFICIENT CONDITION
Iso-gquant should be convex to the origin.
As far the equilibrium of the figm is concerned, there can be two possibilities.
A) MAXIMIZATION OF OUTPUT SUBJECT TO A GIVEN COST
v i

&

o
: 1

" Labor 5 i
This diagram shows that the firm is in equilibrium at point E. At this point the slope of iso-cost
f iso-quant 1Q; are equal, 1Q; is the highest iso-quant that can be achieved
by the firm subject to a cost constraint. At point E, the optimal combination of inputs is *K;' ¢ nd
‘L. At point E both the conditions are fulfilled. : :
e The slope of [so-Quant at point E, AK/AL is equal to the slope of isa-cost curve PPy,
e The second condition is also fulfilled because 1Q; is convex to the origin.
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'B) MINIMIZATION OF COST FOR A GIVEN LEVEL OF OUTPUT
' In the above case we had given iso-cost line but in this case we have given iso-quant and we

- have to minimize the cost of the firm for a given level of production. In this case equlhbrmm
mmvmﬂhﬂhesamusmﬂmmahwe ‘

— X
I- _Labor
ﬂusdmgmm. we can see thal 10 acquire *x’ level of nutput least cost combination is ‘L, K.
ie firm will be in equilibrium at point E, because at this point slopes of i iso-cost and iso-quant
E aqunl
Foints below E are desirable, because. they show lower costs but are not attainable for output
: i Pmms above E show higher costs. So point E is least-cost point.

3 % 14. THE LAWS OF RETURN TO SCALE
Returns to Scale” refers to the degree by which output changes as a result of a
en change in the quaatity of all inputs used in the production. We will use iso-
quants to analyze input-outpul relationship under the condition that both the inputs
{lsbour and capital) are variable and their quantity is changed proportionately and
imeaus{y When both the inputs are chmged proportionately, the scale of
production, i.e., the size of the [irm, changes. The laws of production that pertain to the
ipu -uutput relaunnshlps under the condition of changing scale of production are called
f.mw of Returns to Scale. The laws of returns to scale are a long-term phenomenon.
lh: long run, supply of both labour and capital is changed. The firms can thmfure
mp ny more of both labour and capital to increase their prodm:tmn.

EE LAWS OF RETURNS TO SCALE :
K When all the inputs are increased proportionately (i.c., by some multiple of the
xisting scale), there are lechmcal.ly three possible ways in which total output may

vk 4
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(i) it may increase more than proportionately,
(ii) it may increase proportionately, and
(iii) it may increase less than proportionately.

a 100% rise
- in response

For example, if both the inputs (labour and capital) are doubled. the resulting output {1

may be more than double, equal to double or less than double. This kind of inputs-

outputs relationship gives three laws of retums to scale: .
(i) the law of increasing retums to scale
(ii) the law of constant returns to scale
(iii) the law of decreasing returns o scale
These three laws of return to scale are illustrated and explained below first graphically
with the help of iso-quants and then through the production function.
INCREASING RETURNS TO SCALE -

' The law of increasing returns to scale means that output increases more than
proportionately to the increase in inputs and the rate of increase in output goes on
increasing with each subsequent increase in inputs. For example, suppose inputs are
increased by 50% and output increases by more than 50%, say by 75%. and when inputs

 rétums to &
-and output |
- seale, isill

are again increased again by 50% and output increases by 100% and so on. This kind of b

input-output relationship shows that the law of increasing returns to scale is in
operation. This kind of returns to change in scalc is illustrated in following diagram.

¥

ul
2k ]

LT

; 1] ;
o 4 —
o 'a"!.'-m.._ i_ - i
- Labor

The three iso-quants — (1, Q; and ; — represent three different levels of production -
10 units, 25 units and 50 units, respectively. For instance, movement from point a to b

denotes doubling the inputs, labour and capital. As in diagram shows, inpul
combination increases from IK + IL fo 2K + 2L. The movement from a and & also

indicates increase in output from 10 units to 25 units. This means that when inputs are
doubled, output is more than doubled.

Similarly, movement from point b to ¢ shows in'-:réas: in inputs ii-u;n ZK~2Lw
3K + 3L, i.e.,a 50% increase in inputs, and a rise in output {rom 25 units to 50 units, Le.
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2 100% :ia;:; in output. This also gives a more than proportionate increase in the output
i response 10 rise in inputs, This shows the law of increasing returns fo scale.

CONSTANT RETURNS TOSCALE

~ When change in output is proportional to the change in inputs; it shows constant
nums to scale. In other words, if quantities of both the inputs, X and £, are doubled
and output is also doubled, then the returns 1o scale are constant. The constant returns to
seale, is illustrated in following diagram, -

¥

R
Labor

Ihe iso-quants, Q, = 10, Q2 = 20 and Q3 = 30 indicate three different levels of output. In

¢ figure, the movement from point « to & indicates doubling both the inputs — capital
es from /K 1o 2K and labour increases from 17 to 2L, When inputs are doubled.
is also doubled, .., output increases from 10 to 20, The movement from b Lo ¢
s 50% increase in the inputs, as K increases from 2K to 3K and [ from 2/f to 3L,
sult, output increases from 20 to 30, i.c., by 50%. This relationship between the

I8¢ In inputs and the proportionate change in output may be summed up of as
IK+IL=Q=10 -

P 2K +2L=2Q =20

L K +2L=3Q =39 :

skind of input-output relationship exhibits the constant returns to scale.

REASING RETURNS TO SCALE .

~ When output increases less than proportionately to increase in inputs, K and £,
lie rate of rise in output goes on decreasing it is called decreasing returns fo scale,
RSing retums fo scale is illustrated in following diagram.
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As the diagram shows, when inputs, K and L, arc doubled, i.e., capital increases frof
1K to 2K and labour increases from 1L to 2L. the oulput increases from 10 1o 18 units
i.e.. 80 percent increase, which is less (han the proportionate increase in inputs. The
movement from point b to ¢ shows a 50 percent increase in the inputs. But, the oulpl
increases only by 33.3 percent. This show decreasing returns to scale.

“LAWS OF VARIABLE PROPORTIONS AND RETURNS TO SCALE COMPARED
The basic difference between the laws of returns foa variable factor (law of variabl
proportions) and the laws of returns to seale lies in the assumptions on which thes
laws are based. B i e '

(a) In case of the laws of returns to variable factor, only one input is variable-dl
other inputs remaining constant-whercas in case of the laws of returns 10 s¢:
all the inputs are yariable. :

(b) The laws of retums to & variable factor is a short urn fact because supply ¢
capital in the short run is fixed. On the contrary, the laws of returns to scale art
long run fact because supply of all the inputs in the long run is elastic and mot
and more of all the inputs can be employed. ' '

In nutshell, therefore, the law of returns 10 a variable factor uses a single-variubl

production function whereds the laws of returns to scale are based on a two-variabl

production function.

15. SCALE OF PRODUCTION

- ‘Seale of production is related 1o the volume of production, Whether goods are produced of
limited scale of an exiensive large scale is of utmest importance becausc it affects the cosl.

DETERMINANTS OF SCALE OF PRODUCTION

The decision about the scale of production is made keeping in view the following fm.-mr'.s: :
I. FINANCTAL RESOURCES :
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: of production depends upon the extent and volume of financial resources. If the

preneur can acquire an extensive piece of land, build a modem building on it, buy and

| ultra modern equipment, higher the services of trained skilled labor, spend enough

it on research, publicity, transport and communication, attain specialization with
vision of labor, he will choose large scale of business and vice versa.

, TECHNIQUE OF PRODUCTION

Technical knowledge and its application in preduction is of utmost importance in
uduction because it determines the scale of production. IT the traditional tools and

lements are used, the scale of production will remain small and vice versa. '

- While determining the scale and technique of production, the prices of factors of production

are also taken into consideration. If labor is cheaper than capital, labor intensive technique

15 adopted and the scale of production is small. When capital is cheaper than labor, capital

inlensive technique is adopted and the scale of production is large,

EXTENT OF THE MARKET
of the market plays a vital role in determining the scale of production. When the
et is nation wide and intemational and the demand is durable, the scale of production is
On the other hand, the scale of production is small when the market is local and the
d is seasonal and perishable. - e :

REPRENEURAL ABILITY ; :
he entrepreneur is equipped with administrative abilities, intelligence, business insight
ind experience, he will be willing to innovate and undertake business risks, the seale of

oduction will be large and vice versa. o '
'S OF TRANSPORT

the means of transport are cheap, quick, and efficient, transportation of raw material and
equipment to the manufacturing units and the carriage of finished goods to the markets and
' households become easy and less expensive, The market in that ciise extended and the scale

 of production becomes large and vice versa. ' :

- 16. LARGE SCALE PRODUCTION

iiput s large under the large scale’ production. Machines are being commonly used in
pduction now a days. Labor works diligently and efficiently in factories. Raw material,
ital; technology are being used on quite a large scale. Large scale production has become the

the day. From match stick to ships, everything is being produced on large scale in
anced countries of the world. ' : : ; : %

)VANTAGES/MERITS OF THE LARGE SCALE PRODUCTION

tnomics of large scale are being enjoyed in capitalism. Following arc the advantages of the
) hpmdumiqn. - k ]
ECONOMY IN LABOR AND SKILL =
Large scale production is based on the principle of division of labor. Every worker is

-
<18
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assigned the duty which suits his aptitude, talent and skill. The repetition of assignments
saves the time and improves efficiency of labor. The econcmical use of labor helps in
lowering the cost of production, :

ECONOMY IN BUYING AND SELLING ; . .

Raw material is bought in bulk which is had at competitive prices, It affects the cost of
production. Finished goods are easily brought into the market. Lower carriage cost, saving
of commission paid to brokers, low per head cost on publicity and advertisement cause.
reduction in the cost of production. Cheap goods are made available to the consumers at
lower prices. It extends the demand and promotes investment. 1t also increases the margin
of profit for the organizers. g

EFFICIENT USE OF CAPITAL

Different types of machines are used in the large scale production. Dug 0 division of labor,
each machine is operated by an efficient hand. No plant: remains un-operated and
unattended. It leads to the economical use of capital which reduces the cost. 3

ECONOMY IN THE OVERHEAD CHARGES .

Expenses of administration and distribution per unit of output in large scale production are
lesser. Interest, rent, pay bill, and other overhead charges remain the same whatever the
scale of production. The same amount of expenditures is distributed over a large outpul and
thus the cost per unit falls. 8

. ECONOMY IN THE USE OF RAW MATERIAL
Much of the, waste raw material and the by-product is left with the firm after the
manyfacturing process. It is burnt or thrown away under the small scale production whicl
pushes up the cost but properly. utilized in the secondary supplementary industries in the)
large scale production which reduces the cost.

RESEARCH AND EXPERIMENTS - )
Due to vast financial resources, the entreprencurs allocate a part of capital for research and
experiments which greatly improve the technique of production. [nventions and innovations
open the doors for the economical use of raw material. It extends the scope of intei nal
economies. Better technology improves the quality of goods and reduces the cosl of
production. ' ]

ADVANTAGES OF INCREASING RETURNS

Research and experiments, inventions and innovations which bring about improvements
the technique of production and economy in the use of capital equipments, plants and ray
material enable the entrepreneur to suspend the operation of the Law of Decreasing Retur
and prolong the operation of the Law of Increasing Returns. Marginal cost declines with i
éxpansion of enterprise. ; 3 :

8. ABILITY TO FACE ECONOMIC CRISES i
Disparity between aggregate demand and aggregate supply creates economic erises. Sml
scale enterprises are unable to face the situation due to weak financial position i
administrative set up. Large scale entrepreneur faces the situation boldly due to his busines
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~ insight, large financial resources and deep extensive knowledge about the market frend.

9. ECONOMY IN REPAIRS _ : .
- The large scale enterprises usually maintain their workshops to repair and replace the
- outworn plants and equipments, The time and money both are saved when the repairing
- facilities are provided in the same premises. ; 3

10, PUBLICITY AND ADVERTISEMENT : NG
- Goods are produced much earlier and its demand is created later on through publicity and

- Advertisement. A big concern ‘can casily afford the huge expenditure on these items. The
- cost of publicity comgs down when production is on a large scale,

ILECONOMY IN SPECIALIZED SERVICES
eads to specialization which results in more output and of better quality.

agers are acquired who possess business insight to study the
are produced according to their studies, observations ‘and

. ECONOMY IN FIXED COST oA |
“In 2 big concemn, the fixed costs like rent, interest, salaries of specialized staff etc. are
- spread over large quantity which reduces the average cost, .

DISADVANTAGES/DEMERITS OF LARGE SCALE PRODUCTION

Following are the disadvantages of the large scale production: .
INDIFFERENCE TO DETAILS '

;ﬁ large scale entreprencur is always en,

- attention to the details of things.

and wastage of raw materials. H

in his welfare, I ot
" LACK OF PERSONAL CONTACT ? e -

- Hundreds and: thousands of workers perform their duties in a factory. They are supervised
by paid siaff. - f twrns up. There is onal contact between the
- employer and the employees which S S isunderstandings between them. Such -
| mis-understandings lead to strikes and:lock outs which are harmful for the enterprise.
i OVER-PRODUCTION AND UNEMPLOYMENT
. Disparity hetween agaregate demand and aggregate sy ' Y
0 capitalism, When aggregale supply exceeds the agarceate demand, the prices and profits -
begin to fall which discourages investment, The entreprencurs either cut down their output
orclose down the enterprise which leads to unemployment. Unemployment creates multiple
‘social, economic, and political problems. : < \ 29
ABUSES OF MONOPOLY : _ N
Big concerns wipe out the small concerns by selling the goods below the cost of production.
They make up the losses due to their vast financial resources, The small producer, with
limited financial resources, canriot face the situation and soon collapses. After his exit from

e
ol
A
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the market, the big entrepreneur succeeds in establishing his monopoly over the market and
makes up all the losses by avercharging and exploiting the helpless CONSUMETS.

. LACK OF INITIATIVE AND DRIVE

Large scale production is  production, Goods of uniform quality are
Customers® preferences and tastes are ignored. Professions like embroidery work and
and metal carving are wiping out because no machine can be used for such works. The
initiative and drive of the labor are on the decline because of the monotony of the division
of work. Specialization and division of work has done more harm to them than any benefit.

SOCIAL EVILS -

Workers of all ages and sex work under the same roaf which creates multiple social, moral, |
and ethical problems. Sexual provision, smoking and indifference to others are doing havae.
in society.

. DEPENDENCE ON FOREIGN MARKET

The big concerns mostly depend upon the foreign markets, They have 1o ) 3
goods from abroad. Spa - parts, fuel, and industrial raw material are also imported from the

foreign countries. During wars or other political disturbances, the foreign markets are cut:
ofT which suspend the gconomic activities. - :

~ CUT THROAT COMPETITION

Cut throat competition is very common in the large scale production which is harmful for
the society. Many pmmising--.eni:qpr‘unﬁm are ruined due to such competition, When the:
competition is on international level, it leads 1o complications, conflicts and somelimes
wars because every nation struggles to capture the market.

17. SMALL SCALE PRODUCTION

Output is small and imited under the small scale production, Method and technique of
production beside the division of labor is simple. l.abor is manual and tools are simple and
traditional. Goods arc produced for local markets, :

ADVANTAGES/MERITS OF SMALL SCALE PRODUCTION
~ Following are the advantages of the small scale production:

1.

PERSONAL INTEREST AND CONTACT :
Personal contact of employer with the employees rules out the possibilities of strike. Feat

prevails in the conceri which means prosperity. Personal contact with the customers keep
them well satisfied. Custom is stable and demand is steady. This means absence of risk.
As there is direct and ¢lase contact between the producer and the consumers, he produc

according to the likes and dislikes of the consumers.

| INDEPENDENCE AND RESPONSIBILITY

Small producer is independent and sovereign. He can handle the situation withoul &
interference. He makes quick decisions and implement them quickly. He possesscs mof

*
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! initiative and drive, He has greater sense of responsibility. He does not need any checks to
prevent fraud or eliminate waste of labor or material. =4

'3 PRODUCTION ACCORDING TO DEMAND
- Small producer can change the output according to demand. He manufactures according to
- fluctuating conditions. He cannot afford to produce disregarding the changing fashion. His
- personal likings and taste are. dominant in the production decision, As the production is
- exactly according to demand, there is no danger of over-production which leads to slump
- and wide spread unemployment. ; -
i SELF INTEREST
Small entrepreneur is usually the sole proprietor. Self interest is a strong spur to all his

- dctivities. He works long and late. seven days a week. Hard work is bound to make a
- success of business. . ' :

DISADVANTAGES/DEMERITS OF SMALL SCALE PRODUCTION
Following are the disadvantages of the small scale praduction;

L INTERNAL AND EXTERNAL DISECONOMIES
~ Small concern s mostly deprived of internal and external economies. Such economies are
 usually enjoyed by the large concerns. S0

, LACK OF DIVISION OF LABOR | _

. There is little scope for division of labor and specialization. There are a few labors who
- perform the whole process. It reduces there efficiency, hence the cost of production
- increases, : -

i LACK OF CAPITAL :

Shortage of capital is the main obstacie for the small concern to use modern equipment and
labor saving devices. Due to weak finaneial position, social status and integrity, he fails 1o
¢t loans on casy terms. Financial limitations do not enable him to face the economic crises.

COSTLY RAW MATERIAL AND HIGHER COST OF PRODUCTION

Small scale producer is not at an advantageous position to buy the raw material and other
ssories at cheaper rates. Cost of rent, interest, publicity per unit is higher. He has to

bear higher overhead charges, Outdated technique of preduction pushes up the cost and

teduces the margin of profit. : ; :

% ' 18. ECONOMIES OF SCALE
B scale business-enjoys some sort of benefits anly due 1o its volume. These benefits are
led Economivs of Scale, Prof. Alfred Marshall classified these ecunomies of scale into
mal & External economics. : s ;
AL ECONOMIES OF SCALE
economies consist of all such benefits and advantages which can be enjoyed by only a

Gular firm. These benefits are acerued to the firm only due to the personal efforts of its
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entrepreneur. These economies are as follows:

L

MANAGERIAL ECONOMIES ! :
Large firm tnjoys the benefits of managerial economies because the ratio of increase in
management remains lower than the ratio of increase in the size of the business. It is
possible due to specialization. : & 3

SALE AND PURCHES ECONOMIES

A large firm has to buy raw material in huge quantity, so the firm gets it on concessional

rates and in‘the same manner the firm sells a greater quantity of its production, so it pays
commission on.concessional rates. O .

FINANCIAL ECONOMIES

The larger firm can obiain loans from the banks on special discounted rate of interest due to
its good-will in the market. ‘

ECONOMIES OF FACTORS OF PRODUCTION !
An efficient and experienced entrepreneur utilizes the factors of production in the way that
the cost of production is minimized. :

BY-PRODUCTS

The entreprencur of the large firm can utilize the waste of the production by making b
produets. In this way the firm can get extra benctit from the business.

EXTERNAL ECONOMIES OF SCALE

External economies are such benefits and advantages which are not particularly meant for any|
particular firm. They are open for all the firms and entrepreneurs. They equally derive benefity
from them and reduce the cost. External economies are as lollows: -

1.

‘2“

TRANSPORT FACILITIES |
in case of Jocalization of industries, the goyernment usually provides the means of transpi
and communication which are jointly utilized by all the firms. :

BANKING FACILITIES
Localization and concentration of industries at a particular place induce the banks 1@
establish their branches over there and provide easy and cheap credit facilities to the firms.

. REPAIRING FACILITIES

Loealization of. industries also paves the way for opening of workshops for repairing te
depreciated equipments. Machines, technicians. and machine=men gather at one place i
provide quick and cfficient service which save the time and reduce the cost of repairing.

ESTABLISHMENT OF AUXILIARY INDUSTRIES _ ]
Concentration and localization of industries encourage the ecstablishment of scves
auxiliary indusiries .over there which facilitates production and reduce the cost. In i
vicinity of car indusiry, rubber industry producing tyres and tubes, jacks and other all;
industries are also set up. e '
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6. RESMCH CENTERS
Localization of industries - also encoura

'_ ultimately result some inventions and the ges the setting up of research centers which

reby improves the technigue of production,
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QUESTIONS FOR REVIEW

Q No.l What are the Factors of Production? What is the relative
importance of factors of production? R
Q No.2 State & explain the Law of Increasing Returns. What are its
assumptions & exceptions? Also explain that why this law is called
the Law of Decreasing Costs? _ a
Explain the Law of Increasing Return with the help of table &
diagram. Why it applies to manufacturing sector?
Explain Law of Increasing Returns. Whether this law operates in
‘Industrial Sector only? o
State & explain the Law of Constant Returns, Give its assumptions.

State & explain the Law of Decreasing Returns. Also give it

assumptions, limitations& application in Agricultural Sector. VWhi
,thiahwugnlhdthnmn{ln:rénEngCﬂH? OR

Explain Law of Decreasing Returns. Whether this Law operates |

agricultural sector only? g

Explain the Law of Diminishing Returns.

State & explain the Law of Variable Proportions. '
State & explain the Law of Variable Proportions with the help ¢
schedule & diagram. : ]
What is lso-Quant? Discuss its various kinds. What are i
properties? Syt ( '

Write short notes on the following:
. Marginal Rate of Technical Substitution

Nt Isocost Line i
Explain the Equilibrium of the firm with the help of Iso-q o
curves. : .

What is Seale of Production? How it can be determined?
Explain the Merits & Demerits of Large Scale Business.
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