Basic Concepts In

Economics

Demand,

Supply
&
Price



Demand

Demand quevs to how much (quanﬂty) of a produc’c or service is desired on Iouyers.
A demand function is a behavior ﬁmction for consumers.

The Velaﬁonship between price and quantity demanded is known as the demand
relationship.

The quantity demanded is the amount of a produc‘c peop le are wiUing to Iouy at a
certain price.



Supply
Supp [y represents how much the market can oﬁer.

A supp ly ﬁmcﬂon is a behavior ﬁmction for producers.

The quantity quopﬁed Vefevs to the amount of a certamn good producevs are wi“ing to
supp ly when receiv iIng a certain price.

The correlation between price and how much of a good or service (S quop[ied to the

market is known as the su‘pp[y re[aﬁonship.



Insight

©  We describe market behavior using these two functions.
O The relationship between demand and supply underlie the forces

behind the allocation of resources.

© Price, therefore, is a reflection of supply and demand.

©  Tnmarket economy theories, demand and supply theory will

allocate resources in the most efficient way possible. (How?)




The Law of Demand

The law of demand states that, “if all other factors remain equal, the higher
the price of a good, the less people will demand that good.”

In other words, the higher the price, the lower the quantity demanded.

As a result, people will naturally avoid buying a product that will force them
to forgo the consumption of something else they value more.



A, B and C are points on the demand
curve. Each point on the curve reﬂec’cs a
direct correlation between quantity
demanded (Q) and price (P).

So, at point A, the quantity demanded
will be Qand the price will be P1, and so Pl - =
on. The demand Vela’cionship curve

illustrates the negative re[aﬁonship Bs
between price and quantity demanded. |-

The higher the price of a good the lower |

the quantity demanded (A), and the P2 e o e e s e

lower the price, the more the good will be
in demand (C).

Do 1/P

Demand
Relationship




The Law of Supply

Like the law of demand, the law of supply demonstrates the
quantities that will be sold at a certain price. But unlike the law of
demand, the supply relationship shows an upward slope.

This means that the higher the price, the higher the quantity
supplied.

Producers supply more at a higher price because selling a higher

quantity at a higher price increases revenue.



Price (%)

supply
Relationship

curve. Pij= == == =

A, Band C are points on the supp ly

Each point on the curve Vqﬂects a
direct correlation between quantity -
supplied (Q) and price (P).

At point B, the quantity supplied will
be Q2 and the price will be P2, and so

on.

SO P

Quantity



Determinants of demand
v" Own Price

v’ Tncome of the consumer
v' Price of other goods—
1.comp lements 2 . substitutes
v' Tastes and preferences
4 Expectations of ﬁt’cwe prices
v Advertis ing

v’ Distribution of Income



Determinants of Supply

v' Price

v’ Cost of production

4 Technologica[ progress
v" Prices of related outputs
v' Gowt. po[icy

All factors other than price cause a shift of
the supply curve and is called a change in

supply




When supply and demand are equal (i.e. when the supply
function and demand function intersect) the economy is said
to be at equilibrium.

At this point, the allocation of goods is at its most efficient
Eqwhbnum because the amount of goods be'mg quop[ied S exacﬂy the
same as the amount of goods be'mg demanded.

Thus, everyone (individuals, firms, or countries) is satisfied
with the current economic condition.

At the given price, supplievs are seUing all the goods that
they have pvoduced and consumers are getting all the goods
that ’chey are demanding.



As you can see on the chart, equilibrium
occurs at the intersection of the demand
and supply curve, which indicates no
allocative inefficiency.

At this point, the price o_f the goods will
be P* and the quantity will be Q*, These

ﬁgwes are Vefewed to as equiiibrium

price and quantity.

In the real market place equilibrium
can only ever be reached in theory, so
the prices of goods and services are
constantly changing in relation to
fluctuations in demand and supply.
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‘Movement’ in curves

Movement Along the Demand Curve

Demand
(D)

Qs Q5 Quantity

iCopyright 2003 = Investopedia.com

Movement Along the Supply Curve
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‘Shift’ in curves

Price (5)
*
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Total Cost

In economics, the total cost (TC) is the total economic cost of
production.
It consists of variable costs and fixed costs.




Fixed Costs

v' Fixed costs (FC) are incurred independent Qf the quality qf goods or
services produced.

v They include inputs (capital) that cannot be aay'usted in the short term,
such as bw[dmgs and machinery.

v’ Fixed costs (also referred to as overhead costs) tend to be time related
costs, inc lud ing salaries or month[y rental fees

v However, ﬁxed costs are not permanent. They are only ﬁxed in relation
to the quantity of production for a certain time period.

In the long run, the cost of all inputs is variable.




Variable Costs

v' Variable cost (VC) changes according to the quantity of a

good or service being produced.
A cost that changes with the change in volume of activity of an
organization.

v' 1t includes inputs like labor and raw materials.

v Variable costs are also the sum of mavginal costs over all
of the units produced (Vefewed to as normal costs).



Calculating total cost:

This graphs shows the
Vela‘cionship between
ﬁxed cost and variable
cost.

The sum of the two equal
the total cost.

Total Costs

Units



Average Cost

v’ The average cost is the total cost divided by the number of goods produced
v’ Average total cost is the sum of average variable cost and average fixed cost.

Or we can say, average cost is equal to the total cost divided on the number
of units pvoduced.

ATC=TC/Q_

v Average cost can be influenced by the time period for production (time-
dependent).

v Average costs are the driving factor of supply and demand within a

market.



Marginal Costs

v Marginal cost is the addition made to the total cost by producing one
additional unit of output.

v Marginal cost = Total cost of nth unit - Total cost of (n-1)th unit.

v Marginal cost can also be defined as the change in total cost (ATC) due
to change in quantity produced(Aq).

v The amount of mavginal cost varies accovding to the volume of the good
Ioe'mg pvoduced.



Relationship between Marginal Cost and Average Total Cost

1. Whenever marginal cost is less than
average cost, average total cost is falling.

2. Whenever mavginal cost is greater than
average cost, average total cost is rising.

3. The marginal—cos’c curve crosses the
avevage-‘cotal—cost curve at the eﬁcient scale.

Industrialist can increase the production upto
this S point only

§ Efficient scale is the quantity that minimizes
average total cost( point S in above diagram)




Cost curves

Ql

Q2

www.economicshelp.org

« ATC (Average Total Cost) =
Total Cost / quantity

« AVC (Average Variable Cost) =
Variable cost / quantity

 MC = Marginal cost.



Three Important Properties of Cost Curves:

1. Marginal cost eventually rises with the quantity of
output.
2. The average-total-cost curve is U-shaped.
3. The marginal-cost curve crosses the average-total-cost
curve at the minimum of average total cost




More to learn

https://courses.lumenlearning.com/boundles

s-economics/chapter/production-decisions-
in-perfect-competition/

Thank You


https://courses.lumenlearning.com/boundless-economics/chapter/production-decisions-in-perfect-competition/

Economies

of Scale




Concept

®* Economies of scale is the competitive advantage that [arge entities have

over sma“er ones.

* The larger the business, the lower its per-unit costs. It can spread fixed
costs, like administration, over more units of production.

When more units of a good or a service can be produced on a larger scale,

yet with (on average) fewer input costs, economies of scale are said to be
achieved.

According to this theory, economic growth may be achieved when

economies of scale are realized.




* Economist Adam Smith idenﬁﬁed the division of labor and
specializaﬁon as the two key means to achiev ing a [arger return on

produmﬁion. Thvough these two tec’/miques, emp loyees would not
only be able to concentrate on a speciﬁc task but with time,

Improve the skills necessary to pevform their jo’os.

* The tasks could then be performed better and faster. Hence,
through such efficiency, time and money could be saved while

production levels increased.




Economies of Scale

10 [C I\
] $2 per unit FA0N
. 50 % $1.50 per unit gl

HWE $1 per unit SRR

BIGGER IS OFTEN CHEAPER!




Inputs in an industry

* In addition to specia[izaﬁon and the division of labor, within any
company, there are various nputs that may result in the producﬁon of a

good and/or service:
v Lower input costs
v Costly inputs
v Specialized inputs
v Techniques and Organizaﬁonal nputs

v Learning inputs




Types of Economies of Scale

There are two main ’cypes of economies of scale:

p

Internal External

economies economies

4

Internal economies are controllable by managemznt because they are

internal to the company.

External economies depend upon external factovs. These factors include

the industry, geographic location, or government.




Internal Economies of Scale 3re=aR® «Tad

* Internal economies are a result of the sheer size of the company. It doesn't matter
what indus’cry it's in or market it sells to.
» 3 A & 3cIGeT dl e Sdd 3T & HIaX & 9red giar g1

e Acc.to Alfred Marshall "37=cR& daa d & i [&dT T BH & 3TH
IR FRIGTAT TYT ST, fAEa 3iTfa @1 A3ar & HROT gidr &/

* For example, large companies have the ability to buy in bulk. This lowers the cost
per unit of the materials they need to make their products. They can use the

savings to ncrease proﬁts. Or, ‘chey can pass the savings to consumers and

compete on price.




Internal Economies of Scale 3TeaR#F TTd-

There are ﬁve main types of internal economies of scale:
1. Technical Economies

2. Managerial Economies

3. Financial economies

4. Marketing economies

5. Risk Bearing Economies




Internal Economies of Scale...

Technical Economies:

* When producﬁon is carried on a large scale, a furm can ay‘ford to install
up to date and costly machinery and can have its own repairing

L

arrangemerﬂs.

* Technical economies of scale result from efficiencies in the production
process itself.

Man LféZCflelhg COSts ﬁz// 70-90 percent every time the business doubles its
output.

Larger compantes can take advan tage (yf more ej?c[em‘ equipment.




Internal Economies of Scale...

Managerial Economies: Y=t ded

* When producﬁon is carried on a large scale, the task of manager can be split up
into different departments.

* A large firm can also secure the services of experienced entrepreneurs and workers
which a small furm cannot afford.

g Eb‘l'&fﬁﬁ‘qT-IT(Delegaﬁonngwork)—sﬂﬁ ST T Alfers BIE A
s P 3T HEFeh! I HIUHL UAT FFYUT ATel FAgeaqul fIorar H

o9 el ©
2. ®RICAS ARISAFIOT (Functional specialization) - Js=er 1 &2

g TIHENT Jdetiehl sl HIUT ST Hehdl § AR Teh [GHET & T Al
it s 39- TAET H ST JT T gl

°Ina lavge establishment there is much scope for specializaﬁon of work




Internal Economies of Scale...

* Financial economies (T =) of scale means the company has cheaper access
to capital (=T q;Gﬁ SEIREG qg'il').A larger company can get ﬁmded
ﬁrom the stock market with an initial pulo[ic oﬁer'mg.

* Big firms have higher credit ratings. 581 W#HT bl AT glel § shisc ICaT
IR grar %' | As a result, they benefit from lower interest rates on (&
sIToT eI 8 Wﬁﬂ%ﬂ') their bonds.

* Network economies of scale occur primarily in online businesses. 1t costs almost

nothing to support each additional customer with existing inﬁastmc’twe. So, any
revenue ﬁ‘om the new customer is all proﬁt for the business. A great examp le is

Amazon.




Marketing Economies: Talshl Wea=¢il Tad

Markeﬁng economies Vefer to those economies which a ﬁrm can

secure from the purchase or sale of the commodities.

°A lavge establishment is in a better position to ’ouy the raw

material at a cheaper rate because it can buy that commodlities

on a [arge Scale.

* At the time of seﬂmg the produced goods, the ﬁrm can secure

better rates by eﬁfect ively advertising in the newspapers, | ournals
and radio, etc.



Risk Bearing Economies: If@# & wraferra awd

* A big furm can undertake risk bearing economies by spreading
the risk (NTRHAT T thermd).

* A big establishment produces a variety of goods in order to cater
the needs of dﬁerent tastes of peop le.

S ]fthe demand fov a certain type of commodlities slackens, it is

counter balanced on the increase in demand of the other type of
commodities pvoduced by the ﬁvm




Internal
Economies of
Scale achieved




External Economies of Scale 98T a9d

* External economies of scale occur outside of a fum, within an
indush'y. These accrue to all the ﬁvms N an indus’cry as the

indus’cvy expands

-STq Ffl TH BA T I A I § F 3T BAT
mamwmma?ﬁ%aﬁﬂm’rwﬁ
Wa?re‘rafwa—zrma?rg’ra’rs?rqmﬁaﬁ
mmmmagmmm%l




° The main ex‘cemal economies are as wnder:

1. Economies of localization/ concentration: FaehIor &I el
When an industry is concentrated in a particular area, all the furms

situated in that locali’cy avail of some common economies such as
a)  Skilled labor c) Telecommunication faci[ities

b) Transportation faciliﬁes d) Banking and insurance faciliﬁes

etc.




External Economies of Scale...

2. Economies of vertical disintegration [atrest &1 =1 :
* Thevertical disin’cegraﬁon implies the sp[i‘c’c'mg up the

production process in such a manner that some Job are
assigned to specialized furms.
® Forexamp le, when an indushfy expands, the repatr work of

the various parts of the mach'mery is taken up on the

various ﬁrms specia(ists In Vepa'ufs.




External Economies of Scale ...

3. Economies of information:

As the industry exp ands it can set up research institutes. The
research institutes prov ide market informaﬁon, technical
infownaﬁon etc. for the Iaeneﬁt of alt the ﬁvms in the 'mdus’cry.

4. Economies of by products:

All the ﬁrms can lower the costs of pmducﬂon on ma_king use qf
waste materials.




Returns to Scale AT & FTdP ol

Returns to scale explains how the rate of increase in production is related to the

increase in inputs in the long run.

» There are three stages in the retuins to scale:
1. Increasing returns to scale (IRS),
2. Constant returns to scale (CRS), and
3. Diminishing retwrns to scale (DRS).

Returns to scale vary between industries, but typically a firm will have increasing

returns to scale at low levels of production, decreasing returns to scale at high levels
of production, and constant returns to scale at some point in the middle.




Increasing Returns to Scale (IRS)
AT & gefaATT gfawd

The first stage, increasing returns to scale (IRS) refers to a
production process where an increase in the number of units
produced causes a decrease in the average cost of each unit.
gl 3cuTied Sehsdl ol HEAT H Jafe
Ycdeh Sahls I T dETd H HAT &I
$HROT FeAcll &




Increasing Returns to Scale (IRS)

In other words, a ﬁrm S experienc ing IRS when the cost qf producing an additional
unit of output decreases as the volume of Lts produc’uon Increases.

ST 3cUIGel I AT §6a1 H Teh ATARFd S8 &
3cIcsT Sl oIeTd g¢ Sar &

aaﬁaaarqm?r#mﬁmarm#ma@w#mm
g A 3 ¥ & qefaAe yfawd AW S § SR 3ciieg & @t ana
aﬁwwﬁ#m@#mg’r ST § @ 9§ FATT @1 gefAHAmT
mm% FEdTdT § g Ui SHIE AFTd FH & oY & 3% 3 s wa
|




Constant Return to Scale (CRS)

The second stage, constant returns to scale (CRS) refers to a
production process where an increase in the number of units
produced causes no change in the average cost of each unit. If

output changes pm}oovﬁonaﬂy with all the nputs, then there
are constant returns to scale.

+ STBT_3c9TiGd ShI3AT ol HEAT H ey ¥ Tcdh
gh1s I 3T RTT H FIS SEolld el g gl

-3951 3R fHar # equrfdes gefe|




Diminishing Return to Scale (DRS)

*The finai stage, diminishing returns to scale (DRS) refers to
production for which the average costs of output increase as the

level of production increases.

* TET 3cUIGsT &l T d¢ad o AT 3cUIGed hr
IGd AT §¢ SITar 8

* The DRS is the opposite of the IRS.




Workers Pizza Marginal
(Input) (Output) Product
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Workers Pizza Marginal
(Input) (Output) Product

Stage |: production is
5 5 increasing because of

15 10 specialization
20
2 2

Stage Il: production is
increasing but at a
decreasing rate due to
fixed resources

1
2
3
4
5

O N O

Stage Ill: production is
decreasing “way too many
cooks in the

kitchen...... chaos”







1. Increasin
Returns

2. Constant
Returns

3. Diminishin
returns




Economies Constam refums Diseconomies
of scale o scale of scale

Unit Costs

Output




Diseconomies of Scale

® Just like there are economies of scale, diseconomies of scale also exist. This

occurs when production is less than in proportion to inputs.

* What this means is that there are inefficiencies (3T&TH ] k’) within the
furm or industry resulting in rising average costs.

° A ﬁrm or an indushfy cannot avail of economies for an indeﬁnite peviod
of time. With the expansion and gvow‘ch of an indus’ﬂry, certain

disadvantage also Ioegin to arise.




Types
1. Diseconomies of pollution g¥oT I fawerferam

2. Excessive pressure on transport facilities TRl Flaem3it X
HIF <dIa

3. Rise in the prices of the factors of production 3cUTGsT & I
£ £t 7 qa
4. Scarcity of funds faferaY &t Fa

5. Marketing problems of the products 3cqTgI &Y faqoTeT
HAEIIT

6. Increase inrisks NFBAT 7 Fef&




Allen Pred

The Behavioural School




Introduction

> Allen Pred’s theory (1967) Is based on behavioural approach.
> The behavioural approach draws on a human being as a satisfier.

> Allen Pred published his theory entitled ‘Behaviour and Location’ in
which he devised a behavioural matrix to illustrate an analysis of

locational decisions.

» The least cost and market area theories are profit maximizing
theories which assume that-all firms seek optimal locations and it

uses the concept of rational, economic man as a basis for decision
making.

» Behavioural approach, in contrast, stresses that real world decisions
are rarely optimal.




> Unlike economic man, real man lacks perfect knowledge and ability,
and, therefore, his locational decisions must reflect these concerns.

> Even If he knew where maximum profits could be obtained, he is
unlikely to choose an economically optimal location. (WHY)

> More probably he is likely to choose the-location which gives sufficient
profit at least effort.

> In fact, he is a satisfier.

> A businessman is prepared to accept a satisfactory location rather
than economically the best location.

> He may even prefer to forgo some profits in order to locate in a place that
IS especially amenable - In a pleasant climate, at the coast, or near his
favorite city.




Pred suggested that effectiveness in
decision making is related to
Information available and the ability to
use It.

These factors are closely connected to human
nature and form the axes of his matrix
described as an operational environment.

Using this matrix, locations within the spatial
margins can be analyzed.

The matrix offers a bivariate graph.

1. The quality and quantity of information
changes.

The ability to use information may also
Improve.

(a) BEHAVIOURAL MATRIX

Quality and quantity

(b) MAP OF
FACTIRIES

of information

Ability to use information

<

—>

3

5

e Factories
optimal locations

Q spatial margins
to profitability

The behavioural matrix of Allen Pred




Made right decision by wusing good
Information and his ability to process them.
He is similar to ‘economic man’.

Made right decision but purely by chance (a) BEHAVIOURAL MATRIX

Ability to use information -

He is similar to 2, but not so lucky. He is
making no profit, must soon go out of
business.

3 .
e Factories

optimal locations

) ) ) tial ins
Making profit but not doing well as he should 5 f: 2,‘2,;;‘353;
because he has not been able to use the

information available to him.

Quality and quantity
of information

4

He is in a similar position as 4 but lacks the

right information. (b) MAP OF
An average industrialist, making-a.profit to FACTIRIES :
the best of his ability and infermation.

<

The spatial margins of an industry have been
mapped, showing two optimal locations.




Criticism

1. Responses to changes in information are portrayed as mechanical.

In reality information and its use cannot be separated, both are interlinked,

though not as cause and effect.
Motivation as a factor affecting locational decisions is ignored.

Political and soclal environment in which decisions are taken has also been

ignored.

Quantification of human behavior is difficult.







« German economist, published his theory of ‘Profit maximization’ in 1940

* Discarded Weber’s model

» He believed that industries will be located where maximum profit can occur
» To get the maximum profit, as stated by Losch, total consumption is important.

» Higher the consumption rate (the Demand), greater will be the profit.

* In this case, he emphasized most on the price reduction of the commaodity

» The theory of August Losch considered demand as a most important variable.

» His model explains the size and shape of market areas within which a location would command
the largest revenue.



Assumptions

In the presence of certain optimum conditions, the maximum profit location may occur:
1. An extensive homogenous area

2. Even distribution of raw materials

3. The ‘transport cost’ is uniform and directly proportional in all the directions.

4. Population is evenly distributed

5. Demand decreases with an increase in price.

6. Entrepreneurs act as economic men, their main aim being profit maximization.

7. Unlike Weber’s assumption of ‘perfect competition’ Losch believed in monopolistic

market.



Three phase model: Phase 1

In this first phase Losch
observed that if symmetrical
demand of a product prevails in
the market, the market
conditions may be explained by
a demand cone.

* Theoretical shape of the
model

Effective demand of a
particular product = volume
of the cone

P production-point

A Q Sales = Volume
T o d of cone
.Price' .....
P Qs ) K BT =

/! P Distance—/A

N -
Market area

boundary
OP price at production point Demand curve rotated around
AQN demand curve production point to give cone
PQ quantity sold.at P AQP

A no demand because price too high

O Quantity —®




Three phase model: Phase 2

* In the second phase, within the vast rounded
area, several factories will concentrate.

« Competition among the firms increases to
capture larger share of consumer and
larger market areas

* If due to higher price, the company loses
some of I1ts market area. That area 1S

automatically encroached by the adjacent
firm.

g 15T 5
M - 3.
o
A B8
Distancn —»
A /—\
C
Cy 0,/49, 8,
New
markel
area of
A
Former
markel/
area of A
Bl Area loss of A Market area of B
Fig.7



Three phase model: Phase 3

» There are many producers located on the
plane.

= Each of them Is equidistant from the other
* Their market areas are circular.

* The size of the market area is dependent
on the number of entrepreneurs/producers.

= As producers increase in number, the
market area becomes smaller and
smaller.

» Voids in this pattern (unserved areas)

= |_ater on, hexagonal pattern evolve (same
as that of Christaller)

= Finally, when the plane is packed with
producers, a mesh of hexagons develops.

Firms operate © Competitior:

with circular increases to

market,areas, sarve all the
potential market.

To avoid ove "»p Final pattern
of circles and to of market
servs all areas, areas.
market areas

become hexagonal.




Different product/ commodity, different size of market area

* Therefore, the size of the hexagons varies

 Losch sought to find an efficient spatial structure for both the producer and the
consumer.

By identifying one common point, which could be the centre for each of the
different hexagonal market areas.

 To identify it, Losch arbitrarily chose just one production centre from the entire set
of production points established on the planes.

« He then arranged the mesh (hexagons) so that this one centre was common to them
all.

« He then rotated the hexagons around the central point and brought them to rest
where the maximum number of hexagons coincided

Forming points of maximum demand which should develop as
concentrations of industry




Bos H.C.

&
Hamilton




BOS H.C.

« Bos presented hierarchical hexagonal model for the supply and development of industrial
landscape of a region

Bos o foell & &t qfet va 3w Awfa e sFaw A gerswaar &
qtaﬁﬁ'am%—d?rﬁml

- S & 36TER ﬁ@ﬁaa\mw CAMEEDE:E
v Favorable factor leads to establishment of a factory at the centre of that region
v’ After sometime there evolves industrial landscape
v &3 et YR & 3gIEN H 9k
v IIAETd U9 Ja &, TAgee
v &g HHTEI3N 1 fdepra (AT # e, demand of variety of commodities, transport

facilities, opportunities for other industries/ancillary industries to grow) Through this the
production levels/ the capacity of an industry can be increased




» thg I 3T &1 fdord
- YT &1 H oy
o & T a?ﬁ'zr FIWT (Circular form of Influence area)

ﬁ%ﬁfﬁ%ﬁm(ﬂﬂv‘rm*s JhR & 3EANN & AT &F H FiFAfad g
® I §) WOt A Y sraeawanst v ofd 3w wara

- &g H FEH 937 3GAT

« FRGTT H TE&IT FGIT 87 H Faifs
- FF TF TR M & Thar ¥

o 39T H HRUEEAT HT TE&AT A gINT
» QAU H IUETHd FAT Tl

* Regional imbalance in industrial development

- 9 F HTAR FYOT &F FHI IRl H fd & o T8 3mags g 6 3ehen # @i
decentralization T 9gfy @S T,

[t is possible only when industrialist at the centre extends his monopoly in his influence area.
(How?)

By providing social and public facilities and services like malls, transport




F.E. HAMILTON

= Hamilton presented the locational analysis of Iron and
Steel industry

= The Industry does not-have any ideal location
= Two raw materials: 1ron ore and Coal
= Optimum location: Point of least cost




1. Both the raw materials and market centre are
located nearby

Thus industry will be located at Market M

2. High quality iron ore (Hematite) but is found
away from.the coal source

Thus industry will be located at Market M near coal
source

3. Low quality iron ore but found away from
coal source. Market centre is near coal
source

Thus industry will be located at iron ore source (as more
transport cost on waste movement if established at M)

4. Both nearby raw material sources are found
away from the M

Thus industry will be located at raw material source

(saves a lot in transport cost)




5. Two market centres each at one of the sources of raw
material

Both are suitable optimum location for industry

(Back-haul advantages in transportation)

6. Coal and iron ore sources are located far away from
each other

Market exists between them (Midway) Therefore suitable for firm
establishment

7. Both the raw materials are lying on the same
transport route. But market is situated far away from

both .
Firm will be established at the factor closer to market

8.  When scrap of iron is used as raw material
Firm will be established in its available areas i.e. market

SCRAP

|




E. M.
RAWSTRON

L_ocational Cost Analysis
Theory




Rawstron’s Theory of Industrial
Location:

= E. M. Rawstron has given a simple principle of industrial location,
which is entirely based on geographical elements.

= According to Rawstron, the industries are located at a place where
cost is minimum.

= He pointed out that
v~ first of all expenditure on each element is to be examined and
v" then location be determined at a place of maximum profit

= Or industries are established at a place where the cost is least.




Rawstron’s Facts:

Special effective factors for the establishment of industries are
raw material, market, land and capital

Locational cost of all types of expenditure.

Cost structure — cost percentage of each item.

Zone of partial margin to profitability

this 1s the aspect when profit is converted to loss or loss Is converted
Into profit.

Basic cost — the cost which is different for each element according
to amount and quality of the factor.




Assumptions:

Mining Is also considered as an industry.
Transport is only significant with industry,

The main importance of transport lies in collection of raw
material and distribution of-manufactured products;

Transport costds always included in product cost.

There are physical, economic and technological pressures in the
establishment of industries.



Rawstron has Suggested Three Principles

Principle of Physical Restriction:

The location of industry is always controlled by physical factors. Among physical factors he has given
prime importance to availability of minerals. There are several places where occurrence of mineral is
possible but it is necessary to find out where its mining is profitable.

[Il. Principle of Economic Restriction:

Rawstron has given two important economic aspects.
These are:

(a) Cost Structure of Industry: Including all the expenditure related with establishment and function of an
industry, especially expenditure percentage on labour, raw material, transportation, marketing, etc.

(b) Spatial Margins of Profitability: This is a point where cost of industry is more than profit. Therefore,

industry is established only after calculation of profit margin and the best location is where cost is
minimum.

[ll. Principle of Technical Restriction:
Technical knowledge is a pre-requisite for every industry.

Therefore, due consideration should be given not only to the availability of technology and its knowledge
but also its cost.




Case 1: Different industries A, B & C
and their expenditure.
Identifying the industrial
orientation

Case 2: Different factories A, B

& C of same industry
and their comparative

expenditure over

different locations.
Identifying industry’s

optimum location

Factors | Labor Ravv_ Land | Market | Capital | Total %
Material
Industry A 7 60 9 8 16 100
Industry B 45 20 7 8 20 100
Industry C 29 29 2 I 33 100
Firm A FirmB Firm C

Labor 2 6 2
R.M. 2.2 2 6
Land 2.2 2 2
Marketing 2.2 2 6
Capital 2.2 2 2.2
Total Expenditure 10.9 14 18.2




Edgar Hoover

The location of Economic Activity



Introduction

>

>
>

» He included these factors in his analyses in search for regional differences i.e.

E. Hoover published a study of the shoe and leather industries in 1937 & 1948
In his book ‘The Location of Economic Activity’.

His work ‘Location Theory and the Shoe and Leather Industries’

Objective = to identify the area served by each producing point (point of
production)

‘ldentification of Market Areas served’
Contributed more towards Weber’s efforts
Hoover related supply and demand to the locations of individual firms, and
1. Investigated general industrial arrangements over the landscape, and
2. the problems of communities and regions.

why some regions do well and other are distressed.
FI F5 & QA F BT 8 W § FTIH @ Fhe H §



Assumptions

- There Is perfect competition between producers or sellers at
location.

- There Is perfect mobility of factors of production.

- The transport costs and production or extraction costs are th
determinants of location.

- Buyers are ‘economic men', I.e. they obtain the commodity fro
source that offers the lowest delivered price.

. Transport costs vary with distance.

» Hoover's theory is based on delivered prices.

» Delivered prices = cost of production + transport cost.

» These are represented by ISOTIMS (lines joining places of eq



A mineral is extracted at point X,

A, B, C indicate possible limits to its market
area is one direction.

Margin lines
If supply is made to the area XA, then the ‘s ﬂ (delivered .price = cost
production costs are indicated by Xa Cost of production + cost of

: : : transportation)
The line aa' shows how delivered price of

increases away from X as transport costs are PIICE
added.

If the isotim is extended to B. the cost of
extraction rises to b, and a new transport is
gradient (bb”) b

Possible limits of the market area produces a
margin line (boundary of market area)

Another mineral is found at Y.

P e - - - - - —— —————— —

Intersection point P X A | ) B C

At P, delivered price is the same for X
and Y: elsewhere one source offers the
product at a lower price than the other.




This can be analyzed with respect to two situations:

1.

This analysis can also be applied to formation of market areas for a manufactured product.

To create economies of scale (cost of production decreases with rising output) the margin line

will fall with increasing distance from the production point.

At the point of diminishing returns is eventually reached, the margin line will turn

upwards.

The slope of the margin line has great implications for plant location.

When the margin line rises steeply away from the point of extraction, it will encourage
other producers to set up plants in intermediate location to serve areas with relatively high

delivered price.

When delivered price differs little with distance from the point of production, a small

number of producers will tend to supply large market areas.



Isotims around three points of

There are three points of production
(A, B, C), each having a different
COSt.

Isotims drawn around them and the

boundaries of their respective

market areas are at the delivered

price watersheds.

production

Isotims
(equal delivered price)

Market
area
boundaries



» Acc. To Hoover in the absence of production cost differences,
the best location will be at the point of minimum transport

costs. (in line with Weber)

» He included both “loading costs” and other “terminal charges”
and also Long-haul advantages in analyzing transport costs

(Weber missed on this).



ank A.
~Fetter

MARKET COMPETITION THEORY




Market Competition Theory

In 1924 Frank A. Fetter had proposed the law of industriallocation.
He proved that all the production can be sold in thezmarkets which are having unlimited demand.

In other words, industries have been located-according to the demand and consumption.

vV V V VY

Motive:

v To identify marketkageas

v’ To establish @ownopoly’ of a factory/ industry

v To achieve maximum profit

According to Fetter, the place having minimum cost is the place of maximum
profit




» Acc. to Fetter, Weber missed competitionzamong firms (Questioning
Agglomeration concept)

» In reality, there exist spatial varjation in DEMAND
> Price value decides extent @f market area

» Lower the price —¢&xténsive the market area — more the profit and
vice-versa




Fetter’s law suggests the following locations

X Isotims = Equal price lines

Case 1: Production Cost &
Transportation Cost

are EQUAL

The location of industry will
be along centre line XX’

X)
Ideal location between Market A & B




X

Case 2: P.C. of ‘A’>P.C. of ‘B’
T.C. Is equal
If production cost Is varied,.the
boundary of industry will be
Inclined towards the'centre of
higher production cost
X)

Centre ‘A’ is having higher Production ,therefore
market boundary is inclined towards ‘A’




Case 3: T.C. of ‘B’>T.C. of ‘B’
P.C. Is equal

If production cost Is similar and
transport cost Is higher at one
centre then the market boundary
will be inclined towardsthe centre
having higher transport cost

9
Centre ‘B’ is having higher transport cggt,
therefore market boundary is inclined towards ‘B’
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Renner’s Theory of Industrial Location
Renner, in his book entitled, World Economic Geography: An Introduction to Geonomics
(1960)

He introduced ‘The General Principle of Industrial Location’ which was based on the concept of
‘Factor-orientation’

Renner identified six factors for the location of industries:
capital, transport, raw material, market, power and labor.

Renner explained effect of'each factor in his theory

He also pointed that there is a tendency that many factors may be available at a particular place.

More the factors available at a place more it will be suitable for the industrial location

Renner has given the term ‘Industrial Symbiosis 3itg@lfare wgsilaa for the combination of
these factors.

Industrial symbiosis is the process by which wastes or by-products of an industry or industrial
process become the raw materials for another.

Application of this concept allows materials to be used in a more sustainable way and contributes
to the creation of a circular economy.



Symbioses types

1. Disjunctive symbiosis, &
2. Conjunctive symbiosis

Disjunctive symbiosis is the condition when two or more different
industries in some region'are beneficial for each other.

v No biological relationship

Conjunctive symbiosis occurs when in a region different types of industries
function with the help of each other. In such a case product of an industry is
utilized by other industry as a raw material.

v Biological relationship exist
Both these symbioses will frame the future curse of industrial development



Law of Industrial Ecology

v

Any industry tends to locate at a point which provides optimum access to its
ingredients or component elements.

If all these component elements be juxtaposed, the location of the industry 1s
predetermined.

If, however, they occur widely separated, the industry 1s so located as to be
most accessible to that element which would be the most expensive or
difficult to transport and which, therefore, becomes the locative factor for
the industry in question






Introduction

A Swedish economist, Tord Palander pub{i@‘bd' his industrial location
theory in 1935. ‘Q‘b

He distinguished two fundamental ‘q&stions In attempting to develop a
theoretical approach to industriaklQCetion:

Given the price and | on of materials and of the market, where will
the production tak

Given the plac roduction, the competitive conditions, factory costs,
and transportation rates, how does price affect the extent of the area In
which the producer can sell his goods?



First he dealt with the market areas.

4 To determine the boundary between the two market
Gradients of areas, he takes the simple case of two firms making the

delivered
price

same product for a linear market.
Here, there are t lants - A and B - serving a market
distributed al e horizontal axis of the diagram.

The pl%??st or the price charged for the product at
sour§e the vertical distance AA’ for firm ‘A’ and BB’

fpdivh *B°.

“ssirm B’s cost is lower.

Price to pay increases as the cost of transportation
d (distance) —p Increases away from the plant.

SACHONA Market of B The rising transportation cost is shown by the lines
rising in both direction from A' and B'. Thus, at any
point the price charged includes a fixed plant cost and a

The market area of A and B variable cost of transportation.

The boundary between the market areas of the two firms
will be at X. Here the delivered prices from both
producers is equal and consumers will be indifferent
as to which firm they buy from.




Palander illustrates a number of variations on the situation by changing
the relative values of the plant price (P) and freight charges (f)

The two firms have
equal plant price and ‘{Q‘b
same freight costs per unit of dis

so the market area boundarys midway between A and B




There are equal freight rates (the slope)
but lower plant price at one location

(B). >
»
Thus, B controls more%rg%\ than A
~




B has a higher plant and transport cost than A,

but 1s still able to control a small market area by
virtue of the higher delivered pri%@ﬂ‘rom A near B.

X




Where one firm has lower plant price but higher
transport costs than the other,
It Is able to control an extensive section of the market but
there Is an area near A where B (&géins control by virtue of its

lower éig
O

t cost.




Here the situation is the same as d, except that
firm B cannot serve the market immediately joining its factory

because the price at the point is high.

It is only at some distance away fr @R that the relative low

freight rate from B allows th%{{ to sell at a lower price
'x

&

than A.




The above situations can be seen In a three dimensional manner.

In three dimension, the market area boundary (or isotante) becomes a
focus of points where the delivered prices from the producers are equal,
and the gradients of delivered prices from<an inverted conical surface
with an apex directly above the point rep ting the factory.

Certain generalizations can be m?@onceming the form of market
area boundary in different circumstances:
If for the two firms, plant price and transport rates are

equal, the boundary be a line perpendicular to the line joining
the firms and midway between them.

If prices ar %I but costs of delivery vary, the isotante will be
a circle ro the factory with the higher freight rate.

If only transport rates are equal, the isotante will be a
hyperbola, concave towards the factory with the highest price.

The size of the market area that a firm controls will influence the profit
that it makes.
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