
 

1.1 

1. Chapter 1- Basic Concept 

 

1. Economics originated from Greek work ‘'Oikonomia’. „Oiko‟-‘House’ & „Nomia’,-

‘Management’. 

2. Till 19th century, Economics was also known as ‘Political Economy’ 

3. Basic Economics problem unlimited wants, and Scarce resources. 

4. Resources shall be allocated to their highest valued uses. 

5. Economics is study of transformation of the scarce resources into G&S to satisfy the most 

important of our infinite wants  

6. Decision making - process of selecting an appropriate alternative that will provide the most 

efficient means of attaining a desired end, from two or more alternative courses of action‟.  

7. Decision making arises only if there is choice available. No alternatives no decision 

making- e.g.- Continue or shut down decision, New Product, Make or buy, Marketing 

8. Joel Dean defined Business Economics as the use of economic analysis to make business 

decisions involving the best use of an organization‟s scarce resources.-  

9. Business Economics is referred as Managerial Economics, generally refers to the 

integration of economic theory with business practice. 

10. Economic theories are hypothetical and simplistic in since based on simplifying 

assumptions.  

11. Business Economics enables application of economic logic and analytical tools to bridge the 

gap between theory and practice. 

12. Difference between Micro and Macro Economics 

Micro Economics Macro Economics 

Greek work „Mikros‟ which means „Small‟ Greek work “Makros‟ which means „large‟ 

“Study of particular firm, particular household, 

individual price, wages, income, individual industries, 

particular commodities”- Prof. Boulding 

“Macro Economics examines the Forest and 

not the Trees. Large aggregates”- 

Prof.Mc.Connel 

Behavior of individual firm or industry  Overall economic phenomena  

It is also called as „Price Theory‟  It is also called as „Income Theory‟  

 

13. The Nature of Business Economics is described as under- 

(a) Business Economics is a Science- Explains cause and effect relationships.  

(b) Business Economics is an art -application of rules and principles  

(c) Micro Economics based 

(d) Macro Analysis based 

(e) Analysis from Private Enterprises Economy viewpoint 

(f) Inter-Disciplinary- Integrates the tools of decision sciences such as Mathematics, 

Statistics and Econometrics with Economic. 

(g) Pragmatic Approach- 

 

14. Normative and positive – 

a. Positive - Explains relationship between cause & effect. No value 

judgments/suggestions. It states 'what is. 
Robbins- Economics is neutral between ends. 

b. Normative – Passes value judgment and suggestion.  Explains implying ‘what ought to 
be’. Marshall & Pigou- Complete neutrality between ends is neither feasible nor 

desirable. 
 

15.   Scope of Business Economics 
a. Microeconomics applied to operational or internal Issues- issues within the organization 

and fall within the purview and control of the management.  

1. Demand Analysis 2. Demand Forecasting 3. Cost analysis 

4. Theory of Capital and 

Investment Decisions 

5.  and Uncertainty Analysis 6. Market Structure and 

Pricing Policies 

7. Resource Allocation 8. Production analysis 9. Inventory Management 

10. Profit analysis   
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1.2 

b. Macroeconomics applied to environmental or external issues- issues out of preview of an 

organization The major macro-economic factors relate to 

1) The type of economic system. 

2) Stage of business cycle. 

3) The general trends in national income, employment, prices, saving and investment. 

4) Government‟s economic policies like industrial policy, competition policy, monetary and 

fiscal policy, price policy, foreign trade policy and globalization policies. 

5) Working of financial sector and capital market. 

6) Socio-economic organizations like trade unions, producer and consumer unions and 

cooperatives. 

7) Social and political environment. 

 

2. Central Economic Problems. 

 

1. All countries, without exceptions, face the problem of scarcity because their resources are 

limited and these resources have alternative uses. 

2. If a resource has only a single use, then also the economic problem would not arise. 

3. The central economic problem is further divided into four basic economic problems. 

a) What to produce? Which goods and in what quantities  

b) How to Produce? Method of production,(labour- intensive or capital – intensive)  

c) For whom to produce? How the G&S should be distributed among members of the 

society. Also shares of different people in the national product. 

d) What provisions (if any) are to be made for economic growth?-saving and 

investment  

Particular Capitalist economy Socialist economy Mixed Economy 

Also 

Known as 

Free market economy or 

laissez-faire economy 

Karl Marx and Frederic Engels in 

their work „The Communist 

Manifesto‟ published in 1848 

Depends on both 

markets and govt. 

 Private Ownership Collective Ownership/ Public 

ownership 

Include the best 

features of both the 

controlled economy and 

the market economy 

while excluding the 

demerits of both. 

Other 

points 

Private property is the 

mainstay. 

Profit motive is its driving 

force 

 

How CEP 

are 

solved 

Impersonal forces of market 

demand and supply or the 

price mechanism 

 

What To 

produce 

Decided by consumers   

How to 

produce 

Cost of production minimum. 

Labor or capital Intensive 

  

For 

Whom to 

produce 

Those who have buying 

capacity 

  

What 

provision

are to be 

made for 

economic 

growth? 

Depends upon level of interest 

rate for consumer and rate of 

return in Market for business 

firm 

  

Characte

ristics 

a. Right to private property 

b. Freedom of enterprise 

c. Freedom of economic 
choice 

d. Profit Motive 

e. Consumer Sovereignty 

a. Collective Ownership of 

means of production by state 

however, small farms, 

workshops & trading firms 

which may remain in private 

a. Government itself 

must run important 

and selected 

industries and 

eliminate the free 
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1.3 

f. Competition 

g. Absence of Government 

Interference 

hands. 

b. Profit- motive and self- 

interest are not the driving 

forces  

c. The resources are used to 

achieve certain socio-

economic objectives. 

d. Centrally planned economy 

e. Absence of Consumer Choice- 

f. Relatively Equal Income 

Distribution- 

g. Minimum role of Price 

Mechanism or Market forces- 

h. Absence of Competition 

play of profit motive 

and self-interest. 

Merits a) Self-regulating through 

price mechanism. 

b) Rewards efficiency and 

punishes inefficiency. 

c) Faster economic growth 

d) Optimum allocation of 

resources  

e) Operative efficiency. 

f) Lower cost of production 

g) Better standard of living of 

consumers  

h) Incentive for innovation 

and Technological 

progress. 

i)  Right to private Property  

j) No costs for collecting and 

processing of information 

a) Equitable distribution of 

wealth and income 

b) Rapid and balanced economic 

development  

c) Planned Economy-  

d) Minimum Wastage and 

optimum utislisation of 

resource- 

e) Unemployment is minimized, 

f) Absence of profit motive  

g) Right to work and minimum 

standard of living  

h) High Social security  

 

a) Economic freedom 

and existence of 

private property  

b) Price mechanism  

c) Consumer 

sovereignty and 

freedom of choice. 

d) Appropriate 

incentives  

e) Encourages 

enterprise and risk 

taking. 

f) Advantages of 

economic planning  

g) Comparatively 

greater economic 

and social equality 

and freedom  

h) No cut throat 

competition 

 

De Merits a) Precedence of property 

rights over human rights. 

b) Inequality and social 

injustice 

c) Wide differences in 

economic opportunities. 

d) Does not represent the real 

needs of the society. 

e) Exploitation of labour 

f) Consumer sovereignty is a 

myth  

g) Misallocation of resources  

h) Less of merit goods  

i) Unplanned production. 

j) Waste of productive 

resources 

k) Formation of monopolies  

l) Environmental 

degradation. 

m) Inefficiency and delays, 

corruption, red-tapism, 

favoritism,  

n) All material means of 

production are under the 

control and direction of state. 

o) Takes away right of private 

property. 

p) No incentive for hard work  

q) Administered prices  

r) State monopolies become 

uncontrollable 

s) Consumers have no freedom 

of choice. 

t) No importance topersonal 

efficiency and productivity.  

u) The extreme form of socialism 

is not at all practicable  

v) Excessive controls 

the private sector. 

w) Poor 

implementation 

x) Undue delays  
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Chapter 2 – Utility Analysis       
                                   2.1 

1. Utility is want satisfying power of a commodity is called as utility. 

2. Utility is subjective term and differs from person to person 

3. Utility does not mean usefulness.  

4. Utility is ethically neutral. 

5. Human beings have virtually unlimited wants, Each single want is satiable (capable of being 

satisfied) 

6. Consumer spends his income on different G&S to attain maximum satisfaction. 

7.  

 Cardinal Approach Ordinal Approach 

Assumptions Measurable and quantifiable  Utility is not quantifiable 

Rationale Human satisfaction can be expressed 

in monetary terms,  

Human Satisfaction is 

psychological phenomenon  

Economists Alfred Marshall Hicks and Allen 

 

8. Total Utility- The sum total of utility derived from different units of commodity  

9. Marginal Utility- Additional utility derived from additional unit of a commodity. 

Marginal Utility can also be defined as change in the total utility resulting from one- unit change 

(tun-tu(n-1)) in consumption of commodity, per unit of time. 

 

10. Assumptions under Marginal utility analysis and cardinal approach 

a) Cardinal Measurability of Utility- Utility is measurable and quantifiable. 

b) Comparability of Utility across the goods- Satisfaction derived by a person from 

different commodities can be compared.  

c) Independence of Utilities-  

d) Constant Marginal Utility of Money- 

 

11. Law of diminishing Marginal utility states -as a consumer consumes more of stock, the 

extra satisfaction that he derives from an extra unit, declines with the increase in consumption 

of that item. 

12. If same goods have capacity to satisfy other wants then their marginal utility would not 

have decreased. 

 

13. Conclusion as per law of Diminishing marginal utility 

a) Total Utility increases at diminishing rate. 

b) Marginal Utility is Downward Sloping curve, moving from left to right 

c) Marginal utility is negatively sloped curve. 

d) Where Marginal Utility is negative, Total utility decreases. 

e) MU goes on decreasing & becomes negative beyond a certain point of time. 

 

14. Assumptions and Exception to Law of Marginal utility 

a) Standard Units- Suitable size. 

b) Homogeneous units-  

c) Constant Income-  

d) Constant Taste/ fashion- Continuous consumption-  

e) Cardinal approach- Utility is quantifiable 

 

15. Exceptions to Law- 

a) Personal Aspects- music, hobbies, etc 

b) Money is excluded- 

c) Other possessions- substitute or complimentary.  

 

16. Significance of Law  

a) Law of diminishing marginal utility forms the basis of Law of demand.  

b) Law of diminishing marginal utility indicates consumer’s equilibrium and price. 
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Chapter 2 – Utility Analysis       
                                   2.2 

c) Law of diminishing marginal utility explains the concept of consumer surplus  

d) Price and MU moves together up and down.  

e) Marginal utility varies inversely with the supply.  

f) MU of the goods increases as the quantity of complementary goods increases 

g) MU of the goods decreases as the quantity of substitute goods with the consumer increases.  

 

17. Law of Equi- marginal utility - As per the law of Equi- marginal utility, If marginal 

utility of money spent on commodity X is greater than marginal utility of money spent on 

commodity Y, then the consumer will withdraw some money from purchase of Product Y and 

will spent on purchase of X, till MU of money in two cases becomes equal. 

 

18. Maximum Satisfaction- The consumer will attain maximum satisfaction, and will be in 

equilibrium when MU of money spent on various goods that he buys, are equal. 

 

19. Consumer’s Equilibrium: Consumer is in equilibrium when price of the commodity = MU. 

Similarly for more than two products, consumer will be in equilibrium if- 

MU X   =         MU Y  =          MU Z 

     Price X      Price Y       Price Z 

 

20. The consumer will attain maximum satisfaction, and will be in equilibrium when MU of 

money spent on various goods that he buys, are equal. 

 

21. Consumer Surplus: What a consumer is ready to pay – what he actually pays. 

a) The consumer continues to buy a commodity till MU = Price of the commodity 

b) For all the earlier units purchased, MU > price paid. This difference is called as 

consumer’s surplus 

 

22. Limitations to Consumer surplus 

a) Relevant only if cardinal approach to measurement of utility is assumed.  

b) Consumer’s surplus cannot be measured precisely 

c) Consumer’s surplus derived is affected by availability of substitutes. 

d) In case of necessaries, consumer’s surplus is infinite  

e) Not applicable to prestigious items  

f) It is assumed that MU of the money is constant, which is unrealistic.  

 

4. Ordinal Approach- Hicks and Allen Approach. 
 

23. Indifference curve analysis- Assumptions 

a) Ordinal Approach to utility- UTILITY is not measurable in monetary terms. 

b) Consistency in ranking- If a consumer prefers X to Y and Y to Z , this automatically 

means that he must prefer X to Z. 

c) Rational Consumer-Ranking and preferences-  

d) Number of Goods- Customer prefers that combination which has more commodity 

in combination and tries to maximize his satisfaction. 

 

24. Indifference curve analysis  

a) An Indifference curve is a curve which represents all those combination of goods which 

gives same satisfaction to the consumer. 

b) He remains indifferent among those combinations. 
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Chapter 2 – Utility Analysis       
                                   2.3 

25. Indifference Map  

a) A set of indifference curves is called as Indifference Map. 

b) An indifference map depicts complete picture of customer’s 

taste and preferences. 

c) The consumer is indifferent for any combination lying on same IC. 

d) However he prefers combination on Higher IC to combinations 

on lower IC, as the combinations of higher IC give more 

satisfaction. So IC4 > IC3>IC2>IC1. 

e) Farther the IC from the origin, higher is the satisfaction level. 

           

26. Marginal rate of Substitutions  

a) Marginal rate of substitutions (MRS) indicates how much of one commodity is substituted 

for how much of another commodity. 

b) MRS is indicated by Slope of IC curve at a particular point. 

c)  MRS show decreasing trend similar to concept of diminishing marginal utility. 

 

27. Property of indifference curve 

a) Downward sloping to right- negatively sloped.  

b) Convex to the origin- due to diminishing nature of MRS. 

c) All point on an IC gives same satisfaction- 

d) Higher level of satisfaction- 

e)  Non Intersecting 

 

28. Budget line - Price line, Price opportunity line, Price- income 

line, Budget constraint line. 

a) A Budget line shows all those combinations of two goods which a 

consumer can buy spending his given money income on two 

goods at their given prices. 

b) Budget line is also called as Every point on Budget line represents 

full spending by the consumer. 

 

29. Consumer Equilibrium under indifference curve approach 

a) Consumer will try to reach the highest possible IC. 

b) However his objective of buying higher quantity of goods is restricted by Budget line. 

c) Thus a consumer is in equilibrium when he derives maximum possible satisfaction 

from the goods, and is in no position to re- arrange his purchase of goods. 

 

30. Assumptions under Ordinal Approach: 

a) The consumer has fixed money income which he has to spend wholly on 2 Goods 

b) Prices are constant. 

c) The consumer has given an indifference map which shows his scale of preferences 

 

31. Relationship of MRS and price at equilibrium, 

a) At equilibrium, slope of price line is equal to slope of Indifference curve. 

b) Slope of the line is PX/PY. 

c) Slope of indifference curve indicates Marginal rate of substitution of X for Y. 

MRSXY=MUX/MUY. 

d) Hence at equilibrium MRSXY=MUX/MUY= PX/PY, alternatively, MUX/ PX = MUY/PY. 
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                  Chapter 3- Demand Analysis 

 

1. Demand = Willingness (Desire) and ability (Resources/Means) + willingness to use those 

means 

2. Demand is determined at certain, (i) Price (ii) place or (iii) time. 

3. The quantity demanded is a flow.  

4. Types of Demand 

a. Individual Demand- sub-system of total demand. 

b. Market Demand. sum total demand of all individual demand 

c. Price Demand -Demand of consumer at various prices 

d. Income demand- DD at various income levels. According to this superior goods have 

greater demand and as the level of income lowers, inferior goods have higher demand. 

e. Cross demand- Demand due to availability of Substitute goods or complementary goods. 

 

5. Factors of Demand 

a. Price of the commodity: demand for a commodity is inversely related to its price. 

b. Price of related commodities-  

(A). Complementary goods Inversely Related 

(B) Competing goods or substitutes.- Directly Related 

c. Income of the consumer-  

i. As the level of income rises, increase in demand of necessities is proportionally less than 

increase in income. 

ii. As the income level increase importance of food and other non durable goods in the 

overall consumption basket and a rise in the importance of durable goods 

iii. There are some commodities for which the quantity demanded decreases with an 

increase in money income beyond this level. These goods are called inferior goods.[ Also 

called as Giffen goods] 

d. Tastes and preferences of consumers- 

i. Tastes and preferences of consumers are also influence by ‘Demonstration effect’ or 

‘bandwagon effect’, i.e. by seeing another person use a particular product/ commodity. 

ii.  Sometimes, when a product becomes common among all, some people decrease or 

altogether stop its consumption. This is called ‘snob effect’.  

iii. Highly priced goods are consumed by status seeking rich people to satisfy their need for 

conspicuous consumption. This is called ‘Veblen effect’  

e. Population aspect- 

(a) Size of the population-Directly related 

(b) Composition of population: Directly if composition is in favor of demand 

(c) The level of National Income and its Distribution: Even Distribution More DD, uneven 

distribution less Demand 

(d) Consumer-credit facility and interest rates: Cheaper interest rate and larger availability of 

credit increases DD 

 

6. Short run demand- refers to the demand with its immediate reaction 

7. Long run demand- refers to demand which exists over a long period.  

8. Industry demand- total demand for the products of a particular industry. 

9. Company demand denotes the demand for the products of a particular firm. 

10. Derived demand-The demand because of the demand for some other commodity called 

‘parent product’, 

11. Autonomous demand- Independent of the demand for other goods. 

12. Producers goods are used for the production of other goods - either consumer goods or 

producer goods themselves. 

13. Consumer goods are used for final consumption. 

a. Durable goods are those which can be consumed more than once.  
b. Non durable goods are those which cannot be consumer more than once 
 

1. Law of Demand 
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                  Chapter 3- Demand Analysis 

 

(a) Other things being equal, inverse relationship between price and quantity demanded,  

(b) The other things which are assumed to be equal or constant are:- 

 Prices of related commodities (complementary goods or substitute goods) 

 Income of consumers 

 Tastes and preferences of consumers, and  

 Such other factors which influence demand. 

 

2. Features of the Demand Curve 

(a) Slopes downwards from left to right 

(b) Negatively sloped 

(c) May sometimes be a straight-line or sometimes a free hand curve 

(d) Demand curve is also called Average Revenue curve (ARC).  

(e) The Market Demand curve is a lateral summation of individual Demand curve. 

 

3. Rationale of the Law of Demand 

a) Law of diminishing marginal utility 

b) Substitution effect:-When the price of a commodity falls, it becomes relatively cheaper 

than other commodities. 

c) Income effect: As a result of fall in the price of the commodity, consumer’s real income or 

purchasing power increases. 

d) Arrival of new consumer: Rise in number and rise in buying capacity 

e) Different uses:  

 

4. Exceptions to the Law of Demand 

a) Conspicuous goods: Prestige value or snob appeal or conspicuous consumption or 

Veblen effect or prestige goods effect. 

b) Giffen goods: Inferior goods , with no close substitutes easily available and which occupy 

a substantial place in consumer’s budget are called ‘Giffen goods’ 

c) Conspicuous necessities: The demand for certain goods is affected by the demonstration 

effect of the consumption pattern of a social group to which an individual belongs.  

d) Future expectations about prices: 

e) Irrational consumer-  

f) Demand for necessaries 

g) Ignorant consumer: 

h) Speculative goods 

 

5. Expansion and contraction in Demand VS Increase and decrease in Demand 

 

Term Meaning Effect 

Expansion/ Extension of 

Demand 

Quantity demanded Increases, 

due to decrease in price  

Downward movement along same 

Demand curve 

Contraction of Demand Quantity demanded decreases, 

due to increase in price 

Upward movement along same 

Demand curve 

Increase in DD Quantity demanded Increases, 

due to change in any factor 

other than price 

Rightward Shift of Demand 

Curve 

Decrease in DD Quantity demanded decreases, 

due to change in any factor 

other than price 

Leftward Shift of Demand Curve 

 

 

Part C-Elasticity of Demand 
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1. Elasticity of demand is defined as the responsiveness of the quantity demanded of a good to 

changes in one of the variables on which demand depends.  

2. the percentage change in quantity demanded divided by the percentage change in one of the 

variables on which demand depends 

3. Factors affecting demand and name of their elasticity 

Factors Name of Elasticity Denoted by 

Price of the commodity Price Elasticity EP 

Income of the consumer Income Elasticity EI 

Price of the related product Cross Elasticity EC 

Availability of the substitute Substitution Elasticity ES 

 

Methods Formula Used when Diagram 

Percentage 

change or 

proportional 

Method 

 

1. Responsiveness of quantity 

demanded of a commodity, 

to a change in Price 

2. % change in quantity 

demanded divided by the % 

change in price, other things 

remaining equal 

Answer will be in 

negative denoting 

Inverse relation 

Point 

Elasticity- 

Method of 

derivative 

Ep =  -dq p ÷ dp q 
 

1. change in price is 

infinitesimal (very small) 

2. Makes use of derivative 

rather than finite changes in 

price and quantity 

 

Point 

Elasticity –

Method of 

Graph 

EP       Lower segment  

 Upper segment 
 

1. Applicable only for Straight- 

line Demand curve touching 

both the axes. 

 

Arc Elasticity 

Method 

1. EP= q1-q2  x  p1+p2 

            q1+q2      p1-p2 

 

1. Arc Elasticity is a measure of 
average responsiveness  

2. Large change in prices and 

quantities  

 

Total Outlay 

Method 

1. Elasticity is calculated by analysisng the change in Total 

expenditure or Outlay of the household. 

2. By this method we can only say whether the demand for a 

good is elastic or inelastic; we cannot find out the exact 

coefficient of price elasticity 

 

EP < 1  Price and Expenditure moves in same direction. 

 Demand is said to be less elastic, or inelastic 

 Price Increase 

and TR increase 

 Price Decrease 

and TR decrease 

EP = 1  Total Expenditure remains Unchanged. 

 Demand is said to be unit elastic 

 Price Increase 

and TR 

unchanged 

 Price Decrease 

and TR 

unchanged 

EP > 1  Price and Expenditure moves in opposite direction.  Price Increase 
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 Demand is said to be elastic and TR decrease 

 Price Decrease 

and TR increase 

 

Description Numerical 

value 

Interpretation Nature of Curve  

Perfectly inelastic EP =0 Qty. demanded does not 

changes as price 

changes 

Vertical line 

Parallel to Y 

axis 

Inelastic or less 

elastic 

0<EP <1 Qty demanded changes 

by smaller percentage 

than price 

Relatively 

steeper Demand 

curve 

 

Unit Elastic EP =1 Qty demanded changes 

exactly by same % as 

price 

45 degree 

straight line  

Or rectangular 

hyperbola 

 

Elastic 1<EP <∞ Quantity demanded 

changes by larger 

percentage than price 

Relatively flatter 

demand curve 

 

Perfectly elastic EP =∞ Small change in price 

will bring infinite change 

in quantity demanded 

Parallel to X 

axis 

 

 

3. Determinants of price Elasticity 

a) Availability of substitutes:_________________ relationship 

b) Position of a commodity in a consumer’s budget:  

 Goods having higher proportion of consumers’ spending are __________ to demand. 

 Goods having lower proportion of consumers’ spending are ______________ to demand.  

c) Number of uses to which a commodity can be put: 

 Multiple uses have _________ to demand.  

 Specified or particular use have ____________ to demand. 

d) Time period: 

 The long run demand for a commodity is _________.  

 The short run demand for a commodity is ______________ to change in price. 

e) Consumer habits:  

 Habitual Goods _________________Demand 

f) Tied demand: 

 Goods which have autonomous demand on their own are _____________ 

 Goods which have tied or joint demand are ____________.  

g) Nature of the need that a commodity satisfies: 

 Luxury goods are price __________- while necessities are price _____________to price change. 

h)  Price range: 

 Goods which are in medium range of price level are ____________ to price change. 

 Goods which are in very high price range or in very low price range have __________ DD. 

 

8. Income Elasticity of Demand 

Responsiveness of quantity demanded of 

a good to changes in the income of 

consumers 

Ei =Percentage change in quantity Demand x100  

      Percentage change in income                                       

 

Factors Explanation Type of Elasticity 
of demand 

Nature of the Necessities. Inelastic 
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commodity 
 Luxurious goods. Elastic 

Level of income Goods demanded by high income group. Inelastic 

 Goods demanded by low income group. Elastic 

Custom and habit Goods purchase under influence of Custom and habit. Inelastic 

Proportion of 
expenditure 

Commodity on which Proportion of expenditure is low. Inelastic 

 Commodity on which Proportion of expenditure is large. Elastic 

Level of price 
and change in 
price 

When price level of a commodity is too high and change in 
price is smaller. 

Inelastic 

 If price level is low and change in price is large. Elastic 

Number of uses Commodity which has limited uses. Inelastic 

 Commodity which used to satisfy several wants. Elastic 

Substitutes Commodity which have less substitutes. Inelastic 

 Commodity having several substitutes. Elastic 

Urgency Commodity which is required urgently. Inelastic 

 Commodity which is not required urgently. Elastic 

The Period Demand for commodity is inelastic in long run. Inelastic 

 Demand for commodity is elastic in short period. Elastic 

Tied demand or 
Joint demand 

Demand for those goods, which are tied to others. Inelastic 

Consumer habits Demand for commodity used by habitual consumer. Inelastic 

 

Income Elasticity of Demand 
Type of 
Income 
Elastic 

Relation between income 
& demand 

Example Formula Curve 

Positive 
Income 
Elasticity 

Positive  Normal and 

Luxury goods 

Ey = 1 

Ey > 1 
Ey < 1 

 
 
 
 

Negative 
Income 
Elasticity 

Inverse Inferior goods Ey < 0 

 
 

 
 
 

Zero 
Income 
Elasticity  

Constant             (No 
change in demand though 
there is change in income) 

Necessaries 
goods 

E = 0  
 
 
 
 

Cross elasticity of demand is degree of responsiveness of demand for 

one good to a change in price of other good.  

Positive 
Cross 
Elasticity 

Direct or Positive relation 
(Goods must be substitute) 

Tea & Coffee,  CED = 1 
CED > 1 
CED < 1 

 

Negative  
Cross 
Elasticity 

Inverse relation 
(Goods must be complementary 
goods 

Car & Petrol CED < 0  

Zero Cross 
Elasticity 

Constant     
(No change in demand of one 
product though there is 
change in price of other 
product) 
goods must be unrelated 

Cloth & salt CED = 0  
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                  Chapter 3- Demand Analysis 

 

9. Methods of demand Forecasting 
 
1. Survey of Buyers’ Intentions: direct interview of potential customers.  

a) Complete enumeration method  
b) Sample survey method  

c) End–use method, especially used in forecasting demand for inputs, involves identification 
of all final users,  

 
2. Collective opinion method:  

a) Sales force opinion method or grass roots approach. Firms having a wide network of sales 

personnel can use the knowledge, experience and skills of the sales force. 
b) Although this method is simple and based on first-hand information of those who are 

directly connected with sales, it is subjective as personal opinions . 
 
3. Expert Opinion method:  

Delphi Technique 
a) The Delphi technique, developed by Olaf Helmer at the Rand Corporation of the USA, 

provides a useful way to obtain informed judgments from diverse experts  
 

4. Statistical methods:  
a) Forecasts using statistical methods are considered as superior methods because they are 

more scientific, reliable and free from subjectivity.  
b) Trend Projection method: This method, also known classical method, is considered as a 

‘naive’ approach to demand forecasting.  

i. Graphical Method:  
ii. Fitting trend equation: Least Square Method: sum of the squared differences 

between the calculated and observed value is minimised.  
 

5. Regression analysis: Relationship is established between the quantity demanded (dependent 

variable) and the independent variables (explanatory variables) such as income, price of the 
good, prices of related goods etc. Once the relationship is established, we derive regression 

equation assuming the relationship to be linear. The equation will be of the form Y = a + bX.  
 

6. Controlled Experiments: also known as market experiment method. 

a) Under this method, future demand is estimated by conducting market studies and 
experiments on consumer behaviour under actual, though controlled, market conditions.  

 
7. Barometric method of forecasting: 

a) Just as meteorologists use the barometer to forecast weather, the economists use economic 

indicators to forecast trends in business activities. This information is then used to forecast 
demand prospects of a product, though not the actual quantity demanded.  

b) For this purpose, an index of relevant economic indicators is constructed.  
c) Movements in these indicators are used as basis for forecasting the likely economic 

environment in the near future. There are leading indicators, coincidental indicators and 

lagging indicators. The leading indicators move up or down ahead of some other series.  
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Chapter 4- Supply 
 
1. Supply refers to amount of a commodity seller is  

 Able to sell - depends upon stock of a commodity 

 And willing to sell- depends upon price of a commodity. 

2. Determinants of supply on Factors affecting supply 

Factors Relation Factor Relation 

Price  Cost of Production  

Stock  Techniques of   

Time  Taxation policy   

Natural Resources  Trade policy   

Production  Infrastructure  

Weather conditions  Monetary Policy   
 

 

3. Law of supply states that ―other things being equal‖ there is a direct relationship 

between price and supply. 
4. The law of supply is explained by Dr. Alfred Marshall.  
5. Features of Supply curve 

a) Slopes upwards from left to the right. 

b) Positively slope 

c) Straight—line or sometimes a free hand curve. 

d) The Market Supply Curve is a lateral summation (totaling) of 

Individual Supply Curves  

6. Increase and Decrease in the Quantity Supplied  

Increase In SS Decrease In SS Expansion in SS Contraction in SS 

Increase in Supply take 
place as a result of 

changes in factors other 

than price, while price 
remains constant. 

Decrease in Supply take 

place as a result of 

changes in factors other 

than price, while price 

remains constant. 

Rise  in the quantity 

supplied takes place as 

a result of changes in 

price 

Fall in the quantity 

supplied takes place as 

a result of changes in 

price 

 

_________________Shift 

 

________________Shift 

Upward Movement 

along same SS curve 

Downward Movement 

along same SS curve 

 

 

 

 

 

 

   

 

7. Assumptions of Law of supply 

a. No change in cost of production 

b. No change in technology 

c. Normal weather conditions 

d. No change in infrastructural facilities 

e. No change in amount of Natural Resources 

f. No change in Taxation policy 

g. No change in monetary and trade policy 
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Chapter 4- Supply 
 
8. Exceptions to law of Supply 

Labour Supply 
 

Wage rate Labour 

supply 

Total 

income 

Rs.100/hr 12 hr. 1200/day 

Rs.250/hr. 15 hr. 3750/day 

Rs.700/hr. 10 hr. 7000/day 

 

Need for cash- Seller may sell at lower price and supply more Qty if 
needs more cash 

Savings If a person wants a fixed amount of income in the form 

of interest then, he will save more at a lower rate of 
interest and save less at a higher rate of interest 

Future Expectations With a small rise in price, if seller expects a further 
rise in future he will decrease the supply & vice-versa 

  

 
9. Elasticity of Supply refers to degree of responsiveness of supply to change in its price. 

Or, Elasticity of Supply refers to the ratio between percentage or proportionate change in 

supply and percentage or proportionate change in price. 

Type Equation 

Perfectly Elastic Supply Es =  

Relatively Elastic Supply 
Or, More Elastic 

Es>  1 

Unitary Elastic Supply Es =  1 

Relatively Inelastic Supply 

Or, less Elastic 

Es<  1 

 

Perfectly Inelastic Supply 
Es = 0 

 

 

 
 

 

 
10. Methods of measurement of Elasticity of supply 

Percentage / Proportionate Method 

 

 

Point Method 

 

 

Arc Elasticity 

 

 

 

11. Equilibrium Price: The determination of Equilibrium Price 

using Demand and Supply is explained in the following 

manner – 

(a) Demand Curve slopes downwards from left to right, while 

Supply Curve slopes upwards from left to right. 

(b) Point E constitutes the Stable Equilibrium for the product, 

other things remaining equal. 

(c) The Equilibrium Price is OP, and the quantity bought and 

sold at that level is OQ units. 
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Chapter 5- Cost of Production 

 
1. According to James Bates and J.R. Parkinson ―Production is the organized activity 

>>>>> of transformation of Raw material into Finished G&S >>>>> satisfy the demand  

2. Production is any economic activity, which satisfy human wants. 

3. Production = Creation of Utility or Addition of utility. 

4. Methods of Creation of Utility-  

a) Form Utility 

b) Place Utility 

c) Time Utility 

d) Personal Utility 

5. Factors Of Production 

a) Land 

i. Every free gift of nature on Surface of the earth + below the surface of the earth+ 
above the surface of the earth 

ii. No Social Cost: Since no sacrifice is made in creation of land.  

iii. Permanent factor:  

iv. Passive factor:  

v. Heterogeneous factor and site value differs from place to place  

vi. Mobility: Geographically land is ___________ but occupationally it is _______________. 

vii. Subject to diminishing returns:  

viii. Supply: Supply of level is perfectly _______________. 

 

b. Labour - Mental or physical exertion to produce G&S, for  economic reward. 

I. Perishable Nature-  Labourer cannot store his Labour 
II. Labour is said to have no reserve price 

III. Weak bargaining power. 
IV. Self- Source- Labour is inseparable from the Labourer himself. 
V. Variations in skill and productivity 

VI. Productivity differs from person to person 
VII. Peculiar relationship between labour supply and Wage rate- Backward bending 

Supply curve 
a) Direct Relationship: Generally 
b) Reverse Relationship at Higher Prices 

c) Reverse Relationship at Lower Prices 

 

c. Capital- Part of wealth which is used for further production of wealth, or which yields an income. 

i. Capital is a stock concept 

ii. Capital refers to only that part of wealth, that is used for further production. Therefor not all 

wealth is capital but all capital is wealth 

iii. Produced means of Production 
iv. Man—made means / factor 
v. Mobility 
vi. Perishable factor- that’s why we charge depreciation 
vii. Types of Capital: 

a. Fixed Capital:  

b. Working Capital:  

c. Sunk Capital:  

d. Floating Capital:  

e. Money Capital:  

f. Real Capital:  

viii. Stages in capital Formation 
a) Savings: Ability to save depends upon the income capacity of individual.  

b) Mobilization of Savings: network of banking and other financial institutions 
c) Investments: 
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Chapter 5- Cost of Production 

 
d. Entrepreneur- A Person who combines the various factors of production in the right 

proportions, initiates the process of production and bears the risk involved in it. 

I. Also Called as Organiser, Manager or the Risk—Taker.  

II. Without the Entrepreneur, the other factors of production would remain unutilized or idle.  

III. Holds final responsibility of the business. 

IV. Entrepreneurship gets its reward (i.e. Profit), only after all other factors of production 
have been rewarded, i.e. after Rent, Wages and Interest. 

 

6. Functions of an Entrepreneur  

01. Initiating and Running the 

business: 

02. Risk—Bearing: 

03. Innovations: 

 

7. Enterprise Objective 
 

a) Organic Objectives – Survival  then Growth and Expansion 

b) Economic Objectives- Profit Maximizing Objective 

c) Social Objectives: Avoid anti—social practices, opportunities for gainful employment , 
continuous and sufficient supply of unadulterated goods ,does not cause any type of pollution. 

d) Human Objectives: All the objectives towards its employees 

e) National Objectives:  

 

8. Constrains in achieving the objectives 

a) Information 
b) Infrastructure 
c) Factors of Production 
d) Economic Aspects 

 
9. Enterprise's Problems 

e) Objective 

f) Location of Plant 
g) Size of Plant: 
h) Physical Facilities 
i) Finance: 
j) Organisation Structure: 

k) Legal Compliance: 
l) Industrial Relations: 
 

PART B – PRODUCTION FUNCTION 
 

1. Production Function is the functional relationship between physical inputs and physical 

outputs  

2. The maximum amount of output that can be produced with given quantities of inputs, in the 

existing state of technology. 

3. Production Function gives the minimum quantities of various inputs that are required to 

yield a given quantity of output.  

4. Cobb-Douglas Production Function 

a) Output is manufacturing production and inputs used are Labour and Capital. 

b) Cobb-Douglas Production Function is Q=KLaC(1-a),  

Where, Q is output, L is Quantity of Labour and C the qty of Capital. K and a are Positive Constants. 

c) Labour contributed about 3/4w and Capital about1/4th of the increase in the Manufacturing 

Production. 
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Chapter 5- Cost of Production 

 

5. Short run and long run production function 
 Short Run Long Run 

Fixed 

Factor 

Only one Factor of Production is kept 

constant or fixed. [Generally and, 

Capital or Enterprise is taken as fixed.] 

There is no Fixed Factor of Production in the 

long—run planning horizon. 

all the factors production are variable. 

Proportion 

between 

Factors 

Production is increased by increasing 

proportion of variable factor only, keeping 

fixed factor constant 

Production is changed by changing all the 

Factor of Production simultaneously 

Theory 

. 

Law of Variable Proportions is 

applicable in the short—run. 
Law of Returns to Scale is applicable in 

the long—run. 

6. Assumptions: 

 It is related to a particular unit of time. 

 The technical knowledge during that period of time remains constant. 

 The factors of production are divisible into most viable units. 

 The producer is using the best technique available. 

 
Terms Involved: 

Total Production Total Output  

Average Production AP = TP/Units of variable input (labour) 

Marginal Production 

(MP) 

Additional TP due to an additional unit of input. MP = Change TP I 

change in Labors OR Mp = MP = TPn - TPn_1 

Relationship between 

AP and MP 

 
 

1. Both AP and MP can be calculated by TP. 

2. When AP rises then MP also rises but MP>AP. 

3. When AP is maximum then MP =AP or say MP curve cuts the AP 

curve at its maximum point 

4. When AP falls then MP also falls but MP<AP. 

5. There may be a situation when MP decreases and AP increases but 

opposite never happened. 

 
 

 
6. Relationship between Average Product and Marginal Product 

a. When AP rises, MP >AP. 
b. When AP is maximum, MP =AP. 
c. MP declines slightly earlier than AR 
d. MP Curve cuts AP Curve from above when AP is maximum. 
e. When AP decreases, MP <AP. 
f. MP Curve declines steeply than AP. 
g. MP may become zero and negative later, but AP continues to remain positive 
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Chapter 5- Cost of Production 

 
Note: The point on the TP Curve when MP is maximum, is called Point of Inflexion 

 

7. Law of Variable Proportion/ Law Of Proportionality/ Law Of Diminishing Returns 
/Law Of Diminishing Marginal Physical Productivity. 

(a) The Law of Variable Proportions operates in short run only 

(b) Output is increased by varying the quantity of one input. 

 

8. Explanation to Stage 1 

a) Full Use of Fixed Indivisible Factors- Fixed Factors are more intensively and 
effectively utilized. This causes the production to increase at a rapid rate. 

b) Efficiency of Variable Factors- Through Specialization 
c) No Scarcity of  Variable factor 

d) Reaching the right combination 

9. Explanation to Stage 2- 

a) Inadequacy of Fixed Factor 

b) Less efficiency of Variable Factor 

c) Imperfect Substitutes 

d) Wrong combinations 

 

10. Explanation to Stage 3 

a)  Variable Factor becomes too excessive, Due to this, the total output falls 

instead of rising. 

Note: Stage II is called Law of Negative Marginal Returns 

 

Since the second stage is the most important, So stage II will be stage of operation 

and because of that in practice we normally refer to the law of variable proportion as 

the law of diminishing returns. 

 

Law of Return to scales- Operates in Long Run Only 
 

1. All factor inputs in the production function can be changed. The behavior of output 

consequent to change in the quantities of all factor inputs in the same proportion(i.e. 
keeping, the factor proportions unaltered) is known as 'returns to scale'. 

2.  

Increasing 

Returns to 

Scale: 

Simultaneous increase in all the inputs in 
the same given proportion result in a more 
than proportionate increase in the output. 

 

 

 

 

Constant 

Returns to 

Scale: 

 

1. Proportionate increase in all the inputs 

results in proportionate increase in 
output.  

2. Constant return to scale is also called 
'Linear Homogeneous Production 
Function'. 

 

Diminishing 
Returns to 

scale: 

Simultaneous increase in all inputs in the 
same given proportion result in a less than 
proportionate increase in the output 

 

 

 

 

Note: Stage II is called Law of Diminishing Returns since MP and AP both show decreasing 

trend. However, both MP and AP remain positive 
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Chapter 5- Cost of Production 

 
3. Internal Economies and Diseconomies to Scale 

Use of greater degree of division of Labour and specialised machinery at higher levels of 

output are generally termed as Internal Economies. 

Technical Managerial Commercial Risk— bearing Financial 

All these factors are within the control of an organization and thus are internal 

Factors. These factors initially acts Economies but after a pint becomes 

diseconomies 

 

4. External Economies are explained below — 

Cheaper Raw 

Materials and 

Capital 

Equipment for 

entire industry 

Technological 

development for 

entire industry 

Development of 

Skilled Labour 

Growth of 

ancillary 

industries 

Better 

transportation 

and marketing 

 

5. External Diseconomies:  

Rise in Factor Prices: Higher Costs: Government Restrictions: 

 

Production Optimisation 

1. Isoquant Curve:- "Iso" means equal and "quant" means quantity.  

(a) An Isoquant is a Curve that shows all the combinations of inputs that 

yield the same level of output. 

 

2. MRTS=Marginal Rate of Technical Substitution 

(a) MRTS always shows diminishing trend. 

(b) MRTS= Change in units of capital/ change in units of labour 

3. Features of Isoquants: 

(a) Isoquants are convex to the origin, due to diminishing trend of MRTS 

(b) Isoquants are negatively sloped, i.e. downwards from left to right. 

(c) Isoquant do not touch either axis. 

(d) An Isoquant lying above and to the right represents a higher level of output. 

(e) Two Isoquants cannot cut each other, i.e. Isoquants are non—intersecting. 

(f) Isoquants need not be parallel. 

4. Isocost Lines: Equal—Cost Lines or Budget Line or the Budget Constraint Line. 

(a) Isocost Line shows the various alternative combinations of two Factor Inputs,                                            

which a Firm can buy with given amount of money. 

 

5. Production Optimisation 

1. A Profit Maximising Firm is interested to know what combination of factors of production  
would minimise its Cost of Production for a given output, and also the optimum level of output. 

2. This is obtained by combining the Firm's Production and Cost Functions, namely Isoquants and 
Isocost Lines respectively. 

3. Isoquants represent the technical conditions of production for a product, and Isocost Lines 
represent various "levels of cost"(given the prices of two factors). Together, these can help the Firm 
to optimize its production. 
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Cost and Revenue concept 

 

1. Cost analysis refers to the study of behaviour of cost in relation to one or more production 

criteria, namely, size of output, scale of operations, prices of factors of production and 

other relevant economic variables.  

2. In other words, cost analysis is concerned with the financial aspects of production 

relations as against physical aspects which were considered in production analysis. 

Types of cost 

1) Explicit cost and Implicit cost. 

Explicit cost Implicit cost 

 Costs which involve cash outflow to 

factors of production 

 Costs which do not involve any cash 

payment to outsiders 

 Recorded in books of accounts.  Not recorded in books of account. 

 Out—of—Pocket Costs / Outlay Costs/ 
Accounting cost 

 Notional / Imputed / Opportunity Costs. 

 Economic Costs = Explicit Costs + Implicit Costs. 

Comparison of Explicit and Implicit cost in different situation 

Factors of  

Production 

Reward /  

Costs 

The reward is Explicit Cost if — The reward is Implicit Cost if — 

Land Rent   

Labour Salary/ 

Wages 

  

Capital Interest   

Entrepreneur Profit   

 

3. Opportunity cost: 

a) Cost sacrifice made, or Opportunity foregone in accepting a next best alternative  

b) Opportunity Cost arises only when alternatives are available. If a resource can be put only to a 

particular use, there are no Opportunity Costs. 

c) Opportunity Costs do not involve any cash payment as such.  

d) Opportunity Cost is not recorded in books of accounts.  

e) It is considered only for decision—making and analytical purposes. 

 

4. Direct cost vs Indirect Cost 

Basis Direct cost or traceable cost Indirect cost or non-traceable cost 

Meaning Direct costs are those which have 

direct relationship with a 
component of operation  

Indirect costs are those which are not 

easily and definitely identifiable in 
relation to a plant, product, process or 
department.  

Accounting They are charged directly to product Apportioned on suitable basis 
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Cost and Revenue concept 

5. Fixed costs and Variable costs 

Basis Fixed Costs Variable Costs 

Meaning 
Fixed Costs are costs that do not vary with 
output, up to a certain level of activity. 

Variable Costs are costs that vary, 
based on the level of output. 

Relationship Also called as Period Cost Also called as product cost  

When 
incurred? 

They are incurred even at zero level of 
output, i.e. even before output is produced. 

They are incurred only when                         
production commences. 

Nature Cannot be avoided  Variable Costs are avoidable costs,  

Cost per 
unit 

Fixed Cost per unit of output decreases 
with increase in output, and vice—versa, 

upto certain level of output. 

Variable Cost per unit of output 
generally remains constant,  

 

6. Committed cost and Discretionary costs 

Particulars Committed Fixed Costs Discretionary Fixed Costs 

Control These costs cannot be controlled. These costs can be controlled. As they are 

the part of Mgmt. decision 

Inference Also known as "Unavoidable" Fixed Costs. Also known as "Avoidable" Fixed Costs. 

 

Type Explanation 

Historical cost   Historical cost refers to the cost incurred in the past. 

Replacement cost  Replacement cost is the money expenditure that has to be incurred 
for replacing an old asset. 

Incremental cost Additional cost incurred by a firm as result of a business decision. 

Sunk Cost  Sunk costs refer to those costs which are already incurred once and 

for all and cannot be recovered. 

Private cost  Private costs are costs actually incurred or provided for by firms and 
are either explicit or implicit. 

Social Cost 
 Social cost refers to the total cost borne by the society on 

account of a business activity and includes private cost and 

external cost.  

 

7. Marginal Cost: Addition made to the total cost by production of an additional unit of output. 

Marginal Costs per unit = Difference in Output Quantity at those levels 

     Difference in Total Cost (TC) between two output levels 

 
8. Behaviour of Marginal Cost Curve: 

 The behaviour of MC Curve is the reverse of the behaviour of the Marginal Product (MP) Curve 

under the Law of Variable Proportions. 

 Marginal Product (MP) Curve rises first, reaches a maximum and then declines, as seen in the 

Law of Variable Proportions.  

 So, Marginal Cost (MC) Curve of a Firm declines first, reaches its minimum and then rises. 

Hence, Marginal Cost Curve of a Firm is U—shaped. 

 

9. Cost Function- refers to the mathematical relationship between cost of a product and the various 

determinants of cost. 
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Cost and Revenue concept 

 

10. Short run an cost Behaviour 

In short-run, output can be increased or decreased by changing variable factors only but 

fixed factors cannot be varied.  

Total Fixed cost 

(Short run) 
Total Variable cost 

(TVC) 
Semi-variable Total Cost 

TFC is parallel to X-
axis.  

 

Costs that change with 
changes in level of 
output. It has inverse’s' 

shape and start from 
origin. 

There are some costs 
which are neither 
perfectly variable, 

nor absolutely fixed  

Sum of VC+ FC 

 
 
 
 
 
 
 

   

 

AFC AVC ATC MC 
 AFC = TFC /Q. 

 AFC Curve is 
negatively sloped,  

 AFC Curve will not 
touch the axis since 
AFC cannot be = 0. 

 

 AVC = TVC / Q 

 AVC Curve will fall 
first, for the output 

level upto normal 
capacity. 

 AVC Curve will 

reach a minimum, 
and then rise 
again. 

 AVC is not exactly 
a U—Shaped 

Curve. 

 AC Curve will 

fall first, due to 
sharp decline in 

AFC. 
 AC Curve will 

reach a 

minimum, and 
then rise 
again, due to 
increase in 
AVC. 

 AC is a U—
Shaped Curve. 

 Marginal Costs 

p.u. = Diff. in 
TC/Diff. in Q. 

 MC Curve
 will fall first, reacha minimum, and then rise again. 

 MC is a U—

Shaped Curve. 
 MC cuts AC from 

below, when AC 
is minimum. 
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Cost and Revenue concept 

Long run average cost curve 

1. No distinction of Fixed—Variable: All factors of production are variable in long—run. 

2. LAC = In the long—run, a Firm can shift from one Plant to 

another, which will  ensure the least cost for that level of 

output, in the long—run.  

3. AC cannot be higher in the long—run, than in the short—run. 

Thus, LAC is the least—cost combination, for any particular 

output level. 

4. Planning Curve: LAC Curve is called Planning Curve. 

5. SAC (Short—Term Average Cost) Curves are called Plant Curves. 

6. LAC derived from SAC: LAC Curve is derived as an envelop / 

tangent of all SAC Curves. Further, the  

7. LAC Curve is a U—Shaped Curve, due to the operation of Law of Returns to Scale. 

8. Selecting the suitable SAC Curve at different output levels: 

9. Note: The Firm should select the SAC, not the lowest point of that SAC. 

10. Deriving LAC Curve in case of numerous / infinite SAC Curves: 

11. In the diagram, the LAC Curve is drawn as a smooth curve, so as to be tangent to each of the SAC 

Curves. 

12. When LAC Curve is declining LAC will be tangent to the falling portions of the SAC Curves. 

13. When LAC Curve is rising LAC will be tangent to the rising portions of the SAC Curves. 

 

 

REVENUE CONCEPT 

Meaning  Revenue refers to money received by a seller by selling his product in the market. 
Hence, revenue is sales receipts or sales proceeds. 

Total Revenue  Total Revenue = Price  x Quantity (P x Q) 
 

Average 
Revenue (AR) 

Average Revenue = Total Revenue/Quantity (TR/Q) 
Average Revenue is always equal to Price 

Marginal 
Revenue  (MR) 

MR is the change in TR resulting from the sale of an additional unit of a commodity. 
 
Marginal Revenue = Change in TR/ Change in Qty. sold  or  
Marginal Revenue= TRn – TRn-1 

MR, AR, TR and 
Elasticity of 
Demand 
 

Marginal Revenue = Average Revenue (E – 1/E) 
Where E = Price elasticity of demand 

 If E = 1, Then MR = 0 
 If E > 1, Then MR will be Positive 
 If E < 1, Then MR will be Negative 

Behaviour of 
TR, AR & MR 
 

 A firm should produce at all if Total Revenue(TR) from its product is equal to or 
exceeds its Total Variable Cost (TVC) or say TR > TVC (Price > AVC). 

 If TR = TVC, firm's maximum loss will be equal to its Fixed Cost. As we know P x Q = 
TR and AVC x Q = TVC 

 It will be profitable for the firm to increase output whenever MR > MC and decrease 
output whenever MR < MC and the firm should continue production till  

 MR = MC and MC curve should cut to MR from below.  

Downloaded From www.castudynotes.com

Downloaded From www.castudynotes.com

http://www.castudynotes.com
http://www.castudynotes.com


Cost and Revenue concept 

  
Y 

TR and MR  If TR increases, MR will be positive. 
 When TR is maximum, MR = 0. 
 If TR decreases, MR will be negative 

MR and AR  MR and AR both decline, but MR falls rapidly than AR. 
 AR Curve is flatter than MR. 

 MR can be zero and even negative, while AR will never cross below the X axis. 

 

Equilibrium Point of the Firm

1. Profits (if any) will be Maximum at the point where 

Additional Revenue (MR) from a unit equals its 

Additional Cost (MC). So, MC = MR. 

2. Further, the MC Curve should cut the MR 

Curve from below (and not from above). 

3. Merely being in Equilibrium position does 

not mean that the Firm is making profits. 

The actual position of profits can be known 

only on the basis of AR and AC Curves.
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Meaning and Types of Market 

 
1. Elements of a Market: The elements of a Market are — 

a) Buyers and Sellers, 

b) Product or Service, 

c) Bargaining for a Price, 

d) Knowledge about market conditions, and 

e) One Price for a Product or Service at a given time. 

 

2. Classification of Market 
 

Area Time Nature of 

Transaction 

Regulation Volume of 

Business 

Types of 

Competition 

Local market Very Short 

period 

Spot Market Regulated 

Market 

Wholesale 

market 

Perfectly 

competitive 

Regional Market Short period Future 

Market 

Unregulated 

Market 

Retail 

Market 

Imperfectly 

Competitive 

National Market Long Period     

International 

Market 

Very long/ 

Secular 

    

 

3. Types of Market 

The Market Structures analysed in Economics are -- 

1) Perfect Competition: Many Sellers selling identical products to many Buyers. 

2) Monopoly: Single Seller producing differentiated products for many Buyers. 

3) Monopolistic Competition: Many Sellers offering differentiated products to many Buyers. 

4) Oligopoly: A Few Sellers selling competing products to many Buyers. 

5) Duopoly: Duopoly is a market situation in which there are only two Firms in the market. It is 

a sub—set of Oligopoly, 

6) Monopsony: Monopsony is a market characterized by a Single Buyer of a product or service. 

It is mostly applicable to Factor Markets in which a Single Firm is the only Buyer of a Factor. 

7) Oligopsony: Oligopsony is a market characterized by a small number of large buyers. It is 

also mostly relevant to Factor Markets. 

8) Bilateral Monopoly: It is a market structure in which there is only a Single Buyer and a 

Single Seller. Thus, it is a combination of Monopoly Market and a Monopsony Market. 

 

4. Perfect Competition 

Large No of 

Buyers & Sellers 

Homogeneous 

Products 

Free Entry / Exit Perfect Knowledge 

Transportation Uniform Market 

Price 

Indifference / Lack 

of Preference 

Mobility of Factors of 

Production 

Price Taker    

 

How Price is determined in Perfect Competition 

1. Revenue (MR) for the Firm, since the price is uniform in the market. So, in Perfect 

Competition,  

2. D = AR = MR = Price. 
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5. Short Run price determination, Optimum output and profit Determination 

 

For Equilibrium 

1. ______________________________________

______________ 

2. ______________________________________

__________________ 

 

 

For Determination of profit or loss 

Super profits: Normal profits: Losses Shut Down point 

AR > ATC. Super 

profits also called 

Economic Profits, 

abnormal profits and 

super normal profits. 

AR = ATC. It is also 

called B.E.P (Break-

even-Point) means No 

Loss No Profit. It is 

called Marginal Firm. 

AR < ATC. A Firm will shut down, 

if AR < AVC, at a point 

where MC = MR (MC 

cutting from below 

  

 

 

 

 

 

 

  

 

6. Long – run Equilibrium of a firm under Perfect Competition. 

In the Long run the firms will be earning just NORMAL PROFITS and There is no further entry 

or exit of Firms to / from the market. 

 

1. To earn normal Profits, LAR should be equal to LAC or say LAR = LAC  

2. In the long run, following conditions are satisfied:  

 The output is produced at the minimum feasible cost or minimum LAC  

 Consumers pay the minimum possible price.  

 Full utilization of plants is possible, MC = AC  

 There is no wastage of resources. optimal allocation 

 Firms earn only normal profits i.e. AC = AR.  

 Firms maximize profits i.e. MC = MR, but level of profits will be normal. 

 In the long run LMC = LMR = P = LAR = LAC = SMC = SAC  
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 When LAC falls LAC> LMC and when LAC raises LMC > LAC  

 

 

 

 

 

 

 

 

 

 

 

 

Question 1: What can be the profit/ loss condition in long run in Perfect competition? 

Answer:___________________________________________________________________________________ 

 

 

Monopoly 
 

1. Features of Monopoly 

a) Single Seller 
b) Firm = Industry 
c) Entry Restrictions- (i) economic, (ii) institutional, (iii) legal, or (iv) artificial. 
d) No substitutes. - Cross Elasticity of Demand for the Monopolist's Product and any other 

product is __________________ 
e) Elasticity of demand- Price Elasticity of Demand for Monopolist's Product is less than 

one. 
f) Monopolist is a Price—Maker, not a Price—Taker. 

 
2. Why Monopoly exists? 

Monopoly is caused by "barrier to entry", i.e. other Firms cannot enter the market. Some reasons 

for occurrence and continuation of Monopoly are - 

a) Strategic Control over scarce resources 

b) control over a unique product. 

c) Patents and Copyrights g 

d) Governments granting exclusive rights  

e) Substantial Goodwill  

f) Natural Monopoly e.g. Natural Gas Supply, Electrical Power Distribution, etc. 

g) Stringent Legal and Regulatory Requirements  

h) Very high initial start—up costs  

i) Use of Anti—Competitive Practices or Predatory Tactics. 

j) Business Combinations or Cartels  

 

3. Effects of Monopoly- 

a) Higher Prices for Consumers, 

b) Loss of Consumer Surplus, 

c) Inability of Consumers to substitute the goods or services,  

d) Transfer of Income from Consumers to Monopolists, 

e) Restriction of Consumer Sovereignty  

f) Payment of lower prices by Monopolies to their Suppliers  
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g) Lower levels of Output, that what would be produced in a competitive environment, 

h) Influence political process and thereby obtain a favourable legislation, 

i) Lack of Innovation, 

j) Higher Costs of Output, the burden of which will be shifted to Consumers 

k) Lack of Productive and Allocative Efficiency, 

l) Possibility of misuse of scarce resources, 

m) Earning of Economic Profits (above Normal Profits) in the long run, which is unjustifiable, 

n) Use of Monopoly Power to create barriers to entry by undue means, 

 

4. Determination of Demand/ Revenue curve 

a. Market Demand Curve = Firm's Demand Curve = Average 

Revenue (AR). 

b. Relationship between AR & MR under Monopoly: 

i. Both AR and MR are negatively sloped (downward 

sloping) curves. 

ii. MR Curve lies half—way between the AR Curve and 

the Y—axis, i.e. it cuts the horizontal line between Y axis 

and AR into two equal parts. 

iii. AR cannot be zero, but MR can be zero or even negative. 

 
 

7. Short Run price determination, Optimum output and 

profit Determination 

 

For Equilibrium 

3. ____________________________________________________ 

4. ______________________________________________________

__ 

 

 

For Determination of profit or loss 

Super profits: Normal profits: Losses Long Run profit 

AR > ATC. Super 

profits also called 

Economic Profits, 

abnormal profits and 

super normal profits. 

AR = ATC. It is also 

called B.E.P (Break-

even-Point) means No 

Loss No Profit. It is 

called Marginal Firm. 

AR < ATC.  
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8. Price Discrimination 

a) Price Discrimination occurs when a Producer sells a commodity to different Buyers, at 
different prices, for reasons not related to differences in cost. 

1. Objectives: 
a) To earn Maximum Profit 

b) To Dispose of Surplus stock 
c) To enjoy Economies of Scale 

d) To capture foreign markets 
e) To secure equity thorough pricing. 

2. Examples: 

a) Doctors, Electricity Rates, Export Prices, Railways charge  
3. Conditions for Price discrimination 

a) Full control over supply:  

b) Division of market into two or more sub-markets:  

c) Different price elasticity under different markets:  

d) No possibility to resale:  

4. The Monopolist will be charging different prices in the two markets — a higher price in Market 
with lower elasticity of demand, and a lower price in Market with higher elasticity of demand. 
This practice of charging different prices to different segments is known as Price 

Discrimination. 
 

Monopolistic Competition 
 

1. Imperfect competition is found in the industry where there are a large numbers of small 

sellers, selling differentiated but close substitutes products. E.g. LUX, HAMAM, LIRIL etc. 

This market contains features of both competitive and monopoly markets.  

2. Large number of sellers and buyers 

3. Free entry and exit of firms. 

4. Product differentiation: 

5. Non price competition:  
6. Every firm is price maker and price taker of his own product 

7. Imperfect mobility:  

8. AR and MR: In monopolistic competition AR/MR will be more elastic than monopoly 
market. 
 

Question: Determine Condition for Equilibrium 

1. _____________________________________________________ 

2. _____________________________________________________ 

Question:  will happen to firm in long run- Losses/ profit/ Supernormal profit 

____________________________________________________________ 

Note: The AR curve in the long-run is not tangent to the ATC 

curve at the lowest point. This shows each firm produces at 

before the lowest TAC/LAC or produces less than the optimum 

output and Charges from the customers a price higher than the 

competitive price. A firm under monopolistic petition has 

always excess capacity but perfect competition never has 

excess capacity and monopoly mayor may not be 
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OLIGOPOLY MARKET 
 

1. An oligopoly is a market in which there are few producers of a product. Oligopoly is an 

important form of imperfect competition.  

2. Types of Oligopoly 

a) Pure / Perfect oligopoly - deals in homogeneous products- Aluminum industry 

Differentiated / imperfect oligopoly - deals in product differentiated. 

b) Open oligopoly - New firms can enter the market and compete with existing firms Closed 

oligopoly - new entry is restricted. 

c) Collusive oligopoly - common understanding or collusion in fixing price and output 

Competitive oligopoly - Lack of understanding and compete with each other. 

d) Partial oligopoly - when industry is dominated by one large firm i.e. price leader Full 

oligopoly - absences of price leadership. 

e) Syndicated oligopoly - Firms sells their products through centralized syndicate/channel 

f) Organized oligopoly -: Firms Organize into a central association for fixing price, output etc 

 
3. Features 

a) Few sellers 

b) Interdependence: 

c) Advertising and selling costs (Non price competition):  
d) There is no generally accepted theory of group behaviour.  
e) Kinked demand curve / Indeterminateness of demand curve 
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1. Business Cycles refer to alternate expansion and contraction of overall 

business activity as reflected in fluctuations in measures of aggregate economic 

activity, like Gross National Product, Employment and Income. 

2. Expansion / Boom / Upswing), 

3. Peak / Prosperity, 

4. Contraction / Downswing / Recession), and 

5. Trough / Depression). 

6. Good trade characterized by rising prices and low unemployment levels. 

7. Bad trade characterized by falling prices and high unemployment levels. 

8. Features of Business cycle  

a) Business cycles occur periodically  

b) Do not exhibit the same regularity.  

c) The duration of these cycles vary.  

d) The intensity of fluctuations also varies. 

e) The length of each phase is also not definite. 

f) Business cycles generally originate in free market economies*****.  

g) They are pervasive as well. Disturbances in one or more sectors get easily transmitted to all 

other sectors. 

h) Although all sectors are adversely affected by business cycles, some sectors such as capital 

goods industries, durable consumer goods industry etc, are disproportionately affected.  

i) Moreover, compared to agricultural sector, the industrials sector is more prone to the 

adverse effects of trade cycles. 

j) Business cycles are exceedingly complex phenomena;  

k) It is difficult to make an accurate prediction of trade cycles before their occurrence. 

l) Repercussions of business cycles get simultaneously felt on nearly all economic variables  

m) Business cycles are contagious and are international in character.  

n) Business cycles have serious consequences on the well-being of the society. 

 

9. Expansion: Features 

a) Increase in national output, employment, aggregate demand, capital and consumer 

expenditure, sales, profits, rising stock prices and bank credit.  

b) This state continues till there is full employment of resources and production is at its 

maximum possible level using the available productive resources.  

c) Involuntary unemployment is almost zero and whatever unemployment is there is either frictional 

or structural Prices and costs also tend to rise faster. Good amounts of net investment occur.  

d) Increasing prosperity and people enjoy high standard of living due to high levels of consumer 

spending, business confidence, production, factor incomes, profits and investment.  

10. Peak:  

a) Peak refers to the top or the highest point of the business cycle.  

b) Output prices also rise rapidly leading to increased cost of living and greater strain on fixed 

income earners. Actual demand stagnates. 

11. Contraction:  

a) During contraction, there is fall in the levels of investment and employment.  

b) Supply far exceeds demand. Initially, this happens only in few sectors and at a slow pace, but 

rapidly spreads to all sectors.  

c) Producers holds back future investment plans, cancellation and stoppage of orders for 

equipment and all types of inputs including labour.  

d) Decrease in input demand pulls input prices down; incomes of wage and interest earners 

gradually decline resulting in decreased demand for goods and services.  

e) The process of recession is complete and economy into the phase of depression. 
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12. Trough and Depression:  

a) Depression is the severe form of recession and is characterized by extremely sluggish economic 

activities.  

b) During this phase of the business cycle, growth rate becomes negative  

c) National income and expenditure declines rapidly.  

d) Demand for products and services decreases, prices are at their lowest and decline rapidly 

forcing firms to shutdown several production facilities.  

e) A typical feature of depression is the fall in the interest rate.  

f) Large number of bankruptcies and liquidation significantly reduce the magnitude of trade and 

commerce.  

 

13. Question: How does the economy recover? 

 

Economic activity reaches Trough and then starts recovering >>>>> marks the end of pessimism and 

the beginning of optimism>>>>> Reversal is first felt in the Labour Market >>>>> workers accepts 

wages lower than the prevailing rates. >>>>> Business Confidence slowly increases, >>>>> spurring of 

investment causes recovery of the economy. >>>>> Banking System now slowly starts expanding 

credit, matching with the business confidence. >>>>> Employment, Factor Payments, Disposable Incomes, 

Consumer Spending, Aggregate Demand, etc. all rises 

 

14. Indicators- 3 Indicators ( Leading, Lagging, concurrent) 

15. Leading Indicators: 

a) It is a measurable economic factor that changes before the economy starts to follow a 
particular pattern or trend. Variables that change before the Real Output changes 

b) However, Indicators are not always accurate and Experts disagree on the timing of 
these Leading Indicators. 

 

16. Lagging Indicators: 

a) Changes in these indicators are observable only after an economic trend or pattern 
has already occurred. variables that change after the Real Output changes, 

 

17. Coincident or Concurrent Indicators: 

a) It coincides or occurs simultaneously with the business—cycle movements. 
b) It gives information about the rate of change of the expansion or contraction of an 

economy more or less at the same point of time it happens. 
 

18. Role/ Importance of Business cycle in Business Decision making 
a) Assessment of Impact on Demand 
b) Expansion Decisions: 

c) To Frame Business Policies: 
d) To plan Production: 
e) Market Entry / Product Launch: 
f) Cyclical Businesses: Examples: House—Builders, Construction, Infrastructure, 

Restaurants, Advertising, Overseas Tour Operators, Fashion Retailers, etc. 

 
19. Causes of Business Cycle 

Internal Causes External Causes 

Fluctuations in Effective Demand Wars 

Fluctuations in Investment Post War Reconstruction 

Variations in government spending Technology shocks 

Macroeconomic policies Natural Factors 

Money Supply Population Growth  

Psychological factors  
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