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Nature and Scope of
Business Economics




. Content of the Chapter »

Chapter 1: Nature and Scope of Business Economics
Unit 1: Introduction v

Unit 2: Basic Problems of an Economy and Role of Price Mechanism
W\__\



. Meaning of Business Economics | \ W

1

Business Economics may be defined as the integration of economic
theory with business practices / activities.

Business economics is also known as “managerial economics”
s APP t(&}"b\")
Joel dean defined Business Economics as the use of economic

analysis to make business decisions involving the best use of an
E > > "\—\—h___.—
organization’'s scare resources.
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Economics
[\

Economics comes from the Greek term for ‘'household.’

) o Before the 19th century, it was called Political Economy. Vv

I e I ———

> Adam Smith's book, The Wealth of Nations (1776), is regarded as the

first modern economics work. Economics is the study of wealth of
Nations ‘/Q’W\‘v—’

> Full name of The book is ‘An Inquiry into the Nature and Causes of the
Wealth of Nations’
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Adam Smith

Wealth Definition

- \
Paul Samuelson
Growth Definition
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Alfred Marshall
Welfare Definition

{ A
Lionel Robbinson

Scarcity Definition




' Points to be Noted )

1. The study of economics will enable us to develop an analytical

approach that helps us in understanding and analysing a wide range
of economic issues. >

2. The study of economics cannot ensure that all problems will be
appropriately tackled, but it would enable us to examine a problem

in a right perspective.
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Two Eng
l‘ e
The'fund tal facts:
e fundamental facts o v,

(i) 'Human beings have unlimited wants'; and
e ' W
(ii) 'The means to satisfy these unlimited wants are

I =

Resources ¥ m?'k§
o e



Question ) An economy exists because of two basic facts i.e.,

-

Human wants are limited and resources are unlimited

>

=
B Human wants are unlimited and resources are unlimited
\
() s /
\9// Human wants are unlimited and resources are scarce
M W

\\P) Human wants are limited and resources are abundant
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| 2 Parts of Economics |

Micro Economics

/ Slicing Theory

Subject-Matter of

Economics

Macro Economics

Theory of income and
Employments OR Theory of
Lumping OR General Equilibrium
Analysis



Examples Micro-Economics OR
: v
Price Theory

(i) Product pricing;
o NN P — .
(ii) Consumer behaviour;

N e

(iii) Factor pricing;

(iv) The economic conditions of a
T e e —et————————————————

section of people;

(v) Behaviour of firm

(vi) Location of Industry

Examples of Macro Economics
OR Theory of income and

Employments S
(i) National Income and National
[

Output;
(ii) The general price level and
\.-l-'\’—___——-—'-—_-~
interest rates;

(iii) Balance of trade and balance

R ———
ﬁ

of payments;

(iv) External value of currency; or
Foreign Exchange Rate

(v) The overall level of savings
and investment; and

(vi) The level of employment and
rate of economic growth.
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| P 5% Nature of Business
| A N Economics
R 1]

SooJ Saence

Q 1.Business Economics is a Science

- : . T : :
Q 4. Based on Micro Economics 8.Use of Theory of Markets and Private Enterprises



Question ) Which of the following is not a correct statement? (PYQ)

4

o v
@ ) Business Economics is a normative science

—

-
@ Business Economics is an art \/

N e
G . _— : :
® Business Economics is based largely on Micro Economics
) : : : :
P Business Economics does not incorporate elements of Macro Economics| D)
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Scope of Business Economlcs

Microeconomics applied to operational or internal Issues

2. Macroeconomics applied to environmental or external issues
™ ™ ™™l e o= —-a

Business Economics Business Problems
W
\
External

Internal
N——

Micro Macro
Y m—— N ™




Question #Q. The operational or internal issues to which economic @

/ \/\MMM.\—-—————
theories can be directly applied are related with. "/

R —————————————————

@ Micro Environment| £cenom)c
‘\ .
@ Macro Environment

@ Business Economics
D

\D// Environmental Economics




The Central Economic
Problem is divided into

our) basic economic
problems.
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Three types of Economic Systems

) it

:
§

Mixed Economy
INDIA

Socialist Economy

Capitalist Economy
CHINA, CUBA, NORTH KOREA etc

USA, JAPAN, SOUTH KOREA etc.



'~ Economic Systems and Its Types /j?

Three types of economy:

(1)

(2)

(3)

v

Capitalist Economy — Free Market Economy —> Laissez - Faire —

Competitive Economy - thlS is predominant economic system., /

Socialist Economy — Command — Planned Economy — Controlled
P — Nt —— :

Economy

Mixed Economy
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| Capitalist Economy

—
o

— fackre ’ Inpuds
[t is Economic system in which all means of production are owned and

controlled by private individuals for profit.

Private property is the mainstay (backbone} of capitalism and profit
it L Al L

The government has a limited role in the management of the economic
I ——
affairs under this system. Some examples of a capitalist economy may

include U.S., U.K., Hong-kong, south korea, Germany, Japan, Mexico,

Singapore, etc.

7D N
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Features of Capitalist Economy

* Right to private property
* Freedom of enterprise =+ Produce, Consume

e Freedom of economic choice =+ Variety

e Profit motive = Driving force

* Consumer sovereignty = Consumer Supremacy = Uncrowned King
* Competition

* Absence of govt.interference == Limited



Socialist Economy

The concept of socialist economy was propounded by Karl Marx and
Frederic Engels in their work The Communist Manifesto published in

1848.

The erstwhile U.S.S.R. was an example of socialist economy from 1917
to 1990. In today's world there is no country which is purely socialist..
Other examples include Vietnam, China and Cuba. North Koreq, the

world's most totalitarian state, is another example of a socialist
economy.

COMMUNIST
MANIFESTO

KARL MARX

FRIEDRICH ENGELS
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Features of Socialistic Economy

Méqo¥— Jovrt="— Sousl weldare
. . 7 =
Collective Ownership S _,,

Economic Planning — Central Planned Authority Gre &S50
N I e
Absence of Consumer Choice """”'"

N T e ——————————

Relatively EQual Income Distribution :

S ps |
Minimum role of Price Mechanism or Market forces a«n 70“1'e

Absence of Competition



Question > #Q. Administered prices refer to:

A
(8)
O,
b

N 4

<

e

Mw

Prices determined by forces of demand and supply
Prices determined by sellers in the market

Prices determined by an external authority which is usually the government@
€ e e R i e s (S

None of the above




Extreme form of Socialism is not Practicable.
S ———————————————————————




Question > #Q. Which out of these are the feature of capitalism? @

@’roﬁt motive
(ii)[Fluman welfare/

iii) Work through price mechanism

(A) (i) And (ii) —
(B) (i) and (iii) %
(©) (i) And (iii)

(D) Allof these




The Mixed Economy

A

In a mixed economy, the aim is to develop a system which tries to
iInclude the best features of both the controlled economy and the
market economy while excluding the demerits of both. It appreciates
the advantages of private enterprise and private property with their
emphasis on self-interest and profit motive.




Features of Mixed Economy

Co-existence of private and public sector

In a mixed economy, there are three sectors of industries:
I e ———

®* Private secto‘r: Production and distribution in this sector are managed
and controlled by private individuals and groups. N
-—~____—____——_‘

* Public sector: Industries in this sector r are not primarily profit-oriented,

but are set up bz the StatgGovt for the welfare of the communityy -

* Combined sector: A sector in which both the government and the
private enterprises have equal access, and join hands to produce

commodities and services, leading to the establishment of joint

sectors.




Theory of Demand
and Supply )

lo mevrly




Chapter Overview

(1) Unit1:Law of Demand and Elasticity of Demand ‘/
(2) Unit 2 : Theory of Consumer Behaviour ./

(3) Unit3:Supply ./
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| Unit - 1: Law of Demand and Elasticity of Deman(D @/
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' Demand | N/

Definition of Demand

* Demand refers to the Quantity of a good or service that buyers are
willing and able to purchase at various prices during a given period.

Elements of Effective Demand

. N
* _Desire, means to purchase, and willingness to use those means.

* Desire alone isn't enough; it must be backed by purchasing power.
S

%m‘ﬁcou’(@. &uggnﬂlﬁs Ew
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| Quantity Demanded U7

Quantity Demand

* Quantity of a good or service that buyers are willing and able to
purchase at a particular price during a given period.
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| What Determines Demand? |

~

Y=loo

Price of the commodity:\/~ Lf
Price of related commodities: — Tax = 30
Disposable Income of the consumer:~
Tastes and preferences of buyers:«—
Consumers’ Expectations w
Other factors: Size of population, Age Dist\l’éution of population, The
level of National Income and its Distribution, Consumeryedit facility
and interest rates, Government policies and regulations

v




Factors Determining Demand @
1. Price of the Commodity: NS

* Inverse relationship between price and demand.

PT DU @T

2. Price of Related Commodities:

* Complementary goods (e.g., tea and sugar) and substitutes (e g,

tea and coffee) lmpact demand. ComElementary goods' prices
affec each other 1nversely substitutes' EI‘ICES have a dlrect

relation.
———

btk @) Corn\;bmeub@
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3. Disposable Income: 7
. Increase in disEosable income generally increases demand for goods.
. Normal goods' demand rises with income; inferior goods' demand falls.

Essential / Necessities > Water, Food, Medicine etc. Novyrwed Y
T in D will be less than proportionate T in income / | \/ P
"\{b\'w Dl
Durable Goods:
T e ——

As people become richer, there is relative decline in importance of non-

durable goods and increase in importance of durable goods: 7

Luxury / Prestige Goods W i

Demand Ts beyond a certain level of income and keep rising as income Ts
e s Y e .




4. Tastes and Preferences:

@

* Modern or fashionable goods have higher demand.
e ™ ™ e ————————

External effects like demonstration, bandwagon, snob and veblen
M
effects influence demand.



Key Terms

(1)
(2)
&)
(4)

1945—, Nuw

‘Demonstration effect’ —

‘Bandwagon effect — W%W' HH(A l % gﬁ(u}‘\lﬁﬁ'\o‘l)k

‘Snob Effect’ ™0 XTI d—[

‘Veblen effect’ ’1 =
\L chfFezerA {va« e Q\Q-S




5. Consumers' Expectations:

@

™ et em—
Expectations about future prices, income, and supply influence

\/-\M N gt

current demand. =

Positive expectations lead to higher demand; negative
N Nt e — N

expectations reduce it.

Example: Expecting a sale in the future may decrease current
W N —
demand.




Other Factors:

— TN
@ Population size, '<© ’@

@ Age distribution,«
—

E

a Consumer-credit facilities,

Government policies .
0 -‘—8-‘1‘6] — Ol / T';r

National income and its distribution,




Other Factors:
@ Population size,
@ Age distribution,




Other Factors:
@ Population size,
@ Age distribution,

c National income and its dlstrlbut @__ JM\L__“ D .l
a Consumer-credit facilities, @ o
@ Government p011c1es

e e,
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- What Determines Demand? | NS/

~

= RV IVIVEY |

7l
Remember Your Short Trick -EPPER@CNG

: e
@ Price of the commodity: .~ Celedt [anbus

~2) Price of related commodities: [ .
> /3
(3) Disposable Income of the consumer: »ahn J)‘W )

(4) Tastes and preferences of buyers:

(5) Consumers’ Expectations

_(6) Other factors: Size of population, ge Distribution of population, The
level of National Income and its Distribution, Consumer-credit facility
and interest rates, Government policies and regulations




| Law of Demand
- PP DL
PL DT
P

i o DL \{
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Rationale of The Law of Demand (Why Demand Curve Slopes Downward) | @

The various reasons for operation of Law of Demand are:
1. Price effect

2. Utility maximizing behavior of consumers

3. Arrival of new consumers

4. Different uses

r
w’
/’@

Mtk Vel
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Rationale of The Law of Demand (Why Demand Curve Slopes Downward) | @

The various reasons for operation of Law of Demand are:
1. Price effect
Utility maximizing behavior of consumers

2
3. Arrival of new consumers ’7
4. Different uses L

@ 4y

L vyl
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| Rationale of The Law of Demand (Why Demand Curve Slopes Downward) /\J @

The various reasons for operation of Law of Demand are:
1. Price effect

2. Utility maximizing behavior of consumers

3. Arrival of new consumers

4, Differcrent uses @ H HJd
7
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Rationale of The Law of Demand (Why Demand Curve Slopes Downward) /,Zl @

The various reasons for operation of Law of Demand are:

1.(Price effect :ESS +I£|

2. Utility maximizing behavior of consumers

3. Arrival of new consumers (<

4, Different uses 4..,)'"") E
St

r







v
The substitution effect will be stronger when:
W/\A

(a) The goods are closer substitutes
—— ——
(b) There is lower cost of switching to the substitute good

N N o e g

(c) There is lower inconvenience while switching to the substitute good.

e —— e — e ™ ——




Question ) #Q. The substitution effect will be what when the price of the
4 gt LS e —

prodm:gt falls? 12'0)

2 Lower cost
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Movement Along Demand Curve @

Short Trick -TIPPER A CNG

(1) Price of the comm:)@/\
\, d\aq ll—\/ % MAO'\M

(2) Price of related commodities: p\) ;,,-o ’1

(3) Disposable Income of the consumer: (w - ; 202

(4) Tastes and preferences of buyers: Y304 = . 3x‘>qwub\f)
(5) Consumers’ Expectations gont<a ) @

(6) Other factors: Size of population, Age Distribution of population, The
level of National Income and its Distribution, Consumer-credit faciiity

and interest rates, Government policies and regulatlons ww(
»
o
v\ ad

1= Sl



| Shift in Demand Curve

o= - ‘H

Remember Your Short Trick -TIPPER A CNG
(1) Price of the commodity:

(2) Price of related commodities:

(3) Disposable Income of the consumer:

(4) Tastes and preferences of buyers.

(5) Consumers’ Expectations

(6) Other factors: Size of population, Age Distribution of population, The
level of National Income and its Distribution, Consumer-credit facility
and interest rates, Government policies and regulations






Question >#Q. Movement along the same demand curve represents: @
. i (June 2023) \4

"
@ . ) Change in demand

@ Change in Quantity deman

@ ) Increase in demand

D

| " Decrease in demand
@




y

Question b #Q. Match items of column I with items of column II and select @

the correct answer. N/
Column | Column Il

(i) downward movement along the demand curve

(ii) rightward shift in demand curve

(C)increase in demand ¢ (iii)leftward shift in demand curve

(&) A<(iv), B(i), C-(i), D-(ii) B A- (i), B-(i), C-(ii), D-(iv
(©) A-(i), B(iii), C-(i), D-(iv) (D) None of These




Topic : Price Elasticity of Demand



- Topic : Elasticity of Demand \
- \/

# Elasticity of demand refers to the responsiveness of
T TR T M e Py o
quantity demanded of a commodity to a change in any

et e

determinant of demand.
e e




- Topic : Price Elasticity of Demand
4

#  Price elasticity of demand measure the responsiveness of
quantity demanded of a commodity to a change in Price
assuming all the other factors as constant. —

e

E = % Change in Demand
i % Change in Price  /




(1) Availability of Substitutes

Few Many
Water, Salt Cold-Drinks
$ J

LLess Elastic Demand More Elastic Demand

2 "

Inelastic Demand Elastic Demand




(2) Nature of a need that a
Commodity satisfies

Essential goods OR

Necessities Luxury Items — Car, AC
Oxygen, Food, Water Salt .

v More elastic demand
Less elastic demand




(3) Number of Uses to which a
commodity can be put

Few Many
Butter, Petrol Electricity, Milk

" "

Less elastic demand Relatively More Elastic Demand




(4) Position of a commodity
in Consumer’s Budget

Significant portion | High
Part

Luxury Items
' !

Less Elastic Demand

Small Part
Button, Matchbox, Needle

More Elastic Demand




Drunker — Alcohol




(6) Time period

Short run Long run
\ \

Less Elastic Demand More Elastic Demand




Complementary Goods

(8) Minor complimentary

(7) Tied Demand e




Tied Demand — Case of Complimentary goods
— Inelastic Demand

Printer — Ink [Cartridge]
Car — Fuel



(9) Price Range

Too Expensive or High Price Range Low Price Range
\ \

Inelastic Inelastic




‘Topic : Short Memory Trick

P (U N Cc H
price Rang | No.ofUse | Nature of commodity | Minor compiimentary | Habit

Consumer’s Budget Availability of Substitutes Tied Demand

Determinants of Price E,



Topic: Degrees/Types of E,

4

__//

(1)
v)
(3)
(4)
(5)

E
E
E
E
E

DTN & O

= 1= Unitary Elastic Demand (_\_
> 1 = More than unitary Elastic Demand or Elastic Demand =

< 1= Less than unitary Elastic Demand or Inelastic Demand [ »
= 0 = Perfectly Inelastic Demand Ll

= 0 = Perfectly elastic Demand \j__

0




Percentage / Proportionate Method _/
Mid-Point / Arc Elasticity Method

Point elasticity Method

Total Outlay / Expenditure Method




~ Topic: Percentage Method

| >
E = Percentge change in quantity demanded AN ” P
p Percentge change in price = A¢ z
S
_S \ok(/ 4)




@ - Topic: Mid-point Method OR Arc-Elasticity Method N\

c - A2 [+6

‘3 . o, N INE
ar & +a




Topic : Methods of Measuring E |

(1) Percentage / Proportionate Method

(2) Mid-Point / Arc Elasticity Method
Point elasticity Method -

(4) Total Outlay / Expenditure Method




‘Topic : Point Elasticity of Demand

The point elasticity of demand is the price elasticity of demand at a

particular point on the demand curve.

The concept of point elasticity is used for measuring price elasticity where

the change in price is inﬁnitesimal.( Nii‘u e




 Topic : Price Elasticity of Demand

Point Elasticity method

This is to be applied in solving This is used in Case of

questions when Demand Diagram of straight line
equation is given demand curve




Question #Q. Given the demand function, Q = 10 - 2P. /Calculate Ep when @
" Price i l 7
Y Q =19=8 (J)

= — 6

:—3‘({,
43
— — 0.6}




Topic : Geometric Method

L

» As per this Method, as we Move E = lower Segment of Demand—Curve
downward on the Straight line P Upwsjgme"tOfDemaﬂd-Curve

Demand-Curve, the Ep falls.




f @ ~ Topic : Methods of Measuring E,

(1) Percentage / Proportionate Method

(2) Mid-Point / Arc Elasticity Method

(3) Point elasticity Method -

(4) Total Outlay / Expenditure Method (Poge 2.32)

e e,

L —————————
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w @ ' Topic : Total Outlay [/ Expenditure Method of E, 1

Q/pPT Tl oy EP\" P
PL TEnr r m—— )‘:/’

PT T &% =

< |
PL Tel f

() Te — Codlark = €p=|




Question #Q. ‘No matter what the price of coffee is, Arjun always spend a @

total of exactly 100 per week on coffee. The statement implies

that:

——

-/—

/[

;\A”:) Arjun is very fond of coffee and therefore he has an inelastic demand for coffee

L B /ﬁ? Arjun has elastic demand for coffee

P i i
”~ \

€ ) Arjun’s demand for coffee is relatively less elastic

—

D) Arjun’s demand for coffee is unit elastic \/
— N et ™




Types of Elasticity of Demand
Price elasticity Income elasticity of
of demand demand <

Cross elasticity of Advertisement/

demand elasticity







Topic : Advertisement Elasticity of Demand

vd

Advertisement elasticity of sole\Ss/or promotional elasticity of demand is the
responsivenmemondéto cmﬁe firm's spendTng on
advertising.

The advertising elasticity of demand measures the percentage change in
demand that occurs given a one percent change in advertising
expenditure.

Advertising elasticity measures the effectiveness of an advertisement
campaign in bringing about new sales.

Advertising elasticity of demand is typically positive. Higher the value of
advertising elasticity greater will be the responsiveness of demand to
change in advertisement.




. Types of Elasticity of Demand

Cross elasticity Advertisement

Price elasticity of ncome elasticity '§
_ ofdemand (E))

demand (Ep) of demand (EC) elasticity (Ea)




Methods of Calculating Income Elasticity of Demand (E;)

-

\\

| Mid-point metho , _
Percentage ‘ g Proportionate

method o ~ method
, - Arc elasticity method




B = Percentge change in demand A& ¥

|~ Percentge change in income ay R







Proportionate method of measuring income elasticity of demand




Proportionate method of measuring income elasticity of demand
There is a useful relationship between income elasticity for a good and the
proportion of income spentonit.
This is described in the following three points:

1.

Gy

T

If the proportion of income spent on a good remains the sai as

income increases, then income elasticity for that good is equal tc

If the proportion of income spent on a good increase as income
increases, then the income elasticity for that good islgreoter than one.)
The demand for such goods increase faster than the rate of increase in
Income.

If the proportion of income spent on a good decrease as income rises,
then income elasticity for the good is positive but{less than one/ The
demand for income-inelastic goods rises, but substantially slowly
compared to the rate of increase in income.

Necessities such as food and medicines tend to be income- inelastic




QUOSﬂOﬂ-\:}# . For all “~ goods, the income elasticity is positive. 7P
) #Q goo ty is posi (Ky)

i e

\ Normal

r 4 "‘

.

‘ .
\

»-

B3 Inigrior £«

—

) Luxury El‘ >/

!' \
- !
\ ’
\ J

‘D) All of the above



Question #Q. Suppose potatoes h as income elasticity. We can say @

from the data given that:

A | Potatoes are inferior goods @

‘B ) Potatoes are superior goods

'C ) Potatoes are necessities

p There is a need to increase the income of consumers so that they can
= purchase potatoes



Types of Elasticity of
Demand

| Price elasticity of | Income elasticity Cross elasticity )§ Advertisement
demand of demand b of demand elasticity




' @ - Topic: Cross-Price Elasticity of Demand

In the case of the cross-price elasticity of demand, the sign (plus or
minus) is very important.

It tells us whether the two goods are complements or substitutes.

1 LT
[E(, pad | (£C>5]

v




Question _:L#Q. When two goods are complementary, the cross elasticity !5!’
between them Ts:

(May2025)

A Infinite
‘B Positive and large

‘c) Zero

(7
D /Negative



Unit 2: Theory of Consumer
Behavior







@

Topic : WANT

/ l
= v P T

In economics, the term ‘want’ refers to a wish, desire or motive to use

or own goods & services that give satisfaction.
e —




| Topic : Nature of Human Wants

V4
V4

WiN

Wants are unlimited in number. All wants cannot be satisfied.
Wants dlffer in intensity/feel, Some\/q\ts are urgent, others are less

intensely felt [ less urgent
Each want is satiable (able to be met/ capable to being satisfied)

Wants are competitive. Multiple Wants compete with each other for
satisfaction because resources are scarce in relation to wants.

Wants are complementary. Such wants can be satisfied only by using
more than one good or group of goods. o 3

A particular want may be satisfied in alternative/many ways.




| Topic : Nature of Human Wants

V4

L

i

Wants are subjective (differ from person to person) and relative (vory
with time am. ‘ R
Some wants recur/repeat (will have to buy again and again like food)
whereas others do not occur again and again like durable goods.
Wants may become habits and customs

Wants are affected by income, taste, fashion, advertisements and
social norms and customes. 4 23
Wants arise from multiple causes such as physical and psychological

instincts , social obligations and individual’'s economic and social
status e




@

Topic : Meaning of Utility

It refers to the want satisfying power of a commodity.

M

2 Itis measured in terms of utile/utils. S~ ‘\‘QM
&t[ . Tv Tu
|0 L5
' 3 |1&
g‘ 2 2 0 -
o 2Y. Mv
E 2 |22
S -




Topic : Utility v/s Usefulness

Utility is not the same thing as usefulness
Utility is a psychologlcal concept

From the economic standpoint, even harmful/unuseful things like
may be said to have utility because people want them. Thus, in
Economics, the concept of utility is different from usefulness.

VYVY
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Topic : Law of diminishing MU \

According to Marshall, this law says that as a consumer takes more
units of a good, the extra satisfaction that he derives from an extra
unitof agood goeson falling. Yy

It is to be noted that it is the marginal utility and not the total utility
which declines with the increase in the consumption of a good.



@

Assumptions of The law of diminishing marginal utility -

(i) The different units consumed should be identical in all respects. The habit, taste,
treatment and income of the consumer also remain unchanged.

(ii) The different units consumed should consist of 'standard units! If a thirsty man is
given water by successive spoonful, the utility of second spoonful may
conceivably be greater than the utility of the first.

(iii) There should be no time gap or interval between the consumption of one unit
and another unit i.e. there should be continuous-consumption.

(iv) The law may not apply to articles like gold, cash where a greater quantity may
increase the lust for it.

(v) The shape of the utility curve may be affected by the presence or absence of
articles which are substitutes or complements.












7D N
Marshall defined the concept of consumer surplus as the “excess of the price @

which a consumer would be willing to pay rather than go without a thing

e ——
over that which he actually does pay”, is called consumers surplus.”

Co>
[t is a measure of welfare that people gain from consuming goods and services.
N dafs mrpeien ) ol b

& bo® é o
Consumer surplus = what a consumer is ready to pay - Wlljlt he actually pays

— MY = - P
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Question #Q. Ram wanted to purchase an Apple tab a @ Actual price

in the market (MRP) is X 11,000/- and discount was given at

20%. Also there 1is an_additional cash discount o

% 300. Find consumers surplus. @

(A) 3200 -

) \/,&bbe 7 (pa“l'\jw

(B) 3500 v~ —

(©) 1000 llooo

P —A2:° :@'

(D) 3300 . %

7 8%'0@ S
- 230° . ’

/—:_L

@U‘O | £ a



(1)

\'f: Topic : Applications of Consumer Surplus

g
\/ 7

/

Consumer surplus is very important to a business firm to reflect on the

amount of consumer surplus enjoyed by different segments of their
customers because consumers who perceive large surplus are more
likely to repeat their purchases. ./

(U ¥e \Q\JQ
ey L
¥
b Z R




\‘f: Topic : Applications of Consumer Surplus

/
————— 3

/

(2) Understanding the nature and extent of surplus can help business
managers make better decisions about setting prices. If a business can
identify groups of consumers with different elasticity of demand within
their market and the market segments which are willing and able to pay

higher prices for the same products, then firms can profitably use price
discrimination.

(3) Large scale investment decisions involve cost benefit analysis which

S — N —

takes into account the extent of consumer surplus which the projects
——————.

may fetch.



\'f: Topic : Applications of Consumer Surplus

(4)

(5)

/
y,
S

Knowledge of consumer surplus is also important when a firm considers
raising its product prices, Customers who enjoyed only a small amount of

N —

surplus may no longer be willing to buy products at higher prices. Firms
making such decisions should expect to make fewer sales if they increase
rices.
p ¥
Consumer surplus usually acts as a guide to finance ministers when they
Vwm

decide on the products on which taxes have to be imposed and the extent
to which a commodity tax has to be raised. It is always desirable to
impose taxes or increase the rates of taxes on commodities yielding high
consumer surplus because the loss of welfare to citizens will be minimal.

@



| Topic : Limitations of Consumer Surplus

(1)

(2)

&)

(4)

/
y,
S

Consumer surplus cannot be measured precisely because it is difficult to
measure the marginal utilities of different units of a commodity
consumed by a person.

In the case of necessaries, the marginal utilities of the earlier units are

B ———

infinitely large. In such case the consumer surplus is always infinite. ./

The consumer surplus derived from a commodity is affected by the
availability of substitutes.

I

There is Jo simple rule for deriving the utility scale of articles like
prestige goods (e.g., diamonds).




Topic : Limitations of Consumer Surplus \'}'

,’//

”~
"/

v

(5) Consumer surplus cannot be measured in tew money because the
marginal utility of money changes as purchases are made and the
consumer's stock of money diminishes. (Marshall assumed that the
marginal utility of money remains constant. But this assumption is

unrealistic).

(6) The concept can be accepted only if it is assumed that utility can be

V

measured in terms of money or otherwise. Many modern economists
believe that this cannot be done.




Consumer Equilibrium
¥
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Utility Approach

Ordinal Utility Approach

\/\__*_“

Cardinal Utility Approach OR
OR IC Analysis
MU Analysis /" OR

(given by Alfred Marshall) = Consumer preference approach
(given by Hicks and Allen)

\/\_—————.

Utility can be expressed in Utility cannot expressed i
numbers / Numerically numbersjutility can be Ranked




Topic: Indifference Curve |

An indifferewe is a curve which shows all those combinations of
two goods which give same satisfaction to the consumer. A consumer
remains indifferent among the combinations.
#  An Indifference curve is also called iso-utility curve or equal utility
N, T
curve.
2|

0




Topic : Properties of IC \
\K{
R—-’

ndifference curves slope downward to the right “

ndifference curves are alwaxsrconvex to the 6rigin (due to DMRS)
. - N\ " \’)
ndifference curves can never intersect each other | "«
—— p\‘/’v i

A higher indifference curve represents a higher level of satisfaction
Indifference curve will not touch either axes

AW N




Topic : Properties of IC

.  Indifference curves slope downward to the right



Topic : Properties of IC

2. Indifference curves are always convex to the origin (due to DMRS)



Topic : Shape of IC Depends on MRS

(1) If MRS is falling i.e,, DMRS convex to origin
(2) If MRS is rising Concave

(3) If MRS is constant Straight Line



Topic : Properties of IC

3. A higher indifference curve represents a higher level of satisfaction



@

Topic : Indifference Map

Z Indifference map collection/set of many indifference curves in a single
diagram. (family of indifference curves)

Ya Indifference Curve
IC,
1C,
< » X

Oy Good X



Question \} #Q. With reference to the following indifference map, which of the =

4 following curve represents highest satisfaction level?

YA

IC3
e
2

IC2 = {1c

IC.

IC] IC,

O Good X T !

All the curves represents same satisfaction level

[JAN 2025]

NS



Topic : Properties of IC

4. Indifference curves can never intersect each other



Topic : Properties of IC

5. Indifference curve never touch either axes



=
Indifference Curve in case of I

.

= L-shaped
= Convex to origin
= Right angle bent

* Downward Sloping
* Straight Line
* MRS is constant




# A budget line or price line shows all the combinations of two goods which the

consumer can buy by spending his given money income on the two goods at
their given prices.

#  All those combinations/ bundles which are within the reach of the consumer
(assuming that he spends all his money income) will lie on the budget line.

e =L

tﬁuﬁmm .ﬂ) X‘H?\l MI




The budget line will shift when there is:

# Achange in the prices of one or both products
#  Achange in the level of nominal income of the consumer

\A——

# A change in both income and relative prices

i /—‘\

P




—

™\

Question #Q. Arelative price s

-

l/-

. A ) Price expressed in terms of money

- //
S

(\ B / What you get paid for babysitting your cousin

(\__\C |/ The ratio of one money price to another @

D ) Equal to a money price



7D N
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A consumer’s optimal choice or consumer’s equilibrium should satisfy two criteria:
A

Z It will be a point on his budget line; and

# It will lie on the highest indifference curve possible

\N\




Unit 3 : Supply
Price Elasticity of Supply (E.)



Topic : Supply

#  Supply — Seller point of view

#  Supply is not sale.
»  'supply' refers to amount/quantity of a commaodity that producers are

* willing and

* able to offer for sale ? 0.<
* atvarious prices ——

o
*  during a given period of time. 1o f1°

20 ‘.300



Topic : Quantity Supplied

Z  'Quantity Supplied' refers to amount/quantity of a commaodity that
producers are

* willing and

* able to offer for sale

®* ata particular prices

®* during a given period of time.

It is a flow concept




| Topic : Determinants of Supply

ONE NSG PPP

(i)  Price of the good:

(ii)  Prices of related goods:

(iii)  Prices of factors of production:

(iv) State of technology:

(v) Government Policy:

(vi) Nature of competition and size of industry :

(vii) Expectations:

(viii) Number of sellers:

Other Factors: Industrial and foreign policies, goals of the firm,
infrastructural facilities, natural factors such as weather, floods,
earthquake and man-made factors such as war, Labour strikes,
communal riots etc.




Topic : Determinants of Supply |

/
/

1. Price of the good ! PT — .ST/
Price Increases — profitmargin of seller increases — Supply Increases & vice versa

2. Priceof related goods L s S
If a fcrmer produces and sells wheat and mushroom. If price of wheat rises, farmer
may shift his land to wheat production away fromm mushroom (decreasnng supply
of mushroom).

lo -
v
3. Prices of factors of production ‘ é— @

Rise in price ce of factors of production — mcrease in cost of production —» profit
margin decreases — supply decreases

4. State of technology
Use of advanced technology like automation — low cost — supply increases
invention and innovations tends to make it possible to produce more with the
same resources.




——

| Topic : Determinants of Supply ;f;

/
//
_—

5. GovernmentPolicy
>  Increase in Taxes — production cost rises — supply decrease
> Increase in Subsidy — production cost falls — supply increase
> Restric:Jions — import quota or rationing of input — production fall - supply decrease
o L
6. Nature of competition and size of industry
Competition increase —» More supply and vice versa.
monopolized condition — less supply

7. Expectations - /
An increase in anticipated/expected future price — reduces its supply today/current

8. Numberof sellers /
No. of sellers rise —» Market supply increases



Topic : Determinants of Supply

Other Factors o

’

Government's industrial and forei ign pollmes

Goals of the firm,

Infrastructural facilities

Natural factors —» weather, floods, earthquake

Man-made factors — war, labour strikes, communal riots etc.

—




. -
‘\ =
N
\
\

Topic : Determinants of Supply

@NE NSG PPP

(i)  Price of the good: S
(ii)  Prices of related goods:
(iii)  Prices of factors of production:
(iv) State of technology:
(v) Government Policy:
(vi) Nature of competition and size of industry :
(vii) Expectations:

viii) Number of sellers:

her Factors: Industrial and foreign policies, goals of the firm,
infrastructural facilities, natural factors such as weather, floods,
earthquake and man-made factors such as war, Labour strikes,
communal riots etc.



N
N S P
E C \ P

Determinants of Supply



O Other Factors N Nature of Competition P Price of Own Good

N No. of Sellers S State of Technology P Price of Related Good
E Expectation G Govt. Policy P Price of Factor of Production

Determinants of Supply




@

jf? Topic : Change in Quantity Supplied

Jab only Price of own good ki vajah se
Supply me Change Aaye to us change ko
hum change in Quantity Supplied Kahenge.

(i) Price of the good:

(ii) Prices of related goods:

(iii) Prices of factors of production:

(iv) State of technology:

(v) Government Policy:

(vi) Nature of competition and size of industry :

(vii) Expectations:

(viii) Number of sellers:

Other Factors: Industrial and foreign policies, goals of the firm, infrastructural facilities, natural
factors such as weather, floods, earthquake and man-made factors such as war, labour strikes,
communal riots etc.



\ Change in Quantity Supplied OR Movement along Supply Curve
Increase in Quantity Suppw " Decrease in Quantity Supplied

Expansion of Supply Contraction of Supply

OR OR
Upward Movement Downward Movement




@

Topic : Change in Supply \//

Agar Price of own good ko chhodkar
(i)  Price of the good: kisi Aur vajah [Factors other than Price
of own good] se supply me change

Aaye to uss change ko hum
‘change in supply’ Kahenge.
Prices of related goodes:

Prices of factors of production:
(iv) State of technology:

(v) Government Policy:

(vi) Nature of competition and size of industry :

(vii) Expectations:

(viii) Number of sellers:

Other Factors: Industrial and foreign policies, goals of the fign,
infrastructural facilities, etc.




Change in Supply OR Shift in Supply-Curve

Increase in Supply Decrease in Supply
OR OR
Rightward Shift Leftward Shift
\ |
S ¢
- & F
lo | o
- lo |5© 53
6 @ g o ¢ ¢ |
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\‘fi Topic : Law of Supply : | A

s
L

# Other things remaining constant, as price rises, the quantity of a
good produced and offered for sale will increase and vice versa.

# The behaviour of supply is affected by the time taken into

consideration-

L
* Inshortrun — not easy to increase supply.
* Inlong run — can be easily adjusted in response to changes in

price. =




Topic : Law of Supply

The law of supply is known to be correct in a large number of cases.
There is an exception however.

If we take the supply of labour at very high wages, we may find that the
supply of labour has decreased instead of increasing. Thus, the behaviour

of supply depends upon the phenomenon considered and the degree of
possible adjustment in supply.




Price elasticity of supply

[t refers to the responsnws/s\of/qgantlty supplied of a good to a
change in its price.



Methods of measuring Elasticity of supply

Arc Method
Percentage Method Point Method or
i Mid-point method

B Percentge change in qty.supplied dQ = P Q2 ~-01 xP + P1
s Percentge change in price dP Q Q2 + Q1 P? - P1



Topic: Types of Supply elasticity

Unit elastic Supply [E, = 1]

More than unit elastic supply OR Elastic Supply (Ec > 1)
Less than unit elastic Supply  OR Inelastic Supply (E, < 1)
Perfectly elastic Supply |E¢ = o]

Perfectly inelastic Supply [E¢ = 0]

L S o
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If Increase in Production — substantlal cost increase — Profit{ Inelastic
decrease
v -
| | igi ise inc Elastic
@ [f Increase in Production — negligible rise in cost or constant cost SuBly |
m - — : upp’y /

Complex production process — require long process time to lneast
produce (Eg- aircraft, cruise ship takes more time as compared to

motor bikes ) Sy

: : : : . nelastic
@lf after increase in price — short time period  — |
— . Suppl

If after increase in price — long time period — firms can build new lastic

plants or new firms may be able to enter in the market Suppl
3 More no. of producers — More competition e ¢
when Fewer barriers of entry — More competition Elastic
Supply
4 | Not working on full capacity — spare capacity V4




Topic : Determinants of Elasticity of Supply |

N
\

. Key raw material — easily and cheaply available Elastic Supply
Procuring resources is difficult or costly Inelastic SuppD
Raw material and finished goods — easily and cheaply .

6 | stored = have adequate stock Elastic Supply

7 | Sellers expect — rise in future price (ln/d;sTk Supply
[nputs — Short in supply — require longer delivery period | i ]

8 | - highly specialized nature Inelastic Supply
Labour — highly skilled — scarce — require long longer . o

9 training period Inelastic Supply
Capital and labour — occupationally mobiléi

. Elastic Su
10 | Products continuously produced N
e —————— ‘
Products infrequently prw nelastic Supply
-

@



Question \/ #Q. Highly Perishable. commodities during very short period will have @
SO ~ QWY

SR .
(\ \A4/l Perfectly elastic curve

—
<B) Perfectly inelastic curve /
— N

@ Elastic
@) Inelastic
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Theory of Production
and Cost




Chapter-3 |

: Unit-1
Theory of Production \/

Unit - 2
Theory of Cost \,/



> Factors of Production>




Land |
A

1)
i)
(iii)

iv)

vl

\

-
\

29

(Vii)

v

Land is a free gift of nature:
L N

S

Land is permanent and has indestructible powers:
™™ ™ et el et

Land is a passive factor: Give effort
*’\/\M

NN —
Land is immobile: Not Shiftable
NN o N -
Land h Itipl : |
and has multiple uses:./ s Y,
Land is heterogeneous: (differ in fertility and situation)

Supply of land is fixed




Gy

Vi

Supply of Land is Perfectly Inelastic from overall Economy’s Point of View.

S v

v
Land is relatively elastic from the point of view of a firm / individual




| Characteristics of labour~

(1)
(2)
&)
(4)
(5)
(6)
(7)
C)
(9)

La

La

1ol

Human Effort:
DOUT iS perlshable \/ Q @
Lal

N
bour is inseparable from the labourer: g\.‘

er
bour is an active factor (\U__?__OIE/

abour power differs from labourer to labourer: —

All labour may not be productive:

Labour is mobile:

LabQur has poor bargaining power: )QAﬁ;\

Cholce_between hours of labour and hours of leisure:

(10) There is no rapid adjustment of supply of labour to the demand for it




Capital is part of wealth which is used in production.

g g e N NP

v/

Capital is produced mean of production by man.
N N e —



' Types of Capital

- (1) Fixed capital \/
(2) Circulating capital \/
(3) Real capital \/
(4) Human capital \/
(5) Tangible capital vs intangible capital
(6) lndividtl_,al capital —
(7) Social Capital

—



€)
(b)
()
(d)
()
(f)
(8)

Fixed capital is that which exist in durable shape and renders a series of
services. For example - tools, machines, etc.

Circulating capital is a single use capital and is not available for further use. For
example - seeds, fuel, raw materials, etc.

Ii(ia_l_ (tangible) ?é—[;ital refers to physical goods such as building, plant,
machines, etc.

Human capital refers to human skill and ability.

Tangible capital can be perceived by senses whereas intangible capital is in the
form of certain rights and benefits which cannot be perceived by senses. For
example, copyrights, goodwill, patent rights, etc.

Individual capital is personal property owned by individuals or group of
individuals.

Social Capital is what belongs to the society as a whole in the form of roads,

bridges, etc.




@

S tages of Capltal Formati on__
- \/ )Y\vc&“ﬂ{rd\\

[(1) Savings:

(2) Mobilisation of savings: ./
(3) Investment: /




Question R #Q. Circulating capital means [June 2024]

) ro g e )

@ Interest generated from capital and reinvested to earn more interest

NS

-
@ ) Capital is durable source which gives returns for a specific period

e e

> A
@ ) Capital performs its production function in single use and not used further\,@

®' Used for series of services over a period of time




- Entrepreneur |

He is also known as oraganiser / manager / risk-taker.




—~
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' Functions of Entrepreneur
// N\ i

Y

(1) Initiating business enterprise and resource co-ordination

(2) Risk bearing or uncertainty bearing

(3) Innovations - Most Important Function

e
56»\\»{&2&%




U | Enterprise’s Objectives | N

\\

o

Organic objectives: Survival, growth, Expansion, Fitness of Employees

N
(1) v
(2) Economic ob!'ectives: Profit
(3) Social objectives: Societys”
(4) Human objectives: EmEloxeeS\/
(5) National objectives: Towards Nation




Question > #Q. According to innovationg.introduced by an entrepreneur @
give rise to profits. V4 NS

=
QA) Prof. F.H. Knight -

@ Prof. Joseph A. Schumpeter._/
S N N —

@ Prof. Paul Samuelson

@ Dr. Alfred Marshall




Three Stages of Production under Short run production Function and

Law of variable proportion

STAGE

Stage

v/

-+

1

Increases at
an increasing
rate and then
increases at
decreasing
rate

MP

Increases
and reaches
at maximum
point.

AP

Increases and
reaches its
maximum point.

Stage

Increases at

Decreases

After reaching

[ , | diminishing |and becomes |its maximum
\/ rate and Zero point beings to
reaches its decreases

maximum
_ point

Begins to fall.

Becomes

Negative

Continues to
diminish




Stage 2 : Stage of Operation

Stage 1 and Stage 3 : Stage of Absurdity OR Non-sense



Question > #Q. A rational producer will produce in the stage in which marginal @

product is positive and: [PYQ] \\¥4

=
QA MP > AP . H
nflection Poin § TP
@ MP — AP % Inflect Point : E
_- : i é
(©) mp<ap [C] = /| §
| E Stage | i Stage I g Stage Il
@ MP is zero : i S
/E s

0 \
Variable Input MP ?

<







M@

Law of Returns to Scale — Long-run
—=—(50%Tf={crs)

J’\
() v 50%T > [40%T]= DRS
T - 50%" <_ [90%T]= IRS




Question ) #Q. If decreasing returns to scale are present, then if all inputs are /.@
— M
increased by‘ hen: QY

p ¢
Output will also decrease by 10%

Output will increased by 10% = ¢ _C
@ Output will increased by less than 10% I C'

@ Output will increased by more than 10% =% 1 £2<




' Cobb-Douglas Production Function |

Q — K.La.Cl-a

@ l-o .



a+b<1= DRS

Qi



, Isoquants QY

Isoquants - equal-product curves, production indifference curves or
iso-product curves.




[soquants

An isoquant represents all those combinations of inputs which can produce
the same level of output.

I e —— e ——




' Properties of Isoquants

(1)
(2)
&)
(4)

Negativelzsloged -l k: -)/ \\

Coevex to the origin due to dlmmlshmg MRTS

Curve on right represents a hlgher level of output

Non intersecting




' Iso-Cost Line | QWY

» Iso-cost line, - Equal-Cost Line or budget line or budget constraint line,
WW/\—-—'




Question > #Q. An Isoquantis to an Iso-cost line at equilibrium point. @
-

[CA CPT May 2007] \4

@ Convex
@ Concave

@ ) Tangent@

Py .
D) Perpendicular ¢,
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(1) Accounting Costs and Economic costs
(2) Outlay costs and Opportunity costs
(3) Direct or Traceable costs and Indirect or Non-Traceable costs
(4) Incremental costs and Sunk costs
5) Historical costs and Rteacement costs

] NN Smm— .
(6) Private costs and Social costs r-)

NIt —— e ———
7) Fixed and Variable costs




r—— Ry
- Topic : Accounting Cost and Implicitcost |

#  Accounting Cost/Explicit Cost relate to those costs which involve cash
payments by the entrepreneur of the firm.
# Accountant record these in the financial statements of the firm.

V4 M Cost of self-supplied factors of owner.

(ol



Question > #Q. \~~_ are already incurred once and for all, and cannot /.@
be recgvered. [JAN 2025]

NS

A

‘D) -
e/. Social costs




@

Fixed cost is a function of capacity and variable cost is a function of

output.
If the firm closes down for some time in the short run but remains in

business, fixed cost cannot be avoided (inescapable)

Shut down costs are costs which will continue even after operations

are suspended. Eg- cost for storing of old machines which cannot be
Nt ™™™ ™ T ——————

sold in market.




| Stair - Step Variable Cost | ()

Some costs which may increase in a stair-step fashion, i.e.,, they remain
fixed over certain range of output; but suddenly jump to new higher level
when output goes beyond a given limit.

\

20
19

|

O;a—



. Semi - Variable Cost | NS

Some costs which are neither perfectly variable, nor absolutely fixed in
relation to the changes in the size of output.
Eg.: Electricity charges, Postpaid Phone Bill etc.

|9






Formulae List

TC = (FC+Tue :AC'XQ

FC = Te ~Tue = AFexd

Ve = T2.- TFe= AuvexP= SMC
AC = ATe = Auc +AFc = %
AFC = fle —Ave = [E<

>
AVC = B¢ —AFe=Tve

MC -— ‘rcq ’or("" e

=14

—

a8
‘% =Te, Ty,







(1) MC - Curve cuts AC Curve at its minimum point
OR
When MC = AC, AC is minimum
(2) When MC < AC, AC Falls
(3) When MC > AC, AC rises.




(1) MC - Curve cuts AVC Curve at its minimum point
OR
When MC = AV(C, AVC is minimum
(2) When MC < AVC, AVC Falls
(3) When MC > AVC, AVC rises.
















When LAC is rising (+ve Slope)
(1) LAC is tangent to rising Portion of SAC. — Over - utilisation

(2) There is DRS (Dis-Economies of Scale) when LAC curve rises (positive Slope)
When LAC is falling (-ve Slope)

(1) LAC is tangent to the falling portion of SAC — Under - Utilisati
(2) There is IRS (Economies of Scale) when LAC curve falls (-ve Slope)

[RT— LAcs]= Sconomes o Scale

T LA = D0h e onom gﬂ‘l‘




Question > #Q. Planning curve is related to which of the following?

@ Short run average cost curve < ), P' ek (B
—
@ Long run average cost curve.\( B )

@ Average variable cost

@ Average total cost




Chapter-4

Price Determination
in Different Markets




Topics to be Covered

'l' Unit - 1 : Meaning and Types of Markets

‘2 Unit - 2 : Determination of Prices J

v4

<ffi3 Unit - 3 : Price Output Determination under Different Market Forms




@

Price — Value in Exchange or Exchange Value or Economic value \/
N N T T T T N\ T T

As per Ricardo, exchange value means command over commodities in general or

power in exchange over-patehable commodities in general.

A g N e i
Pu “M/ < v

Value in use is different from value in exchange.

Value in use refers to the usefulness or utility. It is the attribute which a thing
\/\’\M/\/\/\N-M

may have to satisfy human wants.




In Economics, we are only concerned wit@onsiderations such as
sentimental value mean little)in a market economy. Sentimental value is subjective
and reflects an exaggerated judgment about the worth of a commodity.

For example, If a person says to his best friend that I like your car and if you give it

to me then I will be lifetime obliged to you. In this case, lifetime obligation is a
sentimental value and has no meaning as against monetary consideration.



. % &
> Meaning of Market/' N/
R — 4

>
A market is a collection of buzers and sellers with the

potentialmossibllitx to trade.
We can define the market simply as all those buyers and sellers who

influence price. 1/

A market need not be formal or does not require a particular place.
Eg- 2"d hand goods are often sold through online platform.
Elemeis i

(1) Buyers and sellers;

(2) A product or service;

(3) BarWoraprice;
(4) Knowledge about market conditions; and

(5) One price for a product / service at a given time.
A T e —, S———————————



R
> Types MarkeD

_

Markets can be classified on the basis of

ature of transaction— <2

Regulation —_— D K MQ/ E kN <'*:6
Volume of business and — =2— B = Wil

Types of competition

-_



Classification of Market

In Economics, Generally the classification of markets is made on the basis

of
: Nature of : Volume of Types of
fxen e Transaction Beguiatan Business Competition

[-._ocal i'Pe\rlleorc}l, Sljllgrrliet i®ot Market o _gg&at_ed Wholesa;{;arke » Perfectly
Market ; N__L ..L__ rket . Competitive

perlo

n

- gg_lonal ‘1 Short Pertod ‘ Future nreulated Batail Market | lmperfectly

Market Market ; ; (,ompetltlve

= Market

3 N_g_gonal
Market

Internation H Very Long /
al Market Secular /
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Perfect Competition

Imperfect Competition
OR

\

Perfectly Competitive Market
Constant Price QT

P QT
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P> Ae = Aot B Spbevnern s Peflh

P Ac == =88

/




Question b #Q. When AR =X 10 and AC = X 8 the firm makes

7D N
4 e S ———— -—
[CA CPT May 2007] @
P> Ac
( A) Normal profit E—

\/é\> Net profit
(8) Gross profit

‘D) Super normal profit
b4 ‘______-——-___———__







Question
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Zero

#Q. When e > 1 then MR is

“

Negative

Positive «"

One




Question 5 #Q. When e = 1 then MR is

4 S —

QD Positive
(B) Zero o~
@ One

—
@ Negative
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#Q. When e <1 then MR is

—

Negative L~

Zero
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One
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. Shut down goint
¥
»  Price = AVC
» TR =TVC

» Total loss = TFC
»  Shutting down is temporary and does not mean going out of business

TR = (Toy

P;(L_-:-/ fC



Question > #Q. A firm encounters its “Shutdown Point” when:
W

@

Te =P
<A Average total cost eq@ profit-maximizing level of output

@ Average variable cost equals price at the profit-maximizing level of output( PP
e e 3

@ Average fixed cost equals price at the profit-maximizing level of output

@ Marginal cost equals price at the profit-maximizing level of output

?




. Behavioral Principles | N

J
£

Principle 1
» A firm should not produce at all if its total revenue’s are not enough

to cover total variable costs
>  Whef{AR = AVC 3> Shutdown Point

Principle2  / Vi
» A firm will maximize profits (or minimize losses) by expanding

output to the level where MR = MC
V—-—'-—"—"—'___-—_-—_




Unit - 2

Detkermination of Prices

———

\.



Question ) #Q. It is assumed in economic theory that

/ g D T S N

decision making within the firm is usually undertaken
by managers, but never by the owners

the ultimate goal of the firm is to maximise profits, \/
regardless of firm size or type of business organization.
as the firm'’s size increases, so do its goals

the basic decision making unit of any firm is its owners




Market Equilibrium

Demand = Supply



Effect on
Situation =S —
S —— Equilibrium Price Equilibrium Quantity
Increase in Demand PT QT
Decrease in Demand P Q4

| S A

e



Effect on

Situation
Equilibrium Price Equilibrium Quantity
Increase in Demand PT QT
| Decrease in Demand P Q4




————

Question > #Q. With a given supply curve, a decrease in demand causes @
NS

QA) An overall decrease in price but an increase in equilibrium quantity

@ An overall increase in price but a decrease in equilibrium quantity

@ ) An overall decrease in price and a decrease in equilibrium quantity /

@ No change in overall price but a reduction in equilibrium quantity




Effect on
Situation Equilibrium | Equilibrium
Price Quantity
(;) Increase in Supply P QT
Decrease in
C./ Supply il Q-

/A



Effect on
Situation Equilibrium | Equilibrium
Price Quantity
(:J Increase in Supply P4 QT
Decrease in
C/ Supply A I L

| N\



Situation

Effect on

Equilibrium | Equilibrium
Price Quantity

Increase in Demand is

equal tglnerease

Remain
Same '

Increase in demand is
greater than Increase
in Supply TD > TS

)

Increase in Demand is
less than Increase in
Supply TD < TS




Effect on
Situation Equilibrium | Equilibrium

Price Quantity
Increase in Demand is Beeriain
equal to Increase QT

Same
Supply DT = ST /
Increase in demand is y.
greater than Increase PT QT
in Supply. TD > TS
Increase in Demand is
less than Increase in QT \
Supply TD < TS \

DT> A\



Effect on

Situation Equilibrium | Equilibrium
Price Quantity

Increase in Demand is

equal to Increase R;;nn?én QT
Supply DT =ST

Increase in demand is

greater than Increase PT QT
in Supply TD > TS

Increase in Demand is

Supply TD < TS

1

less than Increase in QT \ \\

DT 2 &N 0___L___\



Situation

Effect on

Equilibrium | Equilibrium

Price

Quantity

Decrease in Demand is

Remain Same | Q4
—— S

equal tg-Begrease in
2 ey

Decrease in Demand is

less than Decrease in PT Q4
Supply DV < S

Decrease in Demand is

greater than Decrease P Q4

in Supply DV > SV

R b B . — L




Situation

Effect on

Equilibrium | Equilibrium

Price

Quantity

Decrease in Demand is

equal to Decrease in
Supply D4 = S

Remain Same Ql

Decrease in Demand is
less than Decrease in
Supply DV < S

Decrease in Demand is

greater than Decrease
in Supply DV > SV

PJ

:D.l £ LU

E'AA




Situation

Effect on

Equilibrium | Equilibrium

Price

Quantity

Decrease in Demand is
equal to Decrease in
Supply DV =S4

Remain Same | Q4

Decrease in Demand is

less than Decrease in PT Q4
Supply D4 < S

Decrease in Demand is

greater than Decrease P Q4

in Supply D+ > S

Dl

.o

N2




Effect on

Situation Equilibrium | Equilibrium
Price Quantity
Increase in Supply
IS a Remain Same

eq l
demané TS=ID ;)

Increase in Supply

is greater than 4 in PJ Q4
demand TS > {D

Increase in Supply

is less than ¥ in P Ql

demand TS < {D

&T:—_—D\L

A

%




Effect on

Situation Equilibrium | Equilibrium
Price Quantity
Increase in Supply
is equal to 2 Remain Same
demand TS=1D
Increase in Supply |
is greater than 4 in PJ L
demand TS {D
Increase in Supply
is less than 4 in P Ql

demand TS <{D

ST

DL

’_




Effect on

Situation Equilibrium | Equilibrium
Price Quantity
Increase in Supply
is equal to 2 Remain Same
demand TS ={D
Increase in Supply
is greater than 4 in PJ i

demand TS > {D

Increase in Supply
is less than ¥ in
demand TS <{D

Skl

V)




Effect on

Situation Equilibrium | Equilibrium
Price Quantity
1 Decrease in Supply
0 is equal in PT Remain Same
demand 4S=TD &
1 Decrease in Supply
1 is less than T in PT QT
demand 4S < TD
1 Decrease in Supply
) is greater than T in PT Q4
demand S > TD

1 -§\L:D(\\\




Effect on

Situation Equilibrium | Equilibrium
Price Quantity
1 Decrease in Supply
0 is equal to T in PT Remain Same
demand ¥S=TD
1 Decrease in Supply
1
deman
1 Decrease in Supply
) is greater than T in PT Q4

demand 4S>TD

[ -&bkb‘\‘\




Effect on

Situation Equilibrium | Equilibrium
Price Quantity
| Decrease in Supply
is equal to T in PT Remain Same
demand 4S=TD
PT QT

Decrease in Supply
is greater than T in
demand S > TD

Decrease in Supply

is less than T in

demand +S<TD
\@

LW ey




-

When both demand and SuEply Increase and no other info given,
then Equilibrium Quantlg Increases, but effect on Equilibrium
Price cannot be confirmed. \/

Similarly, when both demand and supply decrease, and no other

info given then Equilibrium_ Quantity Decreases, but effect on

Equilibrium Price cannot be confirmed.
R —————




@

When demand increases and supply decreases then Equilibrium
Price rises but effect on Equilibrium Quantity cannot be confirmed.
When demand decreases and Supply increases then Equilibrium
Price falls but effect on Equilibrium Quantity cannot be confirmed.



Question > #Q. If supply increases in a greater proportion than demand

/"A‘\E The new equilibrium price and quantity will be greater than the
-~ original equilibrium price and quantity

g The new equilibrium price will be greater than the original
~  equilibrium price but equilibrium quantity will be higher

c ) The new equilibrium price and quantity will be lower than the
" original equilibrium price and quantity /

(/a The new equilibrium price will be lower than the original
= equilibrium and the new equiltbrium guantigz will be higher

"YI’J QM)




Unit-3

Price Output Determination under Different Market Forms
(/ﬁ———-—_\'




Forms of Market

\ Perfection Competition | Imperfect Competition




- Monopoly
\
@ a g@r alone




Market = Industry = Collection of all firms
P N N S e

v
Monopoly — a single firm is industry / Market
™ ™t et O S —
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. Monopoly | WY

e

The word "Monopoly means "alone to sell”.

T eI ————— X . .
Monopoly is a situation in which there is a single seller of a product which
has no close substitute. >
V\N\

Pure W found in practice. However, in public utilities
such as transport, water and electricity, we generally find a monopoly form

of market.




y o
/ : —
/ \ \\‘

U ' Features of Monopoly Market )

/ P s, T

*1 Single seller of the product:

(a) In a monopoly market, there is \o_r_l_l_y\ one firm producing or
supplying a product.
(b) This single firm constitutes the industry and as such there is no
distinction between firm and industry in a monopolistic market.
(9 MonoMcterized by an absence of competition.
( 2 ) Barrign;s to Entry: In a monopoly market\,ﬂwre are strong barriers to
entry. Thw could be economic, institutional, legal or
artificial.




Price Elasticity

Less No. of Close Substitute




Cross Elasticity (E,)

\

" Demand

— -

Nor-Substitutes

C <0 Neither
Complimentary Complimentary




| Features of Monopoly Market |

No close-substitutes:

(a)

)

(c)

A monopoly firm has full control over the market supply of a
product or service. A monopolist is a price maker and not a
> NN TN

price taker.

The monopolist generally sells a product which has no close
substitutes. In such a case, the cross elasticity of demand for the

NPt —

monopolist's product and any other product is zero or very
small.

The price elasticity of demand for monopolist's product is also

—\

less than one. As a result, the monopolist faces a steep

w

downward sloping demand curve.




| Features of Monopoly Market N/

4 ) Market power: A monopoly firm has market power i.e. it has the
ability to charge a price above marginal cost and earn a positive

profit.
(F>H6)



Question > #Q. Who can create Monopoly?

el
A/.g/

Scarce Resource
M

@Gmﬁv\vﬂ;/

@ Patent Right
cartel \ W\’w?
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| How do Monopolies Arise ) Rlocks™ Eptey
Fundamental cause of monopoly is '(barriers to entry'A/, i.e. other Firms

cannot enter the market. Some reasons for occurrence and continuation of
Monopoly are-

|1 StratWe resources, inputs or technology by a
Single Firm

v 4
( 2‘, ' Developing or acquiring control over a unique product that is difficult
SERYGR cosmm
.{\3‘) Patents and Copyrights given by Government to protect Intellectual
Property Rights and to encourage innovation.
4) Governments granting exclusive rights to produce and sell a good or a

service.




' How do Monopolies Arise? |

/'/

1' 5 )

Substantial Goodwill enjoyed by a Firm for a considerably long

| eriod, which create difficult barriers to entry like whatsApp
6‘( Natural Monopoly'due to very large economies of scale Suppose, a
ingle Firm is able to produce the industry's whole output at a lower

unit cost than two or more Firms could. In such case, it is often
wasteful (for Consumers and the economy) to have more than one
such Supplier because of the high costs of duplicating the
infrastructure, e.g. Telephone Service, Natural Gas Supply, Electrical
Power Distribution, etc.

Stringent Legal and Regulatory Requirements that effectively

discourage entry of New Firms without being specifically prohibited.




| How do Monopolies Arise? |

P

—

(8) Veg high start-up costs required to enter the market in a modest way
~ and requirement of extraordinarily costly and sophisticated technical
- know-how, may discourage new Firms from entering the market.

9 Use of Anti-Competitive Practices or Predatory Tactics, (eg. Limit
: Pricing or Predatory Pricing) intended to do away with existing or

potential competition. d
10. Business Combinations or Cartels where former Competitors co-

operate on pricing or market share.
(Note: Cartel is illegal in most countries)



' AR & MR under Monopoly \ W

3

Both AR and MR are negatively sloped (downward sloping) curves.

The slope of the MR curve is twice that of the AR curve. MR curve lies

half-way between the AR curve and the Y axis. i.e. it cuts the
WW

horizontal line between Y axis and AR into two equal parts.

e )

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

PRICE




' Price Discrimination |

[t is a practice of charging different Prices from different buyers for Same
Product.



| Types of Monopolies |

CSfple monopoly )

Charge Same Price from all Buyers
Google, WhatsApp, Postal Charge

/

e —

(_ Discriminating monopoly 2

Electricity

- Residential - Low Price

- Commercial - High Price




| Objectives of Price Discrimination

/

To earn maximum profit

N Nt N et O e —

To enjoy economies of scale — T—t A( J

n markets

.€) To secur¢ through pricing

a

‘b) To dispose off surplus stock
C
.

To capture forei

<




/

4
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A
' Conditions for Price Discrimination | (Y

= %

N
\

.//

Full control over supply: Price discrimination is applicable only in
NN ——
monopoly situation, there is full control over the supply, where there

are no rivals firms. B oncd

Division of market into two or more sub-markets:
\/\/WW

Different price elasticity under different markets:

less Elastic DD — high Price./

More Elastic DD — low Erice\/

No possibility to resale: It should not be possible for the buyers of
low-priced market to resell the product to the buyers of the high

priced market. @ @
'




" Prof. Pigou classified the 3 Degrees Price Discrimination /} @

 Coreuner by |y wibe off
(2)1 egree—> - éh M
(3)§dDegree—>




Question > #Q. Natural Monopoly arises when

N

o

\\_/’ There is enormous goodwill enjoyed by a firm

o There are stringent legal and regulatory requirement

@ There are very large Economies of Scale @

@ There are Business Combinations and Cartels




Question > #Q. Price discrimination is related to

_
. Size of the purchase( )

®/Any of the above




NormalPl;q_ﬁt _ P ;ii\_ VY A"Q,':AQ

Positive Economic Profit

R g P > 4(
Supernormal / Abnormal Profit
A

Losses OR Negative Economic Profit
—

P< Ac




MONOPOLY
\

| ~—

' (1) Normal Profit (P = AC)

1 2) L P<AC
< = — : ) : Super Normal Profi@
(3) Super Normal Profit (P > AC)




Equilibrium of Firm

A Situation where a firm is doing its best — Maximising Profit

o™ ———e o
OR

Minimizing l.Losses



Equilibrium of Firm ——)
15t Order Condition
o —— l/

2Md Order Condition:

MC Curve must cut MR curve from below
OR
MC must be rising after MR = MC
N ™ el st —
OR
MC > MB after MR = MC
OR

MC should have a positive slope
e Y e



Equilibrium of Firm —>
15t Order Condition
SV e e ——T

2™ Order Condition:
C e —

MC Curve must cut MR curve from below

OR
MC must be rising after MR = MC
OR
MC > MR after MR = MC
OR

MC should have a positive slope
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Short-Run Equilibrium Under Monopoly




Short-Run Equilibrium Under Monopoly




Long-Run Equilibrium Under Monopoly
'
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. Monopolistic Competition Y
: In this market, Many Sellers are Selling a product which different in height,

weight, color, Size, Shape etc.

Differentiated / Heterogeneous Product




\\\

| Features of Monopolistic Competition

Large number of sellers: In a monopolistically competitive market,
there are large number of independent firms who individually have a
small share in the market.

(ii) Product differentiation: — Heterogenous Product — Elastic

Demand. @-Hdz ‘ EE)[’

(iii) Freedom of entry and exit : Barriers to entry are comparatively low
and new firms are free to enter the market if they find profit
prospects and existing firms are free to quit. /

(iv) Non-price competition: — competition is based on Advertisement -

Promotion




‘ MonopPeschie

Long-Run

" (1) Normal Profit (P = AC)

(2) Loss (P < AC)

< (3) Super Normal Profit (P > AC)
g sibaiheirt LA,




| ' Oligopoly | @

»  Oligopoly = ‘competition among few sellers’

> Examples - Airlines, telephone connection, petroleum refining,
W

power generation, cold drinks, automobile and Internet service
providers etc.

pigofon (3
iy e




"

Features / Characteristics of oligopoly )

o

(1) Strategic \/

Interdependence

Each seller is big enough to_j en t. A
firm has to necessarily respond to its rivals'
actions and simultaneously rivals also respond to

[Z) Imp(?rtance of

advertising and
selling costs

the firm's actions. \/

Firms use aggressive and defensive marketing

weapons to gain greater market share.

Firms avoid_price cutting and try to compete on
non-price basis. =

(3) Group -

Behaviour

No generally accepted theory of group behavior.
Firms may agree to behave together as a group in
their common interest. May or may not have a leader.

—/\——-—'——__—-—_




¥4 VA

C Types of Oligopoly )

ure and Impure
oligopoly T&M"\

Pure oligopoly or perfect oligopoly are the firms under oligopoly selling
homogeneous Eroduct e.g. petro!eum; steel, and aluminum industé

\—d

pen and closed

Open oligopoly — new firms can enter market and compete with existing
firms.

oligopoly

In closed oligopoly entry is restricted.

=
@ollusive d

When few firms of oligopoly market come to common understanding —
deciding price or output or both together, it is collusive oligopoly.

competitive
oligopoly

When there is absence of such an understanding among the firms and

they compete with each other, it is called competitive oligopoly.

oAl
@Partlal and Full
v

Oligopoly is partial when industry is dominated by one large
firm — looked upon as leader of group. Dominating firm will be

_price leader.

Full oligopoly — Absence of Price Leadership.

@Syndicated and

organised oligopoly

syndicate.

Syndicated oligopoly — Firms Sell their product through a centralized
et o ™ et —

Organized there is absence of such an understanding among the firms and

they compete with each other, it is called competitive oligopoly.




Question > #Q. Talcum powder market is an example of which of the following @

NS

market?
/ ¥ :
\\_/ Imperfect oligopoly .~
o Collusive Oligopoly

@ Open Oligopoly

@ Close Oligopoly




Oligopoly - demand curve cannot determined fully.

Monopoly - No Supply curve\Why? Price discriminatim}./

" N~
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. Oligopoly Models | N/

(1) Ignore firm's inter dependence
(2) (a) Cournot model — firms' control variable is output. They do not
i collude/co-operate.

(b) Stackelberg's model leader decides output and rest of firms are
followers.

(c) Bertrand model, price is control variable.

(3) Enter into agreement and try to pursue their common interests.
Eg-OPEC.



A @
Kinked Demand Curve ) \\W

>

As per Paul A. Sweezy, prices in oligopolistic industries remain

stick_y/o_r\inﬂ}(ible.

Price rigidity under oligopoly is explained by kinked demand curve
\/\/.\‘
hypothesis (Sweezy's Model).

—_—N —
Kinked demand curve faced by an oligopolist has a 'kink' at the level of

the prevailing price. é

\/

“ Segment of demand curve above prevailing price level is highly
elastic (when a firm raises price, competltors do not follow)

o segment of demand curve below prevailing price level is
inelastic. (when a firm decreases price, competitors will follow)

- M

*e



Monopsony — Mom y = Single er

Oligopsony — Oligo + Psony = Few Buyer
Bilateral Monopoly — One Buyer - One Seller
'———7&—.. 2 e




Question ) #Q. Combination of Monopoly market and Monopsony Market is

sallad aas \/\/V\M\Nrm
\ 4
Duopoly Market % B

Oligopoly Market

Bilateral Monopoly Market @

Monopolistic Market

@06 e

@




| Game Theory in Oligopoly

Theory of Games provide a different approach to the analysis of strategic
behaviour of the oligopolists under uncertainty. It was developed by Von
Neumann and Oskar Margentern in The subject of Games Theory
is rational behavior in situations of conflicts-military combat political
rivalry, struggles of firms for sales and profits. Economic theory situations
of duopoly and oligopoly often fit into this category.

Oligopolistic firms also select strategies in the face of uncertainty as to how
their rivals will respond to their actions.




Features / Characteristics of Perfect Competition

Large Number of » Share of each seller and buyer in market is too
Buyers and Sellers small = single buyer and single seller is unable to
influence existing price and quantity.

Homogenous or » Perfect Substitutes
Identical Producews | » Perfectly elastic demand
Like cooking gas

Free Entry and Exit | » There are No legal or market related barriers to
entry and no special costs to enter an industry.

Above 3 characteristics are conditions for pure competition.




Selling Cost

OR
Transaction Cost

Advertisement Cost Transportation Cost




Perfect knowledge | » Both buyers and sellers have full information

of market related to their decision to buy or sell

condition

Very low » No advertisement required

transaction costs

All firms » Firms accept price determined by market forces

individually are » Price taking applies to consumers as well

price takers » If any seller raises his price, he would lose his
customers




7D N
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Perfect competition is 2 myth.
Eg-agricult\lgw\ugts, financial instruments (Stock, bonds,

foreign exchg_rlge), precious metals igold, silver, Elatinum) the above

examples approach the condition of perfect competition.




Question > #Q. Price elastic

be:

ity of demand of a firm under perfect competition will
[Jan. 2025]
S




Equilibrium of Firm — Two Conditionv

15t Order Condition : MR = MC /

2Md Order Condition:
MC Curve must cut MR curve from below

ﬁ

OR

MC must be rising after MR = MC
OR

MC > MR after MR = MC
OR

MC should have a positive slope



7D
Firm under Perfect Competition

/

1. Loss [P < AC] -~ >
2. Super Normal Profit |[P>AC] Normal Profit [P = AC]
3. Normal Profit |P = AC]
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:} Long Run Equilibrium of the lndustry_/f‘:

A long-run competitive equilibrium of a perfectly competitive industry

occurs whe (!@ onditions hold:
All firms in the industry are in equilibriym i.e. all firms are maximizing
profﬁ/\/ oy i -

@ No firm has an incentive either to enter or exit the industry because all
firms are earning zero economic profit or normal profit.

@ The price of the product is such that the quantity supplied by the industry
™ I e R N N

is equal to the quantity demanded by consumers.

=P

———9




. Long Run Equilibrium of the Industry @

( é )
b)

The output is produced at the minimum feasible cost.

Consumers pay the minimum possible price which just covers the
™

bt T e S o o
marginal cost i.e. MC = AR. (P = M(C)

' Plants_are used to full capacity in the long run, so that there is no

wastage of resources i.e. MC = AC. K

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

- Firms maximize profits (i.e. MC = MR), but the level of profits will be

just normal

) There is optimum number of firms in the industry.

\/\N\



PRICE

-

INDUSTRY

Q  QUANTITY

LMC

SMC LAC
SAC

P=AR=MR




/ Long Run Equilibrium of the lndustry/} @

In other words, in the long run,
(LAR = EMR = P = LME = LA(Dand there will be optimum allocation of

resources.
[t should be remembered that the perfectly competitive market system is a
myth. This is because the assumptions on which this system is based are

never found in the real world market conditions.




Question )

[Sept. 2024]

—\) The portion of the Marginal Cost curve which lies below

the minimum point of Average Variable Cost Curve

The portion of the Marginal Cost curve which lies above

the mlnlmum point of Average Variab le Cost Curv@

The portlon of the Average Cost curve which lies below the

minimum point of Average Variable Cost Curve X

The part of the Average Cost curve which lies above the
Marginal Cost Curve

J——

#Q. The supply curve of a perfectly competitive firm in the shortrunis Fp




Business Cycle
OR

TBade Oddé
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. Phases of Business Cycle |

-

(1) Expansion (also called Boom or UEsv‘é)

(2) Peak or Prosperi
(3) Contraction (also called downswing or Rece

s\é)n)

(4) Trough or Depression




Expansion / Boom /

Upswing
Everything Positive

Peak /
Prosperity

standard of living

Increasing Prosperity and

Increase in GDP and

National Output

Highest  point/

Increase in Employment

the top point|

Increase in Consumer and
capital expenditure

which Marks the
end of expansion

Rising Sales and Profit

“

Rising \S/tgik/_p_rices and

Rising business profits and
rising business confidence

-

Contraction / Recession
/ Downswing
Everything Negative /
Significant Decline

Trough /
Depression

Extremely Sluggish
Economic Activities

Increasing Demand is
Halted

-+

Growth rate Negative

Demand starts decreasing

National Income falls

4

Supply Exceeds Demand

Expenditure falls

Fall in Profits

Interest Rate falls

14

Fall in Investments

Demand Decreases

Fall in Income

Firms forced to
Shutdown




Contraction / Recession Trough /

Expansion / Boom /

Upswing VERK X TOShexily / Downswing Depression
Rth Fall in investor Bankruptcies of
confidence companies increases
[nvoluntary S Fall in employment Unemployment
unemployment is zero Increases
T Highest point/ the '
Any unempley that : . Rise in Unemployment Liquidations
ex] ' or i Lo Increases
@ Marks the end of | |
expansion Fall in Output Trough - When
depression or
? ( Q‘P E aggregate economic
m" B 3“.' e activity touct.nes its
-Sk-cuf 2 \ lowest point
e L/
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Features of Business Cycles

@ -

S S

Different business cycles differ in duration and intensity. But there are

Bt N I N e —

certain features which they commonly exhibit:

(a)

)

Business cycles occur periodically although they do not exhibit the
same regularity. The duration of these cycles vary. The intensity of
fluctuations also varies. P

Business cycles have distinct phases of expansion, peak, contraction
and trough. These phmisplay smoothness and regularity.
The length of each phase is also not definite.

Business cycles generally origianet economies. They
are pervasive as well. Disturbances in one or more sectors get easily
transmitted to all other sectors.

e — T T

@




Features of Business Cycles \/
) §

| Ve

(d) Although all sectors are adversely affected by business cycles, some

(e)

(f)

sectors such as capital goods_industries, durable consumer-goods

industry etc. are disproportionately affected. Moreover, compared to

agricultural sector, the industrigls sector is more prone to the adverse

effects of trade cycles.
Business \Wdirlgly‘wex phenomena) they do not
have uniform characteristics and causes. They are caused by varying
factors. Therefore, it is difficult to make an accurate prediction of
trade cycles before their occurrence.

Repercussions of business cycles get simultaneously felt on nearly all
economic variables viz. output, employment, investment,

consumption, interest, trade and price levels.
A e et e el el et—
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O Features of Business Cycles NS/
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Business cycles are contagious and are international in character.
They begin in one country and mostly spread to other countries
through trade relations. For example, the great depression of 1930s
in the USA and Great Britain affected almost all the countries,
especially the capitalist countries of the world.

(h) BusineWwences on the well-being of the

society.




Question ) 10 !9 Phase of business cycle marks the end of pessimism @

and the becoming of optimism. N/

OD Recovery
@ Depression @

&C Upswing

@ Downswing




Question > #Q. A significant decline in general economic activity

@

'\
(ﬁ/ ) Business cycle

@ Contraction phase fﬂ\

@ Recession

Ak
(\\D o Recovery




Question ) #Q. A significant decline in general economic activity extending @

NS

over a period of time is

—_p—

-
(I_\/ ) Business cycle

@ Recession @

@ Recovery




Question > #Q. The lowest point in the business cycle is referred to as the @
NS

-\
(5 ) Expansion

a
<P ?) Trough ,~




Question > #Q. Industries that are extremely sensitive to the business cycle @

NS

are the

a5
Qe/ /) Durable goods and service sectors
@ Non-durable goods and service sectors

&@ Capital goods and non-durable goods sectors

T N
®) Capital goods and durable goods sectors /




Name of the Economists and Their Quotation S

\

Lower aggregate expenglture is the reason for massive

J.M. Keynes
decline in Income and employment
Trade Cycle is purely Monetary phenomenon‘/ Hawtrey
e ——
Trade cycle is result of innovation -Schumpeter
Business Activities are affected by wave of optimism and| A.C. Pigou

pessimism

Cosead Debrensien %;f;:;j;’ el
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Economic Indicator
™ ™ —

Coincident or
Concurrent

Leading Indicators Lagging Indicators
Indicators




i Types of Indicators
_d
Leading Indicators v

A leading indicator is a measurable economic factor that changes before the economy
starts to follow a particular pattern or trend.

In other words, those variables that change before the real output changes are called
‘Leading Indicators’. Leading Indicators often change prior to large economic adjustments.
Examples

» Changes in stock prices,
Profit margins and profits
Indices such as housing, interest rates and prices

Value of new orders for consumer goods, new orders for plant and equipment, building
permits for private houses,

4

Fraction of companies reporting slower deliveries,

» Index of consumer confidence and money growth rate




) Lagging Indicators | \\J

A

Meaning

Lagging Indicators reflect the economy’s historical performance and changes
in these indicators are observable only after an economic trend or pattern
has already occurred. In other words, variables that change after the real
output changes are called ‘Lagging Indicators.

Examples

»  Unemployment

»  Corporate profits

»  Labour cost per unit of output
»  Interest Rates

The consumer price Index and
Commercial Lending Activity

V V



/ Coincident Indicators | Y
3/ il

If leading indicators signal the onset of business cycles, lagging indicators confirm these trends.
Coincident Indicators
Coincident economic indicators, also called concurrent indicators, coincide or occur simultaneously with the
business-cycle movements. Since they coincide fairly closely with changes in the cycle of economic activity, they
describe the current state of the business cycle.
Examples
Gross Domestic Product
ndustrial production, inflation

>
>

» Personal Income

» Retail sales and

» Financial market trends such as stock market prices

Significance

These indicators give 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.



| Causes of Business Cycles

*  Internal Causes

 ~ External Causes
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( Internal Causes
\ y

\\__,-// \/

*  Fluctuations in Effective Demand
T I ——

* Fluctuations in Investment, /

NPT P N

* Variations in government spending
T —————

* Macroeconomic Eolicies
* Money Supply

* Psychological Factors
N N ——




/‘/
e

Po!t War Reconstruction
N N N\ ——

Technology Shock
(O N
Natural Fact
ral Factors, _/
Population Growth
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Question )#Q. Endogenous factors refers to causes:

e
(l_\/ ) Internal «~

@ External

@ Economic

e
<\Dj Ecological




Question ) #Q. Which of the following is not an example of coincident @

indicator? N7

OD [Industrial production

@ Inflation

@ Retail sales
@ New orders for plant and equipment S D\
=T i




Question ) #Q. According to ‘D trade cycles occur due to onset of @

NS

innovations.

@ ] M Keynes
@ Schumpeter
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