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IELECTIVE-I:BUSINESSECONOMICS 

Subject

Code 
L T P S Credits 

Inst.

Hours 

Marks 

CIA External Total 

 4    3 4 25 75 100 

Learning Objectives 

LO1 Tounderstandtheapproachestoeconomic analysis 

LO2 Toknowthe variousdeterminantsofdemand 

LO3 Togainknowledgeonconceptandfeaturesofconsumerbehaviour 

LO4 Tolearnthelawsofvariableproportions 

LO5 
Toenable thestudents tounderstand theobjectives andimportanceofpricing 
Policy 

Prerequisites:ShouldhavestudiedCommerce inXIIStd 

Unit Contents 
No.of 
Hours 

 

 

 

I 

IntroductiontoEconomics 

Introduction to Economics – Wealth, Welfare and Scarcity Views on 

Economics – Positive and Normative Economics - Definition – 

ScopeandImportanceofBusinessEconomics 

Concepts:ProductionPossibilityfrontiers–OpportunityCost–

AccountingProfitandEconomic Profit – Incremental and Marginal 

Concepts – Time andDiscountingPrinciples– 

ConceptofEfficiency-BusinessCycle:-

Theory,Inflation,Depression,Recession, Recovery, 

ReflationandDeflation, 

 

 

 

12 

 

 
II 

Demand&SupplyFunctions 

Meaning of Demand - Demand Analysis: Demand Determinants, 

LawofDemandanditsExceptions.ElasticityofDemand:Definition,Type

s, Measurement and Significance. Demand Forecasting - 

FactorsGoverning Demand Forecasting - Methods of Demand 

Forecasting,LawofSupplyand Determinants. 

 

 
12 

 

 

 

III 

ConsumerBehaviour 

Consumer Behaviour – Meaning, Concepts and Features – Law 

ofDiminishing Marginal Utility – Equi-MarginalUtility – 

CoordinalandOrdinalconceptsofUtility-

IndifferenceCurve:Meaning,Definition, Assumptions, Significance 

and Properties – Consumer‘sEquilibrium. Price, Income and 

Substitution Effects. Types of 

Goods:Normal,InferiorandGiffenGoods-

DerivationofIndividualDemandCurveandMarketDemandCurvewithth

ehelpofIndifferenceCurve. 

 

 

 

12 
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IV 

TheoryofProduction 

Concept of Production - Production Functions: Linear and Non–

LinearHomogeneousProductionFunctions-LawofVariableProportion 

– Laws of Returns to Scale - Difference between Laws 

ofvariableproportionandreturnstoscale–EconomiesofScale–

InternalandExternalEconomies–InternalandExternalDiseconomies -

Producer‘s equilibrium 

 

 

12 

 

 

 

V 

MarketStructure 

PriceandOutputDeterminationunderPerfectCompetition,ShortPeriod 

and Long Period Price Determination, Objectives of 

PricingPolicy,itsimportance,PricingMethodsandObjectives–

PriceDeterminationunderMonopoly,kindsofMonopoly,PriceDiscrimin

ation, Determination of Price in Monopoly  

MonopolisticCompetitionPriceDiscrimination,EquilibriumofFirminM

onopolisticCompetition–Oligopoly–Meaning–features,―Kinked 
Demand‖Curve 

 

 

 

12 
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CourseOutcomes 

CO1 Explainthepositive andnegativeapproaches ineconomicanalysis 

CO2 Understoodthefactorsof demandforecasting 

CO3 Knowtheassumptionsandsignificanceofindifference curve 

CO4 Outlinetheinternalandexternaleconomiesofscale 

CO5 Relateand applythe various methods of pricing 

Textbooks 

1 
H.L.Ahuja,BusinessEconomics–Micro&Macro-SultanChand &Sons, New 
Delhi. 

2 C.M.Chaudhary, BusinessEconomics-RBSAPublishers-Jaipur-03. 

3 Aryamala.T,BusinessEconomics,VijayNocole, Chennai. 

4 T.PJain,BusinessEconomics,GlobalPublicationPvt. Ltd,Chennai. 

5 D.M.Mithani,BusinessEconomics,Himalaya PublishingHouse,Mumbai. 

ReferenceBooks 

1 S.Shankaran,BusinessEconomics-MarghamPublications,Chennai. 

2 
P.L.Mehta,ManagerialEconomics–Analysis,Problems&Cases,SultanChand& 
Sons,NewDelhi. 

3 
PeterMitchelsonandAndrewMann,Economicsfor Business-ThomasNelson 
Australia 

4 
RamsinghandVinaykumar,BusinessEconomics,ThakurPublicationPvt. Ltd, 
Chennai. 

5 
SaluramandPriyankaJindal,BusinessEconomics,CAFoundationStudymaterial, 
Chennai. 

NOTE:Latest EditionofTextbooksMay beUsed 

WebResources 

1 https://youtube.com/channel/UC69_-P77nf5-rKrjcpVEsqQ 

2 https://www.icsi.edu/ 

3 
https://www.yourarticlelibrary.com/marketing/pricing/product-pricing-objectives- 
basis-and-factors/74160 
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Unit1- Introduction to Economics 
 

Introduction to Economics – Wealth, Welfare and Scarcity Views on Economics – Positive 

and Normative Economics - Definition – Scope and Importance of Business Economics 

Concepts:ProductionPossibilityfrontiers–OpportunityCost–AccountingProfit and Economic 

Profit – Incremental and Marginal Concepts – Time and Discounting Principles– 
 Concept of Efficiency-Business Cycle:-Theory, Inflation, Depression, Recession, Recovery,     
Reflation and Deflation, 

Section1.1 Introduction to Economics PPT Video 

1.1.1 Introduction to Economics   

1.1.2 Definition of Economics   

1.1.3 Wealth Definitions   

1.1.4 Welfare Definitions   

1.1.5 Scarcity Definitions   

1.1.6 Growth Definition   

1.1.7 Economics: positive or normative science?   

1.1.8 Micro economics and macro economics   

1.1.9 Meaning of Business Economics   

1.1.10 Definition of Business Economics   

1.1.11 Scope of Business Economics   

1.1.12 Importance of Business Economics   

1.2 Production Possibility Frontiers (PPF)   

1.2.1 Opportunity Cost   

1.2.3 Accounting Profit and Economic Profit   

1.2.4 Incremental and Marginal Concepts   

1.2.5 Time and Discounting Principles   

1.2.6 Concept of Efficiency and the Business Cycle   

1.2.7 Business Cycle   

1.2.8 Inflation –Definition   
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1.2.9 Depression – Definition   

1.2.10 Recession – Definition   

1.2.11 Recovery – Definition   

1.2.12 Reflation – Definition   

1.2.13 Deflation- Definition   

1.2.14 Unit Summary   

1.2.15 Glossary   

1.2.16 Self-Assignment Questions   

1.2.17 Activities Assignment   

1.2.18 References   

1.2.19 E-Content Open Sources Links   

Unit2– Demand &Supply Functions 

Meaning of Demand - Demand Analysis: Demand Determinants, Law of Demand and its 

Exceptions. Elasticity of Demand: Definition, Types, Measurement and Significance. 

Demand Forecasting – Factors Governing Demand Forecasting - Methods of Demand 

Forecasting, Law of Supply and Determinants. 

Section2.1 Demand & Supply Functions PPT Video 

2.1.1 Meaning of Demand   

2.1.2 Demand Analysis   

2.1.3 Types of Demand   

2.1.4 Determinants of Demand   

2.1.5 Law of Demand   

2.1.6 Demand Curve   

2.1.7 Exceptions to the Law of Demand   

2.2 Elasticity of Demand   

2.2.1 Various Concepts of Demand Elasticity:   

2.2.2 Measuring Price Elasticity of Demand:   

2.2.3 Relationship between Price Elasticity and Sales 

Revenue! 

  

2.2.4 Measurement of Elasticity of Demand   

2.2.5 Significance of Elasticity of Demand   

2.2.6 Demand Forecasting   

2.2.7 Methods of Demand Forecasting   

2.2.8 Law of Supply   

2.2.9 Significance of the Law of Supply and Its 

Determinants 

  

2.2.10 Unit summary   

2.2.11 Glossary   

2.2.12 Self-Assignment Questions   

2.2.13 Activities:   

2.2.14 References   

2.2.15 Recommended E-Resources   
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Unit3– Consumer Behaviour 

Consumer Behaviour – Meaning, Concepts and Features – Law of Diminishing Marginal 
Utility – Equip-Marginal Utility – Coordinal and Ordinal concepts of Utility Indifference 
Curve: Meaning, Definition, Assumptions, Significance and Properties – Consumer‘s 
Equilibrium. Price, Income and Substitution Effects. Types of Goods: Normal, Inferior and 
Giffen Goods Derivation of Individual Demand Curve and Market Demand Curve with the 
help of Indifference Curve. 

Section3.1 Consumer Behaviour PPT Video 
3.1.1 Meaning and Definition:   

3.1.2 Consumer behavior – concepts   

3.1.3 Features of consumer behavior:   

3.1.4 Meaning of Utility   

3.1.5 The law of diminishing marginal utility   

3.1.6 Law of Equip-Marginal Utility   

3.1.7 Consumer Equilibrium under Utility Analysis   

3.1.8 Cardinal Utility   

3.1.9 Ordinal Utility   

3.1.10 Ordinal concepts of Utility- indifference Curve   

3.2 Meaning of Indifference Curve   

3.2.1 Price, Income, and Substitution Effects   

3.2.2 Derivation of Individual Demand Curve with the 

Help of Indifference Curves 

  

3.2.3 Derivation of Market Demand Curve   

3.2.4 Market Demand Curve and Indifference Curve   

3.2.5 Deriving the Demand Curve:   

3.2.6 Unit Summary   

3.2.7 Glossary   

3.2.8 Self-Assignment Questions   

3.2.9 Activities Assignment   

3.2.10 References   

3.2.11 E – Sources   

Unit4– Theory of Production 

Concept of Production - Production Functions: Linear and Non Linear Homogeneous 
Production Functions-Law of Variable Proportion – Laws of Returns to Scale - Difference 
between Laws of variable proportion and returns to scale–Economies of Scale –Internal and 
External Economies–Internal and External Diseconomies -Producer‘s equilibrium 

Section4.1 Meetings PPT Video 
4.1.1 Introduction to Production   

4.1.2 Meaning of Production   

4.1.3 Definition of Production   

4.1.4 Concept of Production   

4.1.5 Significance of Production   

4.1.6 Production Functions: Linear and Non-Linear 

Homogeneous 

  

4.1.7 Production Functions: Law of Variable Proportion 

and Laws of Returns to Scale 

  

4.1.8 Laws of Returns to Scale   

4.1.9 Difference between Laws of Variable Proportion   
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and Laws of Returns to Scale 

4.2 Introduction to Economies of Scale   

4.2.1 Meaning and Definition   

4.2.3 Economies of Scale: Internal and External 

Economies 

  

4.2.4 Explanation of Economies of Scale   

4.2.5 Internal and External Diseconomies & Producer’s 

Equilibrium 

  

4.2.6 Producer’s Equilibrium   

4.2.7 Unit Summary   

4.2.8 Glossary   

4.2.9 Self-Assignment Questions   

4.2.10 Activities Assignment   

4.2.11 References   

4.2.12 E – Content Sources   

Unit5– Market Structure 

price and Output Determination under Perfect Competition, Short Period and Long Period 

Price Determination, Objectives of Pricing Policy, its importance, Pricing Methods and 

Objectives –Price Determination under Monopoly, kinds of Monopoly, Price Discrimination, 

Determination of Price in Monopoly Monopolistic Competition Price Discrimination, 

Equilibrium of Firm in Monopolistic Competition–Oligopoly–Meaning–features,―Kinked 
Demand Curve 

Section5.1 Unit5– Market Structure PPT Video 
5.1.1 Definition and Meaning   

5.1.2 Objectives related to price   

5.1.3 Under perfect competition   

5.1.4 Determination of prices   

5.1.5 Objectives of Pricing Policy   

5.1.6 Importance of Pricing Policy   

5.1.7 Pricing methods and objectives   

5.2 Monopoly:   

5.2.1 Types of Monopoly:   

5.2.2 Objectives of Monopoly:   

5.2.3 Functions of Monopoly:   

5.2.4 Price Discrimination:   

5.2.5 Price Determination under Monopoly   

5.2.6 Price Discrimination in Monopolistic Competition:   

5.2.7 Equilibrium of Firm in Monopolistic Competition:   

5.2.8 Oligopoly: Meaning and Features   

5.2.9 Objectives of Firms in Oligopoly:   

5.2.10 Functions of oligopoly:   

5.2.11 Kinked Demand Curve in Oligopoly:   

5.2.12 Unit Summary   

5.2.13 Glossary   

5.2.14 Self – Assignment Questions   

5.2.15 Activities Assignment:   

5.2.16 References   

5.2.17 E – Content Sources   
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SECTION 1 BUSINESS ECONOMICS 

 

1.1 Introduction to Economics 

Economics is a study of human activity both at individual and national level. 

The economists of early age treated economics merely as the science of wealth. The 

reason for this is clear. Every one of us in involved in efforts aimed at earning money 

and spending this money to satisfy our wants such as food, Clothing, shelter, and 

others. Such activities of earning and spending money are called Economic 

activities”. It was only during the eighteenth century that Adam Smith, the Father of 

Economics, defined economics as the study of nature and uses of national wealth’.  

Dr. Alfred Marshall, one of the greatest economists of the nineteenth 

century, writes “Economics is a study of man’s actions in the ordinary business of 

life: it enquires how he gets his income and how he uses it”. Thus, it is one side, a 

study of wealth; and on the other, and more important side; it is the study of man. As 

Marshall observed, the chief aim of economics is to promote ‘human welfare’, but not 

wealth.  

The definition given by Prof. Lionel Robbins defined Economics as “the 

science, which studies human behaviour as a relationship between ends and scarce 

means which have alternative uses”. With this, the focus of economics shifted from 

‘wealth’ to human behaviour. 

Origin of Economics  

The term Economics is derived from the two Greek words “Oikos‟ (means 

house) and “Nomos” (means manage). If these two words are merged “Oikonomia” it 

gives the meaning household management.  In the earlier period, economics is 

linked with politics. So the earlier economist called economics as a “political 

economy”. This subject name was changed from “political economy” to “economics” 

by Alfred Marshall.  

 

1.1.2 Definition of Economics 

There are four important definitions of economics to understand the basic 

concept of economics. They are Wealth Definition –Adam Smith Welfare Definition – 

Alfred Marshall Scarcity Definition- Lionel Robbins Growth Definition – Paul. A. 

Samuelson. Let us discuss these definitions in detail.  
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1.1.3 WEALTH DEFINITIONS  

The classical economists defined economics as the science of wealth. Adam 

Smith in his famous book, “An Enquiry into the Nature and Causes of the Wealth 

of Nations”, which was published in 1776, described economics systematically.  

 

Definition  

“Economics is an enquiry into the nature and causes of the wealth of nations”.  

Adam Smith 

Features  

The wealth definitions have the following main features:  

i) Study of wealth  

According to the wealth definitions of economics the only proper study of economics 

is wealth. 

ii) Study of material goods only  

The term wealth has been used, only for material goods like table, chair, book, pen, 

etc. Non material goods like services of teachers, engineers, doctors have not been 

considered as wealth.  

iii) Causes of wealth  

Economics is an enquiry into causes of increase in wealth.  

iv) Much Emphasis on wealth  

For the economic development of any country, the classical economists give too 

much importance to wealth.  

Criticism  

The wealth definitions have been criticized for giving too much importance to wealth.  

The definitions have been criticized on the following grounds:  

i) Too much stress on wealth  

These definitions have assigned primary importance to wealth and secondary status 

to man.  

ii) Neglect of man  

These definitions lay emphasis on earning and accumulation of wealth and man is 

not taken into consideration.  

iii) Only material goods  

Adam smith and other classical economists included only material goods in wealth.  
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iv) Neglect of human welfare  

The classical economists had given undue importance to wealth but they did not give 

any importance to human welfare.  

v) Concept of economic man  

In these definitions it has been observed that the basic objective of the economic 

man is to earn and collect wealth. But it is far from true.  

vi) Neglect of means  

These definitions do not explain which means should be adopted for earning and 

accumulation of wealth.  

vii) Static definitions  

These definitions have concentrated on the earning and collection of wealth.  

Therefore, according to some economists these definitions are static. 

1.1.4 WELFARE DEFINITIONS  

Neo-classical economists like Alfred Marshall, Cannan, A.C. Pigou have 

defined economics in terms of welfare. Therefore, their definitions are described as 

“Welfare Definitions”. Alfred Marshall in his famous book “Principles of 

Economics” published in 1980 laid stress on material welfare rather than wealth. He 

changed the very concept of economics.  

Definitions  

“Economics is a study of mankind in the ordinary business of life. It examines 

that part of individual and social actions which are most closely connected with the 

attainment and use of material requisites of well-being.”  Alfred Marshall  

Features  

The main features of material welfare definitions are as follows  

i) Study of mankind  

According to the welfare economists, economics is a science which is related with 

the welfare of human beings.  

ii) Study of ordinary business of life  

Every person acts mainly to earn and collect wealth and spends those earnings to 

get the maximum enjoyment. Marshall called this activity the ordinary business of 

life.  
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iii) Material requisites  

According to these definitions, economics studies only those activities of man which 

are related to material requisites.  

iv) Study of real man  

Economics studies the real man in the society who possesses several qualities to 

increase the welfare of the society.  

v) A Science and an art  

These definitions deal with economics both as a science and an art.  

vi) Logical and scientific definitions  

Economics is not a science of wealth but a study of the means and approaches to 

increase the welfare of society.  

Criticism  

Material welfare definitions of economics given by Marshall, Pigou and others have 

been criticized on the following grounds.  

i) Economics is a human science  

Economics studies both the persons living in the society and outside the society like 

monks, saints, and so on. 

ii) Narrow definitions 

 These definitions include material goods only while non-material goods and services 

are ignored.  

iii) Non analytical definitions  

Instead of the classification of activities, economists should concentrate on scarce 

means.  

iv) Wrong classification of human activities  

According to Marshall human activities are classified into economic and non- 

economic activities. But Robbins has criticized this classification on the basis that 

every human activity is economic and related directly or indirectly with wealth.  

v) Impractical  

The definition of economics given by Marshall is theoretical in nature which is 

not applicable in practical life.  

vi) Unscientific  

Wealth definition given by Marshall is not analytical. The study of human behaviour 

given by Marshall makes economics variable, indefinite and uncertain.  
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vii) Not concerned with ends  

Economics is the study of material welfare of society. According to Robbins, 

economics is a pure science which does not study good or bad, right or wrong, as 

these come under the purview of ethics.  

viii) “Ordinary Business of life” is not clear  

According to Marshall, economics is a study of mankind in the ordinary business of 

life. The meaning of the words “Ordinary Business of Life‟ is not clear.  

1.1.5 SCARCITY DEFINITIONS  

In 1932, Lionel Robbins brought out his famous book entitled “An Essay on 

the Nature and Significance of Economics science” and introduced “The scarcity 

definition‟ of economics. He has criticized the “Welfare definitions‟ given by Marshall, 

Pigou and others. He has laid more emphasis on the scarcity of means rather than 

on the objectives or ends.  

Definitions  

“Economics is a science which studies human behaviour as a relationship between 

ends and scarce means which have alternative uses”.  Robbins  

Robbins‟ definition is based on the following facts: 

i) Economics is a Science  

ii) Wants are unlimited  

iii) Means are scarce  

iv) Means have alternative uses.  

Features  

The definition of economics given by Robbins has the following main features  

i) Economics is a science  

According to Robbins, economics is not an art or a normative science. It is a science 

which studies the causes of economic problems and does not study its merits and 

demerits.  

ii) Human behaviour  

According to Robbins, economics is a science which studies human behaviour. The 

behaviour of every person is studied in economics irrespective of the fact whether he 

lives in or out of society.  
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iii) Unlimited ends  

Wants are unlimited. It is not possible to satisfy them all. If one want is satisfied, 

another crops up. In fact, there is no end to what a man may want.  

iv) Scarce means  

Though wants are unlimited, the means at the disposal to satisfy these wants are 

scarce or limited.  

v) Alternative uses of means  

Wants are unlimited but the means to satisfy them are scarce. Not only the means 

are scarce but can be put to a number of uses. This makes them all the more scarce.  

vi) Problem of choice  

According to Robbins, economics is the science of choice-making because wants 

are unlimited and means to satisfy them are limited.  

Criticism  

Many economists criticized the Robbins definition on the following grounds:  

i) More emphasis on scarcity  

Robbins gives too much importance to the economics of scarcity. Modern economics 

is growth oriented rather than scarcity oriented.  

ii) Too wide a definition  

According to Robbins economics is the study of all human activities which are 

related to the problem of choice. The problem of choice as such is faced not only by 

the social beings but also by the non-social beings like saints and smugglers.  

iii) Economic problems do not always arise from scarcity  

According to Robbins the economic problems arise due to scarcity of means in 

relation to wants. He gives main emphasis on the phenomenon of scarcity. But some 

critics are of the opinion that economic problems also arise from the abundance of 

goods. 

iv)  Old wine is new bottles  

The famous economists like Beveridge and Fraser said that the definition given by 

Robbins is only old wine in new bottles. They assert that Robbins‟ does not say 

anything new which was not known to Marshall.  
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v) Unethical definition  

“Robbins” definition of economics ignores normative or ethical aspect of economic 

phenomena because it is neutral as regards its ends.  

vi) Lack of human touch  

“Robbins” Definition lacks in human touch.  

vii) Growth theory overlooked  

The theory of economic growth has been become a very popular branch of modern 

economics. The theory explains how an economy grows and the factors which bring 

about increase in national income and productive capacity of the economy. But 

Robbins ignores this theory and takes only the resources as given and discusses 

only the scarcity and allocation of resources.  

viii) More abstract and complex definition  

“Robbins” definition of economics is an abstract, complex and difficult one. Hence, it 

loses its utility for the common man. The utility of economics lies in its being a 

concrete and realistic study.  

ix) Inapplicable in rich countries  

Robbins definition is concentrated on the scarcity of resources. This definition, 

therefore, is not applicable in highly rich countries which have abundance of 

resources.  

x) Inapplicable in socialist economies  

Definition of economics is not applicable in socialist countries. In these countries, all 

the decisions regarding production and consumption are taken by the Government 

and the state is responsible for providing basic necessities of life to people.  

1.1.6 GROWTH DEFINITION  

Modern economics is growth oriented. The growth economics is the major 

concern of all economic theories. The modern economists describe economics as 

follows:  

Definitions  

“Economics is the study of how men and society end up choosing, with or without the 

use of money, to employ scarce productive resources that could have alternative 

uses, to produce various commodities and distribute them for consumption, now or in 

the future, among various persons and groups in society. It analyses the costs and 

benefits of improving patterns of resource allocation” Paul A. Samuelson 
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Features  

The “Growth definitions” given by modern economists have the following main 

features.  

i) Productive resources  

Like the scarcity economists, Samuelson also emphasizes the scarcity aspect of 

productive resources in the economic life of people in society. The resources are 

scarce but they have alternative uses in producing various goods for the satisfaction 

of human wants.  

ii) Theory of distribution and consumption  

The modern economics is concerned with the production of a variety of goods with 

scarce means. Apart from this it is concerned with the relative problems of 

distribution and consumption of these scarce resources.  

iii) Dynamic and wider definition  

The definition given by Samuelson is dynamic in content and wider in scope. It 

pertains not only to the present but also the future production and distribution 

aspects of the economic activities of the society.  

iv) Adequate allocation of resources  

The main focus of the modern economists is to increase the economic growth of the 

economy. This can be done only with the adequate allocation of resources between 

competing ends.  

v) Proper utilization of resources  

The focus of modern economics is not only on the allocation of resources but on 

proper utilization of resources. It also points out that the cost benefit analysis is very 

important in dealing with development programs and proper utilization of the 

resources in the country. 

1.1.7 Economics: positive or normative science? 

There is no need for us to ask the question whether economics is a 

positive science or normative science. Instead of that, we may look at it as a 

subject that has two parts, namely positive economics and normative economics. 

As Asimakopulos puts it, “positive economics can be defined as a body of 

systematized knowledge concerning what is, while normative economics tries to 

develop criteria for what ought to be” 
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Positive economics is mainly concerned with the description of economic 

events and it tries to formulate theories to explain them. But in normative 

economics, we give more importance to ethical judgements. Normative 

economics is concerned with the ideal rather than the actual situations. 

Statements on economics may be classified into positive statements and 

normative statements. If there is disagreement over a statement, we can find out 

whether it is true or false by verifying facts. But when there is disagreement 

over a normative statement, we cannot settle the issue simply by appealing 

to facts. The questions, “what are the policies that the Government should follow 

to reduce unemployment? What should it do to reduce inflation? are all questions 

in positive economics. On the other hand, if we ask the question, “should the 

government be more concerned about unemployment than inflation ?”, then it is a 

normative one. Economists like Lionel Robbins believe that we must leave 

normative questions, such as what ought to be done to political and moral 

philosophy and that we must study and analyse only positive questions. 

Robbins tells that an economist as an economist has no business to 

pronounce judgements on the ethical aspects of economic question. He feels that 

if normative considerations are taken into account, economics cannot be an exact 

science. But many economists differ from this view. They believe that as 

economics as a social science has to promote human welfare, we have to 

consider ethical issues in economics. Now, we have a new and important branch 

of economics known as “welfare economics”. 

Economics in relation to other social sciences 

Economics is a social science which deals with human wants and their 

satisfaction. It is related to other social sciences like sociology, politics, history, 

ethics, jurisprudence and psychology. For example, the economic 

development of a nation depends not only on economic factors but also on 

historical, political and sociological factors. Our country did not have much of 

economic progress during the British rule owing to historical reasons. Again, we 

had slow but steady economic growth in our country because of political stability. 

But in many other countries, there was no steady growth because of political 

instability. If there is one government economic development in that country. 
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Economics and Sociology 

Sociology is the science of society. Social sciences like politics and 

economics may be considered as the branches of sociology. Sociology is a 

general social science. It attempts to discover the facts and laws of society as a 

whole. Sociology deals with all aspects of society. But economics deals only with 

the economic aspects of a society. It studies human behaviour in relation to scarce 

means and unlimited wants. For a student of sociology, social institutions like 

marriage, religion, political institutions and economic conditions are all important 

subjects for study. But in economics, we are interested in them only to the extent 

that they affect the economic life of a society. And we cannot properly 

understand the economic conditions of a society without considering its 

sociological aspects. Though economics is a branch of sociology, we must look at it 

as a separate and distinct branch. 

Economics and Politics 

Both economics and politics are social sciences and there is a close 

connection between them. Politics is the science of the State or political society. It 

studies about man in his relation to the State. 

The production and distribution of wealth are influenced to a very great 

extent by the government. We have economic planning in our country. And the 

main aim of planning is to increase the national income by increasing production 

and by a proper distribution of income. 

The Planning Commission, which is an agency of the government, 

plays a vital role in it. Some of the important questions like nationalization, 

privatization and prohibition are all economic as well as political questions. 

Elections are fought often in many countries on economic issues. 

Unemployment. But government has to tackle them. The relationship between 

economics and politics is so great that as political economy. 

Sometimes, political ideas and institutions are influenced by economic 

conditions. For example, socialism was born of economic inequalities and 

exploitation in England during the industrial revolution. Karl Marx is considered as 

the Father of (scientific) socialism. 
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Economics and History 

Economics and history are closely related. History is a record of the past 

events. In history, we survey economic, political and social conditions of the 

people in the past. To a student of history, love affairs, marriages and even 

murders of kings are important subjects of study. For example, the murder of 

Julius Caesar is important for a student of Roman history. In our country, the 

religious policy of Mughal emperors is important for a student of history. But we 

are interested in history only to the extent that it will help us in understanding 

economic problems of the past. 

As students of economics, we are interested in things like taxation and 

other sources of revenue and standard of living in the past. 

In economics, we make use of historical data to formulate economic laws. 

We make use of history in economics to study the material conditions of people in 

the past. There is a separate branch of economics known as “Economic History”. 

We may say economics is the fruit of history and history in the root of 

economics: 

“Economics without history has no 

root; History without economics has 

no fruit”.  

Economics and Ethics 

Ethics is a social science. It deals with moral questions. It discusses the 

rules that govern right conduct and morality. It deals with questions of right and 

wrong. It aims at promoting good life. 

There is connection between economics and ethics. While economics, 

according to Marshall, aims at promoting material welfare, ethics aims at 

promoting moral welfare. When we discuss economic problems, often we 

consider ethical issues. The government introduced prohibition in many states for 

ethical reasons, though there was heavy loss of revenue to it. 

But Lionel Robbins strongly believes that an economist as an economist 

should not consider ethical aspects of economic problems. But many 
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economists do not agree with him. They believe that economics cannot be 

dissociated from ethics. Even Marshall considered economics as a handmaid of 

ethics. He looked at economics as a study of means to better the conditions of 

human life. 

Economics and Jurisprudence 

Jurisprudence is the science of law. The economic progress of a nation 

depends to a great extent on its legal system. Good laws promote economic 

progress and bad laws act as an impediment to growth. For example, in the past 

when we welcomed foreigners to invest in our country, they used to say our 

taxation was complex and not good. Of course, now things have improved. 

So we must have simple and clear laws in the fields of taxation and labour 

legislation to promote economic progress. 

Economics and psychology 

Psychology is the science of mind. It deals with all kinds of human 

behaviour. For example, we have child psychology, mob psychology, industrial 

psychology and criminal psychology. But economics studies one aspect of 

human behaviour. It studies human behaviour with reference to unlimited 

wants and limited means. Of late, psychology has become important in 

analyzing economic problems. To deal with labour problems, we must 

understand industrial psychology. And a good businessman must understand 

the psychology of buyers whenever he wants to change the price of his 

good. Many important laws of economics are based on psychology. For example, 

we have the law of diminishing marginal utility. It tells that the more and more of a 

thing you have, the less and less you want it. 

Economics, mathematics and statistics 

Among other sciences, economics is related to mathematics and statistics. 

Statistics is the science of averages. It is the science of counting. Many tables 

and diagrams used in economics are based on statistical analysis. Mathematical 

methods are largely used in modern economics. 

Now we have a new science called econometrics. It makes use of statistics 
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and mathematics in economics. The econometric society was founded in 1930, 

and the first Nobel prize in economics was awarded to Jan Tinberen and 

Ragnar Frisch for their contribution to econometrics. 

Static and dynamic concepts 

Time element is very useful in studying the working of an economy. 

There are two main lines of approach. They are 1. static analysis and 2. dynamic 

analysis. In the case of static analysis, we examine a problem at any given 

moment of time. Even in static analysis, sometimes we consider a short period 

rather than a single point. We assume that some changes take place during the 

short period. The method of approach where we take note of changes in the 

short period is known as comparative statics. For example, in comparative statics, 

we compare the state of economy at one moment to the state of the economy at 

another moment. Marshall’s analysis of supply and demand is a good example of 

comparative statics. 

In dynamic analysis, we examine the path or process by which the 

economy moves from one state of equilibrium to another. Time element is an 

important factor in dynamic analysis. Change is the key word in dynamic analysis. 

For example, investment during a period may depend upon the rate of interest in 

the previous period. The study of the trade cycle may be given as a good 

example of dynamic analysis. 

Stocks and flows 

Stocks and flows are basic concepts in economics. Stocks can be 

measured at a given point of time. A flow is a quantity that can be measured only 

in terms of a specified period of time. In other words, it has a time dimension. For 

example, wealth is a stock and income is a flow. 

1.1.8 Micro economics and macro economics 

Economic theory can be broadly divided into micro economics 

and Macro economics. The term micro means small and macro means 

large. 
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In microeconomics, we deal with problems such as the output of a 

single firm or industry, price of a single commodity and spending on goods by a 

single household. 

Macroeconomics studies the economic system as a whole. In it, we get a 

complete picture of the working of the economy. It is a study of the relations 

between broad economic aggregates such as total employment, saving and 

investment. We may also say that macro economics is the theory of income, 

employment, prices and money. That is why macroeconomics is sometimes 

studied under the title “Income and Employment Analysis”. 

Economics as a science 

We no longer ask the question whether economics is a science or an art. 

Science is a systematized body of knowledge. Just as physics and chemistry are 

sciences, economics is also a science. We observe facts, conduct experiments 

and make generalizations in physics and chemistry after testing the results. The 

same scientific methods are followed in economics also. Economics, like all other 

sciences, studies the relationship between cause and effect. 

Sciences may be broadly divided into physical sciences and social 

sciences. Physics and chemistry are examples of physical sciences. Economics 

is a social science. It studies about a particular aspect of human behaviour. And 

human behaviour is full of complexity. It is not easy to study it. So economic 

science is not as precise and exact as the physical sciences. 

But economics has a greater right to be considered as a science than 

other social sciences like politics or history because in economics we make use 

of money as a measuring rod of utility. It is true that it is only a rough 

measure but still it enables us to give concrete shape to the laws of economics. 

Sometimes, what we say in economics may not come true in real life. But this is 

the case with many other sciences. For example, we joke about weather 

forecasts. The weather report in the newspaper may say that there will be heavy 

rainfall on a particular day. But there might not be any rain at all on that 

particular day. On account of that, we cannot say that meteorology (the science 

of weather) is not a science. Similarly, if some economic laws do not come true, 

we cannot say that economics is not a science. 
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Methods of Economic Analysis 

In economics, broadly we make use of two methods. 

1. Deductive method and 

2. Inductive method 

The deductive method is also known as abstract method or analytical 

method. This method is based on a priori reasoning and conclusions are drawn 

from certain fundamental assumptions. Deduction method was very popular 

among the Greeks. Here is an example: 

    All men are mortal Socrates is a man Socrates is mortal 

The deductive method moves from the general assumption to the 

specific application. 

Ricardo, a classical economist, made use of the deductive method. 

The inductive method moves from specific observations to generalization. 

It was Francis Bacon who advocated inductive method in scientific enquiry. 

None of the above methods provides satisfactory system for solution of 

problems. So Darwin, who is famous for this theory of evolution, by introducing 

the concept of hypothesis, has combined deductive and inductive methods. 

The important elements of Darwin’s deductive-inductive method are 

1. Identification of a problem 

2. formulation of hypothesis (a hypothesis is an assumption or an 

intelligent guess) 

3. collection, organization and analysis of data 

4. formulation of conclusions 

5. verification, rejection or modification of the hypothesis after testing it. 

In the past, there was a debate among economists about the question 

which is the best method ? inductive or deductive ? But the controversy is not 

there now. Today, economists feel that both induction and deduction are 
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necessary for the science, just as the right and the left foot are needed for 

walking. 

Economic Laws 

Like other social sciences, economics has its own laws. A law is a 

statement of what must happen given certain conditions. Every cause has a 

tendency to produce some result. For example, in Physics, we study that things 

fall to the ground because of gravitation. The law of gravitation is a statement of 

tendency. Similarly, the laws of economics are statements of tendencies. For 

example, according to the law of demand, when there is fall in the price of a good, 

the demand for it will expand. It means that there is a tendency among people to 

buy more when there is fall in the price of a good. Similarly, if price rises, they will 

buy less. Laws operate under certain conditions. If these conditions change, they 

will not operate. This is applicable to all sciences. When some economic laws do 

not operate, it means that the conditions have changed. 

We may broadly classify sciences into physical sciences and social 

sciences. Physics and chemistry are examples of physical sciences. Economics, 

politics are examples of social sciences. The laws of physical sciences are 

exact. But the laws of economics are not as exact as the laws of physical 

sciences. For example, we have the law of gravitation. It is a simple and exact 

statement. But in economics, we deal with human beings and their behaviour 

with reference to economic activity. We cannot conduct experiments with human 

beings either within the laboratory or outside it. That is why economic laws cannot 

be as exact as the laws of physical sciences. We may also note that we study 

about average human behaviour in economics. 

As economics deals with man and his behaviour, its laws are 

complex and inexact. That is why Marshall has said that “the laws of economics 

are to be compared with the laws of tides rather than with the simple and exact 

law of gravitation”. The science of tides explains the tides rise and fall under the 

influence of the Sun and the Moon. Probably there will be high tide on a full moon 

night. It may be there or it may not be there. It is only a probability. 

Similarly, economic laws also indicate probable trends. For example, when 

there is increase in the quantity of money, there may be increase in the price 
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level. But we cannot say exactly by how much prices will rise. But economic laws 

are more exact than the laws of history and politics because economics make 

use of money as a measuring rod of utility. Though money is a rough measure, it 

gives a concrete shape to economic laws. 

All economic laws are based on certain assumptions. Let us take the law 

of demand. It tells that “other things being equal”, when the price of a good falls, 

people will buy more of the good. By “other things being equal” we mean (1) that 

the income of the people remains the same, (2) that their tastes remain the same 

(3) that the prices of other goods remain the same, and (4) that no new substitute 

for the good is discovered. The law will hold good only when the above 

assumptions are fulfilled. 

Sometimes, it is said that the laws of economics are hypothetical. That is, 

we make an hypothesis. Only after it is verified by facts and experiments and 

found true, it becomes a law. But many economic laws cannot be verified by 

experiment. That is why we say sometimes that economic laws are hypothetical. 

The laws of physical sciences have universal application. But that is not 

generally the case with regard to economic laws. Of course, there are one or two 

exceptions. The Law of Diminishing Returns has universal application. 

Importance of Economic Laws 

Economic laws are of great importance in practical life. Some economic 

laws are applicable to all types of economic systems. They have universal 

application. For example, we have the law of Diminishing Returns. There are 

other important laws such as the law of diminishing marginal utility and the law of 

demand. 

Some economists believe that the quantity theory of money is valid under 

all economic systems – capitalism or socialism or mixed economy. 

Let us take some important laws like the law of diminishing marginal 

utility, the law of demand, the law of diminishing returns and the Malthusian 

Theory of population and discuss their significance. 
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The law of diminishing utility is based on actual experience. It tells that the 

more and more of a thing you have, the less and less you want it. It explains the 

relationship between the price of a good and the satisfaction you get from it. 

During summer, generally, there will be fall in the price of mangoes 

because they are available in plenty. So there is diminishing utility. And as price 

is related to marginal utility, the price falls. Progressive taxation is based on the 

law of diminishing utility. As the income increases, the Government ask the rich to 

pay more taxes by increasing the rates of taxation for them. For it believes that as 

a man gets more and more money, he will get diminishing utility from it. So even if 

he parts with more money, the sacrifice will not be much in his case. 

The law of demand is based on actual experience. In practice we find that 

when price falls, demand increases. Price falls when supply is more. When there 

is increase in the supply of a good, its marginal utility diminishes. A seller will try 

to sell more of his good by reducing its price slightly. 

The law of diminishing marginal returns has universal application. In 

agriculture, it means that we cannot double the output by doubling labour and 

capital. The law applies to manufacturing industry also. 

The Malthusian theory of population tells that population increases at a 

faster rate than food supply. It might not be an exact statement. But it was true 

in the case of most of the poor countries of the world until the Green Revolution. 

The Green Revolution helped in increasing agricultural productivity. There is the 

problem of over– population in most of the poor countries of the world. That is 

why they spend huge amounts on family planning to reduce population growth. 

So, most of the laws of economics are of great practical importance. 

 

1.1.9 MEANING OF BUSINESS ECONOMICS  

Business Economics is the latest terminology used in business organisation. It 

denotes the application of economic theories to the business conditions and decision 

making in business. It involves a coordination process linking business methods with 

the formation of future plans and making decisions in business. To say in brief 

Business Economics is an applied science in the sphere of business organisation. 

 



   

31 PeriyarUniversity–PUCDOE|SelfLearningMaterial 

SEMESTER 1 PUCDOE-ONLINE-B.Com BUSINESS ECONOMICS 

 

 
 

 

1.1.10 Definition of Business Economics  

Business economics, also known as managerial economics, is a branch of applied 

economics that applies economic theory and quantitative methods to analyze 

business enterprises and the factors contributing to the diversity of organizational 

structures and the relationships of firms with labor, capital, and product markets. It 

helps managers make well-informed decisions to maximize organizational 

performance. 

1.1.11 Scope of Business Economics 

The scope of business economics covers various aspects of business operations 

and decision-making processes, encompassing the following key areas: 

1. Demand Analysis and Forecasting: 

 Understanding consumer behavior and predicting future market trends. 

 Analyzing factors that influence demand for a product or service. 

 Using statistical tools and economic models to forecast demand. 

2. Cost and Production Analysis: 

 Examining the cost structure of a business and identifying ways to reduce costs. 

 Analyzing production processes to optimize resource use and increase efficiency. 

 Understanding the relationship between input and output to make production 

decisions. 

3. Pricing Decisions and Strategies: 

 Determining optimal pricing strategies to maximize profits. 

 Analyzing market conditions and competition to set prices. 

 Studying the effects of pricing on consumer demand and market share. 

4. Profit Management: 
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 Understanding how to manage and maximize profits. 

 Analyzing revenue streams and cost factors. 

 Implementing strategies for profit maximization, including cost control and revenue 

enhancement. 

5. Capital Management: 

 Making decisions about capital investment and financing. 

 Evaluating investment projects using techniques like net present value (NPV) and 

internal rate of return (IRR). 

 Managing working capital to ensure liquidity and operational efficiency. 

6. Risk and Uncertainty Analysis: 

 Identifying and managing business risks. 

 Using probabilistic models and decision-making under uncertainty. 

 Implementing strategies to mitigate and hedge against risks. 

7. Market Structure and Competitive Strategy: 

 Analyzing different market structures (e.g., perfect competition, monopoly, oligopoly) 

and their implications. 

 Developing competitive strategies based on market conditions and competitor 

behavior. 

 Using game theory to understand strategic interactions among firms. 

8. Regulatory and Policy Analysis: 

 Understanding the impact of government policies and regulations on business 

operations. 

 Analyzing tax policies, trade regulations, and antitrust laws. 

 Advising on compliance and strategic responses to regulatory changes. 
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1.1.12 Importance of Business Economics 

1. Informed Decision-Making: 

 Provides a framework for managers to make data-driven and informed decisions. 

 Helps in analyzing complex business scenarios and choosing the best course of 

action. 

2. Optimizing Resource Use: 

 Assists in efficient allocation and utilization of resources. 

 Helps businesses minimize costs and maximize outputs through effective production 

and cost analysis. 

3. Strategic Planning: 

 Aids in long-term strategic planning by forecasting future market trends and 

economic conditions. 

 Supports the development of business strategies to achieve competitive advantage. 

4. Enhancing Profitability: 

 Guides profit management through pricing strategies, cost control, and revenue 

optimization. 

 Helps businesses identify and exploit profit opportunities while minimizing losses. 

5. Risk Management: 

 Provides tools and techniques for identifying, assessing, and mitigating risks. 

 Helps businesses navigate uncertainty and make robust decisions in unpredictable 

environments. 
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6. Adapting to Market Changes: 

 Enables businesses to adapt to changing market conditions and consumer 

preferences. 

 Helps in understanding market dynamics and developing responsive strategies. 

7. Policy Compliance and Advocacy: 

 Assists businesses in understanding and complying with regulatory requirements. 

 Helps in analyzing the impact of policies and advocating for favorable regulatory 

changes. 

Let's sum up  

Economics is a discipline that explores the production, distribution, and 

consumption of goods and services, focusing on the concepts of wealth, welfare, and 

scarcity. The wealth perspective emphasizes the accumulation of assets and 

resources, while the welfare view prioritizes human well-being and social justice. 

Scarcity, a fundamental economic problem, arises because resources are limited 

while human wants are infinite. Economics can be divided into positive economics, 

which describes and predicts economic phenomena, and normative economics, 

which prescribes policies based on value judgments. Business economics, a branch 

of applied economics, examines the principles of economics to inform business 

decision-making, highlighting its importance in strategy, resource allocation, and 

understanding market dynamics. In sum, the scope of economics is vast and integral 

to addressing both theoretical and practical issues in society. 

Check Your Progress 

1. Which view of economics focuses on the accumulation of assets and 

resources? 

o a) Welfare view 

o b) Wealth view 

o c) Scarcity view 

o d) Positive view 

2. What does the welfare view of economics prioritize? 
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o a) Accumulation of wealth 

o b) Human well-being and social justice 

o c) Resource allocation 

o d) Predicting economic phenomena 

3. Which fundamental problem does the scarcity view in economics 

address? 

o a) Distribution of wealth 

o b) Infinite resources 

o c) Limited resources and infinite wants 

o d) Market dynamics 

4. What does positive economics focus on? 

o a) Prescribing policies based on value judgments 

o b) Describing and predicting economic phenomena 

o c) Ethical implications of economic decisions 

o d) Enhancing human welfare 

5. Which type of economics involves value judgments and policy 

prescriptions? 

o a) Positive economics 

o b) Normative economics 

o c) Welfare economics 

o d) Scarcity economics 

6. What is the primary focus of business economics? 

o a) Theoretical analysis of economic systems 

o b) Application of economic principles to business decision-making 

o c) Accumulation of national wealth 

o d) Study of international trade 

7. Which of the following best describes the scope of business 

economics? 

o a) Studying market dynamics and resource allocation in businesses 

o b) Analyzing historical economic trends 

o c) Understanding the ethical aspects of economics 

o d) Examining political influences on the economy 
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8. Why is business economics important for businesses? 

o a) It focuses on philosophical aspects of wealth 

o b) It aids in strategy, resource allocation, and market understanding 

o c) It prescribes ethical business practices 

o d) It predicts political changes affecting businesses 

Answers 

1. b) Wealth view 

2. b) Human well-being and social justice 

3. c) Limited resources and infinite wants 

4. b) Describing and predicting economic phenomena 

5. b) Normative economics 

6. b) Application of economic principles to business decision-making 

7. a) Studying market dynamics and resource allocation in businesses 

8. b) It aids in strategy, resource allocation, and market understanding 

1.2 Production Possibility Frontiers (PPF) 

Definition 

The Production Possibility Frontier (PPF) is a curve that depicts the maximum 

feasible combinations of two goods or services that an economy can produce, given 

its resources and technology. It illustrates the trade-offs and opportunity costs 

associated with allocating resources between different goods. 

Key Points 

1. Efficiency: 

 Points on the PPF represent efficient production levels where resources are fully 

utilized. 

 Points inside the PPF indicate underutilization of resources. 

 Points outside the PPF are unattainable with the current resources and technology. 

2. Opportunity Cost: 
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 The PPF demonstrates the opportunity cost of shifting resources from the production 

of one good to another. 

 Moving along the PPF shows the trade-offs and the cost of forgoing the production of 

one good for another. 

3. Economic Growth: 

 An outward shift in the PPF indicates economic growth, which can result from 

improvements in resources, technology, or both. 

1.2.1 Opportunity Cost 

Definition 

Opportunity cost is the value of the next best alternative forgone when a decision is 

made to choose one option over another. It represents the benefits that could have 

been obtained by taking an alternative action. 

Key Points 

1. Decision Making: 

 Opportunity cost is a crucial concept in decision-making, highlighting the trade-offs 

involved in any economic choice. 

 It helps businesses and individuals to evaluate the relative cost of different actions. 

2. Examples: 

 If a company decides to invest in new machinery instead of upgrading its software, 

the opportunity cost is the benefits that the upgraded software would have provided. 

 1.2.3 Accounting Profit and Economic Profit 

Accounting Profit 

 Definition: Accounting profit is the difference between total revenue and explicit 

costs (costs that involve direct monetary payment, such as wages, rent, and 

materials). 
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 Formula: 

Accounting Profit=Total Revenue−Explicit CostsAccounting Profit=Total Revenue−E

xplicit Costs 

Economic Profit 

 Definition: Economic profit considers both explicit costs and implicit costs (the 

opportunity costs of using resources owned by the firm). It is the difference between 

total revenue and the total of explicit and implicit costs. 

 Formula: 

Economic Profit=Total Revenue−(Explicit Costs+Implicit Costs)Economic Profit=Tota

l Revenue−(Explicit Costs+Implicit Costs) 

1.2.4 Incremental and Marginal Concepts 

Incremental Analysis 

 Definition: Incremental analysis evaluates the financial impact of a decision by 

examining the additional or incremental costs and benefits associated with that 

decision. 

 Application: Used for decisions such as whether to accept a special order, 

introduce a new product line, or expand operations. 

Marginal Analysis 

 Definition: Marginal analysis examines the impact of a small change in an economic 

variable on the total outcome. It focuses on the additional benefit (marginal benefit) 

and additional cost (marginal cost) of producing one more unit of output. 

 Key Concepts: 

 Marginal Cost (MC): The cost of producing one additional unit of output. 

 Marginal Benefit (MB): The benefit received from consuming one additional unit of 

output. 

 Decision rule: Produce or consume additional units as long as MB > MC. 
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1.2.5Time and Discounting Principles 

Time Value of Money (TVM) 

 Definition: The principle that a sum of money is worth more today than the same 

sum in the future due to its potential earning capacity. 

 Key Concepts: 

 Present Value (PV): The current value of a future sum of money, discounted at a 

specific interest rate. 

 Future Value (FV): The value of a current sum of money at a future date, based on 

an assumed rate of growth or interest. 

Discounting 

 Definition: The process of determining the present value of a future amount by 

applying a discount rate. It reflects the opportunity cost of capital and the risk 

associated with future cash flows. 

 Formula: 

��=��(1+�)�PV=(1+r)nFV 

where ��PV is present value, ��FV is future value, �r is the discount rate, and 

�n is the number of periods. 

These key concepts in business economics are essential for understanding 

how to make informed decisions in resource allocation, production, and financial 

management. The PPF illustrates the trade-offs and opportunity costs of different 

production choices, while the concepts of accounting and economic profit help 

businesses assess their financial performance. Incremental and marginal analyses 

provide insights into the costs and benefits of specific decisions, and the principles of 

time and discounting highlight the importance of considering the time value of money 

in financial planning. Understanding these concepts enables businesses to optimize 

their strategies and achieve long-term success. 
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1.2.6 Concept of Efficiency and the Business Cycle 

Concept of Efficiency 

Definition 

Efficiency in economics refers to the optimal allocation of resources to maximize 

output and meet the needs and desires of consumers. There are two primary types 

of efficiency: 

1. Allocative Efficiency: This occurs when resources are distributed in such a way 

that it is not possible to make someone better off without making someone else 

worse off. In other words, the mix of goods and services produced represents what 

consumers value most highly. 

2. Productive Efficiency: This occurs when goods and services are produced at the 

lowest possible cost. It means that the economy or a firm is producing on the 

production possibility frontier (PPF), using all resources efficiently without any 

wastage. 

Key Points 

1. Pareto Efficiency: 

 A situation is Pareto efficient if no individual can be made better off without making 

another individual worse off. 

 It is a benchmark for measuring economic efficiency. 

2. Dynamic Efficiency: 

 Refers to the ability of an economy or firm to improve over time by innovating and 

investing in new technologies. 

 It is about making decisions that may lead to higher efficiency in the future. 

3. X-Efficiency: 
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 Refers to the degree of efficiency maintained by firms under conditions of imperfect 

competition. 

 It addresses the gap between potential and actual output due to factors like 

management inefficiencies. 

4. Market Efficiency: 

 In financial markets, efficiency refers to the extent to which asset prices reflect all 

available information. 

 The Efficient Market Hypothesis (EMH) posits that it is impossible to consistently 

achieve higher returns than the average market return, given that asset prices 

incorporate all relevant information. 

1.2.7 Business Cycle 

Definition 

The business cycle refers to the fluctuations in economic activity that an economy 

experiences over a period of time. These cycles consist of periods of expansion 

(growth) and contraction (recession) in the level of economic activity, typically 

measured by changes in real GDP. 

Key Phases 

1. Expansion: 

 Characterized by increasing economic activity, rising GDP, higher employment, and 

rising income levels. 

 Businesses invest more, consumer spending increases, and production levels go up. 

2. Peak: 

 The point at which the economy reaches its highest level of activity before starting to 

decline. 

 Economic indicators like GDP growth, employment, and income are at their 

maximum levels. 
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3. Contraction (Recession): 

 A period of declining economic activity, falling GDP, reduced consumer and business 

spending, rising unemployment, and lower income levels. 

 It is marked by a decrease in production and investment. 

4. Trough: 

 The lowest point of the economic cycle, where economic activity stops declining and 

begins to recover. 

 After the trough, the economy typically starts to expand again, leading to a new 

cycle. 

Importance and Implications 

1. Policy Making: 

 Understanding the business cycle helps policymakers implement appropriate 

monetary and fiscal policies to stabilize the economy. 

 For example, during a recession, governments might use expansionary fiscal 

policies (like increased public spending) and central banks might lower interest rates 

to stimulate economic activity. 

2. Business Strategy: 

 Businesses use knowledge of the business cycle to plan investments, manage 

inventory, and make strategic decisions about hiring and production. 

 For instance, firms might hold off on major capital investments during a recession 

and ramp up production during an expansion. 

3. Investment Decisions: 

 Investors use business cycle analysis to make decisions about asset allocation and 

investment timing. 
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 Understanding where the economy is in the cycle can help investors manage risk 

and seek opportunities for higher returns. 

Key Economic Concepts and Terms 

Theory 

Definition 

In economics, a theory is a set of principles and concepts that explains how various 

economic phenomena are related. Theories are developed to understand the 

workings of economies, predict future economic events, and provide a basis for 

economic policy-making. 

Key Points 

1. Economic Models: 

 Theories often use simplified representations, or models, to illustrate complex 

economic processes and relationships. 

 Examples include supply and demand models, Keynesian models, and monetarist 

models. 

2. Assumptions: 

 Economic theories are based on assumptions that simplify reality to make analysis 

more manageable. 

 Assumptions can include rational behavior, perfect information, and market 

equilibrium. 

3. Predictions and Testing: 

 Theories provide predictions that can be tested using real-world data. 

 The validity of a theory is determined by its ability to explain and predict economic 

phenomena accurately. 

  
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1.2.8 Inflation -Definition 

Inflation is the rate at which the general level of prices for goods and services rises, 

leading to a decrease in the purchasing power of money. 

Key Points 

1. Causes: 

 Demand-Pull Inflation: Occurs when demand for goods and services exceeds 

supply. 

 Cost-Push Inflation: Results from an increase in the cost of production, such as 

higher wages or raw material prices. 

 Built-In Inflation: Linked to adaptive expectations, where past inflation rates 

influence future inflation rates through wage-price spirals. 

2. Measurement: 

 Inflation is commonly measured using price indices like the Consumer Price Index 

(CPI) and Producer Price Index (PPI). 

3. Effects: 

 Erodes purchasing power, affects savings, and can lead to uncertainty in the 

economy. 

 Moderate inflation is considered normal in a growing economy, but hyperinflation can 

be destabilizing. 

1.2.9 Depression - Definition 

A depression is a severe and prolonged downturn in economic activity, characterized 

by a significant decline in GDP, widespread unemployment, and substantial 

decreases in consumer spending and investment. 
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Key Points 

1. Characteristics: 

 Extended period of economic contraction, often lasting several years. 

 Sharp declines in output and trade. 

2. Historical Example: 

 The Great Depression of the 1930s is the most notable example, marked by a 

drastic fall in economic activity worldwide. 

3. Recovery Challenges: 

 Recovery from a depression is typically slow and requires substantial government 

intervention and policy changes. 

1.2.10 Recession - Definition 

A recession is a period of temporary economic decline during which trade and 

industrial activity are reduced, typically defined by a fall in GDP for two consecutive 

quarters. 

Key Points 

1. Indicators: 

 Declining GDP, rising unemployment, falling retail sales, and reduced industrial 

production. 

2. Causes: 

 Can be triggered by various factors, including high interest rates, reduced consumer 

confidence, and external shocks like oil price increases. 

3. Policy Response: 
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 Governments and central banks often use fiscal and monetary policies to mitigate 

the effects of a recession, such as lowering interest rates or increasing public 

spending. 

1.2.11 Recovery - Definition 

Recovery is the phase of the business cycle following a recession, characterized by 

a rebound in economic activity, rising GDP, increasing employment, and improved 

consumer confidence. 

Key Points 

1. Indicators: 

 Rising GDP, decreasing unemployment rates, increased consumer spending, and 

higher business investment. 

2. Stages: 

 Early recovery often involves gradual improvement as businesses start to invest and 

hire again. 

 Later stages see more robust growth as confidence returns and economic activity 

accelerates. 

3. Policy Role: 

 Supportive government and monetary policies can facilitate recovery by encouraging 

investment and consumption. 

1.2.12 Reflation - Definition 

Reflation is a fiscal or monetary policy aimed at stimulating economic activity to 

counteract the effects of deflation or to boost economic growth after a period of 

recession. 
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Key Points 

1. Policy Tools: 

 Includes lowering interest rates, increasing government spending, and tax cuts to 

increase money supply and consumer spending. 

2. Objectives: 

 Aimed at increasing demand, raising price levels to a target, and reducing 

unemployment. 

3. Risks: 

 If not managed carefully, reflationary policies can lead to higher inflation or asset 

bubbles. 

1.2.13 Deflation- Definition 

Deflation is the decline in the general price level of goods and services, resulting in 

an increase in the purchasing power of money. 

Key Points 

1. Causes: 

 Can result from decreased demand, overcapacity, or technological advances that 

reduce production costs. 

2. Effects: 

 Can lead to reduced consumer spending as people anticipate lower prices in the 

future. 

 Increases the real value of debt, which can burden borrowers and slow economic 

growth. 

3. Policy Challenges: 
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 Central banks may use policies like lowering interest rates or quantitative easing to 

combat deflation. 

Understanding these key economic concepts—such as the theory, inflation, 

depression, recession, recovery, reflation, and deflation—is crucial for analyzing 

economic conditions and making informed decisions. These terms provide a 

framework for evaluating economic performance, guiding policy responses, and 

anticipating future economic trends. 

 

Let us sum up 
 

Economics encompasses several key concepts essential for understanding 

business and economic dynamics. The Production Possibility Frontier (PPF) 

illustrates the trade-offs between different goods, highlighting the concept of 

opportunity cost—the value of the next best alternative foregone. Accounting profit is 

the difference between total revenue and explicit costs, while economic profit 

includes both explicit and implicit costs. Incremental and marginal concepts focus on 

the additional benefits or costs of a decision. Time and discounting principles are 

crucial for valuing future cash flows. Efficiency in economics refers to the optimal 

allocation of resources to maximize output. The business cycle consists of various 

phases: inflation (rising prices), depression (prolonged economic downturn), 

recession (temporary economic decline), recovery (economic improvement), reflation 

(re-inflation to counteract deflation), and deflation (falling prices). Understanding 

these concepts helps in navigating the complexities of economic environments and 

making informed business decisions. 

 

1.2.14 Unit Summary 

Economics, a discipline focused on wealth, welfare, and scarcity, is divided 

into positive economics, which describes and predicts economic phenomena, and 

normative economics, which prescribes policies based on value judgments. 

Business economics, a vital branch, applies economic principles to business 

decision-making, emphasizing strategy and resource allocation. Key concepts 

include the Production Possibility Frontier (PPF), illustrating opportunity cost; 

accounting profit and economic profit, distinguishing explicit and implicit costs; and 
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incremental and marginal concepts, which analyze additional benefits or costs. Time 

and discounting principles value future cash flows, while efficiency ensures optimal 

resource allocation. The business cycle, encompassing phases like inflation, 

depression, recession, recovery, reflation, and deflation, is crucial for understanding 

economic fluctuations. This unit integrates these concepts, providing a 

comprehensive framework for analyzing economic and business environments. 

1.2.15 Glossary 

Introduction to Economics: The study of how individuals, businesses, and 

societies manage resources and make choices to achieve their goals. 

Wealth View: Focuses on the accumulation of assets and resources. 

Welfare View: Prioritizes human well-being and social justice. 

Scarcity View: Addresses the fundamental economic problem of limited resources 

and infinite wants. 

Positive Economics: Describes and predicts economic phenomena without making 

value judgments. 

Normative Economics: Prescribes policies and makes recommendations based on 

value judgments. 

Business Economics: The application of economic principles to business decision-

making, emphasizing strategy, resource allocation, and market understanding. 

Production Possibility Frontier (PPF): A curve depicting the maximum feasible 

quantities of two products that can be produced with available resources, illustrating 

opportunity costs and trade-offs. 

Opportunity Cost: The value of the next best alternative that is forgone when 

making a decision. 

Accounting Profit: The difference between total revenue and explicit costs. 
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Economic Profit: The difference between total revenue and the sum of explicit and 

implicit costs. 

Incremental Concepts: Focus on the additional benefits or costs of a decision. 

Marginal Concepts: Analyze the change in total benefits or costs resulting from a 

one-unit change in production or consumption. 

Time and Discounting Principles: Techniques for valuing future cash flows in 

present terms. 

Concept of Efficiency: The optimal allocation of resources to maximize output and 

welfare. 

Business Cycle: The fluctuations in economic activity characterized by periods of 

expansion and contraction. 

Inflation: A general increase in prices and fall in the purchasing value of money. 

Depression: A prolonged and severe downturn in economic activity. 

Recession: A temporary economic decline during which trade and industrial activity 

are reduced. 

Recovery: A period of economic improvement following a recession or depression. 

Reflation: Policies aimed at increasing the level of economic activity and 

counteracting deflation. 

Deflation: A decrease in the general price level of goods and services. 

Check Your Progress 

1. What does a point inside the Production Possibility Frontier (PPF) 

indicate? 

o a) Efficient use of resources 

o b) Inefficient use of resources 

o c) Unattainable production levels 
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o d) Maximum output 

2. The opportunity cost of choosing one good over another is represented 

by: 

o a) The amount of the chosen good produced 

o b) The value of the next best alternative forgone 

o c) The total cost of production 

o d) The profit earned from the chosen good 

3. Accounting profit is calculated as: 

o a) Total revenue minus explicit costs 

o b) Total revenue minus implicit costs 

o c) Total revenue minus both explicit and implicit costs 

o d) Total costs minus total revenue 

4. Economic profit takes into account: 

o a) Only explicit costs 

o b) Only implicit costs 

o c) Both explicit and implicit costs 

o d) Neither explicit nor implicit costs 

5. Marginal cost refers to: 

o a) The total cost of production 

o b) The additional cost of producing one more unit 

o c) The average cost of production 

o d) The fixed cost of production 

6. Incremental analysis focuses on: 

o a) Total costs 

o b) Average costs 

o c) Additional benefits and costs of a decision 

o d) Fixed costs 

7. The principle of discounting is used to: 

o a) Increase the value of future cash flows 

o b) Decrease the value of future cash flows 

o c) Calculate present value of future cash flows 

o d) Ignore future cash flows 



   

52 PeriyarUniversity–PUCDOE|SelfLearningMaterial 

SEMESTER 1 PUCDOE-ONLINE-B.Com BUSINESS ECONOMICS 

 

 
 

 

8. The time value of money concept implies that: 

o a) Money today is worth more than money in the future 

o b) Money today is worth less than money in the future 

o c) Money today is equal in value to money in the future 

o d) Time has no impact on the value of money 

9. Economic efficiency is achieved when: 

o a) Resources are allocated to maximize profit only 

o b) Resources are used to maximize production and welfare 

o c) Resources are minimized regardless of output 

o d) Production is at its lowest cost 

10. Allocative efficiency occurs when: 

o a) Goods are produced at the lowest possible cost 

o b) Goods and services are distributed according to consumer 

preferences 

o c) There is no unemployment 

o d) All resources are fully utilized 

1.2.16 Self-Assignment Questions 

1. Explain the different views on economics focusing on wealth, welfare, and 

scarcity. How do these views influence economic policy? 

2. Define positive and normative economics. Provide examples of statements or 

policies that fall under each category. 

3. Discuss the scope and importance of business economics. How does it differ 

from general economics? 

4. What is a Production Possibility Frontier (PPF)? Illustrate with an example 

how it demonstrates opportunity cost. 

5. Define opportunity cost. Why is it an important concept in economics? Provide 

a real-world example. 

6. Differentiate between accounting profit and economic profit. Why might a 

business report high accounting profits but low economic profits? 
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7. How does the business cycle theory help in understanding economic 

fluctuations? Provide examples of policy responses during different phases of 

the business cycle. 

8. Summarize the relationship between scarcity, opportunity cost, and the PPF. 

How do these concepts interrelate in economic analysis? 

9. Why is it important for managers and business leaders to understand 

economic principles such as marginal analysis and discounting? Provide 

examples of their application in strategic planning. 

10. How do economic indicators during different phases of the business cycle 

inform business strategy and government policy-making? 

1.2.17 Activities Assignment 

Introduction to Economics 

1. Essay: Write a 1,000-word essay comparing and contrasting the wealth, 

welfare, and scarcity views on economics. Discuss how these perspectives 

influence economic policy decisions in different countries. 

2. Case Study Analysis: Identify a recent economic policy from any country. 

Analyze whether the policy is based on positive or normative economics. 

Explain your reasoning and the potential impact of the policy. 

3. Research Project: Investigate the scope and importance of business 

economics. Prepare a report detailing how business economics helps in 

strategic decision-making for a multinational corporation. 

Key Concepts 

4. Graphing Activity: Create a graph showing a Production Possibility Frontier 

(PPF) for two goods. Identify and explain points of efficiency, inefficiency, and 

unattainability on the graph. Discuss the opportunity cost of moving from one 

point to another on the PPF. 

5. Real-World Application: Calculate the accounting profit and economic profit 

for a hypothetical business. Include all explicit and implicit costs. Discuss the 

differences and what they mean for the business's financial health. 
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6. Scenario Analysis: Develop scenarios to illustrate incremental and marginal 

concepts. For example, calculate the marginal cost of producing additional 

units in a factory and analyze how it affects production decisions. 

7. Time Value of Money Exercise: Using a given set of future cash flows, apply 

discounting principles to calculate the present value. Explain how the time 

value of money influences investment decisions. 

Concept of Efficiency 

8. Efficiency Workshop: Organize a workshop where participants simulate 

resource allocation in a hypothetical economy. Aim to achieve both productive 

and allocative efficiency. Reflect on the challenges encountered and the 

strategies used to overcome them. 

9. Debate: Hold a debate on the importance of economic efficiency versus 

equity. Assign roles to participants to argue from different economic schools 

of thought. Summarize the key points and conclusions reached. 

Business Cycle 

10. Business Cycle Timeline: Create a timeline showing the phases of the 

business cycle over the past 20 years for a specific country. Identify periods of 

inflation, recession, depression, recovery, reflation, and deflation. Analyze the 

causes and effects of each phase. 

11. Inflation Analysis: Research and present a case study on a period of high 

inflation in a country. Discuss the causes, effects on the economy, and the 

measures taken to control inflation. 

12. Depression and Recession Report: Compare and contrast the Great 

Depression and the Great Recession. Highlight the economic indicators, 

government responses, and recovery strategies. 

13. Simulation Game: Develop a simulation game where players must navigate 

a business through different phases of the business cycle. Include events like 

inflation, recession, and recovery. Reflect on the decisions made and their 

outcomes. 
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14. Policy Proposal: Write a policy proposal to address deflation in an economy. 

Include potential measures for reflation and justify their effectiveness based 

on economic theory. 

Summary and Reflection 

15. Summary Report: Summarize the relationship between scarcity, opportunity 

cost, and the PPF in a concise report. Use real-world examples to illustrate 

your points. 

16. Strategic Planning Exercise: Create a strategic plan for a business, 

incorporating economic principles such as marginal analysis and discounting. 

Present the plan and explain how these principles influence the decision-

making process. 

17. Economic Indicators Analysis: Choose a recent economic report and 

analyze the indicators during different phases of the business cycle. Discuss 

how these indicators inform business strategy and government policy-making. 

Reflection and Presentation 

18. Reflection Paper: Write a reflection paper on the importance of 

understanding economics for business leaders. Discuss how the concepts 

learned can be applied in real-world business scenarios. 

19. Presentation: Prepare a presentation on how economic indicators and 

business cycles impact strategic planning in businesses. Use examples from 

recent economic events to support your points. 

20. Group Discussion: Facilitate a group discussion on the impact of economic 

efficiency on production and welfare. Summarize the main points discussed 

and any consensus reached. 
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SECTION 2 DEMAND&SUPPLY FUNCTION 

 

2.1 Meaning of Demand 

Demand in economics refers to the quantity of a good or service that consumers are 

willing and able to purchase at various prices over a given period of time. It reflects 

consumers' preferences and purchasing power, and it plays a crucial role in 

determining the market price and quantity of goods and services. 

Key Elements of Demand 

1. Desire: 

 The willingness of consumers to buy a good or service. 

 It reflects the preferences and tastes of consumers. 

2. Ability to Pay: 

 The purchasing power of consumers. 

 It indicates whether consumers have enough financial resources to buy the good or service. 

3. Specific Period: 

 Demand is always considered over a specific time frame. 

 For example, the demand for ice cream may vary seasonally. 

4. Price: 

 The amount consumers are willing to pay for a good or service. 

 Demand varies at different price levels, typically following the law of demand. 
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2.1.2 Demand Analysis 

Demand is the willingness to buy a commodity or service which is backed by 

necessary resources. Demand is an effective desire. It is a desire backed by power 

to buy and willingness to buy. In economics demand has the following three 

attributes.  

 

Both willingness and ability to pay are essential to convert a desire into a demand. If 

a person is willing to buy a car but he doesn’t have the resources to buy it, it is not 

demand. If he is in a position to buy a car but is not willing to buy, again, it is not 

demand.  

“By demand we mean the various quantities of a given commodity or service 

which consumers would buy in one market in a given period of time at various prices, 

or at various incomes, or at various prices of related goods.”  - Bober  

 

Demand is meaningless without reference to price; demand is always at a 

price. Suppose a person is willing to buy a car when its price is Rs.2 lakhs. He is in a 

position to pay this price. It is demand for a car. But if the price of the car goes up to 

Rs.3 lakhs, he may not afford to buy it. Or he may not think it worthwhile to spend so 

much money on it. It is  no longer a demand. So, demand is always expressed with 

reference to price.  

Similarly, demand is always used with reference to a certain period of time. Demand 

for woolen clothes is higher in winter than in summer. Demand for water coolers is 

higher in summer than during winter.  

 

The demand for any commodity or service at a certain price is the quantity or 

amount of it which will be bought at that price during a given period of time. Without 

reference to price and time, demand has no meaning. 
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2.1.3 Types of Demand  

 

i) Joint demand  

When a number of goods and services are demanded for a joint purpose, it is 

called joint demand. For example, for the construction of a house, several items like 

cement, sand bricks, iron, wood and labour are required. This is a case of joint 

demand.  

 

ii) Direct demand  

Direct demand is the demand for direct use or consumption. It is the demand 

for the ultimate object. For example, demand for a car, a house, or a piece of cloth.  

iii) Derived demand  

The demand for various goods and services to manufacture goods to meet 

the ultimate or direct demand of purchasers is called derived demand. 

iv) Composite demand  

The demand for a goods or services which can be put to several uses is 

called composite demand. For example, milk is demanded demand to prepare tea, 

coffee, butter, ghee, sweets, curd, paneer and also for direct consumption.  

v) Complementary demand  

When two or more than two goods are demanded because, they complement 

each other’s role. It is called complementary demand. For example, pen and ink, 

bread and butter, car and petrol are some examples of complementary demand.  

vi) Competitive demand  

A large number of goods compete with each other as substitutes to fulfill the 

same need. For example, tea and coffee, roadways and railways, wheat and rice, 

vegetable oil and pure ghee are substitutes or near substitutes of each other. 

Demand for them is called competitive demand. 
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2.1.4 Determinants of Demand 

Several factors can influence demand, leading to shifts in the demand curve: 

1. Price of the Good: 

 As mentioned, the primary factor affecting demand is the price of the good or service 

itself. 

2. Income of Consumers: 

 An increase in consumer income generally leads to an increase in demand for 

normal goods. 

 Conversely, an increase in income might decrease the demand for inferior goods. 

3. Prices of Related Goods: 

 Substitutes: If the price of a substitute good rises, the demand for the original good 

may increase. 

 Complements: If the price of a complementary good rises, the demand for the 

original good may decrease. 

4. Consumer Preferences: 

 Changes in tastes, preferences, and fashions can significantly impact demand. 

 For example, a health trend favoring low-carb diets can increase the demand for low-

carb foods. 

5. Expectations: 

 If consumers expect prices to rise in the future, they may increase their current 

demand. 

 Similarly, expectations of future income or economic conditions can affect current 

demand. 
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6. Number of Buyers: 

 An increase in the number of consumers in a market will increase the overall 

demand for a good or service. 

2.1.5 Law of  Demand 

Law of demand explains the relationship between the price of a commodity 

and its quantity demanded over a certain period of time. According to this law, other 

things remaining the same, there is an inverse relationship between the price of a 

commodity and its quantity demanded. “The amount demanded increases with a fall 

in price and diminishes with a rise in prices”. Marshall 

The law of demand states that other things being constant, there is an inverse 

relationship between the price of various commodities and their quantity demanded 

over a certain period of time. In other words, with the increase in the price of a 

commodity, there is a fall in its demand and with the decrease in its price, there is a 

rise in its demand.  

 

Assumptions of the law of demand 

I ) Income of the consumer remains unchanged. 

ii) Prices of other related goods remain constant. 

iii) Tastes of the consumers remain unchanged during the period of time. 

iv) The consumers, expectations about future prices are neutral. 

v) The effect of advertising is ruled out. 

vi) Other relevant factors like the size of the population, seasonal and climatic 

factors, habits of the people and all other factors influencing demand remain 

unchanged. An individual’s demand schedule presents the preference scales of a 

person for a commodity at its different price levels.“A demand schedule is a table 

showing how the quantity demanded of some product during a specified period of 

time changes as the price of that product changes, holding all other determinants of 

quantity demanded constant”. BaumolIn other words, a demand schedule indicate 

how much a consumer is willing and able to buy at different price levels during a 

certain period of time. 
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2.1.6 Demand Curve 

The demand curve is a visual representation of how many units of a good or 

service will be bought at each possible price. It plots the relationship between 

quantity and price that's been calculated on the demand, which is a table that shows 

exactly how many units of a good or service will be purchased at various prices. 

As you can see in the chart, the price is on the vertical (y) axis, and the 

quantity is on the horizontal (x) axis. This chart plots the conventional relationship 

between price and quantity. The lower the price, the higher the quantity demanded. 

As the price decreases from p0 to p1, the quantity increases from q0 to q1. 

Demand Curve. 

This relationship follows the law of demand, which states that the quantity demanded 

will drop as the price rises, all other things being equal. The relationship between 

quantity and price will follow the demand curve as long as the four determinants of 

demand don't change. These determinants are: 

 

1. Price of related goods or services 

2. Income of the buyer 

3. Tastes or preferences of the buyer 
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4. The expectation of the buyer (especially about future prices) 

 

If any of these four determinants change, the entire demand curve shifts because a 

new demand schedule must be created to show the changed relationship between 

price and quantity. Demand curves are also used to show the relationship between 

quantity and price in aggregate demand, which is the total demand in society. It has 

the same determinants of demand, plus the number of potential buyers in the 

market. 

The Two Types of Demand Curves 

Elastic demand is when a price decrease causes a significant increase in the 

quantities bought. Like a stretchy rubber band, the quantity demanded moves a lot 

with just a little change in prices. An example of this would be ground beef; if prices 

drop just 25%, you might buy three times as much as you usually would because 

you know you'll use it eventually and can put the extras in the freezer. If demand is 

perfectly elastic, the curve looks like a horizontal flat line. 

Inelastic demand is when a price decrease won't increase the quantities 

purchased.2  An example of this is bananas. No matter how cheap they are, there's 

only so many you can eat before they spoil. You won't buy three bunches even if the 

price falls 25%. If demand is perfectly inelastic, the curve looks like a vertical straight 

line. 

The reason you react more to a sale on ground beef than a sale on bananas 

is because of the marginal utility of each additional unit. Marginal utility refers to the 

usefulness (utility) of each additional unit the further out on the margin you go.3 

Because you can freeze ground beef, the third package is just as good to you as the 

first. The marginal utility of ground beef is high. Bananas lose their consistency in the 

freezer, so their marginal utility is low. 
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2.1.7 Exceptions to the Law of Demand 

While the law of demand generally holds true, there are exceptions: 

1. Veblen Goods: 

 These are luxury goods that have an upward-sloping demand curve because 

consumers perceive them as status symbols. 

 As the price increases, demand may also increase due to their perceived higher 

value. 

2. Giffen Goods: 

 Giffen goods are inferior goods where the income effect outweighs the substitution 

effect. 

 As the price of a Giffen good increases, consumers may buy more of it because they 

can no longer afford the now more expensive substitutes. 

3. Necessities: 

 For certain necessities like life-saving drugs or basic food items, demand may not 

decrease significantly even if the price increases. 

 In such cases, demand may be relatively inelastic. 

4. Expectations of Future Price Changes: 

 If consumers expect prices to increase significantly in the future, they may buy more 

of the good now, even at a higher price. 

5. Limited Supply: 

 In cases of limited supply or scarcity, demand may increase even as prices rise, as 

consumers compete to secure the available quantity. 

6. Emergency Situations: 
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 During emergencies like natural disasters or pandemics, demand for essential goods 

may increase even if prices rise due to increased urgency and necessity. 

Conclusion 

Demand analysis is essential for understanding consumer behavior and market 

dynamics. While the law of demand generally holds true, there are exceptions based 

on specific circumstances and the nature of goods. By considering various 

determinants of demand and understanding exceptions to the law, businesses and 

policymakers can make more accurate predictions and decisions related to pricing, 

production, and market strategies. 

Let us sum up 

Demand refers to the quantity of a good or service that consumers are willing 

and able to purchase at various prices within a specific time period. Demand 

analysis involves examining the factors influencing consumer behavior and 

purchasing decisions. The determinants of demand include price, income, 

preferences, expectations, and the prices of related goods. According to the Law of 

Demand, there is an inverse relationship between price and quantity demanded, 

meaning as price increases, quantity demanded decreases, and vice versa. 

However, exceptions to this law can occur under certain circumstances such as with 

luxury goods, Veblen goods, or in cases where the good is a necessity with no close 

substitutes. Understanding these concepts helps businesses and policymakers 

predict consumer behavior and make informed decisions regarding pricing, 

production, and market strategies. 

 

Check Your Progress 

1. What does "demand" refer to in economics?  

A. The quantity of a good or service that producers are willing to supply at 

various prices. 

 B. The quantity of a good or service that consumers are willing and able to 

purchase at various prices within a specific time period. 
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 C. The total amount of money consumers have available to spend on goods 

and services.  

D. The amount of profit generated by selling a good or service. 

2. Which of the following is NOT a determinant of demand? 

 A. Income of consumers.  

B. Price of the product itself. 

 C. Preferences and tastes of consumers. 

 D. Cost of production. 

3. According to the Law of Demand, what is the relationship between price 

and quantity demanded?  

A. There is a direct (positive) relationship.  

B. There is an inverse (negative) relationship. 

 C. There is no relationship between price and quantity demanded.  

D. The relationship depends on the type of good or service. 

4. Which of the following is an exception to the Law of Demand? 

 A. Normal goods.  

B. Inferior goods.  

C. Giffen goods.  

D. Substitute goods. 

5. What does demand analysis primarily involve? 

 A. Analyzing the supply side of the market. 
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 B. Predicting changes in government policies.  

C. Examining the factors influencing consumer behavior and purchasing 

decisions.  

D. Assessing the profitability of businesses. 

Answers: 

1. B. The quantity of a good or service that consumers are willing and able to 

purchase at various prices within a specific time period. 

2. D. Cost of production. 

3. B. There is an inverse (negative) relationship. 

4. C. Giffen goods. 

5. C. Examining the factors influencing consumer behavior and purchasing 

decisions. 

6.  

2.2 Elasticity of Demand 

Definition 

Elasticity of demand measures the responsiveness of quantity demanded to a 

change in price. It indicates how much the quantity demanded changes in response 

to a change in price, expressed as a percentage. 

2.2.1 Various Concepts of Demand Elasticity: 

The concepts of elasticity of demand, therefore, refer to the degree of 

responsiveness of quantity demanded of goods to a change in its price, income and 

prices of related goods. Accordingly, there are three concepts of demand elasticity: 

price elasticity, income [elasticity, and cross elasticity. Price elasticity of demand 

relates to the responsiveness of quantity demanded of a good to the change in the 

price. Income elasticity of demand refers to the sensitiveness of quantity demanded 

in the change in incomes. 
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Cross elasticity of demand means the degree of responsiveness of demand of 

a goods to a change in the price of a related goods, which may be either a substitute 

for it or a complementary with it. Besides these three kinds of elasticity’s, there is 

another type of elasticity of demand called elasticity of substitution which refers to 

the change in quantity demanded of a good in response to the change in its relative 

price alone, real income of the individual remaining the same. 

 

As said above, price elasticity of demand expresses the response of quantity 

demanded of a good to changes in its price, given the consumer’s income, his tastes 

and prices of all other goods. Thus, price elasticity means the degree of 

responsiveness or sensitiveness of quantity demanded of a goods to change in its 

prices. 

 

In other words, price elasticity of demand is a measure of the relative change 

in its price. Price elasticity can be precisely defined as ‘the proportionate change in 

quantity demanded in response to a small change in price, divided by the 

proportionate change in price’ (Mrs. Robinson). Thus, 

 

 

 
 

Where ep stands for price elasticity 

q Stands for quantity 
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p stands for price 

Δ stands for a small change 

 

Mathematically speaking, price elasticity of demand is negative, since the 

change in quantity demanded is in opposite direction to the change in price. When 

price falls, quantity demanded rises and vice versa. But for the sake of convenience 

in understanding the magnitude of response of quantity demanded to the change in 

price we ignore the negative sign and take into account only the numerical value of 

the elasticity. 

 

Thus, if 2 per cent change in price leads to 4 per cent change in quantity 

demanded of goods A ads 8 per cent change in that of B, then the above formula of 

elasticity will give the value of price elasticity of goods A equal to 2 and that of goods 

B equal to 4. It indicates that the quantity demanded of goods B changes much more 

than that of goods and in response to a given change in price. 

 

 But if we had written minus signs before the numerical values of elasticity’s of 

two goods, that is, if we had written the elasticity’s as -2 and -1 respectively as strict 

mathematics would require us to do, then since -1 is smaller than-2, we would have 

been misled in concluding that price elasticity of demand of B is less than that of 4. 

 

But, as we have noted above, response of demand for B to the change in 

price is greater than that of A, it is better to ignore minus sign and draw conclusions 

from the numerical values of elasticity’s. Hence by convention minus sign before the 

value of price elasticity of demand is generally ignored in economics. 

 

It is a matter of common knowledge and observation that there is a 

considerable difference between different goods in regard to the magnitude of 

response of demand to the changes in price. The demand for some goods is more 

responsive to the changes in price than those of others. 

 

 In terminology of economies, we would say that the demand for some goods 

is more elastic than those for the others or the price elasticity of demand of some 

goods is greater than those of the others. 
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Marshall who introduced the concept of elasticity in economic theory remarks 

that the elasticity or responsiveness of demand in a market is great or small 

according as the amount demanded increases much or little for a given full in price, 

and diminishes much or little for a given rise in price. 

 

 
 

 
This will be clear from Figures 14 and 15 which represent two demand curves. 

For a given fall in price, from OP to OF’, increase in quantity demanded is much 

greater in Figure 14 than in Figure 15. Therefore, demand curve in figure 14 as more 

elastic than the demand curve in figure 15 for a given fall in price. Demand for the 

goods represented in Figure 14 is generally said to be elastic and the demand for the 

goods in figure 15 to be inelastic. 

 

It should, however, be noted that terms elastic and inelastic are used in the 

relative sense. In other words, elasticity is a matter of degree only. Demand for some 

goods is only more or less elastic than others. There is no commodity in the real 

world for which the demand is completely inelastic. 
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Similarly, in the actual world we find no example of goods whose demand is 

perfectly elastic. Thus, when we say that demand for a good is elastic, we mea only 

that the demand for it is relatively more elastic. Likewise, when we say that demand 

for a good inelastic, we do not mean that its demand is absolutely inelastic but only 

that it is relatively less elastic. 

 

In economic theory elastic and inelastic demands have come to acquire 

precise meanings. Demand for goods is said to be elastic if the elasticity of demand 

for it is greater than any. Similarly, the demand for goods is called inelastic if 

elasticity of demand for it is less than one. Elasticity of demand equal to one, or in 

other words; unit elasticity of demand, therefore, represents the dividing line between 

elastic and inelastic demand. 

 

It will now be clear that by inelastic demand we do not mean perfectly inelastic 

but only that the elasticity of demand is less than unity; and by elastic demand we do 

not mean absolutely elastic but that the elasticity of demand is greater than one. 

 

As said above, goods great variation in respect of elasticity of demand, i.e., 

their responsiveness to changes in price. Some goods like common salt, wheat and 

rice are very unresponsive to the changes in their prices. The demand for salt 

remains practically the same for a small rise or fall in its price. Therefore, demand for 

common salt is said to be ‘inelastic.’ Demand for goods like radios, refrigerators etc. 

Is elastic, since changes in their prices bring about large changes in their quantity 

demanded. 

 

We shall explain later at length those factors which are responsible for the 

differences in elasticity of demand of various goods. It will suffice here to say that the 

main reason for differences in elasticity of demand is the possibility of substitution, 

i.e., the presence or absence of competing substitutes. 

 

The greater the case with which substitutes can be found for a commodity or 

with which it can be substituted for other commodities the greater will be the price 

elasticity of demand of that commodity. 
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Goods are demanded because they satisfy some particular wants and in 

general wants can be satisfied in a variety of alternative ways. For instance, the want 

for entertainment can be gratified by having a radio set, or by possessing a 

gramophone, or by going to cinema or by visiting theatres.  If the price of radio set 

falls, the quantity demanded of radio sets  will rise greatly since fall in the price of 

radio will induce some people to buy radios in place of having gramophones or 

visiting cinemas and theatres. 

 

Thus, the demand for radios is elastic. Likewise, if the price of ‘Lux’ falls its 

demand will greatly rise because it will be substituted for other varieties of soap—

such as Jai, Hamam and Oasis etc. On the contrary the demand for necessary 

goods like salt is inelastic. 

 

The demand for salt is inelastic since it satisfies a basic human want and no 

substitutes for it are available. People would consume almost the same quantity of 

salt whether it becomes slightly cheaper or dearer than before. 

 

2.2.2 Measuring Price Elasticity of Demand: 

The following points highlight the top four methods used for measuring elasticity of 

demand. 

The methods are:- 

1. The Percentage Method 

2. The Point Method 

3. The Arc Method 

4. Total Outlay Method. 

 

1. The Percentage Method: 

The price elasticity of demand is measured by its coefficient (Ep). This coefficient 

(Ep) measures the percentage change in the quantity of a commodity demanded 

resulting from a given percentage change in its price. 

Thus 
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Where q refers to quantity demanded, p to price and Δ to change. If EP>1, demand 

is elastic. If EP< 1, demand is inelastic, and Ep= 1, demand is unitary elastic. 

 

With this formula, we can compute price elasticities of demand on the basis of a 

demand schedule. 

 

 

 
Let us first take combinations B and D. 

(i) Suppose the price of commodity X falls from Rs. 5 per kg. to Rs. 3 per kg. and its 

quantity demanded increases from 10 kgs.to 30 kgs. 

Then 

 
This shows elastic demand or elasticity of demand greater than unitary. 

 
2. The Point Method: 

Prof. Marshall devised a geometrical method for measuring elasticity at a point on the 

demand curve. 

Let RS be a straight line demand curve in Figure. 2. If the price falls from PB (= OA) 

to MD (= OC), the quantity demanded increases from OB to OD. 

Elasticity at point P on the RS demand curve according to the formula is: 

EP = Δq/Δp x p/q 

Where Δq represents change in quantity demanded, Δp changes in price level while p and q 

are initial price and quantity levels. 
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With the help of the point method, it is easy to point out elasticity at any point along a 

demand curve. Suppose that the straight line demand curve DC in Figure. 3 is 6 

centimeters. Five points L, M, N, P and Q are taken on this demand curve. The 

elasticity of demand at each point can be known with the help of the above method. 

Let point N be in the middle of the demand curve.  So  elasticity of demand at point. 
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We arrive at the conclusion that at the mid-point on the demand curve, the elasticity 

of demand is unity. Moving up the demand curve from the mid-point, elasticity 

becomes greater. When the demand curve touches the Y- axis, elasticity is infinity. 

Ipso facto, any point below the mid-point towards the A’-axis will show elastic 

demand. Elasticity becomes zero when the demand curve touches the X -axis. 

 
3. The Arc Method: 

We have studied the measurement of elasticity at a point on a demand curve. But 

when elasticity is measured between two points on the same demand curve, it is 

known as arc elasticity. In the words of Prof. Baumol, “Arc elasticity is a measure 

of the average responsiveness to price change exhibited by a demand curve 

over some finite stretch of the curve.”  

Any two points on a demand curve make an arc. The area between P and M 

on the DD curve in Figure. 4 is an arc which measures elasticity over a certain range 

of price and quantities. On any two points of a demand curve, the elasticity 
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coefficients are likely to be different depending upon the method of computation. 

Consider the price-quantity combinations P and Mas given in Table. 2. 

 

 
 

If we move in the reverse direction from M to P, then 
 
 

 
 
Thus the point method of measuring elasticity at two points on a demand curve gives 

different elasticity coefficients because we used a different base in computing the 

percentage change in each case. 

To avoid this discrepancy, elasticity for the arc (PM in Figure 4) is calculated 

by taking the average of the two prices [(p1 + p2 )½] and the average of the two 

quantities [(q, +q2 )½]. The formula for price elasticity of demand at the mid-point (C 

in Figure 4) of the arc on the demand curve is 
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On the basis of this formula, we can measure arc elasticity of demand when there is 

a movement either from point P to M or from M to P. 

From P to M at point P, p1 =8, q1 = 10, and at point M, p2 = 6, q2 = 12. 

Applying these values, we get 

 

 
 
 
 

Thus whether we move from M to P or P to M on the arc PM of the DD curve, the 

formula for arc elasticity of demand gives the same numerical value. The closer the 

two points P and M are, the more accurate is the measure of elasticity on the basis 

of this formula. 

 

If the two points which form the arc on the demand curve are so close that they 

almost merge into each other, the numerical value of arc elasticity equals the 

numerical value of point elasticity. 

 
4. The Total Outlay Method: 

Marshall evolved the total outlay, or total revenue or total expenditure method as a 

measure of elasticity. By comparing the total expenditure of a purchaser both before 

and after the change in price, it can be known whether his demand for a good is 

elastic, unity or less elastic. 

 

Total outlay is price multiplied by the quantity of a good purchased: Total Outlay = 

Price x Quantity Demanded. This is explained with the help of the demand schedule 

in Table.3. 
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(i) Elastic Demand: 

Demand is elastic, when with the fall in price the total expenditure increases and with 

the rise in price the total expenditure decreases. Table.3 shows that when the price falls 

from Rs. 9 to Rs. 8, the total expenditure increases from Rs. 18 to Rs. 24 and when price 

rises from Rs. 7 to Rs. 8, the total expenditure falls from Rs. 28 to Rs. 24. Demand is elastic 

(Ep > 1) in this case. 

 
(ii) Unitary Elastic Demand: 

When with the fall or rise in price, the total expenditure remains unchanged, the 

elasticity of demand is unity. This is shown in the table when with the fall in price 

from Rs. 6 to Rs. 5 or with the rise in price from Rs. 4 to Rs. 5, the total expenditure 

remains unchanged at Rs. 30, i.e., Ep = 1. 

(iii) Less Elastic Demand: 

Demand is less elastic if with the fall in price, the total expenditure falls and with the 

rise in price the total expenditure rises. In Table 3 when the price falls from Rs. 3 to 

Rs. 2, total expenditure falls from Rs. 24 to Rs 18, and when the price rises from Re. 

1 to Rs. 2. the total expenditure also rises from Rs. 10 to Rs. 18. This is the case of 

inelastic or less elastic demand, Ep < 1. 
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Table 4 summarizes these relationships: 

 

 
 
The measurement of elasticity of demand in terms of the total outlay method is 

explained in Fig. 5 where we divide the relationship between price elasticity of 

demand and total expenditure into three stages. 

 

 

In the first stage, when the price falls from OP4 to OP3 and to OP2 respectively, the 

total expenditure rises from P4 E to P3 D and P2 C respectively.   

 

Thus EC segment of total expenditure curve shows elastic demand (Ep > 1). 

 

In the second stage, when the price falls from OP2 to OP1 or rises from OP1 to OP2, 

the total expenditure equals, P2C = P1B, and the elasticity of demand is equal to the 

unity (Ep = 1). 

 

In the third stage, when the price falls from Op1 to Op, the total expenditure 

also falls from P1 B to PA. Thus with the rise in price from OP to Op1, the total 

expenditure also increases from PA to P 1B and the elasticity of demand is less than 

unity (Ep < 1). 
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2.2.3 Relationship between Price Elasticity and Sales Revenue! 
 
The proper estimation of price elasticity is of great significance for business decision 
making. A firm’s revenue changes as a result of the change in price. 
 
 Total revenue (TR) earned from sales by a firm is obtained by multiplying average 

unit price with the total quantity sold, i.e., TR = P x Q. 

In Figure 8, the total revenue obtained from OQ quantity sold at OP price is OPCQ. 

Here, three things are clear:  

 

 
 (1) If the demand price is elastic, with an increase in price, there is a large fall in 

sales so that the total revenue decreases. On the other hand, if the price falls, the 

sales increase so much that the total revenue rises. 

(2) If the elasticity of demand is equal to unity, there is no change in total revenue 

earned from sales even with the change in price. For example, with the fall in price 

by 5%, the sales will increase by 5% whereby the total revenue will remain 

unchanged. 

 

(3) If the demand price is inelastic, the sales will fall with the increase in price but the 

total revenue will rise. On the other hand, with the fall in price, the sales will increase 

but the total revenue will fall. 

 

In general, unity elasticity is not found in practice. When price changes in a certain 

ratio, the sales normally change in a high or low ratio. 

 

Thus, if the management wants to increase sales, it has to reduce the price. But if 

the reduction in price is compensated by the additional sales, the total revenue will 
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increase or remain the same. Similarly, the management can raise the price of 

product for increasing revenue. 

 

But if the fall in revenue as a result of sales reduction is not compensated by the 

increased price, the total revenue will fall. Hence, the effect of a change in price on 

the sales determines the effect of the change in price on total revenue. Moreover, 

the firm often remains in a fix as to whether the sales should increase or decrease. 

In such a situation, the concept of the marginal revenue is decisive. 

2.2.4 Measurement of Elasticity of Demand 

Elasticity of demand can be measured using various methods, including: 

1. Point Method: 

 Calculates elasticity at a specific point on the demand curve. 

 Formula: 

���=Change in quantity demandedChange in price×Average priceAverage quantit

y demandedPED=Change in priceChange in quantity demanded

×Average quantity demandedAverage price 

 

2. Arc Method: 

 Calculates elasticity between two points on the demand curve. 

 Formula: 

���=Percentage change in quantity demandedPercentage change in pricePED=P

ercentage change in pricePercentage change in quantity demanded 
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2.2.5 Significance of Elasticity of Demand 

1. Price Setting: 

 Helps businesses determine optimal pricing strategies based on demand 

responsiveness. 

2. Revenue Management: 

 Allows businesses to maximize total revenue by setting prices to exploit elastic or 

inelastic demand. 

3. Government Policy: 

 Influences policy decisions related to taxation, subsidies, and regulations. 

 Elasticity of demand for specific goods can inform policies aimed at reducing 

consumption (e.g., sin taxes on cigarettes). 

4. Market Analysis: 

 Provides insights into consumer behavior and market dynamics. 

 Helps businesses identify opportunities and threats in the market. 

 

 

2.2.6 Demand Forecasting 

Factors Governing Demand Forecasting 

1. Market Demand: 

 Understanding current and potential market demand is essential for accurate 

forecasting. 

 Factors such as population growth, income levels, and consumer preferences 

influence market demand. 
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2. Economic Conditions: 

 Macroeconomic factors like GDP growth, inflation, and unemployment impact 

consumer spending behavior and overall demand. 

3. Technological Changes: 

 Advances in technology can lead to changes in consumer preferences, product 

innovation, and the introduction of new products, affecting demand patterns. 

4. Competitive Environment: 

 Competitive analysis helps in understanding market dynamics, pricing strategies, 

and product differentiation, which influence demand. 

5. Seasonality and Trends: 

 Seasonal variations and long-term trends in demand patterns need to be considered 

for accurate forecasting. 

6. Government Policies and Regulations: 

 Changes in regulations, tariffs, taxes, and other government policies can impact 

demand for certain goods and services. 

7. Marketing and Promotion: 

 Marketing strategies, advertising campaigns, and promotional activities can influence 

consumer behavior and demand levels. 

8. Consumer Behavior: 

 Understanding consumer preferences, buying habits, and demographics helps in 

forecasting demand accurately. 

Conclusion 
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Elasticity of demand is a critical concept that measures the responsiveness of 

quantity demanded to changes in price, income, or the price of related goods. It 

helps businesses and policymakers make informed decisions related to pricing, 

revenue management, and policy formulation. Demand forecasting involves 

analyzing various factors that influence demand to predict future demand levels 

accurately, guiding strategic planning and decision-making processes. 

2.2.7 Methods of Demand Forecasting 

Demand forecasting is the process of estimating future demand for a product or 

service. Several methods are used for demand forecasting, including: 

1. Survey Methods: 

 Market Surveys: Gathering data through questionnaires, interviews, or observations 

to understand consumer preferences, buying habits, and future demand 

expectations. 

 Delphi Method: Involves collecting opinions and judgments from a panel of experts 

to reach a consensus on future demand trends. 

2. Statistical Methods: 

 Time Series Analysis: Analyzing historical data on demand to identify patterns, 

trends, and seasonal variations. Methods include moving averages, exponential 

smoothing, and trend analysis. 

 Regression Analysis: Using statistical techniques to analyze the relationship 

between demand and various factors such as price, income, and advertising 

expenditure. 

 Index Numbers: Constructing indices to measure changes in demand over time, 

allowing for comparisons and trend analysis. 

3. Econometric Models: 

 Simultaneous Equations Models: Analyzing the interrelationships between 

demand and other economic variables using econometric techniques. 
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 Input-Output Analysis: Studying the linkages between different sectors of the 

economy to forecast demand based on changes in inputs and outputs. 

4. Expert Opinion: 

 Consulting industry experts, market analysts, and internal stakeholders for insights 

and forecasts based on their knowledge and experience. 

5. Machine Learning and Artificial Intelligence: 

 Using advanced computational techniques to analyze large datasets and identify 

patterns and trends in consumer behavior and demand. 

6. Leading Indicators: 

 Identifying and monitoring leading indicators that provide early signals of changes in 

demand, such as economic indicators, consumer sentiment surveys, and industry 

reports. 

2.2.8 Law of Supply 

The law of supply states that, ceteris paribus (all other factors being equal), 

the quantity of a good supplied by producers increases as the price of the good 

increases, and decreases as the price of the good decreases. 

Determinants of Supply 

Several factors influence the supply of a product or service: 

1. Price of the Good: 

 As the price of the good increases, producers are incentivized to supply more of the 

good to maximize profits. 

2. Cost of Production: 

 The cost of inputs such as labor, raw materials, and technology affects producers' 

cost of production. 
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 Changes in input prices can influence supply by altering production costs. 

3. Technology: 

 Advances in technology can lead to increases in productivity and efficiency, lowering 

production costs and increasing supply. 

4. Number of Sellers: 

 An increase in the number of producers in a market can lead to an increase in 

supply. 

5. Government Policies and Regulations: 

 Taxes, subsidies, regulations, and trade policies can impact production costs and 

supply decisions. 

6. Expectations: 

 Producers' expectations about future prices, input costs, and market conditions can 

influence current supply decisions. 

 

 

7. Natural and Environmental Factors: 

 Natural disasters, weather conditions, and environmental regulations can affect 

production and supply in industries like agriculture and energy. 

8. Availability of Resources: 

 The availability and accessibility of resources such as land, labor, and capital 

influence producers' ability to supply goods and services. 

9. Price of Related Goods: 
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 Changes in the prices of related goods, such as substitutes and complements, can 

affect supply decisions. 

10. Market Structure: 

 Competitive conditions, monopoly power, and barriers to entry can influence the 

behavior of producers and the level of supply in a market. 

Understanding the law of supply and its determinants helps in analyzing producer 

behavior, predicting changes in supply, and making informed decisions related to 

production, pricing, and market strategies. 

2.2.9 Significance of the Law of Supply and Its Determinants  

 Price Determination: Helps determine equilibrium price and quantity in the 

market. 

 Production Planning: Guides producers in optimizing production levels 

based on market conditions and profitability. 

 Policy Making: Assists policymakers in designing effective economic policies 

related to taxation, subsidies, and regulations to influence supply. 

 Risk Management: Enables businesses to anticipate and mitigate risks 

associated with changes in production costs, market competition, and external 

factors. 

Understanding demand forecasting methods and the law of supply and its 

determinants is essential for businesses, policymakers, and analysts to make 

informed decisions, plan effectively, and respond strategically to market dynamics 

and changes in consumer demand. 

Let us sum up 

Elasticity of Demand measures how responsive the quantity demanded of a 

good or service is to changes in its price. Types include price elasticity of demand, 

income elasticity of demand, and cross elasticity of demand, each indicating different 

sensitivities to price changes, consumer income fluctuations, and substitutions 

between goods respectively. Measurement involves calculating percentage changes 
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in quantity demanded relative to changes in price or other relevant factors. 

Understanding elasticity helps businesses and policymakers predict market reactions 

to price changes, allocate resources efficiently, and formulate pricing strategies. 

Demand forecasting relies on factors like consumer preferences, income levels, 

population trends, and economic conditions, employing methods such as surveys, 

statistical analysis, and econometric models to estimate future demand. The Law of 

Supply states that as prices rise, suppliers are willing to produce more of a good, 

influenced by factors like production costs, technology, and government policies. 

These determinants shape supply curves and affect market equilibrium. 

2.2.10 Unit summary 

Demand encompasses the quantity of goods or services consumers are 

willing and able to purchase at various prices, driven by factors like consumer 

preferences, income levels, prices of related goods, and expectations. The Law of 

Demand posits an inverse relationship between price and quantity demanded, 

although exceptions like Veblen and Giffen goods challenge this norm. Elasticity of 

Demand measures the responsiveness of quantity demanded to changes in price 

(price elasticity), income (income elasticity), and related goods (cross elasticity), 

guiding businesses in pricing strategies and market predictions. Demand forecasting 

hinges on variables such as economic conditions, consumer behavior, and 

technological advancements, employing methods such as surveys, statistical 

models, and econometric tools to predict future demand trends. Conversely, the Law 

of Supply asserts that as prices increase, suppliers are motivated to produce more, 

influenced by production costs, technology, and regulatory policies, ultimately 

shaping market equilibrium and resource allocation. 

2.2.11Glossary 

Demand Analysis: 

 Demand Determinants: Factors such as price, consumer income, 

preferences, expectations, and prices of related goods that influence the 

quantity demanded of a good or service. 
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 Law of Demand: Economic principle stating that there is an inverse 

relationship between the price of a good and the quantity demanded, 

assuming all other factors remain constant. 

 Exceptions to the Law of Demand: Instances where the usual inverse 

relationship between price and quantity demanded does not hold true, such 

as with Veblen goods (where higher prices increase demand) or Giffen goods 

(where lower prices decrease demand). 

Elasticity of Demand: 

 Definition: The measure of responsiveness of quantity demanded to changes 

in price, income, or the prices of related goods. 

 Types of Elasticity: Includes Price Elasticity of Demand (PED), Income 

Elasticity of Demand (YED), and Cross Elasticity of Demand (XED). 

 Measurement: Calculated using specific formulas that determine the 

percentage change in quantity demanded relative to changes in price, 

income, or related goods. 

 Significance: Helps businesses and policymakers understand consumer 

behavior, predict market responses to price changes, and formulate effective 

pricing and marketing strategies. 

Demand Forecasting: 

 Factors Governing Demand Forecasting: Variables such as consumer 

preferences, income levels, population trends, economic conditions, and 

technological advancements that influence future demand for goods and 

services. 

 Methods of Demand Forecasting: Techniques like surveys, statistical 

analysis, econometric models, and market research used to estimate future 

demand levels. 

Law of Supply: 
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 Economic principle stating that as the price of a good or service increases, the 

quantity supplied by producers also increases, assuming all other factors 

remain constant. 

 Determinants: Factors influencing the supply of goods, including production 

costs, technology, government policies, and expectations of future prices. 

This glossary provides a comprehensive overview of terms essential for 

understanding demand analysis, elasticity of demand, demand forecasting, and the 

law of supply in economics. 

Check Your Progress 

1. What is elasticity of demand in economics? 

 A. The measure of how much consumers are willing to pay for a good.  

B. The measure of how responsive quantity demanded is to changes in price, 

income, or related goods.  

C. The measure of how much suppliers are willing to produce in response to 

changes in demand. 

 D. The measure of how prices fluctuate in a competitive market. 

2. Which type of elasticity measures the responsiveness of quantity 

demanded to changes in consumer income?  

A. Price elasticity of demand.  

B. Income elasticity of demand.  

C. Cross elasticity of demand. 

 D. Unit elasticity of demand. 

3. How is price elasticity of demand (PED) calculated?  
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A. Percentage change in quantity demanded divided by percentage change in 

price. 

 B. Percentage change in price divided by percentage change in quantity 

demanded. 

 C. Total revenue divided by quantity demanded 

. D. Total revenue divided by price. 

4. What are some factors governing demand forecasting? 

 A. Population growth and consumer preferences. 

 B. Producer costs and government regulations. 

 C. Technological advancements and market competition 

. D. All of the above. 

5. According to the Law of Supply, what happens to quantity supplied 

when prices increase?  

A. Quantity supplied decreases.  

B. Quantity supplied remains constant.  

C. Quantity supplied increases. 

 D. Quantity supplied fluctuates randomly. 

Answers: 

1. B. The measure of how responsive quantity demanded is to changes in price, 

income, or related goods. 

2. B. Income elasticity of demand. 

3. A. Percentage change in quantity demanded divided by percentage change in 

price. 
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4. D. All of the above. 

5. C. Quantity supplied increases. 

2.2.12 Self-Assignment Questions 

1. What are the main determinants of demand according to economic theory? 

Explain how each determinant affects the quantity demanded of a good or 

service. 

2. Describe the Law of Demand. Provide an example of a real-world scenario 

where this law might not hold true and explain why. 

3. Discuss the concept of exceptions to the Law of Demand. Provide examples 

of goods or services that fall under each exception and explain the reasons 

behind these exceptions. 

4. Define Price Elasticity of Demand (PED). How is PED calculated? Provide an 

example of a good with elastic demand and another with inelastic demand, 

and explain the implications for pricing strategies. 

5. What is Income Elasticity of Demand (YED)? How does it differ from Price 

Elasticity of Demand? Discuss the significance of YED for businesses and 

policymakers. 

6. Explain Cross Elasticity of Demand (XED). How is XED calculated? Provide 

an example of complementary goods and substitute goods, and explain how 

XED helps in understanding consumer behavior. 

7. What factors influence demand forecasting? Discuss the importance of 

considering economic conditions, consumer preferences, and technological 

advancements in predicting future demand. 

8. Describe at least three methods used for demand forecasting. Compare and 

contrast these methods in terms of their advantages, limitations, and 

suitability for different types of products or industries. 

9. Define the Law of Supply. How does it differ from the Law of Demand? 

Provide a hypothetical example to illustrate how changes in price influence 

the quantity supplied of a good or service. 

10. Identify the main determinants of supply according to economic theory. 

Discuss how each determinant affects the supply curve and the equilibrium 

price in a market. 
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2.2.13 Activities: 

1. Case Study Analysis: 

o Find a case study or real-world example where changes in demand 

determinants (such as income, preferences, prices of related goods) 

have significantly impacted the demand for a product or service. 

Analyze how these determinants influenced consumer behavior and 

market outcomes. 

2. Elasticity Calculation Exercises: 

o Select a few products or services and calculate their Price Elasticity of 

Demand (PED). Use data on price changes and corresponding quantity 

demanded to determine whether demand is elastic, inelastic, or unitary. 

Discuss the implications for pricing and revenue management 

strategies. 

3. Demand Forecasting Simulation: 

o Use historical data or hypothetical scenarios to practice demand 

forecasting. Choose a product or service and apply different 

forecasting methods such as time series analysis, regression models, 

or market surveys. Compare the accuracy and reliability of each 

method in predicting future demand. 

4. Debate on Law of Demand Exceptions: 

o Organize a debate or discussion group focusing on exceptions to the 

Law of Demand, such as Veblen goods, Giffen goods, or cases where 

income effects dominate substitution effects. Assign roles to 

participants to argue for or against the validity of these exceptions 

based on economic theory and empirical evidence. 

5. Market Analysis Project: 

o Conduct a comprehensive market analysis for a specific industry or 

product category. Evaluate demand determinants, elasticity factors, 

and supply determinants affecting market equilibrium. Present findings 

using charts, graphs, and statistical data to illustrate trends and 

predictions. 

6. Interactive Quizzes or Flashcards: 
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o Create interactive quizzes or flashcards to test your knowledge of key 

concepts like demand determinants, elasticity types, demand 

forecasting methods, and supply determinants. Use online platforms or 

apps to make learning engaging and effective. 

7. Industry Research and Reports: 

o Research recent industry reports or market analyses related to demand 

trends, supply dynamics, and elasticity insights. Summarize key 

findings, identify emerging patterns, and discuss implications for 

business strategies and policy decisions. 

8. Role-Playing Exercises: 

o Role-play scenarios where you act as a business manager, economist, 

or government policymaker facing decisions related to demand 

analysis, forecasting accuracy, or supply chain management. Practice 

making informed decisions based on economic principles and data 

analysis. 

These activities will help you apply theoretical knowledge to practical situations, 

enhance critical thinking skills, and deepen your understanding of Demand Analysis, 

Elasticity of Demand, Demand Forecasting, and the Law of Supply in economics. 

2.2.14 References 

1. Mankiw, N. G., & Taylor, M. P. (2014). Economics. Cengage Learning. 

Chapter 4. 
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Chapter 4. 
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2.2.15 Recommended E-Resources 

Here are some e-resources where you can explore these topics in more detail: 

1. Khan Academy - Economics and Finance: Khan Academy Economics 

2. Investopedia - Economics: Investopedia Economics 

3. Coursera - Microeconomics Principles: Coursera Microeconomics 

4. OpenStax - Principles of Economics: OpenStax Economics 

5. MIT OpenCourseWare - Economics: MIT OCW Economics 

 

 

 

 

 

 

 

 

 

 

 

https://www.khanacademy.org/economics-finance-domain
https://www.coursera.org/learn/microeconomics
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SECTION 3 CONSUMER BEHAVOUR 

3.1 Meaning and Definition: 

Consumer behaviour is the study of how individual customers, groups or 

organizations select, buy, use, and dispose ideas, goods, and services to satisfy 

their needs and wants. It refers to the actions of the consumers in the marketplace 

and the underlying motives for those actions. 

Marketers expect that by understanding what causes the consumers to buy 

particular goods and services, they will be able to determine—which products are 

needed in the marketplace, which are obsolete, and how best to present the goods 

to the consumers. 

The study of consumer behaviour assumes that the consumers are actors in the 

marketplace. The perspective of role theory assumes that consumers play various 

roles in the marketplace. Starting from the information provider, from the user to the 

payer and to the disposer, consumers play these roles in the decision process. 

The roles also vary in different consumption situations; for example, a mother plays 

the role of an influencer in a child’s purchase process, whereas she plays the role of 

a disposer for the products consumed by the family. 

Some selected definitions of consumer behaviour are as follows: 

 

1. According to Engel, Blackwell, and Mansard, ‘consumer behaviour is the actions 

and decision processes of people who purchase goods and services for personal 

consumption’. 

2. According to Louden and Bitta, ‘consumer behaviour is the decision process and 

physical activity, which individuals engage in when evaluating, acquiring, using or 

disposing of goods and services’. 
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3.1.2 Consumer behavior - concepts 

Consumer behavior is a field of study that examines how individuals, groups, and 

organizations select, purchase, use, and dispose of goods, services, experiences, or 

ideas to satisfy their needs and desires. Understanding consumer behavior involves 

exploring various concepts that influence and shape consumer decisions. Here are 

key concepts in consumer behavior: 

1. Needs and Wants 

 Needs: Basic human requirements such as food, water, shelter, and safety. 

 Wants: Specific objects or experiences that satisfy these needs and are 

shaped by culture, society, and individual personality. 

2. Motivation 

 The internal driving force that compels consumers to act and make 

purchases. Motivation is often linked to Maslow’s Hierarchy of Needs, which 

includes physiological, safety, social, esteem, and self-actualization needs. 

3. Perception 

 How consumers select, organize, and interpret information to form a 

meaningful picture of the world. Perception is influenced by sensory stimuli, 

selective attention, selective distortion, and selective retention. 

4. Learning 

 The process through which consumers change their behavior based on 

experiences. Learning can occur through direct experiences, observation, and 

information processing. Key theories include classical conditioning, operant 

conditioning, and social learning. 
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5. Beliefs and Attitudes 

 Beliefs: Descriptive thoughts that a person holds about something. 

 Attitudes: Enduring evaluations, feelings, and tendencies toward an object or 

idea. Attitudes influence and reflect how consumers perceive and respond to 

products and brands. 

6. Lifestyle 

 A person’s pattern of living expressed through activities, interests, and 

opinions. Lifestyle affects consumer choices and is often segmented using 

psychographics. 

7. Personality and Self-Concept 

 Personality: Unique psychological characteristics that lead to consistent and 

lasting responses to the consumer’s environment. Personality traits, such as 

extroversion or introversion, influence buying behavior. 

 Self-Concept: How consumers perceive themselves and how they believe 

others perceive them. Products and brands are often chosen to enhance or 

reflect the self-concept. 

8. Social Influences 

 Reference Groups: Groups that influence an individual’s attitudes and 

behavior, including membership groups (family, friends), aspirational groups, 

and dissociative groups. 

 Family: Family members play significant roles in influencing purchasing 

decisions, especially in household purchases. 

 Roles and Status: Social roles (e.g., parent, manager) and status within 

groups influence consumer behavior. 

9. Cultural Influences 

 Culture: The set of values, norms, and practices shared by a society that 

shapes behavior and preferences. 
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 Subculture: Groups within a culture that share distinct values and behaviors, 

such as ethnic groups or religious communities. 

 Social Class: Divisions in society based on socioeconomic status, which 

influence preferences and consumption patterns. 

10. Decision-Making Process 

 Problem Recognition: Realizing there is a need or problem that requires a 

purchase. 

 Information Search: Gathering information about how to solve the problem 

or meet the need. 

 Evaluation of Alternatives: Comparing different products or services. 

 Purchase Decision: Deciding on the product to purchase. 

 Post-Purchase Behavior: Reactions and behavior after making a purchase, 

including satisfaction, dissatisfaction, and loyalty. 

11. Consumer Involvement 

 The degree of interest and importance a consumer attaches to a product or 

service. High involvement often leads to extensive decision-making 

processes, while low involvement can lead to habitual buying behavior. 

12. Brand Loyalty 

 The tendency of consumers to consistently purchase the same brand over 

time due to satisfaction and positive experiences. 

13. Situational Factors 

 External factors that influence consumer behavior at the time of purchase, 

such as physical environment, social environment, time factors, and the 

reason for the purchase. 

14. Innovativeness and Diffusion of Innovations 

 Consumer Innovativeness: The degree to which consumers are open to 

new products and willing to try them. 
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 Diffusion of Innovations: The process by which new products and ideas 

spread through a population, influenced by factors such as relative 

advantage, compatibility, complexity, trialability, and observability. 

15. Ethical and Social Responsibility 

 Consumers increasingly consider ethical and social responsibility aspects in 

their purchasing decisions, including environmental impact, labor practices, 

and corporate social responsibility (CSR). 

Understanding these concepts allows marketers to design effective strategies to 

meet consumer needs, influence their purchasing decisions, and build long-term 

relationships. 

3.1.3 Features of consumer behavior: 

Consumer behavior is a complex and multifaceted field of study that explores how 

individuals make decisions to spend their available resources (time, money, effort) 

on consumption-related items. It involves understanding what consumers buy, why 

they buy it, when they buy it, where they buy it, and how often they buy it. Here are 

some key concepts and features of consumer behavior: 

1. Psychological Factors 

 Motivation: The driving force behind a consumer's actions and decisions, 

often based on fulfilling needs and wants. 

 Perception: How consumers interpret information and form impressions 

about products and services. 

 Learning: Changes in behavior resulting from experiences and information. 

 Beliefs and Attitudes: Consumer beliefs about a product or service and their 

feelings toward it influence their buying behavior. 

2. Personal Factors 

 Age and Life Cycle Stage: Consumer needs and preferences change over 

their lifetime. 
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 Occupation: Affects the goods and services bought by consumers. 

 Economic Situation: Influences buying decisions based on the consumer’s 

financial condition. 

 Lifestyle: A person’s pattern of living expressed through activities, interests, 

and opinions. 

3. Social Factors 

 Reference Groups: Groups that influence an individual's attitudes and 

behavior (e.g., family, friends, social networks). 

 Family: Family members can strongly influence buying decisions. 

 Roles and Status: The roles and social status an individual holds in society 

impact their purchasing behavior. 

4. Cultural Factors 

 Culture: The set of basic values, perceptions, wants, and behaviors learned 

from society. 

 Subculture: Groups within a culture that have distinct values and lifestyles 

(e.g., ethnic groups, religious groups). 

 Social Class: Divisions in society based on socio-economic status influence 

preferences and consumption patterns. 

5. Decision-Making Process 

 Problem Recognition: Realizing there is a need or problem that requires a 

purchase. 

 Information Search: Gathering information about how to solve the problem 

or meet the need. 

 Evaluation of Alternatives: Comparing different products or services. 

 Purchase Decision: Deciding on the product to purchase. 

 Post-Purchase Behavior: Reactions and behavior after making a purchase, 

including satisfaction and repeat purchases. 
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6. External Influences 

 Marketing and Advertising: How companies communicate and persuade 

consumers to buy their products. 

 Economic Environment: The overall economic conditions that affect 

consumer purchasing power and spending habits. 

 Technological Advances: Innovations that change the way consumers shop 

and interact with brands. 

 Social Media and Online Reviews: Digital platforms that influence consumer 

perceptions and decisions. 

7. Consumer Buying Roles 

 Initiator: The person who first suggests or thinks of the idea of buying a 

particular product or service. 

 Influencer: The person whose views or advice influences the decision. 

 Decider: The person who ultimately makes the decision about what to buy. 

 Buyer: The person who makes the actual purchase. 

 User: The person who uses or consumes the product or service. 

8. Types of Buying Behavior 

 Complex Buying Behavior: When consumers are highly involved in a 

purchase and perceive significant differences among brands. 

 Dissonance-Reducing Buying Behavior: When consumers are highly 

involved but see little difference among brands. 

 Habitual Buying Behavior: When consumers have low involvement and 

perceive few differences among brands. 

 Variety-Seeking Buying Behavior: When consumers have low involvement 

but perceive significant differences among brands. 

9. Brand Loyalty and Relationship Marketing 

 Brand Loyalty: The tendency of consumers to continue buying the same 

brand. 
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 Relationship Marketing: Efforts by a company to build long-term 

relationships with consumers, focusing on customer retention and satisfaction. 

10. Ethical and Social Responsibility Considerations 

 Ethical Consumption: Consumers’ decisions based on ethical, 

environmental, and social considerations. 

 Corporate Social Responsibility (CSR): Companies’ efforts to act in an 

ethically responsible manner and contribute positively to society. 

Understanding these concepts and features is crucial for marketers to effectively 

target and engage consumers, tailor marketing strategies, and build strong customer 

relationships. 

3.1.4 MEANING OF UTILITY 
 

Utility is want satisfying power of a good or service. It is also defined as the 

property of a good or service to satisfy the want of the consumer. Utility is subjective. 

It depends upon the mental assessment of the consumer and is determined by 

several factors which influence the consumer’s judgment. These factors include, for 

example, the intensity of the want(s) to be satisfied. Utility of a good varies with the 

intensity of the want to be satisfied by its consumption. Thus, the satisfaction derived 

from same set of goods and services is different for different consumers. 

Alternatively, same set of goods give different satisfaction to different consumers. 

For instance, intake of a cup of tea may derive more utility to person A as compared 

to person B. This fact leads to a few important inferences: 

 

– Utility of a good differs from consumer to consumer. This is because a given want 

can be felt in different intensities by different consumers. 

 

– The utility of a good keeps changing even for the same consumer on account of 

changes in the intensity of the want(s) to be satisfied by its use. This change may be 

the result of a shift in the circumstances faced by the consumer, or it may take place 

in the process of the satisfaction of the want itself. 
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– The utility of a good is not to be equated with its usefulness. Satisfaction of a want 

need not add to the welfare of the consumer. For example, smoking, drug taking or 

consumption of similar other things are considered to be harmful to the health of the 

consumer. But the consumer may believe that they have utility for him because he 

can use these to satisfy his wants. 

 

In economics, we are not concerned with the ‘normative’ aspect of utility. It does not 

matter whether a good’s consumption adds to the individual’s well-being or not. So 

long as the consumers expect to derive some ‘satisfaction’ from a good (that is, so 

long the good has a ‘utility’ for them), they will be ready to buy it at some price and 

create a demand for it in the market. 

 

A question here arises as to why it is important to define and measure utility? The 

measurement of utility helps us in understanding the demand behavior of individual 

consumers, and therefore, the market as a whole. The basis of the reasoning is that 

a consumer compares utility of a good with the price he has to pay for it. A consumer 

purchases additional units of same commodity so long as the utility from them is at 

least equal to the price to be paid for them. To understand the concept and its 

measurement further, we are discussing the following two economic approaches in 

relation to utility: 

– Cardinal Utility 

– Ordinal Utility 

 

Cardinal Utility approach to consumer behavior states that utility can be measured 

in cardinal numbers or definite numbers such as 1, 2, 3, 4, etc. Cardinal numbers are 

those definite numbers which can be subtracted or added. Fisher used the ‘Util’ as a 

measure of utility. In cardinal measurement, utility is expressed in absolute standard 

units, such as there being 20 units (utils) of utility from the first glass of water and 11 

units from the second. 

 

Cardinal Utility analysis is based on certain assumptions. These are as follows: 

 

– Rational Consumer: consumer is believed to be rational and his aim is to 

maximize utility subject to the income constraint. 
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– Utility is Cardinally Measurable: the utility is measurable and quantifiable in 

definite numbers. For example, a consumer can state that he obtains utility equal to 

20 utils from the consumption of good X and 10 utils from the consumption of good 

Y. 

– Independent Utilities: according to this school of thought, utility which a 

consumer derives from the consumption of a good completely depends upon the 

quantity of that commodity alone. It implies that the utility which a consumer gets 

from one commodity is independent of the consumption of other commodities. 

– Additive Utility: the utility derived from the consumption of each commodity can 

be added to arrive at total utility derived by the consumer by consuming all the 

products purchased with his limited income. 

– Constant Marginal Utility of Money: it is assumed that change in consumer’s 

income do not lead to change in marginal utility of money for him. In other words, 

marginal utility of money does not vary with the amount of money an individual holds. 

– Diminishing Marginal Utility: it is believed that the marginal utility gained by the 

consumer from additional units of commodity diminishes as quantity of consumption 

of the same commodity increases. 

 

3.1.5 The law of diminishing marginal utility 

 

The law of diminishing marginal utility is the foundation stone of utility 

analysis. Every individual experiences this phenomenon in his/her daily life. 

According to the law of diminishing marginal utility, other things being equal, 

marginal utility of a good starts falling as an individual consumes more units of it in a 

given period of time. Alternatively, as a consumer consumes more and more units of 

a commodity, the extra satisfaction that he derives from successive unit of a 

commodity goes on diminishing. Marginal utility eventually falls to zero and then 

becomes even negative.  

The law describes a familiar psychological tendency of the human beings. In 

the words of Marshal, “the additional benefit which a person derives from a given 

increase in his stock of a thing diminishes with every increase in the stock that he 

already has.” 
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The law of diminishing marginal utility follows from the conventional (and 

realistic) assumption that the intensity of a given want keep on decreasing if the 

process of its satisfaction is continued without interruption, that is, a single want can 

be fully satisfied provided the consumer consumes a large enough quantity of the 

relevant good/service. Further, it is also assumed that the good to be consumed 

should be homogeneous. Its successive units should have the same technical 

specifications. Any change in them can cause a change in the intensity of the want 

being satisfied and thereby violate the law of diminishing marginal utility. 

 

Explanation of the Law 

The law of diminishing marginal utility is based on strict assumptions such as: 

(i) all units of the commodity are completely homogenous. (ii) The consumption of 

the successive units should be without any long time interval. 

(iii) Utility is psychological concept and it varies from person to person, but the law 

assumes that the utility can be measured cardinally such as in numbers 1, 2, 3 ....... 

(iv). The consumer is rational human being and he strives for maximum satisfaction. 

The law of diminishing marginal utility is violated if one or more of the assumptions 

upon which it is based get violated. Since utility of a good is related to the mental 

perception of the consumer regarding the intensity of the want to be satisfied and the 

capacity of the good to satisfy it, therefore, the law of diminishing marginal utility is 

violated if for some reason, 

 

– the intensity of the want increases, or 

– the consumer comes to think that the intensity of his want has increased. 

 

It is for this reason that marginal utility of a good tends to increase if there is an 

unduly long interval between the consumption of two units of a good. Marginal utility 

of a good may also increase, if want of the consumer is intensified by consuming a 

very small quantity of it (such as, a very little quantity of water given to a very thirsty 

person). 
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Table 3.1: Diminishing Marginal Utility 

No. of Units of 

Commodity X 

Total Utility(TU) Average Utility 

(AU) 

Marginal Utility 

(MU) 

1 14 14.0 14 

2 22 11.0 8 

3 28 9.3 6 

4 32 8.0 4 

5 34 6.8 2 

6 34 5.7 0 

7 32 4.6 -2 

8 28 3.5 -4 

 

To understand the relationship between diminishing marginal utility and other 

concepts of utility i.e. total utility and average utility, a hypothetical case of good X is 

presented in Table 3.1. It is important to note that the consumer is assumed to 

consume good X without any unreasonable time gap between the intakes of 

successive units of good X. This assumption is critical to understand that the 

intensity of hunger of the consumer diminishes as he consumes additional quantity 

of good X. 

 

– As more and more units of good X are consumed, the marginal utility derived from 

each successive unit goes on diminishing, but total utility continues to increase at a 

diminishing rate as long as marginal utility is positive and greater than zero. For 

instance, as consumer increased the consumption of good X from unit 1 to unit 2, 

total utility increased from 14 to 22 whereas marginal utility declined from 14 to 8 

(Table, 3.1). The total utility continued to increase until consumption of good X 

reached to 5 units. Correspondingly, up to the consumption of 5 units, marginal utility 

remained positive and greater than zero. 

 

– When marginal utility from an additional unit declines to zero, total utility reaches 

its maximum. After this, marginal utility from the consumption of additional unit 

becomes negative. Correspondingly, total utility starts declining. For instance, 

marginal utility derived from the consumption of 6th unit of good X is zero. 
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Correspondingly, total utility (34) reached at its maximum. Further, marginal utility 

derived from the consumption of 7th unit became (-) 2. As marginal utility turned 

negative total utility declined from 34 to 32. 

 

– Average utility always remained positive and greater than zero. For instance, 

average utility declined from 14 to 3.5 as consumer increased its consumption from 1 

unit to 8 units. 

 

 

 

 

 

Figure 3.1 presents the relationship between diminishing marginal utility and total 

utility graphically. Units of the commodity are shown on OX-axis and utility on OY-

axis. 

– MU curve is downward sloping. The downward slope of MU curve implies 

that MU derived from each additional unit goes on declining. 

– Between points O and B, marginal utility remains positive and greater than 

zero. Correspondingly, total utility is increasing until consumer consumed OB 

amount of good X. 

– As MU becomes zero (corresponding to point B), total utility curve reached 

its maximum point which is shown as point A in figure 3.1. As total utility curve 

reaches its maximum point, it is a point of saturation. A is a point where total utility 
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becomes constant. Alternatively, increase in the consumption of good X does not 

lead to any change in the total utility. After saturation, total utility curve starts 

declining. 

– As MU derived from the consumption of additional unit becomes negative, 

TU curve starts declining. 

In nutshell, MU curve slopes downwards. TU curve rises at a diminishing rate. It 

reaches its maximum distance from X-axis when MU is zero. Thereafter, it also 

slopes downwards, when MU is negative. 

Exceptions to the law of diminishing marginal utility are as follows: 

 

(i) Curious and rare things: the law of diminishing marginal utility does not apply in 

case of the hobby of an individual. For instance, the hobby of an individual is to 

collect old and rare coins, rare portraits etc. Marginal utility of such individual 

increases as stock of such curious and rare articles goes on increasing. 

 

(ii) Misers: the law does not apply to misers who always wish to acquire more and 

more of wealth. Their desire for money seems to be insatiable. 

 

3.1.6 LAW OF EQUI-MARGINAL UTILITY 

 

Law of equi-marginal utility facilitates in explaining the demand behavior of a 

consumer and determination of his equilibrium when he faces the following situation. 

A consumer has a limited given income which he has to spend on various goods he 

wants. Now, how should a consumer spend his fixed income in purchasing between 

various commodities so as to maximize his total satisfaction? The law of equi--

marginal utility tells us the way how a consumer maximizes his total utility while 

spending on various commodities. 

 

According to the law of equi-marginal utility, a rational individual does not spend his 

entire income on one commodity. Consumer knows that if he purchases more units 

of the same commodity then marginal utility of each successive unit would decline. 

Hence, to get the maximum utility from his limited income, he spends his limited 
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income in such a way that the last unit of money spent on various commodities 

yields equal marginal utility to him. 

 

Assumptions 

– Income of the consumer is given and remains constant. 

– Each commodity holds the law of diminishing marginal utility, and its marginal utility 

schedule is known. 

– Prices of the commodity remain constant. 

– Commodity is divisible into small units. Thus, consumer can spend his income in 

small units of money. 

– Tastes and preferences of the consumer remain constant. It is assumed that the 

consumer decides to divide his total expenditure between different goods by taking 

into consideration not only their respective marginal utilities but also their per unit 

prices. A consumer is guided by marginal utility which he can derive by spending 

each additional rupee. It is on this basis that he decides to allocate his expenditure 

between alternative goods. 
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Figure 3.2 presents the operation of law of equi-marginal utility in case of two goods. 

As consumer moves right wards from O, amount spent on X will increase and, when 

he moves left wards from O’, amount spent on Y will increase. How will consumer 

distribute his entire income to purchase combination of two goods (X and Y) so that 

he maximizes his utility form the given income? 
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Initially, consumer spent O’C on good Y and OC on good X. In that case, MUX/PX 

will be higher than MUY/ PY by the distance AB. In such a situation, consumer will 

increase spending on X and reduce on Y. Accordingly, quantity of X will increase and 

Y will reduce. The increase in quantity of X will reduce the MU derived from X and 

fall in quantity of Y will increase the marginal utility derived from Y. He will substitute 

X for Y until equality is restored at point E. Similarly, when he spent OH on X and 

O’H on Y, then MUX/PX was lower than MUY/PY. In that case he will purchase more 

of Y and less of X unit he will be able to achieve equality, that is, MUx/Px = MUy/Py. 

 

To sum, consumer maximizes his total utility by spending O’D amount on good Y 

and OD amount on good X. By purchasing this combination, the consumer equalizes 

marginal utilities of last rupee spent on X and Y at point E (i.e., MUX/PX = MUY/PY = 

ED). No other combination will give greater total utility. 

 

Case of more than two goods: In the real world, a consumer may purchase more 

than two commodities. Suppose there are more than two goods on which the 

consumer is spending his income. In such a situation, he will maximize his utility 

when consumer distributes his expenditure between different goods in such a way 

that the marginal utility derived from the last rupee spent on each good is the same. 

In case of more than two goods (say n goods), the condition for a consumer to 

maximize utility is usually written in the following form: 

 

By equating the ratios of marginal utilities to prices of goods, the consumer succeeds 

in deriving maximum possible utility from his expenditure. This is the best position 

which he can attain. 

 

Illustration 

The law of equi-marginal utility can be explained in terms of an arithmetical 

example. Table 3.2 presents an hypothetical example of the law of equi-marginal 

utility. It is assumed that our consumer is to spend 12 rupees and choose between 

four goods, A, B, C and D. Figures in the first row reveal that the first rupee spent on 
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good A yields 40 units of utility for the consumer. If same rupee is spent on good B, 

the utility derived by the consumer is 38 units and so on. 

 

Recalling that the consumer will spend each additional rupee on that good which 

brings him maximum marginal utility (that is having highest MU/P), we note that he 

will spend his 1st rupee on good D which brings him 45 units of utility. Similarly, the 

2nd rupee is spent on good C (which brings 44 units of utility) ; the 3rd rupee is again 

spent on D (with marginal utility of 42); the 4th and 5th rupees are spent on goods A 

and C (not necessarily in this order); the 6th rupee goes to good D; 7th and 8th 

rupees are spent on goods A and B (not necessarily in this order); while the 

remaining four rupees are spent one each on A, B, C and D (not necessarily in this 

order). As a result, in all, he spends three rupees on A, two rupees on B, three 

rupees on C, and four rupees on D. The utility derived by him is 114 units from A, 74 

units from B, 120 units from C, and 162 units from D, the total being 470 units. Any 

other division of his expenditure on these four goods would yield the consumer a 

smaller total utility. It should also be noted that when marginal utility from a rupee 

spent on two or more goods is the same, the consumer may spend it on either of 

them. Thus, in our example, we cannot say for certain whether the consumer will 

spend 4th rupee on A and 5th on C, or it will be the other way round. And if his total 

expenditure is only five rupees, the 5th rupee may be spent on either of the two 

goods with the same result. 

Table 3.2: Illustration of the Law of Equi-Marginal Utility 

Expenditure 

(in Rupees) 

MUa/Pa MUb/Pb MUc/Pc MUd/Pd 

1 40 38 44 45 

2 38 36 40 42 

3 36 32 36 39 

4 34 29 32 36 

5 32 26 28 33 

6 20 23 24 30 

7 18 20 20 27 

8 16 17 16 24 

9 14 14 12 21 
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3.1.7 CONSUMER EQILIBRIUM UNDER UTILITY ANALYSIS  

Equilibrium is a situation which is characterized by the absence of any 

tendency to change. A consumer is in equilibrium when he has no tendency to 

reallocate his money expenditure. In other words consumer equilibrium refers to a 

situation where in a consumer gets maximum satisfaction from the purchases of 

goods at given prices and given income. Any deviation from this point places the 

consumer in the sub-optimal situation. 

 

Single Commodity case: a consumer with a single commodity attains equilibrium at 

a point when the marginal utility derived from that good is equated to its price. 

– If marginal utility derived from an additional unit of the same good is higher than its 

price then consumer will purchase additional units of that commodity until he 

achieves equality, that is, MU=Price. 

– On the other hand, if MU from the purchase of additional unit is less than the price 

then he will reduce the purchase of that commodity up to the point where MU derived 

from the purchase of additional unit of commodity is equal to its price. 

 

Two or more commodity case: If there are two or more commodities, the condition 

for the equilibrium of the consumer is the equality of the ratios of the marginal utilities 

of the individual commodities to their prices. In case of n commodities, equilibrium 

condition can be written as follows: 

 

Application of the Cardinal Utility Approach 

The law of cardinal utility analysis provide the basis to law of demand and the 

concept of consumer surplus. 

– Law of Demand: According to the law of demand, there is an inverse relationship 

between quantity demanded of a commodity and its price. Consumer demands more 

quantity of same commodity as its price falls. It is so because more units yield 

diminishing marginal utility. Thus, consumer will purchase additional unit only when 

price of the unit is not higher than the MU he would get from additional purchase. 

Figure 3.3 shows the derivation of demand curve from marginal utility curve. Part A 
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of figure 3.3 indicates that the marginal utility diminishes from the consumption of 

additional units. Correspondingly, the price of additional purchases also declines. 

From first unit of consumption of good X, MU1 was the marginal utility. Consumer 

was ready to pay P-1 price. For the purchase of additional units of good X, he was 

not ready to pay P-1 price because his marginal utility from additional unit does not 

remain same. Accordingly, consumer purchased additional units at lower prices 

(Figure, 3.3). It shows that price of a commodity is determined by the MU of the 

commodity. 

 

 

 

Limitations 

In reality, the cardinal utility approach suffers from several limitations which 

come in the way of its implementation by the consumer. Some of the limitations are 

as follows: 

(a) The assumption that the goods on which the consumer spends his 

money are perfectly divisible, i.e., goods can be bought even in 

extremely small quantities does not hold true at times. The consumer is 

faced with lumpy goods. They are not divisible into very small 

quantities. He has to buy an entire quantity of a good or not at all. This 
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is more so in the case of durable consumption goods. For example, he 

cannot buy half of a shirt, one-tenth of a bicycle. Consequently, he fails 

to apply the law of equi-marginal utility in practice. 

(b)  The law assumes independence of utility schedules of goods. It 

means that utility derived from one good is not affected by the quantity 

purchased of other goods. In reality, however, many goods are related 

to each other by being substitutes or complements to each other. In 

such cases, the marginal utility derived from a given good depends not  

(c) only upon its own quantity, but also upon the quantity of the related 

good. 

(d) Another shortcoming of the cardinal utility approach is related of 

constant utility of money which is completely unrealistic. As the stock of 

money increases to an individual, the marginal utility of money also 

changes. 

(e)  The law makes a questionable assumption that the consumer is able 

to accurately determine the marginal utility schedules of all the goods. 

3.1.8 Cardinal Utility 

1. Definition: 

o Cardinal utility is a theory that treats utility as measurable and 

quantifiable. It assigns numerical values to the level of satisfaction or 

utility that individuals derive from consuming goods and services. 

o Under cardinal utility theory, utility is expressed in utils or utils per unit, 

allowing economists to make precise comparisons of utility levels 

across individuals and goods. 

2. Characteristics: 

o Quantifiability: Cardinal utility assumes that utility can be measured 

numerically, facilitating calculations of total utility (overall satisfaction) 

and marginal utility (additional satisfaction from consuming one more 

unit). 

o Utility Function: Utility functions are used to represent consumer 

preferences and satisfaction levels mathematically, such as U(x₁, x₂, ..., 
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xₙ), where U is utility and x₁, x₂, ..., xₙ represent quantities of goods 

consumed. 

o Mathematical Analysis: Cardinal utility theory allows for mathematical 

analysis of consumer behavior, including optimization of utility-

maximizing choices and budget constraints. 

3. Criticism: 

o Subjectivity: Critics argue that assigning numerical values to utility is 

subjective and varies among individuals, making cardinal utility difficult 

to measure objectively. 

o Empirical Challenges: There is no direct way to observe or measure 

utility in cardinal terms, as it depends on individual preferences and 

subjective experiences. 

3.1.9 Ordinal Utility 

1. Definition: 

o Ordinal utility is a theory that ranks preferences and choices in order of 

preference or satisfaction without assigning numerical values to utility. 

o It focuses on the ordinal (order-based) ranking of preferences rather 

than attempting to measure the magnitude of utility. 

2. Characteristics: 

o Preference Ranking: Ordinal utility theory emphasizes the ranking of 

preferences, stating that individuals can rank bundles of goods and 

services based on their level of satisfaction. 

o Indifference Curves: In ordinal utility theory, indifference curves are 

used to represent bundles of goods that provide the same level of utility 

or satisfaction to an individual. 

o Choice and Rationality: Consumers make decisions based on their 

preferences and the ranking of satisfaction levels, rather than precise 

measurement of utility. 

3. Advantages: 

o Realism: Ordinal utility theory is considered more realistic and 

practical for analyzing consumer behavior because it aligns with 

observed preferences and choices in real-world settings. 
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o Applicability: It is widely used in consumer theory, market analysis, 

and welfare economics to understand consumer preferences and 

predict market outcomes. 

Comparison 

 Measurement: Cardinal utility attempts to measure utility in numerical terms, 

whereas ordinal utility focuses on the ranking of preferences without 

measuring the magnitude of satisfaction. 

 Realism: Ordinal utility is often preferred for its realism and practical 

application in economic analysis, as it reflects how consumers make 

decisions based on relative satisfaction levels. 

 Use in Economics: Cardinal utility has theoretical applications in economic 

models and utility maximization, while ordinal utility is more commonly used in 

consumer theory and market analysis. 

In conclusion, cardinal and ordinal concepts of utility offer different perspectives on 

how economists understand and analyze consumer preferences and behavior. 

Cardinal utility treats utility as quantifiable and measurable, while ordinal utility 

focuses on the ranking of preferences without assigning numerical values to utility. 

Both concepts play essential roles in economic theory and analysis, providing 

insights into consumer decision-making and market behavior. 

3.1.10 Ordinal concepts of Utility- indifference Curve 

Cardinal utility analysis suffers from various drawbacks, the major being the 

assumption of cardinal measurement of utility. The indifference curve analysis is 

advancement to the utility analysis as it tries to overcome the drawbacks of cardinal 

utility analysis and provides a technically superior analysis of demand or consumer 

behavior. The technique of indifference curve was first originated by classical 

economist Edgeworth in 1881. He did not use it to explain the consumer demand 

analysis rather his focus was to explain the possibilities of the exchange between 

two consumers. J.R. Hicks and R.G.D. Allen. Developed  Indifference curve analysis 

in their well-known paper ‘A Reconsideration of the Theory of Value’. They had 

criticized the Marshallian cardinal approach of utility and used the notion of ordinal 

utility approach to understand the consumer behavior. According to the Ordinal Utility 
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approach, consumer may not be able to indicate the exact amounts of utilities that he 

derives from commodities or any combination of them. But he is capable of judging 

whether the satisfaction obtained from a good or a combination of goods is equal to, 

lower than or higher than the other. 

 

In indifference curve approach, the preferences are ordered or ranked in relation to 

one another. This approach, is, therefore an ordinal concept based on ordering of 

preferences compared with Marshall’s approach of cardinality. To understand the 

indifference curve analysis, following components need to be discussed in detail. 

This approach to consumer behaviour is best understood in three distinct steps: 

– Consumer Preferences (Indifference curve) 

– Budget Constraints (Budget Line) 

– Consumer Choices (Equilibrium) 

 

Let us sum up 

Consumer behavior encompasses the study of how individuals make 

decisions to spend their available resources (money, time, effort) on consumption-

related items. It delves into understanding the motivations, preferences, and 

behaviors that influence these choices. Central to this study is the Law of 

Diminishing Marginal Utility, which posits that as a consumer increases consumption 

of a good or service, the additional satisfaction (utility) derived from each additional 

unit decreases. Equi-Marginal Utility theory extends this by suggesting that 

consumers allocate their expenditures among different goods and services to 

maximize total utility, ensuring that the ratio of marginal utility to price is equal across 

all choices. These concepts are foundational to both ordinal (ranking preferences) 

and cardinal (quantifying utility) approaches to understanding consumer preferences 

and decision-making processes in economics. 
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Check Your Progress 

  Which of the following best defines consumer behavior? 

 A) The study of how businesses allocate resources 

 B) The analysis of government spending patterns 

 C) The study of how individuals make decisions on the allocation of resources 

to satisfy their needs and wants 

 D) The study of financial markets and stock trading 

Answer: C) The study of how individuals make decisions on the allocation of 

resources to satisfy their needs and wants 

According to the Law of Diminishing Marginal Utility, what happens as a 

consumer consumes more of a good? 

 A) Marginal utility increases 

 B) Total utility increases 

 C) Marginal utility decreases 

 D) Total utility remains constant 

Answer: C) Marginal utility decreases 

Equi-Marginal Utility suggests that consumers allocate their expenditures in 

such a way that: 

 A) The total utility is maximized 

 B) Marginal utility is minimized 

 C) The ratio of marginal utility to price is equal across all goods 

 D) The budget constraint is satisfied 

Answer: C) The ratio of marginal utility to price is equal across all goods 

Ordinal concept of utility in consumer behavior refers to: 

 A) Measuring utility in numerical terms 

 B) Ranking preferences rather than quantifying utility 
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 C) Maximizing total utility through optimal consumption 

 D) Analyzing consumer preferences based on income levels 

Answer: B) Ranking preferences rather than quantifying utility 

Which feature is NOT typically associated with consumer behavior? 

 A) Preferences and tastes 

 B) Motivations and needs 

 C) Price elasticity of supply 

 D) Income and wealth 

Answer: C) Price elasticity of supply 

3.2 MEANING OF INDIFFERENCE CURVE 

 

An indifference curve is a locus of various combinations of two commodities that give 

equal satisfaction to the consumer. Since all the combinations on an indifference 

curve yield equal satisfaction to the consumer, the consumer is indifferent among 

them. Alternatively, a consumer is indifferent towards the different combinations 

located on indifference curve since each combination yields the same level of 

satisfaction, the total satisfaction or utility derived from any of these combinations 

remains constant. Symbolically, 

U0 = f(q1, q2 ….) 

Where, 

U0 = total utility that remains constant; 

q1, q2, and so on represent different combinations of two goods. 

 

Graphical representation: 

In the figure, there are two commodities X and Y, quantities of commodity X are 

measured on horizontal axis and commodity Y on vertical axis. IC curve represents 

an indifference curve showing various combinations of commodity X and Y, such as 

combination A and B that yield equal total satisfaction to the consumer. Combination 

A includes X1 units of X and Y1 units of Y. Similarly, combination B includes X2 units 

of X and Y2 units of Y. Combination A and B denote different quantities of X and Y. If 
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consumer shifts from combination A to B, amount of commodity X increases while 

quantity of Y decreases. By increasing the amount of X while simultaneously 

decreasing the amount of Y, the consumer is able to keep the total utility constant. 

 

 

 

 

 

In the figure, an indifference map is given. There are three different indifference 

curves namely; IC1, IC2 and IC3 in this map and each one correspond to different 
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level of satisfaction. For instance, IC1 represents lowest indifference curve 

corresponding to lowest level of satisfaction in this map. Similarly, IC3 represents 

highest level of satisfaction in this map. 

 

It is to be noted that on each indifference curve, the consumer would be indifferent 

towards various combinations but the indifference does not hold in case of different 

indifference curves. For example, a consumer will receive same satisfaction from all 

the combinations on IC1 so he would be indifferent towards any of these 

combinations but if we compare IC1 and IC2 the consumer would not be indifferent 

as all the combinations on IC2 yield higher satisfaction as compared to IC1 and 

therefore he would prefer any combination on IC2 as compared to IC1. Further, all 

the combinations of IC3 yield higher satisfaction as compared to any combination on 

IC2 so the consumer would prefer to be on IC3 than IC2. 

 

Thus, the consumer would always prefer a higher indifference curve since the higher 

indifference curve always represents greater quantities of both the commodities and 

hence higher level of satisfaction. Contrarily, a lower indifference curve always 

represents less quantity of both the goods and hence a lower level of satisfaction. 

Definition 

An indifference curve is a graph showing different bundles of goods between which a 

consumer is indifferent. In other words, each point on the curve represents a 

combination of goods that provide the consumer with the same level of satisfaction. 

Assumptions 

1. Rationality: Consumers are rational and aim to maximize their utility. 

2. Completeness: Consumers can compare and rank all possible bundles of 

goods. 

3. Transitivity: If a consumer prefers bundle A over bundle B and bundle B over 

bundle C, then they will prefer bundle A over bundle C. 

4. Non-Satiation: More of a good is always preferred to less, meaning 

consumers always want more of both goods. 
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5. Diminishing Marginal Rate of Substitution (MRS): As a consumer 

substitutes one good for another, the rate at which they are willing to 

substitute decreases. 

Significance 

1. Understanding Preferences: Indifference curves help illustrate consumer 

preferences and the trade-offs they are willing to make between different 

goods. 

2. Consumer Choice: They provide a graphical representation of consumer 

choice, helping to explain how consumers make decisions about the 

allocation of their income. 

3. Market Analysis: They are useful in analyzing market behavior, consumer 

demand, and the impact of changes in prices and income. 

4. Policy Making: Policymakers can use indifference curves to predict the 

effects of economic policies on consumer welfare. 

Properties 

1. Downward Sloping: Indifference curves slope downwards from left to right. If 

the quantity of one good decreases, the quantity of the other must increase to 

maintain the same level of utility.  

2. Convex to the Origin: Indifference curves are convex to the origin, reflecting 

a diminishing marginal rate of substitution (MRS). As a consumer has more of 

one good, they are willing to give up less of the other good to get additional 

units of the first good. 

3. Non-Intersection: Indifference curves do not intersect. Intersection would 

imply inconsistent preferences, violating the assumption of transitivity. 

4. Higher Curves Represent Higher Utility: Curves that lie further from the 

origin represent higher levels of utility. Consumers prefer bundles on higher 

indifference curves to those on lower ones. 

5. Continuity: Indifference curves are continuous, meaning there are no gaps. 

This continuity reflects the assumption that preferences are complete and 

consistent. 
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6. Non-Thickness: Indifference curves are not thick; they are thin lines. If they 

were thick, it would imply that the consumer is indifferent between a range of 

combinations of goods, which is not consistent with the assumption of well-

defined preferences. 

Indifference curves are a fundamental tool in microeconomic theory, providing deep 

insights into consumer preferences and behavior. By understanding the meaning, 

assumptions, significance, and properties of indifference curves, economists and 

policymakers can better analyze and predict consumer choices and the impact of 

economic changes on consumer welfare. 

3.2.1Price, Income, and Substitution Effects 

Price Effect 

The price effect shows the change in quantity demanded of a good resulting from a 

change in its price, holding the consumer's income and the price of other goods 

constant. It can be decomposed into the substitution effect and the income effect. 

Substitution Effect 

The substitution effect occurs when a change in the price of a good alters its relative 

price compared to other goods, causing the consumer to substitute the good that has 

become relatively cheaper for the one that has become relatively more expensive. 

 When the price of good X decreases: Good X becomes cheaper relative to 

good Y, leading the consumer to buy more of good X and less of good Y. 

Income Effect 

The income effect occurs when a change in the price of a good affects the 

consumer's real income (purchasing power), thereby changing the quantity 

demanded of goods. 

 When the price of good X decreases: The consumer's real income 

increases, allowing them to buy more of both goods if they are normal goods. 
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Types of Goods 

Normal Goods 

Normal goods are goods for which demand increases as consumer income rises, 

and decreases as consumer income falls. 

 Positive Income Effect: As income rises, the quantity demanded of normal 

goods also rises. 

 Example: Organic food, brand-name clothing. 

Inferior Goods 

Inferior goods are goods for which demand decreases as consumer income rises, 

and increases as consumer income falls. 

 Negative Income Effect: As income rises, the quantity demanded of inferior 

goods decreases. 

 Example: Generic brands, bus tickets (as income increases, consumers may 

switch to cars or taxis). 

Giffen Goods 

Giffen goods are a special type of inferior goods for which an increase in price leads 

to an increase in quantity demanded, due to the strong income effect outweighing 

the substitution effect. 

 Positive Price Effect: Despite being more expensive, the demand for Giffen 

goods increases because the reduction in purchasing power causes 

consumers to forego even more expensive alternatives. 

 Example: Historically cited examples include staple foods like bread or rice in 

certain impoverished regions. 

Graphical Representation of Price, Income, and Substitution Effects 

1. Initial Equilibrium: The initial budget line is tangent to the initial indifference 

curve. 
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2. Price Change: A decrease in the price of good X pivots the budget line 

outward, increasing the affordable quantity of good X. 

3. Substitution Effect: The consumer moves along the initial indifference curve 

to a higher quantity of good X, reflecting the substitution effect. 

4. Income Effect: The consumer moves to a new, higher indifference curve, 

reflecting the increased real income, and adjusts the quantities of goods X 

and Y accordingly. 

Understanding consumer equilibrium and the effects of price and income changes is 

crucial for analyzing consumer behavior and market dynamics. Normal, inferior, and 

Giffen goods each react differently to changes in income and prices, providing 

valuable insights for economic modeling and policy-making. 

3.2.2 Derivation of Individual Demand Curve with the Help of 

Indifference Curves 

The individual demand curve can be derived from a consumer’s equilibrium by 

observing how changes in the price of a good affect the quantity demanded, using 

indifference curves and budget constraints. 

Step-by-Step Process 

1. Initial Equilibrium: 

o Draw an indifference curve and a budget line that is tangent to it. 

o The tangency point represents the initial equilibrium, where the 

consumer maximizes utility given their budget. 

2. Price Change: 

o Change the price of the good on the X-axis. For instance, if the price of 

good X decreases, the budget line pivots outward. 

o Draw a new budget line that reflects the new prices while keeping the 

income constant. 

3. New Equilibrium: 

o Find the new tangency point between the new budget line and a higher 

indifference curve. 
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o This new tangency point represents the new equilibrium quantity 

demanded at the new price. 

4. Tracing the Demand Curve: 

o Plot the initial and new equilibrium points on a graph with price on the 

Y-axis and quantity on the X-axis. 

o By connecting these points, you derive the individual demand curve, 

which shows the relationship between the price of the good and the 

quantity demanded. 

3.2.3 Derivation of Market Demand Curve 

The market demand curve is derived by horizontally summing the individual demand 

curves of all consumers in the market. 

Step-by-Step Process 

1. Individual Demand Curves: 

o Obtain the individual demand curves of all consumers in the market 

through the process described above. 

o Each individual's demand curve represents their quantity demanded at 

different prices. 

2. Horizontal Summation: 

o At each price level, sum the quantities demanded by all individuals. 

o This horizontal summation gives the total quantity demanded in the 

market at each price level. 

3. Market Demand Curve: 

o Plot the aggregated quantities on the demand curve graph with price 

on the Y-axis and total quantity demanded on the X-axis. 

o The resulting curve is the market demand curve, which reflects the 

overall demand for the good in the market at various price levels. 

Graphical Representation of the Market Demand Curve 

1. Individual Demand Curves: 
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o Assume two consumers, A and B, each with their demand curves 

derived from their individual indifference curves and budget constraints. 

2. Summation: 

o At each price level, add the quantity demanded by consumer A to the 

quantity demanded by consumer B. 

3. Resulting Market Demand Curve: 

o For instance, if at price P1P_1P1, consumer A demands 

QA1Q_{A1}QA1 units and consumer B demands QB1Q_{B1}QB1 

units, the total market demand at P1P_1P1 is QA1+QB1Q_{A1} + 

Q_{B1}QA1+QB1.  

Importance and Applications 

 Policy Making: Helps in understanding the impact of tax changes, subsidies, 

and price controls. 

 Business Strategy: Guides firms in setting prices, output levels, and 

marketing strategies. 

 Economic Analysis: Fundamental in analyzing consumer behavior, market 

dynamics, and the effects of economic policies. 

Deriving individual and market demand curves using indifference curves and budget 

constraints provides a detailed and nuanced understanding of how consumers react 

to price changes. This approach illustrates the microeconomic foundations of 

demand and is essential for both theoretical and practical applications in economics. 

3.2.4 Market Demand Curve and Indifference Curve 

Understanding the market demand curve through the lens of indifference curves 

involves a bit of economic theory, particularly from the realm of consumer choice 

theory. Here's a step-by-step explanation: 
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1. Indifference Curves 

An indifference curve represents a set of combinations of two goods that provide the 

consumer with the same level of satisfaction. The key properties of indifference 

curves are: 

 Downward sloping: If you have more of one good, you need less of the other 

to maintain the same level of utility. 

 Non-intersecting: Indifference curves cannot cross each other. 

 Convex to the origin: This represents diminishing marginal rates of 

substitution. 

2. Budget Constraint 

A budget constraint shows the combinations of two goods that a consumer can 

afford given their income and the prices of the goods. The budget line is a straight 

line where: Income=Px×Qx+Py×Qy {Income} = P_x \times Q_x + P_y times Q_y 

Income=Px×Qx+Py×Qy Where PxP_xPx and PyP_yPy are the prices of goods xxx 

and yyy, and QxQ_xQx and QyQ_yQy are the quantities of goods xxx and yyy. 

3. Consumer Equilibrium 

Consumer equilibrium is achieved at the point where the highest indifference curve is 

tangent to the budget line. At this point: MRSxyPx/Py=1\frac{MRS_{xy}}{P_x/P_y} = 

1Px/PyMRSxy=1 Where MRSxyMRS_{xy}MRSxy is the marginal rate of substitution 

of good xxx for good yyy, and Px/PyP_x/P_yPx/Py is the price ratio of good xxx to 

good yyy. 

4. Deriving the Individual Demand Curve 

To derive the demand curve for a good, we vary the price of that good while keeping 

income and the price of other goods constant, and then determine the new 

consumer equilibrium points. 

 Step 1: Plot the initial budget line with the initial price of the good and find the 

equilibrium. 
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 Step 2: Change the price of the good, plot the new budget line, and find the 

new equilibrium. 

 Step 3: Record the quantities of the good at different prices to map out the 

demand curve. 

5. Aggregating Individual Demand Curves 

The market demand curve is derived by summing horizontally the individual demand 

curves of all consumers in the market. 

Example 

Let's illustrate this with an example using graphs: 

1. Initial Equilibrium: 

o Initial price of good xxx: PxP_xPx 

o Income: III 

o Budget line: I=Px×Qx+Py×QyI = P_x \times Q_x + P_y \times Q_yI=Px

×Qx+Py×Qy 

o Indifference curve U1U_1U1 is tangent to the budget line at point 

E1E_1E1. 

2. Price Change: 

o New price of good xxx: Px′P_x'Px′ 

o New budget line: I=Px′×Qx′+Py×QyI = P_x' \times Q_x' + P_y \times 

Q_yI=Px′×Qx′+Py×Qy 

o New indifference curve U2U_2U2 is tangent to the new budget line at 

point E2E_2E2. 

3. Mapping Demand: 

o At price PxP_xPx, quantity demanded is QxQ_xQx. 

o At price Px′P_x'Px′, quantity demanded is Qx′Q_x'Qx′. 

By plotting QxQ_xQx against PxP_xPx and Qx′Q_x'Qx′ against Px′P_x'Px′, you can 

trace out the individual demand curve for good xxx. 

 



   

132 PeriyarUniversity–PUCDOE|SelfLearningMaterial 

SEMESTER 1 PUCDOE-ONLINE-B.Com BUSINESS ECONOMICS 

 

 
 

 

4. Market Demand: 

o Sum the individual demand curves horizontally to get the market 

demand curve. 

Graphical Illustration 

I will generate a simple illustration of these concepts. 

 

 

The graph above illustrates the relationship between indifference curves and budget 

lines for two different prices of good X. 

Explanation: 

1. Budget Lines: 

o Initial Budget Line (Blue): Corresponds to the initial price of good 

XXX (PxP_xPx = 20). The consumer can afford combinations of XXX 

and YYY along this line. 
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o New Budget Line (Green): Corresponds to the new, lower price of 

good XXX (Px′P_x'Px′ = 10). The consumer can afford more of good 

XXX for the same income. 

2. Indifference Curves: 

o Indifference Curve U1U1U1 (Orange): Represents combinations of 

XXX and YYY that give the consumer a certain level of utility. 

o Indifference Curve U2U2U2 (Red): Represents a higher level of utility. 

3. Equilibrium Points: 

o Initial Equilibrium (Blue Dot): At the initial price, the consumer's 

optimal choice is where the initial budget line is tangent to indifference 

curve U1U1U1. 

o New Equilibrium (Green Dot): At the new price, the consumer's 

optimal choice is where the new budget line is tangent to indifference 

curve U2U2U2. 

3.2.5 Deriving the Demand Curve: 

By observing how the quantity of good XXX changes as its price changes, we can 

plot these points to form the demand curve: 

 At the initial price (Px=20P_x = 20Px=20), the quantity demanded is given by 

the initial equilibrium point. 

 At the new price (Px′=10P_x' = 10Px′=10), the quantity demanded is given by 

the new equilibrium point. 

By plotting these points on a price-quantity graph, we can derive the individual's 

demand curve for good XXX. Aggregating similar curves for all individuals in the 

market gives us the market demand curve.  

Let’s sum up 

Indifference curves in economics represent combinations of two goods that 

provide equal satisfaction (utility) to a consumer. They are convex to the origin and 

do not intersect. Assumptions include completeness, transitivity, and non-satiation of 

preferences. Indifference curves are crucial in determining consumer equilibrium 
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where the highest possible utility is achieved given the budget constraint. Changes in 

prices or income affect consumer choices through price, income, and substitution 

effects. Normal goods have a positive income elasticity of demand, inferior goods 

have a negative income elasticity, and Giffen goods show a unique upward-sloping 

demand curve due to income and substitution effects. Individual demand curves are 

derived by mapping optimal points of utility-maximizing combinations on indifference 

curves, while market demand curves aggregate individual demands horizontally. 

Understanding these concepts provides insights into consumer behavior and market 

dynamics in economics. 

3.2.6 Unit Summary 

Consumer behavior encompasses the study of how individuals allocate their 

limited resources to satisfy their unlimited wants, guided by the Law of Diminishing 

Marginal Utility, which posits that as consumption of a good increases, the additional 

satisfaction derived from each unit decreases. Equi-Marginal Utility theory extends 

this by emphasizing that consumers allocate expenditures across different goods to 

equalize the marginal utility per dollar spent. Understanding utility involves both 

ordinal preferences, where goods are ranked, and cardinal measures, which quantify 

utility levels. Indifference curves illustrate combinations of goods that yield equal 

satisfaction, assuming preferences are complete, transitive, and exhibit diminishing 

marginal rates of substitution. Consumer equilibrium occurs where the budget 

constraint is tangent to the highest attainable indifference curve, influenced by price, 

income, and substitution effects. Goods are categorized into normal (where demand 

rises with income), inferior (where demand decreases), and Giffen goods (which defy 

standard demand curves due to income and substitution effects). Individual demand 

curves are derived by maximizing utility on indifference curves, while market demand 

curves aggregate individual demands. This comprehensive framework illuminates 

consumer decision-making dynamics and market behavior in economics. 

3.2.7 Glossary 

1. Consumer Behaviour: The study of how individuals make decisions to 

allocate their limited resources (such as money, time, and effort) to satisfy 

their needs and wants. 
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2. Meaning, Concepts, and Features: Refers to understanding the 

fundamental principles and characteristics that govern consumer behavior, 

including preferences, motivations, and decision-making processes. 

3. Law of Diminishing Marginal Utility: States that as a consumer consumes 

more units of a good or service, the additional satisfaction (utility) derived from 

each additional unit decreases. 

4. Equi-Marginal Utility: The principle that consumers allocate their income 

across different goods and services in such a way that the marginal utility per 

dollar spent is equal across all goods. 

5. Ordinal and Cardinal Concepts of Utility: Ordinal utility refers to ranking 

preferences without assigning specific numerical values, while cardinal utility 

assigns numerical values to utility levels for comparison. 

6. Indifference Curve: A graphical representation showing combinations of two 

goods that provide the same level of satisfaction (utility) to a consumer. 

Properties include convexity, non-intersecting nature, and downward slope 

from left to right. 

7. Consumer’s Equilibrium: The point where a consumer maximizes utility 

given their budget constraint, achieved when the budget line is tangent to the 

highest attainable indifference curve. 

8. Price, Income, and Substitution Effects: Effects that describe how changes 

in price, income, or substitution between goods affect consumer demand. 

Price effect relates to changes in purchasing power, income effect to changes 

in real income, and substitution effect to changes in relative prices. 

9. Types of Goods: Categories based on consumer demand behavior: 

o Normal Goods: Goods for which demand increases with an increase 

in consumer income. 

o Inferior Goods: Goods for which demand decreases as consumer 

income rises. 

o Giffen Goods: A rare type where demand increases as price rises due 

to income and substitution effects conflicting in favor of higher 

consumption at higher prices. 

10. Derivation of Individual Demand Curve and Market Demand Curve with 

the help of Indifference Curve: Individual demand curves are derived by 

plotting optimal combinations of goods that maximize utility on indifference 
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curves. Market demand curves aggregate individual demands horizontally, 

showing the total quantity demanded at each price level in a market. 

This glossary provides a foundational understanding of terms essential to studying 

consumer behavior, utility theory, and demand analysis in economics. 

3.2.8 Self-Assignment Questions on Consumer Behaviour 

1. Define consumer behaviour. What are the key concepts and features of 

consumer behaviour? 

2. Explain the process of consumer decision-making. How do need recognition, 

information search, evaluation of alternatives, purchase decision, and post-

purchase behaviour fit into this process? 

3. What is the Law of Diminishing Marginal Utility? Illustrate with an example. 

4. How does the Law of Diminishing Marginal Utility influence consumer 

choices? 

5. How do changes in income affect the demand for normal, inferior, and Giffen 

goods? 

6. Describe the process of deriving an individual demand curve using 

indifference curves. 

7. Explain how to derive the market demand curve from individual demand 

curves. 

8. Why is it important to understand the derivation of demand curves in 

consumer theory? 

3.2.9 Activities Assignment 

Topic: Consumer Behavior and Utility Concepts 

1. Consumer Behavior: Meaning, Concepts, and Features 

Activity: Conduct a survey 

 Task: Create a survey to understand consumer behavior. Include questions 

about purchasing habits, factors influencing their decisions, and their 

preferences for various products. 
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 Goal: Analyze the data to identify patterns in consumer behavior and what 

drives their decision-making process. 

Key Concepts: 

 Need Recognition 

 Information Search 

 Evaluation of Alternatives 

 Purchase Decision 

 Post-Purchase Behavior 

2. Law of Diminishing Marginal Utility 

Activity: Practical Experiment 

 Task: Choose a consumable item (e.g., chocolate, apples). Have participants 

consume one unit at a time and rate their satisfaction after each unit. 

 Goal: Plot the satisfaction ratings on a graph to illustrate the diminishing 

marginal utility. 

Example: 

 First unit: High satisfaction 

 Second unit: Slightly less satisfaction 

 Third unit: Noticeable decrease in satisfaction 

3. Equi-Marginal Utility 

Activity: Budget Allocation Simulation 

 Task: Give participants a fixed budget and a list of goods with different prices 

and utility values. Ask them to allocate their budget to maximize total utility. 

 Goal: Observe how participants apply the principle of equi-marginal utility to 

balance their expenditure. 

Key Principle: 
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 Allocate income so that the marginal utility per dollar is equal across all 

goods. 

4. Cardinal and Ordinal Concepts of Utility 

Activity: Utility Ranking Exercise 

 Task: Provide a list of goods and ask participants to rank them in order of 

preference (ordinal utility). Then, assign numerical values to their satisfaction 

levels (cardinal utility). 

 Goal: Compare the ordinal and cardinal approaches and discuss the 

differences. 

Key Concepts: 

 Cardinal Utility: Numerical measurement of satisfaction. 

 Ordinal Utility: Ranking of preferences. 

5. Indifference Curve: Meaning, Definition, Assumptions, Significance, and 

Properties 

Activity: Drawing Indifference Curves 

 Task: Provide a set of hypothetical goods and ask participants to draw 

indifference curves based on different combinations of these goods. 

 Goal: Understand the properties and significance of indifference curves. 

Key Concepts: 

 Assumptions: Completeness, Transitivity, Non-Satiation, Diminishing Marginal 

Rate of Substitution 

 Properties: Downward sloping, convex to the origin, non-intersecting 

6. Consumer's Equilibrium 

Activity: Finding Equilibrium 
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 Task: Using indifference curves and budget constraints, ask participants to 

find the consumer's equilibrium point. 

 Goal: Demonstrate how consumers maximize their utility given their budget 

constraints. 

Key Concepts: 

 Tangency point of the budget line and highest attainable indifference curve. 

7. Price, Income, and Substitution Effects 

Activity: Analyzing Effects 

 Task: Provide scenarios with changes in price and income. Ask participants to 

determine the price effect, income effect, and substitution effect on the 

quantity demanded. 

 Goal: Illustrate how these effects influence consumer choices. 

Example: 

 Price decrease of good X: Increase in quantity demanded due to both 

substitution and income effects. 

8. Types of Goods: Normal, Inferior, and Giffen Goods 

Activity: Classification Exercise 

 Task: Give examples of various goods and ask participants to classify them 

as normal, inferior, or Giffen goods. 

 Goal: Understand the characteristics and demand patterns of different types 

of goods. 

Key Concepts: 

 Normal Goods: Demand increases with income. 

 Inferior Goods: Demand decreases with income. 

 Giffen Goods: Demand increases with price due to strong income effect. 
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9. Derivation of Individual Demand Curve and Market Demand Curve with the 

Help of Indifference Curve 

Activity: Derivation Exercise 

 Task: Use indifference curves and budget constraints to derive the individual 

demand curve. Then aggregate individual demand curves to form the market 

demand curve. 

 Goal: Understand how individual preferences and budget constraints shape 

market demand. 

Key Steps: 

1. Shift the budget line to trace changes in quantity demanded for different 

prices. 

2. Aggregate individual demand curves to derive the market demand curve. 

3.2.10 References 

1. Solomon, M. R. (2018). Consumer Behavior: Buying, Having, and Being 

(12th ed.). Pearson. 

2. Varian, H. R. (2014). Intermediate Microeconomics: A Modern Approach (9th 

ed.). W.W. Norton & Company. 

3. Mankiw, N. G. (2014). Principles of Microeconomics (7th ed.). Cengage 

Learning. 

4. Nicholson, W., & Snyder, C. (2016). Microeconomic Theory: Basic Principles 

and Extensions (12th ed.). Cengage Learning 

3.2.11 E – Sources: 
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o Journal of Consumer Research 

o Harvard Business Review 

 

https://www.ama.org/
https://hbr.org/
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SECTION 4 THEORY OF PRODUCTION 

4.1 Introduction to Production 

Production is a fundamental concept in economics and business, representing the 

process by which resources (inputs) are transformed into goods and services 

(outputs) that satisfy human needs and wants. The study of production 

encompasses various activities and decisions made by firms to create value and 

maximize profits. 

4.1.2 Meaning of Production 

Production refers to the creation of goods and services by combining various inputs 

like labor, capital, land, and entrepreneurship. It is the process through which raw 

materials and other inputs are converted into finished products or services that can 

be consumed or further utilized in production processes. The primary aim of 

production is to generate outputs that are more valuable than the inputs used, 

thereby creating economic value. 

4.1.3 Definition of Production 

 Economic Definition: In economic terms, production is defined as the 

process of combining various material and immaterial inputs to make 

something for consumption (the output). It involves the transformation of 

inputs into outputs. 

Example: "Production is the process of combining various inputs to create 

outputs that are suitable for consumption or further production processes." 

 Business Definition: In business, production is often defined as the 

systematic process of using raw materials, labor, machinery, and other 

resources to manufacture products or deliver services to the market. 

Example: "Production in business refers to the activities involved in the 

creation of goods and services, including the management of resources, 

technologies, and processes to meet consumer demand." 
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4.1.4 Concept of Production 

The concept of production involves several key elements: 

1. Inputs and Outputs: Inputs (factors of production) include resources such as 

labor, capital, land, and entrepreneurship. Outputs are the goods and services 

produced using these inputs. 

2. Production Function: The production function describes the relationship 

between inputs and outputs. It shows how different combinations of inputs 

result in different levels of output. Mathematically, it can be represented as: 

Q=f(L,K,N,E)Q = f(L, K, N, E)Q=f(L,K,N,E) where QQQ is the quantity of 

output, LLL is labor, KKK is capital, NNN is land, and EEE is 

entrepreneurship. 

3. Efficiency and Productivity: Efficiency in production refers to producing the 

maximum output with the given inputs or using the least amount of inputs to 

produce a given level of output. Productivity measures the output produced 

per unit of input. 

4. Types of Production: 

o Primary Production: Involves the extraction and harvesting of natural 

resources, such as agriculture, mining, and fishing. 

o Secondary Production: Involves the manufacturing and construction 

processes that convert raw materials into finished goods. 

o Tertiary Production: Involves the provision of services, such as retail, 

healthcare, and education. 

5. Factors of Production: 

o Land: Natural resources used in production. 

o Labor: Human effort and skills used in production. 

o Capital: Machinery, tools, and buildings used in production. 

o Entrepreneurship: The ability to combine other factors of production 

effectively to produce goods and services. 

6. Production Processes: 

o Job Production: Producing one-off items tailored to specific 

requirements. 

o Batch Production: Producing a batch of identical products. 
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o Flow Production: Continuous production of standardized products on 

an assembly line. 

o Mass Production: Large-scale production of homogeneous products. 

Conclusion 

Production is a crucial aspect of economics and business, involving the 

transformation of inputs into valuable outputs. Understanding the various elements 

and concepts of production helps businesses optimize their processes, improve 

efficiency, and create products and services that meet consumer needs and 

contribute to economic growth. 

4.1.5 Significance of Production 

Production is a critical aspect of economics and business, playing a vital role in 

determining the standard of living, economic growth, and overall prosperity of 

societies. Here are several key points highlighting the significance of production: 

1. Economic Growth 

Contribution to GDP: Production activities contribute directly to a country's Gross 

Domestic Product (GDP). The more goods and services a nation produces, the 

higher its GDP, reflecting economic growth. 

Job Creation: Production processes create employment opportunities, reducing 

unemployment rates and increasing the income levels of the population. 

2. Standard of Living 

Consumer Goods and Services: Production ensures the availability of goods and 

services that satisfy human needs and wants, improving the quality of life. 

Innovation and Technology: Advances in production technologies lead to 

innovative products and services, enhancing the standard of living. 
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3. Efficient Resource Utilization 

Optimal Allocation: Effective production processes ensure that resources such as 

labor, capital, and raw materials are used efficiently, minimizing waste and 

maximizing output. 

Sustainability: Sustainable production practices help in the conservation of 

resources and environmental protection, ensuring long-term availability of resources. 

4. Business Competitiveness 

Cost Management: Efficient production processes can reduce costs, enabling 

businesses to offer competitive prices and improve profit margins. 

Product Differentiation: Innovation in production can lead to the development of 

unique products, helping businesses differentiate themselves in the market. 

5. Trade and Globalization 

Exports: High production levels can lead to surplus goods that can be exported, 

generating foreign exchange earnings and improving the trade balance. 

Global Supply Chains: Efficient production processes allow businesses to 

participate in global supply chains, enhancing international cooperation and 

economic integration. 

6. Technological Advancement 

Research and Development: Investment in production often drives research and 

development (R&D), leading to technological advancements and increased 

productivity. 

Automation and AI: Modern production increasingly relies on automation and 

artificial intelligence, leading to more efficient and sophisticated manufacturing 

processes. 
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7. Economic Stability 

Buffer Against Economic Shocks: A strong production base can act as a buffer 

against economic shocks by maintaining a steady supply of essential goods and 

services. 

Inflation Control: Efficient production helps in controlling inflation by balancing 

supply and demand, ensuring price stability. 

8. Regional Development 

Industrialization: Establishing production facilities in various regions can promote 

industrialization, leading to balanced regional development. 

Infrastructure Development: Production activities often necessitate the 

development of infrastructure such as transportation, communication, and utilities, 

benefiting the broader economy. 

Conclusion 

The significance of production extends beyond merely creating goods and services. 

It encompasses economic growth, improved living standards, efficient resource 

utilization, business competitiveness, international trade, technological progress, 

economic stability, and regional development. Understanding and optimizing 

production processes is crucial for fostering economic prosperity and sustainable 

development. 

4.1.6 Production Functions: Linear and Non-Linear Homogeneous 

A production function describes the relationship between inputs used in production 

and the resulting output. It is a fundamental concept in economics that helps analyze 

the efficiency and productivity of various production processes. Production functions 

can be linear or non-linear, and within these categories, they can also be 

homogeneous. 
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Linear Production Functions 

A linear production function assumes a direct proportional relationship between 

inputs and outputs. The form of a linear production function can be represented as: 

Q=aL+bKQ = aL + bKQ=aL+bK Where: 

 QQQ is the quantity of output. 

 LLL is the quantity of labor input. 

 KKK is the quantity of capital input. 

 aaa and bbb are constants that represent the productivity of labor and capital, 

respectively. 

In a linear production function, doubling the inputs results in doubling the output, 

assuming constant returns to scale. 

Non-Linear Production Functions 

Non-linear production functions have a more complex relationship between inputs 

and outputs. They can exhibit increasing, decreasing, or constant returns to scale. A 

common form of non-linear production functions is the Cobb-Douglas production 

function, which is represented as: Q=ALαKβQ = A L^\alpha K^\betaQ=ALαKβ 

Where: 

 QQQ is the quantity of output. 

 LLL is the quantity of labor input. 

 KKK is the quantity of capital input. 

 AAA is a constant representing total factor productivity. 

 α\alphaα and β\betaβ are the output elasticities of labor and capital, 

respectively. 

In a non-linear production function, the relationship between inputs and outputs is 

not simply proportional. Changes in inputs can lead to varying rates of changes in 

outputs. 
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Homogeneous Production Functions 

A production function is homogeneous if it exhibits constant returns to scale. This 

means that if all inputs are scaled by a common factor, output is scaled by that same 

factor. For a production function f(L,K)f(L, K)f(L,K), it is homogeneous of degree nnn 

if: f(tL,tK)=tnf(L,K)f(tL, tK) = t^n f(L, K)f(tL,tK)=tnf(L,K) Where ttt is a positive scalar. 

 If n=1n = 1n=1, the function exhibits constant returns to scale. 

 If n>1n > 1n>1, the function exhibits increasing returns to scale. 

 If n<1n < 1n<1, the function exhibits decreasing returns to scale. 

Examples and Graphical Illustrations 

Linear Production Function 

Consider a simple linear production function: Q=2L+3KQ = 2L + 3KQ=2L+3K 

This function suggests that for every additional unit of labor, output increases by 2 

units, and for every additional unit of capital, output increases by 3 units. 

Non-Linear Homogeneous Production Function 

Consider the Cobb-Douglas production function: Q=L0.5K0.5Q = L^{0.5} 

K^{0.5}Q=L0.5K0.5 

This function is homogeneous of degree 1, indicating constant returns to scale. 

Doubling both labor and capital will double the output. 

 

 

 

 

 



   

148 PeriyarUniversity–PUCDOE|SelfLearningMaterial 

SEMESTER 1 PUCDOE-ONLINE-B.Com BUSINESS ECONOMICS 

 

 
 

 

Graphical Illustration 

 

 

Linear Production Function (Left) 

The first graph represents a linear production function: Q=2L+3KQ = 2L + 

3KQ=2L+3K 

Features: 

 Plane Surface: The linear relationship between inputs (labor LLL and capital 

KKK) and output (QQQ) creates a plane surface. 

 Constant Slope: The slope of the plane indicates the constant marginal 

productivity of labor and capital. An increase in LLL by 1 unit always increases 

QQQ by 2 units, and an increase in KKK by 1 unit always increases QQQ by 

3 units. 

 Proportional Changes: Doubling both LLL and KKK results in doubling the 

output QQQ. 
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Non-Linear Cobb-Douglas Production Function (Right) 

The second graph represents a Cobb-Douglas production function: Q=L0.5K0.5Q = 

L^{0.5} K^{0.5}Q=L0.5K0.5 

Features: 

 Curved Surface: The non-linear relationship between inputs and output 

creates a curved surface. 

 Diminishing Returns: The curvature indicates diminishing marginal returns. 

As more of one input is added, holding the other constant, the additional 

output from the new input decreases. 

 Constant Returns to Scale: The function is homogeneous of degree 1, 

meaning that if both LLL and KKK are scaled by the same factor, the output 

QQQ is scaled by that same factor. 

Conclusion 

 Linear Production Functions assume a direct and proportional relationship 

between inputs and outputs, creating a plane in the input-output space. 

 Non-Linear Homogeneous Production Functions like the Cobb-Douglas 

function describe a more complex, often diminishing returns relationship 

between inputs and outputs, yet they can exhibit constant returns to scale 

depending on the exponents of the inputs. 

Understanding these functions helps in analyzing how different combinations of 

inputs affect production and assists firms in making decisions regarding resource 

allocation for optimal production.  
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4.1.7 Production Functions: Law of Variable Proportion and Laws of 

Returns to Scale 

Understanding the concepts of the Law of Variable Proportion and the Laws of 

Returns to Scale is crucial for analyzing how changes in input levels affect output in 

both the short run and long run. 

Law of Variable Proportion 

The Law of Variable Proportion, also known as the Law of Diminishing Returns, 

describes the relationship between input and output when one input is varied while 

others are held constant. This law is primarily applicable in the short run, where at 

least one factor of production is fixed. 

Stages of the Law of Variable Proportion: 

1. Increasing Returns: Initially, as more units of the variable input (e.g., labor) 

are added to fixed inputs (e.g., capital), the marginal product of the variable 

input increases. This happens due to better utilization of the fixed inputs and 

increased efficiency. 

Example: Adding more workers to a factory with a fixed number of machines 

initially increases output more than proportionally because the machines are 

utilized more effectively. 

2. Diminishing Returns: After a certain point, the addition of more units of the 

variable input results in a diminishing marginal product. The fixed inputs 

become a limiting factor, leading to inefficiencies. 

Example: Adding additional workers to the same factory starts to crowd the 

workspace, leading to less productive work and a decrease in the marginal 

output per worker. 

3. Negative Returns: Eventually, adding even more units of the variable input 

leads to a negative marginal product. Total output starts to decline due to 

severe overcrowding and inefficiencies. 
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Example: With too many workers, they might get in each other’s way, leading 

to a decrease in overall production. 

4.1.8 Laws of Returns to Scale 

The Laws of Returns to Scale describe how output changes in response to a 

proportional change in all inputs. These laws are applicable in the long run, where all 

factors of production are variable. 

Types of Returns to Scale: 

1. Increasing Returns to Scale: When a proportional increase in all inputs 

results in a more than proportional increase in output. 

f(tL,tK)>t⋅f(L,K)f(tL, tK) > t \cdot f(L, K)f(tL,tK)>t⋅f(L,K) 

Example: If doubling the inputs (labor and capital) leads to more than double 

the output, the firm experiences increasing returns to scale. 

2. Constant Returns to Scale: When a proportional increase in all inputs 

results in an exactly proportional increase in output. 

f(tL,tK)=t⋅f(L,K)f(tL, tK) = t \cdot f(L, K)f(tL,tK)=t⋅f(L,K) 

Example: If doubling the inputs leads to exactly double the output, the firm 

experiences constant returns to scale. 

3. Decreasing Returns to Scale: When a proportional increase in all inputs 

results in a less than proportional increase in output. 

f(tL,tK)<t⋅f(L,K)f(tL, tK) < t \cdot f(L, K)f(tL,tK)<t⋅f(L,K) 

Example: If doubling the inputs leads to less than double the output, the firm 

experiences decreasing returns to scale. 
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Graphical Illustration 

To better understand these concepts, let's graphically illustrate the Law of Variable 

Proportion and the Laws of Returns to Scale. 

Law of Variable Proportion 

The graph will show the Total Product (TP), Marginal Product (MP), and Average 

Product (AP) of a variable input (e.g., labor). 

Laws of Returns to Scale 

The graph will show isoquants, which represent different levels of output produced 

with varying combinations of inputs (e.g., labor and capital). 

 

Law of Variable Proportion (Left) 

The first graph represents the Law of Variable Proportion, showing the Total Product 

(TP), Marginal Product (MP), and Average Product (AP) as functions of labor (L). 

1. Total Product (TP): The total output produced with varying amounts of labor 

while keeping other inputs constant. Initially, TP increases at an increasing 

rate (Stage 1: Increasing Returns), then at a decreasing rate (Stage 2: 
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Diminishing Returns), and eventually, it may decrease (Stage 3: Negative 

Returns). 

2. Marginal Product (MP): The additional output produced by adding one more 

unit of labor. MP initially rises, reaches a maximum, and then declines. When 

MP starts to decrease, it indicates the onset of diminishing returns. 

3. Average Product (AP): The output per unit of labor, calculated as TP divided 

by L. AP initially rises, reaches a maximum, and then falls as more labor is 

added. 

Isoquants for Laws of Returns to Scale (Right) 

The second graph represents isoquants, which show different combinations of labor 

(L) and capital (K) that produce the same level of output. 

1. Isoquants (Q1, Q2, Q3): Each isoquant represents a specific level of output. 

For example, Q1, Q2, and Q3 might represent outputs of 10, 20, and 30 units, 

respectively. 

2. Shape of Isoquants: The shape of the isoquants indicates the rate at which 

labor and capital can be substituted for one another while maintaining the 

same level of output. Isoquants that are further from the origin represent 

higher levels of output. 

Conclusion 

 Law of Variable Proportion: This law illustrates how varying one input 

(labor) while keeping other inputs constant affects total, marginal, and 

average output. It highlights the stages of increasing returns, diminishing 

returns, and negative returns. 

 Laws of Returns to Scale: These laws examine the effects of proportionally 

varying all inputs on output. The isoquants graphically represent different 

output levels, showing the combinations of inputs that yield the same output 

and illustrating the concepts of increasing, constant, and decreasing returns to 

scale. 
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Understanding these concepts is essential for firms to make informed decisions 

about resource allocation, production processes, and overall efficiency.  

4.1.9 Difference between Laws of Variable Proportion and Laws of 

Returns to Scale 

The Laws of Variable Proportion and the Laws of Returns to Scale are both 

fundamental concepts in production theory, but they apply to different contexts and 

time frames. Here's a detailed comparison: 

1. Context and Application 

Laws of Variable Proportion 

 Short Run Analysis: Applies in the short run, where at least one factor of 

production (e.g., capital) is fixed. 

 Single Variable Input: Focuses on the effects of varying one input (e.g., 

labor) while keeping other inputs constant. 

Laws of Returns to Scale 

 Long Run Analysis: Applies in the long run, where all factors of production 

are variable. 

 Proportional Change in All Inputs: Examines the effects of proportionally 

varying all inputs on output. 

2. Nature of Inputs 

Laws of Variable Proportion 

 Fixed and Variable Inputs: One or more inputs are fixed (e.g., machinery, 

land), while others (e.g., labor) are varied. 

 Short-Term Adjustments: Reflects how output changes as the quantity of 

one input is adjusted in the short run. 



   

155 PeriyarUniversity–PUCDOE|SelfLearningMaterial 

SEMESTER 1 PUCDOE-ONLINE-B.Com BUSINESS ECONOMICS 

 

 
 

 

Laws of Returns to Scale 

 All Variable Inputs: All factors of production, including labor, capital, and 

others, can be varied. 

 Long-Term Adjustments: Reflects how output changes as all inputs are 

scaled up or down proportionally in the long run. 

3. Stages and Effects 

Laws of Variable Proportion 

 Three Stages: 

1. Increasing Returns: Marginal product of the variable input increases 

as more of it is used. 

2. Diminishing Returns: Marginal product of the variable input 

decreases after a certain point. 

3. Negative Returns: Total product eventually declines as the variable 

input is increased excessively. 

Laws of Returns to Scale 

 Types of Returns: 

1. Increasing Returns to Scale: Output increases more than 

proportionally as inputs are increased. 

2. Constant Returns to Scale: Output increases proportionally with 

inputs. 

3. Decreasing Returns to Scale: Output increases less than 

proportionally as inputs are increased. 

4. Graphical Representation 

Laws of Variable Proportion 

 Total Product (TP), Marginal Product (MP), and Average Product (AP) 

curves are used to illustrate the relationship between the variable input and 

output. 
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 Stages: The curves show the three stages of returns as the variable input is 

increased. 

Laws of Returns to Scale 

 Isoquants: Graphs showing different combinations of inputs that produce the 

same level of output. 

 Scale: Isoquants represent different output levels and demonstrate how 

output changes with proportional changes in all inputs. 

5. Practical Implications 

Laws of Variable Proportion 

 Optimization in the Short Run: Helps businesses determine the optimal 

level of a variable input to maximize output or minimize cost in the short run. 

 Input Utilization: Highlights the efficient use of inputs before diminishing and 

negative returns set in. 

Laws of Returns to Scale 

 Long-Term Planning: Assists businesses in making long-term decisions 

regarding expansion, scaling production, and investment in capital and 

technology. 

 Economies of Scale: Helps understand the benefits or drawbacks of scaling 

production, including potential economies or diseconomies of scale. 

Summary 

Aspect 
Laws of Variable 

Proportion 
Laws of Returns to Scale 

Time Frame Short Run Long Run 

Input Variation 
One variable input (others 

fixed) 
All inputs varied proportionally 

Nature of Fixed and Variable Inputs All Variable Inputs 
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Aspect 
Laws of Variable 

Proportion 
Laws of Returns to Scale 

Inputs 

Stages/Types 
Increasing, Diminishing, 

Negative Returns 

Increasing, Constant, Decreasing 

Returns to Scale 

Graphical 

Tools 
TP, MP, AP Curves Isoquants 

Practical Use Short-term input optimization 
Long-term planning and scale 

decisions 

Understanding these differences helps firms manage resources more effectively, 

optimize production processes, and make informed strategic decisions in both the 

short and long term. 

Let’s sum up 

The concept of production involves transforming inputs into outputs. 

Production functions, which describe this relationship, can be linear or non-linear. 

Linear production functions imply a constant rate of substitution between inputs, 

whereas non-linear ones suggest varying rates. Homogeneous production functions, 

where inputs can be scaled proportionately, lead us to the law of variable proportion 

and the laws of returns to scale. The law of variable proportion examines how 

changing one input while keeping others fixed affects output, often resulting in 

increasing, constant, or diminishing returns. In contrast, the laws of returns to scale 

analyze how proportionately scaling all inputs influences output, leading to 

increasing, constant, or decreasing returns. The key difference is that the law of 

variable proportion focuses on changing one input at a time, while returns to scale 

consider simultaneous changes in all inputs. In summary, understanding these 

concepts helps in optimizing production efficiency and resource allocation. 
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4.2 Introduction to Economies of Scale 

Economies of scale are fundamental concepts in economics and business that 

describe the cost advantages companies can achieve due to the size, scale, and 

efficiency of their operations. As firms increase their production, they often 

experience a reduction in the average cost per unit of output. This concept is crucial 

for understanding how businesses grow and compete in the market. 

4.2.1 Meaning and Definition 

Meaning 

Economies of scale refer to the cost advantages that firms can gain when they 

increase the scale of their production. These advantages lead to a decrease in the 

average cost per unit as the firm's output expands. Economies of scale can arise 

from various factors, including operational efficiencies, purchasing power, and 

technological advancements. 

Definition 

Economies of scale can be defined as: 

"The reduction in the per-unit cost of production as the scale of production increases, 

due to factors such as improved efficiency, bulk purchasing, and the spreading of 

fixed costs over a larger number of units." 

4.2.2 Objectives of Economies of Scale 

Economies of scale aim to achieve several key objectives that benefit both firms and 

consumers: 

1. Cost Reduction 

Objective: To lower the average cost per unit of output. 

Benefit: By reducing costs, firms can increase their profit margins or offer products 

at more competitive prices, benefiting consumers. 



   

159 PeriyarUniversity–PUCDOE|SelfLearningMaterial 

SEMESTER 1 PUCDOE-ONLINE-B.Com BUSINESS ECONOMICS 

 

 
 

 

2. Enhanced Competitiveness 

Objective: To improve the firm's competitive position in the market. 

Benefit: Firms that achieve economies of scale can compete more effectively on 

price, quality, and innovation, leading to a stronger market presence. 

3. Increased Production Efficiency 

Objective: To improve the efficiency of production processes. 

Benefit: Greater efficiency leads to less waste, better use of resources, and higher 

productivity, contributing to overall economic growth. 

4. Market Expansion 

Objective: To enable firms to expand their market reach. 

Benefit: Lower production costs allow firms to enter new markets, offer lower prices, 

and increase their market share. 

5. Innovation and Technological Advancement 

Objective: To encourage investment in research and development (R&D) and new 

technologies. 

Benefit: Larger firms can invest more in R&D, leading to technological 

advancements and innovative products that benefit the entire economy. 

Conclusion 

Economies of scale play a crucial role in the growth and success of businesses. By 

reducing costs and improving efficiency, firms can achieve a competitive edge, 

expand their market presence, and contribute to economic development. 

Understanding and leveraging economies of scale is essential for businesses aiming 

to grow and succeed in today's competitive market environment. 
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4.2.3 Economies of Scale: Internal and External Economies 

Economies of scale refer to the cost advantages that businesses obtain due to their 

scale of operation, with cost per unit of output decreasing as the scale of production 

increases. Economies of scale are generally categorized into internal and external 

economies. 

1. Internal Economies of Scale 

Internal economies of scale are cost savings that accrue to a firm independently of 

what happens to the industry or market in which it operates. These economies arise 

from within the firm as it expands its production scale. 

Types of Internal Economies of Scale: 

1. Technical Economies: 

o Increased Efficiency: Larger firms can use more efficient and 

advanced machinery and technology, leading to higher productivity. 

o Specialization: Increased scale allows for greater specialization of 

labor and machinery, improving efficiency and output quality. 

2. Managerial Economies: 

o Specialized Management: Larger firms can afford to hire specialized 

managers for different functions (e.g., finance, marketing, production), 

improving decision-making and efficiency. 

o Administrative Efficiency: Spreading administrative costs over a 

larger output reduces the average cost. 

3. Financial Economies: 

o Access to Capital: Larger firms typically have better access to 

financial markets and can secure loans at lower interest rates due to 

their perceived lower risk. 

o Bulk Purchases: They can also negotiate better terms with suppliers 

due to bulk buying, reducing costs. 
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4. Marketing Economies: 

o Advertising Costs: Larger firms can spread their advertising and 

marketing costs over a larger output, reducing the per-unit cost of 

promotion. 

o Brand Recognition: Established brands benefit from higher 

recognition, reducing the need for extensive marketing. 

5. Risk-Bearing Economies: 

o Diversification: Larger firms can diversify their product lines and 

markets, reducing the risk of business fluctuations and ensuring more 

stable revenue streams. 

2. External Economies of Scale 

External economies of scale are cost savings that accrue to all firms within an 

industry as the industry grows, independent of the actions of individual firms. These 

economies arise from outside the firm, within the industry or economy. 

Types of External Economies of Scale: 

1. Industry Infrastructure: 

o Shared Services: Growth of an industry can lead to the development 

of specialized services (e.g., transportation, logistics, 

telecommunications) that benefit all firms. 

o Supplier Networks: A robust network of suppliers and ancillary 

industries can reduce costs and improve efficiency for all firms in the 

industry. 

2. Labor Market Pooling: 

o Skilled Workforce: A growing industry attracts a larger pool of skilled 

workers, reducing hiring and training costs for firms. 

o Specialized Training: Educational institutions may offer specialized 

training programs tailored to the industry's needs, improving the quality 

of labor available. 

3. Technological Advancements: 
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o R&D Spillovers: Innovations and technological advancements in the 

industry can benefit all firms, as knowledge and best practices are 

shared. 

o Industry Standards: Establishing industry standards can reduce costs 

and improve compatibility and efficiency across the industry. 

4. Government Policies: 

o Subsidies and Grants: Government support in the form of subsidies, 

grants, and tax incentives can reduce costs for firms in a growing 

industry. 

o Regulatory Support: Favorable regulations and policies can improve 

the business environment and reduce compliance costs for all firms. 

Graphical Illustration 

To better understand the concept of economies of scale, let's illustrate the cost 

savings graphically. 

Internal Economies of Scale 

We'll show a firm's average cost (AC) curve decreasing as output increases due to 

internal economies of scale. 

External Economies of Scale 

We'll illustrate how the average cost curve for firms in an industry shifts downwards 

as the industry expands, indicating external economies of scale. 

It seems like I can’t do more advanced data analysis right now. Please try again 

later. 
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4.2.4 Explanation of Economies of Scale 

Internal Economies of Scale 

Internal economies of scale occur within a firm and lead to cost savings as the firm 

increases its output. Here are some key types: 

1. Technical Economies: Improved production techniques and technologies. 

2. Managerial Economies: Specialized management and administrative 

efficiencies. 

3. Financial Economies: Better access to finance and bulk purchasing. 

4. Marketing Economies: Reduced per-unit cost of marketing and brand 

recognition. 

5. Risk-Bearing Economies: Diversification of products and markets. 

External Economies of Scale 

External economies of scale occur within an industry and benefit all firms as the 

industry grows. Key types include: 

1. Industry Infrastructure: Development of shared services and supplier 

networks. 

2. Labor Market Pooling: Access to a larger pool of skilled workers. 

3. Technological Advancements: Innovations and R&D spillovers. 

4. Government Policies: Subsidies, grants, and favorable regulations. 

Conclusion 

Both internal and external economies of scale contribute to reduced costs and 

increased efficiency, but they operate at different levels—within individual firms and 

across entire industries, respectively. Understanding these concepts helps 

businesses strategize for growth and competitive advantage.  
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4.2.5 Internal and External Diseconomies & Producer’s Equilibrium 

Internal Diseconomies of Scale 

Internal diseconomies of scale occur when a firm grows too large and inefficiencies 

start to creep in, leading to an increase in the average cost of production per unit. 

Causes of Internal Diseconomies of Scale: 

1. Managerial Challenges: 

o Complexity: Larger firms have more complex structures which can 

lead to coordination problems. 

o Communication: Increased layers of management can cause delays 

and miscommunication. 

2. Worker Motivation: 

o Alienation: Workers may feel less motivated and more alienated in a 

larger firm, reducing productivity. 

o Supervision: More employees require more supervisors, leading to 

higher administrative costs. 

3. Operational Inefficiencies: 

o Resource Allocation: Difficulty in efficiently allocating resources as 

the firm grows. 

o Maintenance Costs: Higher maintenance and operational costs due to 

the increased scale of operations. 

4. Financial Strain: 

o Capital Costs: Larger firms may face higher capital costs as they 

expand, particularly if expansion is financed by debt. 

External Diseconomies of Scale 

External diseconomies of scale occur when the industry as a whole expands, leading 

to increased costs for all firms within the industry. 

 



   

165 PeriyarUniversity–PUCDOE|SelfLearningMaterial 

SEMESTER 1 PUCDOE-ONLINE-B.Com BUSINESS ECONOMICS 

 

 
 

 

Causes of External Diseconomies of Scale: 

1. Resource Scarcity: 

o Input Shortages: Increased demand for raw materials and other inputs 

can lead to shortages and higher prices. 

o Labor Shortages: As the industry grows, it may become difficult to find 

skilled labor, driving up wages. 

2. Environmental Impact: 

o Pollution: Expansion can lead to increased pollution and 

environmental degradation, resulting in higher regulatory and 

compliance costs. 

o Congestion: Overcrowding in industrial areas can lead to congestion 

and inefficiencies. 

3. Infrastructure Strain: 

o Transportation: Increased production can strain transportation 

networks, leading to delays and higher costs. 

o Utilities: Greater demand for utilities (e.g., water, electricity) can lead 

to higher prices and possible shortages. 

4.2.6 Producer’s Equilibrium 

Producer’s equilibrium is the point at which a firm maximizes its profit by producing 

the quantity of output where marginal cost (MC) equals marginal revenue (MR). This 

equilibrium ensures that the firm is operating efficiently and maximizing its profit 

given its cost structure and market conditions. 

Conditions for Producer’s Equilibrium: 

1. Marginal Cost Equals Marginal Revenue (MC = MR): 

o The firm is in equilibrium when the additional cost of producing one 

more unit (MC) is equal to the additional revenue gained from selling 

that unit (MR). 
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2. Rising Marginal Cost: 

o For the equilibrium to be stable, the MC curve must be rising at the 

point where it intersects the MR curve. This ensures that producing 

beyond this point would lead to higher costs than revenues. 

Graphical Representation: 

To illustrate these concepts graphically: 

1. Internal and External Diseconomies of Scale: 

o Internal Diseconomies: An upward-sloping average cost curve at 

higher output levels due to internal inefficiencies. 

o External Diseconomies: An upward shift in the industry’s average 

cost curve due to external factors like resource scarcity and 

environmental impact. 

2. Producer’s Equilibrium: 

o Equilibrium Point: The intersection of the MC and MR curves where 

MC = MR, indicating the profit-maximizing level of output. 

o Stability Condition: The MC curve is upward sloping at the equilibrium 

point, ensuring that costs rise faster than revenues beyond this point. 

Conclusion 

Understanding internal and external diseconomies of scale helps firms recognize the 

limits of growth and the potential inefficiencies that can arise from expanding too 

much. Producer’s equilibrium, on the other hand, ensures that firms produce at a 

level that maximizes profit, balancing production costs with revenue. These concepts 

are crucial for effective business strategy and economic efficiency. 

Let us sum up 

Economies of scale refer to the cost advantages that producers experience as 

their scale of production increases, leading to reduced average costs. These can be 

classified into internal and external economies. Internal economies arise from within 

the firm due to factors like improved managerial efficiency and technological 

advancements. External economies occur outside the firm, often industry-wide, such 
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as through the development of a skilled labor force or improved infrastructure. 

Conversely, diseconomies of scale result in increased average costs as production 

scales up, due to inefficiencies such as managerial difficulties or resource 

constraints, and can also be internal or external. Producer's equilibrium is achieved 

when a firm maximizes its profit by equating marginal cost to marginal revenue. In 

summary, understanding economies and diseconomies of scale, both internal and 

external, is crucial for producers to achieve optimal production efficiency and 

maintain equilibrium. 

4.2.7 Unit Summary 

The concept of production involves converting inputs into outputs, with 

production functions illustrating this relationship in either linear or non-linear forms. 

Linear functions imply a constant rate of input substitution, while non-linear functions 

suggest varying rates. Homogeneous production functions, where inputs can be 

scaled proportionately, lead to the law of variable proportion, which examines the 

impact of changing one input while keeping others constant, and the laws of returns 

to scale, which analyze the effects of proportionately scaling all inputs. The key 

difference is that the law of variable proportion focuses on individual input changes, 

whereas returns to scale consider simultaneous changes in all inputs. Economies of 

scale, categorized into internal (firm-specific) and external (industry-wide), reduce 

average costs with increased production, while diseconomies of scale, also internal 

or external, increase costs due to inefficiencies. Producer's equilibrium is achieved 

when a firm maximizes profit by equating marginal cost to marginal revenue. 

Understanding these concepts is essential for optimizing production efficiency and 

resource allocation, maintaining equilibrium, and leveraging economies of scale. 

4.2.8 Glossary 

Concept of Production: The process of transforming inputs (raw materials, labor, 

capital) into outputs (goods and services). 

Production Functions: Mathematical relationships that describe how different 

quantities of inputs result in different quantities of output. 
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Linear Production Functions: Production functions where inputs are substituted at 

a constant rate, indicating a constant return to each input. 

Non-Linear Production Functions: Production functions where the rate of input 

substitution varies, indicating variable returns to each input. 

Homogeneous Production Functions: Production functions where all inputs can 

be scaled proportionately, maintaining a constant rate of substitution. 

Law of Variable Proportion: This law states that when one input is varied while 

keeping others constant, the output will initially increase at an increasing rate, then at 

a decreasing rate, and finally, may decline. 

Laws of Returns to Scale: These laws describe how output changes when all 

inputs are scaled up proportionately. They can result in increasing returns to scale 

(output increases more than inputs), constant returns to scale (output increases 

proportionately with inputs), or decreasing returns to scale (output increases less 

than inputs). 

Difference between Laws of Variable Proportion and Returns to Scale: The law 

of variable proportion examines changes in output when one input is varied, while 

the laws of returns to scale consider changes in output when all inputs are varied 

proportionately. 

Economies of Scale: Cost advantages that a firm obtains due to expansion, leading 

to reduced average costs per unit of output. They can be internal (within the firm) or 

external (within the industry). 

Internal Economies of Scale: Cost savings that result from within the firm, such as 

improved managerial efficiency, better utilization of machinery, and bulk purchasing. 

External Economies of Scale: Cost savings that result from outside the firm, such 

as industry-wide improvements in infrastructure, availability of skilled labor, and 

technological advancements. 
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Internal Diseconomies of Scale: Increased per-unit costs that result from 

inefficiencies within the firm, such as management difficulties or overuse of 

resources. 

External Diseconomies of Scale: Increased per-unit costs that result from 

inefficiencies outside the firm, such as industry-wide congestion or depletion of 

resources. 

Producer’s Equilibrium: The point at which a firm maximizes its profit by equating 

marginal cost (MC) to marginal revenue (MR), ensuring no incentive to change the 

level of production. 

Check Your Progress 

1. What is the concept of production? 

o a) The process of selling goods and services 

o b) The process of transforming inputs into outputs 

o c) The process of consuming goods and services 

o d) The process of marketing goods and services 

2. What does a production function describe? 

o a) The relationship between the price and quantity of a product 

o b) The relationship between inputs and the resulting outputs 

o c) The relationship between costs and revenues 

o d) The relationship between supply and demand 

3. In a linear production function, how are inputs substituted? 

o a) At a varying rate 

o b) At a constant rate 

o c) Not substituted at all 

o d) None of the above 

4. What characterizes a non-linear production function? 

o a) Constant rate of input substitution 

o b) Varying rate of input substitution 

o c) No input substitution 

o d) Fixed input substitution 

5. What are homogeneous production functions? 
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o a) Functions where only one input changes 

o b) Functions where inputs are scaled proportionately 

o c) Functions where output does not change 

o d) Functions with no inputs 

6. What does the law of variable proportion state? 

o a) Output changes when all inputs are varied 

o b) Output remains constant when inputs change 

o c) Output changes when one input is varied while others are constant 

o d) None of the above 

7. What do the laws of returns to scale describe? 

o a) The effect on output when one input changes 

o b) The effect on output when all inputs change proportionately 

o c) The effect on costs when output changes 

o d) The effect on revenue when inputs change 

8. What is the key difference between the law of variable proportion and 

the laws of returns to scale? 

o a) Variable proportion focuses on one input; returns to scale focus on 

all inputs 

o b) Variable proportion focuses on all inputs; returns to scale focus on 

one input 

o c) Variable proportion deals with costs; returns to scale deal with 

revenue 

o d) There is no difference 

9. What are economies of scale? 

o a) Increases in average costs as production scales up 

o b) Reductions in average costs as production scales up 

o c) Increases in total costs regardless of production scale 

o d) No change in costs regardless of production scale 

10. What are internal economies of scale? 

o a) Cost savings from external factors 

o b) Cost savings from within the firm 

o c) Cost increases from internal inefficiencies 

o d) None of the above 

11. What are external economies of scale? 
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o a) Cost savings from within the firm 

o b) Cost savings from outside the firm 

o c) Cost increases from internal inefficiencies 

o d) None of the above 

12. What are internal diseconomies of scale? 

o a) Cost savings from external factors 

o b) Cost increases from inefficiencies within the firm 

o c) Cost savings from within the firm 

o d) None of the above 

13. What are external diseconomies of scale? 

o a) Cost increases from inefficiencies outside the firm 

o b) Cost savings from external factors 

o c) Cost increases from within the firm 

o d) None of the above 

14. What is producer’s equilibrium? 

o a) The point where total cost equals total revenue 

o b) The point where marginal cost equals marginal revenue 

o c) The point where average cost equals average revenue 

o d) The point where fixed cost equals variable cost 

Answers: 

1. b) The process of transforming inputs into outputs 

2. b) The relationship between inputs and the resulting outputs 

3. b) At a constant rate 

4. b) Varying rate of input substitution 

5. b) Functions where inputs are scaled proportionately 

6. c) Output changes when one input is varied while others are constant 

7. b) The effect on output when all inputs change proportionately 

8. a) Variable proportion focuses on one input; returns to scale focus on all 

inputs 

9. b) Reductions in average costs as production scales up 

10. b) Cost savings from within the firm 

11. b) Cost savings from outside the firm 
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12. b) Cost increases from inefficiencies within the firm 

13. a) Cost increases from inefficiencies outside the firm 

14. b) The point where marginal cost equals marginal revenue 

4.2.9 Self-Assignment Questions 

1. What is the definition of the concept of production, and why is it fundamental 

in economics? 

2. How does the concept of production relate to the overall economy? 

3. What are production functions, and how do they represent the relationship 

between inputs and outputs? 

4. How do linear and non-linear production functions differ in terms of input-

output relationships? 

5. What is producer’s equilibrium, and how is it determined? 

6. How does achieving producer’s equilibrium help in maximizing profit? 

7. How can understanding production functions and economies of scale help 

businesses in strategic planning? 

8. Discuss the practical challenges firms might face in achieving and 

maintaining producer’s equilibrium. 

4.2.10 Activities Assignment 

1. Concept of Production 

 Activity: Create a visual diagram illustrating the concept of production, 

including the inputs (e.g., raw materials, labor, capital) and the outputs (e.g., 

goods, services). Annotate the diagram to show how different inputs 

contribute to the production process. 

 Objective: To understand the components involved in production and how 

they interact to produce outputs. 

2. Production Functions 

 Activity: Develop a set of equations representing both linear and non-linear 

production functions. Use these equations to calculate the output for different 

levels of input and graph the results. 
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 Objective: To compare and contrast linear and non-linear production 

functions through practical examples. 

3. Linear and Non-Linear Production Functions 

 Activity: Conduct a case study analysis of two different industries—one 

where a linear production function is prevalent and one where a non-linear 

production function is more common. Prepare a report discussing the reasons 

for these differences and the implications for production management. 

 Objective: To understand how the nature of production functions varies 

across industries and the factors influencing these variations. 

4. Homogeneous Production Functions 

 Activity: Create a presentation explaining homogeneous production functions 

with examples from agriculture or manufacturing. Include graphical 

illustrations to show how proportional scaling of inputs affects output. 

 Objective: To demonstrate the concept of homogeneous production functions 

and their practical applications. 

5. Law of Variable Proportion 

 Activity: Design an experiment or simulation (e.g., using software like Excel 

or a physical setup) to illustrate the law of variable proportion. Document the 

stages of increasing, constant, and diminishing returns. 

 Objective: To visualize and comprehend the stages of the law of variable 

proportion in a controlled setting. 

6. Laws of Returns to Scale 

 Activity: Write a research paper on a company that has experienced different 

phases of returns to scale (increasing, constant, and decreasing). Analyze the 

factors contributing to each phase and the strategic decisions made by the 

company. 

 Objective: To apply theoretical knowledge of returns to scale to real-world 

business scenarios. 
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7. Difference between Laws of Variable Proportion and Returns to Scale 

 Activity: Create a comparative chart or table that highlights the differences 

between the law of variable proportion and the laws of returns to scale. 

Provide examples and scenarios where each applies. 

 Objective: To clearly differentiate between the two concepts and understand 

their distinct applications. 

8. Economies of Scale 

 Activity: Develop a business plan for a hypothetical company that aims to 

achieve economies of scale. Outline the strategies the company will use to 

reduce costs as production scales up. 

 Objective: To explore practical strategies for achieving economies of scale in 

a business context. 

9. Internal and External Economies 

 Activity: Conduct a group discussion or debate on the benefits and 

challenges of internal versus external economies of scale. Document the key 

points and conclusions reached. 

 Objective: To engage in critical thinking and discussion about the different 

types of economies of scale and their impacts. 

10. Internal and External Diseconomies 

 Activity: Analyze a case where a company or industry has faced internal or 

external diseconomies of scale. Write a report on the causes, effects, and 

possible solutions to these diseconomies. 

 Objective: To understand the negative aspects of scaling production and how 

to address them. 
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11. Producer’s Equilibrium 

 Activity: Use a simulation tool or software to model a firm’s production 

process and determine the producer’s equilibrium. Adjust variables such as 

input costs and output prices to see how they affect equilibrium. 

 Objective: To practically determine and understand the conditions for 

achieving producer’s equilibrium. 

12. Applications and Implications 

 Activity: Prepare a strategic plan for a business, incorporating knowledge of 

production functions, economies of scale, and producer’s equilibrium. Present 

the plan to a group and receive feedback. 

 Objective: To integrate theoretical concepts into a cohesive strategic plan 

and improve through feedback. 

These activities are designed to deepen your understanding of production concepts, 

functions, and the various economic principles related to production. By engaging in 

these practical and analytical exercises, you will gain a comprehensive 

understanding of how these concepts apply in real-world scenarios 
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4.2.12 E – Content Sources 

1. Concept of Production: 

o Explore Khan Academy's microeconomics section: Khan Academy 

Microeconomics 

2. Production Functions: Linear and Non-Linear Homogeneous Production 

Functions: 

o Investopedia's explanation of production functions: Investopedia - 

Production Functions 

o Boundless Economics overview: Boundless Economics - Production 

Function 

3. Law of Variable Proportion (Law of Diminishing Returns): 

o Economics Online's detailed article: Economics Online - Law of 

Diminishing Returns 

o Tutor2u Economics explanation: Tutor2u - Law of Diminishing Returns 

4. Producer's Equilibrium: 

o Khan Academy's Producer Equilibrium in Perfect Competition: Khan 

Academy - Producer Equilibrium 

These links should lead you directly to resources where you can explore each of the topics in 

detail. They are from reputable sources known for their educational content in economics and 

related fields. 
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SECTION: 5. Market Structure 

5.1 Definition and Meaning 

 Price refers to the amount of money (or sometimes other goods or services) 

that a buyer is willing to pay in exchange for a good or service. It is the result of the 

interaction between supply and demand in a market economy, reflecting the relative 

scarcity and utility (or value) of a product. 

Key Points about Price: 

1. Market Mechanism: Prices are determined through the interaction of supply 

and demand in competitive markets. When demand exceeds supply, prices 

tend to rise; when supply exceeds demand, prices tend to fall. 

2. Allocation of Resources: Prices serve as signals that guide producers and 

consumers in making decisions about what to produce and consume. Higher 

prices indicate scarcity or high demand, encouraging producers to increase 

production and consumers to conserve or seek alternatives. 

3. Income Distribution: Prices also influence income distribution by 

determining the revenues received by producers and the costs incurred by 

consumers. Producers earn revenue based on the prices they charge for their 

goods and services, while consumers allocate their income based on the 

prices they pay for goods and services they desire. 

4. Flexibility: Prices are flexible and adjust over time in response to changes in 

supply, demand, and other market conditions. This flexibility allows markets to 

reach equilibrium, where the quantity demanded equals the quantity supplied 

at a particular price level. 

5. Types of Prices: Prices can vary depending on the type of market structure 

(perfect competition, monopoly, oligopoly, etc.), the nature of the good or 

service (commodity, luxury item, necessity), and the presence of external 

factors such as government intervention or market regulations. 

6. Price Determination: Factors influencing price determination include 

production costs, technology, competition, consumer preferences, income 

levels, government policies (such as taxes and subsidies), and global 

economic conditions. 
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In essence, price is a dynamic economic variable that plays a crucial role in shaping 

market behavior, resource allocation, and economic efficiency. It is a reflection of the 

underlying forces of supply and demand, and understanding its role is essential for 

comprehending how markets function and how individuals and businesses make 

economic decisions 

5.1.2 Objectives related to price 

The objectives related to price in economics and business encompass various goals 

that producers, consumers, and policymakers aim to achieve through the 

determination and management of prices. Here are the key objectives associated 

with price: 

1. Profit Maximization: One of the primary objectives for producers is to set 

prices that maximize their profits. This involves determining the optimal price 

level where the difference between total revenue and total cost is maximized. 

Pricing strategies such as cost-plus pricing, competitive pricing, and value-

based pricing are used to achieve this objective. 

2. Revenue Maximization: In some cases, firms may prioritize maximizing 

revenue rather than profit, especially in situations where they aim to penetrate 

new markets, maintain market share, or achieve economies of scale. Pricing 

strategies like skimming pricing (setting high initial prices to maximize revenue 

from the most willing customers) or penetration pricing (setting low initial 

prices to attract a large number of customers quickly) may be employed. 

3. Market Share Growth: Setting competitive prices can be a strategic objective 

for firms seeking to increase their market share. By offering lower prices than 

competitors while maintaining profitability, firms can attract more customers 

and gain a larger portion of the market. 

4. Achieving Sales Targets: Prices are often set to achieve specific sales 

volume targets. This objective is common in industries where economies of 

scale are significant, and maintaining production levels is essential for cost 

efficiency. 
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5. Maintaining Price Stability: Stable prices help businesses and consumers 

plan their budgets and expenditures effectively. Price stability reduces 

uncertainty and contributes to economic stability within a market or industry. 

6. Consumer Surplus Maximization: From a consumer perspective, lower 

prices can increase consumer surplus—the difference between what 

consumers are willing to pay and what they actually pay. This objective is 

particularly relevant in markets where competition is strong and consumers 

benefit from lower prices. 

7. Fairness and Equity: Pricing policies may aim to ensure fairness and equity 

in the distribution of goods and services. This can involve pricing strategies 

that accommodate different income levels or socioeconomic groups, or pricing 

goods and services based on their essential nature. 

8. Regulatory Compliance: In regulated industries, such as utilities or 

pharmaceuticals, pricing objectives include compliance with government 

regulations regarding pricing practices, ensuring fair pricing, and preventing 

price gouging. 

9. Social Objectives: Prices can be used to achieve broader social objectives, 

such as promoting environmental sustainability, supporting local industries, or 

providing access to essential goods and services for disadvantaged 

populations. 

10. Competitive Positioning: Prices are often used strategically to position 

products or services in relation to competitors. Premium pricing positions a 

product as a high-quality or luxury item, while discount pricing emphasizes 

value and affordability. 

In conclusion, the objectives related to pricing are multifaceted and depend on the 

specific goals of producers, consumers, and policymakers within the economic and 

business context. Effective pricing strategies often involve balancing these objectives 

to achieve sustainable profitability, market competitiveness, and social responsibility. 
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5.1.3 under perfect competition 

Under perfect competition, the determination of price and output is guided by the 

interaction of supply and demand within the market. Here’s how price and output are 

determined under perfect competition: 

1. Market Structure: Perfect competition is characterized by a large number of small 

firms producing homogeneous (identical) products. Each firm in the market is a price 

taker, meaning it cannot influence the market price but can only adjust its own output 

based on market conditions. 

2. Demand and Supply: 

 Demand: The market demand curve represents the aggregate quantity of a 

good or service that consumers are willing and able to purchase at different 

prices. It slopes downwards, indicating that as the price decreases, the 

quantity demanded increases. 

 Supply: The market supply curve represents the aggregate quantity of a good 

or service that producers are willing and able to offer for sale at different 

prices. It slopes upwards, indicating that as the price increases, the quantity 

supplied by producers also increases. 

3. Equilibrium Price and Output: 

 Price Determination: The equilibrium price in a perfectly competitive market 

is determined at the intersection of the market demand curve and the market 

supply curve. This price is where the quantity demanded equals the quantity 

supplied. 

 Output Determination: At the equilibrium price, each firm in perfect 

competition produces at the output level where its marginal cost (MC) equals 

the market price (P). This is because firms aim to maximize profit, and 

producing beyond this point would lead to higher costs than revenue earned 

from selling additional units. 
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4. Long-Run Adjustment: 

 In the long run, firms in perfect competition can enter or exit the market. If 

firms are making economic profits (where price exceeds average total cost), 

new firms will be attracted to the industry, increasing supply and causing the 

price to decrease until profits are eliminated. 

 Conversely, if firms are experiencing losses (where price is below average 

total cost), some firms will exit the market, reducing supply and causing the 

price to increase until losses are minimized or eliminated. 

5. Efficiency: Perfect competition is considered efficient in terms of both allocative 

efficiency and productive efficiency: 

 Allocative Efficiency: In the long run, resources are allocated efficiently 

because price equals marginal cost, ensuring that goods are produced up to 

the point where their marginal benefit equals their marginal cost. 

 Productive Efficiency: Firms in perfect competition produce at the lowest 

possible average cost (minimum efficient scale), achieving productive 

efficiency. 

6. Price Stability: Under perfect competition, prices tend to be stable in the long run 

due to the ease of entry and exit of firms. If prices were to deviate from equilibrium, 

market forces (entry or exit of firms) would adjust supply, bringing prices back to 

equilibrium. 

7. Assumptions and Real-World Considerations: 

 Perfect competition assumes perfect information, homogeneous products, 

free entry and exit, and no externalities. In reality, few markets perfectly fit 

these assumptions, but the model serves as a benchmark for understanding 

competitive markets. 

In summary, under perfect competition, prices and output levels are determined 

through the interaction of supply and demand, leading to an equilibrium where firms 

produce at the lowest possible cost and prices reflect the marginal cost of 
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production. This model highlights efficiency and price stability as key outcomes in 

competitive markets. 

5.1.4 Determination of prices  

The determination of prices in the short run and long run differs significantly due to 

the flexibility of factors of production and the ability of firms to adjust their operations 

over time. Here’s a detailed look at how prices are determined in both the short 

period and long period: 

1. Short Run Price Determination: 

 Fixed Factors of Production: In the short run, at least one factor of 

production (often capital) is fixed and cannot be adjusted. This limitation 

means that firms cannot immediately change their production capacity or 

adjust to changes in demand by varying all factors of production. 

 Price Rigidity: Prices in the short run can be sticky or inflexible due to fixed 

costs and limited ability to adjust production quickly. Firms may face 

constraints such as contractual obligations, existing capital equipment, and 

labor agreements that prevent immediate adjustments in response to changes 

in demand or input costs. 

 Supply and Demand Interaction: Short-run price determination relies 

heavily on the interaction of supply and demand within the market. If demand 

increases relative to supply in the short run, prices may rise because firms are 

unable to increase production capacity quickly enough to meet the higher 

demand. Conversely, if demand decreases, prices may fall as firms struggle 

to adjust production downward without immediately reducing fixed costs. 

 Example: During a sudden surge in demand for smartphones, manufacturers 

in the short run may face constraints in ramping up production due to fixed 

factory capacities and limited availability of skilled labor, leading to temporary 

price increases until supply can catch up with demand. 
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2. Long Run Price Determination: 

 Flexibility of Factors: In the long run, all factors of production are variable. 

Firms have the ability to adjust their production capacities, adopt new 

technologies, enter or exit the market, and adjust workforce levels according 

to changing market conditions. 

 Perfect Competition Assumptions: Long-run price determination in 

perfectly competitive markets assumes firms can enter or exit the industry 

freely in response to profit opportunities. If firms are earning economic profits 

in the long run (where price exceeds average total cost), new firms will enter 

the market, increasing supply and causing prices to decrease until profits are 

normalized. 

 Market Equilibrium: In the long run, prices tend to settle at a level where 

firms in the industry earn zero economic profit (normal profit). This equilibrium 

condition ensures that resources are allocated efficiently across industries 

and that prices reflect the marginal cost of production for firms. 

 Example: In a competitive market for organic vegetables, if demand 

increases consistently over several years, existing producers may expand 

their operations, and new entrants may invest in organic farming. This 

increased supply over time would stabilize prices at a level where firms earn 

normal profits. 

Comparison: 

 Time Horizon: Short-run price determination focuses on the immediate 

adjustments firms can make given fixed factors of production, while long-run 

price determination considers the full adjustment process where all factors are 

variable. 

 Price Flexibility: Prices in the short run may be less responsive to changes 

in demand or supply due to fixed costs and capacity constraints. In contrast, 

long-run prices tend to be more flexible as firms can adjust production levels 

and expand or contract their operations over time. 

 Economic Efficiency: Short-run price determination may lead to temporary 

inefficiencies or price fluctuations due to fixed input constraints. Long-run 

price determination, under perfect competition, promotes economic efficiency 
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by ensuring prices align with marginal costs and resources are allocated 

optimally. 

In summary, short-run and long-run price determination reflect the dynamic nature of 

market adjustments over different time horizons. Understanding these concepts 

helps in analyzing how markets respond to changes in demand, input costs, and 

production capacities, and how firms optimize their operations to achieve profitability 

and efficiency. 

5.1.5 Objectives of Pricing Policy: 

1. Profit Maximization: One of the primary objectives of pricing policy is to 

maximize profits. This involves setting prices at levels that maximize the 

difference between total revenue and total costs. Pricing strategies like cost-

plus pricing, value-based pricing, and competitive pricing are employed to 

achieve this objective. 

2. Revenue Maximization: Some businesses may prioritize revenue 

maximization over profit maximization, especially in competitive markets or 

during the launch of new products. Strategies such as skimming pricing 

(setting high initial prices to maximize revenue from early adopters) or 

penetration pricing (setting low initial prices to gain market share quickly) can 

be used to achieve this objective. 

3. Market Share Goals: Pricing policies may aim to increase or maintain market 

share. Lowering prices can attract more customers and increase market 

penetration, particularly in price-sensitive markets. Businesses may 

strategically adjust prices to gain a larger share of the market relative to 

competitors. 

4. Survival in Competitive Markets: In competitive markets, pricing policies 

may focus on ensuring the survival of the business. Setting competitive prices 

helps businesses retain customers and compete effectively against rivals, 

especially in industries with low barriers to entry and numerous competitors. 

5. Enhancing Brand Image: Premium pricing strategies are often used to 

position products or services as high-quality or exclusive, thereby enhancing 
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brand image and perception among consumers. Luxury brands, for example, 

use higher prices to convey status and exclusivity. 

6. Achieving Operational Efficiency: Pricing policies can contribute to 

operational efficiency by optimizing capacity utilization and production 

planning. By aligning pricing with production costs and capacity constraints, 

businesses can minimize waste and improve resource allocation. 

7. Meeting Customer Expectations: Pricing policies are designed to meet 

customer expectations regarding value and affordability. Businesses may 

adjust prices based on customer feedback, market research, and changing 

consumer preferences to maintain customer loyalty and satisfaction. 

5.1.6 Importance of Pricing Policy: 

1. Revenue Generation: Effective pricing policies directly impact revenue 

generation by influencing sales volume and average transaction values. Well-

designed pricing strategies can lead to increased sales and profitability. 

2. Competitive Advantage: Pricing policies provide a competitive advantage by 

positioning products or services effectively in the market. Businesses that 

strategically price their offerings can differentiate themselves from competitors 

and attract target customers. 

3. Profitability Management: Pricing policies help businesses manage 

profitability by aligning prices with production costs, market demand, and 

competitive dynamics. This ensures that pricing decisions contribute positively 

to the bottom line. 

4. Market Positioning: Pricing policies contribute to market positioning by 

communicating value propositions to customers. Whether through premium 

pricing or competitive pricing, businesses can shape consumer perceptions 

and establish a distinct market position. 

5. Strategic Flexibility: Pricing policies offer strategic flexibility to respond to 

changes in market conditions, competitor actions, and customer preferences. 

Businesses can adapt pricing strategies to capitalize on opportunities and 

mitigate risks in dynamic market environments. 

6. Customer Relationships: Pricing policies influence customer relationships 

by affecting perceptions of value, fairness, and affordability. Transparent and 



   

187 PeriyarUniversity–PUCDOE|SelfLearningMaterial 

SEMESTER 1 PUCDOE-ONLINE-B.Com BUSINESS ECONOMICS 

 

 
 

 

consistent pricing enhances trust and loyalty among customers, fostering 

long-term relationships. 

7. Operational Efficiency: Effective pricing policies contribute to operational 

efficiency by optimizing resource allocation, production planning, and 

inventory management. Businesses can minimize costs and improve overall 

efficiency through well-executed pricing strategies. 

In conclusion, pricing policy plays a crucial role in achieving business objectives 

such as profitability, revenue growth, competitive advantage, and customer 

satisfaction. By aligning pricing strategies with specific goals and market conditions, 

businesses can enhance their market position, profitability, and long-term 

sustainability. 

5.1.7 Pricing methods and objectives  

Pricing methods and objectives are critical components of a business strategy aimed 

at achieving specific goals and maximizing profitability. Here's an exploration of 

various pricing methods along with their corresponding objectives: 

1. Pricing Methods: 

a. Cost-Plus Pricing: 

 Method: Cost-plus pricing involves adding a markup (profit margin) to the 

cost of production to determine the selling price. The markup covers both 

variable and fixed costs, along with desired profit. 

 Objective: The primary objective is to ensure that each unit sold contributes 

to covering all costs and generating a targeted profit margin. This method is 

straightforward and commonly used in manufacturing and retail industries. 

b. Competitive Pricing: 

 Method: Competitive pricing sets prices based on the prevailing market 

prices of similar products or services. The goal is to match or closely align 

with competitors' pricing to remain competitive. 
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 Objective: The objective is to maintain or gain market share by offering prices 

that are attractive relative to competitors. It helps businesses attract price-

sensitive customers and defend against competitive threats. 

c. Value-Based Pricing: 

 Method: Value-based pricing determines prices based on the perceived value 

of the product or service to the customer. It considers factors such as 

benefits, differentiation, and the willingness of customers to pay. 

 Objective: The objective is to capture the value that customers perceive in 

the product or service, thereby maximizing revenue and profitability. This 

method is effective in markets where products have unique features or strong 

brand equity. 

d. Skimming Pricing: 

 Method: Skimming pricing involves setting a high initial price for a new 

product or service and then gradually lowering it over time. This strategy 

targets early adopters and customers willing to pay a premium. 

 Objective: The objective is to maximize revenue in the early stages of a 

product's lifecycle when demand is relatively inelastic. It helps recover 

development costs quickly and establish a premium brand image. 

e. Penetration Pricing: 

 Method: Penetration pricing sets a low initial price to attract customers 

quickly and gain market share. The price may be adjusted upward once 

market penetration goals are achieved. 

 Objective: The objective is to stimulate rapid sales growth, achieve 

economies of scale, and deter potential competitors by building a large 

customer base. It is often used in competitive markets or when introducing 

new products. 
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f. Psychological Pricing: 

 Method: Psychological pricing sets prices to influence consumer perception 

and behavior. It involves using pricing tactics such as charm pricing (e.g., 

$9.99 instead of $10) or prestige pricing (setting higher prices to convey 

exclusivity). 

 Objective: The objective is to enhance the perceived value of the product or 

service, create a favorable impression, and increase sales volume. This 

method leverages consumer psychology to maximize profitability. 

2. Objectives of Pricing: 

a. Profit Maximization: 

 Pricing objectives often revolve around maximizing profit margins by setting 

prices that cover costs and generate a desired level of profit. Methods like 

cost-plus pricing and value-based pricing are commonly aligned with this 

objective. 

b. Revenue Growth: 

 Pricing strategies aimed at maximizing revenue growth focus on increasing 

sales volume or average transaction value. Methods such as skimming pricing 

(for initial revenue boost) or penetration pricing (for market expansion) support 

this objective. 

c. Market Share Expansion: 

 Businesses may prioritize gaining or maintaining market share through 

competitive pricing strategies. Penetration pricing and competitive pricing 

methods are instrumental in attracting price-sensitive customers and 

competing effectively. 

d. Customer Retention and Loyalty: 

 Pricing strategies can aim to build customer loyalty by offering competitive 

prices or value-based pricing that aligns with customer expectations. 
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Customer retention objectives focus on maintaining long-term relationships 

and repeat business. 

e. Brand Positioning and Image: 

 Pricing can contribute to shaping brand perception and positioning in the 

market. Strategies like prestige pricing help establish a brand as high-quality 

or exclusive, enhancing brand equity and customer perception. 

f. Operational Efficiency: 

 Effective pricing policies contribute to operational efficiency by optimizing 

production planning, inventory management, and resource allocation. Cost-

plus pricing ensures that prices cover production costs, supporting efficiency 

objectives. 

g. Competitive Advantage: 

 Pricing objectives often include gaining a competitive advantage by offering 

prices that differentiate the business from competitors. Value-based pricing 

and unique pricing methods support differentiation strategies. 

In conclusion, pricing methods and objectives are interconnected elements of 

strategic pricing decisions aimed at achieving specific business goals. By selecting 

appropriate pricing methods and aligning them with clear objectives, businesses can 

optimize profitability, enhance market position, and sustain competitive advantage in 

dynamic market environments. 

Let us Sum up 

Price and output determination under perfect competition involve firms setting 

prices equal to marginal costs, ensuring optimal allocation of resources. In the short 

period, prices are determined by the interaction of demand and supply, with firms 

adjusting output based on fixed capacities. In the long period, prices stabilize as 

firms enter or exit the market, equalizing economic profits to zero. The objectives of 

pricing policy include profit maximization, market share growth, and competitive 
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positioning, highlighting the strategic importance of pricing decisions. Various pricing 

methods, such as cost-based, competition-based, and value-based pricing, are 

employed to achieve these objectives. Price determination under monopoly differs 

significantly, as a single firm influences market prices, often leading to higher prices 

and reduced output compared to perfect competition. Monopolistic competition 

features firms with some pricing power due to product differentiation, achieving 

equilibrium where marginal cost equals marginal revenue. In oligopoly, characterized 

by a few dominant firms, the kinked demand curve theory suggests price stability 

despite changes in cost or demand, due to the interdependent nature of firms' pricing 

strategies. 

Check Your Progress 

1. Under perfect competition, the price is determined by: 

 a) The government 

 b) Individual firms 

 c) The interaction of market demand and supply 

 d) A cartel agreement 

2. In the short period, firms in a perfectly competitive market will: 

 a) Adjust output to maximize profit based on fixed factors 

 b) Change all factors of production to maximize profit 

 c) Exit the market immediately if they incur losses 

 d) Keep prices constant regardless of demand changes 

3.  In the long period under perfect competition: 

 a) Firms can make abnormal profits indefinitely 

 b) Firms enter and exit the market until economic profits are zero 

 c) Prices are controlled by a few dominant firms 

 d) Product differentiation is key to pricing strategy 

4. The main objective of a pricing policy is to: 
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 a) Maximize production 

 b) Minimize costs 

 c) Achieve business goals such as profit maximization and market share 

growth 

 d) Ensure government regulation compliance 

5. A cost-based pricing method involves: 

 a) Setting prices based on competitors' prices 

 b) Determining prices based on the perceived value to customers 

 c) Adding a markup to the cost of production 

 d) Adjusting prices frequently to match market demand 

6. Which of the following is not an objective of pricing policy? 

 a) Profit maximization 

 b) Market penetration 

 c) Brand recognition 

 d) Increasing production costs 

7. Price discrimination is a practice where: 

 a) A firm charges different prices to different customers for the same product 

 b) Prices are set solely based on the cost of production 

 c) Firms in a perfect competition market change prices frequently 

 d) Government sets different prices for different regions 

8. In a monopoly, price and output are determined by: 

 a) Market demand alone 

 b) The monopolist, who sets prices where marginal revenue equals marginal 

cost 

 c) A competitive bidding process 

 d) Industry-wide negotiations 

9. Which type of monopoly is created by government intervention? 



   

193 PeriyarUniversity–PUCDOE|SelfLearningMaterial 

SEMESTER 1 PUCDOE-ONLINE-B.Com BUSINESS ECONOMICS 

 

 
 

 

 a) Natural monopoly 

 b) Legal monopoly 

 c) Technological monopoly 

 d) Geographic monopoly 

10.  Monopolistic competition is characterized by: 

 a) A single firm dominating the market 

 b) Many firms producing identical products 

 c) Many firms producing differentiated products 

 d) Few firms with significant market power 

Answer Key: 

1. c) The interaction of market demand and supply 

2. a) Adjust output to maximize profit based on fixed factors 

3. b) Firms enter and exit the market until economic profits are zero 

4. c) Achieve business goals such as profit maximization and market share 

growth 

5. c) Adding a markup to the cost of production 

6. d) Increasing production costs 

7. a) A firm charges different prices to different customers for the same product 

8. b) The monopolist, who sets prices where marginal revenue equals marginal 

cost 

9. b) Legal monopoly 

10. c) Many firms producing differentiated product 

5.2 Monopoly: 

 Definition: A monopoly exists when a single firm dominates the entire market 

for a specific product or service, allowing it to set prices and output levels 

without competition. 

 Characteristics: 

o Single Seller: There is only one producer or seller in the market. 

o Unique Product: The monopolist typically sells a unique product with 

no close substitutes. 
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o Market Power: The monopolist has significant control over prices and 

can restrict output to maximize profits. 

o Barriers to Entry: Barriers such as high initial costs, patents, control 

over scarce resources, or government regulations prevent or deter 

potential competitors from entering the market. 

5.2.1Types of Monopoly: 

1. Natural Monopoly: Occurs when economies of scale lead to lower average 

costs as production increases. For example, utilities like water and electricity 

distribution often exhibit natural monopoly characteristics due to high fixed 

costs and infrastructure requirements. 

2. Legal Monopoly: Arises from government-granted exclusive rights or 

patents. Pharmaceutical companies, for instance, may hold patents that 

prevent competitors from producing identical drugs for a specified period. 

3. Technological Monopoly: Occurs when a firm achieves monopoly status 

through technological superiority or innovation that gives it a significant 

competitive edge. This type can be temporary until competitors catch up or 

introduce alternative technologies. 

5.2.2 Objectives of Monopoly: 

Objectives: 

1. Profit Maximization: Like firms in other market structures, monopolies aim to 

maximize profit. They do this by producing the quantity where marginal cost 

(MC) equals marginal revenue (MR), and then setting a price based on the 

demand for their product. 

2. Market Power: Monopolies seek to establish and maintain significant market 

power, allowing them to dominate their industry without competition. This 

market power enables them to influence prices and control the market to their 

advantage. 

3. Economies of Scale: Many monopolies benefit from economies of scale, 

which are cost advantages that result from large-scale production. By 
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operating on a large scale, monopolies can produce goods or services more 

efficiently, reducing average costs and potentially increasing profits. 

4. Research and Development (R&D): Some monopolies invest heavily in 

research and development (R&D) to innovate and improve their products or 

services. This helps them maintain their competitive edge, expand their 

market reach, and potentially discover new revenue streams. 

5. Long-Term Sustainability: Monopolies aim to maintain their dominance in 

the market over the long term. This involves strategic planning, investments in 

infrastructure and technology, and adapting to changes in consumer 

preferences and market conditions. 

5.2.3 Functions of Monopoly: 

1. Price Setting: Monopolies have the ability to set prices based on their 

assessment of consumer demand and their cost structure. They often choose 

prices that maximize their profits, which may be higher than what would 

prevail in a competitive market. 

2. Output Decision: Monopolies decide on the quantity of goods or services to 

produce in order to maximize profit. This decision is influenced by factors 

such as production costs, demand elasticity, and market conditions. 

3. Innovation: Monopolies may invest in innovation to develop new products, 

improve existing ones, or create more efficient production methods. 

Innovation helps monopolies stay ahead of potential competitors and maintain 

their market dominance. 

4. Resource Allocation: Monopolies allocate resources towards production, 

marketing, research, and development in a manner that maximizes their 

profitability and market position. This includes decisions on capital 

investments, workforce management, and strategic partnerships. 

5. Market Expansion: Some monopolies focus on expanding their market reach 

by entering new geographic regions or diversifying their product offerings. 

This expansion strategy aims to increase revenue streams and reduce 

dependency on a single market segment. 

6. Regulatory Compliance: Monopolies must comply with regulatory 

requirements imposed by governments or regulatory bodies. This includes 
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antitrust laws, consumer protection regulations, environmental standards, and 

industry-specific regulations. 

7. Public Relations and Stakeholder Management: Monopolies manage 

relationships with stakeholders such as consumers, employees, shareholders, 

and communities. This involves maintaining a positive public image, 

addressing concerns, and engaging in corporate social responsibility 

initiatives. 

In summary, monopolies pursue objectives such as profit maximization, market 

dominance, economies of scale, and long-term sustainability. Their functions include 

setting prices, determining output levels, investing in innovation, expanding markets, 

complying with regulations, and managing stakeholder relations. While monopolies 

can bring efficiency and innovation, they also raise concerns about market power, 

consumer choice, and potential negative impacts on competition and societal 

welfare. 

5.2.4 Price Discrimination: 

 Definition: Price discrimination is the practice of charging different prices to 

different customers for the same good or service, based on their willingness to 

pay, location, time of purchase, or other factors. 

 Types of Price Discrimination: 

o First-Degree Price Discrimination (Perfect Price Discrimination): 

Charging each customer the maximum price they are willing to pay. 

This requires detailed information about each customer's willingness to 

pay and is rarely achievable in practice. 

o Second-Degree Price Discrimination: Involves charging different 

prices based on quantity or volume of purchases. For example, bulk 

discounts or quantity-based pricing strategies. 

o Third-Degree Price Discrimination: Segments customers into 

different groups based on factors like age, income, location, or demand 

elasticity, then charges different prices to each segment. Common 

examples include student discounts, senior citizen rates, or regional 

pricing variations. 
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5.2.5 Price Determination under Monopoly 

Price determination under monopoly differs significantly from that under competitive 

markets. In a monopoly, there is a single seller or producer of a good or service, 

which gives the monopolist significant market power to set prices. Here’s how price 

determination works under monopoly: 

1. Demand Curve: 

 The monopolist faces the market demand curve as its own demand curve. 

Unlike in competitive markets where firms are price takers, the monopolist has 

the ability to influence prices by adjusting its output. 

2. Marginal Revenue (MR) and Marginal Cost (MC): 

 To determine the profit-maximizing level of output and price, the monopolist 

compares its marginal revenue (MR) with its marginal cost (MC). 

 Marginal Revenue (MR): The revenue gained from selling one additional unit 

of output. In monopoly, because the firm can only sell more output by lowering 

the price on all units sold, marginal revenue is less than the price. 

 Marginal Cost (MC): The cost of producing one additional unit of output. The 

profit-maximizing level of output occurs where MR equals MC. 

3. Profit Maximization: 

 The monopolist maximizes profit by producing at the level where MR equals 

MC. This is the point where the additional revenue from selling one more unit 

of the product (MR) equals the additional cost of producing that unit (MC). 

 If MR > MC, the monopolist should increase production to increase profit. 

 If MR < MC, the monopolist should decrease production to increase profit. 

 The corresponding price is then determined by the demand curve at the 

quantity where MR = MC. 

4. Price Determination: 
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 Once the monopolist determines the profit-maximizing quantity of output, it 

sets the price based on the demand curve. The price charged by the 

monopolist is typically higher than the marginal cost of production because 

the demand curve shows the maximum price consumers are willing to pay at 

each quantity. 

 The monopolist chooses the price that will maximize its total profit, subject to 

the market demand and cost conditions it faces. 

5. Price and Output Levels: 

 Under monopoly, the price is generally higher and the quantity produced is 

lower compared to a competitive market. This is because monopolists restrict 

output to drive up prices and maximize their profit. 

 Monopolies may not produce at the lowest possible cost (like in competitive 

markets), leading to potential allocative inefficiency and a loss of consumer 

surplus. 

6. Critique and Implications: 

 Monopoly pricing can result in higher prices, lower output, and potential 

deadweight loss (a loss of economic efficiency) compared to competitive 

markets. 

 Consumers may face higher prices and reduced consumer surplus due to the 

monopolist’s ability to exercise market power. 

 Government regulation or antitrust measures may be necessary to prevent 

monopolistic exploitation and promote competition for the benefit of 

consumers and the economy. 

In summary, price determination under monopoly is driven by the monopolist’s ability 

to set prices based on its market power and the demand for its product. Unlike 

competitive markets where prices are determined by supply and demand forces, 

monopolies can influence prices and restrict output to maximize profits, potentially 

leading to less efficient market outcomes. 
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5.2.6 Price Discrimination in Monopolistic Competition: 

Price discrimination in monopolistic competition involves charging different prices to 

different customers for similar products based on their willingness to pay or other 

market segmentation factors. While monopolistic competition typically does not 

exhibit perfect price discrimination (where each customer pays exactly their 

willingness to pay), firms may engage in forms of price discrimination such as: 

1. Product Versioning: Offering different versions or packages of the same 

product at different price points to appeal to different segments of consumers. 

For example, software companies may offer basic, premium, and enterprise 

versions of their products. 

2. Discounts and Promotions: Providing discounts, coupons, or promotional 

offers to specific customer segments based on factors like loyalty, 

demographics, or purchasing behavior. 

3. Location-Based Pricing: Charging different prices for the same product in 

different geographical locations based on local demand and competition 

levels. 

4. Time-Based Pricing: Adjusting prices based on the time of purchase or 

seasonal demand fluctuations. 

5. Segmentation by Quality: Offering products with varying levels of quality or 

features at different price points to cater to different consumer preferences 

and willingness to pay. 

5.2.7 Equilibrium of Firm in Monopolistic Competition: 

The equilibrium of a firm in monopolistic competition is determined by balancing 

profit maximization with the characteristics of the market structure: 

1. Profit Maximization: Like in monopoly, firms in monopolistic competition aim 

to maximize profit by producing at the quantity where marginal cost (MC) 

equals marginal revenue (MR). 

2. Product Differentiation: Firms in monopolistic competition differentiate their 

products through branding, quality, design, or other features to create a 

perceived uniqueness or appeal compared to competitors. 
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3. Long-Run Equilibrium: In the long run, new firms can enter the market due 

to low barriers to entry, attracted by potential economic profits. This entry 

increases competition and reduces demand for existing firms’ products, 

causing demand and profits to decrease over time. 

4. Price and Output Decision: Firms in monopolistic competition often charge 

prices above their marginal costs due to the differentiation of their products. 

The price they charge reflects the perceived value or differentiation of their 

product in the eyes of consumers. 

5. Consumer Preferences and Demand: Equilibrium also depends on 

consumer preferences and demand elasticity. Firms adjust their pricing and 

product offerings based on consumer responses to maintain or increase 

market share. 

Implications: 

 Variety and Consumer Choice: Monopolistic competition encourages 

product diversity and innovation as firms differentiate their products to attract 

customers. 

 Efficiency Concerns: While monopolistic competition fosters innovation and 

variety, it may lead to allocative inefficiency as firms do not produce at 

minimum average cost like in perfect competition. 

 Market Dynamics: Entry and exit of firms in response to profits and losses 

drive market adjustments, influencing long-term equilibrium prices and 

outputs. 

In conclusion, monopolistic competition allows firms to differentiate their products to 

some extent, engaging in non-price competition while also influencing prices based 

on perceived product differentiation and consumer preferences. The equilibrium of a 

firm in this market structure balances profit maximization with market conditions and 

competition dynamics. 
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5.2.8 Oligopoly: Meaning and Features 

Oligopoly is a market structure characterized by a small number of large firms 

dominating the market for a particular product or service. Here are the key features 

of oligopoly: 

1. Few Large Firms: The market is dominated by a small number of firms, each 

of which is relatively large compared to the overall market size. These firms 

have a significant market share and influence over market outcomes. 

2. Interdependence: Firms in oligopoly are interdependent, meaning that the 

actions of one firm can have a direct impact on the others. This 

interdependence typically leads to strategic decision-making regarding 

pricing, output levels, marketing strategies, and product differentiation. 

3. Barriers to Entry: Oligopolistic markets often have high barriers to entry, 

which can include high initial investment costs, economies of scale, 

technological superiority, access to distribution channels, and legal barriers 

(such as patents or licenses). These barriers make it difficult for new firms to 

enter the market and compete effectively. 

4. Product Differentiation: Firms in oligopoly may engage in product 

differentiation strategies to distinguish their products from competitors. This 

can include branding, advertising, quality differentiation, innovation, and 

customer service. Product differentiation helps firms maintain loyal customer 

bases and reduce direct price competition. 

5. Non-Price Competition: Due to the interdependence and product 

differentiation, competition in oligopoly is often characterized by non-price 

competition. Firms compete through advertising campaigns, customer loyalty 

programs, product innovation, and improving service quality rather than solely 

relying on price adjustments. 

6. Collusion and Competition: Firms in oligopoly may engage in collusion, 

which involves agreements among competitors to coordinate actions such as 

setting prices, limiting production, or dividing market share. Collusion can lead 

to higher prices and reduced consumer welfare. However, firms also compete 

with each other to gain market share and increase profits, leading to dynamic 

competitive behavior. 
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5.2.9 Objectives of Firms in Oligopoly: 

1. Profit Maximization: Like in any market structure, firms in oligopoly aim to 

maximize profits by producing at the level where marginal cost equals 

marginal revenue (MC = MR). This involves setting prices and output levels 

that maximize the difference between total revenue and total cost. 

2. Market Share Leadership: Many firms in oligopoly strive to maintain or 

increase their market share to solidify their position in the market and gain 

competitive advantage over rivals. This can involve aggressive marketing, 

product differentiation, or strategic pricing. 

3. Cost Efficiency: Firms may focus on achieving cost efficiencies through 

economies of scale, technological advancements, or efficient production 

processes. Lower costs can lead to higher profitability and competitiveness in 

the oligopolistic market. 

4. Long-Term Sustainability: Firms often pursue strategies aimed at ensuring 

long-term sustainability and growth in the market. This can include 

investments in research and development, brand building, and customer 

loyalty programs. 

5. Strategic Behavior: Due to the interdependence among firms in oligopoly, 

strategic behavior is crucial. Firms may engage in strategic actions such as 

price leadership, collusion, or competitive pricing strategies to maintain or 

improve their market position. 

Types of Oligopoly: 

1. Collusive Oligopoly: Firms in collusive oligopoly may form agreements or 

alliances to coordinate their pricing, production levels, or market strategies. 

This can lead to stable prices and reduced competition among the firms 

involved. 

2. Non-Collusive Oligopoly: In non-collusive oligopoly, firms compete 

aggressively with each other without formal agreements. Competition may 

manifest through price wars, product differentiation, advertising campaigns, 

and other competitive tactics. 
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Advantages of Oligopoly: 

1. Economies of Scale: Large firms in oligopoly can benefit from economies of 

scale, which reduce average costs of production as output increases. This 

allows firms to achieve cost efficiencies and potentially offer lower prices to 

consumers. 

2. Innovation and Product Development: Firms in oligopoly often invest 

heavily in research and development (R&D) to innovate and differentiate their 

products. This fosters technological advancements and product improvements 

that benefit consumers. 

3. Consumer Choice: Oligopolistic markets often offer consumers a variety of 

choices and product options due to firms' efforts to differentiate their offerings. 

This promotes consumer welfare and satisfaction through diverse product 

ranges and quality options. 

4. Job Creation and Economic Growth: Large firms in oligopoly tend to 

employ a significant number of people, contributing to job creation and 

economic growth. They also generate revenue that supports further 

investment and development in the economy. 

5. Stability and Predictability: Oligopolistic markets can exhibit price stability 

and predictability compared to more volatile market structures. This can 

benefit both firms and consumers by reducing uncertainty and facilitating long-

term planning. 

6. Barriers to Entry: While a disadvantage for potential new entrants, barriers 

to entry in oligopoly can lead to sustained profitability for existing firms. This 

allows firms to recoup investments, innovate, and maintain competitive 

advantages over time. 

In conclusion, oligopoly is characterized by a small number of large firms with 

significant market power and interdependence. While it presents challenges such as 

potential for collusion and reduced consumer choice in some cases, oligopoly also 

offers advantages such as economies of scale, innovation, and market stability that 

contribute to economic development and consumer welfare. 
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5.2.10 Functions of oligopoly: 

In economics, oligopoly refers to a market structure dominated by a small number of 

large firms, each of which holds a substantial share of the market. These firms 

interact strategically due to their interdependence, leading to distinct functions within 

the market. Here are the key functions of oligopoly: 

1. Price and Output Determination: 

o One of the primary functions of firms in oligopoly is to determine prices 

and output levels. Unlike in perfect competition where firms are price 

takers, oligopolistic firms have the market power to influence prices. 

They engage in strategic decision-making regarding pricing strategies, 

such as price leadership, price matching, or non-price competition. 

2. Strategic Interactions: 

o Firms in oligopoly engage in strategic interactions with their 

competitors. These interactions include competitive strategies such as 

pricing decisions, advertising campaigns, product differentiation, and 

innovations. The strategic behavior is driven by the desire to maintain 

or increase market share, maximize profits, and respond to 

competitors' actions. 

3. Product Differentiation: 

o Oligopolistic firms often differentiate their products to create perceived 

uniqueness and capture market share. Product differentiation can 

occur through branding, quality improvements, technological 

innovations, customer service, and marketing strategies. This function 

helps firms attract loyal customers and reduce direct price competition. 

4. Collusion and Cartels: 

o In some cases, firms in oligopoly may collude or form cartels to 

coordinate their actions and jointly control prices, output levels, and 

market shares. Collusion allows firms to behave collectively as a 

monopoly, leading to stable prices and reduced competition within the 

market. However, collusion is often illegal and subject to antitrust 

regulations. 
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5. Non-Price Competition: 

o Due to the interdependence and differentiation strategies, oligopolistic 

firms often engage in non-price competition. This includes advertising 

campaigns, promotions, customer loyalty programs, and improvements 

in product quality or features. Non-price competition allows firms to 

attract customers without solely relying on lowering prices. 

6. Research and Development (R&D): 

o Firms in oligopoly frequently invest in research and development (R&D) 

to innovate and differentiate their products from competitors. R&D 

investments drive technological advancements, product improvements, 

and innovations that enhance market competitiveness and long-term 

profitability. 

7. Strategic Entry and Exit Decisions: 

o Oligopoly firms carefully consider entry and exit decisions in response 

to market conditions, changes in demand, or competitive pressures. 

Barriers to entry such as high capital requirements, economies of 

scale, patents, or regulatory hurdles influence firms' strategic decisions 

regarding market participation. 

8. Market Stability and Behavior Analysis: 

o Oligopoly contributes to market stability by moderating price 

fluctuations compared to more competitive markets. Firms monitor 

market behavior, analyze competitors' strategies, and adapt their own 

strategies to maintain market share and profitability over time. 

In summary, oligopoly functions involve strategic interactions among a small number 

of large firms that dominate the market. These functions include price and output 

determination, strategic competition, product differentiation, non-price competition, 

and sometimes collusion. Oligopolistic markets influence consumer choice, market 

dynamics, and economic outcomes due to the significant market power held by the 

participating firms. 
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5.2.11 Kinked Demand Curve in Oligopoly: 

The kinked demand curve is a theoretical concept used to explain price rigidity or 

stability in oligopolistic markets. Here’s how it works: 

 Assumption: The kinked demand curve theory assumes that rival firms in an 

oligopoly will respond differently to price changes. Specifically, they will match 

price decreases but not price increases by competitors. 

 Shape of the Curve: 

o The demand curve facing an oligopolistic firm is kinked at the current 

price level. Below the current price, the demand curve is relatively 

elastic (sensitive to price changes) because competitors will match any 

price decrease to prevent losing market share. 

o Above the current price, the demand curve is relatively inelastic (less 

sensitive to price changes) because competitors will not match a price 

increase, leading to a significant loss of market share for the firm if it 

raises prices. 

 Implications: 

o The kinked demand curve theory suggests that firms in oligopoly will 

tend to maintain prices at the current level due to the fear of losing 

market share if they raise prices and the expectation that competitors 

will match any price cuts. 

o This can result in price stability or rigidity in oligopolistic markets, where 

prices remain unchanged even in response to changes in costs or 

demand conditions. 

 Limitations: 

o Critics argue that the kinked demand curve theory oversimplifies the 

complex behavior of firms in oligopoly. In reality, firms may engage in 

various forms of strategic interaction beyond simple price adjustments, 

such as advertising wars, product innovation, and strategic alliances. 

o Empirical evidence supporting the kinked demand curve theory is 

limited, and real-world oligopolies often exhibit more dynamic pricing 

behavior influenced by multiple factors. 
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In summary, oligopoly is characterized by a small number of large firms with 

significant market power and interdependence. The kinked demand curve theory 

provides a theoretical explanation for price stability in oligopolistic markets, 

emphasizing the strategic interactions and competitive dynamics among firms in 

such markets 

Let us sum up 

In economic theory, different market structures—monopoly, monopolistic 

competition, and oligopoly—present distinct characteristics and strategies for price 

determination and market equilibrium. Monopoly, characterized by a single seller 

with significant market power, sets prices to maximize profit while facing no direct 

competition. Price discrimination may occur where the monopolist charges different 

prices to different customers based on their willingness to pay. Monopolistic 

competition features many firms with differentiated products, engaging in non-price 

competition like advertising, and achieving equilibrium where marginal cost equals 

marginal revenue. Oligopoly, marked by a small number of large firms, leads to 

strategic interactions and potential collusion, with the kinked demand curve theory 

explaining price stability amidst asymmetric responses to price changes. Each 

market structure influences market outcomes and consumer welfare differently, 

illustrating the complexities and strategic behaviors inherent in varying degrees of 

market competition. 

Check Your Progress 

1. What is a characteristic feature of a monopoly? 

o A) Many small firms 

o B) Identical products 

o C) Single seller 

o D) Perfectly elastic demand 

Answer: C) Single seller 

2. Which of the following is an example of a natural monopoly? 

o A) Mobile phone manufacturing 
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o B) Electricity distribution 

o C) Fast food chains 

o D) Clothing retail 

Answer: B) Electricity distribution 

3. Price discrimination in monopoly involves: 

o A) Charging the same price to all customers 

o B) Charging different prices based on costs 

o C) Charging different prices to maximize profit 

o D) Charging higher prices during sales 

Answer: C) Charging different prices to maximize profit 

4. In a monopoly, price is determined by: 

o A) Demand and supply forces 

o B) Marginal cost only 

o C) Marginal revenue equaling marginal cost 

o D) Government regulations 

Answer: C) Marginal revenue equaling marginal cost 

5. Which market structure features differentiated products and many 

firms? 

o A) Perfect competition 

o B) Monopoly 

o C) Oligopoly 

o D) Monopolistic competition 

Answer: D) Monopolistic competition 

6. Price discrimination in monopolistic competition is based on: 

o A) Differences in production costs 

o B) Government regulations 

o C) Consumer preferences 

o D) Identical products 
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Answer: C) Consumer preferences 

7. The equilibrium of a firm in monopolistic competition is achieved when: 

o A) Price equals marginal cost 

o B) Price equals average revenue 

o C) Marginal revenue equals marginal cost 

o D) Average revenue equals average cost 

Answer: C) Marginal revenue equals marginal cost 

8. Oligopoly is characterized by: 

o A) Many small firms 

o B) Identical products 

o C) Few large firms 

o D) Perfect competition 

Answer: C) Few large firms 

9. The kinked demand curve theory in oligopoly suggests: 

o A) Elastic demand at all prices 

o B) Inelastic demand at high prices 

o C) Price competition among firms 

o D) Stable prices despite cost changes 

Answer: D) Stable prices despite cost changes 

10. Which market structure exhibits the highest level of price competition? 

o A) Monopoly 

o B) Oligopoly 

o C) Monopolistic competition 

o D) Perfect competition 

Answer: D) Perfect competition 
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5.2.12 Unit Summary 

In the study of market structures, monopoly stands as a stark contrast to 

perfect competition, characterized by a single seller with significant market power, 

allowing it to dictate prices and quantities produced. Monopolies may arise due to 

control over essential resources, legal barriers, or technological dominance. Types of 

monopolies include natural monopolies (where economies of scale make it efficient 

for one firm to serve the entire market) and legal monopolies (granted through 

patents or copyrights). Price discrimination, a strategy employed by monopolies, 

involves charging different prices to different customer segments to maximize profits. 

Monopolistic competition, on the other hand, features many firms with differentiated 

products, engaging in non-price competition like advertising. Firms in this market 

structure aim for equilibrium where marginal cost equals marginal revenue, though 

they maintain some pricing power due to product differentiation. Oligopoly, 

characterized by a small number of large firms, leads to strategic interactions where 

firms may collude or compete aggressively, often illustrated by the kinked demand 

curve theory, which posits that rivals will match price decreases but not increases. 

Understanding these market dynamics is crucial for analyzing industry behaviors, 

consumer welfare, and regulatory policies aimed at fostering competition. 

5.2.13 Glossary 

Perfect Competition: 

 A market structure characterized by many small firms producing identical 

products, with ease of entry and exit, and no single firm influencing market 

price. 

Short Period Price Determination: 

 Refers to the adjustments made by firms in the short term to changes in 

demand or cost, considering fixed factors of production. 
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Long Period Price Determination: 

 Refers to the equilibrium price and output level achieved by firms in the long 

run, where all factors of production are variable and firms can enter or exit the 

market. 

Objectives of Pricing Policy: 

 Goals set by a firm regarding its pricing strategy, which may include profit 

maximization, revenue maximization, market share growth, or maintaining 

price stability. 

 Importance of Pricing Policy: 

 Signifies the strategic role pricing decisions play in achieving business 

objectives, influencing consumer behavior, and maintaining competitiveness 

in the market. 

 Pricing Methods: 

 Approaches used by firms to set prices, such as cost-based pricing (setting 

prices based on production costs), competition-based pricing (setting prices 

based on competitors' prices), and value-based pricing (setting prices based 

on perceived customer value). 

Price Determination under Monopoly: 

 The process by which a monopolist determines the price and quantity of 

output based on its market power, often setting price where marginal revenue 

equals marginal cost. 

 Types of Monopoly: 

 Includes natural monopoly (where one firm can serve the entire market at 

lower costs), legal monopoly (granted through patents or government 

regulation), and technological monopoly (based on exclusive control over 

technology). 
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  Price Discrimination: 

 Practice where a firm charges different prices to different customers for the 

same product or service, based on differences in willingness to pay or market 

segments. 

Monopolistic Competition: 

 Market structure characterized by many firms producing differentiated 

products, allowing each firm some pricing power due to perceived product 

differences. 

 Equilibrium of Firm in Monopolistic Competition: 

 Occurs when a firm maximizes profit by producing where marginal cost equals 

marginal revenue, maintaining long-term stability through product 

differentiation. 

Oligopoly: 

 Market structure dominated by a few large firms, often characterized by 

strategic interactions, interdependence among firms, and barriers to entry. 

Kinked Demand Curve: 

 Theory in oligopoly where firms face a demand curve with a kink at the current 

price, assuming rival firms will match price decreases but not increases, 

leading to price stability. 

5.2.14 Self – Assignment Questions 

1. Describe the characteristics of a perfectly competitive market. How does price 

and output determination occur in the short run and long run? 

2. Explain the significance of the equilibrium condition where price equals marginal 

cost in perfect competition. What role do entry and exit of firms play in achieving 

long-run equilibrium? 
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3. Define price discrimination and discuss the different types (first-degree, second-

degree, third-degree). Provide examples of each type. 

4. Evaluate the economic efficiency and fairness implications of price 

discrimination practices. When and why do firms engage in price discrimination? 

5. Compare and contrast short-period and long-period price determination in 

different market structures (perfect competition, monopoly, oligopoly, 

monopolistic competition). 

6. Discuss the factors that lead to adjustments in price and output in the short run 

versus the long run. How do firms respond to changes in market conditions over 

time? 

7. What are the objectives of pricing policy? Discuss the importance of aligning 

pricing strategies with business goals and market conditions. 

8. Analyze how pricing methods (cost-based, competition-based, value-based) 

contribute to achieving these objectives in different market environments. 

5.2.15 Activities Assignment:  

Part 1: Monopoly 

1. Case Study Analysis: 

o Choose a well-known monopoly in your region or globally (e.g., 

Google, Microsoft, a local utility company). Research and prepare a 

case study detailing: 

 The industry in which the monopoly operates. 

 Factors contributing to its monopoly status (e.g., barriers to 

entry, patents, economies of scale). 

 How the monopoly determines its pricing strategy and quantity 

of output. 

 The impact of the monopoly on consumers, competitors, and the 

market as a whole. 

2. Interactive Debate: 

o Organize a debate on the role of monopolies in the economy. Divide 

the class into teams representing different stakeholders (consumers, 

government regulators, business owners, economists). Discuss and 
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debate the advantages and disadvantages of monopolies, including 

their effects on innovation, consumer choice, and market efficiency. 

Part 2: Monopolistic Competition 

3. Market Simulation: 

o Conduct a simulation exercise where students create and operate firms 

in a monopolistically competitive market. Each student or group 

represents a firm that produces a differentiated product (e.g., fast food 

chain, smartphone brand). 

o Develop pricing strategies, marketing campaigns, and product 

differentiation tactics. Observe how firms adjust prices and outputs 

based on changes in consumer preferences and competitive actions. 

4. Analytical Essay: 

o Write an essay analyzing the equilibrium of a firm in monopolistic 

competition. Discuss: 

 How firms achieve long-run equilibrium through product 

differentiation and non-price competition. 

 The role of advertising and branding in monopolistically 

competitive markets. 

 Comparisons with perfect competition in terms of efficiency and 

consumer welfare. 

Part 3: Price Discrimination 

5. Research Presentation: 

o Prepare a research presentation on price discrimination practices in 

different market structures (monopoly and monopolistic competition). 

Include examples and case studies of: 

 First-degree, second-degree, and third-degree price 

discrimination. 

 The economic rationale behind each type of price discrimination. 

 Critiques and debates surrounding the fairness and efficiency of 

price discrimination practices. 
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Part 4: Oligopoly and the Kinked Demand Curve 

6. Group Project: 

o Form groups to research and create presentations on oligopoly in 

various industries (e.g., telecommunications, automotive, airlines). 

Each group should: 

 Describe the characteristics of oligopoly in their chosen industry 

(number of firms, market share distribution, barriers to entry). 

 Discuss strategic behaviors among oligopolistic firms, such as 

price leadership, collusion, and non-price competition. 

 Explain the kinked demand curve theory and its implications for 

price stability in oligopoly markets. Use graphs and examples to 

illustrate. 

Part 5: Integrated Analysis 

7. Integrated Case Study: 

o Analyze a real-world case study that involves elements of monopoly, 

monopolistic competition, oligopoly, price discrimination, and the 

kinked demand curve theory. Examples could include mergers 

between firms in oligopoly, pricing strategies in monopolistic 

competition, or antitrust cases against monopolies. 

o Write a comprehensive report or presentation summarizing the market 

structure, pricing strategies employed, economic impacts, and 

regulatory responses in the case study. 
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These references should provide a good starting point for understanding the various 

economic concepts discussed. You can visit the provided URLs for detailed 

explanations and further reading. 

 


