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Unit —1: Nature and scope of Managerial Economics; Managerial economists; role and
responsibilities; Fundamental economics concepts: incremental principle, opportunity cost principle,
discounting principle; factors of production.

Unit -11 Law of Demand, elasticity of demand, consumer equilibrium-utility and indifference curve
approach. Demand estimation and demand forecasting techniques.

unit - L Production Sfunctions: short run and long run; producer’s equilibrium, cost classifications;
cost curves: short run and long run; economic value analysis; law of variable proportions and law of
returns to scale; economies of scale; learning curve.

Unit-1V: Price determination and equilibrium of firm and industry under different market conditions:
Perfect competition, monopoly, monopolistic competition, and oligopoly. Managerial theories of firms;
pricing policies, practices, strategies and tactics in modern business world; Transfer pricing; Pricing
under risk and uncertainty; elements of factor pricing.

Short question

Unit | — Nature and Scope of Managerial Economics

What is Managerial Economics?

State the nature and scope of Managerial Economics.

Who is a managerial economist? What are their major responsibilities?
What is the incremental principle?

Explain the opportunity cost principle with an example.

What is the discounting principle?

What are the major factors of production?
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Unit Il — Demand Analysis

8. What is the Law of Demand?

9. What is elasticity of demand? Mention its major types.

10. What is consumer equilibrium?

11. Explain the utility approach to consumer equilibrium.

12. What is an indifference curve? State its main properties.

13. What is demand estimation?

14. What is demand forecasting? Mention any four forecasting techniques.

Unit 11l — Production and Cost Analysis



15. What is a production function? Distinguish between short-run and long-run production.
16. What is producer's equilibrium?

17. What are the different classifications of cost?

18. What are short-run and long-run cost curves?

19. Explain the Law of Variable Proportions.

20. What is the Law of Returns to Scale?

21. What are economies of scale? What is a learning curve?

Unit IV — Market Structure and Pricing

22. What is perfect competition? State its main features.

23. What is a monopoly? How is price determined under monopoly?
24. What is monopolistic competition?

25. What is oligopoly? Mention its major characteristics.

26. What are pricing policies, strategies and tactics?

27. What is transfer pricing? Why is it important for business firms?
28. What is factor pricing? Explain the basic elements of factor pricing.

Answer of short question

Unit | — Nature and Scope of Managerial Economics

1. What is Managerial Economics?
Managerial Economics is the application of economic theories and principles to solve business
problems and make effective managerial decisions.

2. State the nature and scope of Managerial Economics.
It is mainly practical and decision-oriented. Its scope includes demand analysis, production, cost,
pricing, market structure, profit management and risk analysis.

3. Who is a managerial economist? What are their major responsibilities?

A managerial economist is a professional who applies economic knowledge to business
decisions. Their responsibilities include demand forecasting, cost analysis, pricing decisions and
economic planning.

4. What is the incremental principle?
The incremental principle states that a decision should be taken by comparing the additional cost
with the additional revenue resulting from that decision.

5. Explain the opportunity cost principle with an example.
Opportunity cost is the value of the next best alternative that is sacrificed. For example, if a
building is used for a factory instead of renting it out, the lost rent is its opportunity cost.

6. What is the discounting principle?
The discounting principle states that future income or costs have a lower present value than the
same amount received or paid today.

7. What are the major factors of production?
The four major factors are land, labour, capital and entrepreneur.



Unit Il — Demand Analysis

8. What is the Law of Demand?
The Law of Demand states that, other things remaining constant, demand for a product decreases
when its price rises and increases when its price falls.

9. What is elasticity of demand? Mention its major types.
Elasticity of demand measures the responsiveness of demand to changes in price, income or
other factors. Its main types are price, income and cross elasticity.

10. What is consumer equilibrium?
Consumer equilibrium is a situation where a consumer gets maximum satisfaction from their
limited income at given prices.

11. Explain the utility approach to consumer equilibrium.

The utility approach explains consumer equilibrium through satisfaction obtained from
consuming goods. Equilibrium occurs when the consumer obtains maximum total utility from
available income.

12. What is an indifference curve? State its main properties.
An indifference curve shows different combinations of two goods that provide the consumer
with the same satisfaction. It is generally downward sloping and convex to the origin.

13. What is demand estimation?
Demand estimation is the process of determining the current demand for a product using factors
such as price, income, population and consumer preferences.

14. What is demand forecasting? Mention any four forecasting techniques.
Demand forecasting is the estimation of future demand for a product. Techniques include survey
method, expert opinion, market experiments and statistical methods.

Unit 111 — Production and Cost Analysis

15. What is a production function? Distinguish between short-run and long-run
production.

A production function shows the relationship between inputs and output. In the short run, some
factors are fixed; in the long run, all factors can be changed.

16. What is producer’s equilibrium?
Producer's equilibrium is the position where a firm achieves maximum profit or produces the
desired output at minimum cost.

17. What are the different classifications of cost?
Costs can be classified as fixed cost, variable cost, total cost, average cost and marginal cost.

18. What are short-run and long-run cost curves?
Short-run cost curves show the relationship between cost and output when some inputs are fixed.
Long-run cost curves show costs when all inputs are variable.

19. Explain the Law of Variable Proportions.
The law states that when more units of a variable factor are combined with fixed factors, total



output initially increases at an increasing rate, then at a decreasing rate, and eventually may
decline.

20. What is the Law of Returns to Scale?
The Law of Returns to Scale explains how output changes when all factors of production are
increased in the same proportion. Returns may be increasing, constant or decreasing.

21. What are economies of scale? What is a learning curve?

Economies of scale are cost advantages obtained when production increases. A learning curve
shows how the time or cost per unit decreases as workers gain experience and production
increases.

Unit IV — Market Structure and Pricing

22. What is perfect competition? State its main features.
Perfect competition is a market with many buyers and sellers selling identical products. Its main
features are free entry and exit, perfect information and price-taking firms.

23. What is a monopoly? How is price determined under monopoly?

A monopoly is a market where a single seller controls the supply of a product with no close
substitute. The monopolist determines output where marginal revenue equals marginal cost
and charges the corresponding market price.

24. What is monopolistic competition?
Monopolistic competition is a market with many sellers offering differentiated products. Firms
compete through price, quality, advertising and branding.

25. What is oligopoly? Mention its major characteristics.
Oligopoly is a market dominated by a few large firms. Its major features are few sellers,
interdependence, barriers to entry and strong competition.

26. What are pricing policies, strategies and tactics?

Pricing policy provides general guidelines for setting prices. Pricing strategies are planned
approaches such as penetration pricing and price skimming, while tactics are specific short-
term pricing actions.

27. What is transfer pricing? Why is it important for business firms?

Transfer pricing is the price charged for goods or services transferred between divisions or units
of the same organization. It helps in cost control, performance evaluation and profit
allocation.

28. What is factor pricing? Explain the basic elements of factor pricing.

Factor pricing means determining the rewards paid to factors of production. Rent is paid to land,
wages to labour, interest to capital and profit to the entrepreneur.

Long Question
Unit |

1. Define Managerial Economics and explain its nature, scope and importance in modern
business decision-making.



Who is a managerial economist? Explain the role, functions and responsibilities of a
managerial economist in a business organization.

Explain the fundamental economic principles used in managerial decision-making:
incremental principle, opportunity cost principle and discounting principle. Give suitable
examples.

What are the factors of production? Explain land, labour, capital and entrepreneur and
discuss their importance in the production process.

Unit 11

State and explain the Law of Demand. Discuss the determinants of demand and the
exceptions to the Law of Demand with suitable examples.

What is elasticity of demand? Explain its different types and methods of measuring price
elasticity of demand.

Explain the concept of consumer equilibrium using the utility approach and indifference
curve approach. Compare the two approaches.

What is demand forecasting? Explain the major techniques of demand estimation and
demand forecasting used by business firms.

Unit 111

9.

What is a production function? Explain short-run and long-run production functions and
discuss their importance in managerial decision-making.

10. Explain producer’s equilibrium. Discuss the conditions for achieving equilibrium using the

11.

12.

total revenue-total cost and marginal revenue-marginal cost approaches.

Explain the different classifications of costs and discuss short-run and long-run cost curves
with suitable diagrams.

Explain the Law of Variable Proportions and the Law of Returns to Scale. Also discuss
economies of scale and the learning curve.

Unit IV

13.

14.

15.

16.

Explain price and output determination under perfect competition and monopoly. Compare
the equilibrium conditions of a firm under both market structures.

Explain the features and price-output determination under monopolistic competition and
oligopoly. How do these market structures differ from perfect competition and monopoly?
Explain the major pricing policies, practices, strategies and tactics used by modern business
firms. Discuss transfer pricing and its importance.

Explain pricing under risk and uncertainty. Also discuss the basic elements of factor
pricing, including rent, wages, interest and profit.



Answer of long question

UNIT I

Q. 1. Define Managerial Economics and explain its nature, scope and importance in
modern business decision-making.

Ans. :- Introduction
Economics is concerned with the efficient use of scarce resources to satisfy unlimited human
wants. In business, managers have to make decisions regarding production, pricing, investment,

cost control, resource allocation and profit. Managerial Economics applies economic theories
and principles to these practical business problems.

Definition of Managerial Economics

Managerial Economics can be defined as the application of economic theories, principles and
analytical tools to solve business problems and assist managers in making rational
decisions.

In simple words, Managerial Economics tells a manager what to produce, how much to
produce, how to produce, for whom to produce and at what price to sell.

It is mainly based on microeconomics, but it also uses concepts from statistics, mathematics,
accounting, finance and management.

Nature of Managerial Economics
The main characteristics or nature of Managerial Economics are as follows:

1. Applied in Nature

Managerial Economics is an applied branch of economics. It applies economic theories to solve
actual business problems.

For example, the Law of Demand can help a manager understand how a change in price may
affect sales.

2. Microeconomic in Nature

Managerial Economics mainly deals with individual firms, consumers, products and markets.
Therefore, it is primarily microeconomic in nature.

3. Decision-Making Science

It provides tools and techniques that help managers make rational decisions concerning
production, pricing, investment and resource allocation.



4. Goal-Oriented

Managerial Economics helps firms achieve objectives such as:

Profit maximization
Cost minimization
Sales maximization
Market-share growth
Business expansion

5. Forward-Looking

Managers have to make decisions about the future. Therefore, Managerial Economics uses
demand forecasting, market forecasting and investment analysis to predict future conditions.

6. Interdisciplinary

Managerial Economics is related to several subjects, including:

Economics
Mathematics
Statistics
Accounting
Finance

Operations research
Management

7. Practical in Approach

It is not limited to theoretical concepts. It provides practical solutions to business problems.

Scope of Managerial Economics
The scope of Managerial Economics covers several important areas:

1. Demand Analysis and Forecasting

Managers need to know the present and future demand for their products. Demand analysis helps
understand the factors affecting demand, while forecasting estimates future demand.

2. Production Analysis

Production analysis helps managers determine the most efficient combination of inputs and the
appropriate level of output.

3. Cost Analysis

Managers study fixed costs, variable costs, average costs and marginal costs to control expenses
and improve profitability.



4. Pricing Decisions

Managerial Economics helps firms determine suitable prices based on demand, cost, competition
and market conditions.

5. Profit Management

Economic analysis helps managers estimate revenues and costs and develop strategies to
improve profits.

6. Market Structure Analysis
It studies different market structures such as:

Perfect competition
Monopoly

Monopolistic competition
Oligopoly

7. Capital and Investment Decisions

Managers use economic analysis to evaluate investment opportunities and select profitable
projects.

8. Risk and Uncertainty Analysis

Business decisions involve risk and uncertainty. Managerial Economics helps managers analyze
possible outcomes and select appropriate alternatives.

Importance in Modern Business Decision-Making
Managerial Economics is important because it:

1. Helps in rational decision-making by providing economic tools.

2. Improves resource allocation by helping firms use scarce resources efficiently.
3. Assists in pricing decisions by analyzing demand, cost and competition.

4. Helps forecast demand and plan future production.

5. Controls costs through systematic cost analysis.

6. Improves profitability by comparing costs and revenues.

7. Helps deal with competition by analyzing market structures.

8. Supports investment decisions by evaluating future returns and costs.

9. Helps manage risk and uncertainty in changing business environments.

10. Supports long-term planning and business growth.

Conclusion

Managerial Economics is an important tool for modern business management. It connects
economic theory with practical business decisions. By using demand analysis, production
analysis, cost analysis, pricing techniques and forecasting methods, managers can make
efficient, rational and profitable decisions.



Q. 2. Who is a managerial economist? Explain the role, functions and
responsibilities of a managerial economist in a business organization.

Ans. :- Introduction
Modern businesses operate in a complex economic environment. Changes in consumer demand,
competition, technology, government policies and economic conditions affect business decisions.

A managerial economist provides economic analysis and advice to management to deal with
these problems.

Meaning of Managerial Economist

A managerial economist is a professional who applies economic theories, principles, statistical
methods and analytical techniques to solve business problems and assist management in
decision-making.

The managerial economist acts as a link between economic theory and business practice.

Role of a Managerial Economist

The major role of a managerial economist is to provide useful economic information and advice
to management.

1. Demand Analysis and Forecasting
The managerial economist studies the demand for the firm's products and forecasts future sales.

For example, before increasing production, the economist may estimate whether future market
demand will increase.

2. Pricing Decisions
The economist studies:

e Cost of production
e Consumer demand
e Competitors' prices
e Market conditions

and advises management about appropriate pricing.

3. Cost Analysis

The managerial economist studies different costs and identifies opportunities for reducing
unnecessary expenditure.

4. Production Planning

The economist helps determine the appropriate level of production and efficient combination of
factors of production.



5. Profit Planning

The economist studies revenue and cost conditions and assists management in developing
strategies for improving profits.

6. Investment Decisions

A managerial economist evaluates investment opportunities and estimates their expected costs,
benefits and risks.

7. Market Research
The economist studies:

Consumer behavior
Competitors

Market trends
Industry conditions
Government policies

8. Risk Analysis

The economist helps management evaluate different possible outcomes and prepare for business
risks.

Functions of a Managerial Economist

The important functions include:

1. Economic Forecasting

Forecasting future trends in demand, prices, costs, interest rates and economic conditions.
2. Business Data Analysis

Collecting and analyzing economic and business information for management.
3. Demand Estimation

Estimating current demand and identifying factors affecting it.

4. Demand Forecasting

Predicting future sales and market demand.

5. Cost and Production Analysis

Studying production methods and cost structures to improve efficiency.

6. Pricing Analysis



Helping management determine suitable prices.

7. Policy Analysis

Studying the impact of government policies, taxation, inflation, interest rates and regulations on
the business.

Responsibilities of a Managerial Economist

A managerial economist has several responsibilities:

Provide accurate economic information.

Prepare economic forecasts.

Analyze business and market conditions.

Advise management on pricing.

Study competitors.

Analyze production and costs.

Evaluate investment opportunities.

Identify business risks.

Assist in long-term planning.

Maintain objectivity in providing economic advice.

Importance

A managerial economist helps management avoid decisions based only on guesswork. Economic
analysis provides a systematic basis for decision-making.

Conclusion

The managerial economist has an important advisory role in modern business organizations. By
analyzing economic conditions, demand, costs, competition and risks, the economist helps
management make informed, efficient and profitable decisions.

Q. 3. Explain the fundamental economic principles used in managerial
decision-making: incremental principle, opportunity cost principle and
discounting principle. Give suitable examples.

AnSs. :-Introduction

Business managers continuously make decisions involving scarce resources. They must compare
different alternatives and select the one that provides the greatest benefit. Three important
principles used in managerial decision-making are:

1. Incremental Principle
2. Opportunity Cost Principle
3. Discounting Principle



1. Incremental Principle

Meaning

The incremental principle states that a business decision should be based on the comparison of
additional revenue and additional cost resulting from that decision.

In simple terms:

Incremental Profit = Incremental Revenue — Incremental Cost

A decision is generally beneficial when:

Incremental Revenue > Incremental Cost

Example

Suppose a company receives a special order for 1,000 additional units.

Additional revenue = 1,00,000
Additional cost =Z70,000

Therefore:
Incremental Profit = %1,00,000 — 70,000 =X30,000

Since additional revenue is greater than additional cost, accepting the order may be beneficial,
provided there are no other relevant constraints.

Importance
The incremental principle helps managers:

Decide whether to accept additional orders.

Decide whether to increase production.

Evaluate expansion projects.

Compare alternative business decisions.

Determine whether additional expenditure is justified.

2. Opportunity Cost Principle

Meaning

Opportunity cost is the value of the next best alternative that is sacrificed when a particular
choice is made.

Resources such as land, labour, capital and time have alternative uses. When a firm chooses one
alternative, it gives up another.

Example



Suppose a company owns a building. It can either:

e Use the building for its own business, or
e Rent it out for 50,000 per month.

If the company uses the building for its own business, it sacrifices rental income of 350,000.
Therefore:

Opportunity Cost = 50,000 per month

Importance

Opportunity cost helps managers:

Compare alternative uses of resources.
Make better investment decisions.

Allocate scarce resources efficiently.
Evaluate the real cost of business decisions.

3. Discounting Principle

Meaning
The discounting principle is based on the concept of time value of money.

A sum of money available today is generally worth more than the same amount available in the
future because today's money can be invested and earn a return.

Therefore, future income and costs are converted into their present values before making long-
term decisions.

Formula
PV=FV/(+r)»
Where:

PV = Present Value
FV = Future Value

r = Discount Rate

n = Number of periods

Example
Suppose a company will receive X11,000 after one year and the discount rate is 10%.
PV =%11,000/1.10

PV =%10,000



Thus, 11,000 received after one year is equivalent to X10,000 today at a 10% discount rate.

Importance
The discounting principle is useful for:

Investment decisions

[ )

o Capital budgeting

e Project evaluation

e Loan decisions

e Long-term planning
Conclusion

The three principles provide a rational basis for managerial decisions. The incremental
principle compares additional benefits and costs, the opportunity cost principle considers
sacrificed alternatives, and the discounting principle considers the time value of money.
Together, they help managers use resources efficiently and make better business decisions.

Q. 4. What are the factors of production? Explain land, labour, capital and
entrepreneur and discuss their importance in the production process.

AnNs :- Introduction

Production means creating goods and services to satisfy human wants. Production requires
various resources. These resources are called factors of production.

Traditionally, there are four major factors of production:

1. Land
2. Labour
3. Capital

4. Entrepreneur

1. Land

Meaning

In economics, land refers to all natural resources used in production. It includes not only
physical land but also natural resources such as:

Water

Forests

Minerals

QOil

Natural gas
Agricultural resources



Characteristics

e lItisa gift of nature.

o Its total supply is relatively fixed.

e It has alternative uses.

o Its quality differs from place to place.
Reward

The reward for land is called rent.

Importance

Land provides the basic natural resources required for agriculture, manufacturing, construction
and other economic activities.

2. Labour

Meaning
Labour refers to the physical and mental effort of human beings used in production.
Examples include:

Factory workers
Engineers
Teachers
Doctors
Managers
Technicians

Characteristics

Labour is a human factor.

o Labour cannot be stored.

e Labour differs in skill and productivity.

e Labour is influenced by education, training and experience.
Reward

The reward for labour is called wages.

Importance

Labour operates machines, provides skills, performs managerial functions and contributes
directly to production.



3. Capital

Meaning
Capital refers to man-made resources used for further production.
Examples include:

Machinery

Buildings

Tools

Equipment

Vehicles

Production technology

Money itself is not normally considered capital in the economic sense unless it is used to acquire
productive resources.

Characteristics

e Capital is produced by human effort.

e Itincreases productive capacity.

e It can depreciate with use.

e It can be increased through investment.
Reward

The reward for capital is interest.

Importance
Capital helps businesses:

Increase production.
Introduce modern technology.
Improve productivity.

Reduce production time.
Expand business operations.

4. Entrepreneur

Meaning

An entrepreneur is the person who organizes and coordinates the other factors of production
and bears business risks.

Functions
The entrepreneur:

« Organizes resources.



Makes business decisions.

Takes risks.

Introduces innovations.

Plans production.

Coordinates different factors.

Searches for new business opportunities.

Reward
The reward of an entrepreneur is profit.
Importance

Without an entrepreneur, land, labour and capital may not be effectively coordinated. The
entrepreneur brings the factors together and converts resources into productive activity.

Importance of Factors of Production

The four factors are complementary.

Factor Main Function Reward
Land Provides natural resources Rent
Labour Provides human effort Wages
Capital Provides productive assets Interest

Entrepreneur Organizes and bears risk  Profit

Conclusion
Land, labour, capital and entrepreneur are the basic factors of production. Efficient coordination
of these factors is essential for increasing productivity, reducing costs, generating employment

and achieving economic growth. A successful business depends on the efficient combination
and utilization of all four factors.

UNIT Il

Q. 5. State and explain the Law of Demand. Discuss the determinants of demand
and the exceptions to the Law of Demand with suitable examples.

AnNs :- Introduction

Demand is one of the most important concepts in economics and business decision-making. A
firm needs to understand demand before deciding its production and pricing policies.

Meaning of Demand



Demand refers to the quantity of a commodity that consumers are willing and able to
purchase at different prices during a given period, other things remaining constant.

Demand requires:
1. Desire for the product.
2. Ability to pay.
3. Willingness to pay.

Law of Demand

The Law of Demand states:

Other things remaining constant, the quantity demanded of a commaodity varies inversely
with its price.

Therefore:

Price T — Quantity Demanded |
Price | — Quantity Demanded 1
Demand Schedule

Price Quantity Demanded

%10 20 units
38 30 units
36 40 units
¥4 50 units

The table shows that when price falls from 10 to %4, quantity demanded increases from 20 to 50
units.

Demand Curve

The demand curve generally slopes downward from left to right.

Price

Quantity
Demand

Reasons for the Downward-Sloping Demand Curve

1. Law of Diminishing Marginal Utility



As consumption increases, the additional satisfaction obtained from each additional unit
generally decreases.

2. Substitution Effect

When the price of a product falls, it becomes relatively cheaper compared with substitute goods.
3. Income Effect

A fall in price increases the consumer's real purchasing power.

4. Entry of New Consumers

A lower price may make the product affordable to more consumers.

Determinants of Demand

Demand is affected by several factors.

1. Price of the Commodity

Generally, demand falls when price rises and increases when price falls.

2. Income of Consumers

For normal goods, an increase in income generally increases demand.

3. Prices of Related Goods

Related goods include substitutes and complementary goods.

For example, tea and coffee may be substitutes, while cars and petrol are complementary goods.
4. Taste and Preferences

Changes in fashion, habits and consumer preferences can change demand.

5. Population

An increase in population generally increases market demand.

6. Advertising

Effective advertising can increase awareness and demand.

7. Expectations

If consumers expect prices to rise in the future, they may purchase more now.

8. Seasonal Factors



Demand for certain products changes with seasons. For example, demand for umbrellas may
increase during the rainy season.

Exceptions to the Law of Demand

In some special situations, demand may not move inversely with price.

1. Giffen Goods

In certain cases involving strongly inferior goods, an increase in price may lead to increased
demand.

2. Veblen or Prestige Goods

Some luxury goods are purchased partly because of their high price and prestige. A higher price
may increase their appeal.

3. Speculative Demand

If people expect prices to rise further, they may purchase more even when the current price is
increasing.

4. Expectations of Shortage
If consumers expect a product to become unavailable, they may buy more despite a rising price.

5. Emergency Situations

During emergencies or crises, people may purchase essential goods in larger quantities even
when prices rise.

Conclusion

The Law of Demand is a fundamental principle of economics. It helps businesses understand
consumer behavior and assists managers in making pricing, production and marketing decisions.
Although the law generally holds true, certain exceptional circumstances may cause demand to
behave differently.

6. What is elasticity of demand? Explain its different types and methods of
measuring price elasticity of demand.

Introduction

A change in price, income or the price of related goods can cause a change in demand. However,
the extent of change in demand differs from product to product. This responsiveness is measured
by elasticity of demand.

Meaning of Elasticity of Demand

Elasticity of demand refers to the degree of responsiveness of quantity demanded to a change
in one of its determinants.



Types of Elasticity of Demand

There are three major types:
1. Price Elasticity of Demand

Price elasticity measures the responsiveness of quantity demanded to a change in the price of the
same commodity.

Formula

Ep = Percentage change in quantity demanded / Percentage change in price
For example, if a 10% fall in price causes a 20% increase in quantity demanded:
Ep=20%/10% =2

Thus, demand is elastic.

Degrees of Price Elasticity

a. Perfectly Elastic Demand

A very small change in price causes an extremely large change in quantity demanded.
b. Perfectly Inelastic Demand

Quantity demanded does not change despite a change in price.

c. Relatively Elastic Demand

Percentage change in quantity demanded is greater than percentage change in price.
d. Relatively Inelastic Demand

Percentage change in quantity demanded is smaller than percentage change in price.
e. Unitary Elastic Demand

Percentage change in quantity demanded equals percentage change in price.

2. Income Elasticity of Demand

Income elasticity measures the responsiveness of demand to a change in consumer income.
Formula
Ey = Percentage change in quantity demanded / Percentage change in income

For normal goods, income elasticity is generally positive.



3. Cross Elasticity of Demand

Cross elasticity measures the responsiveness of demand for one commodity to a change in the
price of another commaodity.

Formula
Ec = Percentage change in demand for X / Percentage change in price of Y
For substitute goods, cross elasticity is generally positive.

For complementary goods, it is generally negative.

Methods of Measuring Price Elasticity

1. Percentage Method

Elasticity is calculated by comparing percentage changes in price and quantity demanded.
Ep = % Change in Quantity Demanded / % Change in Price
This is a commonly used method.

2. Total Expenditure Method

Under this method, elasticity is determined by observing the effect of a price change on total
expenditure.

Total Expenditure = Price x Quantity

o If price falls and total expenditure rises, demand is elastic.
o If price falls and total expenditure falls, demand is inelastic.
o If total expenditure remains unchanged, demand is unitary elastic.

3. Point Elasticity Method

This method measures elasticity at a particular point on the demand curve.
It is useful when a firm wants to measure elasticity at a specific price and quantity.

4. Arc Elasticity Method

Arc elasticity measures elasticity between two points on a demand curve.

It is useful when there is a significant change in price and quantity.

Importance of Elasticity of Demand

Elasticity is useful to business managers because it helps in:



Pricing decisions

Revenue forecasting
Production planning
Taxation analysis
Advertising decisions
Market analysis
International trade decisions
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Conclusion
Elasticity of demand is an important managerial tool. It helps firms understand how consumers

respond to changes in price, income and related goods and therefore supports better pricing,
production and marketing decisions.

Q. 7. Explain the concept of consumer equilibrium using the utility approach
and indifference curve approach. Compare the two approaches.

Ans :- Introduction

Consumers have unlimited wants but limited income. Therefore, they must allocate their income
among different goods to obtain maximum satisfaction. The situation in which the consumer gets
maximum possible satisfaction from available income is called consumer equilibrium.

There are two major approaches:

1. Utility approach
2. Indifference curve approach

A. Utility Approach

The utility approach is also known as the cardinal utility approach.

Meaning of Utility

Utility means the satisfaction obtained by a consumer from consuming a commaodity.
There are two important concepts:

Total Utility

Total utility is the total satisfaction obtained from consuming all units of a commodity.
Marginal Utility

Marginal utility is the additional satisfaction obtained from consuming one additional unit.
MU = Change in Total Utility / Change in Quantity

According to the Law of Diminishing Marginal Utility, marginal utility generally decreases as
consumption increases.



Consumer Equilibrium under Utility Approach

When a consumer purchases two commodities, equilibrium is reached when:

MUx/Px = MUy/Py

Where:
e MUx = Marginal utility of X
e MUy = Marginal utility of Y
e Px=Price of X
e Py=PriceofY

The consumer must also spend their available income within the budget constraint.

Example

Suppose:

MU of X/ Price of X =10

MU of Y / Price of Y =10

Since the marginal utility per rupee is equal, the consumer has no reason to shift expenditure

from one good to another, assuming other conditions remain unchanged.

B. Indifference Curve Approach

The indifference curve approach is also known as the ordinal utility approach.

An indifference curve represents different combinations of two goods that give the consumer the
same level of satisfaction.

Properties of Indifference Curves

They slope downward from left to right.

They are generally convex to the origin.

Two indifference curves cannot intersect.

A higher indifference curve represents a higher level of satisfaction.
They usually do not touch the axes in the standard two-good analysis.
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Budget Line

A budget line shows all combinations of two goods that a consumer can purchase with a given
income at given prices.

The consumer seeks to reach the highest possible indifference curve within the budget.

Consumer Equilibrium

Consumer equilibrium occurs where the budget line is tangent to the highest attainable
indifference curve.



At equilibrium:
MRSxy = Px/Py
Where:

e MRSxy = Marginal Rate of Substitution
e Px/Py = Ratio of prices

Comparison of the Two Approaches
Utility Approach Indifference Curve Approach

Also called cardinal approach ~ Also called ordinal approach

Utility is treated as measurable  Utility is ranked rather than measured
Uses marginal utility Uses marginal rate of substitution
Equilibrium: MUx/Px = MUy/Py Equilibrium: MRSxy = Px/Py
Relatively simple More analytical and realistic

Based on cardinal measurement Based on preference ranking

Advantages of Indifference Curve Approach
It is generally considered more realistic because consumers do not need to assign exact

numerical values to satisfaction. They only need to rank different combinations according to
preference.

Conclusion
Both approaches explain how consumers allocate limited income to maximize satisfaction. The

utility approach uses marginal utility, while the indifference curve approach uses consumer
preferences, budget constraints and marginal rate of substitution.

Q. 8. What is demand forecasting? Explain the major techniques of demand
estimation and demand forecasting used by business firms.

Ans :- Introduction
Business firms need information about future demand before making decisions concerning

production, inventory, finance, manpower and investment. Demand forecasting provides an
estimate of future demand.

Meaning of Demand Forecasting



Demand forecasting is the process of estimating the future demand for a product or service
for a specified period under given economic and market conditions.

For example, a company may forecast the demand for its product for the next year before
deciding how many units to produce.

Importance of Demand Forecasting

Demand forecasting is important for the following reasons:

1. Production Planning

It helps firms decide how much to produce.

2. Inventory Management

Forecasting prevents excessive inventory and stock shortages.

3. Financial Planning

It helps estimate future sales revenue and financial requirements.
4. Manpower Planning

The firm can determine future labour requirements.

5. Pricing Decisions

Expected demand helps managers decide suitable prices.

6. Investment Decisions

Firms can estimate whether expansion or new investment is justified.
7. Marketing Planning

Forecasts help firms plan advertising, sales promotion and distribution.

Major Techniques of Demand Estimation and Forecasting
1. Consumer Survey Method
Under this method, consumers are directly asked about their future purchasing intentions.

Advantages

e Provides direct information.
o  Useful for new products.
e Helps understand consumer preferences.

Limitations



e Consumers may not accurately predict future purchases.
e Surveys can be costly and time-consuming.

2. Expert Opinion Method

Under this method, forecasts are prepared using the opinions of experts, sales managers, industry
specialists and other knowledgeable persons.

It is useful when historical data are limited.

3. Delphi Method

The Delphi method involves obtaining forecasts from a group of experts independently. Their
opinions are collected and refined through several rounds until a reasonable consensus is
reached.

Advantage
It reduces the influence of one dominant expert.

4. Sales Force Opinion Method

Salespersons provide estimates of future sales based on their knowledge of customers and local
markets.

Salespersons are often close to customers and can provide useful market information.

5. Market Experiment Method

Under this method, a firm changes one or more factors, such as price or advertising, in selected
markets and observes the effect on demand.

For example, a firm may reduce price in one market and compare sales with another market.

6. Trend Projection Method

Historical sales data are analyzed to identify a trend, which is then projected into the future.
This method is useful when past patterns are expected to continue.
7. Time-Series Analysis

Time-series analysis uses historical data to study components such as:

Trend

Seasonal variations
Cyclical variations
Irregular variations

It is useful for products whose demand has identifiable historical patterns.



8. Regression Analysis

Regression analysis uses statistical relationships between demand and important factors such as:

Price

Consumer income
Advertising expenditure
Population

Prices of related goods

For example, a firm can estimate how sales are affected by changes in price and advertising.
9. Economic Indicator Method

Business firms may use economic indicators such as:

National income
Employment
Industrial production
Interest rates
Consumer spending

to forecast demand.

Steps in Demand Forecasting

A firm generally follows these steps:

Define the objective of the forecast.
Identify the product and market.

Collect relevant data.

Identify factors affecting demand.

Select an appropriate forecasting method.
Prepare the forecast.

Compare forecasts with actual results.
Revise the forecast when necessary.
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Conclusion

Demand forecasting is an essential part of managerial decision-making. It helps firms reduce
uncertainty and make better decisions about production, inventory, pricing, finance,
manpower, marketing and investment. No single method is suitable for all situations, so firms
select forecasting techniques according to the product, market, available data and forecasting
period.



Unit III

Q. 9. What is a Production Function? Explain Short-Run and Long-Run
Production Functions and Discuss Their Importance in Managerial Decision-
Making.

Ans :- Meaning of Production Function

Production refers to the process of transforming inputs or factors of production into goods and
services. The inputs may include land, labour, capital, raw materials, technology, managerial
skill and entrepreneurship.

A production function expresses the technical relationship between inputs and the maximum
quantity of output that can be produced with those inputs, given the existing technology.

It can be expressed as:

[
Q=f(L,K,N,T)

]

Where:

e (Q) = quantity of output
e (L) =labour

e (K) = capital

e (N) = land/natural resources
e (T)=technology

In a simplified form:

[
Q = f(L,K)
]

A production function is concerned with the physical relationship between inputs and output,
rather than with their monetary values.

Features of a Production Function

It represents a technical relationship between inputs and output.
It assumes a particular level of technology.

It shows the maximum possible output from given inputs.

It helps determine the most efficient combination of factors.

It can be studied in both the short run and long run.

Changes in technology can shift or alter the production function.
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Short-Run Production Function

The short run is a period in which at least one factor of production remains fixed while other
factors can be changed.



For example, a factory's plant and machinery may be fixed in the short run, while the firm can
increase or decrease the number of workers.

Thus:

[
Q=f(L,\bar K)
|

Here, labour is variable and capital is fixed.

The short-run production function is generally studied through the Law of Variable
Proportions.

Three important concepts are:
1. Total Product (TP)
Total product is the total quantity of output produced by a given quantity of a variable factor.

2. Average Product (AP)

Average product is output per unit of the variable factor.

[
AP=\frac{TP}{L}

]

3. Marginal Product (MP)
Marginal product is the addition to total product resulting from employing one additional unit of

the variable factor.

[
MP=\frac{\Delta TP}{\Delta L}
|

The relationship between TP, AP and MP is important for short-run production decisions.

Long-Run Production Function

The long run is a period in which all factors of production are variable. The firm can change its
plant size, machinery, labour, technology and other resources.

It can be represented as:

[
Q=f(L,K)
]

Since all inputs can be changed, the firm can choose different combinations of labour and capital
to produce a given level of output.



Long-run production is therefore associated with the Law of Returns to Scale.
The three major types are:
1. [Increasing returns to scale

2. Constant returns to scale
3. Decreasing returns to scale

Importance of Production Function in Managerial Decision-Making

The production function is highly useful to managers because it provides a framework for
making decisions concerning the use of resources.

1. Resource Allocation
It helps managers decide how much labour, capital and other inputs should be employed.
2. Optimum Input Combination

Managers can identify the most efficient combination of factors for producing a particular
quantity of output.

3. Output Planning

The production function helps estimate the output that can be obtained from available resources.
4. Cost Control

Efficient use of inputs can reduce wastage and production costs.

5. Capacity Decisions

In the long run, managers can decide whether to expand, reduce or modify production capacity.
6. Technology Decisions

The production function helps management evaluate whether new technology can increase
productivity and reduce costs.

7. Productivity Analysis
Management can compare the productivity of different inputs through AP and MP.
8. Profit Maximisation

Efficient input utilisation helps a firm produce at minimum cost and thereby improve
profitability.

Conclusion



The production function is an important tool of managerial economics because it establishes the
relationship between resources and output. The short-run production function helps managers
deal with situations where some resources are fixed, whereas the long-run production function
helps them make decisions when all factors can be varied.

Q. 10. Explain Producer's Equilibrium. Discuss the Conditions for
Achieving Equilibrium Using the Total Revenue-Total Cost and Marginal
Revenue-Marginal Cost Approaches.

Ans :- Meaning of Producer's Equilibrium

Producer's equilibrium refers to the level of output at which a producer earns the maximum
possible profit and has no incentive to increase or decrease production.

Profit is:

[
\pi = TR-TC

]

Where:
e (TR) = Total Revenue
e (TC) =Total Cost
e (\pi) = Profit
A firm is in equilibrium when the difference between total revenue and total cost is maximised.

There are two important approaches for determining producer's equilibrium:

1. Total Revenue—Total Cost approach
2. Marginal Revenue—Marginal Cost approach

A. Total Revenue-Total Cost Approach

Under this approach, the firm compares total revenue with total cost at different levels of output.

[
Profit=TR-TC

]

The firm reaches equilibrium at the output level where the difference between TR and TC is
maximum.

Conditions

1. The difference between TR and TC should be maximum.
2. At the equilibrium output, profit should not increase by producing more or less.



Diagram

Revenue/
Cost

TR
/
/

/ Maximum profit
_ /----TC

/ Output
Q1 Q* Q2

The vertical distance between TR and TC represents profit. At (Q”*), this distance is greatest.
If:
e TR > TC — the firm earns profit.

e TR =TC — the firm earns normal profit/breaks even.
e TR <TC — the firm incurs loss.

B. Marginal Revenue-Marginal Cost Approach

Under this approach, equilibrium is determined by comparing Marginal Revenue (MR) and
Marginal Cost (MC).

Marginal Revenue

Marginal revenue is the addition to total revenue from selling one additional unit of output.

[

MR=\frac{\Delta TR}{\Delta Q}
]

Marginal Cost

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

[
MC=\frac{\Delta TC}{\Delta Q}
]

Conditions for Producer's Equilibrium

The main condition is;

[
MR=MC

]



However, equality alone is not sufficient. The MC curve must cut the MR curve from below,
meaning MC should be rising at the point of intersection.

Thus:

First-order condition:

[
MR=MC

]

Second-order condition:

[
MC \text{ should be rising at the equilibrium point.}

]
Diagram

Cost/
Revenue

/ Output

AL (Q™):
[

MR=MC
]

If the firm produces less than (Q”*), MR is greater than MC. Increasing output will therefore
increase profit.

If the firm produces more than (Q”*), MC is greater than MR. Reducing output will increase
profit.

Therefore, the firm settles at (Q"*).
Producer's Equilibrium under Perfect Competition
Under perfect competition:

[
P=AR=MR

]

Therefore, equilibrium occurs where:



[
P=MR=MC

]
provided MC is rising.
Producer's Equilibrium under Monopoly

A monopolist faces a downward-sloping demand curve. Therefore:

[
AR>P>MR

]

in general.

The monopolist determines output where:

[
MR=MC

]

and then determines price from the demand/AR curve corresponding to that output.
Conclusion

The TR-TC approach focuses on the maximum difference between total revenue and total cost,
while the MR-MC approach focuses on the point where marginal revenue equals marginal cost.

The MR-MC approach is particularly useful for managerial decision-making because it directly
indicates whether increasing or decreasing output will raise profit.

Q. 11. Explain the Different Classifications of Costs and Discuss Short-
Run and Long-Run Cost Curves with Suitable Diagrams.

Ans :- Meaning of Cost

Cost refers to the expenditure incurred by a firm in producing goods and services. In economics,
cost includes the value of resources used in production.

Managers need information about costs for pricing, output decisions, budgeting, profit planning
and resource allocation.

Classification of Costs

1. Fixed Cost

Fixed costs do not change with the level of output in the short run.



Examples:
Rent
Salaries of permanent administrative staff

Insurance
Depreciation of buildings

Even when output is zero, fixed costs may have to be paid.

2. Variable Cost

Variable costs change with the level of output.
Examples:

Raw materials

Direct labour

Power and fuel
Packaging materials

[ ]
[ ]
[ ]
[ ]
As output increases, variable cost generally increases.

3. Total Cost

Total cost is the sum of total fixed cost and total variable cost.

[
TC=TFC+TVC

]

4. Average Fixed Cost

Average fixed cost is fixed cost per unit of output.
[

AFC=\frac{TFC}{Q}

AFC continuously falls as output increases.

5. Average Variable Cost

Average variable cost is variable cost per unit of output.



[
AVC=\frac{TVCHQ}

]

The AVC curve generally has a U-shape in the short run.

6. Average Total Cost

Average total cost is total cost per unit of output.
[
ATC=\frac{TC}{Q}

or

[
ATC=AFC+AVC

]

7. Marginal Cost

Marginal cost is the additional cost of producing one more unit.

[
MC=\frac{\Delta TC}{\Delta Q}
|

Because fixed cost does not change with output:

[
MC=\frac{\Delta TVC}{\Delta Q}

]

8. Explicit Cost
Explicit costs are actual monetary payments made by a firm.

Examples include wages, rent, electricity bills and payments for raw materials.

9. Implicit Cost

Implicit costs are the opportunity costs of resources owned by the entrepreneur.



For example, if the owner uses their own building for business, the rent that could have been
earned by renting it out is an implicit cost.

10. Opportunity Cost

Opportunity cost is the value of the next best alternative sacrificed when a choice is made.

11. Sunk Cost

A sunk cost is a cost that has already been incurred and cannot be recovered.

Such costs generally should not influence future decisions.

12. Accounting Cost and Economic Cost
Accounting cost includes explicit monetary expenses recorded in the firm's accounts.

Economic cost includes both explicit and implicit costs.

[

Economic\ Cost=Explicit\ Cost+Implicit\ Cost

]

Short-Run Cost Curves
In the short run, some factors are fixed and some are variable.

Main Short-Run Cost Curves

TFC
TVC
TC
AFC
AVC
ATC
MC

Total Cost Curves

TC



\ / Output
TFC

TFC remains constant. TVC rises with output. TC starts above TVC by the amount of fixed cost.

Average and Marginal Cost Curves

Output

The MC curve generally cuts AVC and ATC at their minimum points.
Why are Short-Run Cost Curves U-Shaped?
The U-shape is mainly explained by the Law of Variable Proportions.

Initially, better utilisation of fixed resources causes average costs to decline. Beyond a certain
level of output, diminishing marginal returns cause marginal and average costs to rise.

Long-Run Cost Curves

In the long run, all factors are variable. There are no fixed factors in the economic sense.

The firm can change:

e« Plantsize
e Machinery
e Labour

e Technology
e Production capacity

The most important long-run cost curve is the Long-Run Average Cost (LRAC) curve.

Long-Run Average Cost Curve

/ Output
Economies Diseconomies




of scale of scale

The LRAC curve is traditionally shown as U-shaped because of economies and diseconomies of
scale.

Economies of Scale
As output increases, average cost falls.
Reasons include:

e Specialisation

o Better utilisation of machinery
e Bulk purchasing

e Managerial economies

o Financial economies

e Technical economies

Constant Returns to Scale

Average cost remains approximately constant over a range of output.

Diseconomies of Scale

Beyond a certain point, average cost rises because the organisation becomes too large and
difficult to manage.

Reasons include:

e Coordination problems

o Communication difficulties
e Bureaucracy

e Managerial inefficiency

o Delays in decision-making

Importance of Cost Curves
Cost curves help managers:

Determine the optimum level of production.
Estimate profitability.

Make pricing decisions.

Decide whether to expand production.
Compare alternative production methods.
Identify economies of scale.

Make make-or-buy decisions.

Plan in the short and long run.
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Q. 12. Explain the Law of Variable Proportions and the Law of Returns to
Scale. Also Discuss Economies of Scale and the Learning Curve.

Ans :- Law of Variable Proportions

The Law of Variable Proportions explains the relationship between changes in output and
changes in a variable factor when other factors remain fixed.

It applies to the short run.

For example, consider a factory where capital and plant size are fixed but the number of workers
is increased.

The law states that when increasing quantities of a variable factor are combined with fixed

factors, total output initially increases at an increasing rate, then at a decreasing rate, and
eventually may decline.

Three Stages of the Law

Stage | — Increasing Returns
In the beginning, additional workers cause total product to increase rapidly.
Reasons include:

o Better utilisation of fixed resources

e Specialisation

e Division of labour

o Greater efficiency

Marginal product rises initially and then reaches its maximum.

Stage Il — Diminishing Returns
After a certain point, additional workers still increase total output, but at a decreasing rate.
This is the economically relevant stage of production.
In this stage:
e TP continues to increase.
e MP declines but remains positive.

e AP eventually declines.
e MPis below AP.

Stage 111 — Negative Returns



If more and more workers are added to fixed resources, overcrowding and inefficiency may
occur.

Total product may decline and marginal product becomes negative.

Diagram
TP
\
\ o
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\ _/
\ _/
\ _/
| / Labour
I IT ITI
Importance

The law helps managers determine:

The appropriate amount of variable input.

e The efficient stage of production.

Whether additional workers should be employed.
How fixed resources should be utilised.

B. Law of Returns to Scale

The Law of Returns to Scale applies to the long run, when all factors of production can be
changed.

It examines what happens to output when all inputs are increased in the same proportion.
Suppose all inputs are doubled.

There are three possibilities.

1. Increasing Returns to Scale

If inputs increase by a certain percentage and output increases by a greater percentage, there are
increasing returns to scale.

For example:

Inputs increase by 20%.
Output increases by 40%.
This may result from:

e Specialisation
e Technical economies



o Managerial efficiency
o Better utilisation of resources

2. Constant Returns to Scale

If inputs and output increase in the same proportion, there are constant returns to scale.
For example:

Inputs increase by 20%.

Output also increases by 20%.

3. Decreasing Returns to Scale

If inputs increase by a certain percentage but output increases by a smaller percentage, there are
decreasing returns to scale.

For example:
Inputs increase by 20%.
Output increases by only 10%.

This may result from managerial and coordination difficulties.

Economies of Scale

Economies of scale refer to reductions in long-run average cost resulting from an increase in the
scale of production.

Internal Economies

These arise within the firm.

1. Technical Economies

Large firms can use specialised machinery and advanced production techniques.
2. Managerial Economies

Large firms can employ specialised managers for production, finance, marketing and human
resources.



3. Purchasing Economies

Large firms can purchase raw materials in bulk and negotiate lower prices.

4. Financial Economies

Large firms may obtain credit at more favourable terms because of their size and reputation.

5. Marketing Economies
Advertising and distribution costs can be spread over a larger volume of output.

External Economies
These arise due to the growth of the industry rather than an individual firm.
Examples include:

e Better infrastructure

« Auvailability of skilled labour

o Development of specialised suppliers
o Better transport facilities

Learning Curve

The learning curve shows how the time or cost required to produce a unit falls as cumulative
production increases because workers and management gain experience.

In simple terms:
More experience — greater efficiency — less time per unit — lower cost.

For example, when a company begins manufacturing a new product, workers may take 10 hours
to produce the first unit. With experience, they may take progressively less time to produce
subsequent units.

Factors Behind the Learning Curve

Worker experience

Better production methods
Improved organisation
Specialisation

Reduction in errors

Improved equipment utilisation
Better coordination
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Importance to Managers

The learning curve helps in:



Cost forecasting

Pricing decisions

Production planning

Labour planning

Budget preparation
Estimating future productivity
Competitive strategy

Thus, the Law of Variable Proportions is mainly a short-run concept, whereas Returns to Scale is
a long-run concept. Economies of scale and learning effects are especially important in
determining the cost advantages of expanding production.

UNIT IV

Q. 13. Explain Price and Output Determination under Perfect
Competition and Monopoly. Compare the Equilibrium Conditions of a
Firm under Both Market Structures.

Ans :- A.Perfect Competition

Perfect competition is a market structure in which a large number of buyers and sellers deal in a
homogeneous product, and no individual firm can influence the market price.

Features

Large number of buyers and sellers.
Homogeneous product.

Free entry and exit.

Perfect knowledge.

Perfect mobility of factors.

Firms are price takers.

No significant government or artificial restrictions.

NoookrwdPE

Price Determination under Perfect Competition

The market price is determined by the interaction of market demand and market supply.

Quantity

The equilibrium price is determined at the intersection of demand and supply.



Once market price is determined, an individual firm accepts that price.

Therefore:

[
P=AR=MR

]

Output Determination under Perfect Competition

The individual firm determines its equilibrium output where:

[
MR=MC

]

Since:

the condition becomes:

P=MC
]

provided MC is rising.
Diagram

Cost/
Revenue

/ Output

The firm produces (Q"*).

In the short run, the firm may earn:
e Supernormal profit
o Normal profit

e Loss

depending upon the relationship between price and average cost.



In the long run, free entry and exit tend to eliminate persistent supernormal profits, and firms
generally earn normal profit.

B. Monopoly

A monopoly is a market structure in which a single firm controls the supply of a product or
service for which close substitutes are not readily available.

Features

Single seller.

No close substitutes.

Strong barriers to entry.

Firm has substantial price-setting power.
Demand curve slopes downward.

AR curve is the demand curve.

MR lies below AR.
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Price and Output Determination under Monopoly

A monopolist chooses output where:

[
MR=MC

]
and MC is rising.

After determining equilibrium output, the monopolist determines price from the demand/AR
curve.

Diagram
Price/
Cost
\
\ AR
\ \
| P*——--A
\ \
\ \
\ \ MR
\ \
\ E----\
\ / MC
\ / Quantity
Q*

The monopolist first finds (Q”) at the intersection of MR and MC. It then moves vertically
upward to the AR curve to determine (P").



Thus, unlike perfect competition:

[
P>MR=MC

]

at monopoly equilibrium.

Comparison of Perfect Competition and Monopoly

Basis Perfect Competition Monopoly
Number of sellers Very large One
Product Homogeneous Unique/no close substitute
Entry Free Restricted
Price control None Considerable
Demand curve of firm Horizontal Downward sloping
AR and MR AR = MR = Price MR < AR
Equilibrium P=MR=MC MR =MCand P> MR
Long-run profit Generally normal Supernormal profit may persist
Price Determined by market Determined by monopolist subject to demand
Consumer choice Relatively greater More limited
Conclusion

Perfectly competitive firms are price takers, while monopolists possess significant market power.
In both structures, profit-maximising output is determined by the MR-MC principle, but the
relationship between price and marginal revenue differs substantially.

Q. 14. Explain the Features and Price-Output Determination under
Monopolistic Competition and Oligopoly. How Do These Market
Structures Differ from Perfect Competition and Monopoly?

Ans :- A. Monopolistic Competition

Monopolistic competition is a market structure characterised by a large number of firms selling
products that are similar but differentiated.



Examples may include restaurants, clothing brands, personal-care products and many consumer
services.

Features

Large number of sellers.

Product differentiation.

Relatively free entry and exit.

Firms have some control over price.

Heavy use of advertising and branding.

Competition occurs through both price and non-price methods.
Each firm faces a downward-sloping demand curve.
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Price and Output Determination

The firm reaches equilibrium where:

[
MR=MC

]
with MC rising at the equilibrium point.
The price is then determined from the AR/demand curve.

Price/
Cost

/ Quantity

Short Run

A firm may earn:
e Supernormal profit
« Normal profit

o LoOSs

depending on demand and cost conditions.

Long Run

Because entry is relatively easy, abnormal profits attract new firms. This reduces the demand
facing existing firms. In long-run equilibrium, firms tend toward normal profit.



An important characteristic is excess capacity: firms may produce below the output level
corresponding to minimum average cost.

B. Oligopoly
An oligopoly is a market structure in which a small number of large firms dominate the market.

Examples may include industries such as automobiles, telecommunications, airlines or other
highly concentrated sectors, depending on the country and market.

Features

Small number of major firms.

High degree of interdependence.

Significant barriers to entry.

Products may be homogeneous or differentiated.

Firms use strategic behaviour.

Advertising and non-price competition may be important.
Price decisions of one firm affect competitors.

Possibility of cooperation or rivalry.
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Price and Output Determination under Oligopoly

There is no single universally applicable model of oligopoly because firms are strategically
interdependent.

Important approaches include:

1. Kinked Demand Curve Model

The model suggests that a firm may face a kinked demand curve.

If the firm raises price, competitors may not follow, causing a large loss of customers.

If it lowers price, competitors may follow, so the firm gains relatively little market share.
This can result in relatively stable prices.

2. Collusive Oligopoly

Firms may cooperate to determine prices and output, explicitly or implicitly.

Under a cartel-type arrangement, firms may collectively attempt to behave like a monopolist and
maximise joint profits.

3. Price Leadership

One dominant firm may establish the price, while other firms follow its pricing decision.



Comparison of Market Structures

. Perfect Monopolistic .
Basis . . Oligopoly Monopoly
Competition Competition
Sellers Very many Many Few One
Product Homogeneous Differentiated Homogeneous/differentiated Unique
. - Highly
Entry Free Relatively free Difficult .
restricted
Price power None Some Considerable High
Interdependence None Low Very high None
- . . May be
Advertising Limited Important Often important .
important
) ) ] ) Downward
Demand curve Horizontal Downward sloping Strategic/uncertain loni
sloping
Equilibrium principle P=MC MR=MC Depends on model MR=MC
Long-run abnormal Generall
g_ No y Possible Possible
profit competed away

Conclusion

Monopolistic competition combines elements of competition and monopoly because firms
compete while differentiating their products. Oligopoly is characterised mainly by strategic
interdependence, making its price-output determination more complex than in other market
structures.

Q. 15. Explain the Major Pricing Policies, Practices, Strategies and Tactics
Used by Modern Business Firms. Discuss Transfer Pricing and Its
Importance.

Ans :- Pricing is one of the most important decisions of a business firm because price directly
affects sales, revenue, market share and profit.

A firm's pricing decision depends on:
o Cost

o Demand
o Competition



e Consumer behaviour

e Product life cycle

e Business objectives

o Government regulation
e Market conditions

Major Pricing Policies and Methods

1. Cost-Plus Pricing

The firm calculates the cost of producing a product and adds a predetermined profit margin.

[
Price=Cost+Profit\ Margin
]
Advantages
o Simple
o Easy to administer
« Ensures coverage of costs
Limitation

It may ignore demand and competitors' prices.

2. Marginal Cost Pricing

Price is based mainly on marginal cost.

It can be useful when the firm has unused capacity or is making special short-run pricing
decisions.

3. Target Return Pricing

The firm sets a price designed to achieve a specified rate of return on investment.

4. Penetration Pricing
The firm initially charges a relatively low price to enter a market rapidly and gain market share.
Suitable when:

e Demand is price-sensitive.



o Large-scale production can reduce costs.
e The firm wants rapid market penetration.

5. Price SKimming

The firm initially charges a high price and gradually reduces it.

It is often used for innovative or differentiated products where some customers are willing to pay
a premium.

6. Going-Rate Pricing

The firm sets its price according to prevailing market prices.

This is particularly common in highly competitive markets.

7. Competition-Oriented Pricing

Prices are set after considering competitors' prices and expected competitive reactions.

8. Value-Based Pricing

The firm sets prices according to customers' perceived value rather than simply adding a margin
to cost.

9. Psychological Pricing

Prices are designed to influence consumer perceptions.
Examples include:
e 399 instead of 100

e Premium prices to signal quality
o Different prices for different customer segments

10. Product-Line Pricing

Different products within the same product line are assigned different prices according to
features, quality and customer segments.



11. Promotional Pricing

Temporary price reductions are offered to increase sales.
Examples:

Discounts

Seasonal offers

Coupons

Introductory offers

Special promotional prices

12. Differential Pricing

Different prices may be charged to different customers or in different markets when justified by
differences in demand, costs or market conditions.

Pricing Strategies

1. Market Penetration Strategy

Low initial price to build market share.

2. Market Skimming Strategy

High initial price followed by reductions.

3. Premium Pricing

High price is maintained to create a premium image.
4. Competitive Pricing

Price is closely related to competitors' prices.

5. Bundle Pricing

Several products are sold together at a combined price.
6. Dynamic Pricing

Prices change according to demand, supply, time, customer segment or market conditions.



Pricing Tactics
Pricing tactics are short-term actions used to achieve specific objectives.
Examples include:
e Temporary discounts
e Rebates
e Seasonal pricing
e Promotional offers
e Buy-one-get-one offers
e Quantity discounts
o Cash discounts
e Loss-leader pricing
e Special customer prices

The choice of tactic depends on the firm's marketing and competitive objectives.

Transfer Pricing

Transfer pricing refers to the price charged for goods, services, technology or resources
transferred between divisions or units of the same organisation.

For example, suppose a company has:

e Division A producing components
e Division B assembling finished products

If Division A sells components to Division B, the price charged is the transfer price.

Methods of Transfer Pricing

1. Market-Based Transfer Pricing
The transfer price is based on the market price of the product.
2. Cost-Based Transfer Pricing
The transfer price is based on cost.
It may use:
o Full cost
e Variable cost

e Cost plus a margin

3. Negotiated Transfer Pricing



The two divisions negotiate a mutually acceptable price.

Importance of Transfer Pricing

1. Performance Evaluation

It helps evaluate the performance of individual divisions.

2. Resource Allocation

It helps determine where resources should be allocated within a large organisation.
3. Managerial Decision-Making

Divisional managers can make better production and sourcing decisions.

4. Profit Measurement

It helps allocate revenues and costs among different divisions.

5. Goal Congruence

A properly designed transfer-pricing system encourages divisional managers to make decisions
consistent with overall organisational objectives.

6. Tax and Regulatory Considerations

For multinational corporations, transfer pricing may have important tax and regulatory
implications and must comply with applicable laws and regulations.

Conclusion
Modern firms use a combination of cost-based, demand-based, competition-based and strategic
pricing methods. Transfer pricing is especially important for large multi-divisional and

multinational organisations because it affects divisional performance, resource allocation and
overall profitability.

Q. 16. Explain Pricing under Risk and Uncertainty. Also Discuss the Basic
Elements of Factor Pricing, Including Rent, Wages, Interest and Profit.

Ans. :- Meaning of Risk and Uncertainty

Business decisions are frequently made without complete knowledge of future conditions.

Risk



Risk exists when the possible outcomes are known and probabilities can reasonably be
estimated.

For example, an insurer may estimate the probability of certain events based on historical data.

Uncertainty
Uncertainty exists when future outcomes or their probabilities cannot be reliably predicted.
Examples include:

e Major technological changes

e Sudden changes in consumer preferences
e Unexpected economic crises

e New competitors

o Unforeseen regulatory changes

Pricing under Risk and Uncertainty

When pricing products under uncertain conditions, firms must consider both expected demand
and the possibility of unexpected changes.

Important factors include:

Demand uncertainty
Cost uncertainty
Competitive uncertainty
Consumer response
Future market conditions
Government policies
Technological changes
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Methods of Dealing with Risk

1. Expected Value Approach

If different outcomes and their probabilities are known, the firm can calculate expected revenue,
cost or profit.

Expected\ Value=\sum (Probability\times Outcome)

]

The firm can compare alternative pricing strategies on the basis of expected results.

2. Risk Premium



A firm may charge a higher price to compensate for the risks associated with uncertain demand
Or Costs.

3. Flexible Pricing
The firm may change prices as market conditions change.

For example, prices may be adjusted when demand unexpectedly rises or falls.

4. Scenario Analysis

Managers can analyse alternative situations such as:
e Optimistic scenario
e Most likely scenario

e Pessimistic scenario

Prices can then be evaluated under each situation.

5. Break-Even Analysis

Managers can determine the minimum sales volume needed to cover costs.

[
Break-even\ Output=\frac{Fixed\ Cost}{Price-Variable\ Cost\ per\ unit}

]

This helps assess the risk associated with a pricing decision.

6. Sensitivity Analysis

Managers examine how changes in price, cost or demand affect profit.

7. Market Research

Research on customer behaviour and competitors can reduce uncertainty.

Factor Pricing

Factor pricing refers to the determination of rewards paid to the factors of production.



The four major factors and their rewards are:

Factor of Production Reward

Land Rent
Labour Wages
Capital Interest

Entrepreneurship  Profit

A. Rent

Rent is the reward paid for the use of land and other natural resources.

In a broader economic sense, rent can refer to the surplus earned by a factor over the amount
necessary to keep it in its present use.

Economic Rent

Economic rent can be expressed as:

[

Economic\ Rent=Actual\ Earnings-Transfer\ Earnings

]
The concept is associated particularly with factors whose supply is limited or imperfectly elastic.
Determination of Rent

Demand for land depends on its productivity and the demand for the goods produced using it.
The interaction of demand and supply determines rent.

B. Wages

Wages are the rewards paid to labour for its services.
Wages may be:

e Time wages

o Piece wages

e Money wages
o Real wages

Determination of Wages



The demand for labour is a derived demand because labour is demanded for producing goods
and services.

A traditional marginal productivity approach suggests that a firm employs labour up to the point
where:

[
MRP_L=Price\ of\ Labour

]

Where (MRP_L) is the marginal revenue product of labour.
Wages are also influenced by:

Skills

Education

Experience

Productivity
Labour-market conditions
Trade unions
Government regulations
Minimum-wage laws

C. Interest

Interest is the return paid for the use of capital funds.

A person or organisation that lends funds receives interest as compensation.

Factors Affecting Interest Rates

Demand for capital

Supply of savings

Risk

Loan duration

Inflation expectations
Monetary conditions
Creditworthiness of borrowers
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In financial markets, interest rates are influenced by broader market and monetary conditions.

D. Profit

Profit is the reward for entrepreneurship and risk-bearing.

A firm's profit can be expressed as:



[
Profit=Total\ Revenue-Total\ Cost

]

Profit may be:

1. Normal Profit

The minimum return required to keep an entrepreneur engaged in the business.
2. Supernormal Profit

The amount earned above normal profit.

3. Accounting Profit

Revenue minus explicit accounting costs.

4. Economic Profit

Revenue minus both explicit and implicit costs.

[

Economic\ Profit=Total\ Revenue-Economic\ Cost

]

Functions of Profit

Profit performs several important economic functions.

1. Reward for Risk-Bearing

Entrepreneurs face uncertainty and therefore require compensation.

2. Innovation

Profits can encourage firms to develop new products and production methods.

3. Resource Allocation

High profits attract resources toward industries where consumer demand is strong.
4. Efficiency

The possibility of profit encourages firms to reduce waste and improve productivity.
5. Business Expansion

Retained profits can finance investment and expansion.



Relationship between Factor Pricing and Managerial Decision-Making

Managers must consider the cost of each factor when making production decisions.

For example:

Higher wages affect labour demand.

Higher interest rates increase the cost of borrowed capital.

Higher rent increases operating costs.

Expected profit influences investment and entrepreneurial decisions.

The firm attempts to select a combination of factors that produces the desired output at the
lowest possible cost while maintaining profitability.

Overall Conclusion

Pricing and factor-pricing decisions are central to managerial economics. Under conditions of
risk and uncertainty, managers cannot rely solely on historical costs or current demand; they
must consider probabilities, scenarios, competitive behaviour and possible changes in market
conditions. At the same time, understanding the pricing of land, labour, capital and
entrepreneurship helps firms determine their total cost of production and make efficient resource-
allocation decisions.

Quick Revision Summary

Production function: Technical relationship between inputs and output.

Short run: At least one factor is fixed.

Long run: All factors are variable.

Producer's equilibrium: Profit is maximised where (MR=MC), with MC rising.
Total-cost approach: Equilibrium occurs where the difference between TR and TC is
maximum.

Short-run costs: Include fixed and variable costs.

Long-run costs: All factors are variable; LRAC reflects economies and diseconomies of
scale.

Law of Variable Proportions: Short-run law involving changes in a variable factor.
Returns to Scale: Long-run law involving proportional changes in all factors.
Perfect competition: (P=MR=MC) at firm equilibrium.

Monopoly: (MR=MC), while price is obtained from the demand curve and generally
(P>MR).

Monopolistic competition: Product differentiation and relatively free entry.
Oligopoly: Few firms and strong strategic interdependence.

Modern pricing: Includes cost-plus, penetration, skimming, competitive, value-based
and dynamic pricing.

Transfer pricing: Pricing of transactions between divisions or related entities.
Factor rewards: Rent for land, wages for labour, interest for capital and profit for
entrepreneurship.



