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UNIT-3: PRODUCTION ANALYSIS           BALAJI INST OF IT & MANAGEMENT 

(17E00103) MANAGERIAL ECONOMICS 

 

 Objective of this course is to understand the relevance of economics in business 

management. This will enable the students to study functional areas of management such as 

Marketing , Production and Costing from a broader perspective. 

1.  Introduction to Managerial Economics:  Definition, Nature and Scope, Relationship 

with other areas in Economics, Production Management, Marketing, Finance and 

Personnel, Operations research - The role of managerial economist. Objectives of the 

firm: Managerial theories of firm, Behavioural theories of firm, optimization techniques, 

New management tools of optimization. 

2. Theory of Demand: Demand Analysis – Law of Demand - Elasticity of demand, types 

and significance of Elasticity of Demand. Demand estimation – Marketing research 

approaches to demand estimation. Need for forecasting, forecasting techniques. 

3.  Production Analysis: Production function, Isoquants and Isocosts, Production function 

with one/two variables, Cobb-Douglas Production Function, Returns to Scale and Returns 

to Factors, Economies of scale- Cost concepts - cost-output relationship in the short run 

and long run, Average cost curves - Break Even Analysis. 

4. Market Structure and Pricing practices:  Features and Types of different competitive 

situations - Price-Output determination in Perfect competition, Monopoly, Monopolistic 

competition and Oligopoly. Pricing philosophy – Pricing methods in practice: Price 

discrimination, product line pricing. Pricing strategies: skimming pricing, penetration 

pricing, Loss Leader pricing. Pricing of multiple products. 

5. Inflation and Business Cycles:-Definition and meaning-characteristics of Inflation- 

types of inflation - effects of inflation - Anti-Inflationary methods - Definition and 

characteristics of business cycles-phases of business cycle - steps to avoid business cycle  

6. Textbooks: 

7. Managerial Economics Analysis,  Problems ,Cases ,Mehta,P.L., Sultan Chand  &Sons. 

8. Managerial Economics, Gupta, TMH 

9. References: 

10. Managerial Economics, D.N.Dwivedi,Eighth Edition,Vikas Publications 

11. Managerial   Economics,  Pearson Education, James  L.Pappas  and Engene  F.Brigham 

12. Managerial Economics, Suma Damodaran, Oxford. 

13. Macro Economics by MN Jhingan-Oxford 

14. Managerial Economics- Dr.DM.Mithani-Himalaya Publishers 

15. Managerial Economics-Dr.H.L Ahuja-S.Chand and Com pvt ltd, NewDelhi 

16. Managerial Economics by Dominick  Salvatore, Ravikesh Srivastava- Oxford  

17. University press. 

18. Managerial Economics by  Hirschey- Cengage Learning 
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3.2. ISO-Quant’s 

To understand the production function with two variable inputs, iso-quant 

curve is used. These curves show the various combinations of two variable inputs 

resulting in the same level of output. The shape of an Iso-quant reflects the ease 

with which a producer can substitute among inputs while maintaining the same 

level of output.  

Isoquant is also called as Equal product curve or 

                                        Production indifference curve or           

                                              Constant product curve.  

 

Characteristics of isoquants 

1. There are two factor inputs labour and capital 

2. The proportions of factor are variable. 

3. Physical production conditions are given 

4. The Scale of operation is variable 

5. The state of technology remains constant 

 

     Fig 3.1 Iso-quant’s labour and capital 

The shape of iso-quant plays an important a role in the production theory as the 

shape of indifference curve in the consumption theory. Iso-quant map shows all the 
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possible combinations of labour and capital that can produce different levels of 

output. The iso-quant closer to the origin indicates a lower level of output.  

COMBIN

-ATIONS 

UNITS OF 

CAPITAL 

UNITS OF 

LABOUR 

TOTAL 

OUTPUT 

A 50(OK) 1 (OL1) 1500(IQ1) 

B 45(OK2) 2(OL2) 1500(IQ1) 

C 41(OK3) 3(OL3) 1500(IQ1) 

D 38(OK4) 4(OL4) 1500(IQ1) 

    Table 3.1. Iso-quant’s labour and capital 

3.3. Iso-cost  

 An Iso-cost line (equal-cost line) is a Total Cost of production line that 

recognizes all combinations of two resources that a firm can use, given the Total 

Cost (TC). Moving up or down the line shows the rate at which one input could be 

substituted for another in the input market. For the case of Labor and Capital, the 

total cost of production would take on the form 
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Fig 3.2. Iso-cost line 

      TC = (WL) + (RK) 

TC= Total Cost, W= Wage, L= Labor, R= Cost of Capital, K= Capital 

 

The iso-cost line is combined with the iso-quant map to determine the 

optimal production point at any given level of output. Specifically, the point of 

tangency between any iso-quant and an iso-cost line gives the lowest-cost 

combination of inputs that can produce the level of output associated with that iso-

quant. Equivalently, it gives the maximum level of output that can be produced for 

a given total cost of inputs. A line joining tangency points of iso-quants and iso-

costs (with input prices held constant) is called the expansion path. 

Iso-cost line shows all combinations of inputs which cost the same total 

amount. Although similar to the budget constraint in consumer theory, the use of 

the iso-cost line pertains to cost-minimization in production, as opposed to utility-

maximization.  

 

 

 

 

 

 

https://en.wikipedia.org/wiki/Isoquant
https://en.wikipedia.org/wiki/Expansion_path
https://en.wikipedia.org/wiki/Budget_constraint
https://en.wikipedia.org/wiki/Consumer_theory
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.  

  
 
 
 
 
 
 
 

 

Table 3.2. Iso-cost line 

 
 
 

 

                                                         Fig 3.3. Iso-cost line labour and capital 

 

3.4. Cobb Douglas Production Function 

 

This is a function that defines the maximum amount of output that can be 

produced with a given level of inputs. Let us assume that all input factors of 

production can be grouped into two categories such as labour (L) and capital 

(K).The general equilibrium for the production function is 

                                                       Q = f (K, L) 

There are various functional forms available to describe production. In general 

Cobb-Douglas production function (Quadratic equation) is widely used 

              Q = A Kα Lβ 

 

 

Combinations Units of 
Capital 

Units of 
Labour 

Total expenditure 

 Price = 150Rs Price = 100 Rs ( in Rupees) 
A 8 0 120 
B 6 3 120 
C 4 6 120 
D 2 9 120 
E 0 12 120 

http://1.bp.blogspot.com/_nWTlTPsBse4/SSTkRvEIy3I/AAAAAAAAAI4/0NF6UvY7fKk/s1600-h/isocostline.JPG
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Q = the maximum rate of output for a given rate of capital (K) and labour (L). 

α +β =1 Constant returns to scale 

α +β>1 Increasing returns to scale 

α +β<1 Decreasing returns to scale 

 

This algebraic form of Cobb-Douglas function can be changed in a log linear 
form, with the help of regression analysis: 

                                              Log Q = log A + α log L + β log K 

The homogeneity of the Cobb-Douglas production function can be checked by 
adding the values of α and β. If the sum of these parameters is equal to one, 
then it shows that the production function is linearly homogeneous, and there are 
constant returns to a scale. If the sum of these parameters is less or more than 
one, then there is a decreasing and increasing returns to a scale respectively. 

 

 
           Fig 3.4. Cobb-Douglas production function capital and labour 

 

3.5. Returns to Scale 

 

In the long run the fixed inputs like machinery, building and other factors 

will change along with the variable factors like labour, raw material etc. With the 

equal percentage of increase in input factors various combinations of returns occur 

in an organization. The change in percentage output resulting from a percentage 
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change in all the factors of production. They are increasing, constant and 

diminishing returns to scale. 

Increasing returns to scale may arise (IRS): If the output of a firm increases 

more than in proportionate to an increase in all inputs. For example the input 

factors are increased by 50% but the output has doubled (100%).  

Constant returns to scale(CRS): when all inputs are increased by a certain 

percentage the output increases by the same percentage. For example input factors 

are increased by 50% then the output has also increased by 50 percentages. Let us 

assume that a laptop consists of 50 components we call it as a set. In case the firm 

purchases 100 sets they can assemble 100 Laptops but it is not possible to produce 

more than 100 units. 

Diminishing returns to scale(DRS): when output increases in a smaller 

proportion than the increase in inputs it is known as diminishing return to scale. 

For example 50% increment in input factors lead to only 20% increment in the 

output. 

 
Units of 

Labor 

(L) 

 

Units of 

Capital 

(K) 

(Rs. 000) 

Percentag

e increase 

in L and 

K 

 

Total 

product 

(―00‖ 
units) 

Percentage 

increase in 

Total product 

 

Returns to 

scale 

 

1 100 - 100 -  
 

INCREASING  
2 200 100 220 120 

3 300 50 350 59 

4 400 33.33 500 42.9 

5 500 25 625 25  

CONSTANT 
6 600 20 750 20 

7 700 16.66 860 14.66  
DECREASING 

8 800 14.29 940 9.3 

9 900 12.5 1000 6.4 

 
Table 3.3. Returns to scale 
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           Fig 3.5. Returns to scale capital and labour 

3.6. Economics of scale- 

To the cost advantage experienced by a firm when it increases its level of 

output. The advantage arises due to the inverse relationship between per-unit fixed 

cost and the quantity produced. The greater the quantity of output produced, the 

lower the per-unit fixed cost. Economies of scale also result in a fall in 

average variable costs (average non-fixed costs) with an increase in output. This is 

brought about by operational   efficiencies and synergies as a result of an increase 

in the scale of production. It an be implemented by a firm at any stage of 

the production process. In this case, production refers to the economic concept of 

production and involves all activities related to the commodity, not involving the 

final buyer. Thus, a business can decide to implement economies of scale in its 

marketing division by hiring a large number of marketing professionals. A 

business can also adopt the same in its input sourcing division by moving from 

human labor to machine labor. 

https://corporatefinanceinstitute.com/resources/knowledge/accounting/fixed-and-variable-costs/
https://corporatefinanceinstitute.com/resources/knowledge/economics/economies-of-scale/
https://corporatefinanceinstitute.com/resources/knowledge/accounting/fixed-and-variable-costs/
https://corporatefinanceinstitute.com/resources/knowledge/valuation/types-of-synergies/
https://corporatefinanceinstitute.com/resources/knowledge/accounting/cost-of-goods-manufactured-cogm/
https://corporatefinanceinstitute.com/resources/knowledge/economics/economies-of-scale/
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Effects of Economies of Scale on Production Costs 

1. It reduces the per-unit fixed cost. As a result of increased production, the 

fixed cost gets spread over more output than before. 

2. It reduces per-unit variable costs. This occurs as the expanded scale of 

production increases the efficiency of the production process. 

Types of Economies of Scale: 

1. Internal Economies of Scale 

This refers to economies that are unique to a firm. For instance, a firm may hold a 

patent over a mass production machine, which allows it to lower its average cost of 

production more than other firms in the industry. 

2. External Economies of Scale 

These refer to economies of scale enjoyed by an entire industry. For instance, 

suppose the government wants to increase steel production. In order to do so, the 

government announces that all steel producers who employ more than 10,000 

workers will be given a 20% tax break. Thus, firms employing less than 10,000 

workers can potentially lower their average cost of production by employing more 

workers. This is an example of an external economy of scale – one that affects an 

entire industry or sector of the economy.  

1. Purchasing 

                 Firms might be able to lower average costs by buying the inputs 

required for the                    

                 production process in bulk or from special wholesalers. 

2. Managerial 

                 Firms might be able to lower average costs by improving the 

management structure within the firm. The firm might hire better skilled or more 

experienced managers. 

https://corporatefinanceinstitute.com/resources/knowledge/economics/economies-of-scale/
https://corporatefinanceinstitute.com/resources/knowledge/economics/economies-of-scale/
https://corporatefinanceinstitute.com/resources/knowledge/economics/economies-of-scale/
https://corporatefinanceinstitute.com/resources/knowledge/economics/economies-of-scale/
https://corporatefinanceinstitute.com/resources/knowledge/economics/economies-of-scale/
https://corporatefinanceinstitute.com/resources/knowledge/economics/economies-of-scale/
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3. Technological 

A technological advancement might drastically change the production 

process. For instance, fracking completely changed the oil industry a few years 

ago. However, only large oil firms that could afford to invest in expensive fracking 

equipment could take advantage of the new technology. Any increase in output 

beyond Q2 leads to a rise in average costs. This is an example of diseconomies of 

scale – a rise in average costs due to an increase in the scale of production. As 

firms get larger, they grow in complexity. Such firms need to balance 

the economies of scale against the diseconomies of scale. For instance, a firm 

might be able to implement certain economies of scale in its marketing division if 

it increased output. However, increasing output might result in diseconomies of 

scale in the firm’s management division. 

 “Numbers numb our feelings for what is being counted and lead to adoration 

of the economies of scale. Passion is in feeling the quality of experience, not in 

trying to measure it.”  - Frederick Herzberg, professor of management 

3.7. Cost Concepts  

 ‘Cost’ means the amount of expenses [actual or notional] incurred on or 

attributable to specified thing or activity. Cost is ‘measurement in monetary terms 

of the amount of resources used for the purpose of production of goods or 

rendering services. Basic Cost Concepts ACCOUNTANCY term cost is used in this 

very form. In reference to production/manufacturing of goods and services cost 

refers to sum total of the value of resources used like raw material and labour and 

expenses incurred in producing or manufacturing of given quantity. Elements of 

cost Cost of production/manufacturing consists of various expenses incurred on 

production/manufacturing of goods or services.  

https://corporatefinanceinstitute.com/resources/knowledge/economics/diseconomies-of-scale/
https://corporatefinanceinstitute.com/resources/knowledge/economics/diseconomies-of-scale/
https://corporatefinanceinstitute.com/resources/knowledge/economics/economies-of-scale/
https://corporatefinanceinstitute.com/resources/knowledge/economics/economies-of-scale/
https://corporatefinanceinstitute.com/resources/knowledge/economics/economies-of-scale/
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            These are the elements of cost which can be divided into three groups   

                                      Material, Labour and Expenses.  

The substance from which the product is made is known as material. It may be in 

a raw or manufactured state. Material is classified into two categories: -  

                                     Direct Material & Indirect Material   

1. Direct Material: Elements of cost Material Labour Expenses Material To 

produce or manufacture material is required. All material which becomes an 

integral part of finished product and which can be conveniently assigned to 

specific physical unit is termed as “Direct Material”. It is also described as raw 

material, process material, prime material, production material, stores material, etc.  

2. Indirect material: Indirect Material is that material which cannot be easily and 

conveniently identified and related with a particular product, job, process, and 

activity.. Indirect materials are used in the factory, the office, or the selling and 

distribution department.  

3.8. Average Costs Curves 

 It is also equal to the sum of average variable costs and average fixed costs 

.Average costs may be dependent on the time period considered (increasing 

production may be expensive or impossible number in the short term)Average 

costs affect the supply curve and are a fundamental component of supply and 

demand. 

https://en.wikipedia.org/wiki/Supply_curve
https://en.wikipedia.org/wiki/Supply_and_demand
https://en.wikipedia.org/wiki/Supply_and_demand
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Fig 3.6. Average marginal cost curve 

A typical average cost curve has a U-shape, because fixed costs are all incurred 

before any production takes place and marginal costs are typically increasing, 

because of diminishing marginal productivity. In this "typical" case, for low levels 

of production marginal costs are below average costs, so average costs are 

decreasing as quantity increases. An increasing marginal cost curve intersects a U-

shaped average cost curve at the latter's minimum, after which the average cost 

curve begins to slope upward. For further increases in production beyond this 

minimum, marginal cost is above average costs, so average costs are increasing as 

quantity increases.  

Long-run average cost is the unit cost of producing a certain output when all 

inputs, even physical capital, are variable. The behavioral assumption is that the 

firm will choose that combination of inputs that produce the desired quantity at the 

lowest possible cost. 

A long-run average cost curve is typically downward sloping at relatively low 

levels of output and upward or downward sloping at relatively high levels of 

output.the largest firm tends to have a cost advantage, and the industry tends 

naturally to become a monopoly, and hence is called a natural monopoly. Natural 

https://en.wikipedia.org/wiki/Diminishing_returns
https://en.wikipedia.org/wiki/Marginal_costs
https://en.wikipedia.org/wiki/Physical_capital
https://en.wikipedia.org/wiki/Monopoly
https://en.wikipedia.org/wiki/Natural_monopoly
https://en.wikipedia.org/wiki/File:Shortruncostcurves.jpg
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monopolies tend to exist in industries with high capital costs in relation to variable 

costs, such as water supply and electricity supply. 

Relationship of MC to AVC and ATC: It is also notable that marginal cost cuts 

both AVC and ATC at their minimum when both the marginal and average 

variable costs are falling, average will fall at a slower rate. And when MC and 

AVC are both rising, MC will rise at a faster rate. As a result, MC will attain its 

minimum before the AVC. In other words, when MC is less than AVC, the AVC 

will fall, and when MC exceeds AVC, AVC will rise. This means that so long as 

MC lies below AVC, the latter will fall and where MC is above AVC, AVC will 

rise. Therefore, at the point of intersection where MC=AVC, AVC has just ceased 

to fall and attained its minimum, but has not yet begun to rise. Similarly, the 

marginal cost curve cuts the average total cost curve at the latter’s minimum point. 

This is because MC can be defined as the addition either to total cost or to total 

cost or to total variable cost resulting from one more unit of output. However, no 

such relationship exists between MC and the average fixed cost, because the two 

are not related; marginal cost by definition includes only those costs which change 

with output and fixed costs by definition are independent of output. 

3.9.Breakeven Analysis  

Breakeven analysis is performed to determine the value of a variable of a 

project that makes two elements equal, e.g. sales volume that will equate revenues 

and costs. Single Project analysis is based on the relationship 

                           Profit = revenue – total cost = R – TC  

At breakeven, there is no profit or loss, 

                                        Revenue = total cost or, R = TC 

It is to be noted that +ve sign is used for both the revenue and the costs.  
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If we are to use –ve sign for costs and +ve sign for revenue, then the above 

relationships become:  

                                  Profit = R + TC and R + TC = 0 at breakeven.  

With revenue and costs given in terms of a decision variable, the solution yields 

the breakeven quantity for the decision variable.  

 

 

                                                     Fig 3.7. Breakeven Analysis  

 

Costs, which may be linear or non-linear, usually include two components:  

Fixed costs (FC) – Includes costs such as buildings, insurance, fixed overhead, 

equipment capital recovery, etc. These costs are essentially constant for all values 

of the decision variable.  

Variable costs (VC) – Includes costs such as direct labour, materials, contractors, 

marketing, advertisement, etc. These costs change linearly or non-linearly with the 

decision variable, e.g. production level, workforce size, etc.  
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For the analysis to be followed here, the variation will generally be assumed to be 

linear.                    

                           Then, total cost, TC = FC + VC  

Revenue also changes with the decision variable. Again, for the analysis, the 

variation will generally be assumed to be linear.  

Break Even Analysis also known as profit contribution analysis important 

analytical techniques used to study the relationship between total cost, total 

revenue & total profit & losses own the whole range of stipulated output. 

Breakeven point - Linear cost & revenue functions 

E.g. Let us assume Fixed cost = Rs. 100 and its variable cost varies at a constant 

rate of Rs. 10 per unit in response to increase output. We assume a short run linier 

cost function of the form 

                                              TC = 100 + 10 Q 

Let us also assume that price for the firm’s product is given in market at Rs. 15 i.e. 

we assume a linier revenue function of the form 

                                                 TR = 15 Q 

The firm now needs for breakeven analysis of its business operations is to make a 

chart of its total fixed cost, total variable cost, total cost, and the total revenue and 

graph them to find out breakeven point B. Line TR shows the total revenue Q X P. 

Line TR intersect the TC at B where output Q = 20. Below B TC is higher than TR 

i.e. loss ahead TC is lower than TR i.e. profit. Algebraically calculation: We know 

that at breakeven point TR = TC That is, in terms of TR & TC function                 

15Q = 100 + 10 Q 

5Q = 100 

Q = 20 
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                                                            Fig 3.8. Breakeven point analysis 

3.10. Cost-output relationship in the short run and long run  

-Short-run and long-run cost concepts are related to variable and fixed costs 

respectively, and often marked in economic analysis interchangeably. Short-run 

costs are the costs which vary with the variation in output, the size of the firm 

remaining the same. In other words, short-run costs are the same as variable costs. 

Long-run costs, on the other hand, are the costs which are incurred on the fixed 

assets like plant, building, machinery, etc. Such costs have long-run implication in 

the sense that these are not used up in the single batch of production. 

-Long-run costs are, by implication, the same as fixed costs. In the long-run, 

however, even the fixed costs become variable costs as the size of the firm or scale 

of production increases. Broadly speaking, ‘the short-run costs are those associated 

with variables in the utilization of fixed plant or other facilities whereas long-run 

costs are associated with the changes in the size and kind of plant.’ 
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Case study 

1.From the following data, you are required to calculate break-even point and 

net sales value at this  point: 

 

Solution: 
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IMPORTANT QUESTIONS 

1. Briefly explain the production function and influencing factors. 

2. Define production function and what their limitations are. 

3. what is the meaning of production function and their following factors. 

4. What Is Breakeven Analysis? Explain Relevance Of It In The Business? 

5. Explain Short And Long Range Costs With Examples? 

6. Write In Detail About Cobb-Douglas Production Function? 

7.Write In Detail About Economics Of Scale Of Production? 

 

PREPARED BY; 

Dr. SARIKA.G, MBA, Ph.D, 

PRINCIPAL, 

BALAJI INSTITUTE OF IT & MANAGEMENT, 

KADAPA 

 



 

UNIT-3: PRODUCTION ANALYSIS           BALAJI INST OF IT & MANAGEMENT 

 



 

UNIT-4: MARKET STRUCTURE 

 & PRICING PRACTICES                             BALAJI INST OF IT & MANAGEMENT 

(17E00103) MANAGERIAL ECONOMICS 

 

 Objective of this course is to understand the relevance of economics in business 

management. This will enable the students to study functional areas of management such as 

Marketing , Production and Costing from a broader perspective. 

1.  Introduction to Managerial Economics:  Definition, Nature and Scope, Relationship 

with other areas in Economics, Production Management, Marketing, Finance and 

Personnel, Operations research - The role of managerial economist. Objectives of the 

firm: Managerial theories of firm, Behavioural theories of firm, optimization techniques, 

New management tools of optimization. 

2. Theory of Demand: Demand Analysis – Law of Demand - Elasticity of demand, types 

and significance of Elasticity of Demand. Demand estimation – Marketing research 

approaches to demand estimation. Need for forecasting, forecasting techniques. 

3.  Production Analysis: Production function, Isoquants and Isocosts, Production function 

with one/two variables, Cobb-Douglas Production Function, Returns to Scale and Returns 

to Factors, Economies of scale- Cost concepts - cost-output relationship in the short run 

and long run, Average cost curves - Break Even Analysis. 

4. Market Structure and Pricing practices:  Features and Types of different competitive 

situations - Price-Output determination in Perfect competition, Monopoly, Monopolistic 

competition and Oligopoly. Pricing philosophy – Pricing methods in practice: Price 

discrimination, product line pricing. Pricing strategies: skimming pricing, penetration 

pricing, Loss Leader pricing. Pricing of multiple products. 

5. Inflation and Business Cycles:-Definition and meaning-characteristics of Inflation- 

types of inflation - effects of inflation - Anti-Inflationary methods - Definition and 

characteristics of business cycles-phases of business cycle - steps to avoid business cycle  

6. Textbooks: 

7. Managerial Economics Analysis,  Problems ,Cases ,Mehta,P.L., Sultan Chand  &Sons. 

8. Managerial Economics, Gupta, TMH 

9. References: 

10. Managerial Economics, D.N.Dwivedi,Eighth Edition,Vikas Publications 

11. Managerial   Economics,  Pearson Education, James  L.Pappas  and Engene  F.Brigham 

12. Managerial Economics, Suma Damodaran, Oxford. 

13. Macro Economics by MN Jhingan-Oxford 

14. Managerial Economics- Dr.DM.Mithani-Himalaya Publishers 

15. Managerial Economics-Dr.H.L Ahuja-S.Chand and Com pvt ltd, NewDelhi 

16. Managerial Economics by Dominick  Salvatore, Ravikesh Srivastava- Oxford  

17. University press. 

18. Managerial Economics by  Hirschey- Cengage Learning 
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UNIT 4. 

MARKET STRUCTURE AND PRICING PRACTICES 

 

4.1. Features and Types of different competitive situations  

The level of production of any commodity depends upon structure of its market. Possible 

outcomes of sales, revenues, profits are prices and structured under market structures. The firms 

demand curve to the industry demand curve is expected to depend on such things as the number 

of sellers in the market and the similarity of their products. These are aspects of market 

structures which may be called characteristics of market or generalization that are likely to 

influence firm's behavior and performance. There are many other aspects of market structure that 

may influence behavior. These include the ease of entering the industry, the nature and size of 

the purchasers of the firm's products, and the firms ability to influence demand by advertising. 

To reduce the discussion to manageable size, economists have focused on a few theoretical 

market structures that are expected to represent a high proportion of the cases actually 

encountered market societies. In this portion we shall look at four of these : Perfect competition, 

Monopoly, Monopolistic competition and Oligopoly. The price and level of production of a 

commodity depends upon the market structure of its conditions. 

 

Market demand depends on the following factors: 

 

(i) Nature of the commodity: It is to be taken into account whether the 

goods are     homogeneous or heterogeneous. 

(ii) Number of buyers and sellers of the product in the market. 

(iii) Mutual inter-dependence of buyers and sellers. 

 
 In brief the market structure depends on the level or forms of competition which are as   

 under 

(1) Perfect Competition 

(2) Monopoly 

(3) Imperfect Competition 

 

 

4.2. Price-Output determination in Perfect competition  
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Market: A market is a group of people and firms which are in contact with one 

another for the purpose of buying and selling some product. It is not necessary that 

every member of the market be in contact with each other 

Competition: While all of us often use the word-'Market’, we-do' or do not realize 

that very few, markets possess a well defined place in a geographical area or have 

a postal address. The Bombay, Stock Exchange is one such market with a building 

and an area earmarked for transacting shares. The central phenomenon in the 

functioning of any market is competition. Competitive behavior is molded by the 

market structure of the product under consideration. It is therefore necessary to 

have a thorough understanding of this concept. 

Market structure: "Market structure refers to the number and size distribution of 

buyers and sellers in the market for a good or service. The market structure for a 

product not includes firms and individuals currently engaged in Buying and selling 

but also the potential entrants.It should be understood that this form of market 

structure is not necessarily ‘perfect’ in an economic sense, i.e. resulting in an 

optimal allocation of resources, although this may happen. It simply represents a 

situation where competition is at a maximum; it is therefore sometimes referred to 

as pure competition or atomistic competition 

There are five main conditions for perfect competition to exist: 

1. Many buyers and sellers:- Each of these must buy or sell such a small 

proportion of the total market output that none is able to have any influence over 

the market price. 

2 Homogeneous product:- Each firm must be producing an identical product, for 

example premium unleaded petrol or skimmed milk. 
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3 Free entry and exit from the market:- This means that there are no barriers to 

entry or exit that give incumbent firms an advantage over potential competitors 

who are considering entering the industry. These barriers, which can represent 

either demand or cost advantages, are explained in more detail in the next section. 

4 Perfect knowledge:- Both firms and consumers must possess all relevant market 

information regarding production and prices. Zero transportation costs. This means 

that it does not cost anything for firms to bring products to the market or for 

consumers to go to the market. 

Perfect competition is characterized by a large number of buyers and sellers of an 

essentially identical product. Each member of the market, whether buyer or seller, 

is so small in relation to the total industry volume that he is unable to influence the 

price of the product. Individual buyers and sellers are essentially price takers. At 

the ruling price a firm can sell any quantity. Since there is free entry and free exit, 

no firm can earn excessive profits in the long run. 

(I) Monopoly: In this situation there is just one producer of a product. The firm 

has substantial control over the price: Further, if product is differentiated and if 

there are no threats of new firms entering the same business, a monopoly firm can 

manage to earn excessive profits over along period. to define a monopoly as being 

a firm that has the power to earn supernormal profit in the long run. This ability 

depends on two conditions: 

There must be a lack of substitutes for the product. This means that any existing 

products are not very close in terms of their perceived functions and 

characteristics. Electricity is a good example. There must be barriers to entry or 

exit. These are important in the long run in order to prevent firms entering the 

industry and competing away the supernormal profit. We now need to examine 

them in detail. 



 

UNIT-4: MARKET STRUCTURE 

 & PRICING PRACTICES                             BALAJI INST OF IT & MANAGEMENT 

"A pure monopoly exists when there is only one producer in a market. There 

are no direct competitors."                                                                           -             

Ferguson, 

"Monopoly is a market situation in which there is a single seller,there are no 

close substitutes for commodity it produces, there are barriers to entry." 

                                                                                       -A. Koutsoyiannis 

Monopolistic Competition: “implies a market structure with a large number 

of firms selling differentiated products”.                     - E.M. Chamberlin 

The differentiation may be real or is perceived so by the customers. Two 

brands of soaps may just be identical but perceived by customers as different on 

some fancy dimension like freshness. Firms in such--a market structure have some 

control over price! By and large they are unable to earn excessive profits in the 

long run. Since the whole structure operates on perceived product differentiation 

entry of new firms cannot be prevented. Hence, above normal profits can be earned 

only in the short run. 

Five main conditions for monopolistic competition to exist: 

1. There are many buyers and sellers in the industry. 

2. Each firm produces a slightly differentiated product. 

3. There are minimal barriers to entry or exit. 

4. All firms have identical cost and demand functions. 

5. Firms do not take into account competitors’ behavior in determining 

price 

    and output. 

(II)Oligopoly is a market structure in which a small number of firms account for 

the whole industry's output. The product may or may not be differentiated. For 

example only 5 or 6 firms in India constitute 100% of the integrated steel industry's 
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output. All of them market almost identical products. On the other hand, passenger 

car industry with only three firms is characterized by marked differentiation in 

products. The nature of products is such that very often one finds entry of new 

firms difficult. Oligopoly is characterized by vigorous competition where firms 

manipulate both prices and volumes in an attempt to outsmart their rivals. No 

generalization can be made about profitability scenarios 

4.3.Price discrimination occurs when a firm charges a different price from 

different groups of consumers for an identical good or service, for reasons not 

associated with costs. 

There are several objectives of price discrimination. Firms will be able to increase 

revenue. This will enable some firms to stay in business which otherwise would 

have made a loss. For example price discrimination is important for train 

companies which offer different prices for peak and off peak. 

• Increased revenues can be used for research and development which benefit 

consumers 

• Some consumers will benefit from lower fares. Eg. old people benefit from lower 

train companies, old people are more likely to be poor 

• The other objective to the consumer of price discrimination are - price 

discrimination is likely to increase output and make the good or service available 

to more people and the increased competition in the market leads to lower prices 

and more choice. Differences in price elasticity of demand between markets: There 

must be a different price elasticity of demand from each group of consumers. The 

firm is then able to charge a higher price from the group with a more price inelastic 

demand and a relatively lower price from the group  

  with a more elastic demand. 



 

UNIT-4: MARKET STRUCTURE 

 & PRICING PRACTICES                             BALAJI INST OF IT & MANAGEMENT 

Barriers to prevent consumers switching from one supplier to another: The firm 

must be able to prevent "market seepage" or "consumer switching" - defined as 

a process whereby consumers who have purchased goods or services at a lower 

price are able to re-sell it to those consumers who would have normally paid the 

expensive price. This can be done in a number of ways, - and is probably easier to 

achieve with the provision of a unique service such as a haircut rather than with the 

exchange of tangible goods. Seepage might be prevented by selling a product to 

consumers at unique and different points in time 

Pricing a New Product: 

Pricing policy in respect of a new product depends on whether or not close 

substitutes are available. Depending on whether or not close substitutes are 

available, in pricing a new product, generally two kinds of pricing strategies are 

suggested, viz.,  

 price skimming and 

 Price penetration. 

4.4. (i) Price skimming :-It is a pricing strategy in which a marketer sets a 

relatively high price for a product or service at first, then lowers the price over 

time. It is a temporal version of price discrimination/yield management. It allows 

the firm to recover its sunk costs quickly before competition steps in and lowers 

the market price. Price skimming is sometimes referred to as riding down the 

demand curve. The objective of a price skimming strategy is to capture the 

consumer surplus. If this is done successfully, then theoretically no customer will 

pay less for the product than the maximum they are willing to pay. In practice, it is 

almost impossible for a firm to capture this entire surplus. The initial high price 

would generally be accompanied by heavy sales promoting expenditure.  

This policy succeeds for the following reasons.  
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 First, in the initial stage of the introduction of product, demand is relatively 

inelastic because of consumers' desire for distinctiveness by the 

consumption of a new product. 

 Second, cross-elasticity is usually very low for lack of a close substitute. 

 Third, step-by-step skimming consumers' surplus available at the lower 

segments of demand curve. 

In price skimming, price varies over time. Typically a company starts selling a 

new product at relatively high price then gradually reduces the price as the low 

price elasticity segment gets satiated. Price skimming is closely related to the 

concept of yield management. Price skimming is a pricing strategy in which a 

marketer sets a relatively high price for a product or service at first, then lowers the price over 

time. It is a temporal version of price discrimination/yield management. It allows the firm to 

recover its sunk costs quickly before competition steps in and lowers the market price. Price 

skimming is sometimes referred to as riding down the demand curve. The objective of a price 

skimming strategy is to capture the consumer surplus. If this is done successfully, then 

theoretically no customer will pay less for the product than the maximum they are willing to pay. 

In practice, it is almost impossible for a firm to capture all of this surplus. 

 

Combination 
 

These types are not mutually exclusive. Thus a company may vary pricing 

by location, but then offer bulk discounts as well. Airlines use several different 

types of price discrimination, including Bulk discounts to wholesalers, 

consolidators, and tour operators. 

• Incentive discounts for higher sales volumes to travel agents and corporate 

buyers 

• Seasonal discounts, incentive discounts, and even general prices that vary by 

location.  

• Discounted tickets requiring advance purchase and/or Saturday stays.  

 

4.5.Pricing strategy  
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Pricing strategy has an instrument to achieve the objective of a firm and it 

should be formulated in such a way as to maximize the sales revenue and profit. 

Maximum profit refers to the highest possible profit. In the short run, a firm not 

only should be able to recover its total costs, but also should get excess revenue 

over costs. 

One of the most difficult, yet important, issues you must decide as an 

entrepreneur is how much to charge for your product or service. While there is no 

one single right way to determine your pricing strategy, fortunately there are some 

guidelines that will help you with your decision. The firm's pricing strategy 

objectives must be identified in order to determine the optimal pricing in different 

market situations. Common objectives include the following: 

Current profit maximization - seeks to maximize current profit, taking into 

account revenue and costs. Current profit maximization may not be the best 

objective if it results in lower long-term profits. 

Current revenue maximization - seeks to maximize current revenue with no 

regard to profit margins. The underlying objective often is to maximize long-term 

profits by increasing market share and lowering costs. 

Maximize quantity - seeks to maximize the number of units sold or the number of 

customers served in order to decrease long-term costs as predicted by the 

experience curve. 

Maximize profit margin - attempts to maximize the unit profit margin, 

recognizing that quantities will be low. 

Quality leadership - use price to signal high quality in an attempt to position the 

product as the quality leader. 

Partial cost recovery - an organization that has other revenue sources may seek 

only partial cost recovery. 
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Survival - in situations such as market decline and overcapacity, the goal may be 

to select a price that will cover costs and permit the firm to remain in the market. 

In this case, survival may take a priority over profits, so this objective is 

considered temporary. 

Status quo - the firm may seek price stabilization in order to avoid price wars and 

maintain a moderate but stable level of profit. 

 

4.6. Penetration Pricing 

It is the pricing technique of setting a relatively low initial entry price, often 

lower than the eventual market price, to attract new customers. The strategy works 

on the expectation that customers will switch to the new brand because of the 

lower price. Penetration pricing is most commonly associated with a marketing 

objective of increasing market share or sales volume, rather than to make profit in 

the short 

term. The success of penetration price policy requires the existence of the 

following conditions. 

• First, the short run demand for the product should have elasticity greater 

than unity. It helps in capturing the market at lower prices. 

• Second, economies of large-scale production are available to the firm with 

the increase in sales. 

• Third, the product should have a high cross-elasticity in relation to rival 

products for the initial lower price to be effective. 

Finally, the product, by nature should be such that it can be easily accepted and 

adopted by the consumers. 
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4.7. Loss leader Pricing 

A company loses money on one service but earns on a related product. This 

strategy is often implemented as a part of a promotion campaign. The intent of this 

practice is not only to have the customer buy the (loss leader) sale item, but other 

products that are not discounted. These bargains will attract customers who may 

then purchase other products/services even if they don't buy the product which 

price had been initially reduced.  

-For example is Gillette's safety razor handles that are sold at a loss, but sales of 

disposable razor blades are very profitable. Major forces influencing pricing are 

company's strategic goals, demand for its products or services, and/or competition. 

Management should pay particular attention when deciding on pricing methods 

since the success of the entire business depends on it. 

4.8. Multiple Product Pricing 

            The price theory or microeconomic models of price determination are 

based on the assumption than a firm produces a single, homogeneous product. In 

actual practice, however, production of a single homogeneous product by a firm is 

an exception rather than a rule. Almost all firms have more than one product in 

their line of production. Even the most specialized firms produce a commodity in 

multiple Models, styles and sizes, each so much differentiated from the other that 

each model or size of the product may be considered a different product.  

The pricing under these conditions is known as multi-product pricing or 

product-line pricing. The major problem in pricing multiple products is that each 

product has a separate demand curve. But, since all of them are produced under 

one organization by interchangeable production facilities, they have only one 

inseparable marginal, cost curve. That is, while revenue curves, AR and MR, are 

separate for each product, cost curves, AC and MC, are inseparable. Therefore, the 
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marginal rule of pricing cannot be applied straightaway to fix the price of each 

product separately. The solution is similar to the one employed to illustrate third 

degree price discrimination. As a discriminating monopoly tries to maximize its 

revenue in all its markets, so does a multi-product firm in respect of each of its 

products 

IMPORTANT QUESTIONS 

1. Explain Various Pricing Methods And Strategies? 

2. Explain The Following Pricing Strategy 

3. (i)Penetration Pricing 

(ii) Skimming Pricing With Examples 

4. Discuss About Various Pricing Methods Which Are In Practice? 

5. Explain How Price Is Determined Under Competition? 

6. How Prices Are Determined In Oligopolistic Markets? 

7. How Is Price Determined In Monopoly Market Structure? 

PREPARED BY; 

Dr. SARIKA.G, MBA, Ph.D, 

PRINCIPAL, 

BALAJI INSTITUTE OF IT & MANAGEMENT, 

KADAPA 
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(17E00103) MANAGERIAL ECONOMICS 

 

 Objective of this course is to understand the relevance of economics in business 

management. This will enable the students to study functional areas of management such as 

Marketing , Production and Costing from a broader perspective. 

1.  Introduction to Managerial Economics:  Definition, Nature and Scope, Relationship 

with other areas in Economics, Production Management, Marketing, Finance and 

Personnel, Operations research - The role of managerial economist. Objectives of the 

firm: Managerial theories of firm, Behavioural theories of firm, optimization techniques, 

New management tools of optimization. 

2. Theory of Demand: Demand Analysis – Law of Demand - Elasticity of demand, types 

and significance of Elasticity of Demand. Demand estimation – Marketing research 

approaches to demand estimation. Need for forecasting, forecasting techniques. 

3.    Production Analysis: Production function, Isoquants and Isocosts, Production function 

with one/two variables, Cobb-Douglas Production Function, Returns to Scale and Returns 

to Factors, Economies of scale- Cost concepts - cost-output relationship in the short run 

and long run, Average cost curves - Break Even Analysis. 

4. Market Structure and Pricing practices:  Features and Types of different competitive 

situations - Price-Output determination in Perfect competition, Monopoly, Monopolistic 

competition and Oligopoly. Pricing philosophy – Pricing methods in practice: Price 

discrimination, product line pricing. Pricing strategies: skimming pricing, penetration 

pricing, Loss Leader pricing. Pricing of multiple products. 

5. Inflation and Business Cycles:-Definition and meaning-characteristics of Inflation- 

types of inflation - effects of inflation - Anti-Inflationary methods - Definition and 

characteristics of business cycles-phases of business cycle - steps to avoid business cycle  

6. Textbooks: 

7. Managerial Economics Analysis,  Problems ,Cases ,Mehta,P.L., Sultan Chand  &Sons. 

8. Managerial Economics, Gupta, TMH 

9. References: 

10. Managerial Economics, D.N.Dwivedi,Eighth Edition,Vikas Publications 

11. Managerial   Economics,  Pearson Education, James  L.Pappas  and Engene  F.Brigham 

12. Managerial Economics, Suma Damodaran, Oxford. 

13. Macro Economics by MN Jhingan-Oxford 

14. Managerial Economics- Dr.DM.Mithani-Himalaya Publishers 

15. Managerial Economics-Dr.H.L Ahuja-S.Chand and Com pvt ltd, NewDelhi 

16. Managerial Economics by Dominick  Salvatore, Ravikesh Srivastava- Oxford  

17. University press. 

18. Managerial Economics by  Hirschey- Cengage Learning 
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                        UNIT-5 

                               INFLATION AND BUSINESS CYCLES 
 
5.1. Definition and meaning-characteristics of Inflation 
 

Definition: Inflation is a phase of rapid rise in prices arising under conditions of 

full employment. It can lead to no further rise in incomes and employment in the 

economy. 

 5.2. Characteristics of Inflation  

A. Inflation is generally associated with rapidly rising prices which causes a 

decline in the purchasing power of money.  

B. Changes in the value of money have far reaching social and economic effect 

on different sections of the community.  

C. Since everyone is a consumer and producer, debtor and creditor, wage earner 

or employer, at one and the same time, the individuals affected differently in 

different capacities by the same change in the price level.  

D. The misery of wage earner and the renter class and the prosperity of business 

class may be accounted for the same phenomenon.  

E. The distribution of wealth, production, investment etc. is all affected by the 

changes in the value of money.  

F. A state in which value of money is falling and prices are rising is termed as 

inflation. If all prices change in the same direction at the same time and in 

the same degree, the problems presented by fluctuation in their value of 

money would be minor.  

G. Even then, certain maladjustments would arise, for the burden of outstanding 

indebtedness would grow lighter with a rise in the general price level and 

heavier with a fall 
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5.3. Types of Inflation 

1. Creeping Inflation: when prices rises by about 1-3 percent per annum, it is 

called Creeping Inflation. Economists do not consider it harmful as it has very little 

adverse effect on economic activities. So it is not considered so harmful. 

2. Walking Inflation: When the price rise is about 3-5 percent per annum, it is 

called Walking Inflation. Even this is not considered so dangerous as it also has a 

little adverse effect on economic activities. 

3. Running Inflation: When prices rise by about 10 percent per annum, it is called 

Running Inflation. 

This type of inflation is not considered favorable for the economy as it brings fall 

in the living standard in the real terms. 

4. Galloping Inflation: When price rise is more than 10 percent per annum and 

prices rise every day and every month, it is called Galloping Inflation. It is also 

called Hyper- Inflation. It is considered as an extreme stage of inflationary 

condition which prevails in the economy. 

5. Other Inflation: under this we include the following types of inflation 

a) Cost Push Inflation: This is caused by an increase in production cost. It is 

caused by two factors due to the increase in the wages or due to an increase in the 

profit margins of the industrialist. An increase in wages and the prices of raw 

material leads to emergence of cost push inflation. 

b) Demand Pull Inflation: The aggregate demand of goods increases as a result of 

increase in population and due to other factors but the production does not increase 

at the desired level. This results in increase in the price and is called demand pull 

inflation. 
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5.4. Effects of Inflation 

Inflation affects all the sections of the society. While for some it brings good 

fortune, for others, it may prove to be disastrous. Inflation initially activates the 

economy. However, continuous inflation shakes the foundation of the economic 

system. This system makes the rich richer and the poor poorer. Effects of inflation 

could be discussed under four heads: 

(A) Effect of inflation on different sections of society: 

Inflation does not hit all sections of the society alike. While a section of society 

may tend to gain, another section would invariably lose. The effect of inflation on 

different sections of society can be discussed as follows:  

1. Producers: In this category of people industrialist, traders, farmers, and 

employers are included. Inflation is a boon to the producers because it serves as a 

tonic for business enterprise. During inflation, corporate and non-corporate profits 

rise sharply and businessmen react to this rising prices by building up inventories. 

2. Investors: Investors could be classified in two categories: 

a) Investors dealing in Speculative activities (Equity Shares ) 

b) Investors in fixed interest yielding securities ( Bonds, Debentures ) 

The former category of investors gains during inflation because dividend on 

equities increases with increase in prices and corporate earnings. Investors in fixed 

interest yielding securities have to be content with the fixed income and they 

cannot share the fruits of prosperity in the economy arising as a result of inflation. 

Thus, investors in fixed interest yielding securities tend to lose during inflation. 

3. Consumers: Every individual in the society is consumer. Fixed income group 

consumer is the worst sufferers during inflation because their purchasing power 

goes down with the increase in price leveling the economy. Consumers, whose 

income increases during inflation are not affected so much. 
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4. Wage and Salary Earners: People getting fixed income, i.e. wages and 

salaries, pensioners, suffer most from inflation. Although, with increase in price 

level, wages and salaries rise, but they do not rise in the same proportion in which 

the cost of living rises. This results in fall in real wages and as a result, the living 

standard of fixed income class declines. 

5. Debtors and Creditors: During inflation, debtors are the gainers and the 

creditors are the losers. The debtor when borrowed money before inflation had set 

in it commanded more purchasing power than what it commands now. So when it 

is returned creditor receives less in real terms, hence he is the loser. 

5.5. Anti-inflationary Methods 

 The price level growth has a negative impact on the economy, so methods 

that would suppress inflation are seeking. We can mention restrictive fiscal and 

monetary policy triggering a decline in aggregate demand and thus a decrease in 

the price level and the decline in production. Another option is to use the tools of 

other macroeconomic policy - income policy. Income policy focuses on 

negotiations between employers, unions and the government (i.e. tripartism), in 

order to minimize the unemployment rate, without increasing the rate of inflation. 

Tools comprise a wage freeze, wage growth restricting or voluntary restriction of 

wages and prices. 

Thus, a trade cycle has four phases: 

 Expansion 

 Prosperity 

 Recovery/boom 

 Recession 
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1. Growth 

The growth phase of the business cycle is also known as the expansion 

phase. At this point, the business is doing well, growing rapidly and responding 

favorably to an active market. It typically comes with a high demand for many 

consumer goods, a large supply of wealth and a strong middle class. The business 

sells as many products or services as it can produce and funnels a large amount of 

funds into expansion activities to keep up with demand. 

Peak 

The peak step may also be known as the prosperity phase. At this stage, 

demand is not outstripping supply, but the amount of wealth is still very high and 

demand has caused companies to start raising prices. Price hikes lead to greater 

wages for labor, which in turn puts even more money into the system. The business 

raises figures around the board so that while success remains steady, profits are 

offset by higher costs and expansion is more difficult to maintain. 

Recession vs. Decline 

At this stage, the business cycle can split different ways. Some cycles have a 

separate recession and contraction phase. Some have both a recession phase and a 

longer, ongoing trough phase after the recession. Some only have one simple 

decline phase. No matter how describe, this phase is caused by decreases in 

spending, cut expenses that result in less labor and therefore less money for 

consumers to spend, and falling demand. Falling demand leads to falling prices and 

less production, and the recession phase can eventually enter a low demand state 

that it can stay in for some time. 



 

UNIT-5: INFLATION & BUSINESS CYCLES         BALAJI INST OF IT & MANAGEMENT 

Recovery 

The recovery step occurs when the recession phase eventually overturns 

itself and businesses began producing more products to demand, which is growing 

once again. The recovery phase is sometimes seen as the growth phase, simply in a 

different form. It is often spurred on by new technology or a new source of wealth 

in the economy. 

 

 

Fig 5.1. Four Phases of  Trade Cycle 

 

5.6.Phases of a Business Cycle: 

A typical business cycle has two phases— expansion phase or upswing or 

peak; and contraction phase or downswing or trough. The upswing or expansion 

phase exhibits a more rapid growth of GNP than the long run trend growth rate. At 

some point, GNP reaches its upper turning point and the downswing of the cycle 

begins. In the contraction phase, GNP declines. At some time, GNP reaches its 

lower turning point and expansion begins. Starting from a lower turning point, a 

cycle experiences the phase of recovery and after some time it reaches the upper 

turning point—the peak. But, continuous prosperity can never occur and the 
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process of downhill starts. In this contraction phase, a cycle exhibits first a 

recession and then, finally, reaches the bottom—the depression. 

5.7. Characteristics of Business Cycle 

 

The business cycle occurs periodically in a wave-like fashion with varying 

magnitude affecting not only the entire economy of the country but also making its 

impact on economies of other countries.  

 

1. Business cycle occurs periodically 

The Business cycles occur periodically in a regular fashion. This means the 

prosperity and depression will be occurring alternatively. But there need not be 

uniformity in the extent and magnitude. Though the general structure of different 

cycles may be the same, it may not be perfectly rhythmical in character. 

2. It is all embracing. 

The business cycle implies that the prosperity or depressionary effect of the 

phase will be affecting all industries in the entire economy and also affect the 

economies of other countries. It is international in character.  

 

3. Business Cycle is wave-like 

          The business cycle will have set pattern of movements which is analogous to 

waves. Rising prices, production, employment, and prosperity will become the 

features of upward movement. Falling prices, unemployment will become the 

features of the downward movement. 

4. Process of Business Cycle is cumulative and self-reinforcing 

The upward movement and downward movement are cumulative in their 

process. When once the upward movement starts, it creates further movement in 

the same direction by feeding on itself. This movement will persist till the forces 

accumulate to alter the direction and create the downward movement. When a 

downward movement starts, it persists in the same direction leading to the worst 

depression and stagnation till it is retrieved to gain an upward movement. 

 

 

https://accountlearning.com/business-cycle-meaning-features-characteristics/
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5.8. Steps To Avoid Business Cycles 

 Economic development of an economic is negatively affected by periodic 

fluctuation in business and economic activities. 

 Therefore the government should take protective and corrective measures to 

maintain balance in economic system. 

Following are the steps/measures to avoid/control business cycle. 

Preventive Measures: 

              The aim of preventive measures is to avoid the happening of business 

cycles which     include all measures that are chosen during the period of expansion 

to regulate purchases protection of assets and avoiding irresponsible credit 

expansion. 

 The existence of accurate connection between cyclical changes in common 

business activity and changes in the business of the given firm. 

 The quality of the cyclical price movements during the purchases and sales 

of the distinct business in respect to the general business cycle which has 

been secured by a business manager who has initiated the foremost crucial 

step in chalking out creative programs that is adaptable to the business cycle. 

 

The various protective measures against the effects of business cycles are as 

follow, 

 

 Preservation of assets and avoidance of unnecessary increase in plant and 

equipment and in dividends during the expansion phase. 

 Curtailing the dependence of agricultural on nature 

 Equilibrium between demand and supply 

 Control on experimental activities and 

 Nationalization of basic industries. 
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IMPORTANT QUESTIONS 

1. Define The Characteristics, Types And Effect Of Each Type Of Inflation? 

2. Define The Characteristics And Phases Of Business Cycle? 

3. Define Inflation? What Are The Negative Effects Of Inflation? 

4. Outline The Reasons For Inflation And Suggest Measures To Reduce It. 

5. What Anti-Inflationary Measures Do You Suggest For Curtaining Inflation 

In India? 

6. What Is Boom And Recession In Business Cycle? Give Proper 

Recommendations To Deal With Recessionary Conditions? 

 

PREPARED BY; 

Dr. SARIKA.G, MBA, Ph.D, 

PRINCIPAL, 

BALAJI INSTITUTE OF IT & MANAGEMENT, 

KADAPA. 

 

 

                                 

 

 

 

 

 



 

UNIT-5: INFLATION & BUSINESS CYCLES         BALAJI INST OF IT & MANAGEMENT 

CASE STUDIES 

1. Over the past year Meredith and Smunt Manufacturing had annual sales of 

10,000 portable water pumps. The average quarterly sales for the past 5 years 

have averaged: spring 4,000, summer 3,000, fall 2,000 and winter 1,000. 

Compute the quarterly index 

Solution: Sales of 10,000 units annually divided equally over the 4 seasons is 

10 000 4 2 500, / ,  and   

the seasonal index for each quarter is:  

spring 4 000 2 500 16, / , . ;   

summer 3 000 2 500 1 2, / , . ;  fall 2 000 2 500 8, / , . ;   

winter 1 000 2 500, / , .4.  

2. Using the data in Problem 7, Meredith and Smunt Manufacturing expects 

sales of pumps to grow by 10% next year. Compute next year’s sales and the 

sales for each quarter. 

Solution: Next years sales should be 11,000 pumps ( , * . , ).10 000 110 11000  Sales for 

each quarter should be 1/4 of the annual sales * the quarterly index. 

Spring = (11,000 / 4)*1.6 = 4,400; 

Summer = (11,000 / 4)*1.2 = 3,300; 

Fall = (11,000 / 4)*.8 = 2,200; 

Winter = (11,000 / 4)*.4.=1,100. 

3. Let us take an example. If the price of coffee rises from Rs. 45 per 250 

grams to Rs. 55 per 250 grams per pack and as a result the consumer’s 

demand for tea increases from 600 to 800 packs then the cross elasticity of 

demand of tea for coffee can be found out as follows 
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Solution: 

        ∆qx = 800 – 600 = 200 packs 

        ∆py – Rs. 55-45 = 10 

 

4.Katherine advertises to sell cookies for $4 a dozen. She sells 50 dozen, and 

decides that she can charge more. She raises the price to $6 a dozen and sells 

40 dozen. What is the elasticity of demand? Assuming that the elasticity of 

demand is constant, how many would she sell if the price were $10 a box? 

Solution: 

To find the elasticity of demand, we need to divide the percent change in 

quantity by the percent change in price. 

 

% Change in Quantity = (40 - 50)/(50) = -0.20 = -20% 

% Change in Price = (6.00 - 4.00)/(4.00) = 0.50 = 50% 

Elasticity = |(-20%)/(50%)| = |-0.4| = 0.4 

 

The elasticity of demand is 0.4 (elastic). 

5.If Neil's elasticity of demand for hot dogs is constantly 0.9, and he buys 4 hot 

dogs when the price is $1.50 per hot dog, how many will he buy when the price 

is $1.00 per hot dog? 

Solution: 

This time, we are using elasticity to find quantity, instead of the other way 

around. We will use the same formula, plug in what we know, and solve from 

there. 

 

Elasticity = 

And, in the case of John, %Change in Quantity = (X – 4)/4 

https://www.sparknotes.com/economics/micro/elasticity/problems/
https://www.sparknotes.com/economics/micro/elasticity/problems/
https://www.sparknotes.com/economics/micro/elasticity/problems/
https://www.sparknotes.com/economics/micro/elasticity/problems/
https://www.sparknotes.com/economics/micro/elasticity/problems/
https://www.sparknotes.com/economics/micro/elasticity/problems/
https://www.sparknotes.com/economics/micro/elasticity/problems/
https://www.sparknotes.com/economics/micro/elasticity/problems/
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Therefore : 

Elasticity = 0.9 = |((X – 4)/4)/(% Change in Price)| 

% Change in Price = (1.00 - 1.50)/(1.50) = -33% 

0.9 = |(X – 4)/4)/(-33%)| 

|((X - 4)/4)| = 0.3 

0.3 = (X - 4)/4 

X = 5.2 

 

Since Neil probably can't buy fractions of hot dogs, it looks like he will buy 5 hot 

dogs when the price drops to $1.00 per hot dog. 

6. Yesterday, the price of envelopes was $3 a box, and Julie was willing to buy 

10 boxes. Today, the price has gone up to $3.75 a box, and Julie is now willing 

to buy 8 boxes. Is Julie's demand for envelopes elastic or inelastic? What is 

Julie's elasticity of demand? 

Solution: 

To find Julie's elasticity of demand, we need to divide the percent change in 

quantity by the percent change in price. 

 

% Change in Quantity = (8 - 10)/(10) = -0.20 = -20% 

% Change in Price = (3.75 - 3.00)/(3.00) = 0.25 = 25% 

Elasticity = |(-20%)/(25%)| = |-0.8| = 0.8 

 

Her elasticity of demand is the absolute value of -0.8, or 0.8. Julie's elasticity of 

demand is inelastic, since it is less than 1. 

7. Let us take an example. If the price of coffee rises from Rs. 45 per 250 

grams to Rs. 55 per 250 grams per pack and as a result the consumer’s 

demand for tea increases from 600 to 800 packs then the cross elasticity of 

demand of tea for coffee can be found out as follows: 

 

https://www.sparknotes.com/economics/micro/elasticity/problems/
https://www.sparknotes.com/economics/micro/elasticity/problems/
https://www.sparknotes.com/economics/micro/elasticity/problems/
https://www.sparknotes.com/economics/micro/elasticity/problems/
https://www.sparknotes.com/economics/micro/elasticity/problems/
https://www.sparknotes.com/economics/micro/elasticity/problems/
http://www.yourarticlelibrary.com/economics/elasticity-as-demand/cross-elasticity-of-demand-importance-and-numerical-problems/36772
http://www.yourarticlelibrary.com/economics/elasticity-as-demand/cross-elasticity-of-demand-importance-and-numerical-problems/36772
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Solution: 

∆qx = 800 – 600 = 200 packs 

∆py – Rs. 55-45 = 10 

 

 

8.Suppose the following demand function-for coffee in terms of price of tea is 

given. Find out the cross elasticity of demand when price of tea rises from Rs. 

50 per 250 grams pack to Rs. 55 per 250 grams pack. Qc = 100 + 2.5Pt Where 

Qc is the quantity demanded of coffee in terms of packs of 250 grams and Pt is 

the price of tea. 

Solution: 

The positive sign of the derivative of Pt shows that rise in price of tea will cause an 

increase in quantity demanded of coffee. This implies that tea and coffee are 

substitutes. 

In order to determine cross elasticity of demand between tea and coffee, we first 

find out quantity demanded of coffee when price of tea is Rs. 50 per 250 grams. 

Thus, 

Qc= 100 + 2.5 x 50 = 225 

Cross elasticity, e. = dQc/dPt x Pt/Qc 

dQc/dPt = 2.5 

ec =2.5 x 50/225 = 125/225 = 0.51 

 

http://cdn.yourarticlelibrary.com/wp-content/uploads/2014/04/clip_image00849.jpg
http://cdn.yourarticlelibrary.com/wp-content/uploads/2014/04/clip_image00849.jpg
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9. Two goods have a cross-price elasticity of demand of +1.2 (a) Would you 

describe the goods as substitutes or complements? (b) If the price of one of the 

goods rises by 5 per cent, what will happen to the demand for the other good, 

holding other factors constant? 

Solution: 

(a) The goods with positive cross-price elasticity of demand are substitute goods. 

(b) If the price of one of the two goods increases by 5 per cent, it will be substi-

tuted by the other good so that the quantity demanded of this other good will rise. 

With positive cross-price elasticity being equal to 1.2, the quantity demanded of 

the other good will increase by 1.2 x 5 = 6 per cent. 

 
10. From the following data, you are required to calculate: 

(a) P/V ratio 

(b) Break-even sales with the help of P/V ratio. 

(c) Sales required to earn a profit of Rs. 4,50,000 

 

Solution: 

Fixed Expenses = Rs. 90,000 

 

Variable Cost per unit: 

Direct Material = Rs. 5 

Direct Labour = Rs. 2 

Direct Overheads = 100% of Direct Labour 

Selling Price per unit = Rs. 12. 
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11.From the following particulars, find out the break-even-point: 

 

What should be the selling price per unit, if the break-even point should be 

brought down to 6,000 units? 

Solution: 
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12.The fixed costs amount to Rs. 50,000 and the percentage of variable costs to 

sales is given to be 66 ⅔%.If 100% capacity sales are Rs. 3,00,000, find out the 

break-even point and the percentage sales when it occurred. Determine profit 

at 80% capacity: 
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Solution: 
 

 

 

13. From the following information, ascertain by how much the value of sales 

must be increased by the company to break-even 
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Solution: 
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SECTION – A 
(Answer the following: (05 X 10 = 50 Marks) 

 

***** 
1  Briefly define the role, nature and scope of managerial economics. 

OR 
2  Briefly discuss the relationship of economics with other disciplines of management. 
   
3  Briefly explain the significance of demand forecasting and narrate various techniques. 

OR 
4  Discuss the role of marketing research approaches in demand estimation. 
   
5  What is Breakeven analysis? Explain relevance of it in the bussiness. 

OR 
6  Briefly explain the production function and influencing factors. 
   
7  Explain various pricing methods and the strategies of pricing policy. 

OR 
8  Briefly explain price output determination in various types of competitions. 
   
9  Define the characteristics, types and effect of each type of inflation. 

OR 
10  Briefly discuss the characteristics and phases of business cycle. 

   
SECTION – B 

(Compulsory question, 01 X 10 = 10 Marks) 
11  Case Study: 

       Define price elasticity of demand. If a consumer increases the consumption of X by 5 kgs from     
10 kgs to 15 kgs per week due to decrease in the price by 2 Rs per kg from 8 Rs to 6 Rs, how 
much is the rate of change is observed in demand due to price change. Explain. 
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Code: 14E00202 
 

MBA II Semester Supplementary Examinations December/January 2018/19 
MANAGERIAL ECONOMICS 

(For students admitted in 2014 (LC), 2015 & 2016 only) 
 

Time: 3 hours                                                                                                           Max. Marks: 60 
 

SECTION – A 
(Answer the following: (05 X 10 = 50 Marks) 

 

***** 
1  Explain the nature, scope and relevance of managerial economics. 

OR 
2  Discuss the decision making process at the level of the firm. 
   
3  Categories the types of demands. Explain with an example. 

OR 
4  What is meant by demand forecasting? Why do you think it is important for the manager of a 

business firm? 
   
5  Define ‘Production function’. What is Cobb-Douglas production function? Explain. 

OR 
6  Explain short range and long range costs with examples. 
   
7  Discuss in detail various types of markets with suitable example for each. 

OR 
8  Explain the following pricing strategy: 

   (i) Penetration pricing. 
   (ii) Skimming pricing. 

   
9  What are the major factors influencing inflation in India? Explain. 

OR 
10  List out the characteristic features of business cycle. Discuss the impact of business cycle on the 

organization.  
   

SECTION – B 
(Compulsory question, 01 X 10 = 10 Marks) 

11  Case Study: 
  Explain different elasticities of demand. Illustrate the use of elasticities of demand in managerial 

decision making. 
 

***** 
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SECTION – A 
(Answer the following: (05 X 10 = 50 Marks) 

 

***** 
1  Critically examine the role of managerial economist in the present day business environment. 

OR 
2  What is optimization? What are the techniques of optimization? 
   
3  Explain clearly about price elasticity of demand with examples. 

OR 
4  Discuss the need and significance of marketing research in India. 
   
5  Define ‘cost’. Outline the various determinants of costs. 

OR 
6  Write in detail about Cobb-Douglas production function. 
   
7  Explain the features of monopoly and oligopoly. 

OR 
8  Discuss about methods of pricing which are in practice. 
   
9  Define inflation. What are the negative effects of inflation? 

OR 
10  What is meant by business cycle? Outline the different phases of business cycles. 
   

SECTION – B 
(Compulsory question, 01 X 10 = 10 Marks) 

11  Case Study: 
  Commodity Original price New price Original demand New demand 

A 14 16 54 49 
B 6 9 14 12 
C 96 100 44 39 
D 10 8 29 34 

 

  Questions: 
 (a) Calculate price elasticity demand for A, B, C, D. 
 (b) Which commodity has more elasticity of demand and which commodity has less elasticity of demand? 

 
***** 
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All questions carry equal marks 
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SECTION - A 
          Answer the following: (05 X 10 = 50 Marks)  

1  Define ‘Managerial Economics’. Explain the nature and scope of managerial economics. 
OR 

2  Define ‘Firm’. What are the various objectives of a firm? 
   

3  Briefly write about types of elasticity of demand. 
OR 

4  What are the techniques available for demand fore-costing? 
   

5  Discuss in detail about Cobb-Douglas production function. 
OR 

6  Write in detail about economics of scale of production. 
   

7  Examine how price is determined under perfect competition. 
OR 

8  Briefly write about different strategies of pricing. 
   

9  Outline the reasons for inflation and suggest measures to reduce it. 
OR 

10  Explain about the various phases of business cycles. 
   

SECTION – B 
                                                            (Compulsory Question)                        01 X 10 = 10 Marks 

11  Case study: 
  Find price elasticity of demand at price Rs.7, when price and quantity demanded behave in 

the following manner: 
Price (P) Kg 9 8 7 6 5 4 3 2 1 
Quantity Demanded (Q)/Kg 5 15 20 30 36 45 55 70 90 

 

 ***** 
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PART – A 
(Answer the following: (05 X 10 = 50 Marks) 

***** 
1  Discuss briefly the contributions made by different disciplines to managerial economics. 

OR 
2  Distinguish between: 
 (a) Managerialism & marginalism. 
 (b) Managerialism and behaviourism. 
   
3  Define the concepts of elasticity and also classify different types of demand elasticity. 

OR 
4  What is the need of demand forecasting? Describe the complex statistical techniques of demand 

forecasting. 
   
5  What is product function? Discuss the Cobb-Douglas production function. 

OR 
6  Discuss the main determinants of a cost function and also state the relationship between production 

& cost in the short-run. 
   
7  Discuss the price-output determination in an industry under perfect competition. 

OR 
8  Would you prefer a low penetration price to a high initial price for a new product? Discuss. 
   
9  What is inflation? Discuss the types and effects of inflation. 

OR 
10  Explain the following: 
 (a) Impact of business cycles on business organization. 
 (b) III-effects of business cycles. 

 
SECTION – B 

                                                        (Compulsory Question)                        01 X 10 = 10 Marks 

11  Case study: 
The retailer’s fixed costs are Rs. 50000 and his variable costs are 12% of net sales. Out of the gross 
margins, he meets his fixed and variable costs. 

Products Profit margin on selling price Percentage of rupee sales 
Pens 40% 30% 

Pencils 30% 10% 
White papers 35% 40% 

Carbon sheets 50% 20% 
 (i) Calculate retailer’s break-even point. 
(ii) How much profit will the retailer makes on a sales value of Rs. 100000. 

 
***** 
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SECTION – A 
Answer the following: (05 X 10 = 50 Marks) 

1  What is scope managerial economics?  Explain its relationship with finance and marketing functions. 
OR 

2  Elucidate objectives of a business firm. Describe managerial theories of the firm. 
   
3  What are marketing research approaches to demand estimation? 

OR 
4  Explain supply function of a product. What are various types of supply elasticity? 
   
5  Explain cost-output relationship in the short and long-turns. 

OR 
6  What are returns to scale and factors? Examine the role of innovations in global competitiveness. 
   
7  Elucidate how prices are determined in oligopolistic markets. 

OR 
8  Describe skimming and penetrating price strategies with relevant examples. 
   
9  What are cost-push and demand-pull inflations?  What are effects of inflation? 

OR 
10  Narrate phases of business cycle. 

   
    SECTION – B 

                                                            (Compulsory Question)                        01 X 10 = 10 Marks 
11  Case study: 

  Maruti Udyog Ltd (MUL) enjoys monopoly in spare parts.  Along with dealers, MUL is exploiting Maruti vehicle 
users. 
     Often the vehicle user has to change the clutch plate twice in six months and has to pay Rs.3,567/-. MUL 
chargers the price of clutch at imported cost while clutch plate is actually made by clutch auto private Ltd at 
Faridabad. 
     The replacement of a silencer costs Rs.800/-. The cost of spare parts and repairs by any reckoning is three 
to four times compared to Ambassador or Fiat. 
     A random sample indicates that every eighth car has faulty clutch.  In the context of defective parts and 
exorbitant cost of repairs, saving in fuel in Maruti as compared to other auto makers is of little consequence. 
     Maruti vehicle users in dilemma they cannot get spare parts or get their cars repaired except through Maruti 
Udyog or its authorized dealers.  But both charge huge amounts, not giving guarantee for a single day.  MUL is 
thus, indifferent to the genuine grievances of its customers. 

  Questions: 
 (a) Define a monopoly and stage its main features. 
 (b) Why MUL is called a monopoly? Does it enjoy monopoly in car manufacture? 
 (c) In what way do customers surfer from monopoly practices of MUL. 
 (d) What do you suggest to remedy the situation?   

***** 
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Time: 3 hours                              Max. Marks: 60 
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***** 
SECTION - A 

          Answer the following: (05 X 10 = 50 Marks)  
1  Describe behavioral theories of the firm. 

OR 
2  What are optimization techniques?  Illustrate attaining optimization, using calculus.  
   
3  What are the different types of demand elasticity?  Examine their business implications.  

OR 
4  Narrate statistical demand forecasting techniques. 
   
5  Describe Cobb-Douglas production function. 

OR 
6  Explain various cost concepts and illustrate their managerial applications. 
   
7  How is price determined in monopoly market structure? 

OR 
8  Give a brief account of each of the pricing methods with suitable examples. 
   
9  What anti-inflationary measures do you suggest for containing inflation in India? 

OR 
10  What is boom and recession in business cycle?  Give copper recommendations to deal with 

recessionary conditions. 
   

SECTION – B 
                                                            (Compulsory Question)                        01 X 10 = 10 Marks 

11  Case study: 
  Despite stiff increase in tariff by Doordarshan (DD) in march 1987 actual revenue declined.  

This study indicated that the number of small and medium advertisers which was on the 
increase before the tariff hike has now been on decline.  Further there has also been a 
noticeable shift in favor of 20 and 10 seconds spots from 30 or more seconds spots before the 
hike in tariff.  The study found that there has been a steep decline in the actual number of 
advertisements on Doordarshan.  This is across all TV centers and program segments.  But it 
was more significant in the case of channel II of Delhi and Bombay.   
     The second channel of Bombay DD TV had no advertisements since the increase in tariff 
as against revenue of Rs.15, 000/- to Rs.20, 000/- per month in the corresponding months of 
the previous year. 
     In case of Delhi DD TV’s second channel, the number of advertisements declined from a 
rate of 40 to 65 per month in May to July 1986 to a rate of 12 to none between may to July 
1987.  Even the actual revenue has fallen.  It was about Rs.55, 000/- to 71,000/- per month in 
May-June period of 1986.  In the current year, however, it developed to Rs.28, 000/- in June 
and was nil by July 1987. 

  Questions: 
 (a) What happened to revenue after tariff hike for advertisement in DD? 
 (b) Why has revenue declined? 
 (c) Is the prize-elasticity of demand for DD TV advertisements high/low/zero? 
 (d) What tariff (or prize) policy should DD follow for TV advertisements?   

***** 
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