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UNIT – I 

Meaning, Definitions, Nature, and Scope of Economics. Contribution 

of Kautilya in Indian Economic Thought. 

 

Introduction to Economics 

Economics is a subject that emerged from the basic problem of human 

life — how to satisfy unlimited wants with limited resources. Every 

individual, whether rich or poor, faces the problem of choice. A student 

chooses between study and leisure, a firm chooses between different 

methods of production, and a government chooses how to allocate 

resources among health, education, and defense. Economics provides a 

systematic framework to understand these choices. 

In the modern world, economics has become deeply connected with 

business decisions, government policies, and individual welfare. It is no 

longer confined to the study of wealth alone but extends to issues of 

growth, development, inequality, and sustainability. 

Meaning of Economics 

Economics may be defined as the study of how individuals and societies 

allocate scarce resources among alternative uses to satisfy human wants. 

The central idea in economics is scarcity. Resources such as land, labor, 

capital, and entrepreneurial ability are limited, while human wants are 

unlimited and ever-increasing. 

Because of scarcity, choices must be made. Every choice involves a cost, 

known as opportunity cost. When resources are used for one purpose, 

they cannot be used for another. Economics helps in understanding these 

trade-offs and making rational decisions. 

Thus, economics is not merely about money or wealth; it is about 

decision-making, resource allocation, and human behavior in 

everyday life. 

Definitions of Economics – Evolution of Thought 



The meaning of economics has evolved over time. Different economists 

have defined economics according to the problems of their era. 

Wealth Definition – Adam Smith 

Adam Smith, known as the father of economics, defined economics as the 

study of wealth. According to him, economics examines how a nation 

produces wealth and how it is distributed among people. During his time, 

nations were concerned mainly with increasing material prosperity. 

Limitation: 

This definition ignored human welfare and non-material aspects of life. It 

treated wealth as an end rather than a means. 

Welfare Definition – Alfred Marshall 

Alfred Marshall broadened the scope by defining economics as the study 

of mankind in the ordinary business of life. According to him, economics 

studies both wealth and human welfare. 

This definition shifted focus from wealth to people. Wealth was 

considered important only as a means to improve human well-being. 

Merit: 

Introduced the concept of welfare. 

Limitation: 

Excluded non-material activities such as emotional and social aspects of 

life. 

 Scarcity Definition – Lionel Robbins 

Lionel Robbins gave a modern definition of economics. He stated that 

economics is the science which studies human behavior as a relationship 

between ends and scarce means which have alternative uses. 

This definition made economics a science of choice. It emphasized 

scarcity, alternatives, and rational decision-making. 

Importance: 

This definition is widely accepted because it applies to all economic 

systems. 

Growth-Oriented Definition – Samuelson 



Paul Samuelson defined economics as the study of how societies use 

scarce resources to produce valuable commodities and distribute them 

among different people. 

This definition highlights production, distribution, and economic 

growth. 

Nature of Economics 

The nature of economics explains what kind of subject economics is. It 

can be understood under the following heads: 

Economics as a Science 

Economics is a science because it studies cause-and-effect relationships 

and follows systematic methods of analysis. Economic laws such as the 

law of demand and law of supply explain relationships between variables. 

However, unlike natural sciences, economic laws are not exact because 

human behavior is unpredictable. 

Economics as an Art 

Economics is also an art because it applies economic principles to solve 

practical problems. For example, managerial economics applies economic 

theories to business decision-making. 

Positive and Normative Science 

Positive economics deals with facts and realities (what is). 

Normative economics deals with value judgments (what ought to be). 

Both aspects are important for policy formulation. 

Micro and Macro Economics 

Microeconomics studies individual units like consumers and firms. 

Macroeconomics studies the economy as a whole, including national 

income, inflation, and employment. 

Scope of Economics 



The scope of economics is very wide. It includes: 

Theory of consumption 

Theory of production 

Theory of exchange 

Theory of distribution 

Public finance 

International trade 

Economic development 

In modern times, economics has expanded into specialized fields such as 

business economics, health economics, and environmental economics. 

Indian Economic Thought – Introduction 

Indian economic thinking is not a modern development. Long before 

Western economists, Indian scholars discussed economic principles in 

ancient texts. Among them, Kautilya occupies a unique position. 

Kautilya and Arthashastra 

Kautilya, also known as Chanakya or Vishnugupta, was the chief advisor 

to Chandragupta Maurya. His famous work Arthashastra is a 

comprehensive treatise on statecraft, administration, and economics. 

The term Artha refers to material prosperity, and Shastra means science. 

Thus, Arthashastra is the science of economic and political administration. 

Economic Ideas of Kautilya 

Kautilya emphasized that economic strength is the foundation of 

political power. According to him, the welfare of the state depends on 

the prosperity of its people. 

Agriculture as the Base of Economy 

Kautilya considered agriculture as the most important economic activity. 

He encouraged irrigation, land development, and farmer welfare. 



Taxation Principles 

Taxes should be moderate, just, and non-exploitative. Excessive taxation 

weakens the economy. 

Trade and Commerce 

Kautilya supported internal and external trade with proper regulation to 

prevent fraud and exploitation. 

Price Control 

He advocated state intervention to prevent hoarding, black marketing, and 

artificial price rise. 

8.5 State Responsibility 

The king was responsible for public welfare, employment, and economic 

stability. 

Relevance of Kautilya’s Economic Thought Today 

Many principles of Kautilya are relevant even today, such as: 

Welfare-oriented governance 

Regulated markets 

Ethical taxation 

Role of the state in economic development 

Summary  

Economics is a social science that studies human behavior in relation to 

scarce resources and unlimited wants. Over time, the meaning of 

economics has evolved from the study of wealth to the study of choice 

and welfare. 

The nature of economics shows that it is both a science and an art, 

involving theoretical analysis as well as practical application. Its scope is 

wide, covering microeconomic and macroeconomic issues along with 

specialized fields. 



Indian economic thought, especially the contribution of Kautilya, holds a 

significant place in economic literature. His Arthashastra provides 

valuable insights into economic administration, taxation, trade, and 

welfare-oriented governance. Many of his ideas continue to influence 

modern economic thinking. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

UNIT – II 

MANAGERIAL ECONOMICS (BUSINESS ECONOMICS 

Meaning, Definitions, Characteristics, Functions and Importance 

Role of Business Economics in Business Decision-Making 

Functions and Responsibilities of a Business Economist 

Introduction to Managerial Economics 

In the modern business environment, managers are required to take 

decisions under conditions of uncertainty, competition, and limited 

resources. Decisions related to production, pricing, investment, marketing, 

and expansion are complex and require systematic analysis. It is at this 

point that managerial economics becomes highly significant. 

Managerial economics bridges the gap between economic theory and 

business practice. It applies the principles of economics to solve real-life 

managerial problems. While economics provides theoretical tools, 

managerial economics transforms these tools into practical decision-

making instruments. 

Meaning of Managerial Economics 

Managerial economics may be defined as the discipline that deals with 

the application of economic principles, concepts, and methodologies to 

business decision-making. It helps managers in making rational choices 

to achieve organizational objectives efficiently. 

In simple words, managerial economics answers questions such as: 

What should be produced? 

How much should be produced? 

At what cost should production take place? 

At what price should goods be sold? 

How should scarce resources be allocated? 

Thus, managerial economics is decision-oriented, practical, and 

problem-solving in nature. 



Definitions of Managerial Economics 

Different scholars have defined managerial economics in different ways, 

emphasizing its applied nature. 

According to one widely accepted view, managerial economics is 

concerned with analyzing business problems and making decisions using 

economic theory and quantitative techniques. 

Another definition describes managerial economics as the study of 

economic principles that guide managers in the efficient use of resources 

to achieve organizational goals. 

From these definitions, it becomes clear that managerial economics: 

focuses on decision-making, 

uses economic theory as a tool, 

and aims at improving managerial efficiency. 

Relationship between Economics and Managerial Economics 

Economics is a broad subject that studies economic behavior at both 

individual and aggregate levels. Managerial economics is a specialized 

branch of economics that focuses specifically on business firms. 

While traditional economics explains economic laws, managerial 

economics applies those laws to business problems. For example, the law 

of demand explains the relationship between price and quantity 

demanded, while managerial economics uses this law to decide pricing 

strategies. 

Thus, managerial economics is microeconomic in orientation and 

application-based in approach. 

Characteristics of Managerial Economics 

The nature and features of managerial economics can be explained 

through the following characteristics: 

Practical and Applied Discipline 



Managerial economics is not concerned with abstract theories alone. It 

applies economic principles to practical business situations such as 

pricing, production planning, and cost control. 

Normative in Nature 

Managerial economics is normative because it suggests solutions to 

business problems. It answers questions related to what a firm should do 

to achieve its objectives. 

Microeconomic Orientation 

Managerial economics mainly deals with individual firms, consumers, 

and markets rather than the economy as a whole. Therefore, it is closely 

related to microeconomics. 

Use of Quantitative Techniques 

Modern managerial economics makes extensive use of mathematical and 

statistical tools such as regression analysis, forecasting techniques, and 

optimization models to support decision-making. 

 Goal-Oriented Approach 

The primary goal of managerial economics is to help firms achieve 

objectives such as profit maximization, cost minimization, growth, or 

market leadership. 

Functions of Managerial Economics 

Managerial economics performs several important functions that support 

business decision-making. 

Demand Analysis and Forecasting 

Demand analysis involves understanding consumer behavior and the 

factors influencing demand for a product. Demand forecasting estimates 

future demand, enabling firms to plan production and inventory 

effectively. 

 Cost and Production Analysis 



Cost analysis helps firms determine the cost of production under different 

output levels. Production analysis assists in choosing the most efficient 

production techniques. 

Pricing Decisions 

Pricing is a crucial managerial decision. Managerial economics helps in 

determining appropriate pricing strategies based on market structure, cost 

conditions, and demand elasticity. 

Profit Management 

Profit management involves planning and controlling profits. Managerial 

economics helps in analyzing revenue and cost behavior to achieve 

desired profit levels. 

 Capital Budgeting 

Capital budgeting decisions involve evaluating long-term investment 

projects. Economic principles such as opportunity cost and discounting 

are used to select profitable investments. 

 Importance of Managerial Economics 

Managerial economics plays a vital role in the success of business 

organizations. 

Firstly, it helps in rational decision-making by providing a scientific 

basis for managerial decisions. Secondly, it assists managers in dealing 

with uncertainty and risk by using forecasting techniques. Thirdly, it 

improves resource allocation efficiency, ensuring optimal use of scarce 

resources. 

In addition, managerial economics supports long-term planning, 

enhances competitive strength, and contributes to organizational 

growth and stability. 

Role of Business Economics in Business Decision-Making 

Business decisions are influenced by internal and external factors such as 

costs, demand, competition, and government policies. Business 

economics provides a framework to analyze these factors systematically. 

By applying economic principles, managers can: 



evaluate alternative courses of action, 

predict market trends, 

assess the impact of policy changes, 

and choose the most profitable strategies. 

Thus, business economics acts as a decision-support system for 

management. 

Managerial Economics / Business Economics 

Role of Managerial Economics in Various Managerial Functions 

Managerial economics plays a crucial role in almost every function of 

management. It provides analytical tools and logical reasoning that help 

managers take effective and timely decisions. 

Role in Production Management 

Production decisions involve determining the level of output, selection of 

production techniques, and efficient utilization of resources. Managerial 

economics assists production managers by applying the concepts of 

production functions, returns to scale, and cost analysis. 

Through marginal analysis, managers can decide the optimal level of 

production where profits are maximized. It also helps in choosing 

between labor-intensive and capital-intensive methods depending on cost 

conditions and technology. 

Role in Marketing Management 

Marketing decisions such as product pricing, market selection, 

advertising expenditure, and sales promotion are guided by demand 

analysis and elasticity concepts. 

Managerial economics helps marketers understand consumer behavior, 

forecast demand, and evaluate the impact of price changes on sales 

volume. Concepts like price elasticity of demand are especially useful in 

designing pricing strategies in competitive markets. 

Role in Financial Management 



Financial management deals with investment, financing, and dividend 

decisions. Managerial economics provides a theoretical foundation for 

capital budgeting, cost of capital estimation, and risk analysis. 

Economic concepts such as opportunity cost, time value of money, and 

marginal efficiency of capital help finance managers in selecting 

profitable investment projects and ensuring efficient use of financial 

resources. 

Role in Human Resource Management 

Human resource decisions involve wage determination, incentive 

schemes, and employment planning. Managerial economics helps in 

understanding labor productivity, labor supply, and wage theories. 

By applying economic reasoning, managers can design wage structures 

that motivate employees while keeping labor costs under control. 

Role in Strategic Planning 

Strategic decisions relate to long-term growth, diversification, expansion, 

and competitive positioning. Managerial economics helps in analyzing 

market trends, competitive forces, and government policies. 

Economic forecasting and environmental analysis enable firms to prepare 

strategies that ensure long-term sustainability and growth. 

Managerial Economics and Business Environment 

Business organizations do not operate in isolation. They function within 

an economic, social, political, and legal environment. Changes in 

government policies, taxation, interest rates, and trade regulations directly 

affect business decisions. 

Managerial economics helps managers understand the external 

environment and assess its impact on business performance. For example, 

changes in monetary policy influence interest rates, which in turn affect 

investment decisions. 

Thus, managerial economics acts as a link between the business firm and 

the broader economic environment. 

Functions and Responsibilities of a Business Economist 



A business economist plays an important advisory role in modern 

organizations. The responsibilities of a business economist extend beyond 

theoretical analysis and include practical decision support. 

Economic Analysis and Interpretation 

The primary responsibility of a business economist is to analyze 

economic data related to demand, cost, prices, and market conditions. He 

interprets economic trends and presents them in a meaningful way to 

management. 

Demand Forecasting 

Accurate demand forecasting is essential for production planning and 

inventory management. A business economist uses statistical and 

qualitative techniques to estimate future demand and advise management 

accordingly. 

Policy Formulation 

Business economists assist management in formulating pricing, 

production, and investment policies. By applying economic principles, 

they help in evaluating alternative strategies and selecting the most 

suitable one. 

Advisory Role to Management 

A business economist acts as an internal consultant. He advises top 

management on matters such as expansion plans, diversification, cost 

control, and market entry strategies. 

 Coordination with Other Departments 

Business decisions require coordination among various departments. The 

business economist works closely with marketing, finance, production, 

and human resource departments to ensure consistency in decision-

making. 

Monitoring Economic Environment 

Keeping track of changes in the economic environment is another key 

responsibility. The business economist monitors inflation trends, 

government policies, and global economic developments that may affect 

business operations. 



Qualities of a Successful Business Economist 

To perform his role effectively, a business economist should possess the 

following qualities: 

Sound knowledge of economic theory 

Ability to apply theory to practical problems 

Strong analytical and forecasting skills 

Understanding of business operations 

Communication skills to explain complex ideas simply 

These qualities enable the business economist to contribute meaningfully 

to managerial decision-making. 

Limitations of Managerial Economics 

Despite its usefulness, managerial economics has certain limitations. 

Firstly, economic theories are based on assumptions that may not always 

hold true in real-life situations. Secondly, accurate forecasting is difficult 

due to uncertainty and changing market conditions. Thirdly, managerial 

decisions are influenced by human behavior, which cannot always be 

predicted accurately. 

Therefore, managerial economics should be used as a decision-support 

tool, not as a substitute for managerial judgment. 

 Practical Significance of Managerial Economics for BBA Students 

For BBA students, managerial economics serves as a foundation for 

advanced management subjects such as marketing management, financial 

management, and strategic management. 

It develops analytical thinking, problem-solving ability, and economic 

reasoning. Understanding managerial economics prepares students to face 

real-world business challenges with confidence. 

Summary  



Managerial economics is an applied branch of economics that helps 

managers make rational decisions under conditions of scarcity and 

uncertainty. It applies economic theory, concepts, and tools to solve 

business problems related to demand, cost, pricing, production, and 

investment. 

The role of managerial economics extends to all managerial functions, 

including production, marketing, finance, human resources, and strategic 

planning. A business economist plays a vital advisory role by analyzing 

economic data, forecasting demand, and assisting in policy formulation. 

Overall, managerial economics enhances managerial efficiency and 

contributes to the long-term success of business organizations. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



UNIT – III 

METHODS OF ECONOMIC STUDY 

 Introduction to Methods of Economic Study 

Economics, like other social sciences, seeks to understand and explain 

human behavior. However, economic behavior is complex because it is 

influenced by numerous social, psychological, and institutional factors. 

Therefore, economists have developed specific methods to study 

economic phenomena systematically. 

The methods of economic study help economists observe facts, formulate 

theories, and test the validity of economic laws. Among various 

approaches, inductive and deductive methods occupy a central position 

in economic analysis. 

Meaning of Economic Method 

An economic method refers to a systematic procedure used to study 

economic problems, analyze relationships between variables, and derive 

general principles. Since economics deals with human behavior, its 

methods are not as exact as those of natural sciences. Nevertheless, 

careful observation, reasoning, and verification make economic analysis 

reliable and meaningful. 

Approaches to Economic Study 

There are two main approaches to the study of economics: 

Inductive Method 

Deductive Method 

Both methods differ in their approach but complement each other in 

developing economic theory. 

Inductive Method 

Meaning of Inductive Method 

The inductive method involves deriving general economic principles 

from specific observations and facts. Under this method, economists 



collect data related to economic activities, analyze trends, and arrive at 

general conclusions. 

Nature of Inductive Method 

The inductive method is empirical and fact-based. It emphasizes 

observation, experimentation, and statistical analysis. It does not begin 

with assumptions; instead, it relies on real-world data. 

This method is especially useful when economic behavior changes over 

time and varies across regions and societies. 

Historical Background of Inductive Method 

The inductive method gained popularity during the 19th century with the 

rise of the Historical School of Economics. Economists like Gustav 

Schmoller emphasized the importance of historical data and empirical 

studies. 

They criticized classical economists for relying too heavily on abstract 

assumptions and ignoring real-world conditions. 

Steps Involved in Inductive Method 

The inductive method generally follows these steps: 

Collection of economic data 

Classification and organization of facts 

Analysis and interpretation of data 

Generalization and formulation of economic laws 

Each step requires careful judgment to avoid errors and bias. 

Merits of Inductive Method 

The inductive method has several advantages: 

It is realistic and practical 

Based on actual economic behavior 

Useful for policy formulation 



Suitable for dynamic economic conditions 

Because it relies on observed facts, the inductive method is considered 

reliable for applied economics. 

Demerits of Inductive Method 

Despite its merits, the inductive method has certain limitations: 

Time-consuming and costly 

Data collection may be inaccurate 

Generalizations may be incomplete 

Requires skilled interpretation 

Deductive Method 

Meaning of Deductive Method 

The deductive method involves deriving specific conclusions from 

general assumptions or hypotheses. Under this method, economists start 

with certain assumptions and use logical reasoning to reach conclusions. 

Nature of Deductive Method 

The deductive method is abstract and logical. It relies on assumptions 

such as rational behavior, profit maximization, and perfect competition. 

Although assumptions may not always reflect reality, they help in 

simplifying complex economic behavior and developing clear theories. 

Historical Background of Deductive Method 

The deductive method was widely used by classical economists like 

Adam Smith, Ricardo, and John Stuart Mill. They believed that economic 

laws could be discovered through logical reasoning based on basic 

assumptions. 

Neoclassical economists further developed this approach using 

mathematical models. 

Steps Involved in Deductive Method 



The deductive method involves the following steps: 

Formulation of assumptions 

Logical reasoning and analysis 

Derivation of conclusions 

Testing conclusions with real-world data 

This systematic approach ensures internal consistency of economic 

theories. 

 Merits of Deductive Method 

The deductive method offers several advantages: 

Logical clarity and precision 

Simplicity and ease of application 

Helps in theory building 

Saves time and effort 

It is especially useful for explaining fundamental economic relationships. 

Demerits of Deductive Method 

The deductive method also has limitations: 

Assumptions may be unrealistic 

Conclusions may not reflect real behavior 

Ignores historical and social factors 

Limited practical applicability 

Therefore, excessive reliance on deduction may lead to theoretical 

rigidity. 

Difference between Inductive and Deductive Methods 



Although both inductive and deductive methods aim to study economic 

phenomena, they differ significantly in their approach, procedure, and 

application. 

The inductive method begins with observation of facts and moves 

towards generalization. It relies heavily on data collection, statistical 

analysis, and historical evidence. In contrast, the deductive method starts 

with general assumptions and derives conclusions through logical 

reasoning. 

In the inductive method, theories are developed after studying real-life 

situations, whereas in the deductive method, theories are framed first and 

then tested against facts. Induction is more realistic but time-consuming, 

while deduction is faster but may suffer from unrealistic assumptions. 

Thus, both methods have their strengths and weaknesses, making it 

necessary to use them together. 

 Utility of Inductive Method in Economics 

The inductive method is particularly useful in applied and policy-oriented 

economics. It helps governments and businesses understand changing 

economic conditions such as consumer preferences, market trends, and 

income patterns. 

By studying actual economic behavior, economists can formulate policies 

that are practical and relevant. Inductive analysis is widely used in areas 

such as development economics, labor economics, and business 

forecasting. 

Moreover, inductive studies help in verifying the validity of economic 

theories developed through deductive reasoning. 

Utility of Deductive Method in Economics 

The deductive method plays a vital role in developing economic theory. It 

provides a logical framework to explain cause-and-effect relationships 

between economic variables. 

By simplifying complex economic behavior through assumptions, the 

deductive method helps in understanding fundamental concepts such as 

demand, supply, cost, and pricing. It is widely used in microeconomic 

analysis and managerial decision-making. 



The deductive method also aids in predicting economic outcomes under 

given conditions. 

Complementary Role of Inductive and Deductive Methods 

Modern economists agree that neither inductive nor deductive methods 

alone are sufficient for a comprehensive study of economics. Instead, 

both methods should be used together. 

The deductive method helps in formulating hypotheses and theoretical 

models, while the inductive method tests and verifies these models using 

real-world data. In this way, theory and facts support each other. 

Thus, economics progresses through a continuous interaction between 

induction and deduction. 

Scientific Method in Economics 

The scientific method in economics involves: 

observation of economic facts, 

formulation of hypotheses, 

logical analysis, 

testing of conclusions. 

Although economics cannot conduct controlled experiments like natural 

sciences, careful observation and statistical techniques ensure scientific 

validity. 

Limitations of Economic Methods 

Economic methods face certain limitations due to the nature of the 

subject: 

Human behavior is unpredictable 

Economic variables are interrelated 

External factors influence outcomes 

Data limitations affect accuracy 



Despite these challenges, economic methods provide valuable insights 

into economic problems. 

Relevance of Methods of Economic Study for Business Students 

Summary  

The study of economics requires systematic methods to analyze complex 

economic behavior. The inductive method derives general laws from 

observed facts, while the deductive method derives conclusions through 

logical reasoning based on assumptions. 

Both methods have merits and limitations, but together they provide a 

comprehensive framework for economic analysis. Their complementary 

use enhances the accuracy and applicability of economic theories. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

UNIT – IV 

LAW OF DEMAND 

Introduction to Demand 

Demand is one of the most fundamental concepts in economics. Every 

business exists because there is demand for its products or services. 

Understanding demand is essential not only for economists but also for 

managers, producers, and policymakers. The success or failure of a 

business largely depends on how accurately it understands and responds 

to consumer demand. 

In economic analysis, demand does not merely mean desire. A person 

may desire many goods, but desire alone does not create demand. 

Demand arises only when desire is supported by the ability to pay and 

willingness to spend at a given price and time. 

 Meaning of Demand 

Demand refers to the quantity of a commodity that consumers are willing 

and able to purchase at a particular price during a given period of time. 

Thus, demand has three essential elements: 

Desire for the commodity 

Ability to pay for it 

Willingness to spend at a given price 

For example, a student may desire a luxury car but lacks the purchasing 

power. Hence, this desire cannot be treated as demand. 

Demand Schedule and Demand Curve 

A demand schedule is a tabular representation showing different 

quantities of a commodity demanded at various prices during a given 

period of time. It clearly shows the inverse relationship between price and 

quantity demanded. 



A demand curve is a graphical representation of the demand schedule. It 

slopes downward from left to right, indicating that as price falls, quantity 

demanded increases, and vice versa. 

The demand curve helps managers visualize consumer behavior and 

predict the impact of price changes on sales volume. 

 

 Factors Affecting Demand 

Demand for a commodity is influenced by several factors. These factors 

determine the position and movement of the demand curve. 

Price of the Commodity 

Price is the most important factor affecting demand. Generally, when 

price rises, demand falls, and when price falls, demand rises, other factors 

remaining constant. 

Income of Consumers 

The effect of income on demand depends on the nature of the commodity: 

Demand for normal goods increases with an increase in income. 

Demand for inferior goods decreases as income rises. 

Demand for luxury goods increases more than proportionately with 

income. 

Prices of Related Goods 

Related goods can be of two types: 

Substitutes: Tea and coffee. A rise in the price of tea increases demand 

for coffee. 

Complements: Car and petrol. A rise in the price of petrol reduces 

demand for cars. 

Tastes and Preferences 



Changes in consumer tastes, fashion, and preferences significantly affect 

demand. Advertising, branding, and lifestyle changes play an important 

role in shaping consumer preferences. 

 Population 

An increase in population generally leads to an increase in demand for 

goods and services. The composition of population also matters, such as 

age distribution and income groups. 

Expectations 

Consumer expectations regarding future prices, income, or availability of 

goods influence present demand. If prices are expected to rise, consumers 

may buy more in the present. 

 Other Factors 

Other factors include: 

Climate and seasonal conditions 

Government policies and taxation 

Availability of credit 

Distribution of income 

Types of Demand 

Demand can be classified into different types based on nature, purpose, 

and relationship with other goods. 

 Individual Demand and Market Demand 

Individual demand refers to demand by a single consumer. 

Market demand is the total demand of all consumers in the market. 

 Direct Demand and Derived Demand 

Direct demand is demand for goods that directly satisfy human wants, 

such as food. 



Derived demand is demand for goods used in the production of other 

goods, such as labor and raw materials. 

 Joint Demand 

Joint demand arises when two or more goods are demanded together to 

satisfy a single want, such as pen and ink. 

Composite Demand 

Composite demand refers to demand for a commodity used for multiple 

purposes, such as electricity. 

Competitive Demand 

Competitive demand exists when different goods compete to satisfy the 

same want, such as petrol and diesel vehicles. 

Demand for Durable and Non-Durable Goods 

Durable goods: Cars, televisions 

Non-durable goods: Food items, soap 

Demand behavior differs for these two categories. 

Law of Demand 

The law of demand states that other things remaining the same, the 

quantity demanded of a commodity varies inversely with its price. This 

means that when price rises, quantity demanded falls, and when price 

falls, quantity demanded rises. 

This inverse relationship forms the basis of consumer behavior analysis. 

Assumptions of the Law of Demand 

The law of demand operates under certain assumptions: 

No change in consumer income 

Tastes and preferences remain constant 

Prices of related goods do not change 



No expectation of future price changes 

No change in population 

These assumptions are expressed by the phrase ceteris paribus. 

Law of Demand 

Exceptions to the Law of Demand 

Although the law of demand explains general consumer behavior, it does 

not operate universally. There are certain exceptional situations where the 

inverse relationship between price and quantity demanded does not hold 

true. 

These exceptions do not disprove the law; rather, they highlight special 

circumstances where consumer behavior deviates from normal patterns. 

Giffen Goods 

Giffen goods are inferior goods for which demand increases when price 

rises. This occurs mainly among low-income consumers where a price 

rise of a basic necessity forces consumers to reduce consumption of 

superior goods and increase consumption of cheaper alternatives. 

For example, if the price of wheat rises, poor consumers may reduce 

consumption of rice and consume more wheat because they cannot afford 

costlier substitutes. 

 Veblen Goods (Prestige Goods) 

Veblen goods are luxury items whose demand increases with an increase 

in price because higher prices enhance their prestige value. Consumers 

buy such goods not for utility but for social status. 

Examples include luxury cars, designer clothes, and expensive watches. 

Speculation 

When consumers expect prices to rise further in the future, they may 

purchase more even at higher current prices. Similarly, if prices are 

expected to fall, consumers may postpone purchases despite lower prices. 

This speculative behavior violates the law of demand. 



Ignorance of Consumers 

Sometimes consumers may not be aware of price changes or quality 

differences. A higher-priced product may be perceived as better quality, 

leading to increased demand. 

Emergency Situations 

During emergencies such as war, famine, or natural disasters, consumers 

may buy more goods even at higher prices due to fear of shortage. 

Necessaries of Life 

For essential goods such as salt or medicines, price changes may not 

significantly affect demand, as consumers must buy a minimum quantity 

regardless of price. 

 Measurement of Demand 

Understanding demand alone is not sufficient for managerial decision-

making. Managers must also know how responsive demand is to 

changes in price, income, or prices of related goods. This 

responsiveness is measured through elasticity of demand. 

Elasticity of demand indicates the degree of change in quantity demanded 

in response to changes in influencing factors. 

Price Elasticity of Demand 

Price elasticity of demand measures the responsiveness of quantity 

demanded to changes in price. 

If a small change in price leads to a large change in demand, demand is 

said to be elastic. If demand changes only slightly despite a large price 

change, demand is inelastic. 

Types of Price Elasticity 

Perfectly elastic demand – infinite elasticity 

Perfectly inelastic demand – zero elasticity 

Relatively elastic demand 



Relatively inelastic demand 

Unitary elastic demand 

The degree of elasticity depends on factors such as availability of 

substitutes, nature of goods, proportion of income spent, and time period. 

Income Elasticity of Demand 

Income elasticity of demand measures the responsiveness of demand to 

changes in consumer income. 

For normal goods, income elasticity is positive. 

For inferior goods, income elasticity is negative. 

For luxury goods, income elasticity is high. 

Understanding income elasticity helps firms forecast demand during 

economic growth or recession. 

Cross Elasticity of Demand 

Cross elasticity of demand measures the responsiveness of demand for 

one good to changes in the price of another good. 

Positive cross elasticity → substitute goods 

Negative cross elasticity → complementary goods 

Zero cross elasticity → unrelated goods 

This concept is useful for pricing and competitive strategy decisions. 

 Demand Forecasting 

Meaning of Demand Forecasting 

Demand forecasting refers to the estimation of future demand for a 

product over a specific period of time. It is an essential managerial 

activity because production, inventory, and marketing plans depend on 

expected demand. 

Accurate forecasting reduces business risk and uncertainty. 



 Importance of Demand Forecasting 

Demand forecasting is important because it helps in: 

Production planning 

Inventory control 

Capacity utilization 

Pricing decisions 

Long-term business planning 

Without proper forecasting, firms may suffer from overproduction or 

shortages. 

Methods of Demand Forecasting 

Demand forecasting methods can be broadly classified into: 

a) Survey Methods 

Consumer surveys 

Expert opinion 

Market experiments 

b) Statistical Methods 

Trend projection 

Time series analysis 

Regression analysis 

c) Judgmental Methods 

Sales force opinion 

Managerial experience 

Each method has its own advantages and is selected based on data 

availability and business needs. 



Limitations of Demand Analysis and Forecasting 

Despite its importance, demand analysis has certain limitations: 

Uncertainty in consumer behavior 

Rapid technological changes 

Inaccurate data 

External economic disturbances 

 Summary  

Demand is a fundamental economic concept that explains consumer 

purchasing behavior. The law of demand establishes an inverse 

relationship between price and quantity demanded, subject to certain 

assumptions. 

Although the law has exceptions, it remains a powerful tool for 

understanding markets. Measurement of demand through elasticity 

provides deeper insights into consumer responsiveness. Demand 

forecasting enables firms to plan future operations efficiently. 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

UNIT – V 

CONCEPT OF MARKET 

Classification of Markets 

Perfect Competition, Imperfect Competition & Monopoly 

Pricing and Firm Equilibrium 

Introduction to the Concept of Market 

In economics, the term market has a broader meaning than the ordinary 

sense of a physical place where goods are bought and sold. A market 

represents a system or mechanism through which buyers and sellers 

interact to exchange goods and services at agreed prices. 

The concept of market plays a central role in economics because prices, 

output levels, income distribution, and resource allocation are all 

determined through market forces. Understanding different market 

structures helps businesses decide pricing strategies, production levels, 

and competitive behavior. 



Meaning and Definitions of Market 

A market may be defined as a group of buyers and sellers who are in 

close contact with each other and who engage in transactions involving 

goods and services. 

According to economists, the essential elements of a market are: 

existence of buyers and sellers, 

a commodity or service to be exchanged, 

mutual interaction, 

and a price mechanism. 

Thus, a market does not require physical proximity; online platforms and 

digital marketplaces are also valid forms of markets in modern economics. 

Features of a Market 

The following are the important features of a market: 

Presence of buyers and sellers 

A commodity or service 

Interaction between demand and supply 

Determination of price 

Area of operation (local, national, or global) 

The extent of the market depends on communication facilities, 

transportation, and technology. 

Classification of Markets 

Markets can be classified on various bases: 

On the Basis of Area 

Local market 

National market 



International market 

 On the Basis of Time 

Very short-period market 

Short-period market 

Long-period market 

On the Basis of Competition 

Perfect competition 

Imperfect competition 

This classification based on competition is most important in economic 

analysis. 

Concept of Market Structure 

Market structure refers to the organizational characteristics of a market 

that influence the nature of competition and pricing behavior. It depends 

on factors such as: 

number of sellers, 

nature of the product, 

degree of competition, 

ease of entry and exit, 

and control over price. 

On this basis, markets are broadly classified into: 

Perfect competition 

Imperfect competition 

Perfect Competition 

Meaning of Perfect Competition 



Perfect competition is a market structure where there are a large number 

of buyers and sellers, selling homogeneous products, with free entry and 

exit, and perfect knowledge of market conditions. 

In such a market, no individual buyer or seller can influence the market 

price. 

Features of Perfect Competition 

The essential features of perfect competition include: 

Large number of buyers and sellers 

Homogeneous product 

Free entry and exit of firms 

Perfect knowledge 

Perfect mobility of factors 

Absence of transport cost 

Because of these conditions, price is determined by market forces of 

demand and supply. 

 Price Determination under Perfect Competition 

In a perfectly competitive market, price is determined at the point where 

market demand equals market supply. Individual firms are price takers; 

they accept the price determined by the industry. 

An individual firm can sell any quantity of output at the prevailing market 

price, but cannot charge a higher price. 

 Revenue Curves under Perfect Competition 

For a perfectly competitive firm: 

Average Revenue (AR) = Price 

Marginal Revenue (MR) = Price 

Thus, AR and MR curves coincide and are horizontal. 



Firm Equilibrium under Perfect Competition 

A firm is said to be in equilibrium when it has no incentive to change its 

output level. The equilibrium condition is: 

MR = MC 

supernormal profits, 

normal profits, 

or losses. 

In the long run, due to free entry and exit, firms earn only normal profits. 

Imperfect Competition 

Imperfect competition refers to market structures where one or more 

conditions of perfect competition are absent. In such markets, firms have 

some control over price. 

Forms of imperfect competition include: 

Monopolistic competition 

Oligopoly 

Monopoly 

 Monopoly 

Meaning of Monopoly 

Monopoly is a market structure in which there is a single seller of a 

commodity with no close substitutes. The monopolist controls both price 

and output. 

Features of Monopoly 

The main features of monopoly are: 

Single seller 

No close substitutes 



Barriers to entry 

Price maker 

Full control over supply 

Barriers to entry may arise due to legal restrictions, control over resources, 

or economies of scale. 

Price Determination under Monopoly 

Unlike perfect competition, a monopolist faces the downward-sloping 

demand curve. To sell more units, the monopolist must reduce price. 

The monopolist determines price and output where MR = MC, but 

charges price from the demand curve. 

Revenue Curves under Monopoly 

Under monopoly: 

AR curve slopes downward 

MR curve lies below the AR curve 

This is because price must be reduced to sell additional units. 

Firm Equilibrium under Monopoly 

The monopolist is in equilibrium where: 

MR = MC 

MC cuts MR from below 

At equilibrium, the monopolist earns abnormal profits in both short run 

and long run. 

Pricing under Monopoly 

Monopoly pricing depends on: 

demand elasticity, 

cost structure, 



government regulation, 

profit objectives. 

A monopolist may adopt different pricing strategies such as price 

discrimination to maximize profits. 

Comparison between Perfect Competition and Monopoly 

Perfect competition and monopoly represent two extreme forms of 

market structure. 

Under perfect competition, price is determined by market forces and 

firms are price takers. Under monopoly, price is determined by the seller. 

Perfect competition promotes efficiency and consumer welfare, while 

monopoly may lead to higher prices and restricted output. 

Importance of Market Structure Analysis 

Understanding market structure helps managers: 

decide pricing strategies, 

estimate competitive pressure, 

plan output levels, 

and formulate long-term strategies. 

For policymakers, market structure analysis helps in regulating 

monopolies and promoting fair competition. 

Relevance of Market Concepts for Business Students 

For BBA students, market structure analysis forms the basis of 

understanding real-world business environments. It prepares students to 

deal with competitive challenges and strategic decisions in professional 

life. 

Summary  

A market represents a system where buyers and sellers interact to 

determine prices and quantities of goods and services. Market structures 



differ based on competition, number of sellers, and product 

differentiation. 

Perfect competition represents an ideal market with price-taking firms, 

while monopoly represents extreme market power with price-making 

ability. Firm equilibrium is achieved where marginal revenue equals 

marginal cost. 

Understanding market concepts is essential for effective business 

decision-making and economic analysis. 
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