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CHAPTER 1

Introduction to Business Economics

1.1 What is Business Economics?

Business Economics (also called Managerial Economics) is the application of economic theory and
guantitative methods to the decision-making process of business firms and other organisations. It
bridges the gap between abstract economic theory and real-world business practice, providing
analytical frameworks that managers use to make rational, profit-oriented decisions under conditions
of scarcity and competition.

m Core Definition

Business Economics = Microeconomic Theory + Quantitative Methods + Business Decision-Making

1.2 Nature & Scope

» Microeconomic focus: Primarily concerned with firm-level analysis — output, pricing, costs, and
revenue.

* Normative & positive: Combines 'what is' (positive) with ‘what ought to be' (normative) analysis.

» Applied science: Applies tools like marginal analysis, regression, optimisation to real problems.

* Interdisciplinary: Integrates economics with accounting, finance, marketing, and strategy.

» Goal-oriented: Ultimately aims to help firms maximise profit, minimise cost, or achieve other
strategic goals.

1.3 Relationship with Other Disciplines

How it Relates to Business Economics

Economic Theory Provides foundational models: demand, supply, market structures,
macroeconomics.

Statistics & Mathematics Tools for estimation, forecasting, and optimisation.
Accounting Cost and revenue data feed into economic analysis.
Finance Capital budgeting, risk analysis, and investment decisions.
Marketing Demand analysis, pricing, and consumer behaviour studies.
Operations Research Quantitative optimisation of production and logistics.
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1.4 Objectives of Business Economics

* To optimise the allocation of scarce resources within the firm.

* To assist managers in making rational pricing and output decisions.
 To analyse market structures and competitive dynamics.

* To forecast demand and assess business risks.

 To evaluate the economic impact of government policies on business.
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CHAPTER 2

Fundamental Economic Concepts

2.1 Scarcity & Choice

The fundamental economic problem is scarcity — unlimited human wants confronting limited
resources. Every economic agent (individual, firm, government) must make choices. Choosing one
option means forgoing another, giving rise to the concept of opportunity cost.

m Opportunity Cost

The opportunity cost of any decision is the value of the next best alternative foregone. Example: A
firm investing m 50 lakh in new machinery foregoes the interest it could have earned by depositing that
money — this foregone interest is the opportunity cost.

2.2 Key Economic Concepts

Scarcity Resources are finite relative to Forces prioritisation of investments.
unlimited wants.

Opportunity Cost Value of the next best alternative Underpins every resource allocation decision.
foregone.
Marginal Analysis Change in total outcome from Core tool for pricing and output decisions.

one extra unit.

Time Value of Money today > same amount in Investment appraisal, NPV calculations.

Money future.

Sunk Cost Past cost that cannot be Should be ignored in future decisions.
recovered.

Incremental Cost Additional cost of a decision. Short-run pricing and capacity decisions.

Discounting Reducing future values to present = Capital budgeting and project evaluation.
value.

Trade-off Giving up one thing for another. Core to all resource allocation decisions.

2.3 Production Possibility Frontier (PPF)

The PPF illustrates the maximum combinations of two goods or services an economy can produce
with its current resources and technology. Points inside the frontier indicate inefficiency; points
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outside are unattainable without growth. The slope of the PPF shows the marginal rate of
transformation — the opportunity cost of producing one more unit of a good.

» Concave shape: Reflects the law of increasing opportunity costs.

» Qutward shift: Indicates economic growth — more resources or better technology.

* Business implication: Firms face similar trade-offs in allocating budgets between departments.
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CHAPTER 3

Theory of Demand

3.1 Definition & Law of Demand

Demand refers to the quantity of a good or service that consumers are willing and able to purchase at
various prices during a given time period, all other factors remaining constant (ceteris paribus). The
Law of Demand states that there is an inverse relationship between price and quantity demanded.

m Demand Function

Qd =1(P, Y, Ps, Pc, T, E, N) where P = own price, Y = income, Ps = price of substitutes, Pc = price of
complements, T = tastes, E = expectations, N = number of buyers.

3.2 Determinants of Demand

Own Price (P) Inverse: 1P - 1 Qd (movement along the curve)

Consumer Income (Y) Normal goods: 1Y — 1Qd; Inferior goods: 1Y - 1 Qd

Price of Substitutes (Ps) 1Ps - 1Qd (e.g., rise in Pepsi price -~ more Coke demanded)
Price of Complements (Pc) tPc - 1Qd (e.g., 1t petrol price - |car demand)

Tastes & Preferences Favourable taste shift — rightward shift in demand curve
Expectations Expected future price rise — buy more now - 1current demand
Number of Buyers More buyers in market — rightward demand shift

Advertising Effective advertising — 1 Qd (rightward demand shift)

3.3 Types of Demand

* Direct demand: Demand for goods for final consumption (e.g., consumer durables).
* Derived demand: Demand arising from demand for another product (e.g., steel from car demand).
» Joint demand: Two goods demanded together — complements (e.g., ink cartridges with printers).

» Composite demand: One good demanded for multiple uses (e.g., electricity for lighting and
heating).

* Elastic demand: Quantity highly responsive to price changes.
* Inelastic demand: Quantity less responsive to price changes (e.g., essential medicines).
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CHAPTER 4

Theory of Supply

4.1 Definition & Law of Supply

Supply refers to the quantity of a good or service that producers are willing and able to offer for sale
at various prices during a given time period. The Law of Supply states that there is a positive
relationship between price and quantity supplied — higher prices incentivise producers to supply
more.

m Supply Function

Qs =f1(P, Ci, T, Pe, G, N) where P = own price, Ci = input costs, T = technology, Pe = expected future
price, G = government policy, N = number of producers.

4.2 Determinants of Supply

Own Price (P) Positive: 1P - 1t Qs (movement along curve)

Input/Factor Costs 1 Wages or raw materials - | Supply (leftward shift)

Technology Better technology - tefficiency — 1 Supply (rightward shift)
Government Policy Subsidies - 1t Supply; Taxes/regulations — | Supply

Expected Future Price Expected 1 future price - withhold supply now - | current supply
Number of Producers More firms enter market — 1 Market supply

Natural Conditions Favourable weather - tagricultural supply

4.3 Supply Curve Shifts vs Movements

* Movement along supply curve: Caused only by change in the good's own price.
* Rightward shift (supply increases): Lower costs, better technology, more producers, subsidies.
* Leftward shift (supply decreases): Higher input costs, taxes, natural disasters, fewer producers.

4.4 Exceptions to Law of Supply

* Labour supply curve — backward bending at higher wages (income effect dominates).
» Agricultural supply — may not respond quickly to price changes (long gestation period).
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* Unique/vintage goods — supply fixed regardless of price (perfectly inelastic).
* Speculation — sellers may withhold goods expecting higher future prices.
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CHAPTER 5

Market Equilibrium & Price Mechanism

5.1 Market Equilibrium

Market equilibrium is the price—quantity combination at which quantity demanded equals quantity
supplied (Qd = Qs). At equilibrium, there is no tendency for price to change. The market ‘clears' —
every seller finds a buyer and every buyer finds a seller at the prevailing price.

mm Equilibrium Condition

Qd = Qs — Pe (equilibrium price), Qe (equilibrium quantity). Above Pe: surplus (excess supply) —
price falls. Below Pe: shortage (excess demand) - price rises.

5.2 Changes in Equilibrium

Effect on Equilibrium P Effect on Equilibrium Q

t Demand (rightward shift) Rises Rises

| Demand (leftward shift) Falls Falls

1 Supply (rightward shift) Falls Rises

L Supply (leftward shift) Rises Falls

+ Both demand & supply Ambiguous (depends on Rises
magnitude)

| Both demand & supply Ambiguous Falls

5.3 Price Mechanism (Invisible Hand)

Adam Smith's 'invisible hand' describes how free markets coordinate economic activity through prices
without central direction. Prices serve as signals: high prices attract producers and deter consumers;
low prices do the reverse. This self-correcting mechanism allocates resources to their most valued
uses in a competitive market.

5.4 Price Controls

* Price ceiling (maximum price): Set below equilibrium - shortage. Example: rent control.

* Price floor (minimum price): Set above equilibrium - surplus. Example: minimum wage,
agricultural support prices.
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CHAPTER 6

Elasticity of Demand & Supply

6.1 Price Elasticity of Demand (PED)

PED measures the responsiveness of quantity demanded to a change in the good's own price.

m Formula

PED = (% Change in Quantity Demanded) + (% Change in Price) = (AQ/Q) + (AP/P)

|PED| > 1 Elastic Quantity responds more Lower price - 1 TR; Raise price - | TR
than price

|PED| <1 Inelastic Quantity responds less Raise price — t TR; Lower price - | TR
than price

|PED| =1 Unitary elastic Proportional response Price change - no change in TR

|PED| =0 Perfectly No response (e.g., insulin)  Any price yields same quantity

inelastic

|PED| = Perfectly elastic Infinite response (perfect Firm is price taker

competition)

6.2 Factors Affecting PED

 Availability of substitutes: More substitutes — more elastic.

» Necessity vs luxury: Necessities are inelastic; luxuries are elastic.

* Proportion of income spent: Higher proportion — more elastic.

» Time period: Longer time — more elastic (consumers adjust behaviour).
» Habit and addiction: Addictive goods are inelastic (e.g., cigarettes).

6.3 Other Elasticity Measures

Income Elasticity YED = %AQd + %AY Positive = normal good; Negative = inferior good;
(YED) YED>1 = luxury

Cross-Price XED = %AQd(A) + %AP(B) Positive = substitutes; Negative = complements
Elasticity (XED)
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Price Elasticity of PES = %AQs + %AP >1 elastic; <1 inelastic; depends on time & spare
Supply (PES) capacity
Advertising AE = %AQd + %A(Ad Spend) Measures effectiveness of advertising expenditure

Elasticity

SAM Global University
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CHAPTER 7

Consumer Behaviour & Utility Theory

7.1 Utility Theory

Utility is the satisfaction or pleasure a consumer derives from consuming a good or service. It is the
cornerstone of consumer choice theory. While utility is subjective and cannot be measured directly,
economists use it as a framework to analyse consumer decisions.

Total Utility (TU) Total satisfaction from consuming  TU from 3 cups of tea = 30 utils
all units of a good

Marginal Utility (MU) Additional satisfaction from one MU of 4th cup of tea = 5 utils
more unit

Law of Diminishing MU MU declines as more units are 1st piece of cake: MU=10; 5th: MU=2
consumed

Consumer Surplus Difference between WTP and WTP =100, price m60 - surplus m40

actual price paid

7.2 Indifference Curve Analysis

An indifference curve shows all combinations of two goods that give a consumer equal total utility.
The budget line shows the combinations affordable at given prices and income.
* Properties of indifference curves: Downward sloping; convex to origin; cannot intersect; higher
curves = more satisfaction.
* MRS (Marginal Rate of Substitution): Rate at which a consumer trades one good for another
while remaining equally satisfied.
« Consumer equilibrium: Where the highest attainable indifference curve touches the budget line
(MRS = Price ratio).
* Income effect: Change in real purchasing power when income changes.
* Substitution effect: Switch between goods when relative prices change.

m Revealed Preference Theory (Samuelson)

Consumers ‘reveal’ their preferences through actual purchasing behaviour. If a consumer chooses
bundle A when bundle B is equally affordable, they prefer A. This provides an observable, empirical
basis for analysing consumer choice without directly measuring utility.
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CHAPTER 8

Production Theory

8.1 The Production Function

A production function describes the technical relationship between inputs (factors of production) and
outputs. It shows the maximum output achievable from a given set of inputs.

m Production Function

Q =f(L, K, Land, Entrepreneurship) — most commonly simplified as Q = f(L, K) where L = Labour and
K = Capital.

8.2 Short Run vs Long Run

Definition At least one input is fixed All inputs are variable
Fixed input Capital (plant & machinery) No fixed inputs

Variable input Labour Both labour and capital
Returns Law of Diminishing Returns applies Returns to Scale applies
Time horizon Firm can vary output but not capacity = Firm can change plant size

8.3 Law of Diminishing Returns (Short Run)

As more units of a variable input (labour) are added to a fixed input (capital), the marginal product of
the variable input eventually declines. Stages: TP rises at increasing rate (Stage 1) - rising at
decreasing rate (Stage IlI) — falls (Stage Ill). Rational production occurs in Stage II.

8.4 Returns to Scale (Long Run)

* Increasing Returns to Scale (IRS): Doubling all inputs — output more than doubles. Example:
specialisation economies.
» Constant Returns to Scale (CRS): Doubling inputs — output exactly doubles.

» Decreasing Returns to Scale (DRS): Doubling inputs — output less than doubles. Example:
management diseconomies.

8.5 Isoquants & Isocost Lines

Business Economics — Comprehensive Notes Page 15 SAM Global University




© S A M |52z

* Isoquant: Curve showing all input combinations producing the same output level. Convex to origin.

* MRTS (Marginal Rate of Technical Substitution): Rate at which one input substitutes another
without changing output.

e Isocost line: All input combinations a firm can afford at given input prices.

* Producer equilibrium: Where isoquant is tangent to isocost (MRTS = factor price ratio).
Cost-minimising point.
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CHAPTER 9

Cost Analysis

9.1 Types of Costs

Fixed Cost (FC)

Variable Cost (VC)
Total Cost (TC)
Average Fixed Cost
(AFC)

Average Variable Cost
(AVC)

Average Total Cost
(ATC)

Marginal Cost (MC)

Opportunity Cost
Sunk Cost

Incremental Cost

Cost that does not vary with
output

Cost that changes with output

Sum of fixed and variable
costs

Fixed cost per unit

Variable cost per unit

Total cost per unit

Change in TC from one more

unit

Value of next best alternative

Past irrecoverable cost

Cost of a specific managerial
decision

9.2 Short-Run Cost Curves

» AFC falls continuously as output rises (spreading fixed cost over more units).

Rent, salaries, depreciation

Raw materials, direct labour

TC=FC+VC

AFC=FC+Q

AVC =VC = Q

ATC=TC+Q=AFC+AVC

MC = ATC + AQ

Implicit cost in economic profit
Should be ignored in decisions

Used in pricing decisions

* AVC is U-shaped due to the law of diminishing returns.

* ATC is U-shaped; reaches minimum before AVC minimum (due to AFC still falling).

* MC is U-shaped and intersects both AVC and ATC at their respective minimum points.
* When MC < AVC/ATC, the average is falling; when MC > AVC/ATC, the average is rising.

9.3 Long-Run Average Cost (LRAC) Curve

The LRAC is the 'envelope’ of all short-run average cost curves. It shows the lowest attainable
average cost for each output level when all inputs can be varied. The LRAC is typically U-shaped due
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to economies and diseconomies of scale.

Economies of Scale LRAC falls as output Specialisation, bulk buying, spreading overheads
rises

Minimum Efficient Scale Bottom of LRAC curve Optimal plant size

Diseconomies of Scale LRAC rises as output Management complexity, coordination failures
rises
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CHAPTER 10

Revenue & Profit Analysis

10.1 Revenue Concepts

Total Revenue (TR) Total income from sales TR = Price x Quantity (P x Q)

Average Revenue (AR)  Revenue per unit sold AR =TR + Q = P (equals the demand
curve)

Marginal Revenue Change in TR from selling one MR = ATR + AQ

(MR) more unit

10.2 Relationship Between AR, MR and Demand

 Perfect competition: AR = MR = Price (horizontal demand/AR curve). Firm is price taker.

» Imperfect competition: AR > MR always; MR falls twice as fast as AR when demand is linear.
* Elastic demand portion: MR > 0; TR is increasing.

* Inelastic demand portion: MR < 0; TR is falling.

* Unit elastic demand: MR = 0; TR is at its maximum.

10.3 Profit Analysis
m Profit Formulae

Total Profit () = TR — TC | Economic Profit = TR — (Explicit + Implicit Costs) | Accounting Profit = TR
— Explicit Costs | Normal Profit = Zero Economic Profit (TR = TC)

10.4 Profit Maximisation Rule

A firm maximises profit where Marginal Revenue (MR) = Marginal Cost (MC), provided MC is rising at
that point. This is the golden rule of profit maximisation applicable under all market structures.

MR > MC Produce more — each additional unit adds to profit.
MR < MC Reduce output — each additional unit reduces profit.
MR = MC Optimal output — profit is maximised.
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CHAPTER 11

Market Structures — Perfect Competition

11.1 Features of Perfect Competition

* Large number of buyers and sellers — no single agent influences price.
* Homogeneous (identical) products — no brand differentiation.

* Free entry and exit — no barriers to entering or leaving the market.

* Perfect information — all buyers and sellers know prices and quality.

* Firms are price takers — they accept the market price as given.

* Factors of production are perfectly mobile.

11.2 Short-Run Equilibrium

In the short run, firms in perfect competition can earn supernormal (abnormal) profit, normal profit, or
make losses. The firm produces where P = MR = MC.

P>ATC Supernormal profit Remain and earn excess profit

P =ATC Normal profit (break-even) Remain; earning normal return

AVC <P <ATC Loss but covering VC Continue in SR (cover variable costs)
P <AVC Loss exceeding VC Shut down immediately

11.3 Long-Run Equilibrium

In the long run, supernormal profits attract new entrants, expanding supply and driving price down
until P = MR = MC = ATC (long-run equilibrium). Losses cause exit, contracting supply and raising
prices until normal profit is restored. Result: P = minimum ATC — allocative and productive efficiency
both achieved.

m Efficiency in Perfect Competition

Allocative Efficiency: P = MC (price equals marginal cost — resources go to highest-value use).
Productive Efficiency: P = minimum ATC (production at lowest possible cost). Dynamic Efficiency:
Limited — less incentive for innovation due to normal profits only.
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CHAPTER 12

Monopoly

12.1 Characteristics of Monopoly

* Single seller in the market — the firm IS the industry.

* No close substitutes for the product.

* High barriers to entry (legal, natural, technological).

* Price maker — firm sets the price; faces downward-sloping demand curve.
* Objective: profit maximisation where MR = MC.

12.2 Sources of Monopoly Power

Source Example

Patent & copyright protection Pharmaceutical firms, software companies

Ownership of scarce De Beers and diamonds

resources

Government licence / Broadcasting, utility companies

franchise

Economies of scale (natural Railways, electricity grids, water supply
monopoly)

Network effects Social media platforms, operating systems
Brand loyalty & switching Technology ecosystems (Apple, Google)
costs

12.3 Monopoly Equilibrium & Deadweight Loss

A monopolist maximises profit where MR = MC, setting price on the demand curve above that
quantity. This results in P > MC, creating allocative inefficiency. The triangle between the competitive
and monopoly output is the deadweight loss — welfare lost to society.

12.4 Price Discrimination

1st Degree Charge each consumer their max = Personalised pricing, auctions
(Perfect) WTP
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2nd Degree Different prices for different Bulk discounts, utility block pricing
guantities
3rd Degree Different prices for different Student discounts, peak/off-peak rail fares

market segments
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CHAPTER 13

Monopolistic Competition & Oligopoly

13.1 Monopolistic Competition

» Many sellers with differentiated products (real or perceived differences).

» Some degree of price-making power due to product differentiation.

* Free entry and exit in the long run.

* Short run: can earn supernormal profit. Long run: new entrants compete it away — normal profit.
» Examples: restaurants, clothing brands, hairdressers, mobile phone cases.

m Excess Capacity Theorem (Chamberlin)

In long-run monopolistic competition, firms produce below their optimal (minimum ATC) output —
there is 'excess capacity.' Consumers pay a higher price than under perfect competition but gain
product variety. This is the 'cost of differentiation.’

13.2 Oligopoly

Oligopoly is a market structure dominated by a few large firms, each of which is aware of the actions
of the others (mutual interdependence). Strategic interaction is the defining feature — every firm's
decision depends on what it expects rivals to do.

13.3 Key Oligopoly Models

Kinked Demand Rivals match price cuts but not Price rigidity / sticky prices

Curve (Sweezy) increases

Cournot Model Firms simultaneously choose Equilibrium between monopoly and competition
quantity

Bertrand Model Firms simultaneously choose Price = MC (competitive outcome)
price

Stackelberg Model One firm (leader) moves first on Leader has first-mover advantage
quantity

Game Theory / Each firm chooses best response ~ No incentive to deviate unilaterally

Nash Equilibrium given rivals' choices

Collusion / Cartels Firms agree to fix price or divide Monopoly-like outcome; illegal in most
market countries
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13.4 Comparison of Market Structures

Perfect Comp. Monopolistic Oligopoly Monopoly
Few One

Sellers Many Many

Product Identical Differentiated Homogeneous/ Unique
Diff.

Price control None (price Some Significant Full

taker)

Entry barriers None Low High Very high

Long-run profit Normal Normal Supernormal Supernormal
possible

Examples Wheat, rice Restaurants Cars, airlines Utilities
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CHAPTER 14

Pricing Strategies in Business

14.1 Cost-Based Pricing

» Cost-plus (mark-up) pricing: Price = ATC + mark-up%. Simple, guarantees cost coverage. Risk:
ignores demand.

* Full cost pricing: Covers all fixed and variable costs plus profit margin.

» Marginal cost pricing: Price = MC. Used in public utilities; maximises allocative efficiency.

* Break-even pricing: Price set at BEP to cover costs. BEP(units) = FC + (P — AVC).

14.2 Market-Oriented Pricing Strategies

Penetration Pricing Low initial price to gain market New market entry; elastic demand
share
Price Skimming High initial price, then reduce New innovative product; early adopters willing

to pay premium

Predatory Pricing Deliberately price below cost to Large firm attacking smaller rivals (illegal in
drive rivals out many countries)

Limit Pricing Price set just below rival's entry Deterring new entrants
cost

Psychological m 999 instead of m 1,000 Consumer goods; retail

Pricing

Dynamic Pricing Prices change based on real-time  Airlines, hotels, ride-hailing
demand/supply

Bundle Pricing Sell multiple products together at Software suites, telecom packages

combined discount

Value-Based Price based on perceived Luxury goods, B2B software
Pricing customer value

14.3 Transfer Pricing

Transfer pricing refers to the prices set for transactions between divisions of the same company (e.g.,
subsidiary sells to parent firm). Can be used to minimise tax liability by shifting profits to low-tax
jurisdictions. Regulated by tax authorities in most countries.
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CHAPTER 15

National Income & Macroeconomic
Framework

15.1 Macroeconomics vs Microeconomics

While business economics is primarily microeconomic, managers must understand the
macroeconomic environment — national income, inflation, interest rates, exchange rates, and
business cycles — as these profoundly affect firm performance and strategic decisions.

15.2 Measures of National Income

Measure Definition Formula

GDP (Gross Domestic Market value of all final GDP=C + 1+ G+ (X-M)
Product) goods/services produced within a
country in a year

GNP (Gross National GDP + Net Factor Income from GNP = GDP + NFIA

Product) Abroad (NFIA)

NNP (Net National GNP minus depreciation NNP = GNP - Depreciation

Product)

National Income (NI) NNP at factor cost NI = NNP - Indirect Taxes + Subsidies
Personal Income (PI) Income received by individuals Pl = NI - Retained earnings — Corp. taxes +

Transfer payments

Disposable Income (DI)  Income after personal taxes DI = Pl — Personal Taxes

15.3 Methods of Calculating GDP

» Expenditure Method: GDP = C + | + G + NX. Sums all spending in the economy.
* Income Method: Sum of all factor incomes: wages + rent + interest + profit.

* Qutput/Value-Added Method: Sum of value added at each stage of production. Avoids double
counting.

m GDP vs Welfare
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GDP is the most widely used measure of economic activity but has limitations as a welfare measure:
it ignores income distribution, unpaid work (household), environmental degradation, leisure, and

well-being. Alternative measures: HDI (Human Development Index), GNH (Gross National
Happiness).
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CHAPTER 16

Money, Banking & Monetary Policy

16.1 Money — Functions & Types

Medium of Exchange Eliminates the inefficiency of barter; accepted for transactions.
Unit of Account Common measure to express prices and debts.

Store of Value Retains purchasing power over time (unlike perishable goods).
Standard of Deferred Used to specify future payments — enables credit.

Payment

16.2 Money Supply Measures (India)

* MO (Reserve Money): Currency in circulation + Bankers' deposits with RBI + Other deposits with
RBI.

* M1 (Narrow Money): Currency with public + Demand deposits + Other deposits with RBI.

* M2: M1 + Savings deposits with Post Office.

* M3 (Broad Money): M1 + Time deposits with banks. Most commonly used policy measure.

16.3 Monetary Policy

Monetary policy is the central bank's management of money supply and interest rates to achieve
macroeconomic objectives (price stability, growth, employment).

Expansionary Effect Contractionary Effect

Repo Rate (RBI policy | Repo - | borrowing cost - 1 t Repo - 1t borrowing cost — | credit - |
rate) credit —» 1 spending inflation
Cash Reserve Ratio I CRR - banks lend more - 1t t CRR - banks lend less - | money
(CRR) money supply supply
Statutory Liquidity I SLR — more funds for lending 1 SLR - less funds available to lend
Ratio (SLR)
Open Market RBI buys securities — injects RBI sells securities — absorbs money
Operations (OMO) money
Reverse Repo Rate I RR - banks park less with RBI 1+ RR - banks park more - | lending

- 1 lending
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CHAPTER 17

Fiscal Policy & Government Expenditure

17.1 What is Fiscal Policy?

Fiscal policy refers to the use of government revenue collection (taxes) and expenditure to influence
the national economy. It is one of the primary tools of macroeconomic management, particularly for
stabilising the business cycle.

Expansionary Fiscal Stimulate growth; reduce 1 Government spending, | taxes, deficit

Policy unemployment financing

Contractionary Fiscal Reduce inflation; cool I Government spending, 1 taxes, budget

Policy overheating economy surplus

Neutral Fiscal Policy Maintain current economic Balanced budget; no net stimulus or restraint
conditions

17.2 Government Budget

* Revenue Budget: Revenue receipts (taxes + non-tax) vs revenue expenditure (salaries,
subsidies).

» Capital Budget: Capital receipts (borrowings, asset sales) vs capital expenditure (infrastructure,
loans).

* Fiscal Deficit: Total expenditure — Total receipts (excluding borrowings). Shows borrowing
requirement.

* Revenue Deficit: Revenue expenditure — Revenue receipts. Chronic deficit signals structural
weakness.

* Primary Deficit: Fiscal deficit — Interest payments. Shows current year's borrowing need.

17.3 Multiplier Effect

An increase in government spending creates a multiplied effect on national income. The spending
multiplier (k) = 1 + (1 - MPC) = 1 + MPS, where MPC is the marginal propensity to consume and
MPS is the marginal propensity to save. Example: If MPC = 0.8, k =5 — a m 100 crore injection raises
GDP by m 500 crore.

mm Crowding Out Effect ‘
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Increased government borrowing can raise interest rates, reducing private sector investment. This
‘crowding out' partially offsets the expansionary impact of fiscal policy — a key argument by
monetarists against fiscal activism.
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CHAPTER 18

Inflation & Business Impact

18.1 Definition & Measurement

Inflation is a sustained increase in the general price level of goods and services over time, resulting in
a decrease in purchasing power. In India, inflation is measured using the Consumer Price Index (CPI)
and Wholesale Price Index (WPI).

18.2 Types of Inflation

Demand-Pull Excess demand over supply (too t Consumer spending, t G, t exports
much money chasing too few
goods)

Cost-Push Rising production costs passed t Wages, 1 oil prices, supply shocks

on to consumers

Built-In (Wage-Price = Workers demand higher wages Expectations of future inflation

Spiral) - firms raise prices

Hyperinflation Extremely rapid price rise Loss of confidence in currency, excess money
(>50%/month) printing

Stagflation High inflation + high Supply shocks, oil crises

unemployment + low growth

Deflation General fall in price levels Excess supply, falling demand
Disinflation Falling rate of inflation (still Successful anti-inflation policy
positive)

18.3 Effects of Inflation on Business

» Cost increases: Raw material and labour costs rise, squeezing profit margins.

* Uncertainty: Unpredictable inflation makes investment planning difficult.

* Interest rates: Central banks raise rates to combat inflation - higher borrowing costs.
» Competitiveness: High domestic inflation — exports become less competitive.

* Debtors benefit: Real value of debt falls; creditors lose.

* Menu costs: Frequent price changes impose administrative costs.
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CHAPTER 19

Business Cycles

19.1 What is a Business Cycle?

A business cycle (or trade cycle) refers to the fluctuating levels of economic activity that an economy
experiences over a period of time. It consists of alternating periods of expansion and contraction in
real GDP.

19.2 Phases of the Business Cycle

Expansion (Boom) Rising GDP, employment, Expand capacity, hire, invest; beware
investment, consumer confidence  overheating

Peak Maximum output; full Lock in prices/contracts; manage costs
employment; inflation risk high

Contraction Falling GDP, rising Cut costs, focus on cash flow; identify
(Recession) unemployment, declining opportunities

investment
Trough Minimum output; high Survive; restructure; position for recovery
(Depression) unemployment; deflation risk
Recovery GDP begins rising; confidence Invest in capacity; hire selectively

returning; investment picks up

19.3 Theories of Business Cycles

» Keynesian theory: Cycles driven by shifts in aggregate demand (especially investment volatility).
* Monetarist theory: Cycles caused by changes in money supply.

* Real Business Cycle (RBC): Cycles reflect optimal responses to real supply-side shocks
(technology).

* Psychological/Animal spirits: Cycles driven by waves of optimism and pessimism.

m Business Cycle Indicators

Leading indicators (predict future): Stock market, building permits, PMI, consumer confidence.
Coincident indicators (move with economy): GDP, employment, industrial production. Lagging
indicators (follow economy): Unemployment rate, bank interest rates, CPI.
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CHAPTER 20

International Trade & Foreign Exchange

20.1 Theories of International Trade

Absolute Advantage = Adam Smith Countries should export what they produce most efficiently.
Comparative David Ricardo Trade is beneficial even if one country is absolutely better at
Advantage everything — specialise in lowest opportunity cost.
Heckscher-Ohlin Heckscher & Countries export goods that use their abundant factor

(HO) Ohlin intensively.

Product Life Cycle Vernon Countries export new products; production shifts to lower-cost

countries as product matures.

New Trade Theory Krugman Economies of scale and differentiated products explain trade
even between similar countries.

20.2 Trade Policy Instruments

* Tariffs: Tax on imports — raises domestic price — reduces imports, protects domestic industry.
» Quotas: Physical limit on imports — creates scarcity, raises domestic price.

» Subsidies: Government support for exporters — lower export price — competitive advantage.
» Non-tariff barriers: Standards, licences, regulations that restrict imports indirectly.

* Free Trade Agreements (FTAsS): Remove tariffs between member countries (e.g., ASEAN,
NAFTA/USMCA).

20.3 Foreign Exchange & Exchange Rates

Exchange Rate Price of one currency in terms of another (e.g., m/USD).

Appreciation Domestic currency becomes more valuable — exports costlier, imports
cheaper.

Depreciation Domestic currency loses value — exports cheaper, imports costlier.

Fixed Exchange Rate Government maintains rate at set level; requires forex reserves.

Floating Exchange Rate Rate determined by market forces of demand and supply.
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Managed Float Mostly market-determined but central bank intervenes to manage
volatility.

PPP (Purchasing Power Exchange rates should equate purchasing power across countries.

Parity)
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CHAPTER 21

Capital, Investment & Interest Rates

21.1 Capital & Investment

Capital refers to man-made resources used in production — machinery, buildings, vehicles, and
infrastructure. Investment is the addition to the capital stock (gross investment minus depreciation =
net investment). Business investment is driven by expected profitability relative to the cost of funds
(interest rate).

21.2 Investment Appraisal Technigues

Payback Period Time to recover initial Accept if payback < target period
investment from cash flows

Net Present Value NPV = Z[CFt = (1+r)m] — Initial ~ Accept if NPV >0
(NPV) Outlay

Internal Rate of Return Discount rate that makes NPV Accept if IRR > cost of capital

(IRR) =0
Accounting Rate of ARR = Average annual profit Accept if ARR > target rate
Return (ARR) + Average investment x 100

Profitability Index (PI) Pl = NPV = Initial Investment Accept if PI> 1

21.3 Interest Rates & Business

» Cost of borrowing: Higher interest rates raise the cost of business loans - reduce investment.
» Discount rate: Higher rates reduce NPV of future cash flows — make projects less viable.

» Consumer spending: Higher rates reduce household disposable income - reduce demand.

» Exchange rate: Higher domestic rates attract foreign capital — currency appreciates.

* Real vs nominal rate: Real rate = Nominal rate — Inflation rate (Fisher equation).
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CHAPTER 22

Labour Markets & Wage Determination

22.1 Labour Demand & Supply

Labour demand is derived from the demand for the goods and services that labour produces. Firms
hire workers up to the point where the Marginal Revenue Product of Labour (MRPL) equals the Wage
Rate (W).

m MRP Rule

Hire labour where: MRPL = W | MRPL = MPL x MR | For perfect competition: MRPL = MPL x P

22.2 Wage Determination

Labour productivity Higher productivity — higher wages (through MRPL)

Skill & education level Scarce skills command premium wages (human capital theory)
Trade union power Strong unions can negotiate wages above competitive level
Monopsony (single buyer of Employer sets wage below competitive level; MLC > W

labour)

Minimum wage legislation Legal floor; may cause unemployment if above equilibrium
Labour mobility Greater mobility - wages equalise across regions and sectors
Non-wage factors Job security, working conditions, benefits affect labour supply

22.3 Human Capital Theory

Gary Becker's human capital theory argues that education and training are investments that increase
workers' productivity and future earnings. Workers and firms both invest in human capital: general
training (transferable skills) vs specific training (firm-specific skills).

m Labour Market Trends

Automation & Al: Replacing routine tasks — structural unemployment; demand shift toward cognitive
and creative skills. Gig economy: Growth of contract/freelance work; challenges traditional
employment models. Remote work: Geographic flexibility changes labour supply dynamics.
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CHAPTER 23

Risk, Uncertainty & Decision-Making

23.1 Risk vs Uncertainty

Risk Outcomes are unknown but Expected Value, insurance, diversification
probabilities can be assigned

Uncertainty Outcomes are unknown and Scenario planning, real options, agility
(Knight) probabilities cannot be assigned

23.2 Decision-Making Tools
» Expected Value (EV): EV = Z(Probability x Payoff). Weighted average of all possible outcomes.
Decision rule: choose highest EV.

» Decision Trees: Visual tool mapping decisions, probabilities, and outcomes over sequential
stages.

* Maximin: Maximise the minimum possible payoff (pessimistic/cautious strategy).

» Maximax: Maximise the maximum possible payoff (optimistic/risky strategy).

* Minimax Regret: Minimise the maximum opportunity cost (regret) of wrong decision.

* Sensitivity Analysis: Test how decision changes with variations in key assumptions.

» Monte Carlo Simulation: Model thousands of random scenarios to assess risk distribution.

23.3 Asymmetric Information
» Adverse selection: Information asymmetry before a transaction (e.g., used car market,
insurance). High-risk buyers crowd out low-risk in insurance markets.

» Moral hazard: Changed behaviour after a transaction due to reduced risk exposure (e.g., reckless
driving after insuring a car).

* Principal-Agent Problem: Agents (managers) may not always act in the best interests of
principals (shareholders). Solution: incentive alignment, monitoring.

* Signalling: Informed party signals quality to reduce information gap (e.g., education degrees,
warranties).
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CHAPTER 24

Environmental Economics & Externalities

24.1 Externalities

An externality is a cost or benefit imposed on a third party not involved in the economic transaction.
Externalities represent market failure — the price system fails to reflect the true social cost or benefit.

Negative External cost to Factory pollution Carbon tax; regulation; tradeable
Externality third parties damaging nearby permits

farms
Positive External benefit to Beekeeping benefiting Subsidies; public provision
Externality third parties neighbouring orchards
Negative Consumer activity Passive smoking Tax (Pigouvian tax); ban
Consumption harms others
Positive Consumer activity Vaccination herd Subsidy; mandate
Consumption benefits others immunity

24.2 Market Failure & Government Intervention
e Public goods: Non-excludable & non-rival (e.g., national defence, lighthouses). Markets
under-provide — government must supply.

» Merit goods: Goods with positive externalities under-consumed (healthcare, education) —
government subsidises.

» Demerit goods: Goods over-consumed relative to social optimum (tobacco, alcohol) -
taxed/regulated.

* Pigouvian tax: Tax equal to the marginal external cost, bringing private cost in line with social
cost.

» Cap and trade: Government sets total emission limit; firms trade permits. Market mechanism
meets environmental target.

m Sustainable Business Economics

ESG (Environmental, Social, Governance) criteria are increasingly central to business strategy. Firms
face pressure from investors, regulators, and consumers to internalise environmental costs. The
Circular Economy model (reuse, recycle, reduce waste) is redefining production economics.
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CHAPTER 25

Digital Economy & E-Commerce Economics

25.1 Features of the Digital Economy

* Near-zero marginal cost: Digital products (software, music, data) can be reproduced at virtually
no extra cost.

* Network effects: Value of a product increases with number of users (e.g., WhatsApp, Facebook).

» Winner-takes-all dynamics: Strong network effects tend to create monopolies or duopolies.

» Data as a resource: Data has replaced oil as the most valuable economic resource.

 Platform economies: Two-sided platforms (Uber, Amazon) connect buyers and sellers, earning
from facilitating transactions.

* Disintermediation: Digital channels remove intermediaries (e.g., online travel agencies replacing
travel agents).

25.2 Economics of E-Commerce

Search costs E-commerce dramatically reduces consumer search costs - more price
competition.
Price transparency Easy price comparison - markets become more competitive; firms

differentiate on quality/service.

Long tail economics Digital platforms profit from selling niche products in large volume (Anderson,
2004).

Freemium model Core product free; premium features priced; monetise through scale.

Dynamic pricing Algorithms adjust prices in real time based on demand, inventory, and
competition.

Switching costs Platforms create lock-in through data, habits, and ecosystem integration.

25.3 Challenges: Digital Market Regulation

* Antitrust challenges: How to regulate monopolistic tech platforms (Google, Amazon, Meta)?

* Data privacy: GDPR, India's DPDP Act impose costs and restrict data monetisation.

* Tax challenges: Profit-shifting by multinationals to low-tax jurisdictions (OECD BEPS initiative).
* Gig economy regulation: Worker rights vs platform flexibility debate.
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CHAPTER 26

Globalisation & Multinational Firms

26.1 What is Globalisation?

Globalisation is the increasing integration of the world's economies through trade, investment,
technology, and the movement of people. It has accelerated since the 1980s through trade
liberalisation (WTO), technological advances (internet), and financial deregulation.

26.2 Benefits & Costs of Globalisation

Access to larger markets — 1 revenue Exposure to global economic shocks

Lower production costs through global supply Loss of domestic jobs to cheaper locations

chains (offshoring)

Access to global talent pool Income inequality within countries can widen
Technology transfer and knowledge spillovers Cultural homogenisation

Economies of scale from global production Environmental costs from increased transportation

FDI brings capital, jobs, and skills to host countries =~ Regulatory arbitrage — firms exploit weak regulations

26.3 Multinational Corporations (MNCs)
* FDI (Foreign Direct Investment): MNC sets up operations in foreign country; horizontal (same
activity) or vertical (different stage).

* Eclectic (OLI) Theory (Dunning): MNCs exist due to Ownership, Location, and Internalisation
advantages.

» Transfer pricing: Intra-firm transactions between subsidiaries; used to shift profits to low-tax
jurisdictions.

* Global value chains (GVCs): Production fragmented across multiple countries based on
comparative advantage.
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CHAPTER 27

Economic Development & Growth

27.1 Economic Growth vs Development

Economic Growth Economic Development

Definition Increase in real GDP/GNP over time = Sustained improvement in living standards,
well-being, and capabilities

Measurement GDP, GNP, per-capita income HDI, literacy rate, poverty rate, life
expectancy

Scope Narrow — quantitative Broad — quantitative + qualitative

Focus Output and income Distribution, sustainability, human welfare

27.2 Theories of Economic Growth

* Classical (Ricardo/Malthus): Growth limited by land; diminishing returns; wages at subsistence.

» Harrod-Domar Model: Growth = Savings rate + Capital-Output ratio. Savings and investment drive
growth.

» Solow Neoclassical Model: Growth from capital accumulation + labour growth + technology.
Technology is exogenous.

* Endogenous Growth Theory (Romer): Technology and human capital are endogenous;
knowledge has increasing returns; policy matters.

* Rostow's Stages of Growth: Five stages: traditional society — preconditions - take-off - drive
to maturity - mass consumption.

27.3 Obstacles to Development

» Low savings rate and capital formation.

* Poor infrastructure (transport, energy, digital).

e Low human capital (education and health).

» Political instability and weak institutions.

* High external debt burden.

* Structural unemployment and underemployment.

» Dependence on primary commodity exports (commodity trap).

m UN Sustainable Development Goals (SDGs) ‘
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17 SDGs adopted in 2015 provide a global framework for development: no poverty, zero hunger,
quality education, gender equality, clean energy, economic growth, reduced inequalities, climate
action, and strong institutions — to be achieved by 2030.
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CHAPTER 28

Summary, Key Formulae & Revision

28.1 Essential Formulae — Quick Reference

Formula Expression

Total Revenue TR=PxQ

Marginal Revenue MR = ATR + AQ

Total Cost TC=FC+VC

Marginal Cost MC = ATC + AQ

Average Total Cost ATC=TC+Q

Profit nm=TR-TC

Profit Maximisation MR = MC (MC rising)

Break-Even Point BEP = FC + (P - AVC)

Price Elasticity of Demand PED = (%AQd) + (%AP)

Income Elasticity YED = (%AQd) + (%AY)
Cross-Price Elasticity XED = (%AQd A) + (%AP B)

GDP (Expenditure) GDP=C+ 1+ G+ NX

Spending Multiplier k=1+(1-MPC)=1+ MPS
Fisher Equation (Real Rate) Real Rate = Nominal Rate — Inflation
NPV >[CFt + (1+r)m] — Initial Investment
Consumer Surplus CS = WTP - Price Paid

MRPL (Profit Max Labour) MRPL = MPL x MR = Wage Rate
Expected Value EV = Z(Probability x Payoff)

28.2 Key Economic Terms Glossary

Ceteris Paribus All other things being equal — isolates effect of one variable.
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Equilibrium
Sunk Cost

Allocative Efficiency

Productive Efficiency

X-Efficiency
Dynamic Efficiency
Monopsony
Oligopsony
Deadweight Loss
Consumer Surplus
Producer Surplus
Nash Equilibrium

Pareto Efficiency

State where opposing forces balance; no tendency to change.
Irreversible past cost; irrelevant to future decisions.

P = MC; resources go to highest-valued use.

Production at minimum ATC; no waste.

Actual vs potential efficiency inside the firm (Leibenstein).

Efficiency over time through innovation and investment.

Single buyer in a market (e.g., single employer in a town).

Few large buyers in a market.

Welfare lost due to market failure or price distortion.

Difference between what consumers are willing to pay and what they pay.
Difference between what producers receive and minimum they'd accept.
No player benefits by unilaterally changing strategy.

Impossible to make one person better off without making another worse off.

Adverse Selection Pre-contract information asymmetry leading to market distortion.

Moral Hazard Post-contract behaviour change due to reduced risk exposure.

28.3 The 12 Most Important Concepts in Business Economics

» 1. Opportunity cost underlies every economic decision — always ask ‘what is given up?'

* 2. Firms maximise profit where MR = MC — the universal profit-maximisation rule.

« 3. Market equilibrium is self-correcting through the price mechanism.

* 4. Elasticity determines the impact of price changes on total revenue.

* 5. Market structure fundamentally shapes pricing power and competitive strategy.

* 6. Long-run equilibrium in competitive markets drives profit to normal levels.

* 7. Macro conditions (inflation, interest rates, GDP) profoundly affect business strategy.

» 8. Information asymmetries cause market failures that shape contract and governance design.
* 9. Investment decisions must account for time value of money — NPV and IRR are key tools.
« 10. Externalities justify government intervention — carbon taxes, subsidies, regulation.

» 11. Globalisation expands markets but also increases exposure to external shocks.

» 12. Digital economics changes cost structures fundamentally: near-zero MC, network effects,
winner-takes-all.

m Final Word ‘
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Business Economics is the analytical backbone of management decision-making. A manager who
understands how markets work, how costs behave, how prices are set, and how the macroeconomy
affects the firm is equipped to make better strategic decisions. Combine economic thinking with data,
judgement, and ethical awareness — and you have the foundation of outstanding business
leadership.
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