
Revised Business Economics I Syllabus for F.Y.B.Com from 2008 onwards 
University of Mumbai 

 
 
I Semester 
Module I: Demand analysis 
Utility: Cardinal and ordinal approaches 
Indifference Curve Analysis 
Properties of IC, Consumer Equilibrium, Price Effect, Derivation of demand 
curve from PCC 
Consumer surplus 
Elasticity of demand, Income, cross, promotional. Case studies-  
Demand forecasting: meaning significance and methods-case studies 
 
Module II Theory of production 
Production function-short run and long run- Law of variable proportions- 
Isoquant- producers’ equilibrium- returns to scale-economies of scale- 
economies of scope- case studies 
 
Module III Cost of production 
Concepts: social costs private costs, economic and accounting costs- fixed 
and variable cost curves in short and long run costs- Learning curve- 
producers’ surplus- case studies 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Micro Economics- Part I 
Indifference Curve Analysis 
  Properties of IC 
 Consumer Equilibrium  
 Income Effect 
 Substitution Effect 
 Price Effect 
 Price effect incase of inferior and Giffen’s goods 
 Derivation of demand curve from PCC 
Consumer surplus 
Elasticity of demand:  
 Price, Income, Cross price, promotional,  
 Point elasticity 



 Vaze College Mumbai,  Dr. Ranga Sai 

F.Y.B.Com. Micro Economics Part I  2 

Please follow class room instructions before using notes 

Indifference Curve Analysis 
 
Consumption theory in economics contains two parts. Firstly, the theory 
studies the consumer behavior and secondly, the theory will suggest the 
consumer the way in which satisfaction van be maximized. 
In utility analysis, the Law of Diminishing marginal utility studies consumer 
behavior and the law of Equi-marginal utilities suggested a method of 
maximizing consumer satisfaction. 
 
Indifference curve analysis is a consumption theory given by Hicks and 
RGD Allen. The theory is an improvement over Utility analysis. Utility 
analysis had a major draw back that it measured utility in cardinal terms. 
Indifference curve analysis measures utility in ordinal terms. Further, IC 
analysis provides wider descriptions and details as compared to utility 
analysis. 
 
IC deals with various combinations of two goods which give the consumer 
the same amount of satisfaction. 
 

 
 
All these combinations give the consumer same amount of satisfaction. In 
this case the consumer will not be able to choose any combination as better 
than other. The consumer will be indifferent between these combinations. 
The curve drawn indifference schedule is called the IC. 
Hicks use an IC to explain the consumer behavior.  
 
ICs can be understood better with the help of its properties. 

Indifference Schedule 

X Y 

1 12 

2 10 

3 7 

4 3 
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Properties of Indifference curves 
 
1. Indifference curves towards the axis represent lower satisfaction and IC 
away from the axis represents higher satisfaction. 

                                       
 
In the diagram IC 1 represents lower satisfaction and IC2 represents higher 
satisfaction.  
This is because on higher IC the consumption increases and on lower IC 
consumption decreases. 
It can be seen that for the same amount of Y the consumer gets +2 on IC2 
and gets -2 on IC1. Higher the consumption higher the satisfaction and lower 
the consumption lower the satisfaction   
 
2. Indifference curves never touch the axis. By touching the axis the 
indifference curve will represent only one good. In fact an IC should 
necessarily represent two goods always. 
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3. Indifference curve is a down ward sloping curve. It slopes down 
from left to right. A consumer has to sacrifice one goods to gain the 
other. This is essential to keep the level of satisfaction constant on an 
IC. 

         
 
 
4. On an indifference curve the marginal rate of substitution decreases. 
 
The marginal rate of substitution, is the rate at which a substitutes one 
commodity with the other. 
By gaining one commodity the consumer shall sacrifice the other. This is 
needed to keep the level of satisfaction constant on an IC.  
 
          the slope of an indifference curve, MRS = � y/� x. 

                                



 Vaze College Mumbai,  Dr. Ranga Sai 

F.Y.B.Com. Micro Economics Part I  5 

The marginal rate of substitution decreases on an IC.  On the diagram it can 
be seen that 
 
On the upper half, the consumer sacrifices 4 Y for 1 X, that is the rate of 
substitution is 4/1 
 
On the Lower half it can be seen that the rate of substitution is 1/ 4 i.e. the 
consumer equates 1Y with 4 X. 
This is because on the upper half the consumer has more of Y so he likes 
more of X and lower half he has more of X so he likes more of Y.  
In this process the rate of substitution decreases from 4/1 to 1/ 4. 
 
On an IC the consumer expresses his utility behavior through decreasing 
Marginal rate of substitution.  
  
Comparing the IC analysis and the Utility analysis it can be seen that  
the marginal rate of substitution is equal to the ratio of the marginal utilities, 
   MRS = � Y/� X = - MUx/MUy 
 
5. An indifference curve is convex to the origin. Only on a convex curve the 
marginal rate of substitution decreases. Slope of an IC is found by drawing a 
tangent. The slope of the tangent is the slope of IC at that point. 
 

                        
On a concave curve the slope of IC increases that is MRS increases. So it is 
not an IC. Similarly, a straight line has constant slope or constant MRS 
hence not an IC. 
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A curve convex to the origin has decreasing slope or decreasing MRS, 
hence, an IC. 
 
6.  Indifference curves need not be parallel. Converging indifference curves 
are accepted to be correct. 
 
7. Indifference curves do not intersect. Indifference curves need not be 
parallel. Converging indifference curves are accepted to be correct but they 
shall not intersect. Intersection of Indifference curves is considered to be 
illogical, inconsistent and irrational. 
 
In the diagram it can be seen that 

                               
               
Combination A gives larger satisfaction, because it is on a higher 
indifference curve IC1 
And  
Combination B gives smaller satisfaction, because it is on a lower 
indifference curve IC2 
But 
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Combination C gives same satisfaction, yet it is on two indifference curves 
IC1 and IC2. 
Two indifference curves can not give same satisfaction. This is illogical, 
inconsistent and irrational.  
 
 
Foundations of Assumptions of Indifference curves: 
 
Indifference curve analysis is based on the following assumptions: 
1. Transitivity: It is assumed that the combinations are continuous to form a 
curve. The combinations between two tested sets are given. 
2. Ordinality: The indifference curve analysis considers ordinal measure of 
utility. That is utility is compared but not qualified. 
2. Rationality: The consumer is rational. He always prefers higher 
satisfaction to the lower and he knows all the combinations giving him same 
satisfaction or different satisfactions. 
3. Convexity: A convex indifference curve represents the consumer 
behavior. The convex IC shows the utility behavior with out actually 
measuring utility in cardinal terms. 
4. Scale of preference: On a series of indifference curves the consumer has a 
preference increases from low to high. The consumer always prefers higher 
satisfaction to lower. This is called the scale of preference. 
 
Price Line 
The price line represents the budget of the consumer. It is made up of the 
money income of the consumer and the prices of two goods. The price line 
deals with various combinations of two good that a consumer can buy with 
in his limited income. This is only the possibility of buying and does not 
represent the choice of the consumer. Given the price line, the consumer can 
buy any combination on the line or combinations below the line. 
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When the price of a good decreases the real income of the consumer 
increases. Real income is what the consumer can buy with his money 
income. With this, the price line will shift upwards on a single axis (shift on 
X axis if the price of X decreases) 
 

 
 
Similarly, if the money income increases the price line will shift upwards 
parallel on both axes.  
 
Consumer equilibrium 
 
The consumer equilibrium suggests the method in which he consumer can 
maximize satisfaction with in the given limitations of money income and 
prices. 
 
The indifference curve analysis is an improvement over the utility analysis. 
It is given by Hicks and RGD Allen. As an improvement IC analysis uses 
ordinal measure of utility in place of cardinal measure. 
 
Assumptions 
Consumer equilibrium is based on the following assumptions: 
1. The prices of two goods are given and constant. 
2. The money income of the consumer remains constant 
3. The tastes and preferences of the consumer remain same 
4. The consumer is rational, i.e. the consumer prefers larger satisfaction to 

smaller satisfactions. 
5. The theory follows all the foundations of indifference curves, like 

convexity, transitivity, ordinality and scale of preference. 
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The consumer equilibrium considers the indifference map and the price line. 
The indifference map represents the consumer behavior, tastes and 
preferences of the consumer. On the other hand the price line represents 
income and the prices of two goods. 
 
The indifference curve is made up of combinations the consumer wants to 
consume on the other hand the hand the price line denote the combinations 
the consumer can buy. Consumer equilibrium determines such combinations 
which the consumer can buy, those which he likes and finally gets maximum 
satisfaction.  
 

 
 
The consumer equilibrium is derived by combing the indifference curves 
and the price line. 
In the diagram 
  IC3 is possible because the consumer can not reach this with his 
  limited income. 
  IC1 is possible because there are several combinations with in  
  the budget; price line 
  IC2 and the price line have one combination common. At the  
  point of tangency between the IC and price line i.e. E. 
This is the consumer equilibrium. A combination which offers maximum 
satisfaction and is also falls with in the price line. 
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Conditions of Consumer Equilibrium 
The consumer equilibrium is found at a place where Indifference Curve (IC) 
and Price Line (PL) are tangential. 
 
 Slope of the price line = Slope of the Indifference curve 
Or  Slope of the price line = Marginal Rate of substitution 
   [Equilibrium condition]  

                        
In the diagram 
 E1 is not equilibrium because slope of IC > Slope of PL 
 E2 is not equilibrium because slope of IC < Slope of PL 
At E    Slope of IC= Slope of PL, hence equilibrium 
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There are two conditions of consumer equilibrium 
   
  a. Necessary Condition: Tangency is a necessary condition. It  
  is case of optimizing satisfaction. In the diagram E2 is a   
  necessary condition. Yet it is not the equilibrium. 
 
  b. Sufficient condition: Tangency + convexity is sufficient  
  condition. Tangency represents mathematical    
  optimization and convexity denotes consumer behavior. In the  
  diagram E2 is necessary condition. It fulfills tangency as well 
  as convexity. 
 
Such consumer equilibrium remains valid as long as the price and money 
income remain unchanged. 
 
Income Effect 
Income effect shows the effect of changes in the money income of a 
consumer on his consumption. 
 
All other things remaining constant if the money income of the consumer 
increases, the price line will shift upwards parallel. An upward shift of price 
line indicates an increase in the income. With an increase in the income the 
consumer will consume more. The IC will shift upwards on the new price 
line. The increase in the consumption of a commodity is called income 
effect. 
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When the money income increases the consumer shifts on to IC2. The 
increase in consumption of X is called income effect. If we join the points of 
equilibrium an income consumption curve can be drawn.  
 
Income consumption curve shows changes in the consumption of a 
commodity for changes in money income. The nature shape of the ICC 
indicates the nature of commodity, whether normal good, inferior or 
Giffen’s good. 
 

                                      
 
With increase in the money income if the consumption increases it is called 
positive income effect and if consumption decreases with increasing income 
it is called negative income effect.  
 

                                  
The nature of income effect determines the shape of the Income 
Consumption Curve. 
 
ICC1: If the ICC slopes upwards to the right both X and Y are normal goods 
with positive income effect. 



 Vaze College Mumbai,  Dr. Ranga Sai 

F.Y.B.Com. Micro Economics Part I  13 

ICC2: If the ICC slopes backwards, Y is inferior with negative income effect 
and X is normal with positive income effect. 
ICC3: If the ICC slopes forwards to the right, X is inferior with negative 
income effect and Y is normal with positive income effect. 
 
Assumptions 
Income effect is based on the following assumptions: 
1. The prices of two goods are given and constant. 
2. The money income of the consumer is given and subject to changes. 
3. The tastes and preferences of the consumer remain same 
4. The consumer is rational, i.e. the consumer prefers larger satisfaction to 

smaller satisfactions. 
5. The theory follows all the foundations of indifference curves, like 

convexity, transitivity, ordinality and scale of preference. 
 
Substitution Effect 
When the price of commodity decreases the consumer substitutes a costlier 
commodity with a cheaper commodity with out affecting the level of 
satisfaction. This is called Substitution effect.  

                      
In the diagram, the movement from Eq1 to E2 is called substitution effect. 
The consumer consumes more of X by sacrificing Y. The movement is on 
the same IC showing that the level of satisfaction remains same. 
The substitution effect is always positive for normal as well as inferior 
goods. For Giffen’s goods substitution effect is positive but very weak. 
Substitution effect together with income effect constitutes the price effect. 
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Price Effect 
Price effect shows the effect of changes in the price of a good on 
consumption. 
 
All other things remaining constant if the price of a commodity increases, 
the price line will shift upwards on that axis. An upward shift of price line 
indicates an increase in the real income. With an increase in the real income 
the consumer will consume more. The IC will shift upwards on the new 
price line. The increase in the consumption of a commodity is called price 
effect. 
 
When the price decreases the consumer shifts on to IC2. The increase in 
consumption of X is called price effect. If we join the points of equilibrium a 
price consumption curve can be drawn.  
 
Price consumption curve shows changes in the consumption of a commodity 
for changes in price. The nature shape of the PCC indicates the nature of 
commodity, whether normal good, inferior or Giffen’s good. 
 
Assumptions 
Price effect is based on the following assumptions: 
1. The prices of two goods are given and the price of one good only changes. 
2. The money income of the consumer is given and constant. 
3. The tastes and preferences of the consumer remain same 
4. The consumer is rational, i.e. the consumer prefers larger satisfaction to 

smaller satisfactions. 
5. The theory follows all the foundations of indifference curves, like 

convexity, transitivity, ordinality and scale of preference. 
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Composition of Price Effect 
Price effect is made up of income effect and substitution effects. When the 
price of a commodity decreases: 
 
  a. The real income increases and the consumer consume more  
  of a commodity. This is called income effect. 

b. When a commodity becomes cheaper the consumer has a 
natural tendency to substitute the costlier commodity with a 
cheaper commodity. This is called as substitution effect. 
 

Thus,   Price Effect= Income Effect+ Substitution Effect 
 

.  
In the diagram 
 
 E1 is the consumer equilibrium 
 With a decrease in the price of X the price line shifts upwards and the 
 consumer  will shift on to IC2 at equilibrium E2. The movement 
 from E1 to E2 is called Price effect 
 To separate income effect from price effect- 
 Shift the price line parallel from E2 downwards, so as to reach IC1 at 
 E3. 
 A parallel downward shift indicates decrease in the income.  
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 The price line shall be shifted to such level on IC1 that the consumer 
 comes back on to his original level if satisfaction. 
 
 With a decrease in income effect the consumption is reduced to E3,  
 The consumption from E1 to E3 is substitution effect, found on the 
 same IC. 
 
 According to Hicks the price line should be shifted on to lower IC 
 such that the ‘consumer is neither better off nor worse off’ 
 
Nature of Price Effect 
Positive price effect means with a decrease in the price the consumption 
increases. This is same as the law of demand. The exception to the law of 
demand is negative price effect. 
The price effect is positive for normal goods and inferior goods. There are 
some inferior goods where the price effect is negative. These goods with 
negative price effect are called Giffen’s goods. 
 
The price effect depends on the components - income and substitution 
effects. 
 
 Income Effect Substitution Effect Price effect 
Normal Goods +ve +ve +ve 
Inferior goods -ve (weak) +ve (strong) +ve 
Giffen’s Goods -ve (strong) +ve (weak) -ve 
 
For normal goods the price effect is positive because the components income 
and substitution effects are positive. 
 
Inferior Goods 
In case of inferior goods in general, the price effect is positive.  
The income effect is negative but very weak. The substitution effect is 
positive and very strong. So finally, the price effect remains positive. 
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In the diagram: 
The movement from E3 to E2 is negative income effect. This is negative 
The movement from E1 to E2 is positive substitution effect which positive 
and strong. 
So, finally, the movement from E1 to E2 is positive price effect. 
Inferior goods in general follow the law of demand with positive price 
effect. 
 
Giffen’s Goods 
 

                   
Giffen’s goods are those inferior goods where the income effect is strongly 
negative and substitution effect is weak. 
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Giffen’s goods re inferior goods but all inferior goods are not Giffen’s 
goods. Giffen’s goods are those inferior good which have a negative price 
effect. 
In the diagram: 
The movement from E3 to E2 is negative income effect. This is negative and 
strong 
The movement from E1 to E2 is positive substitution effect which positive 
but wesk. 
So, finally, the movement from E1 to E2 is negative price effect. 
 
Derivation of demand curve from Price Consumption Curve 
For drawing the demand curve there is a need for a set of prices and 
corresponding quantities. The Price Consumption curve shows different 
price lines. Each price line represents one price of commodity X. The 
corresponding quantities can be read fro the X axis at different equilibriums. 
 
The quantities from different equilibriums are drawn on the lower graph 
with X axis marked quantity. The price at different quantities can be plotted 
on the Y axis. By joining all the points the demand curve can be drawn on 
the lower panel. 
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Elasticity of Demand 
 
Elasticity of demand measures intensity of changes in the quantity of a 
commodity for changes in the price, income or the price of a related 
commodity. Accordingly, it is called price elastic, income elasticity or cross 
price elasticity of demand. 
 
Price Elasticity of demand 
Price elasticity of demand measures proportionate changes in the quality of a 
commodity for proportionate changes in the price. 
Price elasticity relates quantity demanded and the price. 
 

                                     
Price elasticity is measured as  

                     
The price elasticity has a negative value, because the price decreases for an 
increase in the quantity demanded. 
ep = 1,  Unitary elastic, reference elasticity   
ep > 1,  Relatively elastic, luxury goods 
ep < 1,  Relatively inelastic, necessary goods 
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ep = ¥¥¥¥ , Perfectly elastic, hypothetical 
ep = 0,  Perfectly inelastic, hypothetical 

                         
The value of elasticity changes with changing responsiveness of quantity 
changes for changes in the price. Larger the responsiveness greater will be 
the elasticity. No change in the quantity the elasticity will be zero. For 
highly sensitive quantity, the elasticity will be infinity. 
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Income Elasticity of demand 
 
Price elasticity of demand measures proportionate changes in the quality of a 
commodity for proportionate changes in the income. 
Income elasticity relates quantity demanded and the income. 
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With an increase in the income the consumer increases the consumption. 
This happens in case of normal goods. Incase of inferior goods with increase 
in the income the consumer degreases the consumption. This is called 
negative income effect. 

 
For normal goods the value of income elasticity is positive for inferior goods 
it is negative, 
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ey = 1, Unitary elastic, reference elasticity   positive income effect  
ey > 1,  Relatively elastic, luxury goods  positive income effect 
ey < 1,  Relatively inelastic, necessary goods  positive income effect 
ey < 0,    Inferior goods     negative income effect 
ey = 0,  Perfectly inelastic, hypothetical 
ey = ¥¥¥¥ , Perfectly elastic, hypothetical 
 
Cross Price Elasticity of Demand 
 
 
Price elasticity of demand measures proportionate changes in the quality of 
one commodity for proportionate changes in the price of a related 
commodity. 
Cross Price elasticity relates quantity demanded of one commodity and the 
price of a related commodity. 
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The value of cross price elasticity depends on the type of relationship 
between the goods. 
 
exy < 0,  Complementary goods 
When the price of X increases, the demand for x decreases, the consumer 
decreases the demand for Y. Since, X and Y are complementary goods. 
Complementary goods are those which give utility only in combinations. 
These are called joint goods having joint demand. e.g. shoe and shoe lace, 
pen and ink 
 
exy > 0, Substitute goods     
When the price of X increases, the demand for x decreases, the consumer 
increases the demand for Y. Since, X and Y are substitutes. 
Substitute gods are those goods which give similar utility. Since the goods 
give similar utility the consumer can consume one in the place of the other. 
 
exy = 0, Unrelated goods  
If the price of X increase the demand for Y remains unchanged this is 
because the goods are unrelated and independent in consumption and utility. 
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Point Elasticity of Demand 
According to Lucas all goods tend to be elastic at higher prices and inelastic 
at lower prices. This principle can be shown geometrically on a demand 
curve using point elasticity of demand method. 
It is ratio of lower segment to the upper segment. 
The elasticity increase as it moves upon the demand curve to the left. 

                             
       
The demand curve is extended on both sides so as to make a right angle 
triangle. 
Then the elasticity at point is measured as  
 
E=  Lower segment 
 Upper segment 
 
Or  BC 
 AB 
So 
e = 1, Unitary elastic, reference elasticity   
e = 0,  Perfectly inelastic, hypothetical 
e > 1,  Relatively elastic, luxury goods 
e < 1,  Relatively inelastic, necessary goods 
e = ¥¥¥¥ , Perfectly elastic, hypothetical 
 
Promotional Elasticity of Demand 
 
Promotional elasticity of demand measures proportionate changes in the 
sales of a commodity for proportionate changes in the promotional budget. 
Price elasticity relates sales and the promotional budget. 
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Promotional elasticity is a managerial tool of corporate decision making. It 
enables the enterprise to decide whether a sales promotion budget is 
desirable or not in terms of generating corporate incomes and sales. 
 
An elastic promotional elasticity means that the sales are in larger 
proportions than the promotional budget and desirable. If the promotional 
elasticity is less than one that inelastic it means that the promotional budget 
has failed in promoting proportionate sales, hence undesirable. The 
promotional budget may have components like media, advertising, sales 
promotions, free samples, gifts, promotional offers etc. 
 
Consumer Surplus 
 
Consumer surplus is the excess of Utility drawn over the price paid. 
According to the law of demand the price decreases with increasing 
quantity. This is because the utility decrease with in creasing consumption as 
per the law of diminishing marginal utility.  
 
A consumer pays the price according to the utility drawn on the last 
commodity. This price is uniform for all the earlier units. In this process the 
consumer derives surplus utility over the price paid on earlier units. This 
surplus utility is called the Consumer Surplus. 
 
  Consumer surplus = Utility derived – price paid   
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Consumer surplus is the excess of utility derived by consumer. The producer 
surplus is the surplus of price charged by the producer over the supply price. 
The supply curve shows that the price increases with increasing quantity. 
The price is charged as per the last unit produced, whereas the producer 
receives a surplus over the supply price. This is called producers’ surplus. 
The producers’ surplus can be increased by reducing consumer surplus. This 
is called consumer exploitation. 

             
 
Assumptions 
1. The concept believes in the law of diminishing marginal utility 
2. The law of demand is considered for determining the price. 
3. The price remains uniform. 
4. The supply of goods is uniform. 
5. The tastes of the consumer remain constant 
6. There is perfect competition. 
 
Limitations 
The concept of consumer surplus has several limitations due to its rigid 
assumptions. 
1. The utility can not be measured 
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2. Consumer surplus can not be easily quantified. 
3. Market imperfections deny consumer surplus to the consumer. 
4. Marketing techniques increase consumer surplus by showing greater 
utility and then in crease price. 
5. Consumer surplus encourages the government to levy tax. 
 
Applications: 
 
Consumer surplus is a very useful concept applied in marketing, product 
design and pricing. 
1. It helps in determining the price. Larger the consumer surplus, greater the 
possibility of increasing the price. 
2. The Government can determine tax based on consumer surplus. 
3. Under monopoly, the producer charges different prices for the same 
commodity depending on the consumer surplus. It helps on price 
discrimination. 
4. Necessities have larger consumer surplus than luxury goods. 
5. Consumer surplus helps in demand forecasting. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

To be continued in Part II Micro Economics 


