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Micro Economics

Module-I: Theory of Consumer Behaviour and Production
Alfred Marshall theory of Demand – Concept of Elasticity of demand: Price, Income and Cross
Elasticities – Indifference curve analysis – Revealed Preference Theory – Theory of Production:
Production Function, Law of Variable Proportions, Returns to Scale – Cost Curves: Fixed and
Variable costs, Total, Average and Marginal cost curves – Revenue: Total, Average, Marginal
Revenue and their interrelationship.

Module-II: Market Structures and Pricing
Classification of Markets – Perfect Competition: Features, Short run and long-run equilibrium of
the firm and industry – Monopoly: Short run and long-run Equilibrium of the firm - price
discrimination – Monopolistic Competition: Chamberlin’s Group equilibrium – Product
differentiation and Selling costs – Oligopoly: Price determination under Oligopoly.

Module-III: Theory of Distribution
Ricardian theory of Rent, Quasi rent – Wage fund theory and Subsistence theory – Marginal
Productivity theory of wages – Loanble fund theory and Keynes liquidity preference theory of
Interest – Dynamic and Innovation theories of profit.

Module-IV: General Equilibrium and Welfare Economics
Partial equilibrium and general equilibrium - Walrasian General Equilibrium - Welfare Criteria:
The Paretian Optimality - Hicks and Kaldor Compensation Criteria - Pigovian Welfare Economics
Reading List
1. Ahuja, H.L. (2000), Advanced Economic Theory: Micro Economic Analysis, S.Chand

&Company Ltd, New Delhi.
2. Archibald G.C. (Ed.), (1971), Theory of the Firm, Penguin, Harmondsworth.
3. Baumol,  W.J. (1982),Economic Theory and Operations Analysis, Prentice Hal of

India,New  Delhi
4. Borch, K.H. (1968), The Economic of Uncertainty, Princeton University Press, Princeton.
5. Dacosta, G.C (1980), Production, Prices and    Distribution, Tata Mc Graw Hill, New

Delhi.
6. Dimond and Roths Child (Ed), (1978), Uncertainty in Economics, Academic Press, New

York.
7. Hirshleiefer, Jand   Glazer (1997), Price theory   and   Applications, Prentice Hall of India,

New Delhi.
8. John   Von   Neumann   and Oskar Morgenstern,(1947), Theory of Games and Economic

Behavior, (2nd Edition), Princeton University Press, Princeton.
9. Samuelson &  Nordhaus.D.W, Micro-economics, McGraw-Hill/Irwin
10. Koutsoyiannis. A. (1979), Modern Economics, (2nd Edition), Macmillan Press, London.



iv

Module-I: Theory of Consumer Behaviour and Production
1.0 Module Objectives 5
1.1 Introduction 5
1.2 Utility 6

1.2.1 Characteristics of Utility 6
1.2.2 Types of Utility 7
1.2.3 Kinds of Utility 8

1.3 Cardinal Utility Approach 9
1.3.1 Assumptions of Cardinal Utility Analysis 10
1.3.2 Cardinal and Ordinal Approach 11

1.4 Diminishing marginal utility 12
1.4.1 Law of Diminishing Marginal Utility 13
1.4.2 Causes of Diminishing Marginal Utility 16
1.4.3 Limitations of the Law 16
1.4.4 Uses of the Law of Diminishing Utility 17
1.4.5 Exceptions of the Law of Diminishing Utility 17
1.4.6 Issues 18

1.5 Law of Equi-Marginal Utility or Principle of Substitution 19
1.6 Ordinal Utility Approach 22
2.1 Demand 22

2.1.1 Demand Function 24
2.1.2 Demand Schedules 24
2.1.3 Determinants of Demand 26

2.2 Types of Demand 28
2.3 Law of Demand 33

2.3.1 Characteristics of Law of Demand 35
2.3.2 Exceptions to the Law of Demand 36
2.3.3 Reason for Downward Sloping Demand Curve 37
2.3.4 Changes in Demand Curve 38

2.4 Elasticity of Demand 39
2.4.1 Importance of Elasticity of Demand 40
2.4.2 Factors affecting Elasticity of Demand 40
2.4.3 Price Elasticity 43
2.4.4 Degrees of Price Elasticity 44
2.4.5 Factors Determining Price Elasticity of Demand 47

2.5 Measurement of Price Elasticity of Demand 50
2.5.1 Importance of Price Elasticity of Demand 56

2.6 Income Elasticity of Demand 58
2.6.1 Degrees of Income Elasticity of Demand 58

Micro Economics



v

2.6.2 Measurement of Income Elasticity 60
2.6.3 Importance of Income Elasticity 61

2.7 Cross Elasticity of Demand 61
2.7.1 Types of Cross Elasticity of Demand 62
2.7.2 Measurement of Cross Elasticity of Demand 63
2.7.3 Limitations of Cross Elasticity of Demand 64

2.8 Importance of Elasticity of Demand 64
2.8.1 Advertising Elasticity of Demand or Promotional Elasticity of Sales 65

2.9 Indifference Curve Analysis 66
2.9.1 Indifference Curve Schedule 67
2.9.2 Indifference Curve 68
2.9.3 Criticism of Indifference Curve 71

2.10 Theory of Revealed Preference 71
2.10.1 Axioms 72
2.10.2 Derivation of Ordinary Demand Function 72
2.10.3 Determination of the Sign of Substitution Effect 74
2.10.4 Demand Function is Homogeneous of Degree Zero 76

3.1 Meaning of Production 77
3.1.1 Factors of Production 78
3.1.2 Importance of Production 87

3.2 Production Function 87
3.2.1 Features of Production Function 88
3.2.2 Usefulness of Production Function 89
3.2.3 Variation of Product in Short Run 90
3.2.4 Types of Production Function 90

3.3 Fixed and Variable factors 94
3.4 Law of Variable Proportion 94

3.4.1 Three Stages of the Law of Variable Proportions 97
3.4.2 Causes of Applicability 98
3.4.3 Applicability of the Law of Variable Proportions 99

3.5 Returns to a Factor or Laws of Returns 99
3.5.1 Law of Diminishing Returns or Law of Increasing Costs 100
3.5.2 Law of Increasing Returns or Law of Diminishing Costs 103
3.5.3 Law of Constant Returns or Law of Constant Costs 106
3.5.4 Importance of the Law of Diminishing Returns 108
3.5.5 The Law of Diminishing Returns Applicable to Agriculture 109
3.5.6 The Law of Increasing Returns Operates in Industry Only 110

3.6 Law of Returns to Scale 111
3.7 Production Function-ii With Two Variables or Iso – Quant Analysis 114

3.7.1 Properties of ISO-Product Curves 116
3.8 Iso - Cost Line 120

3.8.1 Marginal Rate of Technical Substitution (MRTS) 122



vi

3.9 Producer’s Equilibrium 123
3.10 Cost 125

3.10.1 Types of Costs 125
3.10.2 Cost Function 129
3.10.3 Assumptions of the Cost-Function 130

3.11 Traditional Theory of Costs 131
3.11.1 Short-run Costs of The Traditional Theory 131
3.11.2 Relation Between AC and MC 135
3.11 .3 Long run Cost Curves 136
3.11.4 Average Cost in the Long Run: Smooth Envelope Case 137
3.11.5 Economies and Dieconomies of Scale 142
3.11.6 Modern Theories 143

3.12 Revenu Analysis 147
3.12.1 Relationship between AR, MR and TR - a Diagrammatic Illustration 148
3.12.2 Relationship between AR, MR and TR 150
3.12.3 Revenue Curves Under Different Markets 154

3.13 Check Your Progress 157
3.14 Outcomes 158
3.15 Key Terms 158
3.16 Answer to ‘Check Your Progress’ 159
3.17 Questions and Exercise 160
3.18 Further Readings 162

Module-II: Market Structures and Pricing
4.0 Module Objectives 169
4.1 Introduction 169
4.2 Concept of Market 169

4.2.1 Classification of Markets 171
4.3 Perfect Competition 173

4.3.1 Equilibrium under Perfect Competition 174
4.4 Market Price under Perfect Competition 175

4.4.1 Market Period 175
4.4.2 Pricing in the Short Run-Equilibrium of the Firm 177
4.4.3 Pricing in the Long Run 179
4.4.4 Price Determination Under Perfect Competiton 181
4.4.5 Marginal Revenue and Marginal Cost Approach 183
4.4.6 Advantages of Perfect Competition 185
4.4.7 Disadvantages of Perfect Competition 186
4.4.8 Perfect Competition vs Pure Competition 186
4.4.9 Difference Perfect Competition and Monopoly 187

4.5 Monopoly 187
4.5.1 Major Characteristics/Features of Monopoly 188
4.5.2 Sources of Monopoly Power 188



vii

4.5.3 Pricing and Output Decisions under Monopoly 189
4.5.4 Short-Run and Long-Run Equilibrium under Monopoly Price Determination

under Short Period or Short-run Equilibrium 191
4.5.5 Determination of Long-run Price or Long-run Equilibrium 193
4.5.6 Monopoly Equilibrium and Law of Costs 194
4.5.7 Advantages of Monopoly 196
4.5.8 Disadvantages of Monopoly 196
4.5.9 Natural Monopoly 197
4.5.10 Difference between Monopoly and Monopolistic Competition 198

4.6 Price Discrimination by Monopoly 199
4.6.1 Necessary Conditions for Price Discrimination 200
4.6.2 Degrees of Price Discrimination 200

4.7 Monopolistic Competition 202
4.8 Chamberlin’s Approach to Equilibrium 204

4.8.1 Model 1 205
4.8.2 Model 2 206
4.8.3 Model 3 207

4.9 Selling Costs 208
4.10 Oligopoly 211

4.10.1 Features of Oligopoly 212
4.10.2 Causes for the Existence of Oligopoly 213

4.11 Price and Output Determination Under Oligopoly 214
4.11.1 Cournot’s Model 214
4.11.2 Stackelberg’s Model 216
4.11.3 Paul Sweezy Model: Kinked Demand Curve Analysis 218

4.12  Check Your Progress 224
4.13  Outcomes 224
4.14  Key Terms 224
4.15  Answer to ‘Check Your Progress’ 225
4.16  Questions and Exercise 226
4.17 Further Readings 226

Module-III: Theory of Distribution
5.0 Module Objectives 232
5.1 Introduction 232
5.2 Rent 232

5.2.1 The Ricardian Theory of Rent 233
5.2.2 Quasi Rent 237

5.3 Theory of  Wage 239
5.3.1 The Subsistence Theory of Wages 240
5.3.2 The Standard of Living Theory of Wages 241
5.3.3 The Wage Fund Theory 242
5.3.4 Marginal Productivity Theory of Wages 244



viii

5.4 Interest Theory 244
5.4.1 Classical Theory of Interest 244
5.4.2 Neo-Classical or Loanable Funds Theory of Interest 246
5.4.3 Keynes’ Liquidity Preference Theory of Interest 248

5.5 Profit Theory 252
5.5.1 The Dynamic Theory 252
5.5.2 The Innovation Theory 253
5.5.3 The Risk Theory 254
5.5.4 The Uncertainty-Bearing Theory 255

5.6 Check Your Progress 256
5.7 Outcomes 256
5.8 Key Terms 256
5.9 Answer to ‘Check Your Progress’ 257
5.10 Questions and Exercise 257
5.11 Further Readings 258

Module-IV: General Equilibrium and Welfare Economics
6.0 Module Objectives 264
6.1 Introduction 264
6.2 Meaning of Equilibrium 264
6.3 Static and Dynamic Equilibrium 268

6.3.1 Static Equilibrium 268
6.3.2 Dynamic Equilibrium 269

6.4 Partial and General Equilibrium 272
6.4.1 Partial Equilibrium 272
6.4.2 General Equilibrium 273

6.5 The Walrasian System 283
6.5.1 A Graphical Treatment of the Two-Factor, Two-Commodity,

Two-Consumer ( 222  ) General Equilibrium Model 284
6.5.2 General Equilibrium and the Allocation of Resources 285
6.5.3 Factor Ownership and Income Distribution 288

6.6 Welfare Economics 289
6.6.1 Nature of Welfare Economics 289
6.6.2 Pigovian  Welfare Economics and Externalities 294

6.7 Pareto Optimality Theory 304
6.8 Kaldor-Hicks Compensation Principle 309
6.9 Check Your Progress 320
6.10 Outcomes 320
6.11 Key Terms 321
6.12 Answer to ‘Check Your Progress’ 321
6.13 Questions and Exercise 322
6.14 Further Readings 322



i

Macro Economics
I - M.A(Economics) / I - Semester

Choice Based Credit System (CBCS)

Authors

Prof. K. Radhika
Dr. D. Subramanyam

Dr. M. Kumarraja
Department of Economics

Sri Venkateswara University

Tirupati-517 502 AP

 Centre for Distance and Online Education
 Sri Venkateswara University

Tirupathi, AP -517 502



ii

Year : 2024

Edtion : First

All rights reserved (SVU CDOE). No part of this publication which is material protected by this copyright
notice may be reproduced or transmitted or utilized or stored in any form or by any means now known or
hereinafter invented, electronic, digital or mechanical, including photocopying, scanning, recording or by
any information storage or retrieval system, without prior written permission from the Publisher.

Copyright© 2024, SVU CDOE

All Rights Reserved

Printed

by

(An ISO 9001 : 2015 Certified Publishers)

# 326/C, Surneni Nilayam
Near B K Guda Park, S R Nagar

Hyderabad - 500 038 TS
P.No:+91 40 23710657, 238000657, 23810657

Cell:+91 94405 75657, 93925 75657, 93935 75657
Reg. Off.: 5-68, Pedda Gorpadu, Pakala, Tirupathi - 517 112 AP

 mail: studentshelpline.in@gmail.com

for

Director

Centre for Distance and Online Education
 Sri Venkateswara University

Tirupathi, AP -517 502
mail : directorddesvu@gmail.com

 Cell: +91 877-2289380
www.svudde.in

R

mailto:studentshelpline.in@gmail.com
mailto:directorddesvu@gmail.com
http://www.svudde.in


iii

Macro Economics
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Circular Flow Of Income – Concepts of National Income –Methods and problems of Estimation
–National Income Statistics of India – Consumption Function – Keynes Psychological Law of
Consumption - Implications of the law – Theories of aggregate consumption: Absolute Income
Hypothesis, Relative Income Hypothesis, Life Cycle Hypothesis, Permanent Income Hypothesis)
– Investment – Determinants of Investment – Marginal Efficiency of Capital – Accelerator
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Business Cycles – Models of Samuelson, Hicks Kaldor, Schumpeter, and Keynes – Meaning of
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Meaning of Inflation, Theories of Inflation, Demand pull or  Monetary theory of inflation – Cost
Push Inflation – Demand pull Vs Cost push inflation – Inflationary gap Stagflation – The Phillips
Curve – The Relationship between Unemployment and Inflation Tobin’s modified Phillips Curve
– Causes of inflation – Effects of inflation – Measures to Control Inflation

Module-IV: Keynesian Macroeconomic Theory
Determination of output and employment – Classical approach, Keynesian approach – Significance
of the Keynesian Theory – supply side Economics – Relevance of Keynesian Economics to
Underdeveloped Economies – Criticism of Keynesian Theory
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Public Finance

Module-I: Objectives and Principles of Public Finance

Meaning, Definitions, Origin and Scope of Public Finance – Objectives of Public Finance –
Functions of Modern State – Classical, Keynes and Musgrave views on the Theory of the Public
Finance – Principle of Maximum Social Advantage - Ability to Pay Theory.

Module-II: Public Revenue and Principles of Taxation

Sources of Public Revenue: Tax and Non-Tax Revenue - Direct and Indirect Taxes – Merits and
Demerits of Direct Taxes – Merits and Demerits of Indirect Taxes - Canons of Taxation -
Characteristics of a Good Tax – Progressive, Proportional, Regressive and Digressive Taxes –
Effects of Taxation.

Module-III: Public Expenditure and Public Debt

Role of Public Expenditure – Causes for the Growth of Public Expenditure – Principles of Public
Expenditure - Wagner’s Law of Increasing State Activities -  Peacock and Wiseman Hypothesis
- Public Debt: Objectives of Public Debt – Sources of Public Debt : Internal and External Sources
– Economic effects of Public Debt - Public Debt in India.

Module-IV: Federal Finance and Budgets

Principles of Federal Finance – Transfer of Financial Resources from Centre to States - Finance
Commission – Functions of Finance Commission -Recommendations of 15th Finance Commission
(Latest) – Trends in Central finances in India - Trends in State finances in India -Analysis of the
Union Budget (Latest) –Analysis of A.P. State Budget ( Latest ).
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