
Unit 3 Elasticity of Demand and Supply  
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  Pricing Decision  

• If demand is elastic (PED > 1) → firm lowers price to increase total revenue.  

• If demand is inelastic (PED < 1) → firm increases price to raise revenue.  

  Revenue Maximization  

• Firms check PED to decide price where total revenue is highest.  

  Price Discrimination  

• Different prices in different markets based on elasticity.  

• Example: student discounts, airline ticket pricing.  

  Production Planning  

• High elasticity → produce more at a lower price.  

• Low elasticity → produces less but sells at a higher price.  



  Marketing & Advertising  

• If demand is elastic → more advertising to make demand less elastic (brand loyalty).  

Examples 

• Petrol (Inelastic) 

Price increases → people still buy → firms earn more revenue.  

• Luxury goods (Elastic) 

Price increases → demand falls → firms may reduce price. 

 

 

 

 

 

 

 

 

 



  



Unit 4: Analysis of consumer behavior 

 

1. State the condition for equilibrium under the cardinal approach. 

• Consumer equilibrium occurs when the marginal utility of money is equal in all uses and: 

MUx/Px = MUy/Py = MUm  

• जब उपभोक्ताले आफ्नो आम्दानी यस्तो तरिकाले खर्च गर्च कक प्रत्येक वस्तुमा प्राप्त हुने 
सीमाांत उपयोगगता बिाबि हुन्र्: 
MUx/Px = MUy/Py = MUm  

 

2. Write any four assumptions of the cardinal approach. 

• Utility is measurable (cardinal measurement). 

उपयोगगता मापन गनच सककन्र्।  

• Marginal utility diminishes. 

सीमाांत उपयोगगता घट्दै जान्र्।  

• Utility of money is constant. 

पैसाको उपयोगगता स्स्िि हुन्र्।  

• Consumer is rational. 

उपभोक्ता वववेकी हुन्र्।  

 

3. List any four assumptions of indifference curve analysis. 

• Consumer is rational. 

उपभोक्ता वववेकी हुन्र्।  

• Utility is ordinal (ranked, not measured). 

उपयोगगता क्रममक रूपमा तुलना गरिन्र्।  

• Diminishing marginal rate of substitution. 

सीमाांत प्रततस्िापन दि घट्दै जान्र्।  



• Consistency in choice. 

िोजाइमा स्स्ििता हुन्र्।  

 

4. Define Engel curve. 

• Engel curve shows the relationship between income and quantity demanded of a good. 

एङ्गेल वक्रले आम्दानी ि वस्तुको मागबीर्को सम्बन्ध देखाउँर्।  

 

5. Write any four assumptions of the indifference curve. 

• Two goods are considered. 

दईु वस्तु मातनन्र्न।्  

• Consumer is rational. 

उपभोक्ता वववेकी हुन्र्।  

• Non-satiation (more is better). 

बढी वस्तु मनपर्च।  

• Diminishing marginal rate of substitution. 

सीमाांत प्रततस्िापन दि घट्र्।  

 

6. Why does the IC slope downwards? 

• To maintain the same satisfaction, an increase in one good requires a decrease in 

another. 

एउटाको मात्रा बढ्दा समान सन्तुस्टट िाख्न अको घटाउनुपर्च।  

 

7. Write any three characteristics of an indifference curve. 

• Downward sloping. 

तल झने हुन्र्।  

• Convex to origin. 

उत्पविबबन्दतुर्च  उमभएको हुन्र्।  



• ICs never intersect. 

IC हरू कहहल्यै काहटँदैनन।्  

 

8. Why is the indifference curve convex to the origin? 

• Due to the diminishing marginal rate of substitution. 

सीमाांत प्रततस्िापन दि घट्दै जाने भएकाले।  

 

9. Derive PCC for substitute goods. 

• For substitute goods, PCC slopes downward, showing that more of one good is 

consumed when the price of another rises. 

प्रततस्िापन वस्तुमा PCC तलतति ढस्ल्कन्र्, ककनकक एउटा वस्तुको मूल्य बढ्दा अकोको 
उपभोग बढ्र्।  

 

10. What is the Income Consumption Curve (ICC)? 

• ICC shows the effect of a change in income on consumption, keeping prices constant. 

ICC ले मूल्य स्स्िि हँुदा आम्दानी परिवतचनले उपभोगमा पाने प्रभाव देखाउँर्।  

 

11. Why does a rational consumer choose higher indifference curve? 

• Because higher IC gives higher satisfaction. 

मागिल्लो IC ले बढी सन्तुस्टट हदन्र्। 

 

 

  



15. Explain the income effect for inferior and normal goods 

Answer: 

The income effect refers to the change in quantity demanded of a good due to a change in real 

income (purchasing power), holding prices constant. When the price of a good changes, the 

consumer’s real income changes, which affects consumption. 

 

Income Effect for Normal Goods 

A normal good is one whose demand increases when income increases and decreases when 

income falls. 

• When real income increases, the consumer purchases more of the good. 

आम्दानी बढ्दा उपभोक्ताले वस्तुको माग बढाउँर्।  

• When real income decreases, demand falls. 

आम्दानी घट्दा माग घट्र्।  

• The income effect is positive. 

आय प्रभाव सकािात्मक हुन्र्।  

• Graphically, the Income Consumption Curve (ICC) slopes upward. 

ICC मागितति उकालो हुन्र्।  

• Example: rice, clothes, education. 

उदाहिण: र्ामल, कपडा, मिक्षा।  

 

Income Effect for Inferior Goods 

An inferior good is one whose demand decreases when income increases. 

• When real income increases, demand for inferior goods falls. 

आम्दानी बढ्दा न्यूनस्तिीय वस्तुको माग घट्र्।  

• When real income decreases, demand rises. 

आम्दानी घट्दा यस्तो वस्तुको माग बढ्र्।  



• The income effect is negative. 

आय प्रभाव नकािात्मक हुन्र्।  

• ICC may bend backward. 

ICC पर्ाडड र्ककच न सक्र्।  

• Example: low-quality food, second-hand goods. 

उदाहिण: सस्तो खाना, पुिाना सामान।  

 

Critical Explanation 

• Income effect depends on nature of goods. 

आय प्रभाव वस्तुको प्रकृततमा तनभचि हुन्र्।  

• It plays a key role in consumer equilibrium. 

यसले उपभोक्ता सन्तुलनमा महत्वपूणच भूममका खेल्र्।  

• For Giffen goods, income effect is strongly negative and dominates substitution effect. 

गगरे्न वस्तुमा आय प्रभाव अत्यगधक नकािात्मक हुन्र्।  

 

 

16. Explain the price effect for normal substitutes. How can it be decomposed into income 

and substitution effects? 

The price effect shows how the quantity demanded of a good changes when its price changes, 

keeping other factors constant. 

 

Price Effect for Normal Substitute Goods 

Substitute goods are those that can replace each other (e.g., tea and coffee). 

• When price of one good falls, demand for it increases. 

एउटा वस्तुको मूल्य घट्दा यसको माग बढ्र्।  

• Demand for substitute good decreases. 

प्रततस्िापन वस्तुको माग घट्र्।  



• Price effect is negative (inverse relationship). 

मूल्य प्रभाव नकािात्मक हुन्र्।  

 

Decomposition of Price Effect 

The price effect can be divided into two parts: 

 

1. Substitution Effect 

• Occurs due to a change in relative prices. 

सापेक्ष मूल्य परिवतचनका कािण हुन्र्।  

• Consumer substitutes a cheaper good for an expensive one. 

सस्तो वस्तु महँगोको सट्टा प्रयोग गरिन्र्।  

• Always negative. 

सधैं नकािात्मक हुन्र्।  

 

2. Income Effect 

• Occurs due to a change in real income. 

वास्तववक आम्दानी परिवतचनका कािण हुन्र्।  

• For normal goods, the income effect is positive. 

सामान्य वस्तुमा आय प्रभाव सकािात्मक हुन्र्।  

 

Total Price Effect 

Price Effect = Substitution Effect + Income Effect 

• For normal goods, both effects work in same direction. 

सामान्य वस्तुमा दवुै प्रभाव एउटै हदिामा काम गर्चन।्  

• Hence, demand increases significantly when price falls. 

त्यसैले मूल्य घट्दा माग धेिै बढ्र्।  



 

Critical Explanation 

• Substitution effect is pure price response. 

प्रततस्िापन प्रभाव िुद्ध मूल्य प्रततकक्रया हो।  

• Income effect reflects purchasing power. 

आय प्रभाव क्रयिस्क्त दिाचउँर्।  

• Hicks and Slutsky approaches explain decomposition differently. 

Hicks ि Slutsky ववगधले र्िक तरिकाले व्याख्या गर्चन।्  

 

 

17. What is the price effect? How can it be decomposed into the income and substitution 

effects? 

Answer: 

Meaning of Price Effect 

Price effect refers to the change in quantity demanded of a good due to a change in its own 

price, other factors remaining constant. 

• When price falls → demand increases. 

मूल्य घट्दा माग बढ्र्।  

• When price rises → demand decreases. 

मूल्य बढ्दा माग घट्र्।  

 

Graphical Explanation 

• Movement along demand curve shows price effect. 

माग वक्रमा सने प्रकक्रया मूल्य प्रभाव हो।  

• Indifference curve analysis explains it more clearly. 

उदासीन वक्र ववश्लेषणले स्पटट देखाउँर्।  

 



Decomposition of Price Effect 

 

1. Substitution Effect 

• Consumer replaces expensive good with cheaper one. 

महँगो वस्तुको सट्टा सस्तो वस्तु प्रयोग हुन्र्।  

• Always negative. 

सधैं नकािात्मक हुन्र्।  

• Independent of income. 

आम्दानीबाट स्वतन्त्र हुन्र्।  

 

2. Income Effect 

• Change in real income due to price change. 

मूल्य परिवतचनले वास्तववक आम्दानी परिवतचन गर्च।  

• Can be:  

o Positive (normal goods) 

सकािात्मक (सामान्य वस्तु)  

o Negative (inferior goods) 

नकािात्मक (न्यूनस्तिीय वस्तु)  

 

Combined Effect 

Price Effect = Substitution Effect + Income Effect 

• For normal goods → both positive demand effect. 

सामान्य वस्तुमा दवुै प्रभावले माग बढाउँर्।  

• For inferior goods → effects opposite. 

न्यूनस्तिीय वस्तुमा ववपिीत हदिा हुन्र्।  



• For Giffen goods → income effect dominates. 

गगरे्न वस्तुमा आय प्रभाव बढी हुन्र्।  

 

Critical Analysis 

• Price effect explains law of demand. 

मूल्य प्रभावले मागको तनयम व्याख्या गर्च।  

• Helps in understanding consumer behavior deeply. 

उपभोक्ता व्यवहाि बुझ्न मद्दत गर्च।  

• Important for policy making and pricing decisions. 

मूल्य तनधाचिण ि नीततमा उपयोगी हुन्र्।  

 

  



 

  



 

  



 

  

 

 

 

 

 

 

 

 

 

  



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  



 

 

 

 

 

 

 

 

 

 

 

 

  

 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  



 

 

 

 

 

 

 

 

 

 

 

  

  



 

  



Unit 5 – Theory of Production Numerical 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

  

 

 

  



 

  



 



 

 



 

 



 



 

  



Unit 2: Market Equilibrium and Efficiency  

  



 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

 

 

 

 

 

 

 

 

 

 

 

 

  

 



 

 

 

  



 

 

  



Unit 3 Elasticity of Demand & Supply – Theory 

1. Define the Advertisement Elasticity of Demand. 

Advertisement elasticity of demand measures the responsiveness of demand to a change in advertising 

expenditure. 

ववज्ञापन लोर् भनेको ववज्ञापन खर्चमा भएको परिवतचनका कािण मागमा आउने परिवतचनको मापन हो। 

 

2. Write any two relationships between Price Elasticity of Demand and Marginal Revenue. 

1. When demand is elastic (Ed > 1), Marginal Revenue (MR) is positive.  

2. When demand is unitary elastic (Ed = 1), MR is zero.  

1. माग लोर्दाि (Ed > 1) हँुदा सीमान्त आय (MR) धनात्मक हुन्र्।  

2. माग एकात्मक लोर्दाि (Ed = 1) हँुदा सीमान्त आय (MR) िून्य हुन्र्।  

 

4. List the Uses of Price Elasticity of Demand in Business Decision Making. 

English: 

• Pricing decision  

• Production planning  

• Sales forecasting  

• Market expansion  

• Advertisement policy  

• मूल्य तनधाचिण  

• उत्पादन योजना  

• बबक्री पूवाचनुमान  

• बजाि ववस्ताि  

• ववज्ञापन नीतत  

 

5. Let Exy = 4 and EAB = –0.8. Describe the nature of goods X, Y and A, B. 

English: 



• Exy = 4 → X and Y are substitute goods.  

• EAB = –0.8 → A and B are complementary goods.  

• Exy = 4 → X ि Y प्रततस्िापन वस्तु हुन।्  

• EAB = –0.8 → A ि B परिपूिक वस्तु हुन।्  

 

6. Formula for Price Elasticity of Supply by Average (Arc) Method. 

English: 

Es=ΔQΔP×P1+P2Q1+Q2E_ 

7. What is the Income Effect? 

English: 

Income effect is the change in quantity demanded due to a change in real income caused by a change in price. 

मूल्य परिवतचनका कािण वास्तववक आयमा आउने परिवतचनले मागमा पाने प्रभावलाई आय प्रभाव भतनन्र्। 

 

8. Let Ey (Mobile Set) = 2.3 and Ey (Potato) = –0.8. Describe the nature of these goods. 

English: 

• Mobile Set (Ey = 2.3): Luxury good  

• Potato (Ey = –0.8): Inferior good  

Nepali: 

• मोबाइल सेट (Ey = 2.3): ववलामसतापूणच वस्तु  

• आलु (Ey = –0.8): तनम्नस्तिीय वस्तु  

 

 

11. Uses of Price Elasticity of Demand in Business Decision Making. 

English: 

• Price fixation  

• Revenue maximization  

• Production planning  

• Advertisement decision  



• Market strategy  

Nepali: 

• मूल्य तनधाचिण  

• आय अगधकतमकिण  

• उत्पादन योजना  

• ववज्ञापन तनणचय  

• बजाि िणनीतत 

  



 

  



The Marginal Rate of Substitution (MRS) is the rate at which a consumer is willing to give up 

one good in exchange for an additional unit of another good while maintaining the same level of 

satisfaction (utility). 

Definition: 

 

where: 

• XXX and YYY are two goods,  

• ΔY\Delta YΔY is the amount of good YYY sacrificed,  

• ΔX\Delta XΔX is the additional amount of good XXX obtained.  

In simple terms: 

It shows how many units of one good a consumer is willing to sacrifice to get one more unit of 

another good without changing their overall satisfaction. 

Example: 

If a consumer is willing to give up 2 cups of tea to get 1 more cup of coffee and remain equally 

satisfied, then: 

MRS=2MRS = 2MRS=2  

So, the marginal rate of substitution of coffee for tea is 2. 

Key Point: 

MRS is equal to the slope of an indifference curve at a given point and usually diminishes as a 

consumer acquires more of one good and less of the other. 

 

 

 

 

 



 

 

 

 

 

 

 

 

 

 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  

 

 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

  



 

  



 



  



 

 

  



  

  



 

  



 

  



 

  



 

  



 

  



 


