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The Meaning, Scope And Methods Of
Managerial Economics

Objectives

After completing this chapter, you will be able to understand:
- Meaning of Managerial Economics.

- Features of Managerial Economics.

- Scope of Managerial Economics.

- Methods of Managerial Economics.
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Structure:

1.1 Managerial Economics - lts meaning.

1.2 Features of Managerial Economics.

1.3 Scope and subject matter of Managerial Economics.
1.4 Methods of Managerial Economics.

1.5 Summary

1.6 Self Assessment Questions
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The Meaning, Scope And Methods Of Managerial Economics

1.1 MANAGERIAL ECONOMICS - ITS MEANING

Managerial Economics is the application of Economic Theory to
managerial practice. It relates to the use of tools and techniques of
economic analysis to solve managerial problems. According to Milton
Spencer & Louis Siegelman “Managerial Economics is the integration
of economic theory with business practice to facilitate decision making
and forward-planning.” According to Eugene Brigham and James
Pappas “Managerial Economics is the application of economic theory
and methodology to business administration practice.” It deals with
economic aspects of managerial decisions and with those of management
decisions that have an economic content. Thus from the broad and wide
canvas of the subject of Economics, that body of knowledge, which emerges
to facilitate the process of managerial decision- making in shaping efficiently
the destiny of the firm constitutes the subject matter of Managerial
Economics.

1.2 FEATURES OF MANAGERIAL ECONOMICS

1) Micro Economics oriented: There are two approaches to the study of
Economics, the Micro Economic Approach and the Macro Economic
Approach. Micro Economic Approach deals with the study of individual
economic behaviour i.e. the behaviour of individual producer, individual
consumer etc; whereas the Macro Economic Approach deals with the
behaviour of the economy as a whole such as National Income, Trade Cycle
etc. In Managerial Economics we are more concerned with the analysis of
the decision taking aspects of the unit of management at the firm level and
therefore Managerial Economics is micro-oriented.

2) Normative Approach: As such there are two approaches to the study of
science; namely the Positive approach and the Normative approach. In
positive approach we are concerned with the situation ‘as it is’, whereas in
case of normative approach we are concerned with the situation ‘as it ought
to be’. Robbins has made economics a pure and positive science. Its
purpose is only to describe and not to prescribe. It is only a light-bearing
science and not a fruit bearing one; whereas Managerial Economics adopts
a normative approach. Its purpose is not only to describe but more so to
prescribe. It is the fruit-bearing science.
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3) Only a part of the Science of Economics: Of the whole set of Economic
Science which deals with many aspects and issues related to human
behaviour in allocating scarce resources Managerial Economics is only a
part of the Science of Economics. The study of Economics, covers issues
like welfare economics, agricultural economics, international trade, public
finance, money, banking, foreign exchange, development,
underdevelopment, poverty, inflation, inequalities, utility analysis, consumer
behavior etc, whereas Managerial Economics is just a subset of the set of
Economics. It mainly deals with decision-taking of managerial cadre at the
level of the firm i.e. the production unit or a business unit and thus it
becomes only a part of the subject of Economics.

4) Knowledge of Macro Economics is essential: Although Managerial
Economics is micro economic oriented yet knowledge of macro economics is
essential i.e. no single firm works in isolation. It has got to consider so many
other aspects while taking decisions for itself. It has to consider the reactions
of rival firms, the possibility of Government interference through taxation,
tariffs, export and import policies, the cyclical changes in the levels of
business activities, the policy of disinvestment, liberalization, globalization,
risks and uncertainties etc. Many of these are exogenous factors i.e. external
to the theory of the firm and yet the Managerial Economist cannot afford to
overlook them. Neglect of these may lead to wrong decisions.

1.3 SCOPE AND SUBJECT MATTER OF MANAGERIAL ECONOMICS

The scope of Managerial Economics envisages the inclusion of the study of
specific problems of a business enterprise whose main objective is to
organize resources in such a way so as to achieve the best or at least
satisfactory results out of the activities undertaken. The subject matter of
Managerial Economics revolves round the Theory of the firm. The Firm
is a business unit or a production unit.

There are two dimensions to the theory of the firm: i) The Financial aspect
and ii) The Physical aspect.

The Financial aspect itself comprises of : a) the cost side and b) the
revenue side. Between the revenue and the cost, the firm aspires to gain
profits and just not profits but maximum possible profit. This implies that the
managerial economist after working out the cost will have to fix the price of
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the product which in turn will also depend on the demand for the product. It is
not only the current demand that will have to be considered but the firm will
also have to predict or forecast demand for its product in the near and
distant future. The product will have to be sold in the market and hence the
firm will have to consider the market morphology. It has to find out the
number of competitors producing either identical products or close
substitutes. It will have to work out the price output relations and the
condition for profit maximization. Although the aim of the firm is to
maximize profits it may also encounter losses. As it incurs a loss the very
objective of the firm will change. It would like to minimize its losses. The
firm need not therefore close down as soon as it incurs a loss but should
adopt methods to promote sales to minimize the loss. As long as the
revenue can cover the variable cost, the firm will continue to remain in
production but if the returns can’t cover even the variable cost then the firm
should decide to take an honorable exit. This would be regarded as the
shutdown decision in Managerial Economics.

Besides the financial aspects the analysis of the firm also has certain
Technical aspects or Physical aspects i.e. the input-output relationship.
In fact, technologically, production is a process of transforming inputs into
output. Inputs refer to the various factors of production such as land, labour,
capital and organization. The aim of the managerial economist with
reference to input-output relation is optimization i.e. to make the best
possible use of the available resources in order to produce the
maximum possible desirable output.

All these aspects require proper project planning as well as capital
budgeting. The firm will have to work out certain strategies to undertake
production and sales to meet its objectives. Thus, cost analysis, demand and
supply analysis, pricing strategies, business forecasting, market morphology
and the theories of profit will be covered in the scope and subject matter of
Managerial Economics. In fact, ‘Management without Economics has no
roots and Economics without Management bears no fruits’.

Mathematical tools and techniques are also incorporated in the study of
Managerial Economics. Simple diagrams are drawn to make the subject
interesting and easily understandable. The diagrams provide a visual impact
and help the viewer in capturing the detailed explanation in the shortest and
simplest manner. We also make use of derivatives, correlation and
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regression, linear-programming, probability theory, econometric
models, the game theory and the input-output analysis to provide a
scientific base to the subject matter of managerial economics.

As an Economic Man, i.e. an individual who behaves in an economically
rational manner, the aim of the producer is to maximize profit but profit
maximization need not necessarily be the only objective of the firm.
There can be several other alternative objectives such as sales
maximization, safety margins of profits, long run survival, quite-life,
maintaining the goodwill of the firm, satisfying the consumers through quality
of the product, etc. and therefore judicious decisions will have to be taken
to achieve a combination of these objectives.

1.4 METHODS OF MANAGERIAL ECONOMICS

Having discussed the meaning and scope of Managerial Economics, we now
turn to highlight the methods of Managerial Economics. The term ‘method’
symbolizes a procedure which applies some rational and systematic pattern
to diverse objects, not only to make observations more accurate but also to
avoid the common errors and illusions which hamper human knowledge. It is
often argued that in the study of Managerial Economics, we utilize any one
or more of the following methods; namely;

1) The Scientific Method or Experimental Method,
2) The Statistical Method,

3) The Method of Intellectual Experiment,

4) The Method of Simulation and

5) The Descriptive Method.

The Experimental method is of limited use to Managerial Economics,
because it is difficult to carry out experiments to test the validity of
managerial behavior as it deals with human aspects and human behavior is
inherently complex; it is ever changing. We can think in terms of adopting the
blend of Deductive and Inductive methods in analyzing the behavior of
Managerial Economist. Sometimes deduction precedes induction whereas at
other times induction precedes deduction. To make it a little more clear, in
deductive method, we go from the general rule to the particulars, whereas in
inductive method we examine behavior of individual Managerial Economists
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and then eventually generalize E.g. the aim of one producer is to maximize
profit, the aim of the other producer is also to maximize profit. Similarly, the
aim of still other producers is also to maximize profit thus we come to the
generalization that the primary aim of the producer is to maximize profits and
then work out the method to derive the condition for profit maximization.

Statistical Method is a device by which the quantitative data are collected
and scientifically analyzed in order to give us a more clear picture of
happenings. The collected data are classified, tabulated, compared,
correlated and finally interpreted. The statistical methods are generally used
by Managerial Economist in demand forecasting and sales promotion. Model
Building is yet another method used in Managerial Economics. It helps us to
understand the actual socio-economic relationship existing in a firm. It can
guide the Managerial Economist in taking more appropriate decisions. The
Method of Simulation has acquired prominence with the oncoming of
electronic computers. With the help of this method we can program a
complex system of relationships. The Descriptive Method is often used by
Managerial Economist to analyze the impact of original structure on the
working of business enterprises. However, in the study of, Managerial
Economics we do not employ any specific approach but utilize any one or
more of the above mentioned methods.

If by ‘methods’ we mean the procedural routes to accomplish predetermined
results then the methods outlined below are used in Managerial Economics
to solve the problems faced by managers in their day-to-day business.

Reference to facts and figures of the firm provides complete information
about the working of the firm. Systematically an approach can be set up to
compile the data from the various departments of the firm. The management
then is able to co-ordinate and compile the data so as to derive a
complete picture of the overall performance of the firm which could help him
to take decisions for any further future action. Thus the knowledge derived
from the compilation of firm’s internal data could be considered as one of the
methods of Managerial Economics. Similarly the businessmen or
manufacturers involved in similar process of production may form voluntary
associations and compile the data about different business activities. Yet
another method of Managerial Economics could be to obtain and act upon
the information compiled from published works or through surveys
conducted by way of field investigation.
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Case Studies undertaken would provide an invigorating method in the
learning process in the science of Managerial Economics. Case Studies
bring out the complexity of the environment in which the managers have to
take economic decisions and therefore case study should be regarded as an
important method used for taking decision in Managerial Economics.

Undoubtedly the success of Managerial Economics lies in accepting and
adopting the necessary tool-kit from economic theory and also incorporating
relevant ideas from other related disciplines.

The Managerial Economist should also be conversant with important lessons
from other related subjects such as Philosophy, Sociology, Psychology,
Politics, Human Resource Development, Operation Research, Finance,
Mathematics, Statistics, Computers, IT etc which should help him in drawing
more accurate decisions.
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1.5 SUMMARY

Managerial Economics is application of economic theory to managerial
practice. Managerial Economics has a micro economic orientation and has a
normative approach to prescribe rather than to describe. It takes care of cost
as well as revenue side of business and aims at optimization of available
resources.

Study of Managerial Economics utilizes five different methods and lessons
learnt from other related subjects like Philosophy, Psychology, Sociology,
Statistics etc. to arrive at more accurate management decisions.

SUGGESTED READINGS
1. Mote, Paul and Gupta: Managerial Economics: Concepts and Cases
2. Pappas and Hirschey: Fundamentals of Managerial Economics
3. Milton Spencer and Louis Siegelman: Managerial Economics

4. Hague D.C. : Managerial Economics

1.6 SELF ASSESSMENT QUESTIONS

1. a) What do you understand by the term ‘Managerial Economics’?
b) Outline the features of Managerial Economics.
2. Bring out the scope and subject matter of Managerial Economics.
3. Substantiate the methods of Managerial Economics.
4. Is Managerial Economics i) Micro or Macro?
ii) Positive or Normative?
iii) Deductive or Inductive?
Elaborate your answer giving reasons with examples.

5. How would you rate ‘Case Study’ as a method in the learning process of
Managerial Economics?
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Some Concepts Of Economics,
Relevant To Business

Objectives:

After completing this chapter, you will be able to understand:
- Concepts of demand / supply and cost / price.

- Processes of Production, Distribution and Consumption.

- What is Macro and Micro Economics?
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Some Concepts Of Economics, Relevant To Business

2.1 INTRODUCTION

Following are some of the concepts from the Science of Economics which
are absolutely relevant to business, namely; Wants, Demand, Supply,
Production, Distribution, Consumption and Consumption Function, Cost,
Price, Competition, Monopoly, Profit, Optimization, Average and Margin,
Elasticity, Micro and Macro Analysis.

2.2 WANTS

Human wants are the starting point of all economic activities. Want refers to
the lack of satisfaction, a state of discomfort which every individual
desires to eliminate. Human wants may be in the form of Necessities,
Comforts & Luxuries.

Necessities may be the necessities for life (i.e. to live), necessities for
efficiency (i.e. to live efficiently) & conventional necessities arising out of
habit.

Wants are unlimited. All wants cannot be satisfied simultaneously & fully.
Although a single want at a time may be satiable, yet wants are recurring in
nature.

Lionel Robbins has indicated that economic problem mainly arises
because, human wants are unlimited whereas the means or resources to
satisfy these wants are limited or scarce & these scarce means have
alternative uses. The allocation of scarce means having alternative uses to
meet our unlimited wants is fundamentally the problem of economics.

Therefore economic problem arises mainly because:
1. Wants are unlimited.
2. Means are scarce.

3. These scarce means have alternative uses.

y “we school



Some Concepts Of Economics, Relevant To Business

2.3 UTILITY

Utility is the capacity of a good to satisfy a human want. Utility is a
relative concept as well as a subjective concept because the same
commodity appears to possess different degrees of utility to different
individual consumers at different places and at different times.

We can distinguish between Total Utility and Marginal Utility. Total Utility is
the aggregate of utilities derived by the consumer from all the units of the
commodity consumed; whereas Marginal Utility refers to the addition to total
utility made by the consumption of an additional unit of the commodity.

TUn = MU1st + MU2nd + MU3¢d + ........ MUnth

TU = ZMUs
i.e. Total Utility is the summation of all Marginal Utilities.
Whereas, MUnth = TUn - TUn- 1

Note: Marginal Utility goes on diminishing as the consumer goes on
consuming unit after unit of that commodity. This gives rise to the
Marshallian Law of Diminishing Marginal Utility. Of course, the Law
assumes that all units of the commodity consumed are homogenous; they
are consumed in quick succession and the consumer behaves rationally.

2.4 DEMAND

Demand does not merely mean a desire or a need or a want. But in
Economics demand is the desire backed by purchasing power. The
purchasing power depends on the level of prices & the disposable income of
the consumer. Therefore demand is the desire of the consumer to buy & it
depends on his ability to pay as well as his willingness to pay.

Demand = Desire to buy + Ability to pay + Willingness to pay

Let us analyze a simple statement:

Demand for milk is 30 litres. This is not a complete statement of demand. It
leads us to question
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a) whose demand?

b) at what price?

c) for what period of time?
Therefore we have to specify the

1) market dimension

2) the price dimension

3) the time dimension, to formulate a complete statement of demand.
For example: We have in mind,

a) family A’'s demand for milk,

b) at some price say Rs 23 per litre &

c) the period of time being a month.

Now let us frame the complete statement as follows : When price of milk is
Rs 23 then family A demands 30 litres of milk per month.

(Please refer the chapter devoted to the study of Theory of Demand which
appears later in this book, to have a complete understanding of the Theory of
Demand)

2.5 SUPPLY

Mere prevalence of demand is meaningless without the reciprocating supply.
Supply of any commodity refers to various amounts of the commodity
which the sellers are willing to sell at different possible prices at any
given time. Even in case of supply we must make an effort to give a
complete statement of supply i.e. the quantity of the commodity supplied at
the given price in the given market at the given point of time. Without these
dimensions being narrated the statement of supply will be incomplete.

(For further details please refer to the chapter on the Theory of Supply to
have its complete understanding.)
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2.6 PRODUCTION

The primary & the ultimate aim of the economic activity is the satisfaction of
human wants. In order to satisfy these wants individuals have to put in efforts
to produce goods & services. Without production there cannot be satisfaction
of wants. Commonly understood, production refers to creation of
something tangible which can be used to satisfy human want. However
matter already exists. We cannot create matter, we can only add utilities to
the existing matter by either changing its form, place or keeping it over time
& create values. For example: We can transform a log of wood into a piece
of furniture, thereby adding utility. This process of addition of utilities to
the existing matter by changing its form, place and keeping it over time
is referred to as Production in Economics. We can therefore add form
utility, time utility, place utility or personnel utility. Addition of all such utilities
to the existing matter is referred to as Production in Economics. However,
technologically production is referred to as the process of transforming inputs
into output. In order to undertake production we require certain Factors of
Production such as Land, Labour, Capital & Organization. These factors
are the inputs & the product that emerges at the end of the process of
production is referred to as the output.

2.7 DISTRIBUTION

The term distribution in Economic Theory refers to the sharing of the
wealth produced in the community among the various factors of
production. Since land, labour, capital & organization participate in the
process of production, they get their respective rewards- Land gets rent,
Labour commands wages, Capital earns interest & Organization enjoys
profits. Thus according to Chapman “The economics of distribution,
accounts for the sharing of wealth produced by a community among
the agents or the owners of the agents which have been active in its
production.” More clearly defined “The division of fruits of production
among the factors that contribute to the production process or among the
people who control the factors is called distribution.” The share that each
factor of production receives for its services is in a way its price. Thus, the
Theory of Distribution relates to the Theory of Factor Pricing. This
explanation is theoretical as it pertains to economic analysis. However, in
general the term distribution is loosely used to denote the process by which
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the goods & services produced are made to reach through different stages to
the final consumers.

2.8 CONSUMPTION & CONSUMPTION FUNCTION
A. CONSUMPTION

Consumption, in Economics implies destruction or use of utilities for
satisfying human wants. As the consumer goes on consuming more and
more units of the commodity, the total utility from the commodity increases
although the marginal utility from the additional unit of the commodity
consumed goes on diminishing & the consumer goes on consuming unit
after unit till total utility becomes maximum & marginal utility becomes zero
(even if the commodity is available free of cost.) Any additional unit
consumed will reduce total utility & the marginal utility of that unit will become
negative.

If the price of the commodity is to be considered, the consumer will go on
buying the units of commaodity till the Marginal Utility (MU) of

X = Price of X.

The consumer will not be just consuming a single commodity always but will
be consuming combination of commodities & at that stage he will consider
the prices of these commodities as well as the income at his disposal & the
Law of Equi-MU will indicate that the consumer will maximize satisfaction
from combination of commodities consumed when

MU, MU, MU

P P P

X y z

z

B. CONSUMPTION FUNCTION

John Maynard Keynes has elaborately explained consumption function in
his book 'The General Theory of Employment, Interest & Money.' In
words of Alvin Hansen "Keynesian analysis of consumption function is a
major landmark in the history of economic doctrines." The level of
consumption depends on several factors. Income is singled out as the main
determinant of consumption & factors other than income influencing the level
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of consumption are treated in another category. Thus, the factors influencing
consumption are broadly classified into two:

1. Income (Y)
2. Factors other than income (Y)

The Psychological Law of Consumption as given by Keynes indicates
that as income goes on increasing, the consumption also increases but
at a rate less than increase in income, in such a way that the savings will
also be increasing with the increase in income. Therefore we have the
concepts of Consumption function as well as Saving Function.

Consumption Function reads: C =f(Y)
Saving Function reads: S =1(Y)

Let us now consider the concepts of Average Propensity to Consume
(APC) & Marginal Propensity to Consume (MPC).

e
APC =3

APC is the ratio of Consumption to Income:

MPC = 28

~AY

MPC is the ratio of change in Consumption to change in Income:

So we also have Average Propensity to Save (APS) & Marginal Propensity to
Save (MPS)

APS = % MPS = 2S.

And AY
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Let us consider a hypothetical illustration:

Income Rs 1000 Rs 1500 Rs 2000 Rs 2500
Consumption Rs 900 Rs 1300 Rs 1600 Rs 1800
Saving Rs 100 Rs 200 Rs 400 Rs 700

vPC = AS. _ 400 vpc = AC _ 300 vpc = AC _ 200

AY - 500 AY - 500 AY - 500
_4 _3 _2
5 5 5
MPC = | .8 6 4
_AS 100 _AS 200 _AS _ 300
And - MPS =74 = 00 MPS =Y = 500 MPS =Y = 500
-1 _2 _3
5 5 5
MPC =] 2 4 6
Thus, MPC+MPS=0.8+02 0.6+ 0.4 0.4 + 0.6

=1 =1 =1

From the above illustration we derive the following conclusions:-

1. As income increases, consumption also increases.

2. Absolute increase in consumption is less than increase in income.

3. With increase in income, consumption increases & So also savings rise.
4. As income goes on increasing, the MPC goes on falling.

5. As income increases MPS goes on rising.

6. MPC + MPS =1
2 “we school
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Factors other than Income influencing consumption are further
classified as subjective factors (endogenous) as well as objective
factors (exogenous factors).

Keynes has listed eight motives governing individual's propensity to
consume viz; 'Motives of Precaution, Foresight, Calculation, Improvement,
Independence, Enterprise, Pride and Avarice'. Keynes has also listed four
subjective factors which influence behaviour pattern of Business Corporation
and Government bodies. They are :

i) Motive of Enterprise;

i) Motive of Liquidity;

iii) Motive of Improvement and

iv) the Motive of financial prudence.

The Objective factors or Exogenous factors or External factors which
influence Propensity to Consume are Windfalls, change in Rate of Interest,
levels of prices, expectations about future change in Incomes etc.

2.9 COST

Production involves cost. The cost of production may be defined as the
aggregate of the expenditure incurred by the producer in the process
of production.

In order to initiate and continue the process of production, the producer hires
various factors of production. He is required to make payments to these
factors for participating in the process of production. Such payments made
by the producer to the factors of production for their participation in process
of production emerge as cost of production. Cost, therefore is the
valuation placed on the use of resources. We have several concepts of
costs such as Fixed Cost, Variable Cost, Average Cost, Marginal Cost,
Money Cost, Real Cost, Opportunity Cost, Private Cost, Social Cost, etc;
which are further discussed in the chapter on Cost Analysis.
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Activity A

Using several concepts of cost indicated above, prepare a tabulation of total
costs you have to incur to complete your current learning assignment.

Whenever an interaction takes place between the buyer and the seller in the
market, price becomes the mechanism for the purpose of exchange. The
value of any thing expressed in terms of money is the 'Price’ of that
thing. In fact, the price under competition is determined by the interaction of
forces of demand and supply whereas under conditions of monopoly, the
monopolist generally fixes the price of his product depending upon the
elasticity of demand for his product in the market. If the demand for the
product is relatively inelastic then that product commands a relatively high
price. But if demand for the product is relatively elastic then such a product
will be sold at a relatively low price.

There are two concepts of Price namely, Market Price and the Normal
Price.

Market Price is the price which actually prevails in the market at a given
point of time. It is the result of temporary equilibrium between demand and
supply. Whereas Normal Price is that price which is normally expected
to prevail in the long run. The Market Price is more influenced by the
demand side because in the very short period the supply is assumed to be
almost inelastic. However, the Normal Price is more influenced by the supply
side because in the long run supply is capable of adjusting itself to demand
and will thereby influence the price.
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Further the Market Price goes on fluctuating from time to time, whereas
Normal Price is relatively stable. The Normal Price is more or less
hypothetical in nature whereas the Market Price is more real.

2.11 COMPETITION

In a market category, in the absence of monopoly there is bound to prevail
the element of competition i.e. each producer tries to compete with the other
producer by way of fixing the price or the output. Competition takes two
forms i.e. either perfect competition or imperfect competition. Imperfect
competition may again have several forms such as Monopoly, Duopoly,
Oligopoly, Monopolistic competition, etc.

Each type of market category has its own features which we have
elaborately discussed in different chapters related to different market
categories.

2.12 MONOPOLY

Monopoly is that market category in which there is a single seller. In the
strictest sense of the term, monopoly occurs when there is only one
producer of a commodity for which there is no substitute. This condition
is referred to as Absolute Monopoly. Following are the features of
monopoly:

1. Existence of a single firm.
2. Firm is itself an industry.

3. Absence of close substitute.
4. Barriers to entry.

5. A monopolist can either fix the price or the output, not both.
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2.13 PROFIT

In common terminology, profit refers to the excess of revenue over the cost.

JU Represent Profit
TR Total Revenue
TC Total Cost

Then IT=TR-TC

In Economics we refer to profits as a reward which goes to the
organization (entrepreneur) as a factor of production for its
participation in the process of production. We can think in terms of Gross
Profit and Net Profit.

Gross Profit = Total Revenue - Explicit Costs

Where, Explicit Costs are costs shown in the Books of Accounts as
payments made in the form of rent, wages, interests and for the purchase of
raw material.

Therefore Gross Profit = Total Revenue - Explicit Cost ; whereas, Net Profit
is arrived at taking into consideration not only explicit cost but also
depreciation as well as the amount of tax paid.

Net Profit = Gross Profit - (Depreciation + Tax)

2.14 OPTIMISATION

Whenever we make an effort to study the theory of the firm we have to
consider the financial dimension as well as the physical dimension. In
financial dimension we look to the cost as well as revenue, whereas in case
of physical dimension we try to analyze the Input-Output relationship and
here the objective as such is Optimization i.e. making the best possible
use of available resources to obtain the maximum possible desired
quality of output. Therefore there is the basic difference between
maximization and optimization.
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2.15 AVERAGE AND MARGINAL

The concepts of Average and Marginal are both related to the concepts of
Total Cost as well as Revenue, Propensity to Consume and Propensity to
Save. We also can have the concepts of Average and Marginal Product. For
example: Given total cost of producing unit after unit of some commodity we
can obtain the Average Cost & the Marginal Cost as follows:

Average Cost = Total Cost
Units of Output Produced

Example: if the Total Cost of producing 10 units is Rs 100 then the Average
Cost per whereas, Marginal Cost is the additional cost for producing
additional unit of output i.e. if for producing 10 units the Total Cost is Rs
100 and for producing 11 units the Total Cost is Rs 109 then the Marginal
Cost of producing the 11th unit will be Rs 9.

MC11th =TCq11 - TCy1-1

In other words

A
MC,, =TC_-TC._. or [MC= ﬁ

Similarly the concepts of Average & Marginal can be used in case of
Revenue Structure i.e. Average Revenue & Marginal Revenue and also in
the Theory of Production namely the Average Product & Marginal Product.
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2.16 ELASTICITY

By Elasticity we mean the degree of responsiveness of change in one
variable brought about by change in some other variable. For example:
In simple words, the Law of Demand would state that other things remaining
same, as price of X rises, demand for X will fall and when price of X falls,
demand for X will rise. But it does not specify by how much, the demand for
X will change as a result of change in price of X i.e. If the price for X will fall
by 10%, demand for X may rise by 10%, or by less than 10% or by more
than 10%. It is this degree of responsiveness of quantity demanded of X
to the change in price of X, which is called as Price Elasticity of
Demand. Similarly we can have elasticity in the study of supply. There is
also the possibility of studying the degree of responsiveness of quantity
demanded to the change in Income. This will be called the Income
Elasticity of Demand. Similarly if we consider two commodities at a time
then the degree of responsiveness of quantity demanded of one commodity
to the change in the price of other commodity will give rise to the study of
Cross Elasticity of Demand.

2.17 MICRO AND MACRO ECONOMICS

There are mainly two approaches to the study of the Science of Economics,
namely the Micro Economic Approach and the Macro Economic
Approach. The terms Micro Economics and Macro Economics were coined
by Ragner Frisch of the Oslo University in 1920's. In Micro Economics we
analyze the behavior of individual economic units such as individual
consumer or individual producer, whereas in Macro Economics we are
concerned with the aggregates i.e. the behavior of the economy as a
whole. For example: we study National Income, National Output, Business
Cycle etc.

The distinction between Micro and Macro analysis according to Bell &
Todaro is based on how economic functions are derived. If the function is
built up from a careful study of individual units then we have Micro
Economic Function and if the function is built from the aggregative data, we
have Macro Economic Function.

The Micro Economic Analysis was highlighted by Alfred Marshall whereas
the credit for development of Macro Economic Approach goes to John
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Maynard Keynes. To quote Professor Mc Connell, in Micro Economics we
examine the tree and not the forest.

Following are the assumptions of Micro Economic Analysis:

1.

Economic man: This term implies that every individual under
consideration behaves in an economically rational manner i.e. a rational
consumer tries to maximize his level of satisfaction, of course within
certain constraints like income and prices. The individual producer will try
to maximize his profits.

. Mobile resources: There are no rigid restrictions imposed on mobility of

economic units. For example: Labour is free to enter that occupation
which fetches highest possible price for his services.

. Free flow of information: Micro Economic Analysis assumes free flow of

complete and reliable information about market conditions.

. Diminishing returns: Production over a period of time is subject to

diminishing returns. Similarly consumption of additional homogenous units
of commodity is subject to the law of diminishing marginal utility.

. Assumption of full employment: While conducting economic analysis on

the basis of Micro Approach generally an assumption of full employment in
the economy as a whole is made. This is a very serious limitation of Micro
Economics because according to Keynes "what prevails in reality is not full
employment but less than full employment." Full employment may be an
exception but not a rule.
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Distinction between Micro and Macro Economics:

Micro Macro
1. Unit of study: |Individual Aggregate
2. Method: Slicing Lumping

Study of National Income,
Study of product and factor y

3. Subject matter: | . general level of prices, trade
pricing etc.
cycles etc.
4. Basis: Based on independence. Based on inter-dependence.
5: Advocated by: | Alfred Marshall John Maynard Keynes

Worms eye view- study of a | Birds eye view- forest as a

6. Vision
tree. whole.

WHY TWO APPROACHES ?

The justification for two approaches lies in the fact that what is true in case of
an individual need not necessarily be true for the economy as a whole.
Keynes gave the example with regard to saving. To quote Keynes "Saving is
a private virtue but it is a public vice." Similarly what is true for the economy
as a whole need not necessarily be true in case of every individual. For
example: America is wealthier than India. This is true in general, that does
not mean that every American is wealthier than every Indian.

COMPLEMENTARITY OF TWO APPROACHES

The two approaches cannot be insulated from each other in water tight
compartments. They are essentially complementary in nature. To quote Paul
Samuelson "There is really no opposition between Micro and Macro
Economics, both are absolutely vital. You are less than half educated in
Economics if you understand the one while being ignorant of the other."
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1. Alfred Marshall: Principles of Economics
2. Cairncross: Introduction to Economics
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5. J.M. Keynes: The General Theory of Employment, Interest And
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2.18 SUMMARY

Certain concepts from the science of economics are to be mastered by the
Managerial Economist as they are absolutely relevant to business. These
are explained in this chapter. Science of economics can be studied by Macro
or Micro approach. Both the approaches are vital to managerial economics.
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2.19 SELF ASSESSMENT QUESTIONS

1.

8.
9.

"Human wants are the starting point of all economic activities." Do you
agree? Give reasons for your answer.

. Make an attempt to classify human wants.
. What is utility? Distinguish between Total Utility and Marginal Utility.

. 'Demand for milk is 50 litres."' This is not a complete statement of demand.

Improve upon it to formulate a complete statement of demand.

. Explain the terms production and distribution as used in Economics.

. What is Consumption? State and explain Psychological Law of

Consumption as given by Keynes.

. Differentiate between average propensity to consume and marginal

propensity to consume.
Show that MPC + MPS = 1.

Enumerate the factors 'other than Income' influencing Consumption.

10. a) Explain the concept of price.

b) Distinguish between market price and normal price.

11.Explain the terms competition and monopoly.

12.Distinguish between a) Gross profit and net profit.

b) Optimization and maximization

c) Average and marginal

13. What do you understand by the term Elasticity of Demand ?

14. What do you understand by Micro and Macro Economics? Bring out the

major differences in these two approaches. Why do we have these two
approaches? Give some examples.
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3

Demand Analysis

Objectives:

After completing this chapter, you will be able to understand:
- Factors influencing demand.

- Relationship between price and demand.

- Demand behaviour for different products and conditions.
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Structure:
3.1 Introduction
3.2 Determination of Demand
3.3 Demand Function
3.4 The Law of Demand
3.5 Exceptions to the Law of Demand
3.6 Why does the Demand Curve slope downwards?
3.7 Movement along the curve v/s Shift of curves
3.8 Demand Analysis for Various Products and Situations
3.9 Summary

3.10 Self Assessment Questions
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3.1 INTRODUCTION

In economics, demand for a commodity does not simply mean desire or
need or want. In addition to these, the consumer must be able and willing to
pay the price. Whenever desire for anything is backed by ability and
willingness to pay for that thing it flows out in the form of effective demand.
Thus demand in economics is 'desire backed by ability and willingness to

pay.'

In words of Prof. J. Harvey, "Demand in Economics is the desire to
possess something and the willingness and ability to pay a certain
price in order to possess it."

A complete statement of demand must include the market-dimension, the
price- dimension and the time- dimension i.e. whose demand, at what price
and for what period of time.

A simple statement saying 'demand for milk is 30 litres,' is an incomplete
statement.

To be a complete and meaningful statement it should read 'when the price of
milk is Rs. 23/ - per litre then family X demands 30 litres of milk per month.'
This makes sense.

3.2 DETERMINANTS OF DEMAND

The quantity demanded of any commodity say X, will depend on several
factors.

1. The price of commodity X: Demand for any commodity is primarily
influenced by its price. Normally, at higher price, less of it is demanded
and at lower price more of it will be demanded.

2. The price of substitutes of X: When the consumer goes to the market to
purchase some commodity X, he also tries to find out the price of
substitutes of X and then takes the decision to buy.

3. Income of the consumer: The demand for a commodity depends on the
income of the consumer. The disposable income of the consumer has a
direct influence on demand for the commodity that the consumer wants to
buy.
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4. Utility of the commodity: Demand for any commaodity X arises because
of its utility to the consumer.

5. Quality of the commodity: Demand for any good is also influenced by
the quality of that good. The better the quality of the good, the more will be
the demand for it.

6. Taste and fashion: The taste of the consumer for a particular commodity
influences the extent of its demand. If a particular good is favoured over
others then more of it will be demanded in the market.

7. Size of Population: Demand for any good also depends on the number of
buyers or consumers in the market.

8. Expectations about future prices: Our expectations regarding prices
that would prevail in the market in the near or distant future also affects
the demand for the product in the present.

9. Climatic conditions: Demand for commodity is also influenced by
climatic changes.

10.Psychology of the consumers: Demand for a good depends also on the
psychological behaviour of the consumer. There is the possibility that as
more and more consumers possess a particular good, others are also
psychologically activated to buy that good. This is commonly called the
Bandwagon effect. On the other hand, some consumers display opposite
attitude. Just because others demand a particular good, they would not
like to demand that good. They may prefer to have something which is not
commonly demanded by others. This is called the Snob effect. They
simply will not buy what others are buying.

11.Advertisements and salesmanship: In modern markets the demand for
a product can be created through appropriate advertisements and
salesmanship.
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3.3 DEMAND FUNCTION

As the quantity demanded of commaodity X is a function of (depends on) so
many variables the demand function can be written as

Qd=f(P,, P,LYq, U QTA........ etc)
Where,

Px: Price of x
P!: Price of substitute of x

Yd: Disposable income of the consumer
U: Utility of the commodity

Q: Quality

T: Tastes & Fashion

A: Advertisement

As this is a complicated functional relationship it would become difficult to
develop a simple theory of demand if we simultaneously consider the effect
of changes in all variables on demand for X. Therefore we assume that all
the other variables are held constant and establish relation between price of
X and quantity demanded of X.

Mathematically stated:

Q4 =1 (Py)
Pl =P,
Yda=Ydo
U=
Q=Q,
T=Ty
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3.4 THE LAW OF DEMAND

The law of demand establishes the functional relationship between price of X
and the quantity demanded of commodity X, assuming factors other than
price of commodity X, remain constant.

The law of demand states "other things remaining the same quantity
demanded of a commodity is inversely related to its price," i.e. when the
price of commodity X rises, the demand for it declines and when the price of
commodity X falls, the demand for it rises. The law of demand can be
explained with the help of a demand schedule and the corresponding
demand curve.

The Demand Schedule

The Demand Schedule is a tabula