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Managerial Economics

Module 1:

Introduction to managerial economics

Meaning and definition economics- economic theory and managerial economics-nature and scope of managerial economics-relationship to other branches of learning-usefulness of managerial economics
Definition and scope of managerial economics:
Managerial economics is economics applied in decision-making.  It is that branch of economics which links abstract theory with managerial practice.  Economics is a science concerned with the problem of allocating scarce resources with competing ends.  Managerial economics may also be taken as economics applied to problems of choice of alternatives and allocation of scarce resources by the firms.  Managerial economics is goal oriented and aims at maximum achievement of objectives.
Managerial economics emerged only in the early part of 1950’s.  Managerial economics generally refers to the integration of economic theory with business practice.  Economics provides the tools which explain the various aspects such as demand, supply, price, competition etc.  Economic principles by themselves do not offer ready-made solutions applicable in the changing business world.  After the Second World War and particularly after 1950, with the expansion of business all over the world, the business manager was faced with many problems due to changing business environment.  The prime function of a management executive in a business organization is decision-making and forward planning.
The decisions and forward planning is for the future, which is uncertain.  In the real world, the business manager rarely has complete information as to future sales, costs, profits, capital etc.

Hence decisions are made and plans formulated on the basis of past data, current information and the estimates about future predicted as best as possible.  As plans are implemented over time, therefore, plans may have to be revised and different courses of action adopted.  Managers are thus engaged in a continuous process of decision-making through an uncertain future and the overall problem confronting them is one of adjusting to uncertainty.

In fulfilling the function of decision-making in an uncertainty frame-work, economic theory can be pressed into service with considerable advantage.  Economic theory deals with a number of concepts and principles relating to profit, demand, c0st, pricing etc.  Which aided by allied disciplines like accounting, statistics and mathematics can be used to solve the problems of business management.

Definition of managerial economics: 

According to Mcnair and Meriam,” Managerial economics is the use of economic modes of thoughts to analyse business situation”.

According to Prof. Watson,” Price theory in the service of business executives, is known as managerial economics”.

Prof. D.C.Haque defines managerial economics as,” a fundamentally an academic subject which seeks to understand and to analyse the problems of business decision-taking”.

According to W.W.Haynes, managerial economics is the study of the allocation of resources available to a firm or other unit of management among the activities of that unit”.

Spencer has defined managerial economics as,” managerial economics is the integration of economic theory with business practice for the purpose of facilitating decision-making and forward –planning by the management.”

“Managerial economics is concerned with business efficiency”. Prof. Small.

“Managerial economics is the application of economic theory and methodology to business administration and practice”. Brigham and Pappas.

Douglas has defined managerial economics as,” managerial economics is concerned with the application of economic principles and methodologies to the decision making process with the firm or organization under conditions of uncertainty.  It seeks to establish rules and principles to facilitate the attainment of the desired economic goals relate to costs, revenues and profits and are important within both the business and the non-business institutions”.

It is clear from the above definitions; different economists try to project the subject matter of managerial economics differently.  However, their view-points have the following features in common:

1. Managerial economics is concerned with decision making of economic nature.  It deals with identifying different choices and allocating limited resources.

2. Managerial economics is goal oriented, it aims at maximum achievement of objectives and how decisions should be made by the manager to achieve the foal.

3. Managerial economics is pragmatic as it deals with matters according to their practical significance.

4. Managerial economics applies quantitative techniques to business.  While measurement without theory can only lead to faulty conclusions.  Precision theory without measurement cannot be operationally useful.

Managerial economics is pragmatic and realistic in nature.  It is applied to solve problems faced by the business firms.  These problems are related to choice and allocation of resources which are economic in character.  It should be remembered that decision-making in business is influenced not only by economic factors, but, also by many other factors such as, 

1. Human 

2. Behavioral

3. Technological and
4. Environmental

Scope of managerial economics: 

Since managerial economics is a newly formed discipline, no uniform pattern is adopted and different authors treat the subject in different ways.  However, the following topics have been regarded as the scope of the subject, managerial economics:
I. Whether managerial economics is normative or positive economics

II. Area of study

III. Profits- the central concept of managerial economics

IV. Optimization 

V. Relationship of managerial economics with other disciplines.

I. Managerial economics- Is it positive or normative:

Positive economics is descriptive in character.  It describes economic activities as they are.  According to Prof. Lionel Robbins economics is a positive science and he believed that economist, should be ’neutral’’ between ’ends’ and he cannot pronounce on the validity o ultimate judgments of value.

While normative economics passes judgments of value.  Managerial economics draws from descriptive economics and tries to pass judgments of value in the context of the firm. Managerial economics is mainly normative in nature.
II. Area of study:

Broadly speaking, managerial economics deals with the following topics:

1. Demand analysis and forecasting

2. Cost and production analysis 

3. Pricing decisions, policies and practices

4. Profit management

5. Capital management

6. Linear programming and theory of games.

1. Demand analysis and forecasting:

Accurate estimation of demand by analyzing the forces acting on demand of the product produced by the firm forms the vital issue in taking effective decisions at the firm level.  Demand analysis attempts at finding out the forces of determining sales.  This has two main managerial purposes.

1. Forecasting sales and 2. Manipulating demand.

The demand analysis covers the topics like demand determinants, demand distinctions and demand forecasting.

2. Cost and production analysis:
In decision-making, cost estimates are very essential.  Production planning, profit planning etc depends upon sound pricing practices and accurate cost analysis.  Production analysis deals with physical terms of the product, while cost analysis deals with the monetary terms.  Cost analysis is concerned with cost concepts, cost-output relations, economies of scale, production function and cost control.

3. Pricing decisions, policies and practices: 
Pricing forms the core of managerial economics.  The success or failure of a firm mainly depends on accurate price decisions to effectively compete in the market.  The important aspects of the study under this are price determination under different market conditions, pricing methods and police product line pricing and price forecasting.

4. Profit management:
All business enterprises are profit making institutions.  The success or failure of a firm is measured only in terms of profit it has made and the percentage of dividend it has declared.  Hence, profit management, profit policies and techniques.  Profit planning like break-even analysis is studied under this category.

5. Capital management:

Capital management is the most troublesome problem for the management of business involving high-level decisions.  Capital management deals with planning and control of capital expenditure.  Cost of capital, rate of return and selection of project etc.

6. Linear programming and theory of games:

Linear programming and theory of games have come to be regarded as part of managerial economics, as there is a trend towards integration of managerial economics and operations research.

III. Profit: The central concept in managerial economics:

Generally, profits are the primary measure of the success of any business.  It is the acid test of the economic strength of the firm.  Economic theory makes a fundamental assumption that maximizing profit is the basic aim of every firm.  This assumption is by and large true, though in modern society this may not always hold good.  Modern firms pursue multiple objectives such as welfare, obligations to society and consumers etc.  However, profit maximization receives top priority, if not sole objective.  Consequently, profit maximization continues to be the objective of the firm and the study of firm in managerial economics has centered on the concept of profit.

The maximization of profits is the main objective of any firm and the survival of the firm depends on the profits it earns.  Profits are the main indicator of a firm’s success.  It is the index of business efficiency.  Further, the concept of profit maximization is very much useful in selecting the alternatives in making a decision at the firm-level.

IV. Optimization:

Another important concept used in managerial economics is ‘optimization’.  This aims at optimizing a given objective.  The aim of linear programming is to aid the process of optimization and choice.  It offers numerical solutions to the problem of making of optimum choices.  This point of optimization emerges when they are constraints optimization is basic to managerial economics in decision-making.
V. Relationship of managerial economics with other disciplines:

Managerial economics is closely related to other subjects like micro economic theory, macro economic theory, mathematics, statistics, accounting and operations research.  Managerial economics,” as using the logic of economics, mathematics and statistics to provide effective ways of thinking about business decision problems”.

Managerial economics and micro economics:

Managerial economics is mainly micro economic in character, making use of many of the concepts and tools provided by micro-economic theory.  The concept of elasticity of demand, marginal cost, market structures, the theory of the firm and the theory of pricing of micro-economics are fully made use of by managerial economics.  Hence the study of micro economics is essential for the better understanding of managerial economics.  All micro economic theories which can be applied in business are made use of in managerial economics.

Managerial economics and macro economics:
Macro economics is concerned with aggregates and macro economics concepts are used in managerial economics in the area of forecasting general business conditions.  The theory of the firm, pricing policies etc have to be viewed in the broad frame work of the economic system and it is essential that the business executives should have some knowledge of the entire economic system.  Macro economic concepts like national income, social accounting, managerial efficiency of capital, multiplier, business cycles, fiscal policies etc have to be studied in managerial economics for forecasting the business conditions.

Both micro and macro economics are closely related to managerial economics.  Managerial economics draws from micro and macro economics, so that it can apply these principles to solve the day-to-day problems faced by businessmen.

Managerial economics and mathematics: 
Managerial economics is becoming increasingly mathematical in character.  Businessmen deal with various concepts which are measurable.  The use of mathematical logic provides clarity of concepts.  It also gives a systematic frame-work within which quantitative relationship maybe analyzed.  Mathematics, therefore, is of great help to managerial economics.  The major problem confronting businessmen is to minimize cost or maximize profit or optimize sales.  To find out the solution for the overall problems, mathematical concepts and techniques are widely used.  Mathematical techniques like linear programming, games theory etc help managerial economists to solve many of their problems.

Managerial economics and statistics: 
 Statistics is a science concerned with collection, classification, tabulation and analysis of data for some specified purpose.  Managerial economics and statistics are closely related as businessmen deal mainly with concepts that are quantifiable for example: demand, price, cost of operation etc.

Statistics is useful to managerial economics in many ways:

a. Managerial economics requires marshalling of quantitative data to find out functional relationship involved in decision-making.  This is done with the help of statistics.

b. Statistical methods are used for empirical testing in managerial economics.

c. The business executives have to work and take decisions in an uncertainty frame-work.  The theory of probability evolved by statistics helps managerial economists for taking a logical decision.

Thus statistical methods provides sound base for decision-making and help the businessmen to achieve the objective without much difficulty.  Statistical tools are extensively used in the solution of managerial problems.  Managerial economists make use of various statistical techniques like the theory of probability, co-relation techniques, regression analysis etc. in various business situations.

Managerial economics and accounting:

Accounting is concerned with recording the financial operations of a business firm.  Accounting information is one of the primary sources of data required for managerial economists for the decision-making purpose.  The information it contains can be used by the managerial economist to throw some light on the future course of action.

Managerial economics and operations research:

Operations research is the,” application of mathematical techniques in solving business problems”.  It deals with model building that is construction of theoretical-models that help the decision-making process.  Though the roots of operations research lie in military studies, it is now largely used in business administration, planning and control.  Linear programming and allied concepts of operations research are used in managerial economics.
Fundamental concept of managerial economics:

Economic theories, concepts, and analytical tools are of great help to a businessman in arriving at better decisions in actual business life.  The following economic concepts are fundamental to economic concepts are fundamental to business analysis and decision-making

1. Opportunity cost principle

2. Incremental cost and revenue principle 

3. Time perspective

4. Equi-marginal principle

1. Opportunity Cost:

Decisions imply making a choice from the various alternatives.  The opportunity cost of a decision is the sacrifice of the next best alternative course of action available.  A decision is cost free if it involves no sacrifice.  This can be best understood with the help of a few illustrations:
1. The opportunity cost of the funds employed in one’s own business is the interest that could be earned on those funds had they been employed in other ventures.

2. The opportunity cost of the time an entrepreneur devotes to his own business is the salary he could earn by seeking employment elsewhere.

3. The opportunity cost of using a machine to produce one product is the earnings foregone which would have been possible from other products.

4. The opportunity cost of holding Rs. 500 as cash in hand for one year is the 10% rate of interest, which would have been earned had the money been kept as fixed deposit in a bank.

Thus, it should be clear that opportunity costs require ascertainment of sacrifices, if a decision involves no sacrifices, the opportunity cost is nil.  For decision-making, opportunity costs are the only relevant costs.

2. Incremental cost and revenue principle: 

Incremental concept is closely related to the marginal costs and marginal revenues.  Incremental concept involves estimating the impact of decision alternatives on costs and revenues, emphasizing the changes in total cost and total revenue resulting from changes in prices products, procedures, investments or whatever may be at stake in the decision. 

The two basic components of incremental reasoning are: incremental cost and incremental revenue.  Incremental cost may be defined as the change in total cost resulting from a particular decision.  Incremental revenue is the change in total revenue resulting from a particular decision.  For example: if a firm decides to go for computerization of market information, the additional revenue it earns will be termed ‘incremental revenue’ and the extra cost of setting up computer facilities will be termed incremental cost.  Thus when the incremental revenue exceeds incremental cost resulting from a particular decision it is regarded profitable.  This certainly helps in arriving at a better decision by comparing incremental costs and revenues of alternative decisions.

3. Time perspective: 
In the field of pricing time has a crucial role to play.  The credit goes to Marshall for taking cognizance of time element in the theory of value.  He studied the market on the basis of time namely very short period, short period, long period etc.  In managerial economics, the analysis and decisions are classified into short and long period.  That is why short and long period.  That is why short and long run time periods are widely known and popularly used in managerial economics.  Marginal economists are concerned with short-run and long-run effects of decisions on revenues and costs.  The crucial problem in decision-making is to maintain the right balance between the short and long run business perspectives.  In other words, the managerial should take a long-range view of effects on costs and revenues rather than merely a short-sighted view.  A decision may be made on the basis of short-run considerations, but may, as time passes, have long-run repercussions that make it more or less profitable than at first seemed.  In the ultimate analysis, a proper balance between the short-term considerations and long-term implications is influenced by the sensitivity of the customers.

4. The equi-marginal principle: 
An important proposition of economics is that an input should be allocated in such a way that the value added by the last unit is the same in all uses.  This proposition is popularly known as the equi-marginal principle.  Let us consider a case in which the firm is involved in four activities viz activity, activity b, activity c, activity d.  All these activities require the services of labour.  The firm can increase any one of the activities by employing more labour, but only at the cost of other activities.  In this case, the firm allocates labour for each of the activity in such a manner that the value of the marginal product is equal in all activities.

  VMP = VMP = VMP = VMP

Where ‘L’ indicates labour and a, b, c, d, represent the activities, that is, the value of the marginal product of labour employed in a is equal to the value of the marginal product of the labour employed in b, and so on.

If the firm funds that the value of the marginal product is greater in one activity than another, the firm must realize the fact that an optimum has not been achieved.
Importance/ usefulness of managerial economics:

1. Managerial enables the use of economic logic and principles to aid management decision-making.  Managers are decision-makers and economics should be relevant to give practical guidance in arriving at right decisions.  Every manager has to take important decisions about using his limited resources like land, capital, labour, finance etc. to get the maximum returns, therefore, managerial economics, concentrates on those practical aspects of micro-economics which help in decision-making.

2. Managerial economics focuses on the most profitable use of scarce resources rather than on the achievement of equilibrium prices and quantities as pure theory of economics does.  Viewed this way it is more practical and pragmatic than micro economics.  Managerial economics equipped with theoretical background provides an answer to practical problems faced by a business firm.

3. Managerial economics has introduced dynamism in the world of decision-making and business environment.  In a free market economy, success in business depends upon how quickly business anticipates and responds to the changing nature of the market place.  Business managers, forever, face a need to adapt to changes in the business environment.  The business world has to be dynamic to face the changing trends in demand.  This dynamism pervades decision-making and necessitates the integration of managerial economics into the business environment.
4. Managerial economics has given rise to the emergence of a new approach in decision-making known as corporate strategy.  Business Corporation’s work with a given set of corporate goals and objectives against the background of a set of assumptions about the company’s economic, competitive, regulatory, factor-supply, technological and international environment.  Strategic planning is a three-fold problem viz a portfolio problem, an investment problem and a strategy selection problem and a strategy selection problem.  The portfolio problem pertains to which business should the company adopt.  The investment problem pertains to the level of investment to be made by each business.  The strategy selection problem pertains to the specific financial, marketing and production strategies to be followed by each business firm.  Thus the integration of managerial economics in decision-making has given rise to corporate economics.

5.  Managerial economics sharpens the business acumen.  An ability to analyse problems logically and clearly helps to make good decisions.  Managerial economics provides necessary tools to the management in its decision-making process.

6.  Managerial economics has emerged as a special branch of knowledge allied to economics to enrich the decision makers at various levels of firms operations.  Concepts in the area of demand, costs, sales etc help to apply theories to the solution of problems in day-to-day business activity.  Managerial economics with the knowledge of operations research provides the professional managers with the required tools and models to solve problems in a more scientific way.

                                                                ________________

