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	1. MBA 1st
Semester
Managerial Economics
Notes  – Unit 1
 


	2. Introduction to Managerial  Economics :
Managerial economics is a discipline which deals with the application of economic
theory to business management. It deals with the use of economic concepts and
principles of business decision making. Formerly it was known as “Business
Economics” but the term has now been discarded in favor of Managerial
Economics.
Managerial Economics may be defined as the study of economic theories, logic
and methodology which are generally applied to seek solution to the practical
problems of business. Managerial Economics is thus constituted of that part of
economic knowledge or economic theories which is used as a tool of analyzing
business problems for rational business decisions. Managerial Economics is often
called as Business Economics or Economic for Firms.
Definition of Managerial Economics:
“Managerial Economics is economics applied in decision making. It is a special
branch of economics bridging the gap between abstract theory and managerial
practice.” — Haynes, Mote and Paul.
“Business Economics consists of the use of economic modes of thought to analyze
business situations.” McNair and Meriam
“Business Economics (Managerial Economics) is the integration of economic
theory with business practice for the purpose of facilitating decision making and
forward planning by management.” — Spencer and Seegelman.
“Managerial economics is concerned with application of economic concepts and
economic analysis to the problems of formulating rational managerial decision.” —
Mansfield
Features of Managerial Economics :
(i) It studies the problems and principles of an individual business firm or an
individual industry. It aids the management in forecasting and evaluating the trends
of the market.
(ii) It is concerned with varied corrective measures that a management undertakes
under various circumstances. It deals with goal determination, goal development
and achievement of these goals. Future planning, policy making, decision making
 


	3. and optimal utilization  of available resources, come under the banner of
managerial economics.
(iii) Managerial economics is pragmatic. In pure microeconomic theory, analysis
is performed, based on certain exceptions, which are far from reality. However, in
managerial economics, managerial issues are resolved daily and difficult issues of
economic theory are kept at bay.
(iv) Managerial economics employs economic concepts and principles, which are
known as the theory of Firm or 'Economics of the Firm'. Thus, its scope is
narrower than that of pure economic theory.
(v) Managerial economics incorporates certain aspects of macroeconomic theory.
These are essential to comprehending the circumstances and environments that
envelop the working conditions of an individual firm or an industry. Knowledge of
macroeconomic issues such as business cycles, taxation policies, industrial policy
of the government, price and distribution policies, wage policies and antimonopoly
policies and so on, is integral to the successful functioning of a business enterprise.
(vi) Managerial economics aims at supporting the management in taking corrective
decisions and charting plans and policies for future.
(vii) Science is a system of rules and principles engendered for attaining given
ends. Scientific methods have been credited as the optimal path to achieving one's
goals. Managerial economics has been is also called a scientific art because it helps
the management in the best and efficient utilization of scarce economic resources.
It considers production costs, demand, price, profit, risk etc. It assists the
management in singling out the most feasible alternative. Managerial economics
facilitates good and result oriented decisions under conditions of uncertainty.
(viii) Managerial economics is a normative and applied discipline. It suggests the
application of economic principles with regard to policy formulation, decision-
making and future planning. It not only describes the goals of an organization but
also prescribes the means of achieving these goals.
Nature of Managerial Economics :
1. Art and Science: Managerial economics is termed as both art and science.
The application of managerial economics in decision making requires
creativity and lots of analytical thinking. It is regarded as science as it uses
 


	4. various economic theories  and concepts for managing business and solving
problems.
2. Management oriented: Managerial economics is a management-oriented
concept. It helps the management in rational decision making and solving all
business problems logically by supplying all relevant information.
3. Multi-disciplinary: Managerial economics is multidisciplinary in nature. It
uses principles and theories from various subjects like economics, finance,
statistics, marketing, accounting, mathematics, human resource, etc.
4. Close to Micro Economics: Managerial economics analyses and solves
problems of a particular firm or organization only but not of the whole
economy. It focuses on individual units of the economy and provides
optimum solutions for facing problems.
5. Uses Macro Economics: Managerial economics properly studies macro or
external environment within which business operates for better management
of the business. It analyses different external factors that affect the business
organization like economy state, government policies, market conditions,
etc.
6. Prescriptive discipline: Managerial economics defines course of action for
business for attaining goals and objectives. It chooses the best option among
all alternatives available for solving the problems.
7. Conceptual: Managerial economics is conceptual in nature as it is based on
economic theories and concepts. It does not work on an arbitrary collection
of prescriptions but analyze all business problems on the basis of well-
established economic concepts.
Scope of Managerial Economics :
1. Decision making: Managerial economics helps business organizations in
taking effective decisions. It tells how management can use various
quantitative tools and economic theories for formulating policies and various
managerial decisions.
2. Production and cost analysis: It helps in estimating the cost of production
and determines factors causing variations in cost estimates. Managerial
economics properly analyses and decides production activities and costs
associated with them. It ensures that all resources are efficiently utilized
which reduces the overall cost.
3. Demand Analysis and Forecasting: Managerial economics enables the
business in analyzing demand and forecasting future uncertainties. An
accurate estimate of demand will help in preparing the right production
schedules and employing resources accordingly.
 


	5. 4. Pricing policies:  Pricing is one of the key decisions to be taken by every
business organization for earning the desired profits and attaining desired
growth. Managerial economics supplies all relevant data to managers for
deciding the right prices for products. Key aspects covered under this area
are Pricing methods, product-line pricing, differential pricing, and price
determination in various market forms.
5. Profit management: Managerial economics helps in managing the profit of
business organizations. Profit is the main measure for the success or growth
of firm in the long run. It helps in making correct estimates of all cost and
revenue at different levels of outputs which helps in earning the desired
profit.
6. Capital management: Capital investment decisions is one of the most
challenging and complex tasks before every manager. Managerial economics
helps in planning and managing all capital expenditures of business which
requires huge investment. It properly analyses investment avenues before
investing any amount into it to ensure the profitability of an investment.
Importance of Managerial Economics :
1. Business Planning and Forecasting: Managerial economics plays an
efficient role in formulating business policies by forecasting future demands
and uncertainties. It assists in the effective decision making of an
organization by supplying all information using economic tools and
techniques.
2. Analyze Cost and Production level: Managerial economics focuses on
minimizing the cost of business. It determines the cost associated with
different business processes and finds out the cost-minimizing level of
output. Managerial economics enables business managers in ensuring that
there is no resource wastage which reduces the overall cost.
3. Formulate pricing policies: It helps in determining the right pricing
policies for organizations. Pricing method affects the profitability and
revenue of the business organization and therefore fixing the right price is
essential. Managerial economics analyses the market pricing structure and
strategies for deciding the firm prices.
4. Manages profit: Managerial economics monitor and control the
profitability of the business organization. Profit is the ultimate goal of every
business and determines its success or growth. It ensures that the desired
profit is earned by making an estimate of the revenue and expenses of an
organization at different levels of outputs.
 


	6. 5. Capital Management:  Capital management is one of the important
functions played by managerial economics. It manages and analyses all
capital expenditures of business which involves huge expenditures. Before
investing any amount anywhere it measures the profitability of such a source
for allocating funds.
Significance of Managerial Economics :
1. Business Planning : Managerial economics assists business organizations in
formulating plans and better decision making. It helps in analyzing the
demand and forecasting future business activities.
2. Cost Control: Controlling the cost is another important role played by
managerial economics. It properly analyses and decides production activities
and the cost associated with them. Managerial economics ensure that all
resources are efficiently utilized which reduces the overall cost.
3. Price Determination: Setting the right price is one of the key decisions to
be taken by every business organization. Managerial economics supplies all
relevant data to managers for deciding the right prices for products.
4. Business Prediction: Managerial economics through the application of
various economic tools and theories helps managers in predicting various
future uncertainties. Timely detection of uncertainties helps in taking all
possible steps to avoid them.
5. Profit Planning And Control: Managerial economics enables
in planning and managing the profit of the business. It makes an accurate
estimate of all cost and revenue which helps in earning the desired profit.
6. Inventory Management: Proper management of inventory is a must for
ensuring the continuity of business activities. It helps in analyzing the
demand and accordingly, production activities are performed. Managers can
arrange and ensure that the proper quantity of inventory is always available
within the business organization.
7. Manages Capital: Managerial economics helps in taking all decisions
relating to the firm’s capital. It properly analyses investment avenues before
investing any amount into it to ensure the profitability of an investment.
Circular Flow of Income in an Economy :
The circular flow of income is an integral concept in economics as it describes the
foundation of the transactions that build an economy. The basic model of the
circular flow of income considers only two sectors, the firms and the households,
which is why it is called the two-sector economy model.
 


	7. Let’s understand the  meaning of these terms as well as the whole concept in simple
steps.
 Firms are the producers of goods and services. Firms require various factors
of production or societal resources to produce goods and services.
 The factors of production are land, labor, building, stock, stationery, etc.
 Households provide the resources or factors of production. For example, a
household provides land and labor to carry out business operations in
exchange for the money paid in the form of rent, wages, etc.
 So, the money flows from the firms to the household in the form of rent,
wages, etc.
 The households utilize the money from wages and rent to purchase certain
goods and services to full their needs and wants.
 When the households pay for these goods and services, the money flows
back to the firms, completing the circular movement of money.
Assumptions :
1. There are no savings by the households. Whatever they earn, they spend in
the form of consumer expenditure.
 


	8. 2. There is  no profit retained by firms and whatever they earn from selling
goods and services; it is given back to households in the form of wages, rent,
etc.
3. There is no government to interfere in the money flow, i.e. there is no tax
liability on the households or regulations imposed on the movement.
4. It assumes that it is a closed economy without any external interference of
foreign countries, i.e. there is no trade foreign trade.
Principle of Managerial Economics :
1. Marginal and Incremental Principle
This principle states that a decision is said to be rational and sound if given the
firm’s objective of profit maximization, it leads to increase in profit, which is in
either of two scenarios-
 If total revenue increases more than total cost.
 If total revenue declines less than total cost.
Marginal analysis implies judging the impact of a unit change in one variable on
the other. Marginal generally refers to small changes. Marginal revenue is change
in total revenue per unit change in output sold. Marginal cost refers to change in
total costs per unit change in output produced (While incremental cost refers to
change in total costs due to change in total output). The decision of a firm to
change the price would depend upon the resulting impact/change in marginal
revenue and marginal cost. If the marginal revenue is greater than the marginal
cost, then the firm should bring about the change in price.
Incremental analysis differs from marginal analysis only in that it analysis the
change in the firm's performance for a given managerial decision, whereas
marginal analysis often is generated by a change in outputs or inputs. Incremental
analysis is generalization of marginal concept. It refers to changes in cost and
revenue due to a policy change. For example - adding a new business, buying new
inputs, processing products, etc. Change in output due to change in process,
product or investment is considered as incremental change. Incremental principle
states that a decision is profitable if revenue increases more than costs; if costs
reduce more than revenues; if increase in some revenues is more than decrease in
others; and if decrease in some costs is greater than increase in others.
 


	9. 2. Equi-marginal Principle
Marginal  Utility is the utility derived from the additional unit of a commodity
consumed. The laws of equi-marginal utility states that a consumer will reach the
stage of equilibrium when the marginal utilities of various commodities he
consumes are equal. According to the modern economists, this law has been
formulated in form of law of proportional marginal utility. It states that the
consumer will spend his money-income on different goods in such a way that the
marginal utility of each good is proportional to its price.
3. Opportunity Cost Principle
By opportunity cost of a decision is meant the sacrifice of alternatives required by
that decision. If there are no sacrifices, there is no cost. According to Opportunity
cost principle, a firm can hire a factor of production if and only if that factor earns
a reward in that occupation/job equal or greater than it’s opportunity cost.
Opportunity cost is the minimum price that would be necessary to retain a factor-
service in it’s given use. It is also defined as the cost of sacrificed alternatives. For
instance, a person chooses to forgo his present lucrative job which offers him
Rs.50000 per month, and organizes his own business. The opportunity lost
(earning Rs. 50,000) will be the opportunity cost of running his own business.
4. Time Perspective Principle
According to this principle, a manger/decision maker should give due emphasis,
both to short-term and long-term impact of his decisions, giving apt significance to
the different time periods before reaching any decision. Short-run refers to a time
period in which some factors are fixed while others are variable. The production
can be increased by increasing the quantity of variable factors. While long-run is a
time period in which all factors of production can become variable. Entry and exit
of seller firms can take place easily. From consumers point of view, short-run
refers to a period in which they respond to the changes in price, given the taste and
preferences of the consumers, while long-run is a time period in which the
consumers have enough time to respond to price changes by varying their tastes
and preferences.
5. Discounting Principle
According to this principle, if a decision affects costs and revenues in long-run, all
those costs and revenues must be discounted to present values before valid
 


	10. comparison of alternatives  is possible. This is essential because a rupee worth of
money at a future date is not worth a rupee today. Money actually has time value.
Discounting can be defined as a process used to transform future dollars into an
equivalent number of present dollars.
Production Possibility Curve / Production Possibility Frontier
Definition: Production possibility frontier is the graph which indicates the various
production possibilities of two commodities when resources are fixed. The
production of one commodity can only be increased by sacrificing the production
of the other commodity. It is also called the production possibility curve or product
transformation curve.
It is a graphical representation of all the possible combinations of two goods that
can be produced by optimum (fuller) utilization of available resources and given
technology. It gives us the maximum limit of goods & services that could be
produced so, it is also known as Production Possibility .The production possibility
curve is also called transformation curve, because when we move from one
position to another, we are really transforming one good into another by shifting
resources from one use to another.
Assumptions :
The Production Possibility Curve is based on the following Assumptions:
(1) Only two goods X (consumer goods) and Y (capital goods) are produced in
different proportions in the economy.
(2) The same resources can be used to produce either or both of the two goods and
can be shifted freely between them.
(3) The supplies of factors are fixed. But they can be re-allocated for the
production of the two goods within limits.
(4) The production techniques are given and constant.
(5) The economy’s resources are fully employed and technically efficient.
(6) The time period is short.
Explanation:
 


	11. Given these assumptions,  we construct a hypothetical production possibility
schedule of such an economy in the following table :
Possibilities
Quantity of X Quantity of Y
P 0 250
В 100 230
С 150 200
D 200 150
P1 250 0
In this schedule, P and P1 are such possibilities in which the economy can produce
either 250 units of Y or 250 units of X with given quantities of factors. But the
assumption is that the economy should produce both the goods. There are many
possibilities to produce the two goods. Such possibilities are В, С and D.
The economy can produce 100 units of X and 230 units of Y in possibility B; 150
units of X and 200 units of Y in possibility C; and 200 units of X and 150 units of
Y in possibility D. The production possibility schedule shows that when the
economy produces more units of X, it produces less units of Y successively.
In other words, the economy withdraws the given quantities of factors from the
production of Y and uses them in producing more of X. For example, to reach the
possibility С from B, the economy produces 50 units more of X and sacrifices 30
units of Y; whereas in possibility D for the same units of X, it sacrifices 50 units of
Y.
Table 5.1 is represented diagrammatically in Figure 5.6. Units of good X are
measured horizontally and that of Y on the vertical axis. The concave curve PP1
depicts the various possible combinations of the two goods, P, В, C, D and P1. This
is the production possibility curve which is also known as the transformation curve
or production possibility frontier. Each production possibility curve is the locus of
output combinations which can be obtained from given quantities of factors or
inputs.
This curve not only shows production possibilities but also the rate of
transformation of one product into the other when the economy moves from one
possibility point to the other. The rate of transformation on a production possibility
curve increases as we move from point В to С and to D.
 


	12. The production possibility  curve further shows that when the society moves from
the possibility point В to С or to D, it transfers resources from the production of
good Y to the production of good X. As put by Samuelson: “A full-employment
economy must always in producing one good be giving up something of another.
Substitution is the law of life in a full-employment economy. The production
possibility frontier depicts society’s menu of choices.” This is what McConnel
calls the ‘optimum product-mix’ of a society.
Again, all possibility combinations lying on the production possibility curve (such
as В, С and D) show the combinations of the two goods that can be produced by
the existing resources and technology of the society. Such combinations are said to
be “technologically efficient”.
Any combination lying inside the production possibility curve, such as R in Figure
5.6, implies that the society is not using its existing resources fully. Such a
combination is said to be “technologically inefficient”. Any combination lying
outside the production-possibility frontier, such as K, implies that the economy
does not possess sufficient resources to produce this combination. It is said to be
“technologically infeasible or unobtainable”.
Uses or Applications of the Production Possibility Curve:
The production possibility curve is of much importance in explaining some of the
basic facts of human life like the problems of unemployment, of technological
progress, of economic growth, and of economic efficiency.
(1) Unemployment:
 


	13. If we were  to relax the assumption of full employment of resources, we can know
the level of unemployment of resources in the economy.
At the level of full-employment the economy can have more of capital goods at
point B, or more of consumer goods at point C, or more of both the goods at point
D.
(2) Technological Progress:
Technical progress enables an economy to get more output from the same
quantities of resources.
By relaxing the assumption of given and constant production techniques, it can be
shown with the help of the production possibility curve the increase in the
production of both the goods than before.
(3) Economic Growth:
By relaxing the assumptions of the fixed supply of resources and of short period,
the production possibility curve helps us in explaining how an economy grows.
The supplies of resources like land, labor, capital and entrepreneurial ability are
fixed only in the short run. Development being a continuous and long run process,
these resources change over time and shift the production possibility curve
outwards.
(4) Present Goods Vs. Future Goods:
An economy that allocates more resources in the present to the production of
capital goods than to consumer goods will have more of both kinds of goods in the
future. It will thus experience higher economic growth. This is because consumer
goods satisfy the present wants while capital goods satisfy future wants. In addition
to the above, we can depict any number of different pairs of goods or services on
the production possibility curves, such as public vs. private goods, agricultural vs.
non-agricultural goods, consumption vs. investment (or saving), etc.
(5) Economic Efficiency:
The production possibility curve is also used to explain what Prof. Dorfman calls
the “three efficiencies: (i) Efficient selection of the goods to be produced, (ii)
Efficient allocation of resources in the production of these goods and efficient
choice of methods of production, (iii) Efficient allotment of the goods produced
 


	14. among consumers.” These  are in fact the central problems of an economy which
are related to what Samuelson calls “what, how and for whom” to produce.
(6) Economizing Resources:
The production possibility curve tells us about the basic fact of human life that the
resources available to mankind in terms of factors, goods, money or time are scarce
in relation to wants, and the solution lies in economizing these resources. As aptly
put by Samuelson, “Economic scarcity refers to the basic fact of life that there
exists only a finite amount of human and non-human resources, which the best
technical knowledge is capable of using to produce only a limited maximum
amount of each and every good, as shown by the Production Possibility Frontier.
And thus far, nowhere on the globe is the supply of goods so plentiful or the tastes
so limited that the average man can have more than enough of everything he might
fancy.”
Definition of Micro Economics
Microeconomics is the branch of economics that concentrates on the behavior and
performance of the individual economic agents within the economy such as
consumers, family, industry, firms, etc. It ascertains how the limited resources are
allocated among various individuals to satisfy their wants? As well as it specifies
the conditions for the best possible utilization of the resources, in order to attain
maximum output and social welfare.
Here, the demand plays a key role in determining the quantity and the price of a
product along with the price and quantity of related goods (complementary goods)
and substitute products, so as to make a judicious decision regarding the allocation
of scarce resources, concerning their alternative uses.
Microeconomics analyzes how individuals and households spend their income?
How do people decide what amount to save for future contingencies? What set of
goods and services best fulfils their needs and wants, in the limited income?
It also determines what products and how many products the firm should
manufacture to sell? At what price the firm should offer its goods and services to
the target audience? What sources of finance are to be used by the firm to
commence or operate the business? How many and at what rate the workers are to
be hired to work for the firm? When should the firm expand, downsize and close
the business?
 


	15. Definition of Macro  Economics
In macroeconomics, the entire economic phenomena or the overall economy is
talked about. Basically, it focuses on the behavior and performance of aggregate
variables and those issues which affect the whole economy.
It includes regional, national and international economies and covers the major
areas of the economy like unemployment, poverty, general price level, total
consumption, total savings, GDP (Gross Domestic Product), imports and exports,
economic growth, globalization, monetary/ fiscal policy, etc.
Here we discuss how the equilibrium is attained as a result of changes in the
macroeconomic variables. It ascertains the level of economic activity in the
economy? What is the rate of unemployment, poverty and inflation in the country?
What are the issues that result in speeding up or slowing down of the economy?
What is the standard of living of people in the country? What is the cost of living
in the country?
Further, macroeconomics not only discusses issues with which the economy goes
through but also helps in resolving them, thereby enabling it to function efficiently.
Key Differences between Micro and Macro Economics
The points given below explain the difference between micro and macro
economics in detail:
1. Microeconomics studies the particular segment of the economy, i.e. an
individual, household, firm, or industry. It studies the issues of the economy
at an individual level. On the other hand, Macroeconomics studies the whole
economy, that does not talk about a single unit rather it studies aggregate
units, such as national income, general price level, total consumption, etc. It
deals with broad economic issues.
2. Microeconomics stresses on individual economic units. As against this, the
focus of macroeconomics is on aggregate economic variables.
3. Microeconomics is applied to operational or internal issues, whereas
environmental and external issues are the concern of macroeconomics.
4. The basic tools of microeconomics are demand and supply. Conversely,
aggregate demand and aggregate supply are the primary tools of
macroeconomics.
5. Microeconomics deals with an individual product, firm, household, industry,
wages, prices, etc. Conversely, Macroeconomics deals with aggregates like
 


	16. national income, national  output, price level, total consumption, total
savings, total investment, etc.
6. Microeconomics covers issues like how the price of a particular commodity
will affect its quantity demanded and quantity supplied and vice versa. In
contrast, Macroeconomics covers major issues of an economy like
unemployment, monetary/ fiscal policies, poverty, international trade,
inflationary increase in prices, deficit, etc.
7. Microeconomics determine the price of a particular commodity along with
the prices of complementary and the substitute goods, whereas the
Macroeconomics helps maintain the general price level, as well as it helps in
resolving major economic issues like inflation, deflation, disinflation,
poverty, unemployment, etc.
8. While analyzing any economy, microeconomics takes a bottom-up
approach, whereas the macroeconomics considers a top-down approach.
Comparison Between Micro and Macro Economics
Basis for
Comparison
Microeconomics Macroeconomics
Meaning
The branch of economics that
studies the behavior of an
individual consumer, firm,
family is known as
Microeconomics.
The branch of economics that
studies the behavior of the whole
economy, (both national and
international) is known as
Macroeconomics.
Deals with Individual economic variables Aggregate economic variables
Business
Application
Applied to operational or
internal issues
Environment and external issues
Tools Demand and Supply
Aggregate Demand and Aggregate
Supply
Assumption
It assumes that all macro-
economic variables are
constant.
It assumes that all micro-economic
variables are constant.
Concerned Theory of Product Pricing, Theory of National Income,
 


	17. Basis for
Comparison
Microeconomics Macroeconomics
with  Theory of Factor Pricing,
Theory of Economic Welfare.
Aggregate Consumption, Theory of
General Price Level, Economic
Growth.
Scope
Covers various issues like
demand, supply, product
pricing, factor pricing,
production, consumption,
economic welfare, etc.
Covers various issues like, national
income, general price level,
distribution, employment, money
etc.
Importance
Helpful in determining the
prices of a product along with
the prices of factors of
production (land, labor, capital,
entrepreneur etc.) within the
economy.
Maintains stability in the general
price level and resolves the major
problems of the economy like
inflation, deflation, unemployment
and poverty as a whole.
Limitations
It is based on unrealistic
assumptions, i.e. In
microeconomics it is assumed
that there is a full employment
in the society which is not at all
possible.
It has been analyzed that 'Fallacy of
Composition' involves, which
sometimes doesn't proves true
because it is possible that what is
true for aggregate may not be true
for individuals too.
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