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PREFACE

The present book has been prepared for students of F.Y. B.Com., Semester I of University of
Mumbai. The discussion in this book is divided into four modules. The structure, organisation and
contents of these modules are as follows:

Module I on ‘Introduction’ discusses meaning and nature of business economics, basic tools
of analysis, basic economic relations, use of marginal analysis is decision-making, the concepts of
demand and supply, and market equilibrium and price determination.

Module II on ‘Demand Analysis’ discusses the nature of demand curve under different market
structures, the concepts of price elasticity, income elasticity promotional elasticity, and issues pertaining
to demand forecasting.

Module III on ‘Supply and Production Decisions’ discusses the concept of production function,
the law of variable proportions, isoquants and producer’s equilibrium, returns to scale, economies and
diseconomies of scale, and economies of scope.

Module IV on ‘Theory of Cost’ discusses the concept of costs, the nature of cost function in
short-run and long-run, short-run and long-run cost curves, learning curve and break-even analysis.

Keeping in view the fact that the book is meant for first year students, language has been kept
simple and analysis direct. All difficult concepts have been explained carefully in a concise way.
Keeping in view the requirements of the syllabus, case studies and applications have been discussed
in various chapters. Questions at the end of different chapters have been split into three parts:
(i) objective type questions, (ii) core questions, and (iii) questions requiring students to write explanatory
notes.

In writing this book, we have depended considerably on the standard reference texts of a
number of authors and the works of a number of scholars. We gratefully acknowledge our intellectual
debt to all of them. We also express our deep sense of gratitude to Dr. Divya Misra, Lady Shri Ram
College, Delhi University and Mrs. Kiran Puri for rendering assistance in various forms. We are
deeply indebted to our publisher M/s Himalaya Publishing House Pvt. Ltd. for their active and
wholehearted co-operation at all stages in the preparation of the book. Suggestions for improvement
in the book are welcome from all quarters.

V.K. Puri
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Meaning and Nature of Business Economics

Scope of Business Economics

Basic Tools

Risk and Uncertainty

Basic Economic Relations

Total, Average and Marginal Revenue

Use of Marginal Analysis in Decision Making

Case Studies and Applications

All business firms are constantly engaged in the process of decision making. For example, a
businessman has to decide what to produce and how to produce, what inputs are to be used and in what
quantities, how are the various inputs to be combined to produce output, how (and at what level) the
price is to be fixed, how are goods to be supplied in various markets, how are finances to be arranged,
how are the production facilities (including labour, capital, etc.) to be managed, etc. The ultimate objective
of all decision making processes is to maximise profits. Since economic theory provides tools and
techniques to ensure this, it plays a central role in the decision making processes. While traditionally, the
problem of optimal decision making in the context of a single individual or a single entrepreneur has been
discussed under microeconomic theory, in recent decades a special branch of study known as business
economics or managerial economics has been developed to tackle this problem. While business economics
continues to depend on microeconomic theory in an essential way, it also takes into account certain
macroeconomic issues as well. This is due to the reason that business activities do not take place in a
vacuum but in an economy. Therefore, the overall economic environment has important consequences
for any business entity.

MEANING AND NATURE OF BUSINESS ECONOMICS

From the above discussion, it is easy to understand the meaning of business economics or managerial
economics. We may define it as the application of economic theory and methodology to decision
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making problems faced by the business firms. A more accurate definition is provided by Dominick
Salvatore. According to this definition:

“Managerial economics refers to the application of economic theory and the tools of
analysis of decision science to examine how an organisation can achieve its aims or
objectives most efficiently.”1

The meaning of this definition can be best understood with the help of Figure 1.1 taken from
Dominick Salvatore.2

1. Dominick Salvatore, Managerial Economics in a Global Economy (Bangalore, 2003), p. 4.
2. Ibid., p. 5.

Management Decision Problems

Management decision problems (see the top of Figure 1.1) arise in any organisation whether it is a
business firm or a non-profit organisation or a government agency whenever it seeks to achieve some

Management decision problems

Economic theory: Decision sciences:
Microeconomics, Mathematical economics,
macroeconomics econometrics

Managerial Economics:
Application of economic theory and decision science tools

to solve managerial decision problems

OPTIMAL SOLUTION TO
MANAGERIAL DECISION PROBLEMS

Fig. 1.1: The Nature of Managerial Economics
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goal or objective subject to some constraints. Consider first the case of business firm. This firm could
seek to maximise its profits subject to the availability of a fixed quantity of inputs. Now, consider a
school which works as a non-profit organisation. This school could seek to provide adequate education
to as many students as possible, subject to the physical, financial and other constraints (number of
teachers, etc.) that it faces. In a similar way, a government agency may seek to provide a particular
service (which cannot be provided as efficiently by business firms) to as many people as possible at the
lowest possible cost.

In all the above cases, the organisation in question faces management decision problems as it seeks
to achieve its goal or objective, subject to the constraints it faces. While the goals and constraints may
differ from case to case, the basic decision making process remains the same.3

Relationship to Economic Theory

The organisation can solve its management decision problems by the application of economic
theory and the tools of decision sciences. Consider economic theory first. It is generally divided into
microeconomics and macroeconomics.

Microeconomics. Microeconomics is concerned with the analysis of the behaviour of individual
economic units be it consumers or producers. Since business economics for the most part deals with
the decision making of individual businessman, the concepts and analytical tools of microeconomics are
of basic importance to him. The businessman is generally interested in estimating demand and cost
relationships so as to be able to take decisions regarding the price to be charged for a product and the
quantity of output to be produced. The areas of microeconomics dealing with demand theory and with
the theory of production and cost obviously help him in this regard. Of particular relevance are demand
analysis and forecasting, and cost analysis. Moreover, microeconomics also provides a framework to
study different kinds of market structures like perfect competition, monopoly, oligopoly, etc. This helps
the managers in acquainting themselves with the functioning of different market structures and preparing
adequate and appropriate responses to maximise the advantages for their firms. The development of the
theory of linear programming has provided a new analytical tool to analyse business problems. It helps
in finding actual numerical solutions to problems calling for optimum choices where the problems have
to be solved within definite bounds.

Emphasising the relationship between managerial economics and microeconomics, Peterson and
Lewis state, “Managerial economics should be thought of as applied microeconomics. That is, managerial
economics is an application of that part of microeconomics focussing on those topics of greatest
interest and importance to managers. These topics include demand, production, cost, pricing, market
structure, and government regulation. A strong grasp of the principles that govern the economic behaviour
of firms and individuals is an important managerial talent.”4

Macroeconomics. Whereas microeconomics deals with individual economic units and a detailed
analysis of their behaviour, macroeconomics deals with the analysis of the whole of the economy.
Therefore, macroeconomics is concerned with broad economic aggregates like national income, aggregate
consumption, aggregate saving and investment in the economy, general price level in the economy,
economic environment, etc.

3. Ibid., p. 5.
4. H. Gaig Peterson and W. Cris Lewis, Managerial Economics (New Delhi, 1996), p. 4.
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Since all business units operate within the confines of an economic system, the importance of
macroeconomics in business economics is self-evident. The businessman cannot limit his area of concern
to the study of his price and output structure alone. He should also try to foresee how the economy will
shape up in future and what changes in general business atmosphere are expected. This will help him in
determining his long-run production plans and in forecasting demand for his product. Since the prospects
of an individual firm often depend on general business environment, individual firm forecasts depend on
general business forecasts which, in turn, fall in the realm of macroeconomic theory. From the long-run
point of view, the businessman has to consider trends in gross national product, changes in consumption
and investment pattern, etc.

Relationship to the Decision Sciences

The basic purpose of economic theories is to explain and predict economic behaviour. However,
since economic phenomena in the real world are very complex, it is not possible to study all the factors
influencing the economic event being examined. Therefore, the economists start their study by preparing
economic models which take into account only the essential relationships that are sufficient to analyse
the particular problem which is being studied. All irrelevant details are therefore omitted by taking a set
of meaningful and consistent assumptions.

After economic models are postulated by economic theory, they have to be put in the form of
equations and then statistical tools are employed to derive plausible results. The formalisation of economic
model in the form of equation is done with the help of mathematical economics. Once this is accomplished,
the actual process of estimation starts with the help of econometrics. Econometrics applies statistical
tools to estimate the economic models expressed in equational forms with the help of mathematical
economics. In the words of A. Koutsoyiannis, “Econometrics may be considered as the integration of
economics, mathematics and statistics for the purpose of providing numerical values for the parameters
of economic relationships ... and verifying economic theories.”5 Both mathematical economics and
econometrics are regarded as the decision sciences. Business economics can be seen to be closely
related to these sciences.

Characteristics of Business Economics

On the basis of the above discussion, it is possible to list the main characteristics of Business
Economics as follows:

1. It is mainly the study of a business enterprise.
2. It is concerned mainly with microeconomic concepts like demand and its elasticity, marginal

cost, market structures, etc.
3. It is concerned with decision making of an economic nature. It helps business firms to

allocate the resources in an efficient manner.
4. It takes the help of statistical tools to find numerical values of economic parameters.
5. It is used for purposes of prediction.
6. It takes into account the macroeconomic factors also in determining appropriate business

strategies.

5. A. Koutsoyiannis, Theory of Econometrics (Macmillan, 1978), p. 3.
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SCOPE OF BUSINESS ECONOMICS

Business economics is concerned with the application of economic concepts, tools and techniques
in order to help businessmen in taking appropriate business decisions. The scope of business economics
covers a wide spectrum of economic theories and concepts like:

1. Demand analysis and forecasting
2. Cost analysis
3. Market structure
4. Pricing theory (i.e., price determination in different market structures)
5. Profit analysis with special reference to break-even point
6. Capital budgeting for investment decisions.

Demand Analysis and Forecasting

From the point of view of businessman, demand analysis and forecasting serve the basic purpose
of determining the demand for his product. As far as demand analysis is concerned, its basic objective
is to study the demand function which highlights the various determinants of demand. From the point of
view of an individual consumer, the determinants of the demand for a particular commodity are (1) price
of the commodity, (2) income of the consumer, (3) prices of related goods, (4) tastes and preferences,
and (5) his expectation about the future. In general, the focus is on the relationship of the demand for a
commodity with its price, assuming that other things remain the same.6 However, businessman is not
only interested in particular consumers but also with the whole lot of consumers. Thus, his focus is on
market demand which depends on, in addition to the above factors two more factors — (1) size and
composition of population, and (2) distribution of national product (or national income).

The businessman does not stop at demand analysis but, on the basis of such analysis, tries to
forecast what demand will be in future. This is due to the reason that all production is done for the
future. Demand forecasting helps the producer to estimate the likely demand for his product in future
and take up production plans accordingly.

Cost Analysis

Decision of a firm regarding production will depend not only on the likely demand for a good but
also on the cost of production of that goods. This is necessary to ensure the viability of investment and
test whether production will be worthwhile and profitable. Accordingly, cost analysis is crucial. The
businessman is generally concerned with private cost which includes (i) cost of the raw materials,
(ii) wages of the labourers, (iii) interest payments on loans, (iv) rent of the factory premises,
(v) repairing costs of machinery and depreciation, (vi) tax payments, (vii) imputed payments to the
producer for the work rendered by him, interest on his own capital, rent on his own buildings, etc. and
(viii) normal profits of the firm.

It is also necessary to consider both money cost and opportunity cost while undertaking business
decisions. Money cost is equal to the total monetary sacrifice made to obtain a particular level of output.
Obviously, this cost is crucial in making investment decisions. However, it is also necessary to take into
account the opportunity cost — i.e., the cost of the opportunity foregone. While making a decision to

6. ‘Other things remaining the same’ is written as ceteris paribus in Economics.
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produce some particular commodity, the firm will always have to consider the value of the alternative
commodity that it has abandoned in favour of the commodity that it is now producing. The value of the
alternative commodity is the opportunity cost of the good that the firm is now producing.

The next step in cost analysis is the study of the cost function which is the relationship between
product and costs. The cost function depends on two factors: (1) the production of the firm, and
(2) the prices paid by the firm for the inputs used in production. It is also necessary to keep the time
element in view as cost functions are bound to differ in the short-run as compared with the long-run.
This is due to the reason that while some factors of production are fixed and some variable in the short-
run, all factors of production are variable in the long-run. Thus, in cost analysis, short-run cost curves
and long-run cost curves are discussed separately.

Market Structure

There are different types of market structure in an economy. Generally market structure is discussed
under the following headings: (1) perfect competition, (2) monopolistic competition, (3) monopoly, and
(4) oligopoly. These market structures differ substantially from one another. Accordingly, the theory of
pricing in different market forms will be different. Perfect competition is a polar case in economic
theory which is seldom found in a pure form in the real world. However, it is of considerable help in
understanding the functioning of the capitalist economy. It is defined as a market structure in which
there are such a large number of firms that none of them is in a position to influence the price (in fact,
all buyers and sellers in a perfectly competitive market are merely price takers and not price makers).
Moreover, products of all sellers are perfectly identical or homogeneous so that buyers are ‘not attached’
to any seller in any way.

In monopolistic competition also, there are a large number of sellers but their products are not
identical. In fact, product differentiation is a crucial element of this market structure. Product differentiation
enables sellers to build up brand loyalty so that consumers get attached to specific brands enabling
different producers to charge different prices for their products. As a result, each producer can have a
different price for his product.

Monopoly is a market structure in which there is only one producer in the market. Accordingly, the
producer has complete control on the supply of the product. In such a condition, the supply curve of the
firm is the same as the supply curve of the industry.

In real world, the market structure that is usually found is oligopoly. This is a market structure in
which the number of sellers is small and every seller influences and is influenced by the behaviour of
other firms. Accordingly, a change in output or price by one firm evokes reaction from other firms
operating in the market. Interdependence in decision making is the chief characteristic of firms operating
under oligopoly. Generally, it is usual to distinguish between two types of oligopoly: (1) perfect or pure
oligopoly, and (2) imperfect or differentiated oligopoly. In the case of pure oligopoly, all firms produce
identical products. Therefore, consumer decisions to purchase the good of a particular producer are
influenced by the price considerations. Pure oligopoly is found in industries like iron and steel, aluminium,
sugar and cement. In the cases of imperfect or differentiated oligopoly, different producers sell goods
which are similar but not identical. Oligopolies are also classified on the basis of collusion or absence of
it. On this basis we have three types of oligopoly: (1) oligopoly with collusion (which involves the
formation of a cartel), (2) oligopoly without collusion, and (3) oligopoly with tacit collusion.
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Pricing Theory

Price of a commodity in the market is determined at the point where demand for the product is
equal to its supply. In conditions of perfect competition, since firms cannot alter this price, they accept
it and adjust their level of production in order to maximise their profit. In conditions of short-run, a firm
can earn supernormal profits or normal profits or could even incur a loss. However, in the long-run,
freedom of entry or exit ensures that a firm can earn only normal profits. For example, if some firms
earn supernormal profits in the short-run, some new firms will enter the industry in the long-run and
compete away the profits. On the other hand, if some firm is incurring losses in the short-run, it will exit
the industry in the long-run. All firms operating in the long-run can therefore earn only normal profits.
Under monopolistic competition since the various firms produce differentiated products, their cost and
demand curves are not identical. Accordingly, each firm will determine a price for its product which will
be different from the prices of the differentiated products of other firms but difference in these prices
may not be large. A firm operating under conditions of monopolistic competition in the market can earn
profits in the short-run or incur losses (or earn only normal profits), but in the long-run, it can earn only
normal profits. This is due to the reason that, just as in perfect competition, there is freedom of entry
and exit in monopolistic competition in the long-run. If there are supernormal profits in the short-run for
some existing firms, some new firms will enter the industry in the long-run and wean away these
profits. If there are losses in the short-run, the firm incurring losses will exit the industry in the long-run.
The remaining firms in the industry will earn only normal profits.

In conditions of monopoly, it is the demand for and the supply of a single firm that determines the
price of the product. Since there is no competition and no danger of entry of new firms in the long-run,
a monopolist can earn profits both in the short-run and the long-run.

Conditions are difficult in oligopoly. There can be various types of production arrangements in this
market structure depending upon the bargaining strength of different oligopolists and the nature of
collusion, if any. A number of economic models have been built-up by different economists assuming
different reaction patterns of different oligopolists, their bargaining strength etc. In the simplest model,
it is assumed that if an oligopolistic firm decides to raise its price, its rivals will not raise their prices.
However, if it reduces its price, they will definitely react to this action and will lower their prices. This
particular assumption leads to a kink in the demand curve resulting in a finite discontinuity in the
corresponding marginal curve. This results in price indeterminateness. However, if price is known
somehow, this model explains why it would remain fixed (or rigid) over a substantial range.

Profit Analysis

In economic theory, profit maximisation is assumed to be the sole objective of the firm. The firm
attempts to realise this objective irrespective of the nature of the market. In other words, whether the
market is perfectly competitive, imperfectly competitive or monopolistic, the firm will conduct its
business activity keeping in view the single goal of profit maximisation. Given this goal of profit
maximisation, we can easily determine the equilibrium of the firm. For obtaining the equilibrium position
of the firm, we must possess two sets of data. First, we must know how much revenue the firm earns
by selling different amounts of its output. Second, we must know how much it costs to produce these
various amounts of output. This information is available to us in three forms: (i) total revenue and total
cost, (ii) marginal revenue and marginal cost, and (iii) average revenue and average cost. For determining
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the equilibrium of a firm, data regarding total revenue and total cost and data regarding marginal revenue
and marginal cost are useful.

If we use the total revenue-total cost approach to determine the equilibrium of the firm, the profits
will be maximum when the vertical distance between total revenue curve and total cost curve is the
maximum. This happens at the level of production corresponding to which the slopes of these two
curves are equal to one another. If we use the marginal revenue- marginal cost approach, the profits are
maximum at that level of output where marginal revenue is equal to marginal cost. In economic analysis,
it is this approach to profit maximisation that is mostly adopted.

From the point of view of a firm, the break-even point is important. The level of output where a
firm avoids making losses but does not begin making profits is called the break-even point.

Capital Budgeting

An important problem in business decision making is investment decision making generally known
as capital budgeting. According to W.W. Haynes, “The problem in capital budgeting is one of choosing
among investment alternatives, available to the firm — with acceptance of the most profitable investments
and rejection of those with low or negative profitability.”7 A complete study of capital budgeting requires
at least five steps in investment decision making. These steps are: (1) the search for investment
opportunities, (2) a forecast of the cash flows that will result from each investment, (3) a method of
converting the cash flows in different years into a common unit, (4) a method of computing the cost of
capital, and (5) the selection of the most profitable investment.

For investment appraisal different criteria are used by business firms. The most commonly used
criteria are the following three: (1) the payback period criterion, (2) the net present value criterion, and
(3) the internal rate of return criterion.

BASIC TOOLS

Private Costs and Social Costs

Every firm requires various inputs to produce a good. In order to secure a command over these
inputs, the firm has to pay some price for each of these inputs. In common parlance, the amount of
money so paid is known as cost. Economists, however, include in the private cost not only the expenditure
incurred by the producer on purchasing (or hiring) of factors of production (or inputs) from the market,
but also the imputed cost of all those services which the producer himself provides. The private cost of
production of any output may thus be defined as either the purchase or the imputed value of all productive
services used in producing the output and is equivalent to the total monetary sacrifice of the firm made
to secure it.

Generally, economists include the following expenditure in the cost: (i) cost of the raw materials,
(ii) wages of the labourers, (iii) interest payments on capital loans, (iv) rent of the land and the buildings,
(v) repairing costs of machines and depreciation, (vi) tax payments to the government and local bodies,
(vii) imputed wage payment to the producer for the work performed by him, (viii) imputed interest
payment for the capital invested by the producer himself, (ix) rent of land and buildings owned by the

7. W.W. Haynes, Managerial Economics: Analysis and Cases (Austin, Texas, 1969), p. 503.
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producer himself, and (x) normal profits of the firm. This shows that three types of expenditures are
included in the private cost: (i) the purchase price of the factors of production employed in the
production process, (ii) imputed price of the resources provided by the producer himself; and
(iii) normal profits.

Social costs differ from private costs on account of two reasons:

First, externalities are not included in private costs. For example, a factory located in the residential
area by polluting the atmosphere will expose the residents of the colony to various ailments and will
thereby raise their medical expenditures. Though these costs are quite relevant from the point of view of
the society, they will never be considered by the firm as part of its costs.

Secondly, market prices of goods may not reflect their social value and thus there may be
divergence between private and social costs. The imposition of government taxes, subsidies, and controls
of various kinds distort free market prices. Further, prices of factors of production may overstate or
understate the opportunity cost of using those factors (the concept of opportunity cost is discussed
below). In heavily populated countries where widespread disguised unemployment is found in the
agricultural sector, the industrial wages often exceeds the opportunity cost of the labour which is drawn
from the agricultural sector. In computing the social costs, adjusted market prices for goods and factors
of production are used. While the adjusted prices for factors are called shadow prices, the adjusted
prices for goods are termed as social prices.

Opportunity Cost

In modern economic analysis, the problem of choice arising out of the factors of production is
considered to be the main problem. It is this problem that forms the basis of the concept of opportunity
cost, sometimes called alternative cost. We all know that generally most of the factors have alternative
uses. For example, a graduate can choose a job out of a number of alternative jobs. Let us suppose that
he can become either a clerk in some bank or a ticket checker in railways. Naturally, he cannot assume
both of these jobs simultaneously. Therefore, he will choose that job which he regards as most beneficial
to him. If he chooses to become a ticket checker, he shall have to forego the opportunity of becoming
a bank clerk. Similarly, if we can produce 100 quintals of wheat or 30 bales of cotton with a given
amount of resources; and we choose to produce 100 quintals of wheat considering our net benefits
from both of these options, we shall have to forego the opportunity of producing 30 bales of cotton. The
economists discuss the concept of alternative or opportunity cost from this angle only.

An opportunity cost or alternative cost is the value of a resource in a foregone
employment.

The concept of opportunity cost is very important. Actually, it forms the basis of the concept of
cost. Whether we examine the question of cost from the point of view of the firm or the entire economy,
the concept of opportunity cost is of immense value. While making a decision to produce some particular
commodity, the firm will always have to consider the value of the alternative commodity that it has
abandoned in favour of the commodity that it is now producing. The value of the alternative commodity
will, in fact, be the opportunity cost of the good that the firm is now producing.
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To understand the concept of opportunity cost, consider the following examples:
(i) Let us suppose that a machine can produce 30 units of X in a specified period or 10 units of

Y in the same period. If it is engaged in the production of X, it cannot be used for the
production of Y, i.e., production of X entails the ‘sacrifice’ of the opportunity to produce Y.

In this example, opportunity cost of 1X is 3
1

Y.

(ii) If a person decides to hold cash instead of investing it somewhere, the opportunity cost of
holding cash is the amount of interest that he has sacrificed for the purpose.

(iii) The opportunity cost of putting one’s labour in one’s own business is the income one could
have earned by working somewhere else.

As is clear from above, calculation of opportunity costs involves the measurement of sacrifice.
Since resources are limited, sacrifices are always involved in any economic decision. Therefore, the
concept of opportunity cost is very important.

Marginalism

For deciding whether an additional unit of labour or capital should be employed or not, the manager
needs to know the additional output expected therefrom. As long as additional output (or return) exceeds
the cost of additional unit of labour (or capital), it is worthwhile to employee that unit.

Therefore, the business decision would be as follows:

The firm should continue to produce the commodity as long as marginal revenue exceeds
marginal cost. Profits are maximised at the point where marginal revenue is equal to
marginal cost.

But what exactly are ‘marginal revenue’ and ‘marginal cost’? Consider marginal revenue first.
Marginal revenue is defined as the amount of money received by selling another (marginal) unit of the
commodity. For instance, if n units of a good are sold, then the marginal revenue of the nth unit is
defined as:

MRn = TRn – TRn – 1

In a similar way, marginal cost of nth unit will be:

MCn = TCn – TCn – 1

As long as the revenue obtained by selling the marginal unit is greater than the cost incurred in
producing it (i.e., as long as MR exceeds MC), the firm generates profit. Therefore, it will produce that
unit. It will stop at that point where revenue obtained from selling an additional unit is equal to the cost
incurred in producing it, i.e., at the point where MR = Me. This is due to the reason that if production
is carried on beyond this point, MR will be less than MC, i.e., firm will incur loss on the marginal unit.

From Marginalism to Equi-marginal Principle. According to the equi-marginal principle, an
input must be allocated among various uses in such a way that the value added by the last unit of the
input is the same in all the uses. This results in maximum returns for the firm in question. To illustrate,
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consider a firm working on three different projects A, B and C and possessing six units of labour.
Table 1.1 illustrates the marginal outputs from different units of labour employed in these projects.

Table 1.1: Illustration of Equi-marginal Principle

No. of Marginal output from
labourers Project A Project B Project C

1st 18 16 14
2nd 16 14 12
3rd 14 12 10

4th 12 10 8
5th 10 8 6
6th 8 6 4

A little working on the Table shows that the optimum allocation of labour is that wherein 3 labourers
are employed on Project A, 2 on Project B and 1 on Project C as in this case a maximum total product
amounting to 48 + 30 + 14 = 92 units is obtained. Any other allocation would result in lower output. For
example, if 2 units of labour are employed on each project, a total output of 34 + 30 + 26 = 90 units is
obtained. The student can work out other options.

We have considered the case of one input (labour) in the above example. However, the firm
employs more than one input. If the firm employs three inputs A, B and C with marginal productivities
MPa, MPb and MPc respectively and their prices are Pa, Pb and Pc respectively, the equi-marginal
principle requires the fulfillment of the following condition:

c

c

b

b

a

a
P

MP
P

MP
P

MP
==

The ratio of marginal productivity of each input (or factor) to its price should be the
same for all the inputs (or factors of production).

Incrementalism

The concept of ‘incrementalism’ is basic in undertaking business decisions. It is similar to
‘marginalism’ but with a difference. In the discussion above, we have stated that the ‘marginal’ concept
is associated with ‘a unit’ change. However, in most of the cases, business firms produce and sell their
products in bulk and not in units. Therefore, the business firms take their decisions on the basis of
incremental revenue and incremental cost and not on the basis of marginal revenue and marginal cost.

Let us now try to understand what incremental cost and incremental revenue is. Incremental cost
is defined as the change in total cost that arises due to business decision (i.e., as a result of a change
in the level of output, investment, etc.). In a similar way, incremental revenue is defined as the
change in total revenue that arises due to a business decision (i.e., as a result of a change in the level
of output, investment, etc.) Correct incremental analysis requires that all direct and indirect changes in
revenue and costs resulting from a particular course of action be taken into consideration. The business
decision rule would be as follows:
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The firm should change the price of a product or its output, introduce a new product, or
a new version of a given product, accept a new order, etc., if the increase in total
revenue or incremental revenue from the action exceeds the increase in total or
incremental cost.8

To illustrate, let us suppose that a business firm receives an order for the supply of 50 additional
units of its product. Let us suppose that meeting this order would add to cost of production by ̀  10 lakh
(` 3 lakh in terms of labour cost, ` 5 lakh in terms of marginal cost and ` 2 lakh in terms of overhead
cost). In other words, the incremental cost is ` 10 lakh. If the additional production is expected to
increase the total revenue of the firm by ` 12 lakh, the incremental revenue would be ` 12 lakh. Since in
this case, expected incremental revenue exceeds incremental cost, the firm should accept the order.

It is clear from the discussion above, both ‘marginal’ and ‘incremental’ concepts consider additional
production or sale. However, while the marginal analysis is related to a ‘unit’ change in production, the
incremental analysis is not restricted by a unit change. In other words, incremental analysis could be
related with a change in any number of units.

Time Perspective

Economists generally classify time period into: (i) market period (or very short-run), (ii) short-run
and (iii) long-run. In market period, the supply of output is totally fixed. Therefore, in response to
demand changes, no changes are possible in it. As against this, in short-run, some increases in the
supply of output are possible by increasing the use of variable factors like labour and raw material or
by better utilisation of existing capacity. However, fixed inputs like plant and machinery cannot be
altered. Nor can new firms enter the industry. In the long-run, all factors ate variable, i.e., there are no
fixed inputs. Therefore, any input can be changed, new plant and machinery can be set up and new
firms can enter the industry.

The above time perspective is crucial for the manager of a firm. However, his time distinction is
slightly different from the economist’s time perspective. Instead of viewing time perspective according
to whether inputs are variable or not, he sees it in terms of ‘immediate future’ and ‘remote future’.
Therefore, short-run for a manager is immediate future while long-run is remote future. He studies
the present problem in the light of past data to arrive at certain concrete decisions. The decisions should
be such as take account of short-run and long-run implications. Thus, the decision of the manager
should consider the implications both in the immediate future and the remote future. To illustrate, let us
suppose that a manager takes into account only the immediate future and raises the price of his product
exorbitantly to increase profits. This will undoubtedly raise his profits in the immediate future but can
lead to serious fall in his sales in the remote future leading, in turn, to a sharp decline in profits. Consider
another example. Let us suppose that in a bid to cut down on costs, the management of a company cuts
down expenditure on labour welfare. From a short-run perspective, this might help the company in
reducing costs and increasing profits. However, in the log-run, this can have a serious adverse effect on
labour productivity leading, in turn, to a fall in production (and, hence, profitability).

8. Dominick Salvatore, op. cit.
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Both the examples considered above show that the management of a company should take into
account both the immediate future and the remote future while arriving at any policy decision. A proper
balance between the short-run perspective and the long-run perspective is a must.

Time Value of Money – Discounting Principle

The concept of discounting is based on the simple notion the a rupee today is worth more than
rupee tomorrow. For example, let us suppose that a person is given a choice of ` 100 today or ` 100
next year. Naturally, he will choose ` 100 today. This is due to two reasons: (i) the future is uncertain
and one never knows what will happen tomorrow; and (ii) ` 100 received today can be invested to earn
interest so that by the end of the year, it will be more than ` 100. For example, if the rate of interest is
10 per cent per annum, the person would get ` 110 at the end of the year. Had he opted for ` 100 after
one year, he would have thus suffered a loss of ` 10. This shows that if the rate of interest is 10 per cent
per annum, ` 110 next year would be equivalent to ` 100 now. In other words, the present worth of
` 110 one year hence will be ` 100 today (if the rate of interest is 10 per cent per annum). This shows
that the present worth of ` 100 one year hence would be less than ` 100 today. As is clear from this
example, ‘how much less’ would be determined by the rate of interest. The present value (or worth) is
also known as ‘discounted value’.

To understand how present value is calculated, let us suppose that ` Q are invested for one year at
the rate of interest i per cent, compounded annually. Thus, at the end or-the year, we would get ` iQ as
interest which, with the return of principal Q, would give us Q + iQ = Q(1 + i) rupees. If the initial sum
is designated as Q0 and the sum at the end of one year as Ql, then we get the expression

Ql = Q0 (1 + i) ...(1)

If Q0 is invested for another year, we would get

Q2 = Ql (1 + i)

after 2 years. However, since Ql = Q0 (1 + i), it follows that

Q2 = Q0 (1 + i)2

If Q0 is invested for 3 years, we would get

Q3 = Q0 (1 + i)3

after 3 years, and so on. In general, if Q0 is invested for t years, we would get

Qt = Q0 (1 + i)t ...(2)

after t years.

Now, consider equation (1) again. This can be written as

i
QQ
+

=
1

1
0

Here, i+1
1

 is known as the discount rate. i
Q
+1
1  is the discounted present value of Ql receivable

one year from today. For example, if the opportunity rate of interest were 10 per cent, i = 0.10 and the
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discount rate is .
10.1
1

10.01
1

=
+

 Thus, we would conclude that ` 100 receivable at the end of one year

has the present value of ` 90.91 because with 10 per cent opportunity rate of interest, ` 90.91 would
grow to ` 100 in one year.

From equation (2), it can be seen that the present value Q0 of Qt available t years hence is given by

t
t

i
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+
=

To illustrate, let us suppose that a firm hopes to earn ` 13,310 after a period of 3 years and the
opportunity rate of interest is 10 per cent. The present value would then be given by
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i.e., ` 10,000 invested today, at the rate of 10 per cent per annum, would yield ` 13,310 at the end
of 3 years.

In general, let us suppose that Rl, R2, R3, ..., Rn are the yields of the asset whose present value is
to be estimated and P is its disposal value. Then the present value of that asset is given by
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Let us now work out a concrete example. A firm has the following data:
1. The cost of the plant is ` 50,000.
2. The expected useful economic life of the plant is 5 years.
3. Its estimated disposal value is ` 16,094.1.
4. The annual expected returns spread over 5 years are ` 16,094.1.
5. The opportunity rate of interest is 10 per cent per annum.

The present value of the plant is given by

6532 )10.1(
1.094,16

)10.1(
1.094,16

)10.1(
1.094,16

)10.1(
1.094,16

10.1
1.094,16

++++=PV

 = ` 14,631 + 13,301 + 12,092 + 10,933 + 9,994 + 9,994 = ` 71,005

Since the discounted present value ` 71,005 is greater than the cost of the plant ` 50,000, this
investment is profitable.

RISK AND UNCERTAINTY

All production is carried out for future. Since future is unknown, there is an element of risk and
uncertainty associated with most of the business decisions. According to Hawley, there are four types
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of risks to which almost every entrepreneur is exposed. These are replacement, obsolescence, risk
proper and uncertainty. The replacement risk arises from the depreciation of the existing plant and
machinery. It is often possible to know the physical life of the plant and thus the depreciation is calculable.
However, it is not possible to calculate replacement cost with certainty due to inflationary pressures in
the economy. Prices have never remained stable over long periods, and therefore no entrepreneur can
ever be sure as to how much funds he would need to replace his worn-out plant or machine. Further,
obsolescence is never calculable because it is not possible to anticipate the speed and quality of
technological change. According to Hawley, risk proper is the risk associated with the marketability of
the produce. Over time, tastes and fashions change which upset the calculations of the entrepreneurs.
Sometimes, new firms join the industry in response to the growing demand of the product and thereby
upset the sales plan of the entrepreneur. Apart from these relatively known factors, there are always
some unforeseen factors in the business which make it difficult for the entrepreneur to act in accordance
with the plans.

Following the lead of F.H. Knight, economists now distinguish between two types of
risks: (i) foreseeable and (ii) unforeseeable.

Foreseeable risk is that risk which can be foreseen and provided against through insurance.
Risks like fire, theft, death, sinking of the ship, etc. are foreseeable and can be covered through insurance.
Unforeseeable risks are those risks which cannot be foreseen by the entrepreneur and, as such,
cannot be covered through insurance. For example, the risk of commercial loss is an unforeseeable
risk and cannot be provided against. Knight calls unforeseeable risks as ‘uncertainty’. Uncertainties or
non-insurable risks can be of the following four types:

1. Competitive uncertainties. The firm always fears competition from the other firms in the
market. It is generally seen that whenever the prospects for earning high profits exist in a certain
industry, many new firms bring out somewhat differentiated (but similar) products and increase the
element of competition in the market. Many buyers are attracted towards these new products that come
into the market and the old firm suffers setbacks as the price as well as its profits tend to decline.

2. Technological uncertainties. Technological progress is taking place at a very rapid pace in the
modern day world and many plants and machinery become obsolete and useless fairly early (in fact,
long before depreciation renders them obsolete). At times, the old machine gets obsolete immediately on
the appearance of new machines. This rapid pace of technical progress has created heavy uncertainty in
many industries and other productive activities.

3. Cyclical uncertainties. The capitalist economy has to pass through the cyclical phases of
booms and depressions. Under conditions of depression, the demand in the market falls and, consequently,
prices also suffer a decline. Since depression in the capitalist system is the result of internal contradictions
within the system itself, the firm cannot hope to stop (or reverse) it through its actions. Even the giant
companies of the Western world have no answer to the risk arising out of depression.

4. Uncertainties caused by government policies. The governments at times announce policies
that have severe repercussion on the industrial activity. For instance, the government may decide to
enter into some production activity itself or it may remove import restrictions or it may devalue its
currency, etc. Some policy decisions of the government can have favourable and some unfavourable
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effects on the activities in the private sector. Naturally, the businessmen and entrepreneurs face uncertainty
on account of this reason.

Business decision making in conditions of risk and uncertainty can be undertaken with the help of
the mathematical theory of probability. This theory is used for calculating mathematical expectations of
various possible alternative actions. That action is chosen which has the highest expected value. However,
the use of probabilities involves making a number of assumptions and is therefore not totally reliable. It
is ultimately the management’s judgement that matters.

BASIC ECONOMIC RELATIONS

Concept of a Function

Relationship between variables is expressed through, what is known as, a function. The notion of
function is very easy to understand. For instance, in Economics, we say that demand depends upon
price, consumption depends upon income, etc. The former relationship is written as D = f(p) read as
“demand is a function of price” while the latter relationship is written as C = f(Y) read as “consumption
is a function of income.” Thus, function connotes both the sense of a relationship between the variables
and the dependence of one variable on the other.

1. Explicit and Implicit Functions

If the value of one variable depends upon the other variable in some definite way, the
function is known as an explicit function.

For instance, if y depends upon x in some definite way, y is an explicit function of x and we write
y = f(x). If x is given a specific value, the value of y is automatically determined. To understand this,
consider a simple linear function y = 2x + 3. When x = 1, y = 2 × 1 + 3 = 5. Thus, assigning a particular
value to x automatically determines the value of y. In this case, x is the independent variable and y is the
dependent variable because the value of y “depends upon” what particular value is assigned to x. Both
the examples considered earlier belong to the category of explicit functions. In the first case, demand
depends in some definite way on price and in the second case, consumption depends upon income in
some definite way. In the first example, price is the independent variable and demand is the dependent
variable. In the second example, income is the independent variable and consumption is the dependent
variable.

The dependent variable is kept on the left hand side of the equation while the independent variable
is on the right hand side of the equation. The prefixed letter ‘f’ in the equation y = f(x) denotes the
relationship. The letter ‘f’ has no meaning except that it represents the relationship between the variables.
To distinguish among different functions, we can use different prefixed letters — thus g(x), F(x), f(x),
y(x), etc.

If the relationship between the variables x and y is ‘mutual’ with each variable thought
of as determining the other, we have an implicit function.

The variables here are ‘on equal footing.’ An implicit function is expressed as F(x, y) = 0.
Corresponding to the implicit function F(x, y) = 0, we have two explicit functions y = f(x) and x = g(y)
which are said to be inverse of one another.



Scope and Importance of Business Economics 19

2. Single Valued and Multi Valued Function

Consider the explicit function y = f(x). If for any particular value of x, we get only one value of y,
the function is known as a single valued function. If for one particular value of x, we get two values of
y, y is a double valued function of x. In a similar way, we can have triple valued and multi valued
functions (double valued and triple valued functions also fall in the general category of multi valued
functions).

Consider the function y = x2 + 3x – 2. When x = 2, y = 4 + 6 – 2 = 8, i.e., when we assign one value
to x, we get only one value of y. Thus, y in this case is a single valued function of x. Now, consider
y2 = 64 – x2. When x = 0, y2 = 64 which yields y = +8 and y = –8. Thus, assigning of one value to x yields
two values of y. In this case, then y is a double valued function of x.

3. Increasing and Decreasing Functions

If y is a single valued function of x, and if y increases as x increases, then y is called an increasing
function of x. On the other hand, if y decreases as x increases, then y is called a decreasing function
of x. Taken together, the class of increasing and decreasing functions is known as monotonic functions.
A monotonic function does not change its direction. If it is increasing, it increases throughout the range.
On the other hand, if it is decreasing, it decreases throughout its range. The simplest example of a
monotonic function is a straight line.

Equations and Identities

Relationship between two quantities is expressed either through an equation or an identity.
A relationship which is always true is known as an identity. For example, ax2 + bx = (ax + b)x and
x2 – 9 = (x + 3) (x – 3) are identities as they are always true. Identity is denoted by the sign ≡. Thus, we
should have written ax2 + bx ≡ (ax + b)x and x2 – 9 ≡ (x + 3) (x – 3).

As against identity, equation is a relationship which is true only for specific values of the variable(s).
For example x – 5 = 2, x2 – 4x + 4 = 0 and x + y = 3 are equations. The first equation is true only when
x = 7, the second is true only when x = 2. The third equation yields y = 3 – x and for different values of
x, y takes on specific values. Thus, when x = 1, y = 3 – 1 = 2 and when x = 2, y = 3 – 2 = 1, etc.

1. Linear and Quadratic Equations in One Variable

An equation in which only the first power of the unknown appears is called a linear equation. Thus,
2x + 3 = 2, x + 2 = 5, etc. are linear equation in one variable. The general form of a linear equation in one
variable is ax + b = 0.

In the case of a quadratic equation, the maximum power of the unknown quantity is 2. Thus, x2 –
3x – 10 = 0 and 2x2 – x – 1 = 0 are examples of quadratic equations. The general form of a quadratic
equation in one variable is ax2 + bx + c = 0.

2. Simultaneous Equations in Two Variables

Let us now consider two equations connecting two variables x and y. In general, the equations can
be written as

f1(x, y) = 0 and f2(x, y) = 0
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where, f1 and f2 denote two given functional expressions. The simplest method of solving these
simultaneous equations and obtaining the values of x and y is to obtain from one equation the value of the
variable y in terms of x and then substitute this value in the other equation. This will yield an equation
containing variable x only. This equation can now be solved to obtain the value of x. Once x is known,
y can be calculated easily.

Slopes and Lines

Let us consider a straight line y = a + bx. To draw this line, we require the value of the constants
a and b. If x = 0, then y = a + b (0) or simply y = a. This is the point at which the line cuts the y-axis
(as x = 0). It is known as the intercept. Thus, a is the intercept of the line y = a + bx. To find the slope,
consider the equation again. Since a is a constant, we find that if x increases by ∆x (pronounced as
‘delta’ x), increase in y is given by a +b (x + ∆x) – a – bx = b∆x. Denoting increase in y by ∆y, we find

that ∆y = b∆x. By definition b x
y

∆
∆

 is the slant or slope of the straight line. Since b is the coefficient of x,

this means that the slope of the straight line is given by b.

The slope of straight line is the ratio of the vertical change (∆∆∆∆∆y) to the corresponding
horizontal change (∆∆∆∆∆x) as we move to the right along the line.

The movement in the vertical direction is often referred to as “rise” while movement in the horizontal
direction is often referred to as “run.” Thus, the slope of a line is the ratio of the “rise” over the “run”.
Consider Figure 1.2. In panel (a) of the figure, as we move from point A to point B, we go 8 – 2 = 6
units to the right. In this interval, the graph rises from the height of point B to the height of point C, that

is, it rises 6.5 – 4.5 = 2 units. Thus, slope b = 3
1
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2
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 = 0.33. In panel (b) of the figure, as we move

from point A′ to point B′, we go 6 – 2 = 4 units to the right. In this interval, the graph rises from the

height of point B′ to the height of point C′, i.e., it rises 8.5 – 4.5 = 4 units. Thus, slope b = 4
4

=
∆
∆
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y

.

Since slope of the straight line in Figure 1.2(b) is greater than that of the straight line in Figure 1.2(a), it
is clearly the steeper line.

Fig. 1.2: Measurement of slope of a straight line
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Fig. 1.3: Different types of slope of a straight line

Panel (a) of Figure 1.3 shows a positive slope because variable Y rises as variable X increases.
In Economics, the most popular curve having a positive slope is the supply curve. As price increases,
the output (and supply) also rises. Panel (b) shows a negative slope because variable Y falls as variable X
increases. The most popular curve in Economics having a negative slope is the demand curve. As price
of a commodity increases, demand for it falls. Panel (c) of Figure 1.3 depicts slope where the value of
Y is the same irrespective of the value of X. Panel (d) depicts infinite slope meaning that the value of X
is the same irrespective of the value of Y.

By definition, the slope of a straight line is the same at all points of the line. Therefore, we can pick
up any horizontal distance AB and the corresponding slope triangle to measure slope (see Figure 1.2)
and the result will be the same. However, in the case of non-linear curves, numerical value of slope is
different at every point of the curve. To find the slope of the curve at any point, we draw a straight line
that touches but does not cut the curve at that point. Such a straight line is called the tangent to the curve
at that point.

The slope of a non-linear curve at a particular point is the slope of the straight line that
is tangent to the curve at that point.

To understand how slope is calculated in the case of a non-linear curve, consider Figure 1.4.

In the case of straight lines, we can have four types of slopes as would be clear from Figure 1.3.
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Fig. 1.4: Measurement of slope in the case of a non-linear curve

Let us first of all calculate the slope at point A on the curve. For this purpose, a tangent TT is
drawn at this point. Then slope at point A is given by

Slope at point A = Slope of tangent 3
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In a similar way, slope at point P can be obtained as follows

Slope at point P = Slope of tangent 5.0
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Maximum and Minimum Points

Figure 1.5 represents four cases of non-linear curves. The curve in panel (a) has a negative slope
throughout although at each point of the curve, slope is different from every other point. This corresponds
to the case of a demand curve. The curve in panel (b) has a positive slope throughout although at each
point of this curve, slope is different from every other point. This corresponds to the case of a supply
curve.

Now, consider Figure 1.5(c). At point R, the slope is positive. As we move towards B, the slope
decreases in value but remains positive. At point B, the slope is zero. After B, the slope becomes
negative. As is clear from a glimpse at the figure, point B on the curve corresponds to the maximum
value of the dependent variable. A curve of this type is the total revenue curve in Economics. Initially as
output increases, total revenue increases. At output OM, total revenue is maximum. After OM, total
revenue starts declining.

1    2    3    4     5    6    7    8    9   10   11 12

Y T

A

B C

T

S
P

Q R S
X

10

9

8

7

6

5

4

3

2

1

0



Scope and Importance of Business Economics 23

Fig. 1.5: Slopes in the case of non-linear curves and maximum and minimum points

Figure 1.5(d) represents the case of a minimum point. At point P, the slope is negative. At point Q,
it becomes zero and thereafter, it turns positive. As is clear from a glimpse at the figure, point Q on the
curve corresponds to the minimum value of the dependent variable. A curve of this type is the average
cost curve in Economics. Initially as output increases, average cost falls. At output level ON, average
cost is minimum. After ON, average cost starts increasing.

The points of maximum and minimum correspond to points having zero slope. When
slope turns from positive to zero and then negative, we have a point of maximum.
When slope turns from negative to zero and then positive, we have a point of minimum.

TOTAL, AVERAGE AND MARGINAL REVENUE

In the modern microeconomic, theory use of revenue concepts is very common to explain the
equilibrium of the firm in different types of markets. Hence, we shall be explaining them in this section.

Total Revenue

Total monetary receipts accruing to a firm from the entire sale of a particular output is
known as total revenue (TR).

It is obvious that when the sales of the good in question increase, total monetary receipts or total
revenue increases. This shows that the slope of the total revenue curve is always positive. In other
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words, total revenue curve rises from left to right. However, it is difficult to generalise whether increase
in the sales of the good is accompanied by an increase in total revenue at a constant rate or at a
diminishing rate.

Whenever it is possible to sell more and more units of the good at a constant price, total revenue
rises at a constant rate. In this case, the total revenue curve is a straight line originating from the origin.
This condition is satisfied in the case of the firm operating under conditions of perfect competition,
because in perfect competition, the firm can sell as much output as it desires at the equilibrium price
determined by market demand and supply. Accordingly, its total revenue curve will be a straight line
curve line TRC in Figure 1.6.
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Fig. 1.6: Total revenue curve under perfect competition and monopoly

In the case of imperfect competition, monopolistic competition or monopoly, the firm can sell
more quantity of its output only by reducing the price. Thus, though total revenue increases with an
increase in sales, yet the rate of increase steadily declines. In Figure 1.6, TRM is the total revenue curve
of one such firm. The continuously declining slope of this curve is an indication that the total revenue of
the firm does not increase in proportion to an increase in sales.

Average Revenue

Average revenue is the per unit price of the commodity.

In symbolic form,

AR = 
TR
Q

where, AR = Average Revenue
TR = Total Revenue

Q = Amount of sales
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Marginal Revenue

Marginal revenue is defined as the increase in total revenue consequent upon a small
increase in the sales of the product.

In symbolic form,

MR =
TR
Q

∆
∆

where, MR = Marginal Revenue
∆TR = Change in Total Revenue consequent upon a small change in the sales

∆Q = Small change in the sales
We can explain the above concepts with the help of an illustration also. This has been done in

Table 10.1 where the quantity of output varies from 1 to 10 units.
Table 1.2: Total, Average and Marginal Revenue of a Hypothetical Firm

Output and Total Revenue (TR) Average Revenue (AR) Marginal Revenue (MR)
Sales ` ` `

1 100 100

2 190 95 90

3 270 90 80

4 340 85 70

5 400 80 60

6 450 75 50

7 490 70 40

8 520 65 30

9 540 60 20

10 550 55 10

Geometrical Relationship between Average and Marginal Revenue Curves

In the price theory, average revenue and marginal revenue curves are used to a far greater extent
as compared to the total revenue curve. Therefore, in further discussion, we shall concentrate more on
average revenue and marginal revenue curves. There are two geometrical relationships between the
average revenue curve and its corresponding marginal revenue curve and it will be useful to understand
them at this stage. First, so long as the average revenue curve is falling, marginal revenue must be less
than average revenue. According to circumstances, the marginal revenue curve itself may be rising,
falling or horizontal but generally it will fall too. In the imperfect competition and the monopoly, the
average revenue curve falls downward from left to right and, correspondingly, the marginal revenue
curve also does so. In perfect competition, the firm is a price-taker and its average revenue curve is a
straight line parallel to the X-axis as shown in Figure 1.7(b). In this case, the marginal revenue curve is



26 Business Economics - I

the same as the average revenue curve. Second, when the average and marginal revenue curves are
straight lines and fall downward from left to right, there is a very clear relationship between them. We
shall try to understand this with the help of Figure 1.7(a). In this figure, AR is a straight line and is falling
downward from left to right. Whenever this is the case, a perpendicular from any point on the average
revenue curve to the Y-axis will be bisected by the marginal revenue curve. In Figure 1.7(a), BD is one
such perpendicular line which is divided by the marginal revenue (MR) curve into two equal parts
BC and CD. It is necessary to understand why this happens. A glance at the figure shows that when the
firm sells OM quantity of output, total revenue is given by the rectangle OMDB which, in fact, is equal
in area to the trapezium OMEA. Total revenue for OM quantity of output can be shown in two ways:
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Fig. 1.7: Average and Marginal Revenue Curves

First:

Total Revenue (TR) = Quantity of output (Q) × Average Revenue (AR)

Therefore, TR = OM × DM = OMDB

Second:

MR1 + MR2 + MR3 + ... + MRn = Total Revenue (TR)

In this way by summing up the marginal revenues, we get total revenue as OMEA.

Now, since OMDB = OMEA (both indicate total revenue), triangle ABC will be equal to triangle
CDE. The triangles are also congruent. Therefore, BC and CD will be equal.

When the average revenue curve is convex from below as shown in Fig. 1.8(a), the marginal
revenue curve cuts any perpendicular line drawn from any point of the average revenue curve to the
Y-axis, less than half-way (in Figure 1.8(a), AB < BC). On the other hand, when the average revenue
curve is concave from below as in Figure 1.8(b), the marginal revenue curve cuts any perpendicular line
more than half-way from the Y-axis to the average revenue curve.9

9. Joan Robinson, The Economics of Imperfect Competition (London: Macmillan & Co. Ltd., edition 1961), pp. 29-31.



Scope and Importance of Business Economics 27

(a) (b)

Fig. 1.8: Average and Marginal Revenue Curves

USE OF MARGINAL ANALYSIS IN DECISION MAKING

Marginal analysis plays a crucial role in managerial decisions. It helps in predicting and measuring
the impact of per unit changes on organisation’s goals and this, in turn, helps in identifying the optimal
resource allocation gives the constraints of the business. Let us suppose that a company is able to
measure the additional benefits and costs of an extra economic activity. The theory of marginal analysis
states that whenever marginal benefit exceeds marginal cost, a manager should increase activity to
reach the highest net benefit. Similarly, if marginal cost is higher than marginal benefit, activity should be
decreased.

The traditional application of marginal analysis in business is the cost-benefit method. For example,
a toy manufacturer could measure and compare the costs of producing one extra toy with the projected
revenue from its sale. According to the cost-benefit approach, the company should continue to increase
production until marginal revenue is equal to marginal cost.

Production Decision. A moment’s reflection shows that while determining the optimal level of
output, the manufacturer compares marginal benefit only with marginal cost. Therefore, other costs
(like average cost, fixed cost, etc.) are irrelevant. To illustrate, consider the above toy manufacturer
again. Suppose that, on average, it costs the company ` 100 to make a toy. The average sales price is
` 150. This does not necessarily mean that more toys should be manufactured. However, if previously
1,000 toys were manufactured, the company should only consider the cost and benefit of the 1,001st

toy. If it will cost ` 125 to make the 1,001st toy, but it will only sell for ` 124, the company should stop
production at 1,000.

Spending Decision. When making a spending decision, a company needs to look at how the
spending increases its marginal cost and how it increases its marginal revenue. If, by increasing company
spending, the marginal cost to produce an additional unit of a good or service is higher than the expected
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marginal revenue gained from selling that unit of good or service, a company should not spend that
additional money. If, on the other hand, the increased spending to produce another unit of its good or
service results in a marginal revenue higher than its marginal cost, a company should spend that money
to receive a positive return.

Not only production and spending, marginal analysis can be applied in many other business decisions
as well. Often, business growth decisions are based on increasing profit. Marginal analysis helps to
break down these decisions into smaller pieces so that they are better understood and optimized. The
main point is that by investigating the production of only the next item – i.e., the cost and the benefit of
a single additional product – a yes or no decision can be made. Simply put, does the benefit from
producing an additional product outweigh the cost of production? If the answer is yes, then there is a
profit to be made and therefore the additional product should be manufactured. In other words, the
choice is made.

Case Studies and Applications

Problem 1.1: Abhijeet Sanyal has a Maruti 800 bought on instalments from Easy Finance Co.
In December 2004, he pays off the last instalment so that the entire amount has been paid off. He argues
that from January 2005 onwards, the only cost of the car to him is the running expenses, such as petrol
expenditure, wear and tear of tyres, servicing and maintenance, etc. Is his logic correct?

Solution: No. Mr. Sanyal is ignoring the opportunity cost of continuing to possess the Maruti 800.
For example, if the car can be sold for ` 1,00,000 and he could earn 5 per cent per year by investing that
money in a Bank deposit, then the opportunity cost of keeping the car is ` 5,000 per year.

QUESTIONS
I. Core Questions

1. Discuss the meaning and nature of business economics.
2. How does an organisation solve its management decision problems?
3. Discuss the scope of business economics.
4. What do you mean by: (i) opportunity cost, (ii) explicit and implicit cost and (iii) private cost and social cost?
5. Define and distinguish between marginalism and incrementalism.
6. Discuss the concepts of total revenue, average revenue and marginal revenue. What is the geometrical relationship

between average and marginal revenue curves?
7. Explain the use of marginal analysis in decision making.

II. Write Explanatory Notes on the following:
1. Demand analysis and forecasting
2. Cost analysis
3. Market structure
4. Capital budgeting
5. Risk and uncertainty

------------------------------------------------------------------- ×*×*× --------------------------------------------------------------
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