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Teaching and learning should be like pleasure excursion to discover new outlook
and to attain greater heights of knowledge. The basic purpose of teaching is to look
after curiosity in such a manner that clear value addition takes place.

The book “Business Economics” offers an overview of the concept, explanation,
illustrations, problems and best practices associated with some key areas of
introduction to business economics, demand analysis, supply analysis, production
analysis, cost and revenue analysis.

While teaching different subjects to students of Management and Commerce we
strongly felt the need for a text book which would be written in simple explanation
and simple illustrative language with sufficient support from real business world
information. Students of management and commerce programs come from different
streams, many of them have never studied the concepts, like introduction to
business economics, demand analysis, supply analysis, production analysis, cost and
revenue analysis.

This book is designed to provide the need for all categories of students by giving
simple explanation and illustrations.

Although the book is designed to promote self learning, yet no one can deny the
role of a teacher in an effective learning process. Therefore, the book has many
supplements to facilitate teachers of the course in more efficient discharge of their
lectures and dissemination of knowledge.

We believe that the book is suited for self-study. The acquired knowledge will
definitely be more delicate and depth compared with what can be achieved under the
guidance of an experienced instructor. It provides an up-to-date first foundation for
informed discussion.

The book has a user-friendly design, featuring margin notes and definitions that
emphasize important concepts. Exercises geared towards each units central ideas
consolidate the acquired knowledge. An extensive and innovative use of graphs
facilitates access and enhances learning success.

We offer our gratitude to Himalaya Publishing House Pvt. Ltd., who is leader in
Commerce and Management publications. Our sincere regards to Mr. Niraj Pandey
and Mr. Vijay Pandey for interest shown and for the best effort put forth by the
matter of publication of this book.

Finally, we express our sincere thank to SPS, Bengaluru, their excellent
computer typesetting work and the printing.

We respectfully acknowledge that the critical comments and constructive
suggestions for the improvement of this book are most welcome and will be greatly
appreciated.

  Bengaluru                     Authors
 July, 2017
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INTRODUCTION
Economics is the social science that analyzes the production, distribution and

consumption of goods and services. Economics aims to explain how economies work
and how economic agents interact. Economic analysis is applied throughout society,
in business, finance and government but also in crime, education, the family, health,
law, politics, religion, social institutions, war and science. At the turn of the 21st
century, the expanding domain of economics in the social sciences has been described
as economic imperialism.

Business economics is concerned with economic issues and problems related to
business organization, management, and strategy. Issues and problems include: an
explanation of why firms emerge and exist; why they expand: horizontally, vertically
and specially; the role of entrepreneurs and entrepreneurship; the significance of
organizational structure; the relationship of firms with the employees, the providers
of capital, the customers, the government; the interactions between firms and the
business environment.

Business economics is comparatively a new discipline. It is a special branch of
Economics applied in business decision making. Business economics means the
application of economic theory to the problem of management. It is primarily
concerned with the applicability of economic concepts and analysis to decision making
in business. The perspective of business economics is quite different from that of
conventional microeconomics, in studying decisions.

The emphasis of business economics is on managerial decisions, rather than on
predicting the equilibrium position of an industry. Business economics thus lies on
the border line of management and economics and serves as a bridge between the
two disciplines. Moreover, a basic understanding of definitions and scope economics is
most essential for a greater understanding of business economics.

Modern economics makes two assumptions about people's desires for material
goods and services. First, they are Insatiable. No matter how many goods and
services people have, they still want more. Today, even the poorest Indians have
more goods and services than could have possibly been imagined by people living 200
years ago. Yet, we still desire more and more. Second, they are rational. People’s
desires are not to be questioned.

In order to satisfy their desires for consumer goods, the people in the society
must engage in production.  To produce, people begin with natural resources. Nature
provides land, minerals, trees, water, fish, animals and so forth. Usually the people
must do something to these natural resources to satisfy their desires harvest the
fruits and vegetables, dig the minerals, cut the trees, catch the fish and so forth.
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The productive contribution made by the people is called labour. However, with
natural resources and labour alone, the society will not be able to satisfy the desires
of the people very well.

From earliest times, people have learned that they could satisfy their desires
better by taking some of the natural resources and converting them into a form that
will not meet desires today but which will allow greater production in the future.
Thus, wood and iron are used to make a hammer. The hammer is not desired by
anyone for its own sake but it allows people to build more of those things they do
desire.

HISTORY OF ECONOMIC THOUGHT / EVOLUTION
Economics is the discipline that concerns itself with economies from how

organizations produce goods and services, to how they consume them. It has
influenced world economics at many important junctions throughout history and is a
vital part of the everyday lives. The statements that guide the study of economics
have changed dramatically throughout history.

Adam Smith is widely credited for creating the field of economics; however, he
was inspired by French writers, who shared his hatred of mercantilism. In fact, the
first methodical study of how economies work was undertaken by these French
physiocrats. Smith took many of their ideas and expanded them into a thesis about
how economies should work, as opposed to how they do work.

Smith believed that competition was self-regulating and that governments
should take no part in business through tariffs, taxes or any other means, unless it
was to protect free-market competition. Many economic theories today are, at least in
part, a reaction to Smith's pivotal work in the field.
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Karl Marx and Thomas Malthus had decidedly poor reactions to Smith’s treatise.
Malthus predicted that growing populations would outstrip the food supply.

He was proven wrong, however, because he didn't foresee technological
innovations that would allow production to keep pace with a growing population.
Nonetheless, his work shifted the focus of economics to the scarcity of things, versus
the demand for them.

This increased focus on scarcity led Karl Marx to declare that the means of
production were the most important components in any economy. Marx took his ideas
further and became convinced that a class war was going to be initiated by the
inherent instabilities he saw in capitalism. However, Marx underestimated the
flexibility of capitalism. Instead of creating a clear owner and worker class, investing
created a mixed class where owners and workers hold the interests of both classes, in
balance. Despite his overly rigid theory, Marx did accurately predict one trend:
businesses grew larger and more powerful, in accordance to the degree of free-market
capitalism allowed.

Leon Walras, a French economist, gave economics a new language in his book
“Elements of Pure Economics.” Walras went to the roots of economic theory and made
models and theories that reflected what he found there. General equilibrium theory
came from his work, as well as the tendency to express economic concepts statistically
and mathematically, instead of just in prose. Alfred Marshall took the mathematical
modeling of economies to new heights, introducing many concepts that are still not
fully understood, such as economies of scale, marginal utility and the real-cost
paradigm.

It is nearly impossible to expose an economy to experimental rigor; therefore,
economics is on the edge of science. Through mathematical modeling, however, some
economic theory has been rendered testable.

John Maynard Keynes' mixed economy was a response to charges levied by
Marx, long ago, that capitalist societies aren't self-correcting. Marx saw this as a fatal
flaw, whereas Keynes saw this as a chance for government to justify its existence.
Keynesian economics is the code of action that the Federal Reserve follows, to keep
the economy running smoothly.

The economic policies of the last two decades all bear the marks of Milton
Friedman's work. As the U.S. economy matured, Friedman argued that the
government had to begin removing the redundant controls it had imposed upon the
market, such as antitrust legislation. Rather than growing bigger on the increasing
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gross domestic product (GDP), Friedman thought that governments should focus on
consuming less of an economy’s capital, so that more remained in the system. With
more capital in the system, it would be possible for the economy to operate without
any government interference.

Economic thought has diverged into two streams: theoretical and practical.
Theoretical economics uses the language of mathematics, statistics and computational
modeling to test pure concepts that, in turn, help economists understand the truths of
practical economics and shape them into governmental policy. The business cycle,
boom and bust cycles and anti-inflation measures, are outgrowths of economics;
understanding them helps the market and government adjust for these variables.

ORIGIN OF THE WORD “ECONOMICS”
The word “economics” is derived from a Greek word “okionomia”, which means

“household management” or “management of house affairs”, i.e., how people earn
income and resources and how they spend them on their necessities, comforts and
luxuries. With the passage of time, the word “okionomia” was used for an economy as
whole in the sense that how a nation takes steps to fulfill its desires and preferences
with the help of scarce means. That’s why economics was called political economy in
its early ages.

ECONOMIC AND NON-ECONOMIC ACTIVITIES
Economic activities are related to production, distribution, exchange and

consumption of goods and services. The primary aim of the economic activity is the
production of goods and services with a view to make them available to consumer.

“Human activities which are performed in exchange for money or money's worth
are called economic activities.”

In other words, economic activities are those efforts which are undertaken by
man to earn income, money, wealth for his life and to secure maximum satisfaction of
wants with limited and scarce means.

Example: A worker works in a factory and gets wages.

 A chef cooking for a restaurant, etc.

“Human activities which are not performed for money or money’s worth are
called non-economic activities.”
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Here, there is no monetary consideration in exchange for such activities. People
engage in non-economic activities for reasons of love, sympathy, religion, patriotism,
etc.

Example: A person goes to temple,

 A boy helps his friend in studies, etc.

DEFINITIONS
1. In 1776 A.D., Adam Smith published a book entitled “An Inquiry into the Nature

and Causes of Wealth of Nation”. In short, this book is also called “Wealth of
Nation”.

2. In 1890 A.D., Alfred Marshall published his book entitled, “Principles of
Economics”. By the definition of Marshall, “Economics is the study of mankind in
the ordinary business of life. It inquires how a man earns income and how he uses
it. Thus, it is on the one side the study of wealth and on the other, the most
important part is the study of mankind.”

3. According to Lionel Robbins, “Economics is the science which studied human
behaviour as a relationship between ends and scarce means which have
alternative uses”.

4. According to Paul A. Samuelson, “Economics is the study of how men and society
choose, with or without the use of money, to employ scarce productive resources
which could have alternative uses, to produce various commodities over time and
distribute them for consumption now and in the future amongst various people
and groups of society”.

ECONOMICS AS A SCIENCE OR AN ART
Science refers to a systematic study of certain behavior. To analyze that

behavior, scientists first collect data or facts, then systematically analyze and test to
understand the behavior or pattern of that data set.

Art is concerned with the application of a scientific theory. For example,
according to Robbins definition, individuals have to choose the best possible
alternative that depends on the past experince of the individuals. So, when we apply
a scientific theory, some partical problems may arise, and to tackle them by the
learned skills is an art.
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POSITIVE AND NORMATIVE SCIENCE

Positive Economics
Positive economics is a branch of economics that focuses on the description and

explanation of phenomena, as well as their casual relationships. It focuses primarily
on facts and cause-and-effect behavioral relationships, including developing and
testing economic theories. As a science, positive economics focuses on analyzing
economic behavior. It avoids economic value judgments. For example, positive
economic theory would describe how money supply growth impacts inflation, but it
does not provide any guidance on what policy should be followed. “The
unemployment rate in France is higher than that in the United States” is a positive
economic statement. It gives an overview of an economic situation without providing
any guidance for necessary actions to address the issue.

Normative Economics
Normative economics is a branch of economics that expresses value or normative

judgments about economic fairness. It focuses on what the outcome of the economy or
goals of public policy should be. Many normative judgments are conditional. They are
given up if facts or knowledge of facts change. In this instance, a change in values is
seen as being purely scientific. Welfare economist Amartya Sen explained that basic
(normative) judgments rely on knowledge of facts. An example of a normative
economic statement is “The price of milk should be $6 a gallon to give dairy farmers a
higher living standard and to save the family farm.” It is a normative statement
because it reflects value judgments. It states facts, but also explains what should be
done. Normative economics has subfields that provide further scientific study
including social choice theory, cooperative game theory and mechanism design.

DEDUCTIVE AND INDUCTIVE METHOD

Deductive Method of Economic Analysis
The deductive method is also named as analytical, abstract or prior method. The

deductive method consists in deriving conclusions from general truths, takes few
general principles and applies them, and draw conclusions.

For instance, if we accept the general proposition that man is entirely motivated
by self-interest, then in applying the deductive method of economic analysis, we
proceed from general to particular.

The classical and neo-classical school of economists notably, Ricardo, Senior,
Cairnes, J.S. Mill, Malthus, Marshall and Pigou, applied the deductive method in
their economic investigations.
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Inductive Method of Economic Analysis
Inductive method, which is also called empirical method, was adopted by the

“Historical School of Economists”. It involves the process of reasoning from particular
facts to general principle.

This method derives economic generalizations on the basis of: (i) Experimentations,
(ii) Observations and (iii) Statistical methods.

In this method, data is collected about a certain economic phenomenon. These
are systematically arranged and the general conclusions are drawn from them.

For example, we observe 200 persons in the market. We find that nearly 195
persons buy from the cheapest shops. Out of the 5 which remains, 4 persons buy
local products even at higher rate just to patronize their own products, while the fifth
is a fool. From this observation, we can easily draw conclusions that people like to
buy from a cheaper shop unless they are guided by patriotism or they are devoid of
common sense.

MEANING OF ECONOMICS
Economics refers to the social science that studies how individuals, governments,

firms and nations make choices on allocating scarce resources to satisfy their
unlimited wants.

Economics is the science that deals with the production, allocation and use of
goods and services. It is important to study how resources can best be distributed to
meet the needs of the greatest number of people.

Resources include the time and talent people have available, the land, buildings,
equipment and other tools on hand and the knowledge of how to combine them to
create useful products and services.

Important choices involve how much time to devote to work, to school and to
leisure, how many dollars to spend and how many to save, how to combine resources
to produce goods and services and how to vote and shape the level of taxes and the
role of government.

BASIC CONCEPT OF ECONOMICS
The basic concepts of economics are:

The basic concept or elements of economics are: wants, scale of preference, choice
and opportunity cost.
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1. Wants
Want may be defined as an insatiable desire or need by human beings to own

goods or services that give satisfaction. The basic needs of man include; food, housing
and clothing. Human needs are many. They include tangible goods like houses, cars,
chairs, television set, radio etc. while the others are in form of services, e.g. tailoring,
carpentry, medical etc. Human wants and needs are many and are usually described
as insatiable because the means of satisfying them are limited or scarce.

2. Scarcity
Scarcity is defined as the limited supply of resources which are used for the

satisfaction of unlimited wants. In other words, scarcity is the inability of human
beings to provide themselves with all the things they desire or want. These resources
are scarce relative to their demand. As a student you will need to buy school
materials, e.g. books worth Rs. 100 but you have only Rs. 50. It can be seen that the
money you have, which is your resources, will not be sufficient to buy all you need.
The available resources within the environment can never at any time be in
abundance to satisfy all human wants. Since wants are numerous and insatiable
relative to the available resources then human beings are choose the most important
ones and leave the less important ones. There would be no economic problem if
resources were not scarce hence economics is sometime defined as the study of
scarcity.

3. Scale of preference
It is defined as a list of unsatisfied wants arranged in the order of their relative

importance. In other words, it is list showing the order in which we want to satisfy
our wants arranged in order of priority. In the scale of preference, the most pressing
wants come first and the least pressing ones come last. It is after the first in the list
has been satisfied that there will be room for the satisfaction of the next. Choice
therefore arises because human wants are unlimited or numerous, while the
resources for satisfying them are limited or scarce.

4. Choice
Choice can be defined as a system of selecting or choosing one out of a number

of alternatives.

Human wants are many and we cannot satisfy all of them because of our limited
resources. We therefore decide which of the wants we can satisfy first. Choice arises
as a result of the resources used in satisfying these wants. Choice therefore arises as
a result of scarcity of resources. Since it is extremely difficult to produce everything
one wants, choice has to be made by accepting or taking up the most pressing wants
for satisfaction based on the available resources.
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5. Opportunity Cost
Opportunity cost is defined as an expression of cost in terms of forgone

alternatives. It is the satisfaction of one’s want at the expense of another want. It
refers to the wants that are left unsatisfied in order to satisfy another more pressing
need. Human wants are many, while the means of satisfying them are scarce or
limited. We are therefore faced with the problem where we have to choose one from a
whole set of human wants, to choose one means to forgo the other. A farmer who has
only Rs. 20 and wants to buy a cutlass and a hoe may discover that he cannot get
both materials for Rs. 20. He would therefore choose which one he has to buy with
the money he has. If he decides to buy a cutlass, it means he has decided to forgo
the hoe. The hoe is thus what he has sacrificed in order to own a cutlass. The hoe he
has sacrificed is the forgone alternative and this is what is referred to as opportunity
cost. Opportunity cost should not be confused with money cost. Money cost refers to
the total amount of money that is spent in order to acquire a set of goods and
services. For example, a customer who spent Rs. 20 to buy a pair of trousers has
dispensed with cash. The Rs. 20 spent is the money cost.

BRANCHES OF ECONOMICS
Economics is divided into two branches such as micro economics and macro

economics.

1. Microeconomics
Microeconomics is a branch of economics that studies the behavior of how the

individual, modern household and firms make decisions to allocate limited resources.
It applies to markets where goods or services are being bought and sold.
Microeconomics examines how these decisions and behaviours affect the supply and
demand for goods and services. This determines prices and how prices determine the
quantity supplied and quantity demanded of goods and services.

Microeconomics also deals with the effects of national economic policies on the
aforesaid aspects of the economy.  One of the goals of microeconomics is to analyze
market mechanisms that establish relative prices amongst goods and services and
allocation of limited resources amongst many alternative uses. Microeconomics
analyzes market failure, where markets fail to produce efficient results and describes
the theoretical conditions needed for perfect competition. Significant fields of study in
microeconomics include general equilibrium, markets under asymmetric information,
choice under uncertainty and economic applications of game theory. Also considered
is the elasticity of products within the market system. Microeconomics focuses on
supply and demand and other forces that determine the price levels seen in the
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economy. For example, microeconomics would look at how a specific company could
maximize its production and capacity so it could lower prices and better compete in its
industry.

This is in contrast to macroeconomics, which involves the sum total of economic
activity, dealing with the issues of growth, inflation and unemployment.

Supply and demand is an economic model of price determination in a market. It
concludes that in a competitive market, the unit price for a particular good will vary
until it settles at a point where the quantity demanded by consumers will equal the
quantity supplied by producers, resulting in an economic equilibrium of price and
quantity.

2. Macroeconomics
Macroeconomics is the field of economics that studies the behavior of the

economy as a whole and not just on specific companies, but entire industries and
economies. This looks at economy-wide phenomena, such as Gross National Product
and how it is affected by changes in unemployment, national income, rate of growth,
and price levels.

For example, macroeconomics would look at how an increase/decrease in net
exports would affect a nation's capital account or how GDP would be affected by
unemployment rate. While these two studies of economics appear to be different, they
are actually interdependent and complement one another since there are many
overlapping issues between the two fields. For example, increased inflation (macro
effect) would cause the price of raw materials to increase for companies and in turn
affect the end product's price charged to the public.

The bottom line is that microeconomics takes a bottoms-up approach to analyzing
the economy while macroeconomics takes a top-down approach. Regardless, both
micro- and macroeconomics provide fundamental tools for any finance professional
and should be studied together in order to fully understand how companies operate
and earn revenues and thus, how an entire economy is managed and sustained.

National output is the total value of everything a country produces in a given
time period. Everything that is produced and sold generates income. Therefore,
output and income are usually considered equivalent and the two terms are often
used interchangeably. Output can be measured as total income, or, it can be viewed
from the production side and measured as the total value of final goods and services
or the sum of all value added in the economy

The amount of unemployment in an economy is measured by the unemployment
rate, the percentage of workers without jobs in the labour force. The labour force
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only includes workers actively looking for jobs. People who are retired, pursuing
education, or discouraged from seeking work by a lack of job prospects are excluded
from the labour force. Unemployment can be generally broken down into several
types based related to different causes. Classical unemployment occurs when wages
are too high for employers to be willing to hire more workers.

Economists measure these changes in prices with price indexes. Inflation can
occur when an economy becomes overheated and grows too quickly. Similarly, a
declining economy can lead to deflation. Central bankers, who control a country's
money supply, try to avoid changes in price level by using monetary policy. Raising
interest rates or reducing the supply of money in an economy will reduce inflation.
Inflation can lead to increased uncertainty and other negative consequences.
Deflation can lower economic output. Central bankers try to stabilize prices to protect
economies from the negative consequences of price changes.

BUSINESS ECONOMICS
Business economics is that part of economics which are related to economic

activities and sole aim to growth in business. Every business is operated by some
resources and these are limited. Business economics tells the techniques about how to
utilize resources for maximum satisfaction.

Definitions

According to Spencer and Siegelman, “Business economics is the integration of
economic theory with business practise for the purpose of facilitating decision-
making and forward planning by management".

According to Mc Nair and Meriam, "Business economics deals with the use of
economic modes of thought to analyse business situation".

According to Lord Robins,”Economics is the science which studies human
behaviour as a relationship between ends and scarce means which have
alternative uses”.

NATURE OF BUSINESS ECONOMICS
The nature of business economics can be summarised as follows:

1. Demand Forecasting
Demand forecasting is an important topic studied in Business Economics. Every

business firm initiates and continues its production process on the basis of the
anticipation of more demand for its goods in the future. It makes research and
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conducts market survey with a view to know the tastes and fashions of the
consumers. It pools up the resources and starts production for meeting the future
demand. Business Economics analyses the demand behaviour and forecasts the
quantity demanded by the consumers.

2. Cost Analysis
Business Economics deals with the analysis of different costs incurred by the

business firms. Every firm desires to minimize its costs and increase its output by
securing several economies of scale. But it does not know in advance about the exact
costs involved in production process. Business Economics deals with the cost estimates
and acquaints the entrepreneurs with the cost analysis of their firm.

3. Profit Analysis
Every business firm aims to secure maximum profits. But at the same time it

faces uncertainty and risk in getting profits. It has to make innovations in production
and marketing of its goods. Business Economics deals with the matters relating to
profit analysis like profit techniques, policies and break-even analysis.

4. Capital Management
Capital management is another topic dealt in Business Economics. It denotes

planning and control of capital expenditure in business organisation. It studies
matters like cost of capital, rate of return, selection of best project etc.

5. Effective utilization of business resources
Business economics study is very helpful for effective utilization of business

resources. It determines every factors price on supply and demand of such factor so,
that the price becomes optimize by this supply and demand analysis.

6. Effective use of economic policies for business development
Business economics makes different economic policies under macro economics and

these policies utilize for business and trade development. For instance, we can take
monetary policies. In monetary policies, RBI has power to change CRR and other
interest rate for development of business.

CHARACTERISTICS OF BUSINESS ECONOMICS
The following characteristics of business economics will indicate its nature:

1. Business economics is a normative science
Managerial economics is a normative science. It is concerned with what

management should do under particular circumstances. It determines the goals of the
enterprise. Then it develops the ways to achieve these goals.
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2. Pragmatic
Managerial economics is pragmatic. It concentrates on making economic theory

more application oriented. It tries to solve the managerial problems in their day-today
functioning.

3. Prescriptive
Managerial economics is prescriptive rather than descriptive. It prescribes

solutions to various business problems.

4. Uses theory of firm
Business economics largely uses the body of economic concepts and principles

towards solving the business problems. Managerial economics is a special branch of
economics to bridge the gap between economic theory and managerial practice.

5. Management oriented
The main aim of business economics is to help the management in taking correct

decisions and preparing plans and policies for future. Managerial economics analyses
the problems and give solutions just as doctor tries to give relief to the patient.

7. Multi disciplinary
Managerial economics makes use of most modern tools of mathematics, statistics

and operation research. In decision making and planning principles include
accounting, finance, marketing, production and personnel etc.

8. Art and science
Managerial economics is both a science and an art. As a science, it establishes

relationship between cause and effect by collecting, classifying and analyzing the
facts on the basis of certain principles. It points out to the objectives and also shows
the way to attain the said objectives.

OBJECTIVES OF BUSINESS ECONOMICS
The various objectives of business economics are:

1. To integrate economic theory with business practice.

2. To apply economic concepts: and principles to solve business problems.

3. To employ the most modern instruments and tools to solve business problems.

4. To allocate the scarce resources in the optimal manner.

5. To make overall development of a firm.
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6. To help achieve other objectives of a firm like attaining industry leadership,
expansion of the market share etc.

7. To minimise risk and uncertainty

8. To help in demand and sales forecasting.

9. To help in operation of firm by helping in planning, organising, controlling etc.

10. To help in formulating business policies.

11. To help in profit maximisation.

SCOPE OF BUSINESS ECONOMICS
The scope of business economics is so wide that it covers almost the problems and

areas of the manager and the business firm. Business economics deals with demand
analysis, forecasting, production function, cost analysis, inventory management,
advertising, price system and resource allocations, capital budgeting etc.

1. Demand Analysis and Forecasting
When demand is estimated, the manager does not stop at the stage of assessing

the current demand but estimates future demand as well. This is known as demand
forecasting.

2. Productions Functions
It is a well known fact that means are limited and also capable of alternative

uses. Inputs play a crucial role in the economics of production. Factors of production
are otherwise known as inputs. So, factors of production may be combined in such a
way that there should be ideal combination of factors which yield maximum returns.
When prices of factors go up, a firm is forced to work out a combination of factors in
such way to get the least cost combination of factors, which will result in maximum
output at the least cost.

3. Inventor Management
An inventory refers to a stock of raw materials, which a firm keeps. Now, the

problem is how much of the inventory is the ideal stock. If it is high, capital is
unproductively tied up, which might be used for other production purposes. On the
other hand, if the level of the inventory is low, production will be affected.

3. Cost Analysis
Cost analysis is yet another function of managerial economics. Managerial

economics touches these aspects of cost analysis, such as the determination of cost,
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the methods of estimating cost, the relationship between cost and output, etc., and an
effecting knowledge and application of which is the corner stone for the success of a
firm.

4. Advertising
To produce a commodity is one thing; to market it is another. Yet, the message

about the product should reach the consumer before he thinks of buying it.
Therefore, advertising firm is an integral part of decision making and forward
planning.

5. Resource Allocations
Resources are not only limited but also capable of alternative used the aim to

achieve optimization, for the purpose, some advanced trends, such as liner
programming, etc., are used to arrive at the best course of action for a particular
period. Generally speaking, the main concern of the manager is to combine
productive resources in such a way to get the least – cost combination of factors or
optimum combination of factors.

6. Price System
The central functions of an enterprise are not only production but pricing as

well. While the cost of production has to be taken into account when pricing a
commodity, a complete knowledge of the price system is quite essential to the
determination of the price. Pricing is actually guided by considerations of cost plus
pricing and the policies of public enterprises. Finally there is such a thing as price –
leadership and non – price competition.

7. Capital Budgeting
If the manager wishes to arrive at meaningful decision, he must have a

thorough understanding of the capital budgeting. Capital is scarce and it has a price
so he has to utilize scarce capital in the best manner possible, so as to get the best
out of it. The manger must be capital or arriving at investment decisions under
conditions of uncertainty and also to affect a cost benefit analysis.

IMPORTANCE/SIGNIFICANCE OF BUSINESS ECONOMICS
Business Economics is a useful subject. In fact it is the most significant of all

social sciences. Its study is highly useful for analysing and understanding the
various economic problems. Its study brings utility to all sections of the people.
Business Economics became the intellectual religion of the day. Business Economics is
described as both light giving and fruit bearing science. It enriches our knowledge
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(light) and brings results (fruits). The theoretical and practical utility or significance
of Business Economics is explained from the following points:

I. Theoretical Significance
1. Understanding Economic Behaviour

The study of Business Economics helps us to understand the economic behaviour
of human beings.

2. Working of the Economic System
Business Economics explains the conditions which influence the progress of the

economy. It makes suggestions for overcoming the complicated problems faced by the
people and the government in various economic systems. Hence it has great
significance for understanding the working of the economic system.

3. Intellectual Value
The study of Business Economics sharpens the intellectual calibres of individuals.

It imparts certain qualities like rational behaviour, proper allocation of resources etc.

4. Economic Tools
Mrs. Joan Robinson described Economics as a box of economic tools. It provides a

good knowledge regarding the nature, causes and effects of various economic
phenomena.

5. Economic Growth
Business Economics suggests various ways and means for maintaining the

growth rates in the developed economies. It also analyses the factors obstructing the
economic growth of these countries.

6. Economic Development
Developing countries aim at achieving economic development within a short span

of time. Business Economics enables us to understand the nature and conditions
necessary for the successful organisation of business firm.

7. Performance of the Economy
Business Economics helps us to assess the performance of the economy. We can

judge the position, progress and future of an economy through several theories and
models of Business Economics.

8. Economic Planning
Economic planning is an important branch of economics. Economics provides a

good knowledge and information regarding the techniques of Economic Planning. It
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sharpens our mental abilities by clearly explaining the types, aims and objective of
economic plans.

9. Prediction Business
Economics serves as the best means for predicting the economic events. It helps

us to predict the consequence of various economic phenomena.

10. Ethical Value
Business Economics inculcate certain ethical norms like honesty, responsibility

and adjustability etc. It upholds the moral and cultural values of individuals. It
makes them honest and dignified citizens.

II. Practical Significance
1. Useful to the Finance Minister

The study of Business Economics is highly useful to the Finance Minister and
the personnel working in the finance department. It provides a good knowledge
about public revenue, public debt and public expenditure. It helps them in forming a
sound financial policy and result oriented budget.

2. Useful to the Minister for Planning
The study of Business Economics is also useful to the Minister for planning and

his personnel. It furnishes a good knowledge about the various types of plans,
mobilisation, plan implementation, capital output ratio and investment strategy etc.

3. Useful to the Bankers
Business Economics is also useful to the bankers. It enables them to understand

the nature, purpose and implications of different economic policies implemented by
the business firms.

4. Trade Union Leaders
Knowledge of Business Economics is also significant for the trade union leaders.

The study of Business Economics helps the trade union leaders to understand the
nature and causes of industrial disputes, wage problem etc.

5. Businessmen
Business Economics is also useful to the businessmen. Businessmen, with the

help of Business Economics, can study the fluctuations in business, prices, production
and employment. They can adopt a proper strategy for producing goods and services
according to the changes in demand.
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6. Statesmen
Statesmen will also get benefit by studying Business Economics. It enables them

to understand the nature and causes of economic problems. It helps them to solve the
economic problems like unemployment, inflation, scarcity of goods etc.

7. International Economic
Problems International Economics is an important branch of Economics. It deals

with matters like terms of trade, balance of payments, export and import regulations
etc. Its knowledge enables the international agencies to determine the foreign
exchange value of various national currencies. Thus, Business Economics has both
theoretical and practical significance. Its study is useful to all sections of the people.

ROLE OF BUSINESS ECONOMICS
The role of economics can be summarized as follows:

1. Demand analysis and forecasting

2. Cost and production analysis

3. Pricing decisions, policies and practices

4. Profit management

5. Capital management

1. Demand Analysis and Forecasting
A business firm is an economic organization, which transforms productive

resources into goods that are to be sold in a market. A major part of managerial
decision-making depends on accurate estimates of demand. This is because before
production schedules can be prepared and resources are employed, a forecast of
future sales is essential. This forecast can also guide the management in maintaining
or strengthening the market position and enlarging profits. The demand analysis
helps to identify the various factors influencing demand for a firm’s product and thus
provides guidelines to manipulate demand. Demand analysis and forecasting, thus, is
essential for business planning and occupies a strategic place in managerial
economics. It comprises of discovering the forces determining sales and their
measurement.
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2. Cost and Production Analysis
A study of economic costs, combined with the data drawn from the firm’s

accounting records, can yield significant cost estimates. These estimates are useful for
management decisions. The factors causing variations in costs must be recognized
and thereby should be used for taking management decisions. This facilitates the
management to arrive at cost estimates, which are significant for planning purposes.
An element of cost uncertainty exists in this because all the factors determining costs
are not always known or controllable. Therefore, it is essential to discover economic
costs and measure them for effective profit planning, cost control and sound pricing
practices. Production analysis is narrower in scope than cost analysis.

3. Pricing Decisions, Policies and Practices
Pricing is a very important area of managerial economics. In fact price is the

origin of the revenue of a firm. As such the success of a business firm largely
depends on the accuracy of price decisions of that firm.

4. Profit Management
Business firms are generally organized with the purpose of making profits. In

the long run, profits provide the chief measure of success. In this connection, an
important point worth considering is the element of uncertainty existing about
profits. This uncertainty occurs because of variations in costs and revenues. These
are caused by factors such as internal and external. If knowledge about the future
were perfect, profit analysis would have been a very easy task. However, in a world
of uncertainty, expectations are not always realized. Thus, profit planning and
measurement make up the difficult area of managerial economics.

5. Capital Management
Among the various types and classes of business problems, the most complex and

troublesome for the business manager are those relating to the firm’s capital
investments. Capital management implies planning and control and capital
expenditure. In this procedure, relatively large sums are involved and the problems
are so complex that their disposal not only requires considerable time and labor but
also top-level decisions.

ROLE OF A BUSINESS ECONOMISTS IN BUSINESS
A managerial economist helps the management by using his analytical skills and

highly developed techniques in solving complex issues of successful decision-making
and future advanced planning. The role of managerial economist can be summarized
as follows:
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1. He studies the economic patterns at macro-level and analysis its significance to the
specific firm he is working in.

2. He has to consistently examine the probabilities of transforming an ever-changing
economic environment into profitable business avenues.

3. He assists the business planning process of a firm.

4. He also carries cost-benefit analysis.

5. He assists the management in the decisions pertaining to internal functioning of a
firm such as changes in price, investment plan and type of goods.

6. He is also involved in advising the management on public relations, foreign
exchange, and trade. He guides the firm on the likely impact of changes in
monetary and fiscal policy on the firm’s functioning.

7. He also makes an economic analysis of the firms in competition. He has to collect
economic data and examine all crucial information about the environment in
which the firm operates.

8. The most significant role of a managerial economist is to conduct a detailed
research on industrial market.

9. In order to perform all these roles, a managerial economist has to conduct an
elaborate statistical analysis.

10. He must be vigilant and must have ability to cope up with the pressures.

ECONOMIC PRINCIPLES
The ten fundamental principles of economics:

1. People respond to incentives

2. People face trade offs

3. Rational people think within the margin

4. Free trade is perceived mutual benefit

5. The invisible hand allows for indirect trade

6. Coercion magnifies market inefficiency

7. Capital magnifies market efficiency

8. Supply and demand magnify resource efficiency

9. There’s no such thing as a free lunch

10. Desires are infinite; resources are finite
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1. People respond to incentives
This is an unavoidable concept found in human behaviour. It’s just how people

function. We respond to incentives. Incentives aren’t necessarily “selfish” in the
traditional sense, but they all appeal to our values whether conscious or
subconscious. Examples would be accepting a job to make money, donating to charity
to help the poor, going to church to learn about God anything where we essentially
do what we want. People respond to incentives.

2. People face tradeoffs
It’s impossible to get everything you want at the exact same time. It’s impossible

for me to sleep all day and work all day. It’s impossible for me to grill a steak at
home while also dine at Olive Garden. This means people face tradeoffs. We have to
trade one thing for another thing there’s no other option. This is why people often
barter with others. People are willing to trade 7 years of college work for the ability
to become a lawyer, lots of money for a house, and pretty much every other choice in
life. People face tradeoffs.

3. Rational people think within the margin
Thinking within the margins is trying to get the best result. In other words, if

you have the option of choosing a good car or a perfect car, the rational choice is the
perfect car. All things being equal, the better option is better. Thinking within the
margins essentially believes in net benefits focusing on the best thing possible.
Rational people think within the margins.

4. Free trade is perceived mutual benefit
When people trade in a free market, it’s because they are both responding to

peaceful incentives. For example, an employee trades time for money because they
want money. An employer trades money for labor because they want the labor. Both
sides are acting in a way that they think benefits them as much as peacefully
possible. This is true for all trades. People buy stuff because they’re reacting to
incentives. This is a critical concept, especially when we mix it with the above
principle of rational people thinking within the margin. People act in a way they
think benefits them.

5. The invisible hand allows for indirect trade
The invisible hand is the market force that does what no individual could do on

his own. For example, no single country on earth has all of the resources and
industry necessary for the creation of a single pencil. It takes a dozen companies and
several countries working together through trade to make that pencil. Not all of those
who contribute to the creation of the pencil will ever meet or even know of each other
that’s why it’s referred to as the miracle of the invisible hand. The market does more
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on its own than any individual can possibly do on his own because the invisible hand
allows for indirect trade.

6. Coercion magnifies market inefficiency
The invisible hand operates through the free market. That is, through people

acting in a way that benefits them. The people mining lead, for example, aren’t doing
it because they’re thinking about your ability to use a pencil. They don’t even know
where the lead they’re mining is going. They’re acting on the basis of the free market
and the free market’s invisible hand is taking care of the rest. Using coercion that is,
manipulating the incentives people respond to focuses on less production and more
exploitation. What this means is that instead of everyone focusing on how to
peacefully produce and trade for as much as possible, it changes the rules so that it’s
possible to just take or force others to give you what you want. This makes about as
much sense as a farmer eating his milk cow. The more coercion in a market, the less
efficient it is. For examples of this in action, just look at any socialized nation in the
history of mankind. Coercion magnifies market inefficiency.

7. Capital magnifies market efficiency
Capital is the magic behind the invisible hand. It allows people who have never

met to barter. Capitalism is essentially juiced up barter economy. A pig farmer is
trading pigs for stuff at Wal Mart he’s just using currency for the sake of making the
bartering more efficient. The existence of capital means that you can produce one
thing, earn money and trade that money for something else entirely without the
person you’re trading with needing to accept what you’re producing. Capital is an
ingenious method of allowing anyone to trade with anyone, as long as both are
productive people who produce more than they consume. Capital magnifies market
efficiency.

8. Supply and demand magnify resource efficiency
Market forces work so that if there’s a demand for something as well as a

potential supply of it, the market will try to unleash the supply to meet the demand.
This will eventually lead to market equilibrium where the demands are quenched as
much as possible by the market. This is honestly just an end conclusion of the very
first principle of economics people respond to incentives. Making money filling market
demands is an incentive that nearly everyone reacts to during their lives.

9. There’s no such thing as a free lunch
This is a simple concept. Nothing is free. All wealth must be earned. You can’t

use black magic economics to create something out of nothing. Every bit of wealth
has to be earned. Welfare gets the money from someone. Government spending takes
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money from somewhere. Even if one person benefits without paying for it, someone
else has to pay for it. There’s no such thing as a free lunch.

10. Desires are infinite
We don’t live in a magical world where stuff is created from nothing. Everything

that is produced is based on a complicated, long train of tradeoffs. The question isn’t
whether we can judge each trade off individually the question is how we determine
to make those tradeoffs. People who support socialized medicine often completely miss
this basic concept, and believe that capitalists just want the poor to die or stay sick.
This is absurd. There are only so many doctors and nurses the question is how to
take what we have and disburse it in a manner that doesn’t cause rationing and
inefficiency. That’s why socialized medicine always creates health slavery and
rationing. It’s not “free”, because nothing is free.

MICROECONOMICS
Microeconomics is a branch of economics that studies the behavior of how the

individual, modern household and firms make decisions to allocate limited resources.
It applies to markets where goods or services are being bought and sold.
Microeconomics examines how these decisions and behaviours affect the supply and
demand for goods and services.

Graph shows the demand and supply relationship

SCOPE OF MICROECONOMICS
Scope of Microeconomics can be summarized as follows:

1. Individual Behaviour Analysis: Micro economics studies behaviour of individual
consumer or producer in a particular situation.
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