


Economic Analysis for
Business Decisions
(MBA Semester Ist As Per June 2016 Syllabus of Savitribai Phule

Pune University)

Dr. Shriprakash Soni
Associate Professor and HOD, MBA,
Suryadatta Institute of Management,

Pune – 411 021.

Dr. Rachna Kale
Assistant Professor,

Suryadatta Institute of Management,
Pune – 411 021.

ISO 9001:2008 CERTIFIED



© Authors
No part of this publication may be reproduced, stored in a retrieval system, or transmitted in any form or
by any means, electronic, mechanical, photocopying, recording and/or otherwise without the prior
written permission of the publisher.

First Edition : 2017

Published by : Mrs. Meena Pandey for Himalaya Publishing House Pvt. Ltd.,
“Ramdoot”, Dr. Bhalerao Marg, Girgaon, Mumbai - 400 004.
Phone: 022-23860170, 23863863, Fax: 022-23877178
E-mail: himpub@vsnl.com; Website: www.himpub.com

Branch Offices :

New Delhi : “Pooja Apartments”, 4-B, Murari Lal Street, Ansari Road, Darya Ganj,
New Delhi - 110 002. Phone: 011-23270392, 23278631; Fax: 011-23256286

Nagpur : Kundanlal Chandak Industrial Estate, Ghat Road, Nagpur - 440 018.
Phone: 0712-2738731, 3296733; Telefax: 0712-2721216

Bengaluru : Plot No. 91-33, 2nd Main Road Seshadripuram, Behind Nataraja Theatre,
Bengaluru - 560020. Phone: 080-41138821, Mobile: 09379847017, 09379847005.

Hyderabad : No. 3-4-184, Lingampally, Besides Raghavendra Swamy Matham, Kachiguda,
Hyderabad - 500 027. Phone: 040-27560041, 27550139

Chennai : New No. 48/2, Old No. 28/2, Ground Floor, Sarangapani Street, T. Nagar,
Chennai - 600 012. Mobile: 09380460419

Pune : First Floor, “Laksha” Apartment, No. 527, Mehunpura, Shaniwarpeth
(Near Prabhat Theatre), Pune - 411 030.
Phone: 020-24496323,24496333; Mobile: 09370579333

Lucknow : House No. 731, Shekhupura Colony, Near B.D. Convent School, Aliganj,
Lucknow - 226 022. Phone: 0522-4012353; Mobile: 09307501549

Ahmedabad : 114, “SHAIL”, 1st Floor, Opp. Madhu Sudan House, C.G. Road, Navrang Pura,
Ahmedabad - 380 009. Phone: 079-26560126; Mobile: 09377088847

Ernakulam : 39/176 (New No. 60/251), 1st Floor, Karikkamuri Road, Ernakulam,
Kochi - 682011. Phone: 0484-2378012, 2378016; Mobile: 09387122121

Bhubaneswar : 5 Station Square, Bhubaneswar - 751 001 (Odisha).
Phone: 0674-2532129; Mobile: 09338746007

Kolkata : 108/4, Beliaghata Main Road, Near ID Hospital, Opp. SBI Bank,
Kolkata - 700 010. Phone: 033-32449649; Mobile: 07439040301

DTP by : Hansa Bhoir
Printed at : M/s. Aditya Offset Process (I) Pvt. Ltd., Hyderabad. On behalf of HPH.



Preface

It gives us an immense pleasure and privilege to present this book of “Economic Analysis
for Business Decisions” to the students of Business Management of Savitribai Phule Pune
University. It covers all the topics included in the Savitribai Phule University syllabus for the
given subject, right from traditional topics of Managerial Economics like the theory of firm to the
modern present issues of the firm in a globalized market. The text not only explains the topics
included in the syllabus but also highlights on its relevance to the student of Business
Management. Since the syllabus of this subject is very vast and dynamic, utmost care is taken to
keep the language very simple and lucid.

This book contains the topics of Managerial Economics, Macroeconomics, as well as
Micro-economics. Therefore, this book is useful and helpful to the PG as well as UG students
which have included the same subjects in their curriculum. This book is a sincere and serious
attempt on the part of the authors to provide the students with Multiple Choice Questions in
simple and lucid language. As there are 50 questions on each unit, if a student would learn all
these questions correctly, no doubt, his conceptual clarity would automatically develop.

Success can never be achieved single-handedly, so it is our duty to express gratitude towards
all those who provided their help and support. We express our special thanks to Prof. Dr. Sanjay
B. Chordiya, Founder President and Chairman of Suryadatta Group of Institutes and
Mrs. Sushma Chordiya – Vice President and Secretary of Suryadatta Group of Institutes for their
continuous motivation in writing the said book. In addition, we would like to express our sincere
thanks to the Publisher of Himalaya Publishing Pvt. Ltd., Mr. S.K. Srivastava, Mr. Abhijit Mane,
Mr. Rahul and Ms Lalita and Editorial Team for their willing cooperation and support. Our words
fall short to express our feelings towards our family members, colleagues and friends who
extended their wholehearted best wishes and encouraged us throughout.

Suggestions from Professors and Students are most welcome. They will be appreciated and
implemented in the next edition.

With best wishes.

Dr. Shriprakash Soni and Dr. Rachna Kale
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Chapter – 1

Basic Concepts of
Economics

Chapter Outline
 Introduction to Economics
 Basic Economic Problem
 Circular Flow of Economic Activity
 Nature of the Firm – Rationale, objective of maximizing firm value as present value of all

future profits, maximizing, satisficing, optimizing, principal agent problem
 Accounting Profit and Economic Profit, Role of profit in Market System
 Adam Smith and Invisible Hand

Learning Outcome
 To understand the concept of circular flow of economic activities
 To understand the role of profit in a free enterprise economy and differentiate between

economic profit and accounting profit
 To identify the various types of organizations based on ownership pattern
 To understand the various objectives of the firm
 To understand the concept of principal-agent problem in the context of an organization
 To understand the concept of invisible hand

INTRODUCTION

A Business Manager needs to be equipped with micro level vision of availability of resources viz.,
skilled labor, money at low interest rate and material at affordable prices and economics also involves
using resources in efficient manner. As his/her business or the company he/she is working for grows
and acquires national or international status he/she needs a national level and international level macro
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vision to manage widened business. He/She has also grown in status along with the company and has
to shoulder greater responsibility. Study of economics and acquisition of applied knowledge of
economics is indispensable part of managerial function. As business expands horizontally, manager
has to grow vertically gaining better, higher knowledge of international trade, logistics, international
development banking, international fiances, monetary/funding aspect of anything from waging a full
blown war to eradicating poverty and disease and expanding employment.

Economics always has a humanitarian face. It touches topics like fair wage to labor and equal
opportunity to women in matters of earning and spending. It deals with growing more food with lesser
and lesser land to fight hunger. It also handles problems of growth of Least Developed and the
Developing Countries. A wise academician turned politician will always insist that economics must be
integral to management education

Since the foundation of world’s first modern business school. The Wharton School of Business at
Pennsylvania University) economics has enjoyed a central role in business and management education.
Though Britain is the birth place of economics it now lags behind the USA by several decades in
integrating economics with business management studies. In India too the same situation prevail. We
lag behind our tiny neighbor Singapore in matter of teaching applied economics to business
management students.

WHAT IS ECONOMICS?
The word ‘Economics’ originates from the Greek word ‘Oikonomikos’ which can be divided into

two parts:
1. “Oikos” which means “Household” and
2. “Nomos” which means “Management”
Thus Economics means “Household Management”. It is the science which teaches you how to

effectively manage your resources. Management of resources in the house can be taken at the society
level also and this is what economics is. There are different ways in which economics can actually be
defined like it is the study of how people use resources, or it is the study of decision making.

Economics can be subdivided into two main branches, Microeconomics and Macroeconomics.

Microeconomics
Microeconomics (from Greek prefix mikro meaning “small”) is a branch of economics that

studies economic behavior of individual units of an economy (such as a person, household, firm, or
industry) and not of the aggregate economy (which is the domain of macroeconomics). Microeconomics
is primarily concerned with the factors that affect individual economic choices.

According to Prof. K.E. Boulding, “Microeconomics is the study of particular firm, particular
household, individual prices, wages, incomes, individual industries and particular commodities.”

Macroeconomics
Macroeconomics (from the Greek prefix makro meaning “large”) is a branch of economics that

studies how the aggregate economy behaves. Macroeconomics is concerned primarily with the



Basic Concepts of Economics 3

forecasting of national income, through the analysis of major economic factors that show predictable
patterns and trends, and of their influence on one another. These factors include level of
employment/unemployment, Gross National Product (GNP), balance of payments position, and prices
(deflation or inflation). Macroeconomics also covers role of fiscal and monetary policies, economic
growth, and determination of consumption and investment levels.

These two are important and distinct branches of economics but as a student of economics you
will learn through this course how the individual’s decision (Microeconomics) impacts production and
consumption levels of the aggregate economy (Macroeconomics).

BASIC ECONOMIC PROBLEM

America’s first Nobel Prize winner for economics, the late Paul Samuelson, gave the first clear
and simple explanation of the economic problem. The existence of scarcity creates the basic economic
problem faced by every society, rich or poor: how to make the best use of limited productive resources
to satisfy human needs and wants.

To solve this basic problem, every society must answer these three basic questions:

1. What goods and services will be produced?
Societies must determine the best combination of goods and services that are to be produced.
In what quantities and when is the first basic problem. For example, an economy must
decide whether they should produce consumption goods or defence goods, build and fix
bridges or buy textbooks for schools.

2. How will goods and services be produced?
A society must determine which factor of production will be used and what techniques of
production will be applied. For example, should we use computers or employ men? should
we use paper or plastic to make bags? Should machines be used to make clothing or should
workers make it by hand? Where should the power plant be located? Which pesticides and
fertilizer are best for growing grapes? There are millions of decisions that need to be made to
decide how to produce goods and services.

3. Who will consume the goods and services?
This is called the problem of distribution. Once the goods and services are produced, who
will get to consume them? Is the distribution of income and wealth fair and equitable is the
third basic question that needs to be answered. Will people consume them on a first-come,
first-served basis? Who will earn higher income a doctor or a teacher? Will society provide
anything to the poor and needy free of cost?

Several fundamental types of economic systems exist to answer the three questions of what, how,
and for whom to produce, they are traditional, command, market, and mixed economic system. Let us
first discuss each of these systems and then we will see how these questions will be tackled in each of
these systems.
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ECONOMIC SYSTEM

An economic system can be defined as the basic framework for the distribution and allocation of
goods and services in an economy. An economic system must define what to produce, how to produce
it and for whom to produced it.

The world’s economic systems fall into one of four main categories: traditional economy, market
economy, command economy and mixed economy.

1. Traditional Economy
Villages in Africa and South America, the tribes in India have a Traditional economic system.

Traditional economies still produce goods and services that are a direct result of beliefs, customs,
religions and traditions etc. There is no specialization and division of labour. These are most ancient
types of economic system which do not produce any surplus and follow a sustainable path of
development. Farming and related activities are carried out since they lack huge resources.

2. Command Economy
This type of economy is mostly found in communist countries like former Soviet Union. In terms

of economic development, command economic system is the next stage of traditional economic
system. This system is characterized by a dominant central government that controls a large part of the
economic system. Government makes all economic decisions and owns almost all the property. This
type of economy is also called as Planned economic system where all the planning is done by the
government.

3. Market Economy
Market Economy also called as Capitalist Economy. Here all the means of production are owned

and managed by private individuals and institutions. The entire system is regulated by the law of
demand and supply. This system relies on free market system and does not allow any kind of
government interference and involvement in the working of the economy. This a theoretical concept
since any government cannot leave the economy on its own time and then it has to pass laws to control
monopoly and regulate fair trade.

4. Mixed Economic System
A mixed economic system is also called Dual Economy. It basically refers to a combination of

Market and Command economic system. Both private as well as public enterprises play critical roles.
Most economies in the modern world including India have adopted a mixed economic system wherein
majority of the industries are owned by private enterprises but certain industries like public utilities,
defence are regulated by the government.

In short, a traditional economic system concentrates only on goods and services that are directly
connected to its customs and beliefs. A command system is characterized by a dominant central power.
A market system relies on free market and does not allow any government interference. Finally, a
mixed economic system is a mixture of a market and a command economic system.
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Because of the problem of scarcity, every country needs to determine how to use its productive
resources.

An economic system must solve three basic questions of the economy and the way these
problems are solved depends on the type of economic system. Let us discuss each of these in detail.

Traditional Economy
(a) What to Produce?: Is based on the customs and beliefs. People follow their ancestors and

produce the same types of goods and services.
(b) How to Produce?: Is again based on customs and beliefs, people follow the same

methodology followed by ancestors.
(c) For whom are goods produced: Everything that is produced is for the people in the villages.

Command Economy
(a) What to Produce?: Is based on the discretion of the government.
(b) How to Produce?: Is again decided by the government since government owns and operates

all the enterprises in the economy.
(c) For whom are goods produced: Everything is produced for the people in the economy and

it is distributed equally among the population by the government only.

Market Economy
(a) What to Produce?: Is based on the conditions of the demand and supply. Therefore it is the

individuals and private firms who make these decisions.
(b) How to Produce?: Firms produce the products that fetch highest profits by the techniques of

production which are least costly.
(c) For whom are goods produced: Here consumption is determined by consumers discretion

and the incomes they have.

Mixed Economy
(a) What to Produce?: Here private firms decide what to produce.
(b) How to Produce?: Firms decide how to produce but they are under the regulation of the

government.
(c) For whom are goods produced: It is for the consumers, either private or the government.

CIRCULAR FLOW OF ECONOMIC ACTIVITY

Circular flow of economic activity is a significant macroeconomic concept. The growth rate of an
economy is highly determined by the circular flow of economic activities. In the simplest form the
higher the intensity of the flow of economic activities higher would be the growth of the economy.
Since the higher economic activities trigger the level of demand, investments, employment
opportunities, income and expenditure in a circular manner.

The theory of Circular Flow of Economic Activity was first developed by Richard Cantillon and
later on, refinements were made by John Maynard Keynes. It is based on the idea that goods and
services flow against money in a circular manner in the economy indefinitely.
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An economy is basically an integrated geographical area within which the activities of production,
consumption, exchange and distribution of income takes place. In carrying out these activities, various
transactions takes place in the economy. Each transaction has two sides, on one side there is a buyer
and on another side there is a seller and all the transactions generates two kinds of flow:

1. Product or real flow which means flow of goods and services
2. Money flow
And there are two types of market in every economy:
1. Market for goods and services
2. Market for factors of production.

To present the flows of income and expenditure, the economy is divided into four sectors:
(a) Household sector
(b) Business sector or the firms
(c) Government sector and
(d) Foreign sector.

These four sectors are combined to make the following three models of circular flows of income
and expenditure:

1. Two-sector model including the household and business sector;
2. Three-sector model including the household, business and government sectors; and
3. Four-sector model including the household, business, government and the foreign sectors.

Two-sector Model
The Two-sector model consists of only households and firm sectors. The economy is closed one

having no international trade relations. Though two sector model is not very realistic but it works in
the following manner:

 Firms hires factors of production owned by the household sector and make factor payments
such as rent, wages, interest and profits.

 The household sector (or the households) is the sole buyer of goods and services. It spends
its entire income on the goods and services produced by the business sector.

 They are also suppliers of factors of production like land, labour, capital and entrepreneur.
 The business sector sells the entire output to households. It does not store. There are,

therefore, no inventories.
 There are no savings and investment in the economy.
 The household sector receives income by selling or renting the factors of production owned

by it.
 Government does not carry out any productive activity.

Explanation of Circular Flow of National Income
In a two sector economy, on one hand there are business firms which produce goods and services.

And on the other side there is household sector which supplies their factor services to the firms and
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also buy goods and services produced by them. The households supply the economic resources to the
firms and receive payments in terms of money. There is, thus, a flow of money corresponding to the
flow of economic resources. These money incomes are spent by households on goods and services
produced by the firms. With this the money comes back to the firms. This circular flow of income in
fact is the mutual dependence of the two sectors of modern economy.

Diagram of Circular Flow of Income
The circular flow of income in a two sector economy is explained with the help of Fig. shown in

below.

Fig. 1.1

Three Sector Model
The Three Sector model highlights the role of the Government sector in the economy in addition

to the household and the business sector. It was basically J.M. Keynes who had postulated the role of
Government in the economy. Since this model includes Government sector in the circular flow it is
considered to be more realistic than the two sector model. Here also the economy is closed with no
imports and exports. Apart from the income and expenditure of the households and business firms,
government expenditures and income is also considered in this model.

Firstly, if we consider the flow of income and expenditure between household sector and the
government, household sector pays income tax and commodity tax to the government. On the other
hand, the government also makes transfer payments to the household sector in the form of various
benefits and services like pension funds, relief, sickness benefits, health, education, and other services.

The flow of income and expenditure between business sector and the government is also same.
Business firms pay taxes to the government, the government, on the other hand, provides subsidies,
makes transfer payments, and pays for the goods and services it purchases from the business sector.

Diagram of Circular Flow of Income
The circular flow of income in a three sector economy is explained with the help of Fig. shown in

below.

HouseholdFirms
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Business
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Capital
Market

Savings Household
Sector
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Government
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Fig. 1.2

As compared to the two sectors economic model, the intensity of flows between households and
firms is less since a part of their income goes to the government sector.

Leakages and Injections in Three Sector Economy
Taxes are the withdrawals (leakages) from the income flows because they reduce private

disposable income which in turn reduces consumption expenditure and savings. On the other hand,
investment expenditure by government and firms is an injection to income flow. The transfer
payments by the government (e.g., old age pensions, subsidies, unemployment allowances, etc.) are
injections to the circular flow. They cause an increase in household income which increases the
consumption expenditure of households in consumer goods.

Four-sector Model
In this section, we discuss the circular flows of income and expenditure in four sector model.

Circular flow of income in a four-sector economy consists of households, firms, government and
foreign sector.

The foreign sector consists of two kinds of international transactions:
1. Foreign trade, which means exports and imports of goods and services.
2. Inflow and outflow of capital.

As discussed earlier, here there are four sectors and each sector has dual roles to play.

Household Sector

Receipts
The household sector receives factor income in the form of rent, wages, interest, and profit from

the business sector. It also receives transfer payments from the government sector.
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Payments
The income of the household sector flows into the business sector, government sector and capital

markets in the form of consumption expenditure, taxes and savings respectively.

Business Sector

Receipts
Firms receipts consists of income from the sale of goods and services, income from exports,

subsidies from government sector, and borrowings from the capital market.

Payments
Business sector make payments in the form of factor payments to the household, taxes to the

government, savings in the financial markets and payments made for imports.

Government Sector

Receipts
The major source of income for the government sector include the taxes paid by household and

business sector. In addition to this, it also receives interests and dividends for the investments made.

Payments
The government sectors make payments to different sectors in the form of transfer payments,

subsidies, grants, etc. It pays to the business sector in return for the goods purchased, makes transfer
payments like pension funds, scholarships, etc., to the household sector.

Foreign Sector

Receipts
The foreign sector receives income from the business sector in return for the goods and services

imported by the latter.

Payments
Foreign sectors need to make payment to the business sector from where imports have been made.

In addition to this there is financial market, household, business, and government sectors deposit
their excess of income to the capital markets as savings. These savings are borrowed by the business
sector or government sector for making investments in different projects.

In a four sector economy, when the domestic business firms export goods and services to the
foreign markets, injections are made into the circular flow model. On the other hand, when the
domestic households, firms or the government imports something from the foreign sector, leakage
occurs in the circular flow model.

The circular flow of income in a four sector economy is shown in the following Fig.
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NATURE AND FUNCTIONS OF PROFIT

In this section, we will examine the nature and functions of profit and distinguish between
economic profit and business profit.

Profit is the prime motive of any business. It is the reward received by the entrepreneur for
rendering his services in the production process. It is in fact the barometer of the health and the
success of the business. It has several meanings in economics. In the simplest form, Profit is incurred
whenever the expenditure of the firm is lesser than the revenue.

Profit Identity is

Profit = TR – TC

Where,

TR = Total Revenue

TC = Total Cost

When the expenses are higher than the revenue it is called as LOSS.

Functions of Profit
Profit serves a variety of crucial functions like:
1. Profit is crucial for the existence of the business: Profit is the basic criteria for the growth

and the existence of the business. If the entrepreneur is not incurring profit in any business
for long it will not be able to remain in the business.
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2. Profit is the barometer of success: Profit is the barometer that keeps an eye on the
competence of the firm. Higher the profits higher is the efficiency of the firm and lower
profits means lower efficiency.

3. High profits attract new firms in the industry: Profit is the remuneration paid to the
entrepreneur for undertaking the business. If the rate of profits are higher more and more
firms are attracted towards the industry.

4. Profits is crucial for expansion: A part of the profit is always invested again into the
business for expansion and diversification thereby increasing the volume of business.

5. Employment generation in the economy: With the expansion of the business more and
more resources would be put to use and thereby more employment opportunities would be
generated in the economy.

6. Research and development: With higher profits good amount can be allocated for research
and development which is very important for enhancing the productivity in any business.

7. Tax revenue: Government imposes taxes on business units and with higher revenues they
have to pay higher taxes to the government also. Thus this leads to good source of income to
the government which is utilized further for development of the economy.

Theories of Profit
Profits rates are usually changing from one firm to another in each industry and differ between

different industries also. Various theories have been put forward to explain these differences and
explain how do business earn profits.

The following theories are discussed briefly:
1. Risk and Uncertainty Bearing Theory of Profit: This theory was propounded by F.B.

Hawley who believed that entrepreneur earns profit for undertaking risk. In the dynamic
economy risk may arise in business due to various factors like change in demand,
introduction of substitutes by the competitors, risk due to natural calamities. This is
functional theory of profit.

2. Managerial Efficiency Theory of Profits: This theory is also called as compensatory
theory of profits. It rests on the observation that some firms are more efficient than others in
terms of management of productive operations. Firms with higher managerial skills and
production efficiency earn above normal profits and firms with average level of efficiency
earns average rate of returns, i.e., normal profits.

3. Monopoly Theory of Profit: Joan Robinson and E.H. Chamberlain put forward this theory.
According to this theory the monopoly power enjoyed by some firms fetch super normal
profits. Firms with monopoly power can restrict output and charge higher prices. Since there
are barriers to the entry of new firms in the monopoly market they continue to earn good
profits even in the long run.

4. Dynamic Theory of Profit: J.B. Clark propounded this theory. According to this theory
Profit arises only in a dynamic economy. An economy is said to be dynamic when there is a
change in the population growth or a change in the method of production or a change in the
consumers wants, etc. In a dynamic society, an entrepreneur is always confronted with
continuous unpredictable changes in demand for his product. In a dynamic economy, if an
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entrepreneur produces a new thing and creates demand for his products, then he is likely to
obtain big profits.

5. Innovation Theory of Profits: Joseph Schumpeter propounded this theory. It postulates that
profit is the reward for Innovation. Innovation can be of two types: (a) Innovation that
reduce the cost of production like introduction of a new machinery, exploitation of cheap
and new sources of raw materials etc. (b) Innovation which increases the demand of the
product like finding a new market for the product, adopting new techniques of advertisement
etc. Firms continue to enjoy abnormal profit as long as the innovation is not adopted by other
firms once it becomes common it ceases to exist.

All the theories explained above do have some drawback but partially they are true. Of all the
theories Innovation Theory of Profit is the most important and the relevant one. Xerox earned huge
profits for its innovation till the time Fujitsu entered the market.

ECONOMIC PROFIT AND ACCOUNTING PROFIT

Difference between Accounting Profit and Economic Profit is a very important concept in
economics. Since what profit means to a business man is very much different from what it means to an
economist. Let us understand the difference between the two.

Accounting Profit
Generally, profit of a firm is defined as: “The surplus of total revenue over its total costs”.

Again, here the word cost carries different meanings with economists and accountants. In
accounting:

The term Profit equals total revenue – explicit costs or accounting costs.

This is the profit used by accountants to determine a firm's taxable income. Explicit costs are the
actual cash payments or out of pocket expenditures of the firm for purchasing inputs in the resource
markets. Examples of this are the rent paid on land and plant and equipment, wages to labor, interest
on capital, cost of raw material, transport charges etc., etc. When all these explicit costs are subtracted
from the firm's total revenue, we get accounting profit.

Formula for Accounting Profit
Accounting Profit = Total Revenue – Explicit Costs

Example of Accounting Profit:

Accounting profit is explained by taking a simple example. Let us suppose, the total revenue of a
firm from the sale of goods in 2017 is ` 1,00,000. Its costs for the purchase of raw material, payment
of wages and other utilities are ` 25,000 and ` 10,000 respectively. Here, cost of raw material and
wages to labour and other utilities is the explicit cost.

Total sales revenue – ` 1,00,000

Cost of raw material = ` 25,000

Wages to labor and other utilities = ` 10,000.
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Then,

Accounting profit = ` 1,00,000 – (` 25,000 + ` 10,000) = ` 65,000.

(Total Revenue – Explicit Cost)

This is called the Gross Accounting Profit of the firm and when depreciation charges of capital
equipment used by the firm and the amount of money paid to the government as taxes is deducted
from gross profit or accounting profit, we get net profit of accountants.

Economic Profit
Economic profit is different from accounting profit. Accounting profit ignores the opportunity

cost of the firm’s own resources used in the production of goods. Whereas economists include these
costs, named as implicit costs while determining the total cost of production.

“If a firm’s total revenue exceeds all its economic costs both explicit and implicit, the residual
which goes to the entrepreneur is called an economic or pure profit”.

Thus, economic profit equals total revenue less all costs both explicit and implicit.

A firm’s Implicit costs are the opportunity costs of using its self owned, self employed resources.
Implicit cost include use of firm's own building, use of its own capital, and the business owners time
given for the production of goods. While determining the total costs, the money payments which these
self employed resources could have earned in their best alternative uses should be worked at and
added in cost. The implicit costs are in a way opportunity costs. Economic profit takes into account the
opportunity costs of all resources used in production. Implicit costs also include normal profit earned
by a firm.

Normal profit is the minimum amount required to keep an entrepreneur engaged in the present
line of production.

Formula For Economic Profit:
Economic Profit = Total revenue – (Explicit Cost + Implicit Cost)

Example of Economic Profit:

Suppose a person uses, his own resources, land, capital, his own time in the production of goods.
The opportunity costs of these resources is included below in finding out economic profit of the firm.

Accounting Profit = ` 65,000

Entrepreneur’s own forgone salary = ` 40,000
Foregone interest on capital = ` 1,000

Foregone rent = ` 2,000

Economic Profit = ` 22,000

Thus, in simple words the basic difference between economic profit and accounting profit is that
economic profit accounts for the opportunity cost of producing a good or service whereas accounting
profit does not. Economic profit gives the true profitability of the firm.
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THE THEORY OF THE FIRM

Theory of the firm is the central theme of managerial economics. In this section, we will examine
the objectives and functions of the firm.

Meaning Firm
A Firm is an organization that brings together various types of factors of production in different

combinations for the production of goods and services which can be sold.

There are millions of firms in India. We categorise them mainly on the basis of the nature of
ownership of the firm. The various type of business organisations are as follows:

1. Sole Proprietorship Firm: It is a one-man organisation where a single individual owns,
manages and controls the whole business. The liability of the owner is unlimited. A Sole
Proprietorship business is suitable where the market is limited, localized and where customers give
importance to personal attention and production of goods involve manual skills, e.g., handicrafts,
filigree works, jewellery-making, tailoring, haircutting. The key features are:

 Ownership by a one single individual who has a legal title to the assets and properties of the
business.

 The entire capital of the business is provided by the owner. He may raise more funds from
outside through borrowings

 The proprietor and the business enterprise are one and the same in the eyes of the law.

2. Partnership Firm: A partnership is defined as a relation between two or more persons who
have agreed to share the profits of a business carried on by them or any of them acting for all. The
owners of a partnership business are individually known as partners and collectively as a firm. The
key features of a Partnership Firm are:

 A minimum of two persons are required to start a partnership business. The maximum
number of partners is 20.

 The relation between the partners of a partnership firm is created by contract which may be
verbal, written or implied and it is known as the “Partnership Deed”.

 The partners can share profits in any ratio as agreed.
 The law does not recognise the firm as a separate entity distinct from the partners

3. Private Limited Company: A private company is a company which has the following
ingredients; The Shareholders’ right to transfer shares is restricted. The number of shareholders is
limited to fifty. An invitation to the public to subscribe to any shares or debentures is prohibited.

4. Public Limited Company: A Public Limited Company is a company limited by shares in
which there is no restriction on the maximum number of shareholders, transfer of shares and
acceptance of public deposits. The liability of each shareholder is limited to the extent of the unpaid
amount of the face value of the shares and the premium thereon, in respect of the shares held by him.
However, the liability of a Director/Manager of such a company can, at times, be unlimited. The
minimum number of shareholders is 7.
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5. Limited Liability Partnership: The government has passed the LLP Act, 2008 in January,
2009. This Act proposes LLP as a new corporate form of business to provide an alternative to the
traditional partnership business, with unlimited personal liability on the one hand, and the statute-
based governance structure of the limited liability company, on the other, so that businesses can
organise themselves and operate in a flexible, innovative and efficient manner.

Objectives of the Firm
The goals of the firm are varied. Economists have put forth a number of approaches relating to

economic decisions of management. These can be classified into two broad groups: the Optimising
and Non-optimising models.

A. The Optimising (or Maximising) Models include
1. Profit-maximising theory, popularly known as The Theory of the Firm.
2. Managerial Theories of the Firm, like:

(a) Baumol’s Sales Revenue Maximisation Model.
(b) Managerial Utility Models consisting of:

(i) Berle-Means-Galbraith model of “Corporate Power Structure” and
(ii) O. Williamsons model of ‘Managerial Discretion’.

3. Growth Maximisation Models consisting of:
(a) Marris Model of ‘Managerial Enterprise’
(b) Penrose theory of the firm

B. The Non-optimising (or Satisficing) Models Include
1. Simon’s Model of Satisficing Behaviour and
2. Cyert and March’s Behavioural Theory of the Firm

A. The Optimising (or Maximising) Models

1. Profit Maximising Theory
Profit Maximization is assumed to be the basic objective of the Firm. In profit maximization

theory marginal differentiation is used as the method for measuring the point where this maximum
level of profits is attained.

Profits are maximised when the following conditions are met:

Necessary Condition: MR = MC

Firms, or owners of firms, would set the Marginal Cost (MC) of production, i.e., the cost of the
last unit of production, to equal the Marginal Revenue (MR), i.e., the revenue received from selling
that last unit of production.

Sufficient Condition: The slope of the marginal cost curve should be greater than the slope of
the marginal revenue curve at the point where they intersect. In other words, the MC curve should cut
the MR curve from below.
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Thus, profits play a very crucial role in the production decision taken by the firm.

2. Managerial Theories of the Firm
According to traditional theories, the firm is controlled by its owners and thus, wishes to

maximise short run profits. The more contemporary managerial theories of the firm examine the
possibility that the firm is controlled not by its owners, but by its managers, and therefore, does not
aim to maximise profits. Although, profit plays an important role in these theories as well, it is no
longer seen as the sole or dominating goal of the firm. The other possible aims might be sales revenue
maximisation or growth.

(a) Baumol’s Sales Revenue Maximising Model
Sales maximization model is an alternative model for profit maximization. This model is

developed by Prof. Boumol, an American economist. This alternative goal has assumed greater
significance in the context of the growth of Oligopolistic firms.

In the words of Baumoul, “The sales maximisation goal says that managers of firms seek to
maximise their sales revenue subject to the constraint of earning a satisfactory profits.”

Rationalization of Baumol’s Sales Revenue Maximization Model:
 There is evidence that salaries and other earnings of top managers are correlated more

closely with sales of the firm than with profits.
 The banks and other financial institutions keep a close eye on the sales of firms and are more

willing to finance firms with large and growing sales.
 Personnel problems are handled more satisfactorily when sales are growing. The employees

at all levels can be given higher earnings and better terms of work in general.
 Large sales, growing over time, give prestige to the managers, while large profits go into the

pockets of shareholders.
 Managers, prefer a steady performance with satisfactory profits to spectacular profit

maximization projects. If they realize maximum high profits in one period, they might find
themselves in trouble in other periods when profits are less than maximum.

 Large growing sales strengthen the power to adopt competitive tactics, while a low or
declining share of the market weakens the competitive position of the firm and its bargaining
power vis-a-vis rivals.

Types of Baumol’s Sales Revenue Maximization Models.

Baumol developed two basic models:
 Static model and
 Dynamic model

The static models of Baumol consider a single period when, firm tries to maximise sales revenue
subject to profit constraint.

In dynamic model Baumol explains how changes in business environment, advertisement by
competitors affect the sales revenue of the given firm. According to Baumol in an oligopoly market
firms can increase sales by resorting to heavy and aggressive advertisement.
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(b) Managerial Utility Models
There are two versions of these cases where managers play a major role in the working of the

organisations.
(i) Berle-Means-Galbraith Model of “Corporate Power Structure”

In their book “The Modern Corporation and Private Property” in 1932, Berle and Means
suggested for the first time the important implications of the separation of ownership and management
in a modern corporation. According to them, owners are interested in maximising profits and the
managers have their own desires, needs and motivations. They asserted that corporate managers are
free to pursue their own goals.

In recent times, J. Galbraith had provided several variations of the Berle-Means approach.
Galbraith has noted the change in the power structure in a modern corporation. Fig. given below
illustrates the traditional viewpoint with shareholders holding the ultimate power and passing their
decisions downwards in a chain of command — i.e., through the board of directors, management and
eventually down to technicians and workers.

Top-level Management

(Board of Directors)

Middle-level Management

(Line Managers, etc.)

Lower-level Management

(Supervisory staff)

Workers

Owners/Shareholders

Fig. 1.4: Corporate Power Structure

We illustrate this is the Fig. shown below, the alternative suggested by Galbraith for the modern
corporation. Modern power structure consists of a series of concentric rings. Management is at the
centre, controlling the firm and each ring outwards is successively less identified with the objectives of
managers. Scientists and technicians are closest to managers, followed by white collar workers, blue-
collar workers and finally shareholders.
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Shareholder

Blue-collar
Worker

White-collar
Worker

Technician
and

Scientist

Management

Fig. 1.5

Although this view has been accepted by many modern economists, the trend towards this type of
change in power is not universal.
(ii) Model of Managerial Discretion

The managerial theory of the firm developed by Oliver. E. Williamson is known as “Managerial
Discretion Theory.”

This theory is based on the assumption that in modern large firms, shareholders and managers are
two different groups.

The owners and the shareholders want maximum returns for their investments. The managers are
interested in high salaries for themselves and their staff. Therefore, according to Williamson once the
firms achieve a given level of profit than managers have the discretion to decide what they want to do
for themselves and the staff.

Thus, Managerial Utility function as given by Williamson is as follows:

U = f(S, M, ID)

Here,

U = Managerial utility

S = Additional expenditure on staff

M = Managerial emoluments

ID = Discretionary investments
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Managerial utility function maximises the utility of the managers rather than profits of the firm.
The manager is expected to follow policies which maximise the following components of his utility
function:

 Expansion of Staff: The manager will like to increase the quality and number of staff
reporting to him. This will lead to an increase in the salary of the staff. More staff are valued
because they lead to the manager getting more salary, more prestige and more security.

 Increase in Managerial Emoluments: Managerial Utility also depends on managerial
emoluments. It includes facilities like entertainment allowance, luxurious office, staff car,
company phone, etc. Expenditure of this nature reflects to a large extent the prestige, power
and status of the manager.

 Discretionary Power of Investment: Managerial utility also depends on the discretion of
the manager to undertake investment beyond those required for normal operations. The
manager is in a position to invest in advanced technology and modem plants. Such
investments may or may not be economically efficient. These investments may be
undertaken for the self-satisfaction of the manager.

Thus, Williamson’s model suggests that a firm led by utility-maximising managers spends more
on staff expenditures and exhibits more organisational slack than a profit-maximising firm.

3. Growth Maximisation Model
Growth of the firm is the cornerstone of corporate strategy. Rate of growth and potential of

growth are generally used as yardsticks to measure corporate success.

(a) Marris Model of Managerial Enterprise
Marris Model of ‘Managerial Enterprise’ is the improved version of Baumol’s theory. According

to Marris the ownership and control of the firm is in the hands of the owners and managers.

The Utility functions of managers (UM) is,

UM = f(salaries, power, status, job security)

And

Utility function of Owners (UO) is,

UO = f(profits, market share, output, capital, public esteem)

Both managers and owners seek to maximise their utility. The given utility function show the
goals of the managers and the owners. Though apparently the goal seems to be different but most of
the variables appearing in both functions are strongly correlated with a single variable, the size of the
firm.

Therefore, managers would be mainly concerned about the size of the firm. Marris develops a
balanced growth model.

According to Marris for maximising balanced growth of the firm (G), which is dependent on the
growth rate of demand for the firm’s products (GD) and growth rate of capital supply to the firm (GC).
Hence, growth rate of the firm is balanced when the demand for its product and the capital supply to
the firm grow at the same rate.
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Marris further said that firms face two constraints in the objective of maximisation of balanced
growth, which are explained below:

1. Managerial Constraint: Among managerial constraints, Marris stressed on the importance of
the role of human resource in achieving organisational objectives. According to him, skills, expertise,
efficiency and sincerity of team managers are vital to the growth of the firm. Non availability of
managerial skill sets in required size creates constraints for growth: organisations on their high levels
of growth may face constraint of skill ceiling among the existing employees. New recruitments may be
used to increase the size of the managerial pool with desired skills; however new recruits lack
experience to make quick decisions, which may pose as another constraint.

2. Financial Constraint: This relates to the prudence needed in managing financial resources.
Marris suggested that a prudent financial policy will be based on at least three financial ratios, which
in turn set the limit for the growth of the firm. In order to prove their discretion managers will
normally create a trade off and prefer a moderate debt equity ratio (r1), moderate liquidity ratio (r2) and
moderate retained profit ratio (r3):

 Debt equity ratio (r1): This is the ratio between borrowed capital and owner’s capital. High
value of debt equity ratio may cause insolvency; hence, a low value of this ratio is usually
preferred by managers to avoid insolvency. However, a low value of r, may create a
constraint to the growth of the firm in terms of dependence on high cost capital, i.e., equity.

Debt Equity Ratio = Borrowed Capital/Owners Capital
 Liquidity ratio (r2): This is the ratio between current assets and current liabilities and is an

indicator of coverage provided by current assets to current liabilities. According to Marris, a
manager would try to operate in a region where there is sufficient liquidity and safety and
hence would prefer a high liquidity ratio. But a high r2 would imply low yielding assets,
since liquid assets either do not earn at all (like cash and inventory), or earn low returns (like
short-term securities).

Liquidity Ratio = Current Assets/Current Liabilities
 Retention ratio (r3): This is the ratio between retained profits and total profits. In other

words, it is the inverse of dividend payout ratio, i.e., the retained profits are that portion of
net profit which is not distributed among shareholders. A high retention ratio is good for
growth, as retained profits provide internal source of funds. However, a higher r3 would
imply greater volume of retained profits, which may antagonise the shareholders. Hence,
managers cannot afford to keep a very high value of retention ratio.

Retention Ratio = Retained Profits/Total Profits
 Marris has made a significant contribution in the form of incorporation of the financial

policies into the decision making process of the corporate firm. His theory suggests that
although the managers and the owners have different goals, it is possible to find a solution
which maximises utility of both. Nonetheless, Marris shows that growth and profits are
competing goals.
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(b) Penrose Theory of the Firm
Penrose theory is not directly concerned with the objective of the firm but the way she described

how the firms grow and also described which factors constraint the growth is very much like the
theory of the firm.

Assumptions of the theory:
 Objective of the firm is both profit and growth.
 The firm continues to make investments as long as it gets positive returns.
 The incentives for growth comes from the under utilised skills and capacities of the

managerial staff.

Penrose divides managerial roles into two categories:
 To conduct operations and activities according to plan
 To plan and carry out activities related to expansion.

For the growth and expansion of the firm, new people have to be employed. However here two
things have to be remembered:

 The managerial services grow at a faster rate than the growth in the absolute size of the firm
because as the firms get larger and larger, the complexity and difficulty of a given amount of
expansion will rise, thus, requiring greater managerial services.

 Each additional manger contributes less to managerial services than the earlier employed
managers. This contribution further declines as the rate of employment of new managers
increases.

Further, it is to be noted that the increase in the number of managers tends to decrease the growth
rate of the firm. Since the existing managers spend time to train the new employees.

Thus, the rate at which new managers are hired has both the increasing and decreasing growth
effects for the firm. The firm would, therefore, like to balance these two effects and would like to
increase its managerial staff at a rate which maximises the growth of the firm.

Penrose’s theory of the firm highlights the managerial constraints on growth of the firm which
are known as Penrose Effects.

B. The Non-optimising (or Satisficing) Models

1. Behavioural Theories of the Firm
Behavioural theories combine industrial economics and organizational theory. Behavioural

theories analyse the organisation of the firm, the way in which decisions are made and the inter-group
conflicts within the organisation are being handled.

Following are the Behavioural Theories of the Firm:
1. Herbert Simon’s Satisficing Model.
2. R.M. Cyert and J.E. March’s Behavioural Theory of the Firm.
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Simon’s Satisfying Theory
Nobel Laureate Herbert Simon was the first economist to propound the behavioural theory of the

firm. According to him the firm’s principal objective is not maximising profit but satisfying or
satisfactory profits.

In Simon’s words —

In choosing between alternatives managers attempt to satisfy or look for the one which is
satisfactory or good enough. Examples of satisfying criteria would be adequate profit or share of the
market. Simon in his analysis, compares the organisation behaviour with individual behaviour and
says that as an individual for himself a goal in accordance with need drives and capacity similarly
based on its capacity and objectives on organisation sets a target for itself. It also takes into account
the uncertainties regarding the future.

Based on these conditions there can be three outcomes like:
 The actual achievement is less than the aspired achievement; this can happen due to

uncertainties and dynamism of the economy or the performance of the firm is below the set
standard.

 The second possible outcome is when the achievement level is greater than the aspiration
level.

 The third situation is when the actual performance matches with the aspired performance.

If the firm is facing the second and the third situation then it is satisfied but if the firm will do
self-evaluation and accordingly makes change in its aspiration goal and reverse it from time to time
rationally. This rationality on the part of the management is in achieving satisfactory condition.

This theory has gained wide acceptance but it has been criticised on the grounds that it is very
difficult for the firm to choose such a profit rate that satisfies all groups of individuals within the
organisation. This theory was later extended by Cyert and March.

2. Cyert and March’s Behavioural Theory of the Firm
The behavioural model of Cyert and March is an extended version of Simon’s satisfying

behaviour model of corporate firms.
Cyert and March have tried to explain their theory in a sequential manner and first step in this

regard is to explain what a modern firm is.

Firm as a Coalition of Groups: Traditional theory of firm assumes profit maximisation as the
single goal of business firm run by a single entrepreneur. But Cyert and March have in contrast
propounded that a modern firm is a group of individuals having multiple goals. The decision making
process is also complicated. These individual groups in a firm consists of Shareholders, Managers,
Workers, Customers, Suppliers, Bankers, Lawyers and so on. Each of this given group have different
set of goals and demand and this creates the complications. For instance, Shareholders of the firm
want high profits and fast growth of the firm, Managers want high salaries prestige power, Workers
want higher wages, good working conditions, Customers want good services and lower prices. In this
way, each group of individuals have different goals and demands. But Cyert and March have clearly
pointed out that Managers, Workers and Shareholders play an important role in decision making.
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The Process of Goal Formation and Aspiration Level: According to Cyert and March goals of
the firm are determined by the demands of the individuals in each of the given groups. Their demands
are in turn dependent on various factors like objectives or aspirations of the members, their past
achievement, external factors like group of individual associated with other firms, other groups within
the firms, their aspirations and demand etc., in simple words each of the group have a different set of
conflicting demand but the resources of the firm are always limited. This creates a conflict like
situation within the groups. This is being resolved by categorising the demand of the individuals and
the groups on a priority basis and catering to the urgent demand at the first instance and postponing
low priority demands for a later period. Cyert and March further argue that there is a relationship
between current demand and past achievement and also future demand and current performances and
changes in the business environment. Thus, the goals keep on changing. Goals also changes through a
process of bargaining. In summary, we can say that the task of the top management of the firm is to set
the goals on priority basis, resolve the conflicts among the groups and to take steps to implement the
given goals.

Goals of the Firm: Cyert and March argue that the goals of the firm ultimately set by the top
management are as follows:

(a) Production Goal: Production goals originate from the production department. The main
goal of the production manager is the smooth running of the production process. The target
of production for the next period should be set in such a way that problems like over
production, delayed production, layoff workers and wastage should not arise.

(b) Inventory Goal: The inventory goal originates mainly from the inventory department. This
department acts as a buffer between production and sales department whose objectives are
smooth and adequate stocks of raw material for the production of output and adequate
availability of output to the customers respectively.

(c) Sales Goal: This goal originates from the sales department. This department aims at
increasing the sales of the output and thereby increasing the market share of the firm.

(d) Market Share Goal: This goal originates from the sales department. This department aims
at increasing the sales of the output thereby increasing market share of the firm.

(e) Profit Goal: The profit goal is set by top management. It may be in the form of profit share
return on investment. Like the goal of individuals, these goals of the firm also undergo
changes over time.

(f) Conflicting Goals: As the number of goals are numerous the task of decision making is very
complex due to limited availability of resources.

(g) Satisfying Behaviour: The goals of the firms are finally decided by the top management
through bargaining among the groups of coalition. The behaviour is satisfying and no
maximization. Cyert and March also supports evaluation of the working of the firm towards
the attainment of the goal and also talk about resetting of the objectives in care if the need
arises.

(h) Organisational Slack: It is necessary that the finances of the firm should be managed
effectively. Timely payment is must to various members of the coalition and problem arises
when this target is not met. Cyert and March calls this difference between the total available
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resources and total necessary payment as Organisational Slack. Slack payments increase in
good times and decrease in bad time.

(i) Decision Making Process: The decision making process in the Cyert and March model is
the hands of the top management and the lower administration. The top management sets the
organisational goals allocates the given resources to the various department based on their
share of the total budget of the firm.

There are various criticism raised about this theory but still this theory is an important
contribution to the theory of the firm. It brings into focus multiple satisfying and changing goals of the
firm.

PRINCIPAL AGENT PROBLEM

Suppose a firm hires a new HR manager, her assigned is to employ young and hardworking
people for the company. Now nothing seems to be difficult in this task but what happens if the HR
Manager gives the job to her relative who is unfit for the same. This is an example of what economists
call “principal-agent problem”.

All the modern theories of firm, lay stress on the segregation of power between shareholders and
managers. The owners or shareholders of the firm are called as principals and the managers of the firm
are called the agents. A principal is the top-most authority in the organisation who appoints agents to
work for them. In normal circumstances an agent aims to achieve the objectives laid down by the
principal. But whenever agent does not act in the manner, principal-agent problem arises.

Agency problems arise in a variety of different contexts. For instance, a lawyer is meant to act in
the best interest of his or her client; managers act on behalf of shareholders, employees work for their
employers; politicians represent their voters and so on.

Asymmetric of Information
Asymmetry of information means that managers have more information than the owners and

therefore the decisions taken by managers is in their own interest rather than the owners.

Moral Hazard Problem
This is related to the change in the behaviour that takes place after the contract has been signed.

For example an employee might work well in the probationary period but later change when he/she
gets the permanent order.

Adverse Selection
This problem arise when the shareholders have trouble in identifying the character of the

managers who actually work on their behalf. Because of the inability on the part of the shareholders in
identifying the proper talent this problem arises.

Employer and the Employee
Principal agent problem can occur between employer and employee. This occurs when the work

do not perform the work for some reason, like lack of motivation, expected risk.
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How Principal-agent can be Overcome
There are different ways in which principal-agent can be overcome like:
1. Monitoring: Shareholders must establish a way for monitoring the performance of the

managers. It is not possible for them to do it themselves and therefore they can take the help
of consultants and experts.

2. Incentives: Shareholders can make use of incentives so as to make the managers behave in
the desired manner. This can motive them also.

3. Division of Labour and Delegation of authority: More and separate managers should be
employed to supervise the workers and to carry out the required duties. This division of
work gives more productivity.

4. Part ownership: If workers are given sense of ownership like opportunity to participate in
decision making and having their own shares in the firm, this will make them more
responsible and also solve the principal agent problem. This way of encouraging the workers
can also lead to more profits for the firm.

5. Long-term contract: If managers are offered long-term contract with company, the
manager will develop strategies of profit maximisation of the company not only in the short
run but also in the long run.

6. Facilitation and Support: Principal-agent problem can be solved to some extent if
Shareholders rewards managers from time to time and managers also reward their employees
from time to time. If the principals are supportive towards their agents then it creates a good
environment of work.

From the above discussion it can be concluded Principal-agent problem is bound to happen in
companies with a variety of departments and there are various reasons which might lead to the
problem. Various economists like Griffiths and Wall, Soloman, Parkin, Stiglitz, Tirole have given
solution to this problem.

ADAM SMITH AND INVISIBLE HAND

The idea of the Invisible Hand was introduced by Adam Smith in his book, “Wealth of Nations”
first published in 1776. He used the metaphor of “INVISIBLE HAND” to describe how individuals
making self-interested decision can collectively engineer an effective economic system. The term
invisible hand was used by Smith for the first time to describe unintended social benefits of individual
actions.

According to Smith, in a free market each buyer and seller each producer and consumer tries to
maximize his satisfaction. Producers and sellers compete with each other in matter of price and quality
each wants to sell maximum units and earn maximum revenue. Likewise each buyer and consumer
tries to get best quality at cheapest price. Though each tries to maximize own satisfaction he is
indirectly without his knowledge and awareness taking care that nation’s resources are put to best
possible use, Thus nobody singly regulates anything but automatically price is regulated quantity is
regulated and nation’s resources are put to best use. Individual effort to get benefit to each culminates
in maximum social benefit. Thus invisible hand regulates everything.
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Self interest of all rational members of society who operate in free market together transforms in
to a larger social interest without anyone’s knowledge; this phenomenon is ascribed the nomenclature
“invisible hand” by Adam Smith.

Invisible hand operates where there is perfect competition, buyers and sellers , producers and
consumers are rational there is competition but no rivalry.

Review Questions
1. What is Economics? Explain its relevance in Business Management.
2. What is Economics? Explain the concept of Scarcity in Economics
3. What are the Basic Economic Problem and how are they solved in a Mixed Economy?
4. What is an Economic System? Explain India’s Economic System.
5. Describe an economy as circular flows of income and expenditure.
6. Explain how firms and individuals participate and interact in the product market and in the

factor market.
7. What exchanges are made in the circular flow model between households, business and

governments?
8. Explain the circular flow of income in a four sector model.
9. What role does profit play in Market System?

10. What is the difference between Accounting Profit and Economic Profit?
11. What is a Firm? What are the various objectives of the Firm?
12. What is a Firm? What are the various types of Business Organizations in India?
13. Explain in short, Behavioural Theory of the Firm.
14. Explain the Growth Maximization Model of Marris.
15. Explain in short Baumol’s Sales Revenue Maximization Model.
16. What is Principal-agent problem?
17. How to overcome Principal-agent Problem?
18. What is Principal-agent Problem? What are the causes for it?
19. Explain Adam Smith’s philosophy of Invisible Hand.
20. How far is Invisible Hand relevant in a Mixed Economy.

Multiple Choice Questions
1. The resources in an economy

(a) Are always fixed? (b) Can never decrease?
(c) Always increase over time (d) Are limited at a moment in time

2. The sacrifice involved when you choose a particular course of action is called:
(a) Alternative (b) Opportunity cost
(c) Consumer Cost (d) Producer cost

3. Which one of the following is not one of the basic economic question?
(a) What to produce? (b) For whom to produce
(c) How to produce? (d) How to minimize economic growth?
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4. Economics is the study of
(a) Production technology
(b) Consumption decisions
(c) How society decides what, how and for whom to produce?
(d) The best way to run society

5. The subject matter of economics is:
(a) A physical science (b) A natural science
(c) An exact science (d) A social science

6. In economics the central problem is
(a) Scarcity (b) Consumption
(c) Money (d) Allocation

7. Indicate below which is NOT a factor of production
(a) Land (b) Capital
(c) A bank loan (d) Labour

8. The circular flow of money shows the relationship between
(a) Firms and households (b) Income and money
(c) Goods and services (d) Wages and salaries

9. Who has presented the theory of invisible hand?
(a) David Recardo (b) Philip Kotler
(c) Adam Smith (d) Adam Ohlin

10. What all sectors are there in two sector model?
(a) Bank and Industry (b) Firm and Bank
(c) Household and Government (d) Firm and Household

11. Injection is when ____________ activity takes place in economy.
(a) Import (b) Export
(c) Advertising (d) Tax payment

12. Leakage is when ____________ activity takes place in economy.
(a) Import (b) Export
(c) Advertising (d) Tax payment

13. Which principal of economics studies an increase in cost for one additional unit?
(a) Incremental (b) Marginal
(c) Static (d) Opportunity cost

14. Which one in following is not an objective of firm?
(a) Profit Maximization (b) Investment Maximization
(c) Growth Maximization (d) Tax Maximization
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15. When a hired person gives priority to individual goal rather than firm’s/owner’s it is
considered as…
(a) Principle agent problem (b) Principle shareholder problem
(c) Manager problem (d) Hired person’s problem

16. Which factor differentiates accounting and economic profit?
(a) Implicit cost (b) Production cost
(c) Labour cost (d) Procurement cost

17. All of the following is purview of micro economics except____________
(a) What to produce? (b) How to produce?
(c) For whom to produce? (d) Is economy growing?

18. Welfare economics deals with:
(a) Whether resources are optimally generated?
(b) How to identify a socially efficient allocation of resources?
(c) For whom to produce resources?
(d) Whether distribution is done on the basis of ability to pay principle?

19. The “invisible hand” refers to
(a) fact that the tax system redistributes income from rich to poor.
(b) notion that, under competition, buying and selling decisions motivated by self-interest

promote the social interest
(c) tendency of monopolistic sellers to raise prices above competitive levels
(d) hands of shoplifters caught red-handed by video cameras at stores

20. Which sectors form a three sector model of circular flow?
(a) Household, firm and bank (b) Household, firm, and rest of world
(c) Government, firm and bank (d) Household, government and bank

21. Which of the following is not an example of macro economics?
(a) National income (b) Employment
(c) Net profit of Infosys (d) Poverty

22. What is disposable income?
(a) Total income + Taxes (b) Total income – Taxes
(c) Total income + Subsidies (d) Total income – Subsidies

23. Which of the following is an objective of firm?
(a) Salary maximization (b) Interest maximization
(c) Wealth maximization (d) High employee turnover

24. Which of the following is not an objective of firm?
(a) Wealth maximization (b) Profit maximization
(c) Social concern (d) High employee turnover
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25. What is maximization?
(a) Increasing profit
(b) Decreasing cost
(c) Increasing desired one at cost of anything
(d) Decreasing quality

26. What is optimization?
(a) Increasing profit without quality
(b) Increasing quality with high cost
(c) Decreasing undesired and increasing desired one.
(d) Decreasing cost

27. What is satisficing?
(a) Aiming for employee turnover
(b) Aiming for decreasing sales turnover
(c) Aiming for reducing economic profit
(d) Aiming for satisfactory results

28. What is principle agent problem?
(a) Conflict between employee and employer
(b) Conflict between employee and dealer
(c) Conflict between firm and government
(d) Conflict between firm and society

29. Economic profit includes ____________.
(a) Implicit and explicit cost (b) Implicit cost
(c) Explicit cost (d) Opportunity cost

30. Accounting profit excludes____________.
(a) Labour cost (b) Explicit cost
(c) Opportunity cost (d) Travelling cost

31. This profit is considered for exit decision of firm ____________.
(a) Economic profit (b) Accounting profit
(c) Gross profit (d) Net profit

32. This profit is considered for calculation of tax liability____________.
(a) Economic profit (b) Accounting profit
(c) Abnormal profit (d) Supernormal profit

33. Accounting profit is determined by ____________.
(a) Sales – Cost (b) Sales – Opportunity cost
(c) Sales – Variable cost (d) Sales – Revenue

34. What is national accounting identity?
(a) Income = Production (b) Income = Tax liability
(c) Income = Cost (d) Income = Profit
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35. Demand for a product refers to ____________.
(a) Need for a product (b) Desire for a product
(c) Desire to buy a product (d) Desire to buy a product with paying ability

36. Choice in economics is considered as
(a) Human Behaviour for dealing with scarcity
(b) Want
(c) Desire
(d) Purchasing ability

37. Micro economics deals with the problem of
(a) Economy (b) Unemployment
(c) Poverty (d) Firm

38. Who amongst the following is known as father of economics:
(a) Alfred Marshall (b) Adam Smith
(c) R. Coase (d) Peter Drucker

39. In which book the theory of invisible hand is described:
(a) The Nation of wealth (b) The wealth of nation
(c) The theory of moral sentiments (d) An enquiry into the nation

40. Existence of profit in market improves:
(a) Cost (b) Unemployment
(c) Poverty (d) Efficiency of firm

41. Which of the following is true
(a) Accounting profit and economic profit are same
(b) Economic profit is used for calculating tax liability
(c) Accounting profit differs from economic profit
(d) Annual profit excludes implicit cost

42. Which of the following is the term of micro economics?
(a) Firm (b) National income
(c) Union budget (d) Employment

43. Accounting profit is determined by
(a) GAAP (b) GATT
(c) IFRS (d) Economic principles

44. Economic profit is determined by
(a) GAAP (b) GATT
(c) IFRS (d) Economic principles

45. Economics is the term derived from
(a) Japan (b) Greek
(c) Latin (d) India
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46. What is market?
(a) Where selling activity takes place
(b) Where purchases take place
(c) Where buyer and seller meet to sell and buy
(d) Where cost of a product is determined

47. What is production function?
(a) Purchasing raw material (b) Purchasing factors of production
(c) Converting output in to input (d) Producing goods and services

48. What is short-run?
(a) All factors of production are flexible
(b) One factor of production is flexible
(c) At least a factor of production is constant
(d) All factors of production are constant

49. What is long-run perspective?
(a) All factors of production are flexible
(b) All factors of production are constant
(c) One factor of production is constant
(d) One factor of production is flexible

50. Which of the following is not an economic activity?
(a) A manager is taking decision of purchasing raw material
(b) An individual is paying tax
(c) Mr Right is taking care of his mother
(d) An agent is purchasing shares for client

Answers Key
1. (d) 11. (b) 21. (c) 31. (a) 41. (c)
2. (b) 12. (a) 22. (b) 32. (b) 42. (a)
3. (d) 13. (b) 23. (c) 33. (a) 43. (a)
4. (c) 14. (d) 24. (d) 34. (a) 44. (d)
5. (d) 15. (a) 25. (c) 35. (d) 45. (b)
6. (a) 16. (a) 26. (c) 36. (a) 46. (c)
7. (c) 17. (d) 27. (d) 37. (d) 47. (d)
8. (a) 18. (b) 28. (a) 38. (b) 48. (c)
9. (c) 19. (b) 29. (a) 39. (b) 49. (a)
10. (d) 20. (a) 30. (c) 40. (d) 50. (c)
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