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PREFACE

Business economics is, essentially, the applied economic science pertaining to business decision-
making. A working knowledge of economic tools of analysis is very useful to a modern businessman in
his decision-making process.

It is, thus, a welcome trend, in recent years, in the Indian universities to introduce a course in
Business Economics in the syllabi of the curricula of Commerce faculties at undergraduate level.

The Government of Telangana under the able and dynamic leadership of Sri K. Chandra Sekhar
Rao, Hon’ble Chief Minister of Telangana, who has been taking all the essential measures to develop the
higher education to match to the changing needs, seriously thought of introducing CBCS pattern at the
UG level as per the guidelines given by the UGC. In this connection, the Telangana State Council of
Higher Education has decided to prepare curriculum for UG students throughout the State. Accordingly,
First Year B.Com. Business Economics has also been revised in July 2016 for all the universities in
Telangana in CBCS semester pattern. A good reading list is already suggested along with the syllabus as
a watermark of the level of standard desired in the treatment of the subject-matter. The present book is
lucidly written with a view to catering to the needs of the student community.

Encouraged by the overwhelming response to our earlier edition of Business Economics, which
ran into more than 21 editions. We are now presenting a new volume entitled as Business Economics. It
is primarily meant to serve as a standard, comprehensive and complete textbook for the latest revised
CBCS syllabus of the First Year B.Com. Business Economics paper for Second Semester in Telangana
State Universities. The book provides a thorough treatment of all the topics to be covered in the syllabus,
giving them a logical flow with a lucid exposition of the subject-matter in an integrated manner with
numerical, graphical and practical illustrations.

The authors are greately indebted to the faculty, student community and public in general. Suggestions
for the improvement in the next edition will be gratefully acknowledged.

The authors express their deep sense of gratitude to the Himalaya Publishing House and its organisers
for their unstinted, continuous and wholehearted support during all these years.

November, 2016 D.M. MITHANI

CH.S. G.K. MURTHY
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Characteristics of Managerial Economics – Nature and Scope of Managerial Economics 1

INTRODUCTION

In management studies, the terms ‘Business Economics’ and ‘Managerial Economics’ are often
synonyms. Both the terms, however, involve ‘economics’ as a basic discipline useful for certain functional
areas of business management.

Economics is the study of men as they live, behave, move and think in the ordinary business of
life. Economics in essence pertains to an understanding of life’s principal preoccupation. It is a religion
of the day-in living for the want satisfying activity. Economics, as a social science, studies human
behaviour as a relationship between numerous wants and scarce means having alternative uses.

Economics: Economics studies decision making in view of many wants against scarcity means.

Economics is a logic of choice. It teaches the art of rational decision making, in economising
behaviour to deal with the problem of scarcity. Economics is of significant use in modern business, as
decision making is the core of business, and success in business depends on right decisions. A firm or
business unit faces the problem of decision making in the course of alternative actions, in view of the
constraint set by given resources, which are relatively scarce.

“Managerial economics is essentially applied economics in the field of business management. It is
the economics of business or managerial decisions. It pertains to all economic aspects of managerial
decision making.”

Managerial economics, in particular, is the study of allocation of resources available to a business
firm or an organisation. Business or managerial economics is fundamentally concerned with the art of
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2 Managerial Economics

economising, i.e., making rational choices to yield maximum return out of minimum resources and
efforts, by making the best selection among alternative courses of action.

Managerial Economics: Relates to managerial decision making in achieving a business goal by
using the given business resources in the most effective manner.

Managerial economics, in the true sense, is the integration of economic principles with business
management practices. The subject-matter of business economics apparently pertains to economic
analysis that can be helpful in solving business problems, policy and planning. But, one cannot make
good use of economic theory in business practices unless one masters the basic contents, principles and
logic of economics.

Managerial economics is an evolutionary science, it is a journey with continuing understanding and
application of economic knowledge — theories, models, concepts and categories in dealing with the
emerging business/managerial situations and problems in a dynamic economy.

Managerial economics is pragmatic. It is concerned with analytical tools and techniques of
economics that are useful for decision making in business. Managerial economics is, however, not a
branch of economic theory but a separate discipline by itself, having its own selection of economic
principles and methods. In essence, managerial economics rests on the edifice of economics. Knowledge
of economics is certainly useful to business people. Businessmen/business managers must know the
fundamentals of economics and economic theories for a meaningful analysis of business situations.

Decision making is the crucial aspect of dealing with business problems. Decision becomes essential
since business problems would usually imply a basic question: What is the alternative course of action?
For instance, business/managerial decisions: Should an electronic goods manufacturer cut the price of
its best selling television set in response to a rival company’s launching of a new model? Should a
commercial bank go for Internet banking? Should a publisher offer more trade discount in response to
a new competitors’ entry into the market of educational books? Should a pharmaceutical firm undertake
a promising but costly R&D programme? What tender should a construction company submit to get a
road construction contract from the municipal corporation in a city? These are all economic decisions
making issues in essence. A sensible economic analysis in each case is required in determining alternative
course of action and making the best choice.

It would be an economic choice — the rational choice towards optimisation. To understand and
appreciate business decision making in actual practice, therefore a sound knowledge of tools of economics
is warranted. A course in managerial economics thus provides an understanding of the framework and
economic tools needed by managers/businessmen as an aid to better business decision making.

Managerial Economics: An Integration of Economics, Decision Science and Business
Management

Managerial economics is a specialised discipline of management studies which deals with application
of economic theory and techniques to business management. Managerial economics is evolved by
establishing links on integration between economic theory and decision sciences (tools and methods of
analysis) along with business management in theory and practice — for the optimal solution to business/
managerial decision problems. This means, managerial economics pertains to the overlapping area of
economics along with the tools of decision sciences such as mathematical economics, statistics and
econometrics as applied to business management problems. The idea is presented in a nutshell through
the following figure (Fig. 1.1).
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Fig. 1.1: The Nature of Managerial Economics

Managerial economics is confined only to a part of business management. It is primarily addressed
to the analysis of economising aspects of business problems and decision making by a business firm or
an organisation. It is not directly concerned with the managerial problems and actions involving
implementation, control, conflict resolution and other management strategies in day-to-day operations
of the business. (Mote, et al., 1963)

Managerial economics draws heavily on traditional economics, as well as decision science in
analysing the business problems and the impact of alternative courses of action on the efficient allocation
of resources or optimisation.

Managerial economics is, however, not a branch of economic theory but a separate discipline by
itself having its own selection of economic principles and methods. In essence, managerial economics
rests on the edifice of economics. Knowledge of economics is certainly useful to business people.
Businessmen/business managers must know the fundamentals of economics and economic theories for
a meaningful analysis of business situation.

Managerial economics is, by and large, the application of knowledge of economic concepts, methods
and tools of analysis to the managerial/business decision making process, involved within the firm or
organisation in conducting the business or productive activity. The relation of managerial economics to
economic theory is somewhat like that of medicine to biology.

In short, managerial economics deals with the application of economic principles and methodologies
to the decision making process, within the firm under the given situation. It seeks to establish rules and
principles to facilitate the attainment of the chosen economic goals of business management, such as
minimisation of costs, maximisation of revenues and profits, and so on. It follows that certain economic
theories are directly useful in business analysis and practice of decision making as well as forward
planning of management. Managerial economics deals with this kind of knowledge and principles. It is
a collection of those methods/analytical techniques that have direct application to business management.

In economic theory, mostly a single goal is assumed for the sake of simplicity and convenience of
analysis. For example, it is assumed that a rational consumer aims at the maximisation of utility or a
firm’s objective is to maximise its profit. Economic theory is thus based on ceteris paribus, i.e., given
conditions with certainty of actions or events, or within the framework of axioms.

In business decision making, however, the real situation tends to be quite different from theoretical
assumptions. Actually,

 there are multiple goals in running a business;
 there is lack of certainty due to dynamic changes;

Business Management
in Theory and Practice:

Decisions, Problems
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Economics &
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 the element of uncertainty may create disappointment in the realisation of business
expectations.

As a result, economic theory cannot provide clear-cut solutions to business problems. Nonetheless,
economic theory does help in arriving at a better decision. But, there may be a number of obstacles and
weaknesses of economic analysis in an actual decision making exercise.

There exists a wide gap between theory and actual business in practice. In economic theory, for
instance, the firm — decision maker — identifies profit maximising output by equating marginal revenue
with marginal cost. But, in actual practice, this may not be possible to attain due to resource constraints.
In this case, the business decision should be made with the help of linear programming for optimisation.
Again, economic theory of firm assumes ‘profit maximisation’ to be the sole objective. It disregards the
businessman’s ‘psychic income’ and such other aims in running a business. In practice, prices are set
by the firms in view of some standard mark-up on costs, rather than following the behavioural rule of
equating marginal cost with marginal revenue.

Managerial economics, thus, attempts to bridge the gap between the purely analytical problems
dealt with in economic theory and decisions problems faced in real business. It seeks to provide powerful
tools of analysis and reasoning approaches for managerial/business policy making.

Decision making is an art as well as science. Many managerial decisions are addressed in a routine
manner. Rules of thumb or the tried-and-true decision rules are, however, invalidated by the changes in
routine situations. Dynamic changes in business situations need that decisions are to be addressed in a
proactive manner. In proactive decision making, many alternatives have to be explored; conditions and
assumptions have to be reviewed and structured in a perspective manner. Managerial economics offers
an understanding of business and economic perspectives, jargons, tools, technique and tactics that will
facilitate manager’s development as a proactive decision maker — a decision maker who addresses
dynamic business situations in a critical, comprehensive and careful manner, right in time, using formal
analytical tools and skills that are guided by the knowledge, judgement, experience and intuition.

SCOPE OF MANAGERIAL ECONOMICS

Business economics, in the true sense, is the integration of economic principles with business
practice. The subject-matter of business economics, as such, should pertain to economic analysis that
can be helpful in solving business problems, policy and planning. But, one cannot make good use of
economic theory in business practices unless he masters the basic contents, principles, and logic of
economics. Business economics is pragmatic. It is concerned with analytical tools that are useful for
decision making in business.

Managerial economics is an evolving science. It is a newly developing subject with the popularity
of management studies. Hence, there is no demarcation or any uniform pattern of its subject-matter and
scope.

Business economics has picked up relevant concepts, techniques, tools and theories from
microeconomics and macroeconomics applicable to business issues and problems of decision making.
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Following are the core topics of managerial economics:

 Demand Function and Estimation
 Demand Elasticity
 Demand Forecasting
 Production Function and Laws
 Cost Analysis
 Pricing and Output Determination in different market structures such as perfect competition,

monopoly, oligopoly and monopolistic competition
 Pricing Policies and Practices in Real Business
 Profit Planning and Management
 Project Planning and Management
 Project Planning
 Capital Budgeting and Management
 Break-even Analysis
 Linear Programming
 Game Theory
 Government and Business.

The scope of business economics is usually restricted to the understanding of the business behaviour
and problems of a firm at a micro level in the context of the prevailing business environment.

The methodology of business economics involves microeconomic analysis in analysing the behaviour
and problems of the business unit in particular.

 Microeconomic analysis is essential to understand the business environment in the economy.

Business economics is a science as well as art. Further, it is positive as well as normative science.
As a positive science, it deals with empirical studies of business phenomenon such as demand cost,
production, etc. As a normative science, it discusses policy objectives and business practices with a
critical approach and suggest for the socially desirable course of business actions.

Following are the main characteristic features of business economics as a specialised discipline:

 It involves on application of economics theory –– especially microeconomic analysis to
practical problem solving in real business life. It is essentially applied microeconomics. It
is a science and facilitating better managerial discipline.

 It is concerned with firm’s between in optimal allocation of resources. It provides tools
to help identify the best source among the alternatives and competing activities in any
productive sector whether private or public.

Managerial economics incorporates elements of both micro and macroeconomics dealing with
management problems in achieving at optimal decisions. It uses analytical tools at mathematical with
two main approaches to economic methodology involving descriptive as well as prescriptive models.
Descriptive models are data based in describing and exploring economic relationships of reality in simplified
abstract sense. Prescriptive models are the optimising models to guide the decision makers above the
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most efficient way of realising the set goal. Often, descriptive models provide a building block for
developing optimising models in solving the managerial or business problems. For example, a descriptive
model explains and predicts the general behaviour of price movement It may serve as a base for
constructing an optimising model for profit maximisation goal of the firm. The set of alternative strategies
towards attainment of the objective function in operation terms within specified constraints, in prescriptive
model, may be derived with the help of descriptive models in background.

IMPORTANCE OF MANAGERIAL ECONOMICS

Following are the main characteristic features of Managerial Economics as a specialised discipline:

 It involves an application of economic theory — especially, microeconomic analysis to
practical problem solving in real business life. It is essentially applied microeconomics.

 It is a science as well as art facilitating better managerial discipline. It explores and enhances
economic mindfulness and awareness of business problems and managerial decisions.

 It is concerned with firm’s behaviour in optimal allocation of resources. It provides tools
to help in identifying the best course among the alternatives and competing activities in any
productive sector whether private or public.

Managerial economics incorporates elements of both micro and macroeconomics dealing with
management problems in arriving at optimal decisions. It uses analytical tools of mathematical economics
and econometrics with two main approaches to economic methodology involving ‘descriptive’ as well
as ‘prescriptive’ models. Descriptive models are data based in describing and exploring economic
relationships of reality in simplified abstract sense. Prescriptive models are the optimising models to
guide the decision makers about the most efficient way of realising the set goal. Often, descriptive
models provide a building block for developing optimising models in solving the managerial or business
problems. For example, a descriptive model explains and predicts the general behaviour of price
movements. It may serve as a base for constructing an optimising model for profit maximisation goal of
the firm. In a prescriptive model, the set of alternative strategies towards attainment of the objective
function in operation terms within specified constraints may be derived with the help of descriptive
models in background.

Managerial economics differs from traditional economics in one important respect that it is directly
concerned in dealing with real people in real business situations. Furthermore, unlike the present trend of
modern economics, which is leaning towards sophisticated theoretical mathematical and complicated
econometrics models, managerial economics is concerned more about behaviour on the practical side.
Policy executives have to respond to behavioural approach of managerial economics for a better
understanding of the day-to-day economy at micro and macro levels in sharpening their logic of choice.
Needless to say that choice is the core of all business problems in general including economic decision
making. The choice has to be professional, efficient and effective. Managerial economics becomes
more meaningful when co-ordinated with other discipline of management with a broader knowledge,
techniques/methods, dogmas and theories involved — using sharp common sense in practical decision
making. The significance of managerial economics is to be traced in the development of business/
corporate planning and policy decisions — which are firmly based on a closely argued analysis of all
relevant data, evidence and past experience, present outcomes and future expectations. Managerial
economics has a pivotal place in allied business disciplines concerned into the arena of decision making.
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Managerial economics as an applied economic science deals/helps in analysing the firm’s markets,
industry trends and macro forces which are directly relevant to the concerned business activity. Knowledge
of managerial economics is of great help in seeking maximisation of the firm’s efficiency through the
analysis of its operations and their interaction with the external environment. It also guides management
by interpretation of that environment in terms, which are relevant to the conduct of the concerned
business activity and action. Managerial economics provides necessary skills in furtherance of business
goals and functions. It is fundamentally concerned with the interaction between the internal operations
of the business firm and the business and economic environment: such as marketing, business
development, government business policies, government liaison, investment climate and finance affected
by the macroeconomic behaviour and policies of the government. It is truly an applied economic science
— a discipline useful in pursuit of objectives as well as efficient functioning and performance of a
business firm — especially, in a corporate system. Indeed, managerial economics is basically concerned
with micro rather than macro area of economic analysis, which is directly relevant to the practical
business-economic decision making. Managerial economics, in short, deals directly with business realities
and realisations.

Managerial Insight: Managers have to acquire the insight of both microeconomics and
macroeconomics as the former analyses the behaviour of individual economic entities such as consumer
and producers, while the later exposes issues pertaining to their behaviour in the economy as a whole.

Managerial economics deals with a thorough analysis of key elements involved in the business
decision making. For example, if a business manager wants to enlarge his firm’s products’ share in the
market, knowledge of managerial economics will help him in determining the size and dimensions of the
market with a better understanding of its competitive structure. Further, the technique of economic
analysis will assist him in designing the course of action as well as measuring the effectiveness of the
decision arrived at. Economists, in general, are usually asked to comment on, to support or criticise, or
to provide solutions for allied economic-oriented business problems in various industries, trade and
commerce.

Managerial economics helps the manager to understand the intricacies of the business problems
which make the problem solving easier and quicker, arrive at correct and appropriate decisions, improve
the quality of such decisions, and so on. A major contribution of managerial economics to management
pertains to its guidance for economising/optimisation and identification of key variables in the business
decision making process.

Most managerial decisions are made under conditions of varying degrees of uncertainty about the
future. To reduce this element of uncertainty, it is essential to have homework of research/investigation
on the problem solving before the action is undertaken. For example, if a businessman when decides to
adopt a new variety of product in his product mix, it would pay him a rich dividend if he conducts some
market research in advance to ascertain the customer needs, their likings, and the possibility of the
market acceptance of the new product envisaged. The process of such business research involves
some common steps such as (i) problem definition, (ii) research design, (iii) data collection, (iv) data
analysis and (v) interpretation of results. Knowledge of managerial economics coupled with management
science and statistical techniques will be of great help to a manager in understanding, interpretation and
evaluation of quantified variables pertaining to market and business economy. Modern business decision
making is more fact-based, evidence-based and as such has greater degree of validity and reliability.

Ostensibly, knowledge of managerial economics is a boon to a manager/businessman/entrepreneur.
In these days of competition and dynamism, it is inevitable for a manager/businessman to specialise in
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his business, management as well as economics of business (i.e., managerial economics) to determine
and realise the competitive advantage of the firm and the concerned industry to win. Modern businessman
never believes in sheer luck. He bangs on skilful management and appropriate timely economic decision
making. This art is facilitated by the science of managerial economics.

Managerial economics deals with practical business problems relating to production, pricing and
sale. These problems are theoretically analysed by traditional economics. For conceptual understanding
and analysis of relevant business problems, we need to resort to economics theory. For further data-
based analysis on practical side, we make use of tools and techniques of decision sciences such as
statistics and econometrics. Statistics shows how to collect, summarise and analyse data. Econometrics
technique are useful in tracing empirical relationships. For example, how much to produce is a business
decision. This can be arrived at through demand analysis. For this we may construct a statistical; and
econometric; and econometric demand function and its estimation gives up a quantitative insight for
appropriate decision.

ROLE OF MANAGERIAL ECONOMICS

Managerial economics is an evolutionary science, it is a journey with continuing understanding and
application of economic knowledge — theories, models, concepts and categories in dealing with the
emerging business/managerial situations and problems in a dynamic economy.

Managerial economics is pragmatic. It is concerned with analytical tools and techniques of
economics that are useful for decision making in business. Managerial economics is, however, not a
branch of economic theory but a separate discipline by itself, having its own selection of economic
principles and methods. In essence, managerial economics rests on the edifice of economics. Knowledge
of economics is certainly useful to business people. Businessmen/business managers must know the
fundamentals of economics and economic theories for a meaningful analysis of business situations.

Decision making is the crucial aspect of dealing with business problems. Decision becomes essential
since business problems would usually imply a basic question: What is the alternative course of action?
For instance, business/managerial decisions: Should an electronic goods manufacturer cut the price of
its best selling television set in response to a rival company’s launching of a new model? Should a
commercial bank go for Internet banking? Should a publisher offer more trade discount in response to
a new competitors’ entry into the market of educational books? Should a pharmaceutical firm undertake
a promising but costly R&D programme? What tender should a construction company submit to get a
road construction contract from the municipal corporation in a city? These are all economic decision
making issues in essence. A sensible economic analysis in each case is required in determining alternative
course of action and making the best choice.

It would be an economic choice — the rational choice towards optimisation. To understand and
appreciate business decision making in actual practice, therefore a sound knowledge of tools of economics
is warranted. A course in managerial economics thus provides an understanding of the framework and
economic tools needed by managers/businessmen, as an aid to better business decision making.

In short, managerial economics essentially implies the application of economics principles and
methodologies to the decision making process within the firm under conditions of uncertainty, ‘it seeks
to establish rules and principles to facilitate the attainment of the desired economic goals of management.
These economic goals relate to costs, revenues and profits, and are important within both the business
and non-business institution.’ (E.J. Douglas)
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The role of managerial economics in the decision making process is illustrated in the following
Fig. 1.2.

Fig. 1.2: Role of Managerial Economics in Decision Making

To appreciate the point narrated in Fig. 1.2, let us consider a hypothetical case of a business firm.
The firm’s business behaviour depends on its objective. Suppose the firm, objective is profit maximisation.
Its output decision towards profit maximisation is based on application of economic theory that the firm
needs to equate its Marginal Cost (MC) with Marginal Revenue (MR). To meaning the MR, the firm has
to trace the empirical relationships of cost function and revenue function using econometric models
(decisions science tools).

Once optimum output level is produced, the business marketing, etc. should be carried on
accordingly as per the market structure.

This suggests that the knowledge in business economics is very useful in rational decision making
in modern business.

Business Problem: An Economic Problem

Following are the basic business problems where managerial decision making is based on economic
understanding.

 What to produce
 How much to produce
 How to produce
 Where to produce.

All these problems in gist involves allocation and utilisation of productive resources such as land,
labour, capital, enterprise including finance or money in a modern economy. Five Ms: Men, Machines,
Materials, Management and Money are important elements of input in production decision making and
these are scarce means need to be economised in use. Optimal utilisation of these resources is taught by
the lessons of economics or business economic in particular.

Decision Science:
Tools and Techniques

Economic Theory

Business
Decision
Problems

Business Economics Optimum
Business
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In a business activity, decisions about resource allocation have to be made at three stages:

 Allocative Decision: What types of goods and services to be produced from the available
productive resources which are relatively scarce.

 Productive Decision: How much to be produced and how to combine or use the resources
for the desired quantity and pattern of goods and services.

 Distributive Decision: To whom these goods and services are to be distributed/marketed
or supplied.

The interrelationship between these decisions is portrayed.

Orientation of business economics lies in helping the process of rational decision making for
solving business problems which arise on account of scarcity of means or resources.

Economics being a science which challenges scarcity. It is a subject that shows how to deal with
the problem of scarcity of resources for the satisfaction of human wants.

Business activity is essentially concerned with the use of scarce productive means in this context.
Managerial or business economics, therefore, heavily leans on economics in drawing the techniques to
deal with the problem of scarcity.

As a matter of fact, Prof. Robbins while defining economics asserted that economics deals with
economic problem – the problem of scarcity in economic and business life.

QUESTIONS

1. Define managerial economics and explain its scope.
2. Write a note on the importance of managerial economics.
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