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PREFACE TO THE REVISED EDITION

We are glad to put this thoroughly revised, rearranged, and enlarged edition of our book titled
‘Economics for Managerial Decisions’ in the hands of our esteemed readers on whose behest this task
has been undertaken by us. A new chapter on ‘Consumption and Derivation of Demand Theorem’ as
per cardinal utility analysis, indifference curve analysis, revealed preference analysis and logical
ordering analysis has been added before considering the demand distinctions and elasticity of demand.
In the chapter on ‘Production Function and Analysis of Production Behaviour’, some addition has
been made for elaborating the meaning of production, methods of production, factors of production
and production function. The chapter on ‘Linear Programming’ which has been the last chapter in the
earlier edition has been placed in the present volume just after the chapter on ‘Production Function
and  Analysis of Production Behaviour’ as it also deals with the production behaviour. Similarly, in
the chapter on ‘Product Pricing under Different Markets: Perfect Competition and Monopoly’,
objectives of firms under perfect competition and short-run equilibrium of the firm under perfect
competition as per total revenue and total cost approach, and the marginal revenue and marginal cost
approach has also been added for proper understanding of the pricing behaviour in certain other chapters
as well. Some minor additions have been done here and there for the sake of better comprehension of
the subject matter.

In addition to the aforesaid, in the present edition, six new chapters have also been added whose
awareness appears to be quite useful for understanding the environmental set-up in which the business
enterprises operate. These chapters are on:

(i) National Income: Concepts, Measurements and Equilibrium

(ii) Optimum National Income: Determinants and Fiscal Policy Measures
(iii) National Income Distribution and Inequalities
(iv) Business Cycles: Phases, Causes and Measures for Stabilisation

(v) Employment Theories and Measures for Full Employment
(vi) Economic Systems: Capitalism, Socialism and Mixed Economic System

Besides, the short answer and long answer type questions towards the end of each chapter have
also been revised with some additions and deletions to make them more pertinent for their own testing
of the understanding of the contents of chapters of the present edition.

Hope our keen readers would find the present edition more comprehensive, relevant and suitable
as per their requirements and their constructive suggestions would be most welcome, as those will be
appropriately accommodated in subsequent editions.

AUTHORS



PREFACE

Economics for Managerial Decisions is an integral part of the business studies’ curriculum that
provides a good understanding of how basic concepts of economics are used in analysing business
environment and in facilitating decision-making for allocating the scarce business resources. It is mainly
concerned with using microeconomic principles in making economic decisions in regard to problems
encountered by the business enterprises. It seeks to provide the analytical framework and understanding
of the economic behaviour with a sharp and logical thinking and useful techniques for business decision-
making for allocating the scarce resources. Business economics, economics for business management,
economics for managerial decisions, economics of the firm, theory of the firm, economics for managers
and managerial economics are synonyms of which the last one is the most popular title for such subjects
commonly designed for M.Com., MBA and other professional courses.

The book is oriented to business and management, and intends to explain the application of
economic principles to managerial decision-making. Lucid elaborations of the concepts backed by
diagrams, mathematical elaborations and illustrations are intended for enhancing the understanding
of and thinking on economic concepts and their applications in managerial decision-making. All
relevant mathematical tools exposed in the text intend to provide greater insight and clarity into
economic analysis of the business situations. The subject matter is presented here in a simple and lucid
manner so as to make the study more comprehensible and readily intelligible to all concerned.

It is intended in this volume that the readers will gain a complete and rigorous introduction to the
basic concepts and principles of microeconomics as used in managerial economics, which provide
valuable insights for decision-making in the various business situations ensuring that the exposition
of these concepts and principles is as clear, lucid, and simple as possible. Efforts have also been made
to demonstrate how application of economic principles may improve the managerial decision-making.
The use of economic concepts, principles, diagrams, and mathematical derivations at places makes
the text more readable facilitating the understanding and retention of the conceptual ideas of economics
and the way these can be used in business decision-making by all concerned.

The present volume is intended to serve as text/reference book for students of commerce and
management of the various universities and institutes. Besides, it will be useful for the students of
professional courses like Chartered Accountants, Costs and Works Accountants, Chartered Secretaries,
Chartered Financial Analysts, and also for the candidates preparing for various competitive
examinations.

In preparation of the present volume, we owe a great deal to our teachers and students who created
interest in and inspired us for writing on this subject. We are sincerely grateful to many authors whose
works have been consulted and drawn upon in the course of preparation for this book. We are also
grateful to our colleagues and friends for inspiring us for this publication and the publisher for bringing
out the book expeditiously.

We will gratefully acknowledge constructive suggestions from the readers for improvement of
the text in the subsequent editions.

AUTHORS
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Business concerns generally aim at profit earning through engagement in some productive
activities. Their organisational structures may assume the forms of sole proprietary concern, partnership
firm, joint hindu family unit, co-operative society or joint stock company. These function as suppliers
of finished goods to consumers through product markets and as buyers of inputs from them through
factor markets. These produce goods and services through change of form, place, time or possession
or through performing services or increasing knowledge. Such productive activities are carried on
with objectives of profit maximisation, market expansion or sales maximisation, financial soundness,
good labour relations or long-term existence. The economic activities to achieve any or any combination
of these objectives of the business concerns involve a large variety of economic decisions. Effective
decision-making at the firm level calls for a careful analysis of alternatives, so as to choose the most
suitable course of action.

The prime managerial functions in business units are decision-making and forward planning,
where the former refers to the selection of one course of action from the several possible courses of
actions and the latter relates to the formulation of plans for the future. The decision-making function
is more important, as plans regarding production, pricing, inputs, costs, etc. are likely to follow it.
However, in the real-world situations, uncertainties arising from incomplete information as to future
sales, costs, profits, capital investment, etc. complicate the process of decision-making and forward
planning. This requires that the decisions are taken and plans are formulated on the basis of past data,
present information, and future estimates and after implementation more facts may become known
which may call for revision of plans accordingly. Thus, the decision-making for an uncertain future
becomes a continuous process in business firms.

Economic theory offers a variety of concepts and analytical tools that can be of considerable
assistance to the management in the process of decision-making and forward planning. Managerial
economics is related to those aspects of economic analysis which are relevant to the decision-making
process in a firm. In other words, the process through which economic analysis is used for decision-
making in an uncertain framework in a business constitutes managerial economics for which
expressions like business economics, economic analysis for business decisions, economics of business

1

1
Nature and Scope of

Managerial Economics



2 Economics for Managerial Decisions

management, economics of the enterprise, economics of the firm, economics for managerial decisions,
etc. are also used. In this chapter, an effort is being made to examine the nature and scope of managerial
economics through definitions and elaboration of its scope along with elucidating its nature through
examination of its relationship with other subjects like economics, statistics, mathematics, management
and accountancy.

Definitions
Managerial economics refers to that aspect of economics that is applied to decision-making in

regard to allocation of resources available to a firm amongst its various economic activities. It bridges
the gap between the abstract economic theory and managerial practice and is concerned with the
selection of a particular course of action from amongst a variety of alternatives. It is pragmatic as it
avoids some of the most difficult abstract issues of economic theory that inevitably involve
complications, so as to present the total situation in which the decisions are made. Few definitions
may be quoted here to reveal the true nature of managerial economics.

Milton H. Spencer and Louis Siegelman have opined that “Managerial economics is an integration
of economic theory with business practice for the purpose of facilitating decision-making and forward
planning by the management”.

Norman F. Dufty has stated that managerial economics includes that portion of economics known
as the theory of the firm — a body of theory which can be of considerable assistance to the businessman
in his decision-making.

Joel Dean has stated that the purpose of “Managerial economics is to show how economic analysis
can be used in formulating business policies”. There are several business policies like price policy,
sales policy, production policy, personnel policy, purchase policy, financial policy, etc. which can be
formulated with the help of tools of economic analysis.

Malcolm P. McNair and Richard S. Meriam are of the opinion that “Managerial economics
consists of the use of economic modes of thoughts to analyse business situations”.

Edwin Mansfield has stated that “Managerial economics attempts to bridge the gap between
purely analytical problems that intrigue many economic theorists and the problems of policies that
the management must face”.

Thus, managerial economics is that applied aspect of economics that studies economic behaviour
of business units and helps the management in decision-making for tackling the problems of the business
enterprise.

Nature of Managerial Economics
These definitions reveal that managerial economics is a part of economics. Economics deals

with the body of principles, whereas managerial economics deals with the applications of some of the
economic principles to the problems of the business firms. In essence, it is microeconomics as it deals
with economic problems of individual firms. Managerial economics can be considered as an integration
of economic theory with the management practices. In other words, managerial economics is an
application of economic principles to business management.
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In economic theory, the problems are analysed through economic models based on certain
assumptions that make theory of firms unrealistic. This requires reconciliation between the principles
based on simplified assumptions and the real business practices and sometimes includes even extensions
and reformulations of the economic principles. For instance, it is usually assumed that firms aim at
maximising their net revenue (profits) and on that basis they decide the level of production and price.
However, in practice, firms do not always aim at maximisation of profits, and therefore to that extent,
the economic theory fails to provide a satisfactory explanation of actual behaviour of the firms. Besides,
certain economic terms like profits and costs are used in business in terms of their meaning in
accountancy pertaining to profits and costs more effectively in decision-making and forward planning.
This again requires reconciliation so as to use the financial data in decision-making.

Economic relationships like price elasticity, income elasticity, cross elasticity, advertising
elasticity, cost output level, price-sales level, etc. are used in business for the purposes of forecasting
the economic quantities like profit, demand, production, cost, pricing, capital, etc. along with their
probabilities, which are generally used in decision-making and forward planning. These economic
relationships and quantities are used for formulating business policies and making business plans.
Economic explanations of business cycles, fiscal policies, government policies towards foreign trade,
labour relations, monopolies, industrial licensing, price controls, etc. assist in understanding the
environment in which the business has to operate. Managerial economics seeks to appraise the relevance
and gauge the economic impact of these external forces on a particular business firm. Thus, managerial
economics takes into consideration economic principles of both macro as well as microeconomics.

Managerial economics is microeconomics in nature, as the unit of study is a firm and not the
economy. It concentrates on the body of economic concepts and principles that deal with the problems
of business units and not of the entire economy. By and large, managerial economics uses concepts
and principles forming “the theory of firms”, and also includes “theory of profit”, which forms a part
of distribution theories in economics. The managerial economics, by nature, is prescriptive rather than
being descriptive, and therefore belongs to normative economics. It is concerned with desirability or
undesirability of economic decisions that involve value judgements. It assists the management in setting
aims and objectives of the firm and reveals the ways to achieve them in a particular situation.

Managerial economics also seeks assistance from macroeconomics in understanding the
environment in which the firm has to operate. Such understanding enables the management of the
firm to make adjustments in the best possible way with the external forces beyond the control of the
firm, such as business cycles, government policies, internal and international trades, industrial relations,
etc.

Scope of Managerial Economics
Managerial economics largely concerns with the demand analysis and forecasting, production

and cost analyses, pricing policies and practices, investment analyses and profit planning. In recent
decades, some of the operations research techniques like linear programming, inventory control, games
theory, etc. have also been taken within the purview of managerial economics.

Demand analysis and forecasting is essential for business planning and forms an important part
of the study of managerial economics. Before preparing a production schedule and employing resources,
the firm must have accurate estimate of the demand. The demand forecasting forms the basis for
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managerial decision-making for maintaining or strengthening the market position and enlarging the
profits. Demand analysis and forecasting concerns with the determinants and distinctions of demand
along with their respective elasticities. Managerial economics also suggests the techniques for making
demand forecasts for new as well as established products.

Production and cost analyses are also important to management for the purposes of planning the
output level. Production analysis reveals production behaviour in physical terms, while the cost analysis
reveals the relationship between cost and output. Cost analysis may also reveal factors causing
variations in costs whose recognition is a must for exercising cost control. Such cost estimates are
essential for more effective profit planning, cost control and pricing. Production and cost analyses
generally concentrate on production function, optimal input mix, cost behaviour and cost control.

Pricing policies and practices form a significant constituent of managerial economics as price is
the genesis of the revenue for the firms whose success largely depends on the appropriate pricing
decisions. Generally, in this part of managerial economics topics like pricing under the various market
situations, pricing policies, pricing methods, price forecasting, etc. are considered.

Investment decisions involve relatively large sums, and therefore require intensive care and
thorough analysis of all investment opportunities. This implies planning and control of capital
expenditures by top-level executives. Capital budgeting, appraisals for investment, risk and uncertainty
analysis and cost of capital are generally covered in this part of the managerial economics.

Profit is usually regarded as the main measure of the success of a firm and its maximisation the
end. However, the element of uncertainty is generally inherent in it on account of possible variations
in the revenues and costs that render profit planning as the most difficult area in business management.
The topics generally covered in this part are managerial economics, profit policies, profit planning,
and profit forecasting.

Relation of Managerial Economics with Other Subjects
Another way to understand the nature of managerial economics is to examine its relationship

with other branches of study. It has close connections with micro  as well as macroeconomics, statistics,
mathematics, management and accountancy. The concepts and methods from all these subjects are
used for obtaining solutions for economic problems faced by business firms.

Managerial Economics and Microeconomics
Microeconomics serves as the main source of analytical tools for managerial economics. The

concepts like elasticity of demand, marginal cost, marginal revenue, and market structure are frequently
used in managerial economics. Microeconomic models like monopoly pricing model, price
discrimination model, kinked demand model, duopoly model, etc. are also frequently used in managerial
economics. It has been observed that the price elasticity of demand, income elasticity of demand, the
opportunity cost, the marginal revenue, the marginal product, and the production function concepts
are also frequently used by the managerial economists. At the same time, in order to be operational,
managerial economics ignores some concepts of microeconomics of recent origin like indifference
curves, isoquant curves, etc. because business executives prefer to devote their time to concepts that
have more immediate applicability.
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Managerial Economics and Macroeconomics
Main contribution of macroeconomics to the managerial economics is in the area of forecasting.

The modern theory of income and employment is generally used for forecasting general business
conditions, which, in turn, assists in the firm’s forecasts. The most widely used model for forecasting
in modern times is the gross national product model. Managerial economists frequently use concepts
of multiplier, propensity to consume, propensity to save, net national product, and disposable income
in business decisions. Some areas of macroeconomics like public finance and fiscal policy, money
and banking, national income and social accounting, international trade and economics of development
are also quite useful to managerial economists.

Thus, the relation of managerial economics to micro and macroeconomics is just like that of
engineering with physics or that of medicine with biology. In fact, it is the relation of an applied field
to the basic discipline from which it borrows concepts and analytical tools. Basic disciplines make
greater contribution to the extension of human knowledge, but applied fields make use of that knowledge
and play an important role in procuring the fruits of progress in the theory. This is also true with
economics and managerial economics.

Managerial Economics and Statistics
Statistics assists managerial economics in several ways so as to facilitate the empirical testing

of economic principles and the measurement of the appropriate functional relationships involved in
decision-making. Deductive reasoning has contributed generalisations in economics, which can never
be fully accepted until these are tested on the bases of data from the real-world situations. Similarly,
in order to base its pricing decisions on demand and cost, the firms may use statistical measurements
of demand and cost functions. Although accounting, engineering, and subjective managerial estimates
do provide parameters for decision-making but statistical methods provide the most reliable data for
such enterprises. Moreover, business executives usually do not possess exact information about the
variables affecting decisions as they have to deal with uncertainties about future events. In such a
situation, the probability theory provides the logic, which, in turn, is the basis for statistical
computations. Thus, statistics is closely related to managerial economics and it is an important tool in
the hands of managerial economists.

Managerial Economics and Mathematics
Managerial economics is metrical in nature estimating the various economic relationships for

decision-making and forward planning. For this, knowledge of mathematics — geometry, trigonometry,
algebra and arithmetics is essential. Logarithms, exponentials, vectors, derivatives, matrices, calculus,
etc. are frequently used in managerial economics. In recent decades, there developed a branch of study
known as operations research, which deals with the application of mathematical techniques for the
solutions of the business problems. Operations research is concerned with model building that aids in
decision-making. A team of experts drawn from natural sciences, statistics, mathematics and economics
develop operations research models. Linear programming as applied for product mix, transportation,
diet problems, inventory control models indicating optimum quantities to order, optimum ordering
times, queuing models, bidding models, etc. are examples of operations research models. These models
are generally based on marginal or incremental reasoning, which has been in application in economics
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for long. Thus, managerial economics and mathematics or operations research are closely related, as
these are interdependent.

Managerial Economics and Management
The theory of decision-making or management is also significant for managerial economics.

While economics is usually based on the assumption of a single goal like maximisation of profit for
the firm, the management recognises the multiplicity of the goals and uncertainties. The management
tries to obtain a solution, which may be “satisficing” rather than “maximising”. The management deals
with the process through which expectations under the conditions of uncertainties are formed and
recognises the cost of collecting and processing information, the problem of communication, and
reconciliation of diverse objectives of individuals in the firm. This theory also recognises the importance
of economic analysis in achieving better decisions. The economic analysis does not claim that the
firm can always reach the optima as revealed by the theory, but at least suggests the direction of optimum
for any problem. It may be applied in simple situations with clear-cut objectives but may require
additional considerations in handling more complex problems with multiple goals and high degree of
uncertainty. The economic analysis with all its strengths and weaknesses provides conceptual tools in
dealing with managerial problems. Thus, managerial decision-making reminds the complexities of
decision-making, and also the need for a compromise of “pure economic models” in real-world
situations.

Managerial Economics and Accounting
Accounting generally concerns with recording the financial operations of a business firm and

serves as a principal source of data required by the managerial economists for decision-making. The
managerial economists for determining the future course of action may use the information contained
in the profit and loss account, of course after careful interpretation, recasting and adjustment. There
developed a branch of accounting known as management accounting, which provides the type of
accounting data that the managers need in applying managerial economics in decision-making.

Thus, managerial economics integrates concepts and methods from all such subjects that have
a bearing upon the business problems. Operations research and management accounting are coming
very close to managerial economics in recent decades and these are heading towards integration. The
knowledge in different fields will be of great help to managerial economists in discharging the various
functions related to sales forecasting, industrial marketing and research, production programming,
investment analysis, and environmental forecasting.

Role of Managerial Economists
Decision-making by management is truly economic in nature, as it involves choosing from a set

of alternatives. A finance manager chooses the sources and uses of funds, a personnel manager chooses
the staffing pattern, a sales manager chooses the market segments, a purchase manager chooses the
quality and sources of materials and all these choices are dictated by objectives and constraints.

Managerial economics is concerned with the decision process, decision mode and decision
variables. In fact, the managerial economist assists the managers in using specialised skills and
sophisticated techniques to solve the difficult problems of successful decision-making and forward
planning. Business decisions may be —
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1. Financial Decisions: These relate to costing, budgeting, accounting and auditing, tax
planning, portfolio composition, capital structure, dividend, etc. Such decisions are based
on considerations of differential revenues and costs of the various alternatives.

2. Production Decisions: These relate to quantity of raw materials and product, inventory,
choice of technology, plant location and plant layout, production scheduling, etc.

3. Personnel Decisions: These relate to recruitment, selection, training, placement, promotion,
transfer, retirement, retrenchment, etc.

4. Marketing Decisions: These relate to sales volume, sales force, sales promotion, market
research, packaging, advertising, aftersales service, new product positioning, etc.

5. Other decisions like information system, data processing, public relations, etc.
These decisions are influenced not only by economic considerations but also by human,

behavioural, technological, and environmental factors. Thus, business decisions represent a
compromise between economic and non-economic considerations.

For good decisions, managers must be able to obtain, process, and use information. Managerial
economists help managers in getting information required for decision-making and as a result,
managerial economics has gained importance in business in recent years. Managerial economics is
particularly useful in five business decision areas, viz. (a) demand analysis and demand forecasting;
(b) production planning and cost revenue decisions; (c) decisions involving study of economic
environment; (d) pricing and related decisions; and (e) investment decisions.

1. Demand Analysis and Forecasting: It is needed for future plans for revenues, production,
employment, and acquisition of the various inputs. It reduces the risk in short-run operational decision-
making and in planning for long-run growth of the firm. Modern management employs a number of
techniques for demand forecasting for new products based on survey namely, consumers’ demand
survey, experts’ opinion survey, sales force composition, Delphi technique and nominal group
technique. The management may also use certain statistical methods for demand forecasting of
established products like trend projection, moving average, least square, exponential smoothening,
etc.

2. Production Planning and Cost Revenue Decisions: It considers production function which
reveals the maximum output with given quantities of inputs or minimum quantities of inputs for a
given volume of output. It also indicates relative importance of the various inputs used in the production
process. Cost revenue decisions are important for maximising profits. In decision-making, cost is more
important than revenue as the management can influence the cost more than the revenue. The cost
may be (i) marginal, average and total; (ii) fixed and variable; (iii) direct and indirect; and
(iv) replacement and original.

3. Economic Environment: It is studied under (i) general economic conditions; and
(ii) economic conditions for industries. These are generally studied through analyses of gross national
product, per papita income, rate of economic growth, inflation rate, interest rate, unemployment level,
etc.

4. Pricing and Related Decisions: This requires the analysis of market structure based on degree
of competition, namely perfect competition, monopoly, duopoly, oligopoly, monopolistic or imperfect
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competition. Besides, the various pricing methods are also to be revealed, such as cost plus, incremental,
product line, differential, pioneer, cyclical and retail pricing.

5. Investment Decisions: It requires considerations of the various concepts, like incremental,
time perspective, opportunity cost, sunk cost, equimarginal, etc. for accept-reject decisions, ranking
of mutually exclusive investments, and capital rationing decisions.

In decision-making, the business problem is defined and then the objectives are determined. The
efforts are made to explore alternatives for solving the business problems and then the consequences
of the various alternatives are assessed for choosing the best alternative. This is done for tackling
uncertainty about future to decide “how to change the optimal decision or how the optimal decisions
change if one or some of the factors affect the change”. Thus, managerial economics is of great help
at every step involved in the decision-making.

REVIEW QUESTIONS

SHORT ANSWER TYPE
Define managerial economics.
Explain the scope of managerial economics.
Discuss the nature of managerial economics.
How is managerial economics related to economics?
Examine the relationship of managerial economics with mathematics and statistics.
Discuss the role of managerial economics in business.

LONG ANSWER TYPE
Discuss the nature and scope of managerial economics and examine its relationship with economics and
management.
Bring out the roles and responsibilities of managerial economists.
“Managerial economics is the integration of economic theory with business practice for the purpose of
facilitating decision-making and forward planning by managers”. Explain.
“The purpose of managerial economics is to show how economic analysis can be used in formulating
business policies”. Explain.
“Managerial economics has a close connection with microeconomics, macroeconomics, decision-making
theory, operations research and statistics”. Elucidate.
Bring out the subject matter of managerial economics. How is managerial economics related to management,
statistics, mathematics and accounting?




