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1.0 Leaming Objectives
At the conclusion of this enlt, youo should be alle o
*  Define the term managerial sconomics
&  Diacuss the nature, scope and concepis of managerial economics
#  Understand the fundamentel nature of managerial econamics
s Explain the appropriate definitions, basic sharacteristics of managerial economics.
&  Describe the sconomic anelysis and thaoretical coneepls
- Mecues the role of the managerial economist
1.1 Introduction

It is net from the benevolence of the butkcher, the brewer, or the baker that we expect our
dinner, but from thelr regard to their own:

iLr

Al = Adlam Smith, The Wealth of Natiens (1776)

Look fara moment tn consider the cantradictory worde above, penned ini 1776 by Adam
Srnith, the founder of modern economics. The Amarican Declaration of Independence
also marked that same year. It is no coincidence that both ideas appeared at the same time.
Just as the American revolutionaries were proclaiming freedom from tyranny, Adam Smith
was preaching a revolutionary doctrine emancipating trade and industry from the shackles
of a feudal anstocracy.

In the last two centuries, most of the world has experienced mo e of onimagined prosperity.
In the United States and other high-inenms countries, most people can afford far more
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than the bare necessities. Superfast persanal computers, high-tech home entertatnment
cenires, and Fast air eanspartation to any part of the globe are examples of an amazing

range of goods and services that have become part of everyday life. Developing countries
have alao seen improvement in their living standarde rapidly in recent years.

But widespread prosperity his not brought economic serurity. In an average year, &)
million pecple lose their jobs and almost 3,00,000 businesses go bankrupt. About 34
percent households are designed as poor, as the number is almest 50 percent among
households headed by Temales. Many familics worry abgut the catastrophic financial
consequence of iliness berause they have no health insurance. The prosperous society is
n fretful soctedy,

Far most of human history, pecple who expetienced econpmic misfortunes lived on the
mercy of their families or friends. A century ago, governments introduced the "welfare
state”, which provided social insurance and incame support to the needy. Gradually,
poor people in rich countries got acoess to minimal levels of income, food, and healthcare.
But rising taxes and growing government spending on healthcare and public pensions
have produced a revolt of the middle class, which is the taxed class. In 1996, the United
States remnoved its guarantes of incumne support for poor famnilies. Everywhere, countries
are rethinking the boundaries between state and market, trying to balance the grpwing
need for providing publie services with the increasing demand for cutting taxes and
shrinking governmment role.

This is the age of the global marketplace. Today, money, goods, and mfarmation cross
natipnal borders more raptdly than ever before, In the past, we did business with peopie
down the street or in the next town, and we used to buy mainly local goods. But tnday, we
ride in the “world cax” Look at this world car or at a fast computer, which incotrporates
materials, labour, capital, and innovations from arpund the world. The rise of the global
marketplace brings new challenges. Who can best adapt to increased foreign competition?
Whao can quirkiy adapt ta the iInformatiom age? The stakes are high. To the winners go the
profits, while the losers lag behind,

1.3 HMHature of Managerial Economics

Economics is the study of how societies use scarce respurces 1o produce valuable
carnmodities and distribube them among different people for satisfying their wanis. This
definition highlights two key kleas in economics: first these goods are aparce and secand,
society must use its resources eifictendly, Indeed, economndcs is an important subject because
of the fact of searcity and the desire for efficiency.

Take scarcity first. If infinite quantttes of every gned could be produced or if human
desires were fully satiafied, what would be the corsequetces? People would not worry
aboist stretching out their limited incomesbecase they could have everything fhey wanted;
businesses would not need to fret over the cost of labour or healthcare; governments
winsld not oeed to atruggle over axes or spending, becatuse nobody would care. Moosover
smee all of us could have as much as we pleased, no ane wauld be concerned abaut the
distrlbution of incomes among different people or classes.

in such an Bden of afluence, there would be no sconomiv goods, that ix, goods thal are
searce ar limited in supply. All goods wold be freely available like sand in the desert or
seawater at the baach. Prices and markets would be irrelevani. Indesd in such a case,

economies would no lomger be 2 use ful subtect. -

8t iy ancdety has reached a utopia of limitless poesibilifies. Goods are limited, while
wants are uniimited. Even afitr two centuries of rapid economic growth, production in
the world is simply rot bigh enowugh fo meet everyone s consussphion desires. Our globel
outpnat woulbd have to be masty tmes larger before the average werld could Live at the level
of the average doctor ot lawyer. And in some countries, padicularly in Africa and Asta,
hundreds of millions of people sulfer from hunger and matarial deprivation,



Given unlimited wanls, it is important that an economy makes the best usenf its limited
resourres. That brings ua fo the critical notion of efficiency. Efficiency denotes the moast
effective use of a society’s resources m satisfying people’s wants and needs. Maore
specifically, the econamy is producing efficiently wihen it cannot increase the economic
welfare of anyone without making someone else worse off.

The essence of economics is to acknowledge the reality of scarcity and then figure cut how
to organise snciety I a way that produces the most ¢fficient use of resources That is
where ecaonomics makes iks unique cantribution.

1.4 Scope of Managerial Economics

Adam Smikh is wsually considered as the father of microeconamics, the branch of
econoerics, which s comeerned with the behaviour of individual enfities as markets,
firms, and howseholds. In his book ‘An Bnquiry intn the Canses of the Wealth of Nations’
(1776), Smith considered how individual prices are sel, studied the detemnination of
prices of land, labour, and mepitsl, and inguired the sirengthe end weaknesses of the
triatieet mechanism. Most impaoriant, he identifiad the remarkable efficdancy properties of
markets and saw that economic henefit comes from the self-intereated actions of
individuals. All these are still ionportant issues today and while the study of
microeconomics has surely advanced greatly since Smith's day, he is sHll cited by
politicians and economists alike.

The other major hranch of our subject is macroecarwmics, which i3 concemed with the
overall performance of the economy Macmeconomics did net exist in its modesn form
untll 1935, when John Maynard Keynes published his revohstomasy book ‘The General
Theory of Emple: t, Interest and Money’. At the Hioe, Enigland and the United Shates
wete still qught in the Creat Pepression of the 1930s and over ene-quarter of the Americar
labour fotce was uneshploved. In his new theory, Keynes developed an analysis of what
rauses wemployment and econostiic downluma, how investment and dorsnamption are
derermined, how central banks manage monet and irterest rates and why aome nations
thrive while others stagnate. Keynes aleo argued that government had an important role
in smoothing out the ups and downs of buginess tycles. Although macrveconamics has
progressed since his first insightz, the issues ad.dressedbyl(qrrwsstﬂldeﬁne&w study of
macToeconomics woday.

Twi branches - microeconomics and macroeconmmics - Emﬁrmfmm mundern e¢trinmics.
At one time the bound ary betoveen the two areas was quite distines mome recenthy, the bvo
gub-disciplihes have been mengad as economisks have applied e lools of microecomomics
ko such topics as unemploytnent and inflation.

1.5 Concepts of Managerial Economics

Many other industrialized countries have increased corsiderably partinlarly since ihe
Grest Dapression of the 1990, Cantral banks took control of the meonetary system; labour
urdore, supporied by governmint legishbion gaired in influstvor; regulations about worker
safety, arl-discvimimnation dnd anti-trust (againat big Brtinesges) multiplied; social

surch as social security, unemployment compersation and subsidies to farmers
were deemerd necessary; new deal types of government spending (Tennesser Valley
Authotity} to artificially created jobs became commnplace; and to fund the divect
government expenses and #he exporentially growing nunber of government employces,
taxes b individuals and businesses increased. Before we delve into the qoestion as to
whether the increased role of the government in thie United States amud other indhustrialived
cowntries has been beneficlal, et us take a look st some fundamental comeepts aboul the
econarny and He way it warks.

United Srates and other industriabzed countries has been beneficial, let us take a look at
some fundamental concepts about the economy and the way it works,
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Econromics: What g economics about? Many people relate it to anything having to
do with money and how to make as much of it as possible. Oshers claim that it deals
with making choices and facing tradentfs. Still others associate it with povernment
fiscal and manetary policies and how they can best help a coumiry’s economic
health. The real purpose of ecanomics research is its ablity to explain how we can
moel optimally achieve the highest standaré of living. A good definition therefore is:
Ecanomics is the study of how we can best increase a country's wealth with the
resources that we have available o us. Wealth in this definition includes tangible
(cars, housen, ) as well as intangible {more leisure time, cleaner air,) products. As you
may know, there ie quite scime disagreement aver how a country should go about
achieving the optimurm amount of wealth. Some economists ad vocate 2 great ampunt
of grrvernment irerolvement, price controls and active monetary policy. Others betieve
that gavernment involvement shouzkd be minimal and limited to tasks related to
dafending individuai rights, defense, police and fire protection, stc. And many believe
that a combination of moderate goverrunent involvement and private inittative is
ideal in achieving the highest standard of living. There are also various opinions
pbout the role of profits, consumer spending, saving, capital formation, unions, etc.
in oureconomy. Should we tax profits ko more equally distribute the wealth inour
countty? Should we encourage spending (and discourage saving) to stimulate
economic growth? Do unjons raise real swages? We will touch on this and other
impartant econamic issues here,

Economic Analysie: Economic analysis is used in many situations. When British
Petroleum sets the price; for its Alaskan crude oil, it uses an estimated demand
maodel, both for gasoline consumers and also for the refinecies to which BP sells. The
demand for ol by refineries Is governed by a complex econornde model used by the
tefineries and BP estimates the demand by refineties by estimating the economic
mpdel used bry refineries. Economic snalysis was used by experts in the antitrust
sult brought by the U, 5. Department of Justice; both to understand Microsoft's
inrentive to foreclose (eliminate from the mearket) rival Netcape and consumer
behaviour in the face nf alleged fpreclosure. Stock market analysts use economic
models to forecast the profits of companies in order to predict the price of their
stocks. When the government forecasts the budget deficit or considers 2 change in
environmentsl regulations, it uses a variety of economic models.

Economic anatysis 15 used for bwo main purposes. The first is a scientific
understanding of how aliocations of goods and services - scarce resources - are
actually determined. Thig is 2 posilive analysis, analogous to the study of
electromagnetism or molecular biclogy and tevelves only the attempt to undenstand
the witld around us. The development of this positive theory, however, suggests
other uses for economiss. Beanomie analysis suggests how distinet changes in lsws,
rules and ather governiment inferventions m markets will affect people, and insome
cageq, one can draw a conclusion that a rule change Is, on balance, socially bereficial.
Such analysss combine posifive snalye ~ predicting the effects of changes in
rules— with value judgments, and are known as nommative analyses. For instance,
a gasoline tan uged b build highways harms gasoline buyers (wha pay higher
pricad}, but hetps drivers (who face fewer pothokes arcl less rungestion), Since drivers
end gasoline buyers are genarally the same pecple, a narmative analysis may suggest
that #veryone will banefit. This type of cutcome, where everyone is made better off by
achanga, is rebatively imeonirovensial.

Cost-benefit Anglysis: In conirast, cosi-benefit analysis weighs the gains and losses
to different individusls and suggests carrying out changes that provide greater
benefits than harm. Por instance, 3 property tax used tobuild a local park creates a
bersefit 0 those wha use the park, but harms those who own property (although, by
mcreasing property values. even nor-users obtain pomg bensdfifs). Snce same of the
taxpayers will nat uee dve parik, it will nat be the case that everyone benefits on
balanee. Cost-benefit analysis weighs the coats against the benefits. bn the case of



the park, ihe coats are readily monetized (iened Into dollaty), because the costa to
the taxpayers are just the amount of the tax. In.contrast, the benefits arehuch more
challenging to estimate, Conceptually, the benefits are the amount the park users
would be willing ta pay touse the park if the pask charged sdmission. However, if
the park does not charge admission, we wonld have to esiimate willingness to pay.
In principle, the park provides greatet benefits than costs if the benefits to the users
exceed the losses to the taxpayers, However, the park also involves transfers fram
o group to ancther,

Welfare Aualysia: Wellare analysis provides anpther approach to evaluating
Eovemment Inlervendon into markets. Welfare smalysis posits social prefevences
and gnals, like helping the poor. Generally s welfare analysis involves performing a
cost-benefit analysis taking acoount not just of the overall grns and losses but also
veighting those gaing and lneses by their effects on other social goals. Por instance,
a property lax used to subsidise the opera mighs prowide more va lue than cosis but
the bulk of property ta=es are paid by the lower ind middle-income people, while
the majority of opera-goers are rich. Thus, the opere subsidy rep resents a transfer
from relatively Iow income people to richer people, which ls gererally not consistent
with sacietal goals of equalisation. In contrast, alimination of saled taxes on basic
food tems such as, milk and bread genetally has a relatively greater benefit to poar,
whio spend a suuwch larger parcentage of their inocome on food, than ta the tich. Thus,
such achernes may be corsidered desirable not 8o much fur their overall effects but
for their redistribution effects.

Opportunity Cost: Economists nse the idea of cost In a slightly quirky way that
trmkes senee otce vou think pboul i, and wa Lee dhe b opporhuraty oot o remind
you cceasionally of our idicsyneratic nation of cost. For an economist, the cost of
sorwdhing j& nod fuat the caah payrend but also all of the value given up in the
procees of aoquiring the thing. Ror stance, the cost of & aniversity education mvolves
tuition and text ook punchases and also the wages that would have been earmed
durirrg the Hme at undversify, but were not. Indeed, the value of the fime spent in
acquiring the education — how much enjoyment wes Jost — is patl of the cost of
education. However, some “cosy” ape not gpporhmnity costs. Room and board would
not gemerally be a cost beceuse, after all, you are poing to be dving and eabny
whether you are in university or not. Room and board are part of the cost of an
education onily in 50 far as they ane more expergrve than they wonsld be otherwise.
Similarly, the expenditures on things you would have otherwise done - hang-gliding
lessons, 8 trip to Eunope — represent savings.

The cancept af opporhmity cost can be summarised by a definitien: The opportunity
coet i the value of the next best {oregone alterpative, This definition captures the
iclea that the cost of something is nol just its conetary cost bt adso the vahue of what
you did nok get. The opportunity cost of spending $17 on a T s what yog would
ave done with the $17 instead and perhaps the value of the time spent shopping.
'The opporiunity cost of a puppy ncludes not just the parchase price of the puppy
bt also the fond, vetecinary bills, carpet clessdng, and the value of the Hme spentin
dealing with the puppy: A puppy is 2 good eample, because often the purchasze
price is a neghigible portion of the total cost of cwremhip. Yet people accaice puppies
all the tixne, in Bpite of their high cnst of ownembip. Why? The economic view of the
world is that people acquire puppies becaure the vahue they expect to yet exceeds
the apportunity cost. That 48, thay acquire a puppy when the value of a puppy is
higher than the value of what is foregone by the acquisition of a puppy.

Bven though eppartunity costs include lols of non-monetary costs, we will often
maonetise opportunity costs, translating the costs into dollar terms for comparison
purposes. Monetising opporhariity costs s cleerly vatushle, because it gives a means
of camparizon. What is the oppoectunity vost of 30 days im fail? It used w be that
judge’s cccasionally sentenesd comvicted defandanls o “30 daye or 30 dollams,”
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letting, the defendant chooee the sentence. Conceptually, we can use the same idea o
find ot the value of 30 days injail, Suppose you would choose to pay a fine of $750
to avoid the thurty deys mjil, but would not pay §1,000 and instead would ¢choose
ime in the slacnmer. Then the value of the 30 d ays sentence 15 somewhe e between
$750 and $1000. In prmciple, there exists a price where at that price you pay the fine
and at a penny more you g6 to jail. That price at which you are just indifferent to the
choice - is fhe monetised or dollar cost of the jail serirence.

The same idea as choosing the jail sentence or the fine justifies monetising
oppartunity costs inother contexts. For instance, a gamble has 2 certainty equivalent,
which 15 the amount of orrey that mnakes one indifferent to choosing the gamble
versus the certain amourt. Indeed, compariies buy and sell risk, and much of the
field pf risk managerment involves buying or selling risky itemns to reduce overall
risk. In the process, risk is valued, and riskier stocks and assets must sell for a lower
price {or; equivabently, earn a higher average retumn). This differential is known asa
ik premium, and it repessenits a monetisation of the risk portion of 2 risky gamble.

Ceteris Paribus: To make any sense at all of the effects of change in economic
conditions, itis helpful to drvide up the effect into pieces. Thus, we will often laok at
the effects af a change " other things equal”, that is, assuming nothing else change
This isolates the effect of the change. In some cases, however, a single change can
lead to multiple effects. even 20, we will shll focus on each effect individually.
A gobbledygook way of saying “other things equal” i touse Labin and say “cetetis
paribua.” Part of your jobr a5 a student is to leam economic jargon, and that is an
exarnple. Fortunately, thete n't too much jargon. We will make 2 number of
agsurnptions that you ey not firnd very vasy to believe Blotall of the sssamphions
are required for the analysis, and instead merely simplify the analysis Some,
however, are required but deserve an explanation. There is a frequent assamption
that the people we will tali about seem exceed ingly selfish relative to most people
we know. We model the choices that people make, spnming that vhey make the
choice that is best for them. Such people - the people In the models as opposed to
rzal people — are known oocasiomally as "homo economicus.” Real people are
indubritsbly more altnidstic than homo economious, because they couldn't be less:

homo economicus 1s enticely selfish. (The technical term i2 acting In one’s seli-
iterest.)

That doesn ‘t necessarily mvalidate the conclumons drawn from the theory, Howeves,
pecple often make decisions a5 fampilies or households rather than individuals, and
it may be sensible (o consider the household as the “consumer.” That households
are fairly selfish is more plamdble perhaps than mdividuals being selfish. Economics
is pretty much silent os wity corvanmers want things. You may want to make a lot of
money 5 that you can butld a hospital or endaw a library, which would be altrudstic
things to do. Such motves are Invadly corsisten] with gelf-mterested behaviour.
Corporations are often cequrired to serve their shareholders by maximiaing the share
value, mducing self-trdevented behiaviour on the part of the corporation. Even if
corporations bad no legal responstbility to act in the finandal interest of their
sherehnlders, capite] markets may {oree them to act in the selb-interest of the
sharehaolders in order to mise capital. That is, people choosing investments that
genwrate a high retum will tend ke foree corporations to seek a high retum. There are
many good, and sene Rol-so-good, consedqrences of panple acking in thedr own self-
interest, which may be anpther resson to forus on self-interested behaviour.

The way economucs s performed by a proliferstion of mathernatical models and this
prliferatiom is reflected in this book, Economists reason with models. Models help
by remaving extraneous detaiis from a problem or issite, lething ane analyses what
remains more readily In same cases the models are relatively simple, like supply
and detand. In othee capes, the models are relalively cotnplex. In all cases, those
models are simplest witieh et us undenttared the qoestion er phenomenan a1 hand.
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The purpuse of the model s to illuminate connections between ideas A typical
implication of 2 modal is “when A increases, B falls ™ This “eomparative static”
prediction lets us seehow A affects B, amd why; at lewst in the context of the model.
The real world is always much more compiex than the madels we use to undersiand
Lthe world. That does not make the model useless, indeed, sxartly the opposite. By
stripping out extraneous detail, the model septvsarts a lns towalate and nnderstand
aspacts of tha real world.

Supply and Devrand: Supply and demarnd ane the most fundamental tools of economic

analysis, Most applications of economic reasoning svwolve supply and demand In

one form or ancther. When prices for home heating oti rise in the winter, usually the
reacm is that the weather ia colder than normal aod as a result, demand is higher
than usual Similarly, a break inan il pipeline crsates a shoet-lived gasoline shartage,
as occurted m the Midwest in the year 2000, which is o reduction in supply. The
price of DRAM, ur dynamic randiym acress memaory, used in personal computers
falls when new manufachusing faciliies begin production, mereasing the supply of
eIy,

Eating a French Fry makes most people 3 little bit happiec and we are willing to give
up something of value - a small amount of money, a little bat of tire — bo eat ane.
What we are willing to give up measures the value - our peruonal value - of the
I'tench Pry. That value, expressed in dollars, is the willingness to pay for French
Fries. Thal is, if you are willing to give up theee eots for s single French Fry, your
willingriess tc pay is three cents. If you pay a perny for the French Fry, vou've
obtained a net of two cents in value. Thpse swo canls — the difference between your
willingness to pay and the amound you pay - s known as consumer surplus,
Consumer surphus is the value to 2 consumer uf consumption of a good, minus the
price paid.

Market Demand: [ndividuale with thewr owh supply or demand trade in a market,
which is where prives are determined. Markets can be apecific or virtual locations -
the farmer s market, the New York Stock Exclunge, elfay -t may be an informai or
mare amorphous market, such as the marke for restaurant meals im Billings, Montana
ur the markel for roof repair in Schenectady, Mew York,

Individual demand gives the quantity purchased for each price. Analogously, the
market dentand gives the quantity purcimsed by atl $he market particlpants - the
sum of the individual demands - for each price This s sametimes catled a
“herizontal sum” becayse the summation is aver the qnantities for each price.

Eqpeilibrizom: Bconomists use the berm equilibiium in the same way s the word is
used n physics, torepresent a sieady state in which opposing forces are balanced,
so that the current state of the system tends to persist. in the context of supply and
dernand, equilibrium refers to a condition where the peessure for higher prices is
exactly balanced by a pressure for Jower poices, and thus that the current state of
exchange between buyers and sellers can be expected to pertst

Surpius and Skortage: When the peice 18 such that the quantity supplied of o good or
service exceeds the quantity demanded, some sellers are ungkle b sel] becauge
fewer units are purchased than are offered. This condition bs called a surplus. The
sellers who fail o sell have an incenfive tu offer their good at a slightly lower
price—a penny less —in arder to succeed in selling, Such price cuts put downward
pressure on prices, and prices tend e fall. The fall i prices generally reduces the
quantity supplied and increases the quantily demanded, glisinzatng the surplus.
That is, 8 surplus encourages price cuthing, which redices the auzplus, a process
thatends anly when the quantity supplied equals the quantity detnanded.

Similarty, when the price 15 low enough that the quantity demanded exceeds the

quantity supplied, 2 shortage exists. In this case, some buyens fail to purchase and
these buyers have an incentive to accept a slightly higher price in order o be able to
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frade. Sellers are obviously happy to get the higher price as well, which tends to put
upward pressure on prices and prices rise. The increase in price tends to reduce the
guantily demanded and increase the quantity supplied, thereby elimanating the
shartage, Again, the process stops when the quantity supplied equals the quantity
demanded.

The equilibriurn of supply and demand balances the quantity demanded and the
guantity supplied, so that there is no excess of either. Would it be desirable, from a
povial perspective, to force mare frade or ko restrain trade below this level?

Production Possibilities: Production possibilities fromtiers provide the basis for a
rudimemitary theory of international brade. To understand the theory, it is first
necessary tncongider that there are fixed and mobile factors. Factors of production
are jargen for inputs to the preduction process. Labour {s generally considered a
fixed Eactor, because most countries don’t have borders wide open to immigration,
slthough of course some labour moves acmss interrational borders. Temperzature,
waeather, and land are also fixed - Canada is a liigh-cost atrus grower because of its
weather.

There are other endowments thal could be expartesd but are expensive to export
hecause of transportabon costs, ncluding water and coul. Hydropower —electricity
penerated from the movement of water - I cheap and abundant in the Pacific
Morthwest, and as a result, 2 lot af aluminum i& amelied Hhere becavse aluminum
smelting vequrhres lots of electriaty. Electricity can be transported, but only with
losses (higher costs), which gives other regions a dissdvaniage in the smelting of
aluminum. Capitat is gererally constdeted a mobile factsr, Becanse plants can be
built anywhere, althouph mvestment is ezsier in some envirpaments than in others.
Por examnple, relfabe dlectyicity and other inputs are necessary for most of the Factaries.
Moreover, the presenoe of 8 unchioning legal system and the enforcement of contracts,
and the ahsence of bribery, is a comparative advantage of some natinns, because
enforcement of rontracts increases the retum un investment by increaszing the
probability the return is not taken by others

Brternational Triedz: The bagic model of international trade wags firmt described by
David Ricarde {1772-1823). It supgests that nations, responding to price incentives,
will specialise in the producticn of goods in which they have a comparative
advantage, and purthage the goods in which they have a comparative disadvantage.
He described England as having a comparative adv antage of manufacturing cloth
and Fartugal for produding wine, and thus gains from trade from the spacialisation,
The Ricardian theory sugpests thal the Efnibes] Staley, Canada, Avatralia and
Argentina should export agricultural goods, especially grmins that require a large
lard area for the value generated {they doj. It sugpests that complex technical goods
should be produced in developed natons (they are) and that simpler products and
natural resgurces exported by the lexser devaloped nations (they am). It alscsuggests
that there should be more trade between developed and underdeveloped nations
than between developed and otfver developed nanons. The theory falters on this
pradiction - the vast majority of trade i8 between developed nations. There is no
consensus for the reasons for this, and politics plays a role — the North Amedican
Free Trade Act vaatly Increased the volume of frade between the United States and
Mexico, for instance. sugpesting that tmade barriers may account for some of the lack
of trade between the developed and the underdeveloped world. Trade barriers do
not account for the vohmme of trade between simnilar nations, which the theory
suggests should be unnecessary. Develpped nations sell each other mustare and
tires and cell phones, exchanging distinct varletics of goods they all produce.

It is fair bo say that ¥ factor poce equalisation wiorks Fully in practice, it werks
extremely slowly. Diffarences In favees, tariffs and other distortions make it 8 challenge
to fest the theory acrss natiores. On the other hand  within the United States, where
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we have full factor mobility and product mobility, we still have different fector
prices - electricity in cheaper in the Pacific Northiweast, Navertheless, nations with a
relative abundance ol capital and skilled labour export goods Lhat use these
intensively, nations with a relative abundance of land export land intensive goods
like food, nations with a relative abundanee of natursl resources export these
resaurces and natons with an abundance of low-skilled labour export goads that
make intensive use of this Iabour The reduction of trade barriers between such
nation’s works like Ann and Bobv's jaint production of party platters: by spedialising
in the goods in which they have a comparative advantage, there is more for all.

Business Cycle: An important aspect of ihe business cycle is that many economic
variables move togethes, of co-vary. Some econombc variables vary lese with the
business Cyde than others, Investment varies very strangly weith the business cycle,
while overall esnplayment varier weakly Interest rates, inflation, stock prices,
rmemployment snd many other varisbles aiso vary systemabically gver the business
cvele. Some ecomomie variables are much more vitviable than vthers. For instance,
negtpnent, dursble goods purchases and utilisation of production capadty vary
more dramarcally over the business oycle than consumption and employment.

Nominai and Real Values: When we tefer to nomninal values, such as nominal prices,
garnings, wages or nominal interest rates, we refer to the dollar value of the prices,
earmings, wages or the numerical value of the interest rates. A person caming $10
perhour in today’'s dollars is said ta be aaening a nocunal wage of $10. Heal values
are always vahuet m chmiparison, or relative, to other relabed scontmmic variables.
Thus, 2 person eamling a nominal wage of 10 in 199 may only be eaming a real
wage of §5 relative to today’s doubled prices sinee, say, 1986, Applying the concept
to interest rares, 8 12% nominal interest rate is only a 2% real interest rate if prices
ace riaing by 10,

Pusitive apd Nurmatroe Ecemomics: Positive econooue slatements are lacts or
melationships which cam be praven or dis-proven. A normadive econcenic statement
is someone’s opiniom or vehie judgment about an ecamomic issue. Such a statenent
can never be proven. An contraire {as the French would 5#%), a normative statemnent
is one which people cammonly argue about. Note thet a positive statement does ot
have to be a true Statement; the statement could be dis-proven, Lt would be a false
positive statement. Ales keep in mind that predictions, such as “The Orioles should
win, the World Series this peas”, or “The sking will be in the Supar Bmw | again this
season”, are not considersd normative skatemnents, bat predictions or hopes {ur
wishful thinking) unrelated to facts or value judgreris,

Cauge and Effect: [1 s empung o conelude that if one event occumafter another, that
the firet accurring event ciused the second event. After winning its firet three gamas
while you were out with an injury, you conclude that it was your fault that your
bageball team lost its fourth game as you regained vour position in the starting
rodation. Of course, your presence could lave something to de withit, it you can
not necessarily conclude this. Other variables may have played a role: the weather,
the umpire, the cpponent and other teammates’ performance fhat day,

Similarly, in economics, people sometimes conchide that if one 2venst follows another,

the other must have caused the ome The period fellowing World War H has seen a
rising standard of living in industralized countries around the werld. This period
has also been aceompanied by much greater governmant invalvement in these
countries. Can we conclude that greater government involvement rauses higher
standards of living?

1.6 Fundamental Nature of Managerial Economics

Marty firms have used the principles of manaperisl aconpmics o improve their profitability
and market share,

Aanagerial Econgrmrg:
An S



Manzpenal Economrics It uses ecanomic concepis a5 demand, supply, cost, production, competition, price and
profit for salving the real business probleme. A strong undesstanding of these economic
concepts, which govem the economic behatnour of firms and individuals, is an important
managerial talent. Managertal economics can be used by the axperienced and goal oriented

MNotes manager for solving vanous business problems.

Ecemomics (from the Greek (Baid [oikoa], "house’, and (id [nomos], 'rule’, hence
“household management™; Is a uocial science that studles the production, distribution,
trade and consumption of goads and services. Econemics is said to be normative when it
recommends one chelee aver anather or when a subjective value judgment is made,
Conversely, economics issaud tobe positive when it tries objectively to predict and explain
congequences of cholces, grven a set of assumphons and /or a set of observations. The
choice of which assumptions to make in building 8 model as well as which observations
tc highlight is, however, nurmative.

Economics, which focuses on measurable variables, is broadly divided into two main
branches: microeconamles, which deals with individual agents, such as households and
businesses, and macgoeconosmics, which conslders the economy as a whole, in which
case iconsiders appregate supply and demand for money, capital and comeneadibies.
Aspects receiving partloular attention m economirs are resgurce allocation, prod uction,
distribution, trace, and corpetition. Economic logic is increasingly applied to any problem
that invelves choice under scarcity or determuning economic value.

The mainstream ecananue theory currently tn vogue in the business schools of most
industrial countries » nepclassical econimics.

Econooucs is ueually divided ineo two man brarches: Microeconomics, which examines
the economic behaviowr of indlvidual actors such as businesses, households, and
individuals, with a view to understand decision-making in the face of scarcity and the
consequences of these decisions.

Macroeconomics, which examines an economy as a whale with a view to understanding
the interaction bebween acanarmic aggregates such as nahonal income, employment and
inflation. Note that general aquiliarim theery combines concepts of a macrg-ecanomic
view of ihe acomomy, buk does s Iram a serictly ecnstnurted microeconomie viewpoint.

Atternpts b join these two branches orto refute the distinction between them have been
important motivators in wuch of recent economic thought, especially in the lale 1970s
and early 1980 Today, the consensus view is arguably that good macroeconomics has
sulid micrperonamic foundations. In other words, its premises ought to have theoretical
and evidential support in microeconomics.

Why is manaperial economics so valuable to a great diverse group of degision makers?
The answer lies in the meaning of the lerm managerial economics, which refers to the
application of economic thenry and tools of decixion science to find the optimal solution
bo the managerial decision problems.

1.7 Appropriate Definitions

Over the last 250 years, the sthudy of econopiics has expanded to include a vast range of
topics. What are the major defuritions of this growing subject? The important ones are:

1. Economics studied how the prices of iabour, capital, and fand are set in the economy,
ard biow thean prices are used to allorate resgurces.

2. Eoomuomics explores the behaviour of the finandal markets, and analyses how they
allocate capital ta the rest of the peonurmy.

3.  Eoonomics examines the distribution of income, and suggests ways by which the
poatcan be hetpect without harmimy: the performance of the economy.
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4. Economics locks at the impact of go '.'nlamrnent spanding, taxes and budget deficits
on growth.

8. Feanomics studies the swings imunemployment and production that make up the
business cycleand develops government polickes for improving cconomic growth,

6 Ecenomics examires the patterns of frade among netions, and analyses the impagct
of trade batriers.

7. [Leconomics looks at prowth in developing coumimes, and proposes ways and means
torencourage the eflicient use of resources,

This list is a good one, yet vou could extend it many bmes.

1.8 Basic Characteristics

Managerial Economics serves as an associatian between iraditianal economics and the
dedmion-making scienes. The most excellent way b get familiar with managerial
sconamirs and dedsion-making is to come face to fane with the real world cases.

That doesn’t necessarity invalidate the conclusions drswn from the theory. However,
people often make decisions as families or housebolds rather than individuals, and it
may be sensible to consider the housshold as the “"consumer” That households are Fairly
selfish i more plausible pechaps than individuals being selfish. Economics i pretty
much silent on why consumers want things. You may want o make a Lot of money so that
you can build a hoepital orendow a library, which would be altrnstic. Sach mobives are
broadly consistent with self-mterested behavior Corporatinns are often tequired to serve
their sharetudder by maximising the share value, induecing sell-interested behaviouron
the part of the corporstion. Even if corporabons had no legal respunaibility to act in the
financial mterest of their shareholders, capital markets may ferce them to act In the self-
interegt of the sharelintders in order tn misecapital That is, people choosing investments
that generate a high returmn will tend to force corporabons foseek a high retarn, There are
many good and some not-s0-good, conseguences of people ecting in thetr gwn self-nterest,
which may be arother reascn to focus on self-interest.

Thiza, while there are [imits b3 theapplicability nf the theory of self-interest, it is a reasonable
methodology for attempting a science of husmnan behavios Salf-interested behaviour will
oiten be described as “maxdmising bemaviour,” where consumers maximise the value
they obtain from their purchases, and firms meximnise thels profits, One objectlon to the
econoinic methodology is that people rarely carry out the calculabona recessary ta literally
maximise anything, Hewever, that is not 2 sensible objection to the methedology. People
do not carry gut the physis cakculations to throw a baseball or threed 8 needle, eithes,
and yet they accomplish these tasks. Bconomists often ormaider that peaple act "as 3
they maxirnise an objeclive, even though ne calculations are carried out.

1.9 Theoretical Concepts of H‘Ianageﬂal
Economics

incremental Concept

Incremental reasoning involves estimating the inpact of decision alternatives. The twa
basic comvepts in the incremental analysis are:

1. Incremental Cost{l)
2. Incremental Hevenue (TB)

Incremental cost is defined as the change in total cont a3 a result of change in the level of
output, investment, etc, Incremental revenue ks defined as the change in total revenue
resulting from a changein the level of output, prices, 8. A managet dways dehermms
the worth of a decision on the basis of the eriterion Le, TR & greater than 1C. :

Managerial Ecrmomees:
An Ooerpicne
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Muaragerial Ecoromics

Motes

A decision is profilable if:

1.  itincreases revenue more than it increasas cost

2 itreducessome cost more than it increases others

. itincresses some resources morc than it decreases others

4. itdecreases costs more than it decreases revenues.

A decision is profitable according to the incremental cancept only when it increases

reveruee mnre than it increases cost, or reducer costs more than it reduces revenue.

Marginalism and Equimarginalism

Marginalismm Concepis

The marginatism or the marginal value of 2 dependent variable is defined as change in
this dependant variable associated with a one umdt change in a given independent vaniable.
The twa importznt concepts of uarginal analysir are:

1. Marginal Cost (MC)

2. Marginal Revenuc {ME)

Marginal cost and revenue are always defined in terms of umit changes in output.

Marginal cost is expressed as the ratio of bvg absolute changes, change in tokal cost, and
change it output as:
di{TC
MC= 2

Merginal revenue is the ratio between toml revenue and change in output and is given ag:

d{Tr)
dQ
Marginalism assumes single variable function, for example, either revenue depends on
output or costs depend onoutput.
The decision ruaie in this cane ®:
1. fomaxdmize revenue, do not sell output beyond the point where MR = [}

2. Tomaximize total profit, donotemploy 8 fackor beyond a puint when: MP {marginal
profit) =0,

ME=

Comparison hetween Incremental Concepts and
Marginal Concepts

Ineremental concepts are move fexible than marginal concepts. This is because MU and
MR are resiricted to the effacts of changes inoutput. However, managerie] decisiter-malking,
is not oonwerngd with changed cutput. A prodiction manager may be faced with the
problem of substituting one process of production fgr another o prod ure the same cutput.
The problem is of comparing the cost of the first process with thet of the alternative.
Marginal anslysis is ot suthed for this type of decision. It can compare MC of one process
with that of another but not of the MC of the changed process.

Incremental cnst gy be used to refer to the change in cost brought about by the changes
in priduction process or aclivity.



Equi-marginal Concept

The principle of squi-marginalist states that resources shiould be allocated or hired in
such a way that the ratlo of marginal returns and margina! costs of various uses of a given
tesource or of various resources in a given usc is the same. For example, a consumer
seeking maximury ufility (satisfaction} from the vionsumption basker will allocate the
consumpliom budget on guods and services such that:

ML MU, MUY

ML, MC, MU

Where,
MU, = marginal utility from geed 1, MC, = marginal costof guod 1, and s0 on.

Similarly, a prolucer seeking maximum profit would use that lechnigue of prixluction
{inputl—mix), which would ensure

MC, MC, MG,

MRE _MRP,  MRF

Wheara

MR, =maximum revenue product of impact for example, labor, MC, = marginal cost of
input, and so on.

If the preceding equations were nat true, utility / profit can be increased by reshuifling
TEEOUTCES /inputs.

For pxamprle, If
ML, ML,
MC, MO,
As a result, the consumer must buy more of goods 1 and less of goods 2 to increase utility:

The essence of equi-marginal principle i that purchages, activities, or productive respurces
should be allocated 50 that the marginal utilities, benefits, or value-added accruing from
each purchase, activity or productive resource are identical it all uses.

The Discounting Principle

1f a decision affects both costs and revenue at fubare dates, it is essential to discount these
costs and Tevenues 0 make them comparable to some present value before a valid
comparigon of aliernatives is made. A simple example will make clear the rationale of
disceamnting. K you are offered to choose between a gift of 5,000 today or 35,000 to be
recmived after one year, you would surely prefer the former. This is because in a world
where the rate of interest is not zerp, there 15 & seope for investing 75,000 at the market
value of interest anud accuraulate interest on the principle.

As thereis risk and uncertamtby about the futire, the seturn in fulure ig less atteactjve than
the same return today. The fubure, therefore, has tobe discounted for risk and time.

Example: How much money today would be equivalent to T1002 a year from now if the
rate of interest is 10 percent?

Selution: The present value of 21000 to be received after one yearis
V= T1000/1 +i
= 1002/1.10
= T 90909

Mangperial Evongpmizs;
An Duerpiew
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Maragerial Eeonpmnizs Where,
PY =present value, 1 =rate of interest.
T 909.09 plus the interest on it will accumulate ta an amount exactly equal to 1000.

Nates The same analysts can be extended to any number of periods, A sum of Z1000 to years
from now is given ag:

PV <RI000/(1 + if?

= 71000/ (1.108
=T1000/1.21
y = 782645
In general, the present value of 2 sum tp be received at any future data can be found by the
Following formula:
PV= R*/ (140

R= amount to be received in future
i= rate of interast
' n = number of years lapsing behween the receipt of R
If the receipts are made availahle over a number of years, the formula becomnes:
PV= R+ + R+ + R/ +P+.... +RY/Q +D)F

Drw:gnfti]‘
Where, ‘
= e i T
R~ mmount to be received in future
i = rate of interest

n = twmnber of vears kapsing between the receipt of B

The Opportunity Cost Principle

The opportunity costs or atternative costs are the returns from the second best use of the
firm's resources, which the firm forgoes in order te avail itself of the retvurns from the best
use of the rescurces.

The opportumity cost of anything is the next best alternative that could be produced
instend, by thesame factors and costing the same amovnt of mioney. Opportumity costs are
therefore, the costs of sacrificed altematives.

Paiuts to remember:
1. Alldecisions, which involve choice, must involve opportunity cost calculation.
2. The uppuriunity ciat may be either: I

{(a} teal ormonetary
B} implicit orexphicit
~{c)  nomequantifiable or quantifiable.

Opportunity costs’ relevance s not limited to individual decisiune. Cprpurhunity costs are
also relevant to government's decisions, which affect everyone in society.
14



The Invisible Hand

Adam 5mith, the father of modern economics belisved that there existed an "imvisible
hand” which ruled over the economic system. Acconling toham, the econamics system,
left to itself, is self-regulating. The basic driving force thsuch a system istrying to enhance
its own econamic well being. Flowever, the actions of each unit, acting according fo its
ownsel-Inferest, are also in the interests of the ecanomy as a whole. Producers are led by
the profit motive to produre those goods and services, which the consumers want. This is
done atthe minimum possible oost in order to maximine theic profits. Moreover, if there is
competifion among a number of producers, they will try to keep the price of their product
low In order ta attract consumers. The comumoditas produced are made available in the
market by traders. They also act in their own seli-interast. Hawever, in a self-regulating
acanomy, there is rarely any shortage of goods and services.

In 3 self-regulating economy, decisions to save and mveﬂmmkmb}rmdmdualemnmuc
urits. For exemple, houssholds save some of their income and depasit part of It in the
banks, or invest it in shares and debentures. The producess bomrow from the banking
systemn and alse issue shares and debentures to finance their investment. in tum, they
reitivest 2 part of their progit,

In addibion, in a self-regulating econemy, all the econamic functions have been carried
out by individuale acting in lsolation, There is nogoverrasent or cendralized anthority to
detgrmine wha should produce what and in what quandisy, and whese it should be made
available. Yet, there is seldom a shortage of goods and services. Poactically everything you
want tabuy is avallable in the market. According i Adam Senith, the economic system is
guided by the “invisible hand®, In other warnds, the bagie economir problems in g society
are solved by the operasion of market focces.

Concept of Profit

Business decirions take into account two impaortant concepts of profit-

Accuounting Profit
The profit of 4 ficm is expressed in su'nple terms ik
Frofit = Total Revenue -Titel Costs
I =TR-TC

In the preceding formula, TR is defined similarly by both accountants and economists
groups. The differences arise in the measurement of botal cost.

The aceounting concept of profit is:
Profit -T-:ata.l Revenue - Exph-:u CoslE

Tatal revenue is the mfallmmmuftheﬁrmm an aceourting period. Explicit costeinclude
wages and salaries, rent, imterest, taxes, and the cost of ail raw materials, mtermediate

zoods, and services purchased by the firm. Therefore, expliclt costs inchide payments for
all inputs exceptmanagement. When total revenus ig suhtrautad from the E:p}.h:ll:casts

the result is accounting profit.

Ecomomic Profit

The economic profit # alse defined, as TR -TC, However, the cost includes explicit costs
and the wages of mansgemient. In addition, economists aleo consider any implicit costs
involved. These costs tnchide allovwsmces for the owner s own factors of produsctian, such
as labour, land, or capital.

L
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Meragerial Ceonontics 1.10 Role of the Managerial Economist

Ecenemic life is an enttmously complicated hive of activity, with people buying, selling,
bargaining, investing, persuading, and threatening, Managerial econormics can be used
Notes by the .30%1 oriented Wriﬂhvu ways. Erst, given an existing economic environment,
the principles of menagerinl economics provide a framewaork for evaluating whether
resgurces are being allocated efficiently within a finn. Secomd, these principles belp the
manager o Tespond to various economic signals. Thus, the working kniowledge of the
principles of managerie} economics can incresse the value of beth the firm and the manager.

Economists use the scientific approach to understand economic life. This involves
observing economic aifeir and drawing upcn statistics and the historical record. For
complex phenomena like the impact of budget deficits or the causes of inflation, historical
research hes provided valuable insignts. Often, ecomomdes relies vpon znalyses and
theories. Thepretical approsthes allow economists to meke broad generalisations, such
as those concerning the advamiages of international trade and specialisation or the
digsdvantages of tariffs and quotas.

A final epproach is the use of statistical analyses, Econornists have developed a speclalised
technigue known as economeirics, which applies the tools of statistics to economis
problems. Using ecanometrics, ecanomists can sift through mountaing of data to extract
gimple relationships. Por example, in recent years, people have argued about the impact
of 3 higher minimum wage on employrent. From numerous shudies, economists have
concluded that itis likely that raising the mirizmm wage will reduce emplayment of low-
wage workera. This knpwiedge is essential to palicymakers whoare siruggling with the
question of how high o set the minimum wage.

Budding economists rnust alse be alert to common fallacies in economic reasoning. Because
eroTumhic relaticnships re often complex, myolvirg many different variables, it i eagily
canfused about the exact reason behind evenia or the impact of policies on the economy.
The following are some of the common fallacies encountered in economic reasoming:

1. The post hoc fallacy. The first fallacy involves the inference of causality. The post
noe fallacy pceurs when swe assume that because one event occurred before other
events, the first event caused the second. An exam ple of this syndrome oocurred in
the Great Depression of the 1930s in the United States. People had obaerved that
perviods of buginess expangions were preceded or acconpanied by rising prices.
Frpm s, they concluded that the appropriate remedy for depression was to raise
wages and poices. This idea led to a host of legialation and regulations to prop up
wages and prices in an inefficient manner. Did these measures pramaote econamic
recavery? Almost purely not. Indeed, they probably slowed recovery, which did nat
occur until totel spending began to rise as the government increased military
spendirg in prepamtion for Woeld YWar Il

2. Failure to hold other things constant. A second pitfall is failure to hold ather things
copstant when thanking about ar issue. For instance, we enight wart to know whether
raiging tax rates will rise or lower tax revenues. Some people have put forth the
sejuptiveargument that we caneat our cake and have it too. They argue that custing
tax rates will at the sarne tirne raige povernment revenues and lower the budget
deficit. They point to the Kennedy-Jehnson tax cuts of 1964, which lowered bax rates
gharphy and were followed by an increase in government revenues m 1965, Ergn,
they argue, lower tax rates produce higher revenues.

What is wrang with this ceasoning? This argument overlooks the fact that the
SCONCIY greny 1964 to 1965. Bacause people’s incomes grew dusing that period,
government reveniies als grew, even though tax rates were lower. Careful studies
indicate that reverfizes would have been even higher in 1965 had tax rates not been
lowrened in 1964, Hence this analysis fails to hold other things {nramely, total incomes)
camstant., g %
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Kemember to hold other things consland wlen you are analysing the impact uf a
varndbleon the economic system.

The falkicy of compositien. Sometimes we assumethat what holds true tor partot a
systemn also helds true for the whole, In econcmies, howwevey, we often find that the
whole & different from the sum of the parts. When vou assume that what is true for
the part is alsa true for the whole, you ace committing the fallacy of compogition.

Hera are same brue statements that might surpeige you if vou ignorme the fallacy of
composition (1) If one farmer has a buraper crop, she has a higher income; if all
tarmers produce a record crop, farm incomes will fall. (2) If one person receives a
great desl mose maney, that persor will be better off H everyone recaives a great deal
more money, he society is likely to be worse. [3) If a high tariff is puton the product
of a particular industry, the producers in that induptry are likely 1o get profit; if high
tariffs are put on all industries, most produceres and consumers will be wirse.
{4) When teschers grade om 2 curve, grades are a “zerp-sum game™ if one student
performs well be will raise his grade; if all students parforr well, the average grade
is unchanged.

These examples contain no tieks or magie. Rather they are the resalts vl sy stems of
interacting individuals. When individuals interact, often the behavigur of the
aggregate looks very different from the behaviowr of the individual.

Wr state these fallacies unly byiefly in this legson. Later, as we infroduce the tools ot
economics, we will reinforce this discussior: and provide examples ot how fallacy
teo the Jogic of ecaromics <an lead voi to false and sometimmes costly errocs. When
you reach the end of this subjecd, you can Inok back te see why these paradoxicsl
exampies are e

Case: Decision-making at Asian Paints
In economic systeins what takes place in cne sector has bnpacts on ancther.

Dexcision-making the vision of Asian painis (India) L, is bo bacome one of the top
live Decorative coatings companies worldwide by levaraging ite experiise in the
higher growih emerging markets, simultanecusly, the company intends to build
lang term value in the Industrial coatings business through alliances with
eslablished global partners.

Asian painds = India’s Isrgest paint company and rendes amang the top ten decorabve
coatings companies in the world today, with 2 tumnover of ¥ 20.67 billion (U5 435
wmiilion} and an enviable reputation In the Indian corporate warld for
Professionaliam, Fest Track Growth, and Building Shaschelder Equity.

The Ociober’ 2002 issve of Forbes Global magazine US4 ranked A=an Paings among
the 200 Best Senall Cosnpanies in the World Fr 2002 and precented the ‘Best under
Billiory” award, to the compary. Dne of the conmiry’s beading business magazines
“Businesa Today” in Feb 2001 ranked Aslan Palnts as the Ninth Best BErnplover in
India. A survey carried out by ‘Economic Times’ [n January 2000, ranked Asian
Faints as the Pourth moat admired eom pany across industries in India.

Among its various other achicvernends, Asian Paints ia the anly company in India to
have won the prestigians Economie Times -- Harvard Business School Agsociation
of India award ¢on two separate occasions, once in the clegory of “Mini-Gianis®
and the other in “Private sector giants”

The major decisiona taken by the company which helped it to achieve the set goals
WETE

%  Comaomer Focus: The company hascome ¢ Jong way sinece ik smali bepinnings
in 1942, Four friends who were willlng to take on one of the world's biggest,

Conkd...
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o - most famous peint cnnpanies operating in India at that time satitypasa

parinership firm Over the course of 25 years Asian Paints became a corporate
farce and india’s lesding paints comtpany. Driven by its strong consumer-
focus and innovative spirit, the company has been the market leader in paints
Notes since 1938. Today it is double the size pf any other paint company in India.

»  Wide Range of Prodwucts: Asian Paints manufactures a wide range of paints for
Decorative and industrial use. Vertical integration has seen it diversify into
Speciality products such as Phthalic Anhydride and Pentaerythritol. Mot only
does Asian Paints offer customers a wide range of Decorative and [ndustrial
paitiis, it even Customecreates products to meet apecific requirements.

*+  [lnternational Tle-ups: To keep abreast of world technology and to protectits
competitive edge, Astan Paints has from time to time entered into techmology
alliances with world leaders in the paint industey:. Ithas a 50:50 joint venture
with Pittsburgh Painis & Glass Industries (PPG) of USA, the world leader in
Automotive coatings, to meet the increasing demand of the Indian automative

indestry.
Table 1: Tota's Group Profile 2

| I % Group Top 10 Top 20 Last 10

[ saLEs 100 78 50 035
PAT 100 75 %3, 0.20
TOTAL ASSETS | 100 72 a7 | 0.80
MET WORTH | 100 71 90 | 0.90

Table 2: fakios

! In% Group | Tep 10 Top 20 Last 10
RONW 17.8 | 18,9 18,3 4.2 |
ROCE 2.4 | 77 7.8 1.9
PAT/SALES 8.9 3.7 2.2 5.5

| ASSETS

»  Lafest Techuofogy: It hos also drawn on the world's latest technnlogy for its
manufacturing capebilities in areas like powder coatings and high-tech
resing - thus ensuring that its product quality lives up o exacting international
standards, even in the most saphisticated produrt categories,

»  Emphogis is on REI: The company places sttong emphegis on s own in-
house R&D, creating new oprportunities by effeciively hamessing indigenous
creativity, The Asian Paints Research & Development Certer in Mumbai has
acquired the reputation of being ona of the finest I South Asia. With iks team
of ever 125 qualified scientists, ithas been respongible for pioneering a number
of new products and creating new casegories of paints. The entire decorative
range of the company has been developed by the R&D team.

= Stateofthe Art Planta: The company boasts of state-of-the-grt manufacharing
plante at Bhandyp in the state of Maharashiva; at Ankleshwar in the siate of
Gujarat; at Patanchery in the state of Andhra Pradesh; and at Kasna in the
state of Uttar Pradesh. All the company’s plants have been certified for IS0

2001 - the qualiry accxeditation. All the company’s plants have also received

the 15014001 certificate for Environment Management Standard. The Phthalic

. Anhydride plant has been certified for SO 9002 and 15O 14001 whereas the
Penta piant has been certified for ISO 14001. The Penta plant will shortly

18 receive its [30 9002 certification.

Condd,..



*  Luvireument Friendly: In June 2002, Asian Palnte plant in Patanchen was
conferred “ The Golden Peacock” award by the World Environnment Foundation
and the award for 'Excellence in Environment Management’ by the
Covernment of Andhra Fradesh,

*  Emphasis on IT' Asian Painls was one of the first companies in lndia to
extensively vomputerize its eperstions. In addition to computerized
manufacturing, computers are used widely in the arcas of distribution,
inventory control and sophisticated MIS to derive benefits of faster market
analysis for belter decisipr-meking. It is a continuously evolving compeny
desiving its euiting edge from the use of innovative I'T solulions. AL the Incalians
of the company are integrated through the ERP selution. {

¢ World Wide Presence: Asian Paints operates in 23 countries across the world.

It has manufactuting facilities in sach of these countries and ie the largest

paintscompany in nine overseas markels. It is alse ndia’s lergest exporter of

. paints, exporting 16 over 15 merkets in the Asla-Pacific region, the Middle East

and Africa. In 12 markets it operates through its subaidiary, Berger xternational
Limnited amd in Egypt through SCTB Chemical 5AE.

Further decisions that the company may consider an:

*  moe focus on industrial paints, especially the automaotive paints division

*  manage the chemicals business more efficiently

*  better marketing strategies to adopt top line growth in international operations

*#  reduce the input costs of production

*  consolidate on the ‘colourworld” and "home solutions’ initiatives to congolidate
the leadership position in decoralive paints segment.

Question

How does ecomomics pley a role in decision-making ar Asian Fainls?

Student Activity

Hold a greup discussion on “different tools of ecunomic analysis and their uszes in
decision-making process.

1.11 Summary

It 15 hard to ldentify the reasons why some businesses fail and why some succeed. Each
possible factor (luck, market share, first to the market, ekc.} has ita own conslilmency of
advocates. Yet, no one thing stands put across the population of firms. What does stand
cut, however, is that all business managers must lake decisions and solve problems.
Foemayrics offers a framewark for managers to better undarsisnd humen bebe viorand as
such, analyse business issues,Thug, ecunomics & a way to think, One of the basic
toundations of economic Lhtnﬁ.ng i (hak all decislong barve costs. When one thing is
sedected, another thing is given upr. reason for this i that business resources are
Iumited. This is ko say, economic analysis encourages businese managers to think in terrns
of alternaives when addresging business iscuce.

Ecorvomics is the study of how societies choose (o use scarce productive resources that
have altemnative uses, to produce comenodities of variows kinds, and b distribute them
amorg different groups. We study econemias to understand not enly the world we live in
but also the many potantial worlds that reformers are conatantly proposing tous. Goods
are scarce because people desire much more than the sconomy can produce. Bconomic
gnods are searce, net free and sockety must choase ameng the Emited goads that can be
produced with iz evailable resources. Microeconomics s concerned with the behavior of

Menagerial Ecnromics:
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Notes

individual entities such as markets, firms and hpuseholds. Macroecanomics views the
pecformance of the economy as a whole. Through all economics, beware of the fallacy of
cirmpasition end the posthoc fallacy. Remember to keep other things constant.

A business manager must undersiand various economic concepts in the corrective
perspective, A pruper understending of these economic concepts is essential for taking
bustness decision in this changing econamic scenario. The prime objective of an economist
is b0 provide the ecanomde logic and reaspning in integyating economic theary with the
practical econemic protems so that proper solutions may be provided to the various
issues pelating to the business strategy and policy. The analysis of the economic concepts
discugsed in this unit helps in developing skills and econemic wisdom in the applications
of managerial economdes. The theory of international trade explains the basis of global
trade and diskibution of its benefits among the trading countries. Likewise, economic
growth of an economy is followed by business ¢ycle, So, the sound understanding of
these concepts is really like to knaw how Lo use a weapon in war.

1.12 Keywords

Ecomomics: Economics is the study of how societies use scarce resources o produce
valuable commaodities and distribute them ameng different people for salisfying their
wWarnis.

Efficiency: Bfficlency denotes the most effective use of a society’s resources in satisfying
people’s wants and needs.

Microecomomics: It is the branch of ecomomics, which is concerned with the behaviour of
individual enbities as markets, firms, and househelds,

Macroeconemics: It is concemed with the overall performance of the economy.

Econonzic Analysis: Economic analvsis suggests how distinct changes in laws, nales and
ather government interventions in markets will affect people.

Normative Analyses: Positive analysis — predicting the effects of changes in rules - with
value jidgmaents, and are known as normedive analyses.

Cost-benefit Analysis: Cost-benefit analysis weighs the gains and losses to different
individuals and suggests carrying out chamges that provide greater benefits than harm.

Welfure Analysis: Welfare analysis provides another approach to evalvating government
intervention into markets.

Dpportunity Cost: The opportunity cost is the value of the next best foregone alternative.

1.13 Review Questions

1.  TDlefine managerial economics. Discuss the significance of manaperial economics in
modemn tires.

2. "Scarcityand efficiency go hand to hand in a society”. Diiscuss the statement in the
light of the twin themes of econormics,

3 THacuss and differentiate bebween mitroeconomics and macroeconomics, Which
aconomics is more useful to e nation?

4, Discuss and illustrate the different toels of economic analysis that are essential in
decisipn-making process.

“The objective of econosnk anadysis is not merely to discover the truth but also to
assist in the solution of cancrete problems.” Comment.

6. "Theuse of Internet has been increasmg in the study of econamics but the necessary
precautions are more important”, Discuss.

w



7. "Managerial Economdes may be definied as the shdy ot the allocation of scarce fangerial Eranomis:

TesguLrces among competing ends. ” Examine the statement. Ant Ooerview
8 Discuss and illustrate the ditierent tools of ma nagerial ecomomics that are essenbal
in decision-making process. ko
o

4. "The objeclive of managerial econornics is not merely W discover the iruth but also
to assist in the solution of concrete problems.” Comment,

10, “Economics may be defined as the study of the allecation of scarce resources amang,
cotnpeting ends. ” BExamine the statement.
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Al the conelusion of this unit, you should be able ta:

- & @

Define the term demand

Explain the concept of demand

Understand the various types of demand
Describe the demand function and demand curve

Discuss the demand elasticities (and demand forecasting)

2.1 Introduction

Business firms may have different objectives like profit maximisation, sales maximisation,
output maximization, security of profits, satisfaction maximisation, utility maximisation,
growth maximisation or satisfying particular stakeholders. But the basic business activity
of all firms is same - they all produce and sell goods and services that are in “demand”.
Demand is the basis of all productive activities, rightly termed as “mother of production”.

It is, therefore, necessary for business managers to have clear understanding of the

following:

1. What are the sources of demand?

2. Whatare the determinants of demand?

3.  How dobuyers decide the quantity of a product to be purchased?

4. How do buyers respond to the change in a product price; their income; prices of
other goods or services; and change in other determinants of demand?

5. How can total or market demand for a product be assessed or forecast?

In a market economy it is the price-mechanism that settles its fundamental problems of
what, how and for whom to produce. The price of any commodity in the market is
determined by the general interaction of the forces of demand and supply. In this unit we
will deal with the concepts of demand. Before proceeding further, we may define the term

‘commodity’ and ‘market’.



A commuodity is any good or service produced for sale in the market. By this definition,
fond produnced in the home kitchen for consurnption of the family isnota commodity. But:
the same food prepared by a hotel for its customers” consimption isa commodity.

Market in. Economics is more than a geographical area or a ‘mandi’ where goods are
bought and sald. It means all the areas in which buyers and sellecs are in contact with
each other for the purchase and sale of the commodity. A commodity mayv have a local
market, a regional market, a natonal market or even an international market. Thus, the
basic ingredients of the market are.

1.  Commadity or service which is transacted;
2. Existenre ofbuyers and seilers who demand and supply respectively; and
3. The price at which the transaction &5 carried cut.

2.3 Concept of Demand

The term ‘demand’ in itself does not convey the meaning, It must be quallfied with the
price, the quantity demanded at that price and the period during which demandad.
‘Demand’, in microecanomics, means the quantity of a good one is willing to buy at a
given price during a period of time. How mach quantity’ is deterumed by & lurge number
of factors. The main factors are the extent of liking, the purchasing power, the price, the
market for substitute and complementary goods, e Faturg trend of the market, the future
income, efc.

Econnrnists use the term “demand ” to signify
{a) MNeed tohave possession, and
() Readiness to pay for that possession

Demand is thus reflected m terms of the amount the consumers are willing to buy at e
given price over a given pericd of ime. Demand, in the economist’s sense, dosanot mean
the wanits, desire or need of peaple since these may hot be backed up by the abillty to pay.
At ary given time and for any goods or services, it is puagible to parceive a consimer's
demane curve which relates the amount a canenmen is willing to buy toeach conceivabie
An aggregate of individual demand curves vield a market demand curve. To derive the

u
market demand curve ; EI D, we surm up individus] demand murves, d, .‘.dnofcmmumars
horizontaily, as Hlustrated below, where | = 1 & 2. The negetive slope of these normal
demand curves suggests an inverse relationship between price and quantity demanded.

— ey m—— ——

(=

.

G Q; o Y

Cankty damanded 13 Suanfity demanded K31 Qvontity demanded |3
o ibj (4]

A any Adom’s Ee's harked

price chamond t demond demand

Note: 00, + QQu=O(ALE)

Figure 2.1: Derivation of Morket Damand Curve
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At the moment, it is important to note that demand and consumption are organically
related. Congumpbion is an econormnic achivity wherebry the use value of itemn consumed
exhausts. It is towards this consumption, either final or intermediate that the consumers
dernand items which contatns utility {i.e., overall mtisfaction from their limited budget
spertt on their acquisition). A housetiold consumer demands the iterns of goods for final
comsrnption; an inkermediate consumer like a factory owner demands the itemn of services
fromn factors of production like land, raw materials and labour; these are required towards
processing inpyuts inko fiscal putpuk Ttis cbserved that all consumers have ibnited budget
and therefore, while demanding items they are careful to get the best return on thetr
resources gpenit — and that is rationality.

1t ig also importani to note at this stage that demand reflects consumet s behaviour —
2 combination of ratignality and gptimality. By way of en optimal cholce, a consumer
tenda to maximise aatisfaction {e.p., utllity-cantent of goods and services) subject to
consttaints imposed by factors like limited budget of given tastes and preferences.
Preferences indicase ordering of itemns in the choice-set of 8 consumer. The feasibility of
chaice, given the preferences is taken care of by demand, i.&,, placing an order at a price,
Sometimes, choice may be gtrongly ordered, indicatng tastes and prefererces are more
dictating than the price income factors.

The sum up, economist’s concept of demand is not the same thing as desire {wishing it
were 5af], or need ot choice or preference or order Real world confusion may arise when
in business practice, thess terms are used interchangesbiy.

Demand for a Commodity

In any market, there are a vast number of individ ) puschasers of a comunedity. The basic
unit of corsumption being theindividual household, “how much of acammodity veanld
an individual household be willmg to bny?” —is the demnand for the commodity. Wemay
define:

Thie demand for a commadity of the individual household is the quantity of the commodity
that he is willing to buy in the market in a given period of time at a given price.

Thus, 3 want with three adribubes — ‘desire bo buy’, “willingness to pay’ and ability to
pey” - becornes effective demand, Demand for s commodity has always a reference to
'3 price’, “a pericd af Hime' and ‘a place’. For this resson, “demand for apples is 57 -
carries no meaning for a business decision.

Daterminants of Individual Demand

Knowiledge of different factaea and Farces that determine the demand for 2 commedity
and the nature of velsttonship between the demand and its determinants are vary halphul
in analysing ang estimating derand. The demand for a commodity of the individual
household depends upon a nember of factors, some are quantifiable while spme are not
quantifiable. These factors are:

1.  Price pf the commadity

2 The money income of the individual househald

3. The tastes and peeferences of the individual househeald
4.

The prices of other commodities

Types of Demand

Some contrastng types of demand may be Jsted, because such listing helpe us in analysing
consumer s behaviaur.

iy Individual vs. Market demand



(i) Market segmentve Total market demand

{ii) Company vs. Industry demand

{iv) Doemestic vs. Wational demand

{v} Directvs. Derived demand

(vi)  Autonomous vs. Induced demand

{vil) Mew ve Replacement demand

{viil] Short run vs. Long run demand

{ix} Household vs. Corporate vs. Govenmment demand.

Just as the aggregate of individual 'z, demand from high inceme, middle income and low
income group yields the market demand for & common item of consumpticn, in the same
way, an aggregate of varicus company’s demnand ylelds the mdustry’s demand, e.g., the

demand for enginsers. An aggregate af varinus market sagments (North, South, East and
West; or local, domnestic and export) yields the total market demand for any item or
induastrial raw materials, ¢.g. ceiling fans, marine produacts, banbey priects, efc,

The demand for an item tof goods) in respoftse to i awn price is called ‘direct demand”,
whereas the demand for an item (of services from a factor) i called ‘derived demand’. The
demand tor inbour in response to the wape mte e direct, but the demund for same labour
in respornse tn the price of electronic gocds where labour enters as an input is derived
demand.

D =D{P) = Direct Demand
0 =D [E-_Hr (P?]] = Derived Demand

The demand far goeds or services in response to explicit factors like price, income, etc., is
induced demand, but the same demand where the impact of implicit faciors are not stated,
is called autonomous demand.

D, =D,-d,F, =D, = Autcnomous, and -d,P,_ = Induced

Sometimes, because of inberdependence or relatedness of goods and /or services, the
demand for an item may be induced by the supply or price of its substitutes and
complementary items. D, = D(P, ) is Cross Demand, where x and y are related.

There is a contrast between the users and between the uses. A8 such the household
demnand (say, for uamiture) way be contrasted 1o the corporate demand (by a fAordshing
and decomator campany) and government demand (by Directorrte General of Supplies
and Disposables).

I bhe same way, the use of an item (say, refrigermitor of coal) may be for domestic use or for
chemist shop or 2 factory such that there is contrast between domestic demand and
indugtrial demand.

Sometimes we draw a line of contrast between new demand and peplacement demand,

€. when a machinery is parchased or installed new, compased to when it is repaired
and replaced by some parts or accessories. Similarky, we eontirast between original demancd
and additional or supplerrentary demand; or tinal demand and intermediate demand.

Demand Function

A function is a symbolic statement of relationship between the dependent and the
independent variables, that is,

Dependent Varighle= { (Independent Variables)

Thus, the relationship of quanidty demanded of a commeodity te the factors that determine
itrhay he exprressed in the form of a function that is called demand funchion

Dzmand Auahprs

Mates

25



Managerial Econsmrics

Notes

S0
Cr

Demand = f(Determinants of the Demand)
Qd = f(Pr,P.......P LT}

Where Qd_ is the individual household’s demand for commodity X,
P, is the price of the commodity X,

P;......... P, are the prices of all other commodities (other than X},

1 is the income of the household, and

T stands for tastes and preferences of the members of the househaold.

This unit is concerned with the relationship between quantity demanded of 2 commodity
and its price, while all the other determinants of demand are assumed to remain unchanged.
In real life they do change. Before we discuss the relationship between the price of a
commedity and the quantity demanded of it, let ua first have some rudimentary idea of
how the other variables affect demand for a commodity.

1. Income of the Household: Demands for goods of differenk nature hawve different kinds
of relationship with income of different categories of consumers (sae Rigure2.2).

G}

in case of normal poods, a rise in income is generally associated with increase
In their dernand,. and a fall in income with a decresse in their demand. In other

words, both income and demand for commodities move in the same direction.

f

LG ECG NG

RHousshald Inpome

Demand for a Commodity

(i)

(i)

{iv)

Fgure 2,2: Household Income and Demand for o Commedity

In caseof esgential consumer gouds, an increase in income may have no effect
oty thedr demand. Por Instance, In case of salt, even with a rise in income, the
demand fer saltis likely to rermaim unaffected.

In case of inferior goods, a rise in income may actually lead to a decrease in
their demand. For iretance, the household may be conzuming toned milk.
A rige in income may induce it to congume whinle milk and its demand for
tomed milk may go down.

In case of luxury and prestige goods, their demand starts after a particular
level of income and may have positive relalionship with income after that
level

2. Prices of Oiker Commoditics: The relationship belween the demand for 2 comenod ity
and prices of other commodities can be one of the Bllowing types:

m

The relationship may be the positive one. In other words, a fall {rise) in the
price pf other commodities reduees (increases) the household demand for a
particuler commodity. This is the case of substilute gnods. if tea and coffee arc
substitutes, the individual household's demand for tea, among other things,
depend tpo the price of tea. A fall In the price of coffae would divert dernand
from tea # coffee and 2 rise in the price of moffee would divert demand from
coffes ko bea and ncreass the demand for tea {see Pigure 23).



-
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Prce of Coffes
Prica of Butter
Price of Cars

Demand for Tea o Damand for Brea? Demand for Pens
{a) ik} (c)

Figure 2.3: Pricas of Othar Commeodities and Demand for o Commoedity

{ii} The relationship may be the inverse ome, In other words, a fall {rse) in the price
of other commeditles increases (reduces) the honsehold demand fora particular
commadity. This is the case of complementary goods. If bread and butter go
together, & fall in the price of butter may expand its demand and increase the
demand of bread (ree Figure 2.3h).

{in} Tharemay ke norelationship. This s the case of wnaelabed goods. A fall oy rise
in the price of cars may leave the demand for ball pens unaffected (see
Figure 2.3c).

3. Taste or Preferences of the Houselkold: Tastes and preferences of individual
howszholds influence heir dememd for s commodity. Taste ared preferences gererally
depend gn the changing life-style, fashion, social customers, religious value, habi,
the general level of the bving of the society and age.  tastes and prreferences change
in respomee to these factors, ur as a result of advertisement, or are simply the desire
toimltate neighbours, demand for commodities may change. Households may redugce
or give up cansumpton of scme goods and add new ones in thelr consumption
patiemn. For ingtance, advertirement may induee houpehalkda to chenge the preferere
for a particularbrand of soap.

Demand Curve

An individual household ‘s demand refers to the quantities of a commmodity dernanded by
him at various prices, other things remnaining unchanged. An individual household's
demand for a commadlty is showe on e desnand schadulke and on He demand curve. &
demand achedule @ a list of prices and comesponding quantities demanded and its
graphic representation is a demand curve. :

The Law of Demand

When all factors affecting the demand for a commodity, ather then its price, are assumed
b remain upchanged, the demand for a commodity is the imclion of its price.

Qdt= E(POPP e P T

The relattonship between demand and price may be expressed in the form ufthe Law of
Demand in the following words:

The quartity demanded of a commudity varies inversely with its price,
other determinants of demand yemaining umchanged.
The inverse relationship between quantity demandaed and price may be of
1. Linearform: iz =a —bPx or {see Figure 2.44).
2 Nan-linear or Curvilinear form: The most commmen fonn of 2 non-linear demandd
function is Qdx =a P* (pee Rigure 2.4b).
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Figure 2.4: Demand curvas: [a] Lineor (b} Non-linear or Curvilinear
Let s ilinstrate the law of demand by drawing a hypothetical household demand function

Qd, = 55_21:, for eggs. The demand schedule is shown in Table 2.1, In the first column

are given alternate prices per egg and in the second column against each price is ghown
quantity demanded of egps, during say a weak.

Table 2.1: Individual Household Demand Schaduls of Eggs

| Prics per Egyg {Paise) Guantity Demanded of Eggs
300 5
250 13
200 25
150 35
1040 45
50 55 !
i1

Price per Eng {Patsa)

1 |
Eu_._.l._.._l-____l_.__..l_._._..l_..__ F
X - ) I ! i
| ! i 1 ) | il

E 15 25 35 45 55 65
Quaniity Gemanded of Eggs per Week

Figurg 2.5: Individual Housahold Deamand Curve for Eggs

The demand schedule represented on a graph gives the demand curve for eggs of the
household. On the Y-axis is shown the independent variable, price per egg and on the
X-axis is given the dependent variable, the guantty of eggs demanded ateach price,

Each poinit 4, B, C, T3, B, and ¥ represends a pair of values; prics of an egyr and the demand
foregg of the household at that price. By jolring these points, we get the demandd curve AF
foreggs of the househpld, for the given peviod.

The demand curve deplcts the relationship between the price af the commodity and an
estimate of the quanhty demanded of it for the given period at any point of time. The



demand curve slopes downward from left to right. A demand cwrve sloping downward
from left to right is also called a negatively sloped demand curve because the rate ol

change in Q inresponse to change in I’ is denoted by negative value Le. i—g is negative.
Why the Demand Curve Slopes Dowmward: 1t is a matter of empirical observation that
households behave in this tashion for most of the commeodities. They buy more of the
goods at lower prices than at higher prices. But the question is why do they behave in this
fashion? An explanation of this may be found in the theories of consumer beha vicur: the
Marginal Utility Theory of Professor Marshall, the Indifference Curves Approach of
Professor Hicks, and the theory of Revealed Preferences of Frofessor Samualson. The
redson for the negative stope of demand curve can be found in income and sulstitution
effects of the price change:

1. Iscewme Effect: When b price of comunodity falls, less has 1o be apent on the purchare

of the same quantity of the commodity. This has the effect of ineressing the

ing power of the given money. This is the income eftect of a fall in, the price

of the commadity. With this increase in rea) income, the household buys more of the

commodity m question. The effects operate in reverse when the price of the commodity
rises.

2. Substitution Effect: When the price of a commwodity falls, it becomnes cheaper relative
to other commodities. This leads to substitution of other commoadities {which are
now refatively more expensive). Thisis called the substitution effect and the: demand
for the cheaper commaddity rises in consequence. When the price of the commaodity
rises, this effect operates in reverse.

Thusg, Income effect and substitution effect together explain the behaviour of individual
household in the form of law of demand.

Giffen Paradox: The Positively Shoped Demand Curve: If e conmodity n question is an
inferior good, the increase in raal income resulting from the reduction in its price: will lead
the consumer to purchese less, not more, of the commodity. Thus, the income effect willbe
negative while the substinstion effact continues to be positive to lead the consumer to
purchase more of the commmodity when its price falls. For most of the Inferior goods, the
peositive substitution effect will be more than offset the negative income effect vo that he
demand curve is negatively sloged.

However, in the very rare case when the consumer spends 50 much on the inferior
coenmadity that the strong negative income effect overwhelms the positive subsiitution
effect the quantity demanded of the commodity will fall when its price falls and vise when
its price rises. In other words, the demand curve in this case willbe positively sloped. The
commodity in question is then called a Giffen goods, after the 19th century English
economist Robert Giffen, who first discussed #t, This is what is called Giffen Paradox that
makes the demand curve to have a positive slope.

2.3 Elasticity: Meaning

The term ‘elasticity’ rafers to the rate of dange or simply the degres of response. Elasticity
of demand then refers to the degree of response of demand. Similarly, the elesticity of
supply.

Demand fora good responds to the own price of the good, the prices of the related goods,
the income of the consumer and tastes of the consumer. When we measure the degree of
response of demand of a good with respect to the ‘own price’ of the good only, it is called
price elasticity of demand. Similatly, the degree of response with respect to price of the
relaterd good., it is cross price elasticity of demand. With respect to income, it is income
elagticity of demansd, We do not messure elagticity in terms of taetes because tagte cannot
be expressed in munerical lerms. .
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Managerial Exanomics

Motes

Elasticity of demand s thus defined as the rate of chenge of demand with respect toa
factor influencing demand.

Elastic vs. Inelastic Demand

The demand i said to be efastie if the percentage change in demnand is greater than the
percentage change in price; iselastic, if the percentage change in demand is less; and
wnitary elashic, if the perceniage change in demand is the same ag the percentage change
in price. Let us denote “price elasticity of demand” Ep. Then, ruamerically

ifEp> 1, demand is glastic
ifEp = 1, thedemand is unitary elastic
if Er < 1, the demand is inelastic.

[nelastic demand should not be interpreted as zero elasticity. Ep= 1.9 is also inelastic
demand. The extreme downward limit of Bp is zero which is called ‘perfectly inelastic
demand’. The extreme upward limit is infinity which is called perfectly slastic demand.
The baric catepories remain ondy three: alastic, unitary elastic and inelastic,

Damand Elasticitias

Demand is a function of its determinants, It changes in response to any change in any of
its determinants. However, knowing alone the nahure of relabonship between demand
and its determinants ls not sufficient. What is more important is to know the extent of
relationship or how responsive the demand is to the chanpes in its deferminants. The
concept of elasticity nfdmarﬂtsuh-melyuneﬁlimﬂﬂs veference. [t plays ap important
role in business dedisionrmaking. For instange “raising the price” of the product will
prove beneficial or net depends or:

1, Theprics elasticity of demand for the prodisct and
2. The price elasticity of demand for its substitutes.

Tharefare, it is cbvious that the urderetanding of different elasticities of demand is the
basic prerequiisite whenever a business manger is cansidering “price change™ for his or
her peoduct In general terms, the elasticity of demand ic a measure of the responsivensss
ar sensitiveness of demand for a commedity b the change in its determinants. There are
as many elasticities of the demand as ity determinants. The most inportant of these
elasticities are (a) price elasticity, (b) income elasticity, and (c} cross elasticity of demand.
[n this unit after discussing these elasticities of demand in detail, we will understand
their use i managerial declsion-making.

Price Eiasticity of Demand

Consider the two demand curves A and B, given in the Figure 2.6, Curve A represents the
demand for gopds n market 4. Cutve B represent the demmand for the same goods in
masket B. At price P, the demand in market & 1s0Q,; while in macket B, it 15 OC,. When
the price falls from P, to F,, the demand in markei A expands from OQ, to OQ, that is, by
0,0, In case of markat B, the same fall i price jeads to an expanston of demand by
£2;Qy- The expansion of demand in markek B is greater than in market A. We describe this
situstion roughly by saylng that the price alasticity of demand for the goods in market B
i5 greater than that in market A,
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Figure 2.6: Demand Curves with Different Prics Elasticiiies

Therefore, price elasticity of demand is the measure of the degree of responaiveness of the
demand for the commodity to the changes in its own price. It measures the percentage
change in the quantity demanded as a result of one percent change in its price, holding
comstant all ather vaviables in the demand functios. That ie:

%AQ .
& = BAD ceteris petibus

&g = 10{)

— w1}
r

4Q P
AP Q (21

Where P and O are initial price and quantity demanded mespectively. A" and A refer.
respectively, to the change in price and change in quantity.

A
:!._3 is negative, making the poce elasticity always negative, This is because of tnverse

refaticrship between P and Q) inplied by the Law of Demand. However, we generally
omit the negative sign wh