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Introduction

Self-Instructional Material 1 NOTES INTRODUCTION

A natural curiosity of a student who begins to study

of

a subject or

a

science is to know its nature and scope. Such as it is, a student of economics would like to know ‘what is economics’ and
‘what is

its subject matter’. Surprisingly,

there is no precise answer to these questions.

Attempts made by economists

over the past 300 years to define economics have not yielded a precise and universally acceptable definition of
economics. Economists right from Adam Smith—the ‘father of economics'—down to modern economists have defined
economics differently depending on their own perception of the subject matter of

economics of their era.

Thus,

economics is fundamentally the study of choice-making behaviour of

the people.

The choice-

making behaviour of the people is studied in a systematic or scientific manner. This gives economics the status of a social
science. However,

the

scope of economics, as it is known today, has expanded vastly in the post-War Il period. Modern economics is now
divided into two major branches:

Microeconomics

and Macroeconomics. Microeconomics is concerned with microscopic study of the various elements of the economic
system and not with the system as a whole. As Lerner has put it, “Microeconomics consists of looking at the economy
through a microscope, as it were, to see how the million of cells in body economic—the individuals or households as
consumers and the individuals or firms as producers—play their part in the working of the whole economic organism.
Macroeconomics is a relatively new branch of economics.

Macroeconomics

is the study of the nature, relationship and behaviour of aggregates and averages of economic
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variables.

Therefore, technique and process of business decision-making has of late changed tremendously.

The basic functions of business managers is to take appropriate decisions on business matters,

to manage and organize resources, and to make optimum use of the available

resource with the objective of achieving the

business goals. In today’'s world,

business decision-making has become an extremely complex task

due to

ever growing complexity of the business

world

and the business environment.

Itis in this context that modern economics —

howsoever defined - contributes a great deal towards business decision- making and

performance of managerial duties and responsibilities. Just as biology contributes to the medical profession and physics
to engineering, economics contributes to the

managerial profession.

This book

aims at equipping

the

management students with economic concepts, economic theories, tools and techniques of economic analysis applied
to business decision- making.

MODULE -1

NOTES 4

Self-Instructional Material The Nature and Scope of Managerial Economics

NOTES Self-Instructional Material 5

The Nature and Scope of

Managerial Economics UNIT 1 THE NATURE AND SCOPE OF

MANAGERIAL ECONOMICS Structure 1.0 Introduction 1.1

Unit Objectives 1.2 What is

Managerial Economics? 1.3 Why Do Managers Need to Know Economics? 1.3.1 How Economics Contributes to
Managerial Functions 1.4 Business Decisions

and Economic Analysis 1.5 The Scope of Managerial Economics 1.5.1 Microeconomics Applied to Operational Issues 1.5.2
Macroeconomics Applied to Business Environment 1.6 Some Other Topics in Managerial Economics 1.7 The
Gap Between Theory and Practice and the

Role of Managerial Economics 1.8

Summary 1.9 Answers to ‘Check Your Progress’ 1.10 Exercises and Questions 1.11 Further Reading 1.0
INTRODUCTION

The

emergence of managerial economics as a separate course of management studies can be attributed to

at least three factors: (

a)

growing complexity of business decision- making process due to

changing market conditions and business environment, (b) consequent

upon,

the

increasing use

of economic logic, concepts, theories and tools of economic analysis in

the process of business decision-making,

and (c) rapid increase in demand for professionally trained managerial manpower.

Let us take a look at how these factors have contributed to the creation of ‘'managerial economics’ as a separate branch
of study.

The

business decision-making process

has become increasingly complex due to the ever- growing

complexity of

the business
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world.

There was a time when business units (shops, firms, factories, mills, etc.) were set up, owned and managed by individuals
or business families.

Big industries were few and the

scale of business operation was relatively small. The managerial skills acquired through traditional family training and
experience were sufficient to manage small and medium-scale

business.

Although a large part of private business is still run on

a

small scale and managed in the traditional style of business management,

the industrial business world has changed drastically

in size, nature and content.

The growing complexity of the business world can be attributed to

the growth of large-scale industries,

growth of

a large variety of industries, diversification of industrial products, expansion and diversification of business activities of
corporate firms,

growth of multinational corporations, and mergers and takeovers, especially after World War Il. These factors have
contributed to an increase in

inter-firm, inter-industry and international rivalry, competition, risk and uncertainty. Business decision-making in this kind
of business environment is a very complex affair.

Family training and experience is no longer sufficient to meet managerial challenges.

NOTES 6 Self-Instructional Material

The Nature and Scope of

Managerial Economics

The

growing complexity

of business decision-making has inevitably increased the

application of economic concepts, theories and tools of

economic analysis in

this area.

The reason is that making an appropriate business decision requires

a clear understanding of market conditions, market fundamentals and the business environment. This requires an
intensive and extensive analysis of

the market conditions on the product, input and financial markets. On the other hand,

economic theories, logic and tools of analysis have been developed to analyze and predict market behaviour.

The application of economic concepts, theories, logic and analytical tools in the assessment and prediction of market
conditions

and business environment has proved to be of great help in business decision-making.

The contribution of economics to business decision- making has come to be widely recognized.

Consequently,

economic theories and analytical tools which are widely used in business decision-making have crystallized into a
separate branch of management studies, called managerial economics

or business economics. 1.1

UNIT OBJECTIVES

z To define managerial economics

z

To discuss how managerial economics contributes to business decision-making z To narrate the scope of managerial
economics z To show how economics is applied to business decisions z To point out some other topics in managerial
economics 1.2

WHAT IS MANAGERIAL ECONOMICS? Managerial economics constitutes

economic theories and analytical tools that are widely applied to business decision-making.

Itis, therefore useful to know, ‘what is

economics’ 1. Economics is a social science. Its basic function is to study how people-

individuals, households, firms and nations—

maximize their gains from their limited resources and opportunities.
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In economic terminology, this is called maximizing behaviour or, more appropriately, optimizing behaviour. Optimizing
behaviour is selecting the best out of available options with the objective of maximizing gains from the given resources.
Economics is thus a social science which studies human behaviour

in relation to optimizing allocation of available resources to achieve the given ends.

For example, economics studies how households allocate their limited resources (income) between various goods and
services they consume so that they are able to maximize their total satisfaction.

It analyses how

households with limited income decide ‘what to consume’ and 'how much to consume’

with the aim of maximizing total utility.

Economics studies how producers, that is, the firms, decide on

the commodity to produce, the production technology, location of the firm, market or market segment to cater to, price
of the product, the amount to spend on advertising (if necessary) and the strategy on facing competition, etc. It also
studies how nations allocate their resources, men and material, between competing needs of the society so that
economic welfare of the society can be maximized.

Economics

is obviously

a study of the choice-making behaviour of the people. In reality, however, choice-making is not so simple as it looks
because the economic world is very complex and most economic decisions have to be taken under the condition of
imperfect knowledge,

risk and uncertainty. Therefore, taking an appropriate decision or making an

NOTES Self-Instructional Material 7 The Nature and Scope of Managerial Economics

appropriate choice in an extremely complex situation is a very

complex affair. The economists,

in their endeavour to study the complex decision-making process, have developed a large kit of analytical tools and
techniques with the aid of mathematics and statistics and have developed a large corpus of economic theories with a
fairly high predictive power.

The

analytical tools and techniques, economic laws and theories constitute the body

of economics. The subject matter of economic science consists of the logic, tools and techniques of analyzing
economic phenomena, evaluating economic options, optimization techniques and economic theories. The application
of economic science is all pervasive. More specifically, economic laws and tools of economic analysis are now applied a
great deal

in the process of business decision-making. This has led,

as mentioned earlier,

to the emergence of a separate branch of study called

managerial economics.

Managerial economics can be defined as

the study of

economic theories, logic

and tools of

economic analysis

that are used in the

process of business decision making.

Economic theories and techniques

of economic analysis

are applied to analyse business problems,

evaluate business options and opportunities

with a view to arriving at an appropriate business decision.

Managerial economics is thus constituted of that part of economic knowledge, logic, theories and analytical tools that
are used for rational

business decision- making. Let us now

look at some representative definitions of

managerial economics. Some other Definitions “

Managerial

economics is concerned with

the application of economic concepts and
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economics to the

problems of formulating rational

decision making” 2 . —Mansfield “

Managerial

economics ... is

the integration of economic theory with business practice

for the purpose of facilitating decision making and forward planning by management” 3 . —

Spencer and

Seigelman ”

Managerial

economics

is

concerned

with the application of economic

principles and methodologies to

the

decision-making process within the firm or organization.

It seeks to establish rules and principles to facilitate

the attainment of the desired economic goals of management” 4 . —

Douglas “

Managerial economics applies the principles and methods of economics to analyse problems faced by management of a
business, or other types of organisations and to help find solutions that advance the best interests of such organizations”
5. —

Davis and Chang These definitions of managerial economics together reveal the nature of

managerial economics. 1.3

WHY DO MANAGERS NEED TO KNOW ECONOMICS?

Economics contributes a great deal towards the

performance of managerial duties and responsibilities. Just as biology contributes to the medical profession and physics
to engineering, economics contributes to the

managerial profession.

All other qualifications being the same, managers with a working knowledge of economics can perform their functions
more efficiently than those without it. The basic function of

the managers of a business firm

is

to achieve the objective of the firm to the maximum possible extent with the limited resources

placed at their disposal. The emphasis here is on the maximization of the objective and limitedness of the resources. Had
the resources been unlimited,

like sunshine and air,

the problem of economising on resources or resource management would have never arisen. But resources,
howsoever defined, are limited.

Resources at the disposal of a firm, whether finance, men or material, are by all means limited. Therefore, one of the
basic tasks of the management is to optimize the use of the resources

in its effort to achieve the goals of the firm.

NOTES 8 Self-Instructional Material The Nature and Scope of Managerial Economics 1.3.1

How Economics Contributes to Managerial Functions

Economics, though variously defined, is essentially the study of logic, tools and techniques of making optimum use of
the available resources to achieve the given ends. Economics thus provides analytical tools and techniques that
managers need to achieve the goals of the organization they manage. Therefore, a working knowledge of economics,
not necessarily a formal degree, is essential for managers. Managers are essentially practicing economists. In performing
his functions,

a manager has

to take a number of decisions in conformity with the goals of the firm. Many

business decisions are taken

under the condition of risk and

uncertainty. Risk and uncertainty arise
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mainly due to uncertain behaviour of the market forces, changing business environment, emergence of competitors with
highly competitive products, government policy,

external influence on the domestic market and

social and political changes in the country. The complexity of the modern business world adds complexity to business
decision making.

However, the degree of uncertainty and risk can be greatly reduced if market conditions are predicted with a high degree
of reliability.

The prediction of the future course of business environment alone is not sufficient. What is equally important is to take
appropriate business decisions and to formulate a business strategy in conformity with the goals of the firm.

Taking appropriate business decisions requires a clear understanding of the technical and environmental conditions
under which business decisions are taken. Application of economic theories to explain and analyse the technical
conditions and the business environment contributes a good deal to

the

rational decision-making process. Economic theories have, therefore, gained a wide range of application in the analysis
of practical problems of business. With the growing complexity of business environment, the usefulness of economic
theory as a tool of analysis and its contribution to the process of decision-making has been widely recognized. Baumol 6
has pointed out three main contributions of

economic theory to business ecomomics. First, ‘'one of the most important things which the economic (theories) can
contribute to

the management science’ is building analytical models which help to recognize the structure of managerial problems,
eliminate the minor details which might obstruct decision-making, and help to concentrate on the main issue. Secondly,
economic theory contributes to the business analysis °

a set of analytical methods’ which may not be applied directly to specific business problems, but they do enhance the
analytical capabilities of the business analyst.

Thirdly, economic theories offer clarity to the

various concepts used in business analysis, which enables the managers to avoid conceptual pitfalls. 1.4

BUSINESS DECISIONS AND ECONOMIC ANALYSIS

Business decision-making is essentially a process of selecting the best out of

alternative opportunities open to the firm.

The process of decision-making 7 comprises four main phases: (i) determining and defining the objective to be achieved;
(

ii) collections and analysis of information regarding economic, social, political and technological environment and
foreseeing the necessity and occasion for decision; (iii) inventing, developing and analysing possible course of action;
and (

iv) selecting a particular course of action’, from the available alternatives. This process of decision-making is, however,
not as simple as it appears to be. Steps (i) and (iii) are crucial in business decision-making. These steps put managers’
analytical
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ability to test and determine the appropriateness and validity of decisions in the modern business world. Modern business
conditions are changing so fast and becoming so competitive and complex that personal business sense, intuition and
experience alone are not sufficient to make appropriate business decisions. Personal intelligence, experience, intuition
and business acumen of the decision makers need to be supplemented with quantitative analysis of business data on
market conditions and business environment. It is in this area of decision-making that economic theories and tools of
economic analysis contribute a great deal.

For instance, suppose a firm plans to launch a new product for which close substitutes are available in the market. One
method of deciding whether or not to launch the product is to obtain the services of business consultants or to seek
expert opinion. If the matter has to be decided by the managers of the firm themselves, the two areas which they will
need to investigate and analyse thoroughly are: (i) production related issues,

and (

ii) sale prospects and problems.

In

the field of production,

managers will be required to collect and analyse data on: (a) available techniques of production (b) cost of production
associated with each production technique (c) supply position of inputs required to produce the planned commodity (d)
price structure of inputs (e) cost structure of competitive products (f) availability of foreign exchange if inputs are to be
imported
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In order to assess the sales prospects,

managers

will be required to collect and analyse data on: (

a)

general market trends (

b) trends in the industry to which the planned products belongs (c) major existing and potential competitors and their
respective market shares (

d) prices of the competing products (

e)

pricing strategy of the prospective competitors (f) market structure and degree of competition (g) supply position of
complementary goods It is in this kind of input and output market analysis that knowledge

of economic theories and tools of economic analysis aid the process of decision-making

in a significant way.

Economic theories

state the functional relationship between two or more economic variables, under certain given conditions. Application of
relevant economic theories to the problems of business facilitates decision-making in three ways. First, it gives clear
understanding of various economic concepts (i.e., cost, price, demand, etc.) used in business analysis. For example, the
concept of ‘cost’ includes ‘total’, ‘average’, ‘'marginal’, ‘fixed’, ‘'variable’, actual costs, and opportunity

cost.

Economics clarifies which cost concepts are relevant and in what context. Second, it helps in ascertaining the relevant
variables and specifying the relevant data. For example, it helps in deciding what variables need to be considered in
estimating the demand for two different sources of energy—petrol and electricity. Third, economic theories state the
general relationship between two or more economic variables and events.

The

application of relevant economic theory provides consistency to business analysis and helps in arriving at right
conclusions. Thus, application of economic theories to the problems of business not only guides, assists and streamlines
Check Your Progress 1. What is managerial economics? 2. How does managerial eco- nomics contribute to man- agerial
decision-making? 3. What is the scope of business decisions? 4. How can economics be applied to production-related
issues?
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the process of decision-making but also contributes a good deal to the validity of decisions. 1.5

THE SCOPE OF MANAGERIAL ECONOMICS

Economics has two major branches : (i) Microeconomics, and (ii) Macroeconomics. Both micro and

macro economics are

applied to business analysis and decision- making—directly or indirectly.

Managerial economics comprises, therefore, both micro and macroeconomic theories. The parts of

micro

and macroeconomics that constitute managerial economics depend on the purpose of analysis.

In general,

the scope of managerial economics comprehends all those economic concepts, theories and tools of analysis which can
be

used to

analyse the

business environment and to find

solutions to practical business problems. In other words, managerial economics is economics applied to the

analysis of business problems and decision-making. Broadly speaking, it is applied

economics. The areas of business issues to which economic theories can be directly applied may be broadly divided into
two categories: (a) operational or internal issues, and (b) environment or external issues. 1.5.1 Microeconomics Applied to
Operational Issues

Operational problems are of internal nature. They include all those problems which arise within the business organization
and

fall within the purview and control of the management. Some of the basic internal issues are: (i) choice of business and
the nature of product, i.e., what to produce; (ii) choice of size of the firm, i.e., how much to produce; (

iii) choice of
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technology, i.e., choosing the factor-combination; (iv) choice of price, i.e., how to price the commodity; (v) how to
promote sales; (vi) how to face price competition; (vii) how to decide on new investments; (viii) how to manage profit
and capital; (ix) how to manage inventory, i.e., stock of both finished goods and raw materials. These problems may also
figure in forward planning. Microeconomics deals with

these questions

and the like confronted by managers of the

business enterprises. The microeconomic theories which deal with most of these questions

are following.

Theory of Demand. Demand theory explains the consumer’s behaviour. It answers the

questions: How do the consumers decide whether or not to buy a commodity? How do they decide on the quantity of a
commodity to be purchased?

When do they stop consuming a commodity? How do the consumers behave when price of the commodity, their
income and tastes and fashions, etc., change?

At what level of demand, does changing price become inconsequential in terms of total revenue? The knowledge of
demand theory can,

therefore, be helpful in the choice of commodities for production. Theory of Production and

Production Decisions. Production theory, also called “Theory of Firm,”

explains the relationship between inputs and output. It also explains under what conditions costs increase or decrease;
how total output increases when units of one factor (input) are increased keeping other factors constant, or when all
factors are simultaneously increased; how can output be maximised from a given quantity of resources; and how can
optimum size of output be determined? Production theory, thus, helps in determining the size of the firm, size of the
total output and the amount of capital and labour to be employed. Analysis of Market-Structure and Pricing Theory. Price
theory explains how

prices are

determined under different market conditions; when price discrimination is desirable, feasible and profitable; to what
extent advertising can be helpful in expanding sales in a competitive market. Thus, price theory can be helpful in
determining the price policy

NOTES Self-Instructional Material 11 The Nature and Scope of Managerial Economics

of the firm. Price and production theories together, in fact, help in determining the optimum size of the firm. Profit
Analysis and Profit Management. Profit making is the most common objective of all business undertakings. But, making a
satisfactory profit is not always guaranteed because a firm has to carry out its activities under conditions of uncertainty
with regard to (i) demand for the product, (i) input prices in the factor market, (iii) nature and degree of competition in
the product market, and (iv) price behaviour under changing conditions in the product market,

etc.

Therefore, an element of risk is always there even if the most efficient techniques are used for predicting future and even
if business activities are meticulously planned. The firms are, therefore, supposed to safeguard their interest and avert, as
far as possible, the possibilities of risk

or try to minimise it.

Profit theory guides firms in the measurement and management of profit, in making allowances for the risk premium, in
calculating the pure return on capital and pure profit and also for future profit planning. Theory of Capital and Investment
Decisions.

Capital like all other inputs, is a scarce and expensive factor. Capital is the foundation of business. Its efficient allocation
and management is one of the most important tasks of the managers and a determinant of the success level of the firm.
The major issues related to capital are (i) choice of investment project, (ii) assessing the efficiency of capital, and (iii) most
efficient allocation of capital. Knowledge of capital theory can contribute a great deal in investment-decision-making,
choice of projects, maintaining capital intact, capital budgeting, etc. 1.5.2 Macroeconomics Applied to Business
Environment Environmental issues pertain to the general business environment in which a business operates. They are
related to the overall economic, social and political atmosphere of the country.

The factors which constitute economic environment of a country include the following

factors: (

i)

the type of economic system of

the country, (ii) general trends in production, employment, income, prices, saving and investment,

etc., (iii)
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structure of and trends in the working of financial institutions, e.g., banks, financial corporations, insurance companies,
etc., (iv) magnitude of and trends in foreign trade, (v) trends in labour and capital markets, (vi) government’s economic
policies, e.g., industrial policy, monetary policy, fiscal

policy, price policy,

etc., (

vii)

social factors like

the

value system of the society, property rights, customs and habits, (viii) social organisations like trade unions, consumers’
cooperatives and producers unions, (

ix) political environment

is constituted of

such factors as political system— democratic, authoritarian, socialist, or otherwise; state’s attitude towards private
business, size and working of the public sector and political stability,

and (

X)

the degree of openness of the economy and the influence of MNCs on the domestic markets.

Itis far beyond the powers of a single business firm, howsoever large it may be, to determine

and guide the course of economic, social and political factors of the nation, although all the firms together or at least
giant business houses

may

jointly influence the economic and political environment of the country. For the business community in general,
however, the economic, social and political factors are to be treated as business parameters.
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The environmental factors have a far-reaching bearing upon the functioning and performance of firms. Therefore,
business decision-makers have to take

into account the changing economic, political and social conditions in the country and give due consideration to the
environmental factors in the process of decision-making. This is essential because business decisions taken in isolation of
environmental factors may not only prove infructuous, but may also lead to heavy losses.

For instance,

a decision to set up a new alcohol manufacturing unit or to expand the existing ones ignoring the impending prohibition
—a political factor—would be suicidal for the firm; a decision to expand the business beyond the paid-up capital
permissible under Monopoly and Restrictive Trade Practices Act (MRTP Act) amounts to inviting legal shackles

and hammer;

a decision to employ a highly sophisticated, labour-saving technology ignoring the prevalence of mass open
unemployment—an economic factor—may prove to be self-defeating; a decision to expand the business on a large
scale, in a society having a low per capita income and hence a low purchasing power stagnated over a long period may
lead to wastage of resources. The managers of

a firm

are, therefore, supposed to be fully aware of the economic, social and political conditions prevailing in the country while
taking decisions on

the wider issues of the business.

Managerial economics is, however, concerned with only the economic environment, and in particular with those
economic factors which form the business climate. The study of political and social factors falls out of the purview of
managerial economics. It should, however, be borne in mind that economic, social and political behaviour of the people
are interdependent and interactive. For example, growth of monopolistic tendencies in the industrial sector of India led
to the enactment of the Monopoly and Restrictive Trade Practices Act (1961) which restricts the proliferation of large
business houses. Similarly, various industrial policy resolutions formulated until 1990 in the light of the socio-political
ideology of the government restricted the scope and area of private business.

Besides, the government’s continuous effort to transfer resources from the private to the public sector with a view to
setting up a ‘socialist pattern of society’ has

restrained the expansion of private business in India. Some of the major areas in which politics influences economic
affairs of the country are concentration of economic power, growth of monopoly, state of technology, existence of mass
poverty and
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open
unemployment, foreign trade, taxation policy, labour relations, distribution system of essential goods, etc.

In this book, we

shall be concerned with only basic macro- economics,

business cycles, economic growth and economic factors, content and logic of some relevant state

activities and

policies which form the business environment. Macroeconomic

Issues

The major macroeconomic or environmental issues which figure in business decision-making, particularly with regard to
forward planning and formulation of the future strategy, may be described under the following three categories. 1.
Issues Related to

Macro Variables. There are issues that are related to

the trends in macro variables, e.g., the general trend in the economic activities of the country, investment climate, trends
in output and employment, and price trends. These factors not only determine the prospects of private business, but also
greatly influence the functioning of individual firms. Therefore, a firm planning to set up a new unit or

to

expand its existing size would like to ask itself; What is the general trend in the economy? What would be the
consumption level and pattern of the society? Will it be profitable to expand the business? Answers to these questions
and the like are sought through macroeconomic studies. 2.

Issues Related to Foreign Trade.

An economy is also affected by its trade

relations with other countries. The sectors and firms dealing in exports and imports are affected directly and more than
the rest of the economy. Fluctuations in the international market, exchange rate and inflows and outflows of capital in an
open economy have a serious bearing on its economic environment and, thereby, on the functioning of its business
Check Your Progress 5. What is the scope of manage- rial economics? 6. Distinguish between Micro- economics and
Macro- economics. 7. How are macroeconomic issues related to business decisions? 8. What are the microeconomic
issues in business decisions?
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undertakings. The managers of a firm would, therefore, be interested in knowing the trends in international trade, prices,
exchange rates and prospects in the international market. Answers to such problems are obtained through the study of
international trade and

the international monetary mechanism. 3.

Issues Related to Government Policies. Government policies designed to control and regulate economic activities of the
private business firms affect the functioning of

the

private business undertakings. Besides, firms’ activities as producers and their attempt to maximise their private gains or
profits lead to considerable social costs, in terms of environmental pollution, congestion in the cities, creation of slums,
etc. Such social costs not only bring a firm’s interests in conflict with those of the society, but also impose a social
responsibility on the firms. The government’s policies and its

various

regulatory measures are designed, by and large, to minimize such

conflicts.

The

managers should, therefore, be fully aware of the aspirations of the people and give such factors a due consideration in
their decisions. The forced closure of polluting industrial units set up in the residential areas of Delhi

city

and the consequent loss of business worth billion of rupees in 2000 is a recent example of the result of ignoring the
public laws and the social responsibility

of

the businessmen. The economic concepts and tools of analysis help in determining such costs and benefits. Concluding
Remarks. Economic theories, both micro and macro, have wide applications in the process of business decision-making.
Some of the major theories which are widely applied to business analysis have been mentioned above. It must, however,
be borne in mind that economic theories, models and tools of analysis do not offer readymade answers to the practical
problems of individual firms. They provide only the logic and methods to find answers, not the answers as such. It
depends on the managers’ own understanding, experience, intelligence and

training and their competence to use the tools of economic analysis to find correct answers to the practical problems
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of business. Briefly speaking, microeconomic theories including

the

theory of demand, theory of production, theory of price determination, theory of

profit and

capital budgeting, and macroeconomic theories including theory of

national income,

theory of

economic growth and fluctuations, international trade and monetary mechanism, and the study of state policies and
their repercussions on the private business activities, by and large, constitute, the scope of managerial economics. This
should, however, not mean that only these economic theories form the subject-matter of managerial economics. Nor
does the knowledge of these theories fulfill wholly the requirement of economic logic in decision-making. An overall
study of economics and a wider understanding of economic behaviour of the society, individuals, firms, and state would
always be desirable and more helpful. 1.6

SOME OTHER TOPICS IN MANAGERIAL ECONOMICS

As mentioned earlier, managerial economics is essentially the study of economic analysis applied to problems of
business undertakings. There are, however, certain other disciplines which provide enormous aid to the economic
analysis. The study of managerial economics, therefore, also includes the study of certain topics from other disciplines
from which economic analysis borrows

its tools.

The most important disciplines on which economic analysis draws heavily are mathematics, statistics and operations
analysis. Other important disciplines associated with managerial economics are management theory and accounting.
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Mathematical Tools. Businessmen deal primarily with concepts that are essentially quan- titative in nature, e.g., demand,
price, cost, product, capital, wages, inventories, etc. These variables

assume different meanings in different contexts.

What is needed is to have clarity of these concepts in order to have, as far as possible, accurate estimates of these
economic variables. The use of mathematical logic in the analysis of economic variables provides not only clarity of
concepts, but also a logical and systematic framework within which quantitative relationships may be explored.
Mathematical tools are widely used in ‘'model’ building for exploring the relationship between related economic variables.
Math- ematical logic is, therefore, a great aid to economic analysis. Furthermore, the major problem a businessman faces
is how to minimize cost or how to maximize profit or how to

optimize sales under certain constraints. Mathematical concepts and techniques are widely used in economic logic with
a view to finding answers to these questions. Besides, certain mathematical tools and optimization techniques, relatively
more sophisticated and advanced, designed during and after

the World War Il have found wide ranging application to the

business management, viz., linear programming, inventory models and game theory. A working knowledge of these
techniques and other mathematical tools is essential for managers. These topics, therefore, fall very much within the
scope of managerial economics.

The tools of analysis and optimization techniques widely used in the process of decision-making will be discussed in
Units 3 and 4. Statistics. Similarly,

statistical tools are

a great aid in business decision-making. Statistical techniques are used in collecting, processing and analysing business
data, testing

the

validity of economic laws with the real economic phenomenon before they are applied to business analysis.

A good deal of business decisions are based on probable economic events.

The statistical tools e.g., theory of probability, forecasting techniques and regression analysis help the decision-makers in
predicting the future course of economic events and probable outcome of their business

decisions. Thus, the scope of business economics also includes the study of statistical tools and techniques that are
applied to analyse the business data and to forecast economic variables. The mathematical and statistical techniques are
the tools in the armoury of decision-makers that solve the complex problems of business. Operations Research (OR). OR
is an inter-disciplinary solution finding techniques. It combines economics, mathematics and statistics to build models
for solving specific business problems and to find a quantitative solution thereto. Linear programming and goal
programming are two widely used OR in business decision-making. Management Theory and Accountancy.
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Management theory and accounting are the other disciplines which are closely associated with managerial economics.
Management theories bring out the behaviour of the firm in their efforts to achieve certain predetermined objectives.
With a change in conditions, both the objectives of firms and managerial behaviour change. An adequate knowledge of
management theory is, therefore, essential for a managerial economist. Accounting, on the other hand, is the main
source of data regarding the functioning and performance of the firm. Besides, certain concepts used in business
accounting are different from those used in pure economic logic. It is the task of the managerial economist to seek and
provide clarity and synthesis between the two kinds of concepts to be used in business-decisions.

It would prevent ambiguity and incoherence

in business decisions. The scope of managerial economics is thus, very wide. It is difficult to do justice to the entire
subject matter in one volume like this.

In this book, we have covered only that part of microeconomic theory which has direct application to business decisions,
as mentioned above. In addition, some broad aspects of macroeconomic theory, international trade and government
policies which often figure in business decision- making have also been covered.
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GAP

BETWEEN THEORY AND PRACTICE

AND THE ROLE OF

MANAGERIAL ECONOMICS We have noted above that application of theories to the process of business decision-
making contributes a great deal in arriving at appropriate business decisions. In this section, we highlight the gap
between the theoretical world and the real world and how managerial economics bridges

the gap between the two worlds. The Gap Between Theory and

Practice

It is widely known that there exists a gap between theory and practice in all walks of life, more so in the world of
economic thinking and

behaviour. A theory which appears logically sound may not be directly applicable in practice. For example, when there
are economies of scale, it seems theoretically sound that if inputs are doubled, output will be, more or less,

doubled and if inputs are trebled, output will be, more or less, trebled. This theoretical conclusion may not hold good in
practice. This gap between theory and practice has been very well illustrated in the form of a story by a classical
economist, J.M. Clark. 8 He writes, “There is a story of a man who thought of getting the economy of large scale
production in plowing, and built a plow three times as long, three times as wide, and three times as deep as an ordinary
plow and harnessed six horse [three times the usual number] to pull it, instead of two. To his surprise, the plow refused to
budge, and to his greater surprise it finally took fifty horses to move the refractory machine... [and] the fifty could not pull
together as well as two.” The gist of the story is that managers—assuming they have abundant resources—may increase
the size of their capital and labour, but may not obtain the expected results. The man in the story did not get the
expected result

most probably

because he was either not aware of or he ignored or could not measure the resistance of the soil to a huge plow. This
incident clearly shows the gap between theory and practice.

In fact, the real economic world is extremely complex. The reason is that in an economy, everything is linked

to everything else.

Economic decisions and economic activities of economic entities—individuals, households, firms, and the government
are, therefore, interlinked and interdependent. Change in one important economic variable generates a wave of changes,
beginning with a change in the directly related areas which create counter-changes. In economic terminology, a change
in one economic variable causes change in a large number of related variables. As a result, the entire economic
environment changes. Changing economic environment changes people's economic goals, motivations and aspirations
which, in turn, change

economic

decisions. In fact, decision-making becomes a continuous process. The entire system looks ‘hopelessly chaotic’. Under
the condition of changing environment and

changing

economic decisions, it is extremely difficult to predict human behaviour. On the contrary, economic theories are rather
simplistic because they are propounded on the basis of economic models

which are based

on simplifying assumptions: economic models assume away the interdependence of economic variables. In fact,
through
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economic

models, economists create a simplified world with its restrictive boundaries

from which

they derive their own conclusions. It is another thing that some economic, rather econometric, models are more
complex than the real world itself. Although economic models are said be an extraction from the real world, how close is
the extraction

to reality depends on how realistic are the assumptions of the model. The assumptions of economic models are often
claimed to be unrealistic. The most common
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assumption of the economic models is the ceteris paribus assumption, i.e., other things remain constant. For example,
consider the law of demand. It states that demand for a commodity changes in reverse direction of the change in its
price, other things remaining constant. The ‘other things’ include consumers’ income, prices of substitute and
complementary goods, consumer’s tastes and preferences, advertisement, consumer’s expectations about the
commodity's future price, ‘'demonstration effect’, and ‘snob effect’, etc. In reality, however, these factors do not remain
constant. Since ‘other things’ do not remain constant, the ceteris paribus assumption is alleged to be the most unrealistic
assumption.

Economic theories are, no doubt, hypothetical in nature but not away from reality. Economic theories are, in fact, a
caricature of reality. In their abstract form, however, they do look divorced from reality. Besides, abstract economic
theories cannot be straightaway applied to real life situations. This should, however, not mean that economic models and
theories do not serve any useful purpose. “Microeconomic theory facilitates the understanding of what would be a
hopelessly complicated confusion of billions of facts by constructing simplified models of behaviour which are
sufficiently similar to the actual phenomenon

to be of

help in understanding them”. 9 Nevertheless, it cannot be denied that there is apparently a gap between economic
theory and practice. This gap arises mainly due to the inevitable gap between the abstract world of economic models
and the real world. Managerial Economics Fills the Gap.

There is undeniably a gap between economic theory and the real economic world.

But, at the same time, it is also a mistaken view that economic theories can be directly applied to business decision-
making. As already mentioned,

economic theories do not offer a custom-made or readymade solution to business problems. What

economic theories

actually dois to

provide a framework for logical economic thinking

and analysis. The need for such a framework arises because the real

economic world is too complex to permit considering every bit of

economic

facts that influence economic decisions.

In the words of Keynes, “The objective of [economic] analysis is not to provide a machine, or method of blind
manipulation, which will furnish an infallible answer, but to provide ourselves with an organized and orderly method of
thinking out particular

problem...” 10 . In the opinion of Boulding,

the objective of economic analysis is to present the ‘'map’ of reality rather than a perfect picture of it 11 .

In fact, economic analysis presents us with a road map; it guides us to the destination;

it does not carry us to the destination.

Managerial economics can also be compared with medical science. Just as the knowledge of medical science helps in
diagnosing the disease and prescribing an appropriate medicine, managerial economics helps in analysing the business
problems and in arriving at an appropriate decision. Let us now see how managerial economics bridges this gap. On one
side, there is the complex business world and, on the other, are abstract economic theories. “The big

gap between the problems of logic that intrigue economic theorists and the problems of policy that plague practical
management needs to be bridged in order to give executive access to the practical contributions that economic thinking
can make to top management policies” 12 . Managerial decision-makers deal with the complex, rather chaotic, business
conditions of the real world and they have to find their way to their destination, i.e., achieving the goal that they set for
themselves. Managerial economics applies economic logic and analytical tools to sift wheat from the chaff. The
economic logic and tools of analysis guide them in (i) identifying their problems in achieving their goal, (ii) collecting the
relevant data and related facts, (iii) processing and analyzing the facts, (iv) drawing

the
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relevant conclusions, (v) determining and evaluating the alternative means to achieve the goal, and (vi) taking a decision.
Without application of economic logic and tools of analysis, business decisions are most likely to be irrational and
arbitrary which are often counter-productive.

Check Your Progress 9.

What other topics from other subjects are used in economic analysis and, thereby, in business decision-making? 10.
What is the use of mathe- matics in economic analysis? 11. What is the use of statistics in business decision-making? 12.
How does managerial econo- mics fill the gap between economic theories and busi- ness practices in real life?
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Managerial Economics 1.8 SUMMARY z

Managerial

economics is

the study of economic concepts, theories and tools of analysis that are

applied to business decision-making.

z Economics can contribute a great deal to business decision-making. It offers clarity to economic concepts needed in
business analysis; it provides a method of making models to arrive at a reasonable conclusion; and economic theories
show the probable results of an action taken. z The scope of managerial economics includes both micro and
macroeconomics. Macroeconomics applied to operational issues like choice of product, production, price
determination, demand assessment, etc., whereas macroeconomics tools and theories are applied to environmental
issues, e.g., overall market conditions, effects of government policy, economic condition of the economy as a whole,
general price conditions, etc. z Apart from micro and macroeconomics, some topics from subjects are also used in
business decision-making and hence are part of managerial economics, e.g., mathematical tools, statistics, operational
research, management theory, etc. 1.9 ANSWERS TO ‘CHECK YOUR PROGRESS' 1. Managerial economics is the study of
economic concepts, logic, laws and theories and tools of economic analysis that are applied to business decision-make
to find an appropriate solution to business problems. 2. Economics contributes to business decision-making by offering
conceptive clarity to economic variables used in business decisions; it helps in model building for a scientific analysis of
business problems; and economic theories provide a set of analytical tools for analyzing the business problems and
finding and appropriate solution. 3. The scope of managerial decisions is very wide encompassing issues related to
choice of product, choice of technology for production, choice of market segments, pricing of the product and sales
promotion, etc. 4. Production related issues

are—

what to produce, how to produce and for whom to produce.

Theories of

production and cost are applied to solve these problems. 5. The scope of managerial economics includes both micro
and macroeconomics. Microeconomics deals with theories of demand, production, cost, pricing and investment and
macroeconomics deals with environmental issues. 6. See answer to Q. 5. 7. The macroeconomic issues related to
business decisions include trends in the economy, structural changes in the economy, the general trends in the price
level, and government’s monetary and fiscal policies. 8. See answer to Q. 5. 9. The other topics that are included in
business analysis and business decision-making include mathematical economics, statistics, operations research,
management theory and accounting. 10. The mathematical techniques that are used in economic analysis are graphical
techniques, simple algebra and optimization techniques. 11. Statistical techniques are used to work out weighted means,
to project the demand, product and cost and the market trends.

NOTES 18 Self-Instructional Material The Nature and Scope of Managerial Economics 12. Most economic theories are
abstract in nature whereas business decisions are practical and real-life problems. Managerial economics fills the gap
when economic theories are used to analyse business problems and do not find to solution of practical problems. 1.10
EXERCISES AND

QUESTIONS 1.

Managerial economics is the discipline which

deals with the application of ‘economic theory to business

management’.

Comment. 2.

What are the major areas of business

decision-making? How does economic theory contribute to managerial decisions? 3.

Discuss the nature and scope of managerial economics. What are the other related disciplines? 4.

Managerial economics

bridges the gap between economic theory and business
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practice”. Explain with examples. 5.

Managerial economics is

essentially the application of microeconomic theory of business decision making. Discuss the statement. 6.

Other than microeconomic theories, what are the other related topics in managerial economics? How do they
contribute to managerial economics? 7. “"Managerial economics is applied microeconomics”. Elucidate. 8.

What are the basic functions of a manager? How does managerial economics

help him in achieving his organizational goals? 9.

Write a note on

the nature and scope of managerial

economics. 10. "

Managerial economics is

the integration of economic theory with business practice

for the purpose of facilitating decision-making and forward planning by management?”

Explain. 11.

How does the study of managerial economics

help a business manager in decision- making?

[llustrate your answer with examples from production and pricing issues. 12.

What are the operational issues in business management? How does microeconomics contribute to decision-making in
the operational issues? 13. What

is meant by business environment? What branch of economics is related to the environmental issues of private business?
14.

What are the basic functions of business managers? How does economics help business managers in performing their
functions? 15.

What are the major macroeconomic issues related directly to business decision- making? What is their significance in
business decisions? 1.11 FURTHER READING

Davis, R. and S. Chang, Principles of Managerial Economics, Prentice Hall, N.J., 1986, Ch. 1. Haynes, W.W., Managerial
Economics : Analysis and Cases, Business Publications, Inc., Texas, 1969, Ch. 1. Mansfield, E. (ed.) Managerial Economics
—Theory, Application and Cases, 3rd Edn., W.W. Norton and Co., Inc., New York, 1996, Ch. 1. Salvatore, D., Managerial
Economics, McGraw-Hill, New York, 1989, Ch. 1. Spencer, M.H. and L. Siegelman, Managerial Economics, Richard, D.
[rwin, Inc., Illnois, 1969, Ch. 1. Webb, Samuel, C., Managerial Economics, Houghton Mifflin, Boston, 1976, Ch. 1.
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NOTES Self-Instructional Material 21 Analysis of Individual Demand UNIT 2 ANALYSIS OF INDIVIDUAL

DEMAND Structure 2.0 Introduction 2.1 Unit Objectives 2.2 Meaning of Demand 2.3 The Basis

of Consumer Demand: The Utility 2.3.1 The

Meaning

of

Utility; 2.3.2

Total Utility; 2.3.3 Marginal Utility 2.4

The Law of Diminishing Marginal Utility 2.4.1
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Why Does the

MU Decrease? 2.5

Cardinal and Ordinal Concepts of Utility 2.5.1

Cardinal Utility; 2.5.2 Ordinal Utility; 2.5.3 The Two Approaches to Consumer Demand Analysis 2.6 Analysis of Consumer
Behaviour: Cardinal Utility Approach 2.6.1 Consumer's Equilibrium; 2.6.2

Derivation of Individual Demand for a Commodity; 2.6.3 The Law of Demand; 2.6.4 Shift in Demand Curve; 2.7
Analysis of Consumer Behaviour: Ordinal Utility Approach 2.7.1 Assumptions of Ordinal Utility Theory; 2.7.2

The

Meaning and Nature of Indifference Curve; 2.7.3

The Marginal Rate of Substitution (MRS); 2.7.4

Properties of Indifference

Curve; 2.7.5 Budgetary Constraint and the Budget Line 2.8 Consumer’s Equilibrium 2.8.1 Effects of Change in Income on
Consumer Demand; 2.8.2

Effects of Change in Prices on Consumption; 2.8.3 Income and Substitution Effects of Price Change 2.9

Derivation of Individual Demand Curve 2.10 Comparison of Cardinal and Ordinal Utility Approaches 2.11 The Revealed
Preference Theory 2.12 Summary 2.13

Answers to ‘Check Your Progress’ 2.14 Exercises and Questions 2.15 Further Reading 2.0

INTRODUCTION Objectives of business firms may be different but their basic business activity is the same. They all
produce

or

buy

and sell goods and services that are in

demand. Demand is,

in fact,

the basis of all productive activities. Just as ‘necessity is the mother of invention’, demand is the mother of production.
Increasing demand for a product offers a high business prospects in future and decreasing demand for a product
reduces the

business prospect. For example, increasing demand for computers, cars, mobile phones in India has enlarged the
business prospect for both domestic and foreign companies. On the other hand, declining demand for black and white
TV sets and manual

NOTES 22 Self-Instructional Material Analysis of Individual Demand typewriters is forcing the

companies to switch over to modern substitutes or go out

of business.

Itis, therefore, essential for business managers to have a clear understanding of

the following aspects of demand for

their products: (i) What are the sources of demand? (ii)

What are the determinants of demand? (iii) How do the buyers decide the quantity of a product to be purchased? (iv)
How do

the buyers respond to change in product prices, their income and prices of the related goods? (v) How can the total or
market demand for a product be assessed and

forecast? These questions are answered by the Theory of

Demand. In this and the following Units we will discuss the theory of individual and market demand. Let us begin with the
meaning of demand. 2.1 UNIT OBJECTIVES z To introduce the concept of demand

z

To explain the concept utility and to explain the law of diminishing marginal utility z To show consumer’s equilibrium by
using both cardinal and ordinal utility approaches

z

To explain the derivation of the demand curve by using cardinal and ordinal utility approaches 2.2

MEANING OF DEMAND Conceptually,

the term ‘demand’ implies a ‘desire’ for a commaodity backed by the ability and willingness to pay for it. Unless a person
has adequate purchasing power or resources and the preparedness to spend his resources, his desire for a commodity
would not be considered as his demand.

For example, if a man wants to buy a car but he does not have sufficient money to
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pay for it, his want is not his demand for the car. And, if a rich miserly person wants to buy a car but is not willing to pay,
his desire too is not his demand for a car. But if a man has sufficient money and is willing to pay, his desire to buy a car is
an effective demand. The desires without adequate purchasing power and willingness to pay do not affect the market,
nor do they generate production activity.

A want with three attributes — desire to buy, willingness to pay and ability to pay — becomes effective demand.

Only an effective demand figures in economic analysis and business decisions. The term ’

demand’ for a commodity (i.e.,

quantity demanded) always has a reference to ‘a price’, ‘a period of time'

and ‘a place’.

Any statement regarding the demand for a commodity without reference to its price, time

of purchase

and place is meaningless and is of no practical use. For instance, to say ‘the demand for TV sets is 50,000 carries no
meaning for a business decision, nor does it have any use in any kind of economic analysis. A meaningful statement
regarding the demand for a commodity should, therefore, contain the following information: (a) the quantity demanded,
(b) the price at which a commodity is demanded, (c) the time period over which a commodity is demanded,

and (

d) the market area in which a commodity is demanded. For example, saying that ‘the annual demand for TV sets in Delhi
at an average price of

Rs. 15,000 a piece is 50,000 is a meaningful statement.

NOTES Self-Instructional Material 23 Analysis of Individual Demand 2.3 THE

BASIS OF CONSUMER DEMAND: THE UTILITY

The

consumers demand a commodity because they derive or expect to derive utility from that commodity. The expected
utility from a commodity is the basis of demand for it.

Though ‘utility’ is a term of common usage,

it has a specific meaning and use in the analysis of consumer demand.

We will, therefore, describe in this section the meaning of utility, the related concepts and the law associated with utility.
231

The

Meaning

of Utility

The concept of utility can be looked upon from two angles—from the commaodity angle and

from the consumer’s angle.

Looked at it from a commodity

angle, utility is the want-satisfying property of a commodity.

Looked at it from a

consumer’s angle,

utility is the psychological feeling of satisfaction, pleasure, happiness or well-being which a consumer derives from the
consumption, possession or the use of a commodity. There is a

subtle difference between the

two concepts which must be borne in mind. The concept of a want-satisfying property of a commodity is ‘absolute’ in
the sense that this property is ingrained in the commodity irrespective of whether one needs it or not. For example, a pen
has its own utility irrespective of whether a person is literate or illiterate. Another important attribute of the ‘absolute’
concept of utility is that it is ‘ethically neutral’ because a commodity may satisfy

a frivolous or socially immoral need, e.g., alcohol, drugs

on prostitution.

On the other hand, from a

consumer’s point of view, utility is a

post-consumption

phenomenon as one derives satisfaction from a commodity only when one consumes or uses it. Utility in

the sense

of satisfaction is a 'subjective’ or 'relative’ concept because (i) a commodity need not be useful for all—cigarettes do not
have any utility for non- smokers, and meat

has no utility for strict vegetarians; (ii) utility of a commodity

varies from person to person

and from time to time;
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and (iii) a commodity need not have the same utility for the same consumer at different points of times, at different levels
of consumption and at different moods of a consumer. In consumer analysis, only the ‘subjective’ concept of utility is
used.

Having explained the concept of utility, we now turn to some concepts about utility used in utility analysis, viz. total utility
and marginal

utility. 2.3.2

Total Utility Assuming that utility is measurable and additive,

total utility may be defined as the sum of the utilities derived

by a consumer from the various units of goods and services he consumes. Suppose a consumer consumes four units of
a commodity, X, at a time and derives utilityasu l, u 2, u 3 and u 4 . His total utility (TU x)

from commodity X can be measured as follows. TUx =ul+u 2+ u 3+ u4lfaconsumer consumes n number of
commodities, his total utility, TU n,

will be

the sum of total utilities derived form each commaodity. For instance, if the consumption goods are X, Y and Z and their
total respective utilitiesare Ux, UyandUz,thenTUn=Ux+Uy+Uz233

Marginal Utility Marginal utility is another most important concept used in economic analysis. Marginal utility may be
defined

in a number of ways. It is defined as the utility derived from the

NOTES 24 Self-Instructional Material Analysis of Individual Demand

marginal

unit consumed. It may also be

defined as

the addition to the total utility resulting from the consumption (

or accumulation)

of one additional unit.

Marginal Utility (MU)

thus refers to the change in the Total Utility (i.e., ATU) obtained

from the consumption of an additional unit of a commodity.

It may be expressed as MU = TU Q A A where TU = total utility, and AQ = change in quantity consumed by one unit.
Another way of expressing marginal utility (MU), when the number of units consumed is n, can be as follows. MU of nth
unit =

TUn-TUn-124

THE

LAW OF DIMINISHING MARGINAL UTILITY

The law of diminishing marginal utility

is

one of the

fundamental laws of economics.

This law

states that

as the

quantity consumed of a commaodity increases, the utility derived from each successive unit

decreases, consumption of all other

commodities

remaining

the same.

In simple words, when a person consumes more and more units of a commodity per unit of time, e.g.,

ice cream, keeping the consumption of all other commodities constant, the utility which he derives from

the

successive units of consumption goes on diminishing. This law applies to all kinds of consumer goods— durable and
non-durable sooner or later.

Let us assume that utility is measurable in quantitative terms and illustrate

the

law of diminishing marginal utility.

The law of diminishing marginal utility

is
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illustrated numerically in Table 2.1 and graphically in Fig. 2.1. Table 2.1: Total and Marginal Utility Schedules No. of units
Total Marginal Consumed

utility

utility 1 30 30 2 50 20 360 10 4 6555 60 -5 6 45 —-15 As shown in Table 2.1, with the increase in the number of units
consumed per unit of time,

the

TU increases but at a diminishing rate. The diminishing MU is shown in the last

Fig. 2.1:

Diminishing Marginal Utility
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column.

Fig. 2.1

illustrates graphically the law of diminishing MU.

The rate of increase in TU as

the

result of increase in the number of units consumed is shown by the MU curve in Fig. 2.1. The downward sloping MU
curve shows that marginal utility goes on decreasing as consumption increases. At 4 units consumed, the TU reaches its
maximum level, the point of saturation, and MU becomes zero. Beyond this, MU becomes negative and

TU begins to decline. The downward sloping MU

curve illustrates the law of diminishing marginal utility. 2.4.1

Why Does the

MU Decrease? The utility gained from a unit of a commodity depends on the intensity of the desire for it. When a person
consumes successive units of a commaodity, his need is satisfied by degrees in the process of consumption and the
intensity of his need goes on decreasing. Therefore, the utility obtained from each successive unit goes on decreasing.
Assumptions. The law of diminishing marginal utility holds only under certain conditions. These conditions are referred to
as the assumptions of the law.

The assumptions of the

law of diminishing marginal utility are listed below.

First, the unit of the

consumer good must be a standard one, e.g., a cup of tea, a bottle of cold drink, a pair of shoes or trousers,

etc.

If the units are excessively small or large, the law may not hold. Second,

the consumer’s taste or preference must remain the same

during the period of consumption. Third, there must be continuity in consumption. Where

a break in continuity is necessary, the time interval between the consumption of two units

must be appropriately short.

Fourth, the mental condition of the consumer must remain normal during the period of consumption.

Given these conditions, the law of diminishing marginal utility holds universally. In some cases, e.g., accumulation of
money, collection of hobby items like stamps, old coins, rare paintings and books, melodious songs,

etc.

the

marginal utility may initially increase rather than decrease. But eventually it does decrease.

As a matter of fact, the law of marginal utility generally

operates universally. 2.5

CARDINAL AND ORDINAL CONCEPTS OF UTILITY

Utility is a psychological phenomenon. It is a feeling of

satisfaction, pleasure or happiness. Measurability of utility has, however, been a contentious issue.

Early economists—

classical economists, viz.,

Jeremy Bentham, Leon Walrus, Carl Menger, etc. and neo-classical economist, notably Alfred Marshall, believed that
utility is cardinally or quantitatively measurable like height, weight, length, temperature and air pressure. This belief
resulted in the Cardinal Utility concept.

The

modern

economists,

most notably
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J.R. Hicks and R.G.D. Allen,

however,

hold

the view that utility is not quantitatively measurable—it is not measurable in absolute terms. Utility can be expressed only
ordinally, relatively or in terms of ‘less than” or ‘more than'. It is, therefore, possible to list the goods and services in order
of their preferability or desirability.

This is known as the ordinal concept of

utility.

Let us now look into the origin of the two concepts of utility and their use in the analysis of demand. 2.5.1 Cardinal Utility
Some early psychological experiments on an

individual's responses to various stimuli led classical

and

neo-classical economists to believe that utility is measurable and cardinally

Check Your Progress 1. What is meant by demand? 2. What are the two approaches to the analysis of consumer
behaviour? 3. What is meant by

utility and how is it cardinally measured? 4. What is the law of diminishing marginal utility?
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quantifiable.

This belief gave rise to

the concept of cardinal utility. It implies that utility can be assigned a cardinal number like 1, 2, 3, etc. Neo-classical
economists built up

the theory of consumption on the assumption that utility is cardinally measurable. They

coined and

used a term ‘util’ meaning ‘units of utility’. In their economic analysis, they assumed (i) that one ‘util’ equals one unit of
money, and (ii) that utility of money remains constant.

It has, however, been realised

over time that absolute or cardinal measurement of utility is not possible. Difficulties in measuring utility

have proved to be insurmountable.

Neither economists nor scientists have succeeded in devising a technique or an instrument for measuring the feeling of
satisfaction, i.e., utility. Nor could an appropriate measure of unit be

devised. Numerous factors affect the state of

consumer’'s mood, which are impossible to

determine and quantify. Utility is

therefore immeasurable in cardinal terms. 2.5.2

Ordinal

Utility

The

modern economists have discarded

the concept of cardinal utility

and have instead employed the concept of ordinal utility

for analysing consumer behaviour. The concept of ordinal utility is based on the fact that it may not be possible for
consumers to express

the

utility of a commodity in absolute terms, but it is always possible for

a consumer to tell introspectively whether a commaodity is more or less or equally useful

as

compared to another. For

example, a consumer may not be able to tell that an ice cream gives 5 utils and

a

chocolate gives 10 utils. But he or she can always tell whether chocolate gives more or less utility than ice-cream.
This assumption forms the basis of the ordinal

theory of consumer

behaviour. While neo-classical economists maintained that cardinal measurement of utility is practically possible and is
meaningful in consumer analysis, modern economists maintain that utility being a psychological phenomenon is
inherently immeasurable, theoretically

or conceptually
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and quantitatively

as well. They also maintain that the concept of ordinal utility is a feasible concept and it meets the conceptual
requirement of

analysing the

consumer behaviour in the absence of any cardinal measures of utility. 2.5.3

The

Two

Approaches to Consumer Demand Analysis

Based on cardinal and ordinal concepts

of utility,

there are two approaches to the analysis of consumer behaviour. (i) Cardinal Utility Approach,

attributed to Alfred Marshall and his followers, is also called the Neo-classical Approach. (ii) Ordinal Utility Approach,
pioneered by J.R. Hicks, a Nobel laureate and R.G.D. Allen, is also called the Indifference Curve Analysis.

The two approaches are not in conflict with one another. In fact, they represent two levels of sophistication in the
analysis of consumer behaviour. Both the approaches are important for

managerial decisions

depending on the level of sophistication required. It is important to note in this regard that in spite of tremendous
developments in consumption theory based on ordinal utility, the classical demand theory based on cardinal utility has
retained its appeal and applicability to the analysis of market behaviour. Besides, the study of classical demand theory
serves as a foundation for understanding the advanced theories of consumer behaviour. The study of classical theory of
demand is of particular importance and contributes a great deal in managerial decisions.

In the following section, we will first

discuss

the theory of consumer behaviour based on the cardinal utility approach.

Consumption theory based on the ordinal utility approach is discussed in the

subsequent

section.
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ANALYSIS OF CONSUMER BEHAVIOUR: CARDINAL UTILITY APPROACH

The central theme of the consumption theory is the utility maximizing behaviour of the consumer. The fundamental
postulate of the consumption theory is that all the consumers—individuals and households—aim at utility maximisation
and all their decisions and actions as consumers are directed towards utility maximization. The

specific questions that the consumption theory seeks to answer are : (i) how does a consumer decide the optimum
quantity of a commodity that he or she chooses to consume, i.e., how does a consumer attain his/her equilibrium?
And (

ii)

how does he or she allocate his/her disposable income between various commodities of consumption? As mentioned
above, the theory of consumer behaviour

postulates that consumers seek to maximize their total utility or satisfaction. On the basis of

this postulate, consumption theory explains how a consumer attains the level of maximum satisfaction, under certain
given conditions.

The cardinal utility approach to consumer analysis makes the following

assumptions. (i)

Rationality. It is assumed that the consumer is a rational being in the sense that he satisfies his wants in the order of their
preference. That is, he or she buys that commodity first which yields the highest utility and

that

last which gives the least utility. (

ii)

Limited

money income. The consumer has a limited

money

income to spend on the goods and services he

or she chooses to consume. Limitedness of income, along with utility maximization objective makes the choice between
goods inevitable. (

iii)

Maximization
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of satisfaction. Every rational consumer intends to maximize his/ her satisfaction from his/

her given money income. (

iv)

Utility is cardinally measurable. The

cardinalists have

assumed that utility is cardinally measurable

and that utility of one

unit of a commodity equals the money which a consumer is prepared to pay for it

orl

util = 1 unit of money. (

v) Diminishing marginal utility.

Following

the law of

diminishing

marginal utility, it is assumed that

the utility gained from the successive units of a commodity consumed decreases as a consumer consumes

larger quantity of the commodity.

This is an axiom of the theory of consumer behaviour. (vi)

Constant marginal utility of money.

The

cardinal utility approach assumes that marginal utility of money remains constant

whatever the level of a consumer’s income.

This assumption is necessary to keep the scale of measuring rod of utility fixed. It is important to recall in this regard that
cardinalists used ‘money’ as a measure of utility. (

vii

Utility is additive. Cardinalists assumed not only that utility is cardinally measurable but also that

utility derived from various goods and services consumed by a consumer

can be added together to obtain the total utility.

In other words, the consumer has a utility function which may be expressed as: U =f(X1,X2,X3,.Xn)where X1, X2
. ... Xn denote the total quantities of the various goods consumed.

Given the utility function, total utility obtained from n items

can be expressedasUn=U1(

X1)+U2(X2)+U3X3)+..+Un(

Xn)

Itis this utility function which the consumer aims to maximize.
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Consumer’s Equilibrium Conceptually, a consumer is said to have reached

his equilibrium position when he has maximized the level of his satisfaction, given his resources and other conditions.
Technically, a utility-maximizing consumer reaches his equilibrium position when allocation of his expenditure is such
that the last penny spent on each commodity yields the same utility. How does a consumer

reach this position?

We know from assumptions 2 and 5, that the consumer has limited income and that the utility which he derives from
various commaodities is subject to diminishing returns.

We also know that

the MU schedules of various commodities may not be the same.

Some commodities yield a higher

marginal utility and some lower for the same number of units consumed. In some cases, MU decreases more rapidly
than in case of others for the same number of units consumed.

A rational and utility-maximising consumer consumes commaodities in the order of their utilities. He first picks up the
commodity which yields the highest utility

followed by

the commaodity yielding the second highest utility and so on. He switches his expenditure from one commodity to
the other in accordance with their marginal utilities.

He continues to switch his expenditure from one commodity to another till he reaches a stage where MU of each
commodity is the same per unit of expenditure.

This is the state of
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consumer’s equilibrium. (i) Consumer’s Equilibrium: One-Commodity Model Let us first illustrate consumer’s equilibrium
in a simple

one-commaodity model.

Suppose that a consumer with certain money income consumes only one commaodity, X. Since both his money income
and commodity X have utility 1 for him, he can either spend his

money

income on commodity X or retain it

in the form of asset. If

the marginal utility of commodity X, (MU x ), is greater than marginal utility of money (

MUmM)1

as asset,

a utility-maximizing consumer will exchange his money income for the commodity. By assumption, MU x is subject to
diminishing returns (assumption 5), whereas marginal utility of money (MU m )

as an asset

remains constant (assumption 6).

Therefore, the consumer will exchange

his money income on commodity X so long as MU x &lt; P x (MU m),

P x being the price of commodity

X and MU m = 1 (constant). The utility-maximizing consumer reaches his equilibrium, i.e.,

the level of maximum satisfaction, where MU x = P x (MU m )

Alternatively, the consumer reaches equilibrium

point

where, ()

xxm MU P

MU =1

Consumer’s equilibrium in a single commodity model is graphically illustrated in

Fig. 2.2.

The horizontal line

Px(MUm)

shows

the constant utility of money weighted by the price of commodity X (

i.