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CHAPTER 1
Basic Concepts and Techniques

1. INTRODUCTION
Econolmll(;]s lls a science of choice. Every economic agent, be it a firm or a
household, has F‘) make a chojce, [t has to choose between different alternative
uses of the available resourceg.

. A firm has Tt}(: take.a. de?ision about the best possible use of the available
resources. The decision is to he consistent with the organisational goal of

the ﬁrm. The ultimate organisationa] goal of every business firm is to earn
maximum profits.

i h.ouslehqld has to take a decision about the best possible use of the
ayallab e income. Each household would like to spend the income at its
disposal so that it gets maximum satisfaction.

The problem of choice, or decision-making, arises primarily out of the fact that
all of us are bound by scarcity.

2. BASIC CONCEPTS

Scarcity
Scarcity is a fact of life.

By scarcity we mean that the resources available to satisfy our wants are limited
in relation to their requirements.

The fact of scarcity arises from two other interrelated facts as follows:

+ Our wants are unlimited; satisfaction of one want makes way for another

want.
+ The resources are limited; no resource is available in an infinite quantity.

This is the puzzle that the mankind is left to solve for itself.
It manifests itself in the form of choice.

Choice I R : |
‘ ‘ of resources: limited resources

The problem of ch
to satisfy unlimi
But there are two
* Human wa
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o need be taken account of:

in intensity. There are
er wants which can wait.
soccer or I can do my
e a choice. If my priority
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vable of being put to
t me a ticket at PVR,
ater. I cannot do both.
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1.2 Essentials of Managerial Economics

The fact that I cannot do both forces me to make a choice. I have to take 4
decision.

Economics is the science of choice; economics explains the behaviour of different
economic units, households, firms, government and the economy as 4 whole,

Economic Units

Economics studies the behaviour of choice-making economic units.

‘ Basic economic units are identified as households, firms and the government,
The aggregate of these constitutes the economy.

Q Households

Household is the basic unit of economic analysis. A hou
inputs that are used to produce goods and services in the economy.

sehold provides factor

The four categories of factor inputs are as follows:

- Land—Inputs from nature, such as soil, water, minerals, rocks, forests,. etc.
. Labour—The time and effort people devote to producing goods and services.
- Capital—Goods, such as buildings and dams, that are used to produce other

goods. Human capital is the knowledge and skills that people possess that

are used to help produce goods and services. -
' - Entrepreneurship—The resource that directs how land, labour, and capital

B will be used to produce goods and services.

f Households own these services, and supply these services to the firms. In
I return, they get paid. This payment constitutes the income of the factor
’ services.

The sum total of the factor incomes during a year is called domestic factor
inbdme (which is approximately the same as the national income).

Households earn their income by way of:

reneurship.
de as to how best to spend the income they have
ek an optimum use of their income.
4 il D! o)
nises the four factor inputs, brings
_k".;@ts work together it results in
r inputs. Because of the scarcity
nised that the maximum output
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Basic Concepts and Techniques 1.3

This involves decision-making at different levels. The process of decision:
naking can be illustrated as follows:

Establish
and/or
identify

objectives

problem
Identify possible
alternative solutions

l Consider
Evaluate alternatives | 5{ Coule
: slect the best and inpu
and select th constraints

S 30 ad! '_--1'&11{;'1\1
{ :.‘}oq,if Ejicl g ;

é : .! ' . . . .
”mﬁ""tf output which maximises its

o -
i

venue and cost.
+ it can sell in the market,

h between

Scanned with CamScanner



1.4 y
Essentials of Managerial Economics

an : . , . Py
d services employed in the firm's business operations: These are also knowy,

as explicit costs.

A busi : , ;

v b;lsmess firm also incurs some implicit costs. These
the self-owned resources of the organiser. The impute i

represent the opportunity cost of such resources. From an cgopomlst 8 point of

AN _tOtal cost of production 1s the sum total of the explicit costs and the

implicit costs (including the opportunity cost of the entrepreneur, also known

as normal profits).

?he deci.sions relating both to revenue and

8¢ft?rs like the consumer’s demand for its pr

pricing strategies, government regulations, etc. These are

constraints, societal constraints, state constraints etc. on

Q Government or the state

A government also participates in the economic activity.

It generates its own income within the process of production and spends back

the same in discharge of its various duties and functions.

The state also seeks optimal decision-making. It seeks to promote maximum

social benefit.

Economy
geregate of households, firms

An economy can, thus, be defined as a system of produc
nption of goods and services. The primary respons
is to provide living to the people.

this task by organising the process of production.

are the imputed costy
d costs, generally,

cost are influenced by various

oduct at various prices, rival’s
identified as market

decision-making.

and the government is called an economy.
tion, distribution and
ibility of the economy

CSLapatai

The economy accomplishes
In this process of production, all the economic units participate.

can be easily ilIu‘s‘trgted in the form of a flow chart

The
fc o

process of production




It would be seen as follows from Fig. 1.9

1. Households supply factor services of land, labour, capital and entreprencur-

ship to firms.

Households get income in exchange for their services from the firm sector.

3. Households use a part of their total income to spend in their consumption.
Money thus flows back to the firm sector.

4. In exchange, the households get back the goods and services for which they
have paid with their income.

5. A part of the households’ income is transferred to the capital market.

6. Firms borrow from the capital market, and invest their money in further
production activity. Thus, households’ savings get converted into invest-
ment.

7. A part of the firms’ income and the households’ income flows to the
government.

8. The money so collected by the government is spent on various activities
undertaken by the government.

with this the process of production is complete within the domestic economy.

Goods are produced, income is generated, goods are bought and consumed and

the process keeps on running.

It is the continuity of this process that is the guarantee of the survival of

mankind.

Closed Economy and Open Economy. We can distinguish between a closed

economy and an open economy.

A closed economy is one in which the domestic economic units, i.e., firms,

households and the government do not maintain economic relations with the

rest of the world.

By economic relations we mean the outflow and inflow of (i) goods, (ii) services

and (iii) capital.

An open economy, on the other hand, maintains all types of economic relations

with the rest of the world. In process, it earns some income from the rest of

the world (ROW) and similarly it gives out some income to the rest of the world.

The difference between the two is known as the Net Factor Income from Abroad

(NFIA).

Domestic Factor Income and National Income. The sum total of the income

earned by factor-inputs within the economy during a year is known as domestic

factor income.

If we add net factor income from abroad to domestic factor income we get an
estimate of national income.

Nationql Income and Per Capita Income. Per capita income of an economy
1s obtained by dividing national income during a year by the mid-year
population.

r\wl'i‘]ll
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. ; . , : h goods ¢
Goods and Services. The estimate of national income includes both g ind

services.

: . : ; - acarce in nature
We include only economic goods, i.e., those goods which are scar ire,
and hence command a price.

We do not include free goods, i.c., the free gifts O
command a price in the market,

f pature that do not

Economic goods are of two types :
(i) consumer'’s goods, and (ii) producer’s or capital goods.
Consumer’s goods are those goods that directly satisfy our wants,

Consumer’s goods can be (a) durable goods, b) semi- _durable goods, or

(¢) single use goods.
he productlon of other

Capital good dint
pital goods are those goods that are require le capital goods, and

goods. Capital goods can be of two types: (@) SImP
(b) mother capital goods.
Simple capital goods are used in the production of consumer :
Mother capital goods are used in the production of other capital goods.

Capital goods are required to build up the production ca pRecay 1nf t:x ) :;2?:::2’
Building up of the production capacity 1s a necessary condlinonl oO fgmcome 12
more and higher levels of incomes. Generation of higher 1evels

defined as economic growth.

Developed Economy and Developing Economy.
economic growth attained by each economy it 1s poss
a developed economy and a developing economy. .
In a developed economy, the volume of production, and hence income genera.ted
per head, tends to be high. On the contrary, income generated per head (re.,
per capita income) tends to be low 1n a developing economy.

Market Economy and Controlled Economy. We can also distinguish here
between a market economy and a controlled economy. The distinction 1s one
based on the degree of freedom available to economic units to take their own

goods.

On the basis of the level of
ible to distinguish between

decisions.

. In a market economy, different economic units own their resources and
hence are free to take decisions as to the use of these resources. -
There is no or little intervention by the state. !

. In a controlled economy, the ownership of the factor inputs lies with the
government—the government decides about their use; the economic umts |
are simply expected to follow these decisions. ]

In actual practice we find that in every economy:

+ a significant part of resources is pri*nmy M and

+ the government intervenes in and regulat » decision
nism. o5 b

l Such economies are known as mi3
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Basic Concepts and Techniques 1.7

concept of Equilibrium

Equilibrium means a state of rest, the attainment of a position from which

there 18 no incentive nor opportunity to move.

A consumer 1s in equilibrium when his expenditures on different goods and
services yleld maximum satisfaction. No move on his part can increase his
satisfaction but, rather, will decrease it.

A business firm is in equilibrium when its resource purchases and its output
are such that it maximises its profits, if profit maximisation is its objective.
Any change on its part will cause profits to decrease.

* A resource owner is in equilibrium when the resources which he owns are
placed in their highest paying employments and the income of the resource
owners is maximised. Any transfer of resource units from one employment
to another will cause his income to decrease.

An economy is in equilibrium at the level of income (and employment) where
aggregate demand equals aggregate supply.

Equilibrium concepts are important, not because equilibrium is ever in fact

attained but because they show us the directions in which economic c}}apges

proceed. Economic units in disequilibrium usually move toward equilibrium

positions. Economic disturbances of various kinds—changes in consumer tastes

and preferences, technological developments, changes in resource supplies, an.d
so on—change the equilibrium positions and motivate the various economic
units to move toward the new positions until further -disturbances occur.
Generally movements toward equilibrium are at the same time m(?vements
toward greater economic efficiency in the business or in the form of increases
in the value of owners’ holdings. The former means higher—than—average
dividends to stockholders in the case of the corporation, or a higher income in
the case of a single proprietor or partner than he could have earned had he
invested and/or worked elsewhere. The latter means that some of the economic
profits are plowed back into the firm to expand or improve it. This, of course,
increases the value of the owners holdings. Secondarily, profits may be used
to some extent to pay other resources returns above their opportunity costs.

Scarcity and Economy

As stated earlier all economic units are subject to scarcity. Just as all individual
units are subject to scarcity, the economy is also subject to scarcity, because
the available resources are never enough to satisfy everyone’s wants.

An economy, therefore, has to exercise a choice between different alternative
uses of scarce resources.

Economic choice can be summarised by five big questions:

+ What goods and services are produced and in what quantities?

- How are the goods and services produced?

- When are the goods and services prody ced'
- Where are the goods and services produced:

CUILIISDLU
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