2 Business Economlcs
‘%Acoordmg to MC Nair and Meriam "Business economics consisty
.\// of the use of economic modes of thought to analyse business

situations”.

(2) In the words of Spencer and Siegelman "Business economics is
the integration of economic theory with business practice for the
purpose of facilitating decision - making.and forward planning
by the management”. |

(3). According to Mansfield "Business economics is concerned with
the application of economic concepts.and economiic analysis to
the problems of formulating rational managerial decision”.

(4) Brigham and Pappas define business economics "as the

/ application of economic theory and methodology to business
©  administration practice".

(S)° According to Hailstones and Rothwell, "Business economics is |
the applzcatmn of economic theory and analyszs to practices of

business Jirms and other institutions , such as health care facilities
_ and govermment agencies".

(6) In the words of Hague, "Business economics is a fundamental

- academic subject which seeks to understand and analyse the
| problems of decision - making".

¥ . . ik i



.2] Main Characteristics of Business Economics : .
The following are some of the main characteristics '\'c:i‘:f'/l—);siness

1. Business economics is a branch and discipline of general

eco:.lon‘lics : As sai(.l. earlier business economics is the
application of economic tools to practices of business firms.
Just as a study of the agricultural aspects of economic science

is known as agricultural economics, study of industrial aspects

as industrial economics, study of monetary aspects as monetary
economics, so also a study of the economic aspect of the
management of the firm is known as business economics. Thus,
business economics is but a branch of general economic theory.
Business economics is mainly micro in character because, it
concentrates only on the study of the firm. It is the problem of .
a business firm which form a part of the study of managerial
economics; it does not deal with the working of the economy as
a whole. | |

The contents of business economics are mainly based on
the theory of firm. It analyses the problems of a firm and offers
solution for the same. ~

Business economics also studies macro economics to
understand and adjust to the economic environment under
which the firm operates. In other words, although business
economics draws heavily on micro economics , some aspects of
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macro economics are also relevant in decision making any
forward planning. Some problems of the firm are related to macr,
variables like national income, aggregate level of employmen;
general price level, ete. Likewise, a study of trade cycley
international trade and balance of payment etc, has gres
relevance in business economics for certain types of decision
making problems.

Business economics is normative rather than positive I
character; that is, it is prescriptive rather than descriptive. It
deals with 'what should be done and how it should be done.'lt
shows the way as to how to achieve the set objective to get the
optimal results. Business economics is, thus, concerned with
the function of an advisory nature in decision making. It is
normative in character dealing with decision making problems -
how to take business decisions in order to achieve the set objectives.
It advises: what ought to be done and how it should be done.

Business economics is both conceptual and metrical. It makes
use of the various concepts in order to understand and analyse
the decision - making problems. Likewise, it also uses the various
guantitative techniques to measure the impact of differant
factors and policies. An intelligent application of quantitative
techniques to business presupposes considered judgement and
hard and careful thinking about the nature of the particular
problem to be solved. Managerial economics provides necessary
conceptual tools to achieve this. Moreover, it helps the decision
maker by providing measurement of various economic entities
and their relationship. This metrical dimension of business
economics is complementary to its conceptual framewodrk.

Business economics helps business executives in taking
rational decisions, since resources with the firm are limited,
they have to be allocated in the most optimum manner to achieve
the set objectives. This is, then, essentially a problem of choice.
Managerial economics helps in analysing the various alternatives
and selecting the one which would give the optimal results.

[3] Subject-matter and Scope of Business Economics :
[3.1] Subject Matter of Business Economics :

We have seen above that decision-making and forward planning

are the two major functions involved in business economics. They
are related to the following aspects :

(a) Allocation of resourses : The resourses with a firm are scarcé

gnd have alter:native uses. Accordingly, these have to be utilised
in a most efficient and optimum manner to attain set objectives:
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(b) Problems of inventory control : Problems of inventory control

(c)

(d)

relate to decisions about maintaining optimum levels of stock
of raw materials and finished goods over ‘a period of time.
Decisions pertaining to these have to be taken in the context of
demand and supply conditions.

Pricing problems : Another decision- making problem is the
fixation of the prices of the products of the firm. These involve
decisions regarding various methods of pricing to be adopted.
The choice is whether prices should be realated to demand or
cost or both; whether to adopt 'product - line pricing' or
'marginal pricing' or mark-up pricing in the fixation of prices.

Investment problems : Forward planning obviously involves
investment problems. These relate to the problems of allocation
of scarce resources, the quantum and mode of investment,
sources of funds, expansion and diversification programme for
the future, establising new venture or continuing with product
pattern, etc.
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[3.2] Scope of Business Economic§ :

The scope of business economics mainly covers twe areas of
decision making : S
(1) Operational Issues or Internal Issues

(2) Environmental Issues or External Issues

(1) Operational Issues :

Operational issues are those issues which arise within the
business organisation and are under the central of the management.
These can be categorised as follows to demarcate the scope of
business economics :



(a)

(b)

(c)

(d)
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Resource Allocation : Business economics like the traditionsl
economic theory is concerned with the problem of optimun,

allocation of scarce resources. Businesgs analysis is applied tq
the problem of determining the level of output which maximise,
profit. In this respect, linear programming technique has beey,
used to solve optimisation problems. Infact, linear programminy

is one of the most practical and powerful business decisio,
making tool currently available.

Demand Analysis and Demand Forecasting : Demand analysig
Pays a crucial role in business decision - making. A study of
demand analysis is certainly a helpful guide to managerial
exe.cu.tiveswhile taking production and pricing decisions. In
_dec1d1ng about 'what to produce’ ? and 'how much to produce'?,
Information pertaining to the nature and quantum of demand
at different prices is very essential. Likewise, the demand for a
Product changes in response to change in its price, price of its
Substitutes or complementary goods, consumer's income, his
tastes and preferences, etc. These are known as demand

_determinants a study of which is essential for, forecasting the

derl}and for the product as well as the present sales. Thus, the
main ‘topics covered in demand analysis are demand

determinants, demand distinctions, various types of elasticity
of demand, demand forecasting, etc.

Cost Analysis : A study of cost analysis is very useful for
management decisions.Estimates of cost is an essential part of
business decision and helps in the efficient and optimum
allocation of resources. The objective of a firm is to produce a
given output at least cost by having the optimum combination
of the factors of production. Cost analysis helps in deciding
about the size of the firm, the volume of output and factor
proportions. The main topics coverd here are various types of
cost concepts and cost classification, cost - output relationship

in the short and long run, production function, cost control,
economies and diseconomies of scale, etc.

Pricing Policies and Practices : Pricing policy is an important
sphere of business economics. The objective of a firm is to earn
maximum profits and pricing policy is an important determinant
affecting profits. In fact, the success or failure of the firm to a
very large extent, depends on the correctness of its pricing
decisions, because price policy affects the revenue of the firm
and consequently its profits. The main topics coverd here are
price determination under various market structures, pricing
methods,differential pricing, etc.
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“profit P lanning and Break - Even Analysis : A busi
works for profits and in the long run profits : bus¥ness firm
criteria to Ipeasure the success or failure of aiflir € an important
oW th.at in modern times the firm works .undlc-am. BUt'ch e
Certam.ty becausi: of changes in demand and ¢ r C.ondltl.o'ns of
changes 11 the prices of inputs and productOSt cond;.t:on‘s,
technology apart from political and social conditior? , changes in
in govemmfent economic policies. Profit plannin s ?}?d change;s
very esgengal u.nder these conditions of uncerta.ii,t ;lrnefore,. is
Jealt with in this are nature and measurement of p};oﬁt egx?g)atlis
) 5

even analysis, profit policies, etc.

capital Budgeting and Investme : ital i
scarce factor of produciton and i: tc)ll))'c:l?ri?c‘l)l; g o
therefore, necessary that decisions bertaininag (’:c?zalt"is,l
inVCS'FH}entS are taken with great care and caution Cap;tZ‘Ll
budgetmg, among other things, involve estimate o.f capital
requlremc.ents for the project, that is, the demand for capital
pased on its marginal productivity, cost of capital and the varlious
sources from which it is sought to be raised, profitability of -
capital, that is, rate of return, choice of capital investments
selection of projects and optimal allocation of capital as betweer::

different projects etc.
Strategic Planning : Strategic planning provides management
with a frame work on which long term decisions can be:made
which have an impact on the behaviour of the firm. The firm
sets certain long term goals and objectives and selects the
strategy to achieve the same. Strategic planning is now a new
addition to the scope€ of business economics with the emergence
of multinational corporations. The perspective strategic
planning is global. It is different from project planning which

focuses on a specific project or activity. Likewise, it is also

different from operational planning which examines the details
ticular strategy within

required for the imp t

a certain time period. portfolio models and corporate simulation
models come in the area of strategic planning. Infact, a new
area of study called "Corporate Economics" has come into
existence as a result of the integration of business economics

and strategic planning.
ues :

]1issues in bu
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within which the firm has to function. The environmental factor,
have a far reaching bearing upon the functioning and performane,
f’f the firms. The business decision makers, therefore, have to tak
rfn.to account the changing economic, political and social conditior;;
an the country and give due consideration to environmental facton
in the process of decision making. This is essential because busines
decision taken in isolation of environmental factors may not onl
prove infructuous but may also lead to heavy losses.

To sum up, environmental or external issues relate business
economics to macro economic theory, while operational issues relat:
it to micro economic theory. The scope of business economics, thus,
has considerably widened in modern times.

P S e - — - - -



[2] The Incremental Conéept :

The incremental concept or the principle of incremental
reasoning is one of the most important concepts in business
economics which is widely used in the process of decision making. :
Whenever the manager of a firm takes a new decision or makes
changes in the decisions taken earlier, it affects the price, output,




14 o — — J—— W— p——— —— S—— o— P :
S Cinant snd other variat e ' ealy affect the tot;
investment and other variables which ulmnmt,l_ly il invo]w]]
e firm . The incremental CONCEPE 2 )

evenue total cost of the firm. e o
1\0\ (J‘n‘" ‘“1“‘{ lecision changes on costs and reven ues !,mph )SI]/,JI,;,'
the impact ol decis 1 C 10 ' . R
tl 1 uent changes in total cost and total revenue res }"‘,
1¢ consequent € 10 : : O or may §
from changes in prices, products, investments or Wiz VA

at stake in the decision. | :
i sis are .
The two basic concepts of incremental analysis ;

\ (1) Incremental cost (2) Incremental revenue

; (1) Incremental Cost : - sad s

Incremental cost may be defined as the cha'nge in total cost
as a result of the change in the level of output, mvestment,'pﬂﬁe
etc. Thus, incremental costs are the added costs of a change 1n the
level or nature of activity. They may refer to any kind of change §ay
like, adding a new product, changing distribution channels, adding
new machinery etc. Incremental cost, thus, may be defined as the
change in total cost consequent upon a decision taken by the firm.

It is worthwhile to note here that _incremental c/osts are not
the same as marginal costs. Incremental costs simply measure
the difference between old and new total costs. Marginal cost has a
limited meaning; it refers to the cost of an additional unit of output.

.It is the per unit cost of the added units. Incremental costs are
more flexible than the marginal costs because incremental costs
refer to any kind of change, while marginal costsare calculated for
unit changes in output. Incremental costs appear to be more
relevant in decision-making at the firm level. The incremental
costs may be computed by using the following formula :

, IC=C,-C, = AC )
Where, IC = incremental costs
C, = new total costs
C, = old total costs

AC = hange in total costs.

Most business dicisions require cost estimates that are
essentially incremental in nature.

(2) Incremental Revenue :

Incremental revenue is the change in total revenue resulting

from a decision regarding change in the level of output, prices
s, ete. The formula for incremental revenue is as follows :

©
»

1]
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where, IR = incremental revenue
R, = new total revenue
R, = old total revenue
AR = change in total revenue ‘
it should also be noted here that although incremental reasoning
of managerial economics is closely related to the marginal reasoning
of economic theory, yet there are certain differences which are as

follows -
(@) Marginal costs and revenues are always defined in teams of °
t changes in output whereas incremental costs and revenues

uni
are not necessarily restricted to unit changes. The marginal

analysis enables one to have a microscopic examination of such
a microscopic analysis of the situation.
(b) Incremental concepts are more flexible than marginal concepts.
Marginal costs and marginal revenues are restricted to the effects
of unit changes in output. But the decision-making may not be

concerned with changes in output at all. :

A firm while taking business decisions would consider whether
it is worthwhile to take a particular decision or not, arid here it
would mainly be guided by the incremental principle; the decision
would be worthwhile if the incremental revenue is greater than the
incremental cost. The incremental principle may, thus, be stated

as follows : -
A particular business decision would prove to be profitable if :

(a) it increases revenue more than the cost.
" (b) itdecreases some CoSts to a greater extent than it increases others.

(c) it increases some revenues more than it decreases others.

(d) it reduces cost more than the revenue.

A business decision affects various items of costs, as a result
the cost increases in case of some of the items, while it decreases in
case of some other items. Likewise, a particular decision results in
an increase in revenue on some items and decrease on spme other

. items. In such a si}:uation', the concept of incremental principle

. helps the firm in taking appropriate decisions. As aptly pointed out
esult of a particular

by Henry and Haynes, ingrese in revenue as ar
business decision indicates change in total revenue; this increase
in revenue is the sum total of the changes in all the items of revenue
(positive and negative); likewise, increase in cost is the sum total of
the changes in all the items of the cost (positive and negative). The -
difference between the increase in total revenue and total cost indi-
cates the impact of the decision on the overall net profit of the firm.
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Some business firms have a tendency to take the view that;
 order to make an overall profit they must earn profit in each an
every item. The result is that they do not accept the orders Wthh
do not cover their full cost plus a provision for profit. Incremen.tal
principle states that this attitude of the firm is not consistent wity
the objective of profit maximisation in the short run, because by
doing so the firm rejects the possibility of adding more to revenu,
than to cost. From the view point of the firm, it is not the fu)
cost but the incremental cost which is more relevant.

Suppose, for example. a new order obtained by a firm is estimateq
to bring in an additional revenue to the tune of Rs. 10,000/~ anq
the cost pertaining to this are as follows :

Table - 1
S.No. Item of Cost Cost (in Rs.ﬂ
(1) | Labour Cost 3,000-00
- (2) | Material Cost 4,000-00
(3) | Fixed Cost 3,600-00
(4) | Selling and administrative cost 1,400-00
Full Cost 12,000-00

In the above example, at the outset, the order appears to be

unprofitable since the firm has to incur full cost of Rs. 12,000 while
the additional revenue is estimated at Rs. 10,000 involving a loss
of Rs. 2,000.

However, suppose that the firm has an excess capacity which
can be utilised to execute the said order. Now if this order adds
only Rs. 1000 as fixed cost and Rs. 2000 as labour cost and no
extra selling and administrative cost, the incremental cost of
accepting and executing the order shall be as follows :

* Table - 2
IhS.No. Item of Cost | Cost (in Rs.)

(1) | Labour Cost | 2,000-00

| (2) | Material Cost| 4,000-00
(3) | Fixed Cost 1,000-00
Full Cost 7,000-00

b el e e o
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It would, thus, be clear from the above table that although at
first sight the acceptance of the order showed a loss of Rs. 2,000
Rs. 12,000 = Rs. 10,000) but on the basis of the above calculation
ih table-2, there is an additional profit of Rs. 3,000 (Rs. 10,000 —

Rs. 7’000)

It should, however, be noted here that the firm has to be very
careful and cautious in implementing the incremental principle.
The principlg does not say that the firm should accept all the orders
at prices which cover the incremental cost. In the above example,
the acceptance of the order is profitable because the firm has excess
capacity and there is no proportionate increase in the other items
of cost. But this may not happen every time. As a matter of fact,
the principle does not specifically say anything about the general
price policy or in the matter of accepting the order. It only suggests
that there would be change in cost by the acceptance or rejection of
the new order; it does not and cannot advise the firm as to the
acceptance of the order which gives more profit than the one which
gives less profits. Basically the principle provides guidance for
decision making which can give maximum profits. Thus, a business
decision can be said to be appropriate only when it adds more to
the revenue than to the cost or when it reduces cost more than the

revenue.
Significance of the Concept :

The incremental concept is of great significance in managerial
economics. Many firms take a view that the maximise profits they
must be able ta make profits on every unit of output, that is to say,
every unit proposals which do not meet with this criteria. But it is
just possible that the additional unit may be adding less to cost
than to revenue and by not accepting the possibility of additional
unit of production, the firm is losing additional profit. According to
incremental concept, the firm's behaviour is not in consonance with
its goal of profit maximisation. The relevant cost for managerial
decision is, therefore, not the full cost but the incremental cost of

output.
Practical Application of the Incremental Concept :

The incremental concept occupies a significant place in the
process of business decision. James Early's study in America reveals
that excellently managed large firms, big industrial and commercial
corporations do make formal use of incremental analysis. In these
firms, the accounting system itself is so geared that they can easily
get all the information pertaining to incremental revenue and
incremental cost. On the other hand, Haynes' study of small firms
reveals that most of them were not very much familiar with the
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concepts of incremental cost and incremental revenue and th;t~
their accounting system too did not make any specific noty
pertaining to incremental concept. It is, thus, not possible tg
generalise as to the use of incremental principle. All the same, it
cannot be denied that it is an important tool which helps the firm

in taking appropriate busines decisions.

[3] The Concept of Opportunity Cost :

The concept of opportunity cost is an important concept in
business economics and is widely used in the process of decision -
making. Opportunity cost means the next best alternative that is
sacrificed or foregone. The opportunity cost of a product or service
is measured in terms of revenue which could have been earned by
employing that product or service in some other alternative uses.
As Marshal has put it, "the real ultimate cost of anything is the
loss of that alternative which must be sacrificed when resources
of a given kind are devoted to a particular object”. Economics
call it as opportunity cost - a concept is of great practical
importance.

Thus, what labour would get in one employment would depend
on what it can get elsewhere; likewise what rates of interest capital
would be entitled to in one industry would depend on what it can
earn elsewhere. In this way, the cost is the cost of displaced
alternatives. The cost of producing a thing would be determined
not by the value of the thing that has not been produced, but could
have been produced by the displaced factors of production. The
unborn is the cost of the born. In the words of Benham ,'the
opportunity cost of anything is the next best alternative that could
be produced instead, by the same factors or by an equivalent group
of factors, costing the same amount of money. The cost of producing:
a thing would be determined not by the value of the thing that has
been produced but could have been produced by the displaced
factors of production. In other words, the cost of producing a
commodity is fundamentally the sum total of retention prices that
have to be paid to the various factors for retaining them in a
particular firm or industry, and this must at least be equal to what
they can earn in other alternative occupations.



The concept of opportunity cost will be clearl

y understood from
the following examples : - g

(a) The opportunity cost of the capital investment made in business .
by the entrepreneur himself is the interest that could have been
earned if that capital had been employed in some other business.

(b) The opportunity cost of the time which an entrepreneur devotes
to his own business is the amount of remuneration which he
could have earned by working in some other occupations.

(c) The opporutnity cost of using a machine to produce one product

is the loss of those products which could have been produced
from that machine.

(d) The opportunity cost of using a machine which can be used
only for one specific purpose and which cannot be used for any
other purpose is zero, because here no alternatives are foregone.
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The concept of opportunity cost is r licit costs are Sy e
of explicit cost and implicit cost. Exp 1(t70 the money gligaﬂ b
costs incurred by a firm. These costs refer tractual © on the
made to the factors of production; these are C(I)mplicit Costs’counts;
and are recorded in the books of accounts. f cr of the
r;; ese€ are
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i books O
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t is
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for example, land
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OPportunity cost includes both implicit and explicit

generally higher than the accounting cost.
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we may briefly compare incremental mparison ;
as follows : ‘nial cogt
(a) Incremel.ltal cost is a difference in cost

ubtracting incre \ . oSt due to

" d the y , emental cost from incremental

fin > gain from the proposed chan o o e, I8 can

R ge in the

opportunity cost, on the other hand, incl
costs (rather than difference in Cos’t) cludes all the
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a decision . By

activity,
eConomic

. e o of a scarc -
substracted from the total revenue of the Chosernw ll;actor. It is
alternative to

find the gain from the proposed use of the j
Input.

(b) The incremental cost concept is used to sh
between su1.“1k costs (that is, the costs thatg ow the contra}st
the change in activity) and the costs that Cha;, not .change with
in the level of business activity. Opportunie with a change
contrary, focuses attention on the net revenug t;(;it’ on the
generated in the next best alternative use of scarce re(szgi'iebe

Limitations of the Concept :

The conept of opportunity cost, however, is subject to the
following limitations :
i Ina large number of cases, a specific factor no opportunity
cost. Thus, for example, a barren land has hardly any attractive

alternatives.

(ii) Immobility of factors of production makes this concept limited

in application.
(iii) Again, the foregone alternatives may not be quantitatively
measured. For instance, a land lord may not know how much
of rent he would be getting by cultivation of sugarcane instead

of cotton.

(iv) The concept is based on the a
which is hardly found in real life.

ssumption of perfect competition
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[4] The Concept of Time Perspective :

e

%t
\ d ' i ‘ 01’1156
A business economist has to take various decisions 11l the €7 ipe

of a definite time period. Certain decisions have to be taker ?hus,
context of long run perspective when all factors are variablé- affects
for example, a decision to set up a new plant at a new pl.ace

the investment in all the factors; while when a decision 15 o4
the context of a short term perspective, there is a change © 7% in
certain factors. For example, a decision to increase the Ou;:.pc Cors
the existing firm will require an increase only in variable 18 s
like labour, raw materials etc., while fixed factors like machinery
and equipment etc. will remain unchanged.

However, the above difference between long term and short tc.arm
time perspective is hardly seen in practice. Business econ(?mlsts
do not see the time distinction in terms of weather all the 1npu'§s
are variable or not. To a business economist, short period 1s

synonymus with immediate future and long period with remote

future. According to them, the principle of time perspective states

that a decision should take into account both the short run and

long run effects on revenues and costs and maintain a right balance
between long run and short run perspective.

Thus, for example, which items of the cost will not be affectec
depends upon the decision taken with reference to time perspective.
There are a number of series of short term perspectives and as the
time perspective is widened, more and more items of cost become
variable. A particular decision taken by a firm which in the contex

of short term perspective is profitable may prove to be still more

profitable or less profitable in the intial sta

perspective. ges of long run
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[5] The Discounting Principle :

The discounting principle occupies

. ) ‘ an im portant p]ar;_f: in
business economics and is particularly hel

pful in taking investrment

her words, the discounting

: , b concept of time preference.
Since future is unpredictible, there is a lot of uncertainty about it.

Besides the return in future is less attractive than the same return

of today. And so the future must discount both the elements of
delay and risk of the future.

The concept of discounting principle is based on the rational that
individuals give more importance to the present than to the future;
they prefere present satisfaction to a future satisfaction of an equal
amount and of equal certainty. In other words, future satisfaction
when viewed from the present undergoes a discount in the same
way as people regard a bird in hand is worth two in the bush. Thus,

the concept of discounting principle is based on the fundamental
- fact that a rupee of today is worth more than a rupee of tomorrow.
he reason for this is that a rupee earned today can be profitably
ested and one can earn interest or dividend out of it. But, if that

as been said that a rupee tomorrow is worth less than a rupee today.
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Le : ‘
offe t us illustrate this with an example. SUppos A

red a choice between a gift of Ra, 100 today Of Rs. ot ¢han
year, he will naturally choose to have R8. 100 today ratn

next year. This is because of two reasons : tting
: « e
jcertainty in & 4

nity i not c€2
Rs. 1007
s, 100 at 1%

(a) Future is uncertain; these may be ur
Rs. 100 next year, if the present opportu

(b) Even if an individual is assured of receiving
but than what happens is that by accepting R
he can earn an interest of say 6 pchCﬂt and in U ¢ e does
one year 100 of today shall become RS-
not accept Rs. 100 today he wi
nothing more than that. Hence natu
the first alternative because he gains
other words, it can be said that Rs. 10
equal to Rs. 100 today but less than that.

6 in future. In

by Rs.
ar are not

0 of next ¥€

illustration, W€ can explain the
considered is

On the basis of the above 1
discounting principle. The pertinent question to be

al to Rs. 100 on€ year hence
hich means that Rs. 100

how much rupees of today are equ
ed at the rate of 6 percent and

Suppose the rate of interest is 6 percent w
ivide it by 1.06 .The formula fo

one year after should be discount
this would mean that we should d
this is as follows :

A

V=—

1+r

Where, V = present value of capital -
A = value of capital after one year

r = rate of interest

100

———

- in the above example, V =
1+

100
_ 100 _ s.94.33
o 6.9

We can verify the corrections of the abo
multiplying Rs. 04.33 by 1.06 which will come to

: ) P ifa
The discounting principle can, thus, be ?tated asz disco
affects costs and revenues it is neces™.

at future dates, ! valid co™P
those costs and revenues to present values before ®
Cp b mtives 1S DOSSiblC".



[6] The Equi-marginal Principle :

The equi—marginal principle is a widely prevalent concept in
economic literature and as a fundamenta] concept of business
economics, it is extensively used in the process of decision - making
and forward planning. According to this principle, those factors of
production which can be put to alternative uses must be allocated
| amongst various uses or various activities in such a manner that the
net increase in the factor product value of the marginal unit in each
use is the same. The allocation of factors in this manner enables the
firm to achieve optimum position. |

We know that factors of production have alternatives uses. For
~ determining the allocation of a given factor amongst its alternative
- uses, it is essential for us to know as to what will be the marginal
~ increase in output from the alternatives uses of that factor. If the
| ﬁrm is producing more than one product or is engaged in more
han one productive activity, it would use its inputs or factors in
best way, if the last unit of the factor in each case produces
ual output. In case, however, if the value of marginal product as
tween different uses or different activities is not equal, the firm
Id continue to reallocate the factors until the value of marginal

foduct becomes equal in all uses or activities.




T SANC LAV ALLIGCD,

Now, suppose the firm decides to afld CLIE ac.ldé::;il i‘;vlo:}l:: y
activity A as a result of which there will be an in the mar %
product value of thijg activity which may be called as 1 rkglnfil
product value of labour. Likewise, if one more e HOnE WO lzr \
added to other Productive activities B and C, then there wou b

: ctivit
an increase in the marginal product value of labour in theSEf a tigy
as well.

Now, it is obvious that t
that activity, where the m
in the interest of the firm
activities where

he firm would allocate more workers in
arginal product value is high. It would b

timal position.
In short, the €qui - marginal principle states that the
production are allocated amongst different

such a manner that the value added by th

factor is the same in all activities or uses. W
value in all the activities or uses is e

position. This can be expressed sy

hen the Mmargiy ;: Cach
qual, the firm attaing g Odyct
mbolically as follows . Ty

VMPy, = VMP ;; = VMP,,

Here, VMP = Value of marginal product |
L = Labour

ABC = different productive activities,



Basi Com-rpt.- of Rusiness Feaonomics -
asic B e s, ' ; g ‘ |

g 1d be clear from the following dingrarma
A Activity - B Activity -
Y Y

S — q—

This wou

AC"’\‘“}'

A

J 2 ] ;

o X o X o X
units of labour units of labour ~ units of labour
Figure : 1
Activity - A Activity - B Activity - C
Y X :
& ;\ Q 1
o I £ 1
= ! % }
i 1
i !
o 1 X O ! 7 X
units of labour units of labour units of labour

Figure : 2
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Points for Consideration :

However, while discussing and applying the equj '
5 - . . . ul—‘ 2
D rAnciple in practice, the following points should be bo?"ne Ea;%;%dl

(1) In equi - marginal principle, increase in the value of marginal
product refers to the net increase in value of marginal product.
Thus for example, as a result of employing one additional worker
in activity say A, the total output increases by 50 units. Now, if
the price per unit of the product in the market is Rs. 1, the total
revenue of firm will increase by Rs. 50. But it should also be
remembered that the increased output of 50 unit will also require

7



. some more of raw materiais, His & B EE put
will be an increase in the variable cost and suppg S, so that ther: |
is of the order of Rs. 20, than the marginal pfsdthls increag,
labour will be Rs. 30 (Rs. 50-20). Thus, the value of &1(2(1:121*% it

product relevant for our purpose will not be Rs. 50 bmg(i)nal
Rs. 30. As suc nj

h, in equi - marginal principle, we have to consid
only the net increase in the value of the marginal PTOductl er
(2) Again, it is also jus

t possible that the additional revenue whig
is likely h

to be obtained as a result of an employment of a
additional worker may not accrue immediately, but at a futurn
date. In such case these revenues should be discounted ang
only after that, comparison of revenue in the alternative activitieg

ade. Thus, for example, revenue in activity A may

should be m d :
accrue immediately, while in activity B or C it may accrue say |

after six months. Accordingly, comparison should be made after |
he revenue to be obtained after six months.

discounting t
It should be nqted here that decisions pertaining to capita] |
budgeting are taken on the basis of equl - margifial principle,

Allocation of capital as between different productive activities ig |
hat the value of discounted margina] |

made in such a manner t

product is the same in all the activities. |

(3) Likewise, if the increase in output in one activity requires al
reduction in price, then this fact also should be taken into

account while comparing the values of the marginal product in|
different activities and necessary adjustment be made for the
fall in price. .
(4) The phenomenon of diminishing returns must also be considered
_ while applying equi - marginal principle. According to this law,
in any productive activity, as more and more units.of variable
factors are added to a fixed factor, then after a certain stage,
obtained is not in proportion to the increaseé

increase in output
in the quantum of variable factors, that is, the output increases

ata dinimishing rate. Thus, it is only after taking into account
this tendency to diminishing returns that the allocation of factors
as between different uses should be made in such a manner that
the value of the marginal product in different uses is the same

. To conclude, as said earli i . .

. themanager of a firm in thelgif)l;:’etste ?3111 3 margmal _prlnciple helps
‘planning, While takin ess of decision - making and forward

: ing production decision, th
various factors amongst diffi , the firm allocates the
manner that the valug of ti-l RREIE PTOductiVe activities in such 2
the same. Likewise, this e marginal product in each activity i8 |
reiarding capital buc,ige’cingplelqoc(g:il-e By t}1Sefu1 in taking decisions
spheres of 2 il on of capi . ;
rrfl)arginal re}:;odufctwe activity is done in Splitcali as between different |
rn from each of the spheres is e y inanner that g
qual.
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Short Questions with Answers

Q. 1. State the main characteristics of business economj,
8.

The following are

(1) Business economi
economics.

the main characteristics of business econom;
1Cs -

cs is a branch and discipline of genery
a

omics 18 mainly micro in character.

(2) Business econ
business economics are mainly based on the

(3) The contents of
“theory of firm .

(4) Business economics

prescriptive rather than mor

is normative in character that is, it is
e descriptive.

(5) The scope€ of business economics is limited as compared to

general economics.
s is both conceptual and metrical.

(6) Business economic
tives in taking rational

(7) Business economics helps business execu

decisions. , :
Q. 2. Give a definition of business ‘ecomomics. °
What is meent by Busiroxess Ecomomics?
(April - 2012, 2015 October - 201
of economic theory and

OR

3, 2014),

Business economics is the application
analysis to practices of business firms and other institutious. It

may be defined as the study of those economic theories, logic and
pplied to seek solution to the

methodology which are generally a
According to Spencer and

i lems of business,
gration of economicC

practical prob
Scegelman, "Business economics is the inte
facititating decision

theory with business practice for the purpose of
- making and forward planning by the management.”
Q. 3.How does Business economics differ from general

economics ? OR

Explain the difference mics and
general economics.
ics, decisions are mainly

ec_onomic considerations, while in business €CO
for economic factors other factors like human an
factors, environment forces, technical considerations

~1eo taken into account.

between business econo

(1) In general econom
nomics, @P

d behalViOural
etc. &1°
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onomics differs from traditional economic theory

2) Business €cC
with regard to its assumption of profit - maximisation. .

Business economics involves the application of economic theory

(3) .
business situation, while general economics deals

to analyse
with the body of economic principles itself.
ss economics is mainly micro in character, while general

(4) Busine
both micro as well as macro in character.

economics 1is
Even in micro aspect, business economics deals only with the
f a firm and not with the economic problems of an
general economics, however, deals with both:

(5)

problems O
individual;
€Cconomics, business economics studies only the
hile in general economics all the theories of
t, wages, interest and profit theories

(6) Againin micro

_ theory of profit, w

distribution, namely, ren
are studied.

Q. 4. What is the scope of business economics? OR

_ State the scope of business economits.

(April - 2013, 2016, November/ Decéembe
wing :

r - 2019)

~ The scope of business economics includes the follo
u“\n()(:atlon of resources as between different uses .
(Z)Demand analysis and demand forecasting .

(3)C°St and production analysis.-

}v(._"f")f-fP"iCing policies and practices.

"(S)Proﬁt planning and break - even analysis.
lﬁ)caplt&ll budgeting and investment decisions.




Short Questions & Answers

What is opportunity cost? ‘
(April - 2011, 2013, October - 2012, 2013, 2015)

Opportunity cost means the qext best alternative that is
sacrificed or foregone. The opportunity cost of a product or service
is measured in terms of revenue w}mch could have been earned by
employing that product or service in some other alternatives uses.
According to Marshall the real ultimate _cost of anything is the loss
of that alternative which must be sacrificed when resources of a
given are devoted to a particular object. In the words of Benham
the opportunity cost of anything is the next best alternative that
could be produced instead, by the same factors or by an equivalent
group of factors. In other words, the cost of a thing is the cost
which is most nearly chosen instead the alternative so foregone;
"the unborn is the cost of the born".

Q. 2. What is discounting? (April - 2013, 2014)

The concept of discounting is based on the rational that
viduals give more importance to the present than to the future;
ey prefer present satisfaction to a future satisfaction of an equal
pount and of equal certainty. The discounting principle states
at if a decision affects costs and revenues at future dates, it is
cessary to discount those costs and revenues to present values
fore a valid comparison of alternatives is possible. The formula
r this is as below : -
A
\ 1 B8 4% o
Here, V = present value of capital

A = value of capital after one year
r = rate of interest

Q. 1.
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Q. 3. What is 'Incremental Revenue' and ‘Mf‘m‘(hpﬂl - 2014)

esulting from

. - ' 4
Increment revenue is the change in total revenue ce etc.

a decision regarding the change in the level of output, P
The formula for incremental revenue€ is as follows :
IR = R, - R; = AR
Here, IT = Incremental revenue
R, = New total revenue
R, = Old total revenue
AR = Change in total revenue
Incremental total cost is the change in total cost as a result!
the change in the level of output, investment, price etc. Thus,
IC=C,-C;=AC
Where, IC = incremental cost,
C, = Old total cost
C, = New total cost

AC = Change in total cost




