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Introduction to
MicrobesUNIT 1 SCOPE OF MANAGERIAL

ECONOMICS

Objectives

After studying this unit, you should be able to:

understand the nature and scope of managerial economics;

familiarize yourself with economic terminology;

develop some insight into economic issues;

acquire some information about economic institutions;

understand the concept of trade-offs or policy options facing society today.

Structure

1.1 Introduction

1.2 Fundamental Nature of Managerial Economics

1.3 Scope of Managerial Economics

1.4 Appropriate Definitions

1.5 Managerial Economics and other Disciplines

1.6 Economic Analysis

1.7 Basic Characteristics: Decision-Making

1.8 Summary

1.9 Self-Assessment Questions

1.10 Further Readings

1.1 INTRODUCTION

For most purposes economics can be divided into two broad categories,
microeconomics and macroeconomics. Macroeconomics as the name suggests is
the study of the overall economy and its aggregates such as Gross National
Product, Inflation, Unemployment, Exports, Imports, Taxation Policy etc.
Macroeconomics addresses questions about changes in investment, government
spending, employment, prices, exchange rate of the rupee and so on. Importantly,
only aggregate levels of these variables are considered in the study of
macroeconomics. But hidden in the aggregate data are changes in output of a
number of individual firms, the consumption decision of consumers like you, and the
changes in the prices of particular goods and services.

Although macroeconomic issues are important and occupy the time of media and
command the attention of the newspapers, micro aspects of the economy are also
important and often are of more direct application to the day to day problems facing
a manager. Microeconomics deals with individual actors in the economy such as
firms and individuals. Managerial economics can be thought of as applied
microeconomics and its focus is on the interaction of firms and individuals in
markets.

When you read a newspaper or switch on a television, you hear economic
terminology used with increasing regularity. For a manager, some of these
economic terms are of direct relevance and therefore it is essential to not only
understand them but also apply them in relevant situations. For example, GDP
growth rate could impact the product a manager is marketing, change in money
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supply by the RBI could impact inflation and affect the demand for your product,
fiscal deficit could affect interest rates and therefore investment spending by a
manager etc. The focus of managerial economics is on how the firm reacts to
changes in the economic environment in which it operates and how it predicts these
changes and devises the best possible strategies to achieve the objectives that
underlie its existence.

The economy is the institutional structure through which individuals and firms in a
society coordinate their desires. Economics is the study of how human beings in a
society go about achieving their wants and desires. It is also defined as the study of
allocation of scarce resources to satisfy individual wants or desires. The latter is
perhaps the best way to broadly define the study of economics in general. The
emphasis is on allocation of scarce resources across competing ends. You should
recognize that human wants are unlimited and therefore choice is necessary.
Choices necessarily involve trade-offs. For example, if you wish to acquire an
MBA degree, you must take time off to devote to study. Your time has many uses
and when you devote more time to study you are allocating it to a particular use in
order to achieve your goal. Economics would be a most uninteresting subject if
resources were unlimited and no trade offs were involved in decision making.

There are many general insights economists have gained into how the economy
functions. Economic theory ties together economists’ terminology and knowledge
about economic institutions. An economic institution is a physical or mental
structure that significantly influences economic decisions. Corporations,
governments, markets are all economic institutions. Similarly cultural norms are the
standards people use when they determine whether a particular activity or
behaviour is acceptable. For example, Hindus avoid meat and fish on Tuesdays.
This has an economic dimension as it has a direct impact on the sale of these items
on Tuesdays. Further, economic policy is the action usually taken by the
government, to influence economic events. And finally, economic reasoning helps in
thinking like an economist. Economists analyse questions and issues on the basis of
trade-offs i.e. they compare the cost and the benefits of every issue and make
decisions based on those costs and benefits.

The market is perhaps the single most important and complex institution in our
economy. A market is not necessarily a physical location, but a description of any
state that involves exchange. The exchange could be instantaneous or it could be
over time i.e. exchange which is agreed today but where the transaction takes
place, say after 3 months. You will learn in this course the myriad functions that
markets perform, most significantly bringing buyers and sellers together. Markets
could be competitive or monopolistic, with a large number of firms or a small
number of firms, with free entry and exit or government licensing restricting entry
of firms and so on. The major point is that firms operate in different types of
markets and use the well-established principles of managerial economics to improve
profitability. Managerial economics draws on economic analysis for such concepts
as cost, demand, profit and competition. It attempts to bridge the gap between the
purely analytical problems that intrigue many economic theorists and the day-to-day
decisions that managers must face. It offers powerful tools and approaches for
managerial policy-making. It will be relevant to present here several examples
illustrating the problems that managerial economics can help to address. These also
explain how managerial economics is an integral part of business. Demand, supply,
cost, production, market, competition, price etc. are important concepts in real
business decisions.
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1.2 FUNDAMENTAL NATURE OF MANAGERIAL
ECONOMICS

A close relationship between management and economics has led to the
development of managerial economics. Management is the guidance, leadership
and control of the efforts of a group of people towards some common objective.
While this description does inform about the purpose or function of management, it
tells us little about the nature of the management process. Koontz and O’Donell
define management as the creation and maintenance of an internal environment in
an enterprise where individuals, working together in groups, can perform efficiently
and effectively towards the attainment of group goals. Thus, management is –

Coordination

An activity or an ongoing process

A purposive process

An art of getting things done by other people.

On the other hand, economics as stated above is engaged in analysing and providing
answers to manifestations of the most fundamental problem of scarcity. Scarcity of
resources results from two fundamental facts of life:

Human wants are virtually unlimited and insatiable, and

Economic resources to satisfy these human demands are limited.

Thus, we cannot have everything we want; we must make choices broadly in
regard to the following:

What to produce?

How to produce? and

For whom to produce?

These three choice problems have become the three central issues of an economy
as shown in figure 1.1. Economics has developed several concepts and analytical
tools to deal with the question of allocation of scarce resources among competing
ends. The non-trivial problem that needs to be addressed is how an economy
through its various institutions solves or answers the three crucial questions posed
above. There are three ways by which this can be achieved. One, entirely by the
market mechanism, two, entirely by the government or finally, and more reasonably,
by a combination of the first two approaches. Realistically all economies employ the
last option, but the relative roles of the market and government vary across
countries. For example, in India the market has started playing a more important
role in the economy while the government has begun to withdraw form certain
activities. Thus, the market mechanism is gaining importance. A similar change is
happening all over the world, including in China. But there are economies such as
Myanmar and Cuba where the government still plays an overwhelming part in
solving the resource allocation problem. Essentially, the market is supposed to guide
resources to their most efficient use. For example if the salaries earned by MBA
degree holders continue to rise, there will be more and more students wanting to
earn the degree and more and more institutes wanting to provide such degrees to
take advantage of this opportunity. The government may not force this to happen, it
will happen on its own through the market mechanism. The government, if anything,
could provide a regulatory function to ensure quality and consumer protection.

According to the central deduction of economic theory, under certain conditions,
markets allocate resources efficiently. ‘Efficiency’ has a special meaning in this
context. The theory says that markets will produce an outcome such that, given the
economy’s scarce resources, it is impossible to make anybody better-off without
making somebody else worse-off.

Scope of Managerial
Economics
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Figure 1.1: Three Choice Problems of an Economy

 

  

SCARCITY   

Unlimited Choice   Limited Resources   

What do produce?   For whom to produce?   How to produce?   

In rich countries, markets are too familiar to attract attention. Yet, a certain awe is
appropriate. Let us take an incident where Soviet planners visited a vegetable
market in London during the early days of perestroika, they were impressed to find
no queues, shortages, or mountains of spoiled and unwanted vegetables. They took
their hosts aside and said: “We understand, you have to say it’s all done by supply
and demand. But can’t you tell us what’s really going on? Where are your planners
and what are their methods?”

The essence of the market mechanism is indeed captured by the supply-and-
demand diagram that you will become familiar with in Block 4. At the place where
the curves intersect, a price is set such that demand equals supply. There, and only
there, the benefit from consuming one more unit exactly matches the cost of
producing it. If output were less, the benefit from consuming more would exceed
the cost of producing it. If output were higher, the cost of producing the extra units
would exceed the extra benefits. So the point where supply equals demand is
“efficient”.

However, the conditions for market efficiency are extremely demanding—far too
demanding ever to be met in the real world. The theory requires “perfect
competition”: there must be many buyers and sellers; goods from competing
suppliers must be indistinguishable; buyers and sellers must be fully informed; and
markets must be complete—that is, there must be markets not just for bread here
and now, but for bread in any state of the world. (What is the price today for a loaf
to be delivered in Timbuktu on the second Tuesday in December 2014 if it rains?)

In other words, market failure is pervasive. It comes in four main varieties:

Monopoly: By reducing his sales, a monopolist can drive up the price of his good.
His sales will fall but his profits will rise. Consumption and production are less than
the efficient amount, causing a deadweight loss in welfare.

Public goods: Some goods cannot be supplied by markets. If you refuse to pay for
a new coat, the seller will refuse to supply you. If you refuse to pay for national
defence, the “good” cannot easily be withheld. You might be tempted to let others
pay. The same reasoning applies to other “non-excludable” goods such as law and
order, clean air, and so on. Since private sellers cannot expect to recover the costs
of producing such goods, they will fail to supply them.

Externalities: Making some goods causes pollution: the cost is borne by people
with no say in deciding how much to produce. Consuming some goods (education,
anti-lock brakes) spreads benefits beyond the buyer; again, this will be ignored

What to produce ?
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when the market decides how much to produce. In the case of “good” externalities,
markets will supply too little; in the case of “bads”, too much.

Information: In some ways a special kind of externality, this deserves to be
mentioned separately because of the emphasis placed upon it in recent economic
theory. To see why information matters, consider the market for used cars. A
buyer, lacking reliable information, may see the price as providing clues about a
car’s condition. This puts sellers in a quandary: if they cut prices, they may only
convince people that their cars are rubbish.

The labour market, many economists believe, is another such ‘market for lemons’.
This may help to explain why it is so difficult for the unemployed to price
themselves into work.

When markets fail, there is a case for intervention. But two questions need to be
answered first. How much does market failure matter in practice? And can
governments put the failure right? Markets often correct their own failures. In other
cases, an apparent failure does nobody any harm. In general, market failure matters
less in practice than is often supposed.

Monopoly, for instance, may seem to preclude an efficient market. This is wrong.
The mere fact of monopoly does not establish that any economic harm is being
done. If a monopoly is protected from would-be competitors by high barriers to
entry, it can raise its prices and earn excessive profits. If that happens, the
monopoly is undeniably harmful. But if barriers to entry are low, lack of actual (as
opposed to potential) competitors does not prove that the monopoly is damaging: the
threat of competition may be enough to make it behave as though it were a
competitive firm. Many economists would accept that Microsoft, for instance, is a
near-monopolist in some parts of the personal-computer software business–yet
would argue that the firm is doing no harm to consumers because its markets
remain highly contestable. Because of that persistent threat of competition, the
company prices its products keenly. In this and in other ways it behaves as though it
were a smaller firm in a competitive market.

Even on economic grounds (never mind other considerations), there is no tidy
answer to the question of where the boundary between state i.e. governments and
market should lie. Markets do fail because of monopoly, public goods, externalities,
lack of information and for other reasons. But, more than critics allow, markets find
ways to mitigate the harm–and that is a task at which governments have often been
strikingly unsuccessful. All in all, a strong presumption in favour of markets seems
wise. This is not because classical economic theory says so, but because
experience seems to agree. And as stated above, the real world seems to be
moving in the direction of placing more reliance on markets than on governments.

1.3 SCOPE OF MANAGERIAL ECONOMICS

From the point of view of a firm, managerial economics, may be defined as
economics applied to “problems of choice” or alternatives and allocation of scarce
resources by the firms. Thus managerial economics is the study of allocation of
resources available to a firm or a unit of management among the activities of that
unit. Managerial economics is concerned with the application of economic concepts
and analysis to the problem of formulating rational managerial decisions. There are
four groups of problem in both decisions-making and forward planning.

Resource Allocation: Scare resources have to be used with utmost efficiency to
get optimal results. These include production programming and problem of
transportation etc. How does resource allocation take place within a firm?

Scope of Managerial
Economics
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Naturally, a manager decides how to allocate resources to their respective uses
within the firm, while as stated above, the resource allocation decision outside the
firm is primarily done through the market. Thus, one important insight you can draw
about the firm is that within it resources are guided by the manager in a manner
that achieves the objectives of the firm. More will be said about this in Unit 2.

Inventory and queuing problem: Inventory problems involve decisions about
holding of optimal levels of stocks of raw materials and finished goods over a
period. These decisions are taken by considering demand and supply conditions.
Queuing problems involve decisions about installation of additional machines or
hiring of extra labour in order to balance the business lost by not undertaking these
activities.

Pricing Problem: Fixing prices for the products of the firm is an important
decision-making process. Pricing problems involve decisions regarding various
methods of prices to be adopted.

Investment Problem: Forward planning involves investment problems. These are
problems of allocating scarce resources over time. For example, investing in new
plants, how much to invest, sources of funds, etc.

Study of managerial economics essentially involves the analysis of certain major
subjects like:

The business firm and its objectives

Demand analysis, estimation and forecasting

Production and Cost analysis

Pricing theory and policies

Profit analysis with special reference to break-even point

Capital budgeting for investment decisions

Competition.

Demand analysis and forecasting help a manager in the earliest stage in choosing
the product and in planning output levels. A study of demand elasticity goes a long
way in helping the firm to fix prices for its products. The theory of cost also forms
an essential part of this subject. Estimation is necessary for making output
variations with fixed plants or for the purpose of new investments in the same line
of production or in a different venture. The firm works for profits and optimal or
near maximum profits depend upon accurate price decisions. Theories regarding
price determination under various market conditions enable the firm to solve the
price fixation problems. Control of costs, proper pricing policies, break-even
analysis, alternative profit policies are some of the important techniques in profit
planning for the firm which has to work under conditions of uncertainty. Thus
managerial economics tries to find out which course is likely to be the best for the
firm under a given set of conditions.

1.4 APPROPRIATE DEFINITIONS

According to McNair and Meriam, “Managerial economics is the use of economic
modes of thought to analyse business situations.” According to Prof. Evan J
Douglas, ‘Managerial economics’ is concerned with the application of economic
principles and methodologies to the decision making process within the firm or
organisation under the conditions of uncertainty”. Spencer and Siegelman define it
as “The integration of economic theory with business practices for the purpose of
facilitating decision making and forward planning by management.” According to
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Hailstones and Rothwel, “Managerial economics is the application of economic
theory and analysis to practice of business firms and other institutions.” A common
thread runs through all these descriptions of managerial economics which is using a
framework of analysis to arrive at informed decisions to maximize the firm’s
objectives, often in an environment of uncertainty. It is important to recognize that
decisions taken while employing a framework of analysis are likely to be more
successful than decisions that are knee jerk or gut feel decisions.

Activity 1

a) Development of managerial economics is the result of close interrelationship
between management and economics. Discuss.

......................................................................................................................

......................................................................................................................

......................................................................................................................

......................................................................................................................

b) Which statement is true of the basic economic problem?

(i) The problem will exist as long as resources are limited and desires are
unlimited.

(ii) The problem exists only in less developed countries.

(iii) The problem will disappear as production expands.

(iv) The advancement of technology will cause the problem to disappear.

c) Why is decision making by any management truly economic in nature?

......................................................................................................................

......................................................................................................................

......................................................................................................................

......................................................................................................................

1.5 MANAGERIAL ECONOMICS AND OTHER
DISCIPLINES

Managerial economics is linked with various other fields of study like–

Microeconomic Theory: As stated in the introduction, the roots of managerial
economics spring from micro-economic theory. Price theory, demand concepts and
theories of market structure are few elements of micro economics used by
managerial economists. It has an applied bias as it applies economic theories in
order to solve real world problems of enterprises.

Macroeconomic Theory: This field has little relevance for managerial economics
but at least one part of it is incorporated in managerial economics i.e. national
income forecasting. The latter could be an important aid to business condition
analysis, which in turn could be a valuable input for forecasting the demand for
specific product groups.

Operations Research: This field is used in managerial economics to find out the
best of all possibilities. Linear programming is a great aid in decision making in
business and industry as it can help in solving problems like determination of
facilities on machine scheduling, distribution of commodities and optimum product
mix etc.

Scope of Managerial
Economics
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Theory of Decision Making: Decision theory has been developed to deal with
problems of choice or decision making under uncertainty, where the applicability of
figures required for the utility calculus are not available. Economic theory is based on
assumptions of a single goal whereas decision theory breaks new grounds by
recognizing multiplicity of goals and persuasiveness of uncertainty in the real world
of management.

Statistics: Statistics helps in empirical testing of theory. With its help, better
decisions relating to demand and cost functions, production, sales or distribution are
taken. Managerial economics is heavily dependent on statistical methods.

Management Theory and Accounting: Maximisation of profit has been
regarded as a central concept in the theory of the firm in microeconomics. In
recent years, organisation theorists have talked about “satisficing” instead of
“maximising” as an objective of the enterprise. Accounting data and statements
constitute the language of business. In fact the link is so close that “managerial
accounting” has developed as a separate and specialized field in itself.

1.6 ECONOMIC ANALYSIS

Economic activity is the constant effort to match ends to means because of
scarcity of resources. The optimal economic activity is to maximise the attainment
of ends, the means and their scarcities or to minimise the use of resources, given
the ends and their priorities.

Decision making by management is truly economic in nature because it involves
choices among a set of alternatives - alternative courses of action. The optimal
decision making is an act of optimal economic choice, considering objectives and
constraints. This justifies an evaluation of managerial decisions through concepts,
precepts, tools and techniques of economic analysis of the following types:

Micro and Macro Analysis: In micro-analysis the problem of choice is focused
on single individual entities like a consumer, a producer, a market etc. Macro
analysis deals with the problem in totality like national income, general price level
etc.

Partial and General Equilibrium Analysis: To attain the state of stable
equilibrium, the economic problem may be analysed part by part - one at a time -
assuming “other things remaining the same.” This is partial equilibrium analysis. In
general equilibrium analysis the assumption of “given” or “other things remaining
equal” may be relaxed and interdependence or interactions among variables may
be allowed.

Static, Comparative Static and Dynamic Analysis: This is in reference to time
dimension. A problem may be analysed

- allowing no change at a point of time (static)

- allowing once for all change at a point of time (comparative static)

- allowing successive changes over a period of time (dynamic).

Positive and Normative Analysis: In positive economic analysis, the problem is
analyzed in objective terms based on principles and theories. In normative
economic analysis, the problem is analyzed based on value judgement (norms). In
simple terms, positive analysis is ‘what it is’ and normative analysis is ‘what it
should be.’ For example, CEOs in private Indian enterprises earn 15 times as much
as the lowest paid employee is a positive statement, a description of what is. A
normative statement would be that CEOs should be paid 4-5 times the lowest paid
employee.
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Activity 2

a) The major groups of problems in decision making are:

(i)

(ii)

(iii)

(iv)

b) The 3 choice problems of an economy are:

(i)

(ii)

(iii)

The problems arise due to................................................................................

c) Name the kind of economic analysis that is appropriate for each of the following:

(i) The ONGC has expansion plans ...............................................................

(ii) The NTC is making loss ..........................................................................

(iii) The textile industry is facing recession ......................................................

(iv) The population growth in India is alarming .................................................

(v) There is a bearish trend in the stock market ..............................................

1.7 BASIC CHARACTERISTICS: DECISION-MAKING

Managerial Economics serves as ‘a link between traditional economics and the
decision making sciences’ for business decision making.

The best way to get acquainted with managerial economics and decision making is
to come face to face with real world decision problems.

Tata’s Vision 2000

Presently there are about 87 firms in the Tata empire. As many as 16 recorded
losses in 1995-96. The Tata’s companies that are in the limelight are TISCO,
TELCO, ACC, Tata Exports and Tata Chemicals.

Contribution of bottom – In terms of turnover : 35% of total of group.
20 companies – In terms of net profit : 0.2% of total sales of group.

– In terms of assets & net worth <1% of total sales of
group.

The question is – Do such non-performers warrant an existence or
will the group be better off if it could hive off the
divisions, or else amalgamate them with other
existing units.

On the three basic – Last two companies are way below the group as a
indications whole; providing 4.2% return on shareholders;

1.9% return on capital employed.

Keeping these figures in mind, Tata’s planned refocusing exercises like

Divestment -    mergers

Amalgamations -    takeovers.

To create a learner and suggestive group with an estimated turn- over of
Rs. 1,10,000 crore by 2000.

Scope of Managerial
Economics
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From being production-led to being consumer and market-led; being up in top
three in every segment.

Tata’s “Vision 2000” is a group. Why not give someone else a chance to run your
business more efficiently if you cannot do so? It makes better economic as well as
business sense. But then, the ball is in the court of Tata’s. The What and How to
do is their prerogative.

The basic characteristics of managerial economics can now be enumerated as:

It is concerned with “decision making of an economic nature.”

It is “micro-economic” in character.

It largely uses that body of economic concepts and principles, which is known
as “theory of the firm.”

It is “goal oriented and prescriptive”

Managerial economics is both “conceptual and metrical”. It includes theory with
measurement.

Figure 1.2: Decision-Making

 

Managerial economics should be thought of as applied microeconomics, which
focuses on the behavior of the individual actors on the economic stage; firms and
individuals.

Figure 1.3: Basic Characteristics

Management Decision Problems

Economic Theory
Microeconomics
Macroeconomics

Decision Science
Mathematical Economics

Managerial Economics
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decision tools to solve
managerial decision problems

Optimal Solution to Managerial
Decision Problems

Decision-
Problem

Traditional
Economics

Managerial
Economics

Decision Sciences
(Tools and Techniques

of Analysis)

Optimal Solution
to Business
Problems
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1.8 SUMMARY

Managerial economics is used by firms to improve their profitability. It is the
economics applied to problems of choices and allocation of scarce resources by the
firms. It refers to the application of economic theory and the tools of analysis of
decision science to examine how an organisation can achieve its objective most
efficiently. Managerial decisions are evaluated through concepts, tools and
techniques of economic analysis of various types. It is linked with various fields of
study.

1.9 SELF-ASSESSMENT QUESTIONS

1. Discuss the nature and scope of managerial economics.

2. “Managerial economics is the integration of economic theory with business
practice for the purpose of facilitating decision-making and forward planning by
manager”. Explain and comment.

3. Define scarcity and opportunity cost. What role do these two concepts play in
the making of management decisions?

4. Managerial economics is often said to help the business student integrate the
knowledge gained in other courses. How is this integration accomplished?

5. Compare and contrast microeconomics with macroeconomics. Although
managerial economics is based primarily on microeconomics, explain why it is
also important for managers to understand macroeconomics.

6. Justify that managerial economics is economics applied in decision-making.

7. What is the role of managerial economics in preparing managers?

8. How is managerial economics related to different disciplines?

1.10 FURTHER READINGS

Haynes, W.W., Managerial Economics: Analysis and Cases, Business
Publications, Inc., Texas, Ch. 1.

Adhikary, M., Managerial Economics, Khosla Publishers: Delhi, Ch. 1.

Baumol, William, J., Economic Theory and Operations Analysis, Prentice-Hall of
India Pvt. Ltd., New Delhi.

Scope of Managerial
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UNIT 2 THE FIRM: STAKEHOLDERS,        .
OBJECTIVES AND DECISION ISSUES

Objectives

After studying this unit, you should be able to :

understand the rationale for existence of firms;

understand the concept of economic profit and accounting profit;

appreciate the use of opportunity cost;

differentiate between various objectives of the firm.

Structure

2.1 Introduction

2.2 Objective of the Firm

2.3 Value Maximisation

2.4 Alternative Objectives of the Firms

2.5 Goals of Real World Firms

2.6 Firm’s Constraints

2.7 Basic Factors of Decision-Making: The Incremental Concept

2.8 The Equi-Marginal Principle

2.9 The Discounting Principle

2.10 The Opportunity Cost Principle

2.11 The Invisible Hand

2.12 Summary

2.13 Self-Assessment Questions

2.14 Further Readings

2.1 INTRODUCTION

The firm is an organisation that produces a good or service for sale and it plays a
central role in theory and practice of Managerial Economics. In contrast to non-
profit institutions like the ‘Ford Foundation’, most firms attempt to make a profit.
There are thousands of firms in India producing large amount of goods and
services; the rest are produced by the government and non-profit institutions. It is
obvious that a lot of activities of the Indian economy revolve around firms.

One of the crucial determinants of a firm’s behaviour is the state of technology.
Technology imposes a limit on how much a firm can produce. It is the sum total of
society’s pool of knowledge concerning the industrial and agricultural arts.
Production is any activity that transforms inputs into output and is applicable not
only to the production of goods like steel and automobiles, but also to production of
services like banking and insurance.

The firm changes hired inputs into saleable output. An input is defined as anything
that the firm uses in its production process. Most firms require a wide array of
inputs. For example, some of the inputs used by major steel firms like SAIL or
TISCO are iron ore, coal, oxygen, skilled labour of various types, the services of
blast furnaces, electric furnaces, and rolling mills as well as the services of the
people managing the companies. To give another example, the inputs in production
and sale of “chaat” by a street vendor are all the ingredients that go into making of
the “chaat”, i.e. the stove, the “carrier”, and the services of the vendor. The inputs
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or the factors of production are divisible into two broad categories - human
resources and capital resources. Labour resource and entrepreneurial resource are
the two human resource inputs while land, man-made capital forests, rivers, etc. are
the two capital resources. Thus the four major factors of production (FOP) are
land, man made capital, labour, and entrepreneur (organisation) while the
remuneration they get is rent, interest (capital rental), wage, and profit, respectively.

The function of the firm, thus, is to purchase resources or inputs of labour services,
capital and raw materials in order to convert them into goods and services for sale.
There is a circular flow of economic activity between individuals and firms as they
are highly interdependent. Labour has no value in the market unless there is a firm
willing to pay for it. In the same way, firms cannot rationalise production unless
some consumer is willing to buy their products. However, there is some incentive
for each. Firms earn profits inturn satisfying the consumption demand of individuals
and resource owners get wage, rent and interest payment. In the process of
supplying the goods and services that consumers demand, firms provide
employment to workers and also pay taxes that government uses to provide service
(education, defense) that firms could not provide at all or as efficiently.

Essentially a firm exists because the total cost of production of output is lower than
if the firm did not exist. There are several reasons for lower costs. Firstly, long-
term contract with labour saves the transaction costs because no new contract has
to be negotiated every time a labour is to be hired or given new assignment.
Secondly, there are government regulations like price-control and sales taxes also
saved by having the transaction within the firm. Recall that sales tax is levied for
transaction between firms and not within firms. When transactions take place
within a firm they may be cheaper and hence such savings decrease the total cost
of production of an output. In other words, the existence of firms could be
explained by the fact that it saves transaction costs.

However, the size of the firm has to be limited because as the firms grow larger, a
point is reached where the cost of internal transaction becomes equal to or greater
than the cost of transaction between firms. When such a stage is reached, it puts a
limit to the size of the firm. Further, the cost of supplying additional services like
legal, medical etc. within the firm exceeds the cost of purchasing these services
from other firms; as such services may be required occasionally.

Let us consider the size of different kinds of firms around us and try to understand
the reasons for such differences. Why are service firms generally smaller than
capital-intensive firms like SAIL, Maruti Udyog, and ONGC etc? What is the
reason that a number of firms are choosing the BPO route? A part of the
explanation must lie in the fact that it is cheaper to outsource than to absorb that
activity within the firm. Consider a firm that needs to occasionally use legal service.
Under what conditions will it choose to hire a full time lawyer and take her on its
rolls and under what conditions will the firm outsource the legal activity or hire legal
services on a case-by-case basis. Naturally, the answer depends upon the
frequency of use for legal services. The transaction cost framework demonstrates
that the firm will contract out if the cost of such an arrangement is lower and will
prefer in-house legal staff when the opposite is true.

Firms are classified into different categories as follows:

a) Private sector firms.

b) Public sector firms.

c) Joint sector firms.

d) Non-profit firms.

The Firm: Stakeholders,
Objectives and Decision

Issues



3

Firms can also be classified on the basis of number of owners as:

a) Proprietorship.

b) Partnership.

c) Corporations.

Some firms mentioned below are different from above. They may provide service
to a group of clients for example, patients or to a group of its members only.

a) Universities.

b) Public Libraries.

c) Hospitals.

d) Museums.

e) Churches.

f) Voluntary Organisations.

g) Cooperatives.

h) Unions.

i) Professional Societies, etc.

The concept of a firm plays a central role in the theory and practice of managerial
economics. It is, therefore, valuable to discuss the objectives of a firm.

2.2 OBJECTIVE OF THE FIRM

The traditional objective of the firm has been profit maximisation. It is still regarded
as the most common and theoretically the most plausible objective of business
firms. We define profits as revenues less costs. But the definition of cost is quite
different for the economist than for an accountant. Consider an independent
businessperson who has an MBA degree and is considering investing Rs.1 lakh in a
retail store that she would manage. There are no other employees. The projected
income statement for the year as prepared by an accountant is as shown below:

Product
Market

Factor
Market

Consumers Firms

Goods and Services Goods and Services

Economic
Resources

Economic
Resources

Income Factor Payment

Figure 2.1: Interdependence of Consumers and Firms
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