	Law of Returns
	Law of Returns to Scale

	1.
	It is a Short Run Theory
	1.
	It is a Long Run Theory

	2.
	Input is increased to increase  the size of output.
	2.
	Input is increased to increase the size of the plant.

	3.
	Input is comprised of on variable factors and other fixed factors.
	3.
	Input is comprised of all variable factors.

	4.
	Input increases in varying proportions with one variable factor in combination with other fixed factors.
	4.
	Input increases in the given same or fixed proportion without any fixed factors.

	5.
	Short run does not correspond to any period of time but it is a situation in which output is increased.  Partially to the change in demand, as input is increase partially, supply in short run is relatively less elastic to the change in price.
	5.
	Long run does not correspond to any time but it is a situation in which, output is increased or supply of the product will be fully adjusted to the changes in demand, not exactly to that of price.

	6.
	Quantities of  some inputs are fixed, line that of other inputs vary.
	6.
	Quantities of all inputs are varied/increased to the changes in Demand.

	7.
	It illustrates, non-homogeneous production
	7.
	It describes the homogeneous production function.

	8.
	The actors of production are not substitutable.
	8.
	The factors of production are assumed to be substitutable  and inter changeable.

	9.
	It deals with the study of output as a result of proportion a.e increase in only one variable factor.
	9.
	It deals with the study of output as a result of proportionate increase in all variable factors (all inputs.)

	10.
	It describes how an entrepreneur changes the output based on cost production
	10.
	It describes about how an entrepreneur changes his output based on the scale of production.


IMPORTANCE OF THE CONCEPT OF ELASTICITY OF DEMAND

1. Monopolist : Monopolist of a product is sole trader without  any close substitutes for  his product. Monopolist will have complete control on the fixation of price of his product and hence he will fix the price based on the elasticity of demand.  It he knows that the demand for his product is perfectly inelastic, price fixed will be very high.  But if his commodity has relatively elastic demand, a slight rise in the price may result in greater fall in the demand for his product and thus he might fix the price at a marginal level.  Thus, if his commodity has inelastic demand, high price is fixed and if his commodity has elastic demand, less price is fixed by the monopolist.  Thus, the concept of elasticity of demand is very important for a monopolist in fixing the price of his product.

2. Finance Minister :  The main objective of Finance Minister is to derive more revenue to the Government and to satisfy majority of the people of the country through his taxation policy, While taxing a commodity, he will certainly consider the elasticity of demand of that product, because as everyone knows a tax imposed on a product results in rise in price and fall in the demand for it.  Thus, if demand falls, it is difficult to draw revenue through taxation a nobody will buy the product. Hence, finance minister always takes elasticity of demand of those products into account while imposing a tax.  For example, tax  is levied on those goods which are possessing inelastic demand as well as socially justified.  Necessaries as well as high priced goods like luxuries are supposed to be possessing inelastic demand.  But Finance Minister cannot tax on necessaries  eventhough they are supposed to be possessing inelastic demand as it is not socially justified, whereas high priced goods (like talcum powder, lipstics etc.), can be taxed as they are purchased only by high income groups, who will have the financial capacity to pay the high price.  Thus at levied on such goods will be more than the low priced goods.

3. Determination Wage :  Wage is the reward paid for the use of labour.  Wage to be paid is generally fixed by the producer based on the demand for labour from him.  If he demands labour greatly (or demand for labour is inelastic) he will fix the wage at higher level.  If his demand for labour is elastic  in nature, wage offered will be at a marginal level.  Thus, wage to be paid by the producer depends on elasticity of demand for labour from him.

4. Trade Unions : Trade unions are the associations formed by the working class to support the survival of labour force employed in any factory/industry.  Sometimes wage received by the labourer may be very low than their contribution to the total output.  Then the labour force seek the support of trade unions for a reasonable wage to be paid by the management, based on elasticity of demand of the product produced by them.  If the product possesses inelastic demand, the producer must be deriving maximum profits  through high price fixed for his product in the market.  In such case, the trade union generally refers to such elasticity concept in demanding high wages.  For example, trade unions demand high wage to be paid to the labourers if the product produced by them has inelastic demand, but if the product produced by them has inelastic demand, but if the product has elastic demand the trade unions may not have strong bargaining power to demand high wage.  Thus, elasticity of demand plays a very important role in determining  the wage to be paid by the producer from the trade union’s point of view.

Managerial Uses of Production Function

There are several managerial uses of production function.  It can be used to compute the least-cost input combination for a given output or the maximum-output combination for a given cost.  There are several feasible combinations of input factors and it is highly useful for decision makers to find out the most appropriate among them.  A knowledge of production functions is useful in deciding on the value of employing a variable input factor in the production process.  So long as the marginal revenue productivity of a variable factor exceeds its price, it may be worthwhile to increase its uses.  The additional use of an input factor should be stopped when its marginal revenue productivity just equals its price.  Production functions also aid longrun decision making.  If returns to scale are increasing , it will be worthwhile to increase production through a proportionate increase in all factors of production, provided of course, there is enough market for the product.  Quite the opposite will be true if there are diminishing returns to scale.  It would be indifferent to a producer wheather to increase or decrease production in the presence of constant returns to scale, if demand is no constraint.

INCOME ELASTICITY OF DEMAND

The income elasticity is positive and more than unity when a change in income leads to a direct and more than proportionate change in quantity demanded.  Luxury  articles (e.g., car, refrigerator) fall in this category .  The income elasticity is positive and unity when a change in income results into a direct and proportionate change in quantity demanded. Semi-luxury and comfort items (e.g., good quality of food and clothing) characterize this category.  The said elasticity is positive and less than unity when an increase in consumers’ income causes a less than proportionate increase in quantity demanded and vice versa.  Articles of necessities (e.g., food and cloth) fall in this category.  The income elasticity is negative when an increase in income leads to a decrease in quantity demanded.  Articles of inferior quality fall in this category.  For example, a person might shift from bidis to cigarettes due to an increase in his income.  Income elasticity, in general, is higher for durable goods than for non durable goods.

Knowledge of income elasticities of demand for various commodities is useful in determining the effects of changes in business activity on various industries.  If one has made a forecast of national income, he can apply income elasticity in estimating the likely changes in the demand for his product due to changes in national income.

As most of the  goods are superior goods, economic growth i.e. percentage growth in real GNP (Gross National Product).  Will be associated with increase in their sales.  However, the business man may be really interested in knowing whether the sale of his product will lead or lag economic growth, and income elasticity of his product will enable him to get the Answer.

If income elasticity is greater than zero but less than one sales of the product will increase but slower than the general economic growth.

If income elasticity is greater than one the sales  of his product will increase more rapidly than the general economic growth.

Thus if the economy is growing at 5% and income elasticity of demand is = .5., the firm in the industry can expect annual sales increse of 5% x.5 = 2.5%. But if the income elasticity of demand = 2.  Then the firm can expect sales to grow at the rate  of 5% x2 =10%

PRICE  ELASTICITY  OF DEMAND

Knowledge of price elasticity of demand for a commodity is very useful for its producers and others dealing in them.  If the manager is aware to the elasticity for his commodity, he would know whether a change in price would be worthwhile or not. The firm’s total revenue is fixed irrespective of the price  of its product, if the price elasticity of demand for its product is (minus) unity.  However , if the said elasticity is greater than one (e.g., - 5/4), a price reduction will increase its total revenue and a price increase will decrease its total revenue.  Quite the reverse will happen if the price elasticity is less than one (e.g., - 4/5.) Thus, if demand  is elastic, total revenue goes in the opposite direction of price, while if demand is inelastic, total revenue moves in the same direction as price.

A knowledge of price elasticity will guide the firm to ascertain whether its sales proceeds would increase, decrease or remain invariable in the face of price variations.  This, in turn, would help a businessman to decide whether he should cut or raise his price, In a particular case. In general, for items those demand is elastic, it will pay him to charge relatively low prices, while on those whose demand is inelastic, he would be better off with a higher price.  Further more, the knowledge of price elasticity of demand would enable the firm to estimate the likely demand for its product at different prices.

CROSS ELASTICITY OF DEMAND

The concept of cross elasticity of demand is useful in measuring the interdependence of demand  for a commodity and the prices of its related commodities.  Its knowledge thus helps a firm to estimate the likely effect on its sales of pricing decisions of its competitors and helpers.  For example, if the cross elasticity  between Wills cigarettes and Cavander cigarettes is + 2, the Wills manufacturer could expect a 20 percent increase in the demand for its product with every 10 percent increase in the price of Cavander cigarettes.

The concept of cross elasticity of demand is particularly useful in two different levels of business.  At the level of the firm.  Cross elasticity help in the formulation of marketing strategy.  The firm needs to know how the demand for its  products will react to price changes in either substitute or complementary goods. At the industry level, the cross elasticity of demand Indicates whether or not a substitute exists for the industry’s product.

Difference between Managerial Economics and Traditional Economics

Managerial Economics has been described as economics applied to decision making.  It may be viewed as a special branch of Economics.  However, the main points of differences are the following.

1. The traditional Economics has both micro and macro aspects whereas Managerial Economics is essentially micro in character.

2. Economics is both positive and normative science but the Managerial Economics is essentially normative in nature.

3. Economics deals mainly with the theoretical aspect only whereas Managerial Economics deals with the practical aspect.

4. Managerial Economics studies the activities of an individual firm or unit.  Its analysis of problems is micro in nature, whereas Economics analysis problems are both from micro and macro point of views.

5. Economics studies human behaviour on the  basis of certain assumptions but these assumptions sometimes do not hold good in Managerial Economics as it concerns mainly with practical problems.

6. Under Economics we study only the economic aspect of the problems but under Managerial Economics we have to  study both the economic and non-economic aspects of the problems.
7. Economies studies principles underlying rent wages interest and profits but in Managerial Economics we study mainly the principles of profits only.
8. Sound decision making in Managerial Economics is considered to be the most important task for the improvement of efficiency of the business firm; but in Economics it is not so.
9. The scope of Managerial Economics is limited and not so wide as that of Economics.
Thus it is obvious that Managerial Economics is very closely related  to Economics but its scope is narrow as compared to Economics.

DISCUSS THE IMPORTANCE AND RESPONSIBILITIES OF A MANAGERIAL ECONOMIST

The managerial economist can play a very important role by assisting management to make the best possible use of the specialized skills and techniques.  Big industrial houses have come to recognise the  need for managerial economists to solve the difficult problems with successful decision making and forward planning.

	Fixed costs
	VARIABLE COSTS

	1.
	These costs are also called supplementary cost, or indirect or general costs.
	1.
	These costs are called prime costs, direct costs or special costs.

	2.
	These costs will not change  with a change in output.
	2.
	These costs will change with a change in output.

	3.
	Even if production is stopped producer has to bear these  costs
	3.
	If production is stopped producer need not bear these costs.

	4.
	Average fixed costs will fall with an increase in production.
	4.
	As production increases, in the beginning average variable costs will fall and after some time they will rise.

	5.
	AFC curve slopes downwards from left to right.  It is a rectangular hyperbola.
	5.
	AVC curve will be in U shape

	6.
	Interest on capital, rent on buildings etc, are examples of fixed costs.
	6.
	Daily wages to laborers expenditure

 on raw materials etc., are examples of variable costs.

	7.
	The concept of fixed costs is relevant only in the short run.
	7.
	In the short run, some costs are variable.  But, in the long run all costs are variable.

	8.
	Fixed costs bear no relationship to marginal cost in the short-run
	8.
	The marginal cost is obtained by dividing the increase in variable cost by the marginal output.


DISTINCTION BETWEEN CAPITAL AND REVENUE EXPENDITURE

DEFERRED REVENUE  EXPENDITURE

	Capital Expenditure
	
	Revenue Expenditure

	1.
	It is the expenditure which results in the acquisition of an asset.
	1.
	It does not result in the acquisition of an asset.  It is incurred in the conduct of the business.

	2.
	It is generally non-recurring, i.e., it occurs once in a while.
	2.
	It is recurring, i.c., it occurs every now and then or say, every month.

	3.
	It enhances or increases the profit earning capacity of the business
	3.
	It merely maintains the present profit earning capacity of the business.

	4.
	It is generally heavy in volume.
	4.
	It is comparatively modest involume.

	5.
	It is financed by the capital contributed by the proprietors and long-term loans borrowed from financial institutions.
	5.
	It is financed by working capital. I.e., by funs made available by sale proceeds , and by short term loans or overdrafts.

	6.
	Decisions regarding revenue expenditure are taken by the officer at  lower level.
	6.
	Decisions regarding revenue expenditure  are taken by the ficer at a lower level.

	7.
	It represents the assets of a business.  Hence, it is shown in the Balance Sheet.
	7.
	It constitutes the debit  aspect of the profit and Loss Account.

	8.
	It is not deductible from the income for the purpose of determination of income-tax.
	8.
	It is deductible from the income  for the purpose of determination of income-tax.


1. Outlook of government economic polices and regulations

2. Outlook for the national economy

3. Competition likely to decrease or increase

4. Most important local, regional or international trends

5. Phase of the business cycle lies immediately ahead

6. Demand prospects in new and the old established markets

7. Prices of raw materials and finished product are likely to be

8. Market and customer opportunities  likely to expand or contract most rapidly

9. Availability and cost of credit tend to increase or decrease

INTERNAL FACTORS

1.
The reasonable sales and profit budget for the year

2.
Most appropriate production schedule and inventory polices for the next five or six months

3. In wage and price policies should be made now

4. Cash will be available next month and how should it be invested?

RESPONSIBILITIES OF MANAGERIAL ECONOMIST

Let us now examine how can the managerial Economist best serve the management.  The chief objective of the management is always to make a profit on its invested capital.  He cannot be expected to succeed in serving management unless he has a strong personal conviction that  profits are essential and his chief obligation is to help enhance the ability of the firm to make profits.  The main responsibilities of a Managerial Economists are the following :

1. To make a reasonable profit on capital employed : He must have a strong conviction that profits are quite necessary and essential and his main obligation is to assist the management in earning reasonable profit on capital employed.

2. Successful forecasts : It is necessary for the Managerial Economist  to make successful forecasts.  He must aim at lessening if not fully eliminating the risks involved in uncertainties.  He has a major responsibility to alert management at the earliest possible moment in case he discoversan error  in his forecast.

3. To assure the management of a particular trend.  He will have to show he posibilities of a turning trend in some  important  activity of the management.  He must be willing to make considered and fairly positive statements about occurring economic development.

4. His status in the firm.  He must establish and maintain many contacts with individuals and data sources.  Extensive familiarity with reference sources and material is absolutely essential for him.  For this purpose he should form professional associations and take active part in them.  If managerial economist is, in reality to be of help to the management for successful decision making and forward planning he will earn the full status on the business management.

Importance of the Concept f Marginal Cost :

Marginal cost is a very important concept in economic analysis.  The marginal cost  of a firm is the addition to its total costs that must be made in order to increase its output per period of time by unit (Benham).  When a producer wants to increase one extra unit of output, he has to observe two things.  How much has he to spend to produce the additional output? How much additional amount does he earn by selling the additional output?  In other words he has to observe marginal revenue.  If marginal cost is less than marginal revenue, he produces the additional unit.  He will not produce the additional output if M.C. is greater than M.R. In this case, he reduces the output.  He will stop the production of additional output where marginal cost is equal to marginal revenue.  This represents the equilibrium position.  Hence the concept of marginal cost is a very important concept in economic analysis.

MARGINAL PRODUCTIVITY
The study of distribution is primarily  a study of h remuneration of factors of production.  As  the four factors of production viz., land, labour, capital and organization are responsible for production, the output produced by them should be shared by all of them.  To determine the share of each factors of production in national income we must know the price of the services of each factor of production.  Marginal productivity is made use of to explain the determination of prices of various factors of production.

Meaning of Marginal Productivity : Marginal productivity or marginal product means  the increase in output when one more unit of a factor is employed keeping the other factors constant.  Suppose 10 labourers produce 50 pend a day.  When  one more labourer is employed, say, the output increases from 50 pens to 52 pens.  The increase in total  output is called marginal physical product.  It means that the marginal physical product of labour is 2 pens.  When the value of marginal physical product is expressed in terms of rupees it is called 

Marginal revenue productivity : Let us suppose the price of a pen in the market is Rs.5/-The value of  total  output produced by 10 laborers is Rs. 250/- (Rs. 5/- X 50): When one more labourer is  employed  the output  increases  to 52 pens and the value increases to Rs. 260/- (Rs.5/-X 52).  Thus the increase in the total value is Rs. 10/- (Rs.260/- Rs.250). So the value of marginal product is Rs.10/- (Rs.260/-Rs.250).  So the value of marginal product is Rs. 10/-. This is also called marginal revenue productivity.

THE RELATIONSHIP BETWEEN PRICE ELASTICITY OF DEMAND, AVERAGE REVENUE AND MARGINAL REVENUE

1. We can derive the relationship between elasticity o demand ((), average revenue (AR) and marginal revenue (MR) mathematially2as follows : We know that the total revenue (TR) is total sale proceeds, i.e.,

2. The mathematical relationship between (, AR and MR can be used to gain further insight.  For example, if demand is perfectly elastic (( = (), the demand curve is horizontal. In that case, MR = P (1-1/-() = P(1+0) = p.

      If demand curve is vertical, ( = 0 so MR = P (1+1/0) = (.

Elasticity of Demand and Demand Estimation

TR = P x Q
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 ( Note that price is always equal to average revenue)     ….(5)

3. He graphical representation can also be used to reveal this relationship between MR,AR and (> 1 MR is positive, because TR rises when price is reduced.  At ( = 1, MR reaches zero, because decrease in price does not change TR (which is at its maximum).  For the range of inelastic demand ((<1), MR is negative, as a fall in price will reduce total revenue.
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WHY DOES  DEMAND CURVE SLOPE DOWNWARD?

The demand curve slopes downward from left to right because demand expands as price falls.  The following are the reasons why more is demanded as price falls.  The following are the reasons why more is demanded as price falls.
1. New buyers : The fall in price attracts new buyers.  People who could not buy when the price is high, begin to purchase the commodity when the price falls.  Thus demand expands as price falls.

2. Old buyers :  The fall in price induces the old buyers to increase their purchases.  So the old buyers may buy more of it when price falls.  The additional unit purchased may be used for even unimportant purposes.  For example, when the price of  electricity falls  we can use it for boiling water, cooking and for many other purposes.  Thus, demand expands when price falls. 

3. Income effect : The fall in the price of a commodity brings saving to consumers.  This saving is just like extra income, In other words, the fall in price means increase in the consumer’s (real) income.  So when the income increases the consumers can buy more of the commodity.  Thus when price falls demand increases.  This is called the income effect.

4. Substitution effect : When the price of a commodity falls it will become relatively cheaper than its substitutes.  Normally people will substitute cheaper goods for dearer goods.  When the price of coffee falls it will become  relatively cheaper than tea.  People will purchase more coffee than tea.  So the demand for coffee increases.  This is called the substitution effect,
The above factors explain why demand curve slopes downward.
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5. Explain the margerial uses of Break-even Analysis.

      To the management, the utility of break even analysis lies in the fact that it presents a micro scopic picture of the profit structure of a business enterprise.  Break-even analysis not only highlights the areas of economics strength and weaknesses in the firm but also sharpens the focus on certain leverages which can be operated point on hance its profitability.  Ever changing contributions are characteristics of modern business life and through break-even anlysis, it is possible for the management to examine the profit vulnerability of a business firm to the possible changes I business conditions, for example, sales prospects, changes in cost structure, etc. Though break-even analysis it is possible to devise managerial actions to maintain and enhance profitability of the firm.  Break-even analysis can be used for the following purposes.
1. Safety margin : Break –even chart can help the management to known at a glance, the profits generated at he various levels of sales.  The safest margin refers to the extent to which the firm can afford a decline in sales before it starts incurring losses.

2. Volume needed to attain target profit : Break-even analysis may be utilized for he purpose of determining the volume of sales necessary to achieve a target profit.

3. To expand capacity or not: The management might often be interested  in knowing whether to expand production capacity or not through the installation of additional equipment.  Through break-even analysis, it would be possible to examine the various implications of this proposal.

4. Change of price : Break-even analysis also useful in taking the decision regarding price change.

5. Drop and/or add decision : Break-even analysis is Quite useful in deciding the question of product planning.

Explain the concept of optimum Plant? 

The term optimum scale of plant is applied to the most efficient of all possible
scales of plant that the firm can build Undergiven conditions.  The optimum scale of plantis the one whose short run average cost curve is tangent to the Long run average cost.  It can be taken to be that scale of  lant where the minimum point of the short run average cost curve is tangent to the minimum point of the long run average cost curve.
                                     Cost

                                                                    O                                 M

                                                                                                   Quantity

      In the long run, the aim before every firm is to produce at the optimum scale since this gives the output a the minimum possible cost. In the above diagram the minimum point of the SAC2 is tangent to the minimum point of the LAC at point E.SAC2 represents Optimum scales at Point E and OM is the Optimum output i.e. that is the maximum possible output with minimum Average cost in the Long run aim before every firm is to produce at the optimum scale since this gives the output at the minimum possible cost.  In the above diagram the minimum point of the ‘SAC2 I tangent to the minimum point of the LAC at point E.SAC2 represents Optimum scale at Point E and Omi the Optimum output i.e. that is the maximum possible output with minimum Average cost in the Long run.

Decision making and Forward Planning?
                Decision-making means the process of selecting one action from two or more alternative courses of action. Where as forward planning means establishing plans for that future.  The question of choice arises because  resources such as capital, land, labour and management or limited and can be employed in alternative uses.  The decision-making function thus becomes one of making choices or decisions that will provide the most efficient means of attaining a desired end, say profit maximization.  Once a decision is made about the particular goal to be achieved, plans as to production, pricing . capital, raw materials, labour etc, are prepared. What to Produce.  How to Produce , How much to Produce etc, are prepared, Forward   Planning thus goes hand in hand with decision making.

A significant characteristic of the conditions in which business Organizations work take decisions is Uncertainty.  This fact of Uncertainty not only makes the function of decision making and forward planning complicated but adds a different dimension to it.  If knowledge of the future were perfect, plans could be formulated without  and hence without any need for subsequent revision.  But In the real world, the business managerrarely has complete information as to future sales, costs, profits etc.  Hence decisions are made and plans formulated on the basis of past data.  Current information and the estimates about future.
PRICE DISCRIMINATION

Price discrimination, also known as differential pricing, may be defined as the practice by a seller of charging different prices to the same buyer or to different buyers for the same commodity or service without corresponding difference in cost.  Differences in rates are based.  ‘In part’  on cost differences, for Example, it may cost less to serve one class of customers than another  and to sell in large Quantities than in smaller lots.  If rats or prices are proportional to cost.  Some buyers will pay more and others less, but this will not be price discrimination.  In such situation, charging uniform price will amount to discrimination.

There are three types of pric discrimintion.

They are 1. First degree price discrimination : The seller  charges the same buyer a different price for each unit bought.

e.g. Quantity discounts.

1.   Second degree discrimination:

The seller charges different prices  for blocks  of units instead of for individual units. ex. different rates charged by an electricity undertraining for domestic and industrial use.

2.   Third degree discrimination :

The sellers segregates buyers  according to income, geographic location, individual tastes, kinds of uses for he product on other criteria, and charges different prices to each group or market despite equivalent costs in serving them.  As long as the demand elasticities among different buyers are unequal it will be profitable for the seller to group the buyer into separate classes  according to elasticity, and charge each class a separate price.  It is referred as market segmentation, that is dividing the total market into homogeneous sub-groups according to some economic criterion, usually the demand elasticity.

Conditions for price Discrimination :
1. Multiple demand elasticities : There must be difference in demand elasticities  among buyers due to differences in income, location, available alternatives, tastes or other factors.

2. Market Segmentation : The seller must be able to divide the total  market by segregating  buyer into groups or sub-markets according to elasticity.

3. Market Sealing : The seller must be able to prevent, and significant resale  of good from the lower to the higher price sub-market. An leakage in the form of resale by buyers between sub-markets will, beyond minimum critical levels, tend to neutralise the effect of differential prices and narrow the effective rice structure to where it approaches that of a single price to all buyears.
                                             Cost – Volume Profit Analysis :

Cost Volume Profit (CVP) Analysis is often misunderstood to be the same as Break Even Analysis.  However, Break Even Analysis is only a part of CVP Analysis.  CVP Analysis studies the relationship between cost, number of units produced and sold, sealing price and profit, individually and collectively taken.  The scope of  CVP Analysis covers the study of behaviour of  costs in relation to volume, sensitivity of profits to variation in output, Break Even Analysis Price formulation etc and provides valuable insight into effects on profit on account of various management decisions.

The technique of marginal costing finds wide applications in various practical situations which are faced by a Management Account.  In this chapter we shall study two important applications of marginal costing viz Price Fixation and ‘Make or Buy’decisions.
Price Fixation

The determination of prices of products manufactured or services rendered is one of the most difficult problem faced by the management.  Any organisation would like to fix its price in a manner which  would recover all its costs and also result in a reasonable amount of profit.  All the costs are totaled and the sum is divided by the number of units produced, the result is total cost per unit.  If the price offered by a customer happens to be less than the total cost  per unit, the offer is rejected by the businessmen.  However, the technique of marginal costing focuses upon maximising ‘contribution’. As such, it advocates that if the offer price is greater than the variable cost per unit, the offer should be accepted, as it would lead to increase in ‘contribution’.  It is however, emphasized that this practice should be resorted to only sparingly, when there is surplus capacity.  If  this method is regularly employed, the  product  will have to be sold at a price lower than total cost per unit,  and will have to be sold at a price lower than total cost per unit, and will ultimately result in net loss.

‘Make or Buy Decision’ : Let us imagine a company ‘X’ Ltd which produces a number of component, assembles them into a product and sells the product in the market. Suppose there is another company Y Ltd, which is engaged in the production of a particular component ‘C’, which is used by XLtd.  If the ale manager of Y Ltd, the manner of X Ltd is faced with a ‘Make or Buy’ decision. He has the option of choosing from two alternatives I) to continue producing the component in his factory or ii) to purchase the product from Y Ltd and use the spare capacity generated to alternative uses.

In such circumstances, the manager of XLtd has to carefully evaluate the effect of purchasing the component from Y Ltd. Purchase of component from Y Ltd may not result  in reduction of any fixed expenses, and as such, the offer price should be compared with the variable costs only.  Alternative uses of spare capacity should also be considered.  A part from the above factors, various non-monetary factors such as quality of materials supplied, regularity of delivery, track record of the supplier etc will have to be looked into.  In so far as monetary factors are concerned, the technique of marginal costing would be found largely beneficial.

Planning the Level of Activity : Planning the level of activity is one of the important aspects of business.  The plans may envisage an expansion or contraction of productive activities depending upon the situation prevailing in the market.  The plans have to be made much before they become operational.  Marginal costing helps the management in understanding the situation by giving an idea of the contribution likely to be earned at various levels.

Product Mix : Management is often confronted with the problem of making an optimal choice of products to be produced and sold.  If there is no resource constraint, the decision regarding sales or product mix is taken on the basis of contribution per unit and the maximum possible demand for each product.  Fixed expenses usually remain constant for all possible demand for each product.  Fixed expenses usually remain constant for all possible combinations,  but if here is a likelihood  of any change in fixed expenses, they are also considered.

However, there is hardly any activity which does not have a resource constraint.  When a particular resource is available only to a limited extent it becomes the limiting factor in planning the product mix.  Since all other resources can be arranged in some way or the other, the resource, which is limited, becomes the key factor in deciding the mix.  In such cases, decision is taken on the basis of the contribution per unit of key factor, subject to maximum availability of resource and the maximum demand for a particular product.    

Decision making and forward planning by management’’

Decision-making has two aspects.  The first one concerns with optimal allocation.  We shall discuss this first.  We know that resources are scarce.  If they are available freely and in abundance, there will be no problem  at all.  We also know that these scarce resources can be put to alternate uses.  Let us suppose  that a manager is confronted with the problem of media-planning.  What is meant by  this media-planning ? There are many firms today which  advertise their  products or services.  An advertisement  can be released either to a newspaper or to the radio, cinema, or to some other medium.  The manager will have a fixed amount of money at his disposal for purposes of advertisement.  Therefore, he has to adjust his advertisement campaign within the limits of his budget.  Now, the problem is whether he should release the advertisement to a newspaper  or whether he should use some other medium.  Suppose he decides to release  an  advertisement  to a newspaper.   Or whether he should use some other medium.  Suppose he decides to release an advertisement to a newspaper.  The advertisement then will be limited only to newspaper readership.  In other words, illiterates will not be able to read the advertisement.  This means that the manager has ignored the illiterates.  On the other hand, if he decide to get his message across on the radio, the question that arises is: How many persons will be exposed to the advertisement ?

(i) This question
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will have to take this fact of uncertainty into account; and it is this uncertainty which makes the decision-making function or process very difficult.  Let us take an example, say, of the footwear industry.  A pair of chappals or shoes with a certain design which comes into the market today may be outdated after  a short time because fashions may change very rapidly.  Or let us take  the example of the dress-making industry.  As fashions change very often, the manager of a dress-making industry will have o keep abreast of the changing fashions.

Some times ago, narrow pants or the drain pipes were very fashionable in the student community.  Later, drain pipes were relegated to the background and bell bottoms  became the fashion.  Even here, the “bell” was preferred  in varying dimensions between 22 inches and 36 inches.  Ladies in metropolitan cities like Bombay , Calcutta, Delhi and Madras, as well as in Class I cities with a population of one lakh to ten lakhs, also went in for bell bottoms.  In these circumstances, how can a manager take a decision about the future designs of the garments or of foot wear when fashions change rapidly?   This is the problem of uncertainty about the future.

Managerial Economics & applied Economics

Economic theories throw some  light on these problems and point in the direction of  the right  kind of action to be taken.  Economics has developed some tools to analyze market conditions,  demand, supply, etc.  These tools are of great help to the managerial economist in his decision-making process.  This decision-making may relate to the volume of production in the future ; that is how much should be produced, say next year; and this involves a study of demand, the elasticity of demand, the extend of the market, the competing substitutes that are available, etc.,

Another area is inventory decision.  Inventory means the stock of goods.  Now quantities of raw materials have to be kept in stock to ensure that production is not help up because of their  non-availability at any particular time.  The production department may like to keep large stocks of raw materials.  On the other hand, the finance department may like to reduce the stock of raw materials.  The manager, therefore, has to take a decision,  What is the quantity of raw materials which should be kept in stock ? Consider, for  example, the case of a firm which wants to manufacture a new product, and which has some idle capacity.  The manager has to take a decision in the light of some facts and figures.  The accountant tells hime that the  raw materials required per unit would cost, say,  Rs. 5.  The labour required would cost  him, say, Rs.3; the fixed costs would be Rs. 2. Now the total cost of production per unit would therefore, be Rs. 10. Suppose, now, the product ells in the market at Rs. 9.  It would appear, then, that manufacture of the new product is not economically worthwhile.  But this is not so, because the marginal cost is only Rs. 8 (only the cost of raw materials and labour per unit   are to be taken into account and not the fixed costs because they would be incurred even when production does not take place).  Therefore, it the marginal  cost of production is Rs.8 and the market price is Rs.9, it is profitable to go ahead with the manufacture of the new product.  It is here that economics becomes very useful to the manager, in the sense that an understanding of what the marginal cost is helps him to arrive at the right decision.  Therefore, we conclude that the concepts of economics are extensively used in managerial economics ; that is, both micro economics and macroeconomics are pressed into service.

Micro economics is useful because it deals with the allocation of resources, etc.  Macro economics is useful in the sense that the theories of income, employment, business cycles, etc., are of immense significance to the management.  But it is micro economics which is particularly useful to the manager.

Applied Economics : We shall now examine why managerial economics is considered to be applied economics.  Economics has developed several concepts, and managerial economics  makes use of some of them, For example,  the production function, which has been developed in economics, is usually put to managerial use.  The use of the production function would help in achieving the maximum output with a particular combination of inputs.  When the prices of inputs increase,  atlas –cost  combination can be worked out.  In this way, the production function can be put to managerial use.  Again, the concept of opportunity cost has been contributed by economics  to managerial economics, for it can be put to managerial use.  The concept of prices, too, is similarly used.  Economics tells us how prices are fixed. For  this purpose, the total cost of production is taken into account.  Now managerial  economics makes use of it in the pricing of products.  In this sense, managerial economics is called applied economics.

DIFFERENCE BETWEEN JOURNAL AND LEDGER

1. journal is a book  of prime entry, whereas ledger is a book of final entry.

2. Transactions are recorded daily in the journal whereas posting in the ledger is made periodically.

3. In the journal, information about a particular account is not found at one place, whereas in the ledger information about a particular account is found at one place only.

4. Recording of transactions in the journal is called journalizing and recording  of transactions in the ledger is called posting.

5. A journal entry shows both the aspects edit as well as credit but each entry in the ledger shows only one aspect.

6. Narration is written after each entry in the journal but no narration is given in the ledger.

7. Vouchers, receipts, debit notes, credit notes etc. form the basic documents for a journal entry, whereas journal constitutes basic record for ledger entries.

SINGLE ENTRY SYSEM

Under double entry system of book-keeping, both the aspects of each and every transaction are recorded.  This is known as dual aspect analysis.  Under the single entry system, only one aspect of the transaction i.e personals is recorded and the other aspect is ignored.  For example goods sold on credit to a customer.  Here only customer’s account is opened and debited  but goods account is not to be opened.  Under this system, only the accounts which are absolutely necessary are maintained.  Other accounts i.e. nominal and real accounts are not opened except cash.  The accounts maintained under this system  are incomplete and unsystematic and, therefore, not reliable.  The system is followed by small business firms.






COST OF CAPITAL 

The cost of capital is a most important and controversial areas in financial management.  Capital budgeting decisions have a major impact on the firm, and cost of capital is used as a criterion to evaluate the capital budgeting decisions i.e. whether  to accept or reject a project.  A knowledge of cost of capital, and how it is influenced by financial leverage, is useful in making capital structure decisions.  The cost of capital is the most important concept in financial decision making.  The chief objective of measuring the cost of capital is its use as a decision criterion in capital budgeting.

Definition:  According to professor I.M.Pandy “cost of capital is the discount rate used in evaluvating the desirability of the investment project.  The cost of capital is the minimum rate of return required fond investment project.  The cost of capital  is the minimum rate of return which will maintain the market value per share at its current level.  If the firm earns more than the cost of capital, the market value per share is expected to increase.  In otherworlds, I is the race has suppliers of funds expect o get.  It is determined by the cost of the various sources of finance.  It is also referred to as the weighted average cost of capital or composite/ combined cost of capital 

Significance or importance : Cost of capital plays a majore role in capital budgeting evaluation process.  In the net present value method, cost of capital is used as a discount rate  to find the present value of inflows and outflows and thus the net present value.  It serves the same purpose in the case of profitability index method.  In case of internal rate of return method, the internal rate of return is compared with the cost of capital to decide the desirability of project.  If the IRR is greater than cost of capital, the project will be accepted.  Thus, cost of capital provides a yardstick to measure the worthiness of investment proposals.  It is also referred to as cut- off rate, target rate or minimum required rate of return  etc.   Since, cost  of capital used as a selection criterion, the firm would like to invest in projects that offer a return more than the cost  of capital and reject  those projects whose return are less than the cost of capital.  Thus, cost of capital is useful in making the optimum investment decisions.

A part from serving as   a selection criterion, cost of capital plays an important role in designing optimum capital structure.  Since, cost of capital influences the firm’s objective of maximising  shareholder’s wealth, every firm would like to have a capital structure at which he cost of capital is minimum.

Cost of capital also plays a singificiant role in making a decision regarding the method of financing along with other considerations like retaining control, or of avoiding risk.

Cost of capital is useful in evaluating the financial performance of top management.

Cost of capital is also plays a key role in making certain financing decisions like, leasing, long term financing and working capital policy of a firm.

Thus cost of capital should be understood as the rate of return the funds used should provide to justify their use within the firm in the light of the wealth maximisation objectives.






CAPITAL STRUCTURE

Capital  (finance) is the life blood of a business enterprise.  The business enterprises are facing funds problem to run their business smoothly with several constraints imposed by banks being  and other financial institutions.  These problems have been further aggravated by several economic factors such as draught, floods and inflation, which have indirect bearing on funds requirements of the business concerns.  The object of this paper is to discuss some of the issues which influences capital structure planning of a business concern.

Capital structure is also known as financial plan of a business  concern.  Capital  structure refers to the permanent financing of a businessenterprise.  According to the Gerstenberg, the term capital structure refers to “ the make up of a firm’s capitalisation”.  In other words the capital structure represents the proportionate relationship between various long term sources of financing namely equity share capital, reserves and surpluses, preference  share capital, debentures and other long term debts.

Some small business concerns do not plan their capital mix.  The financial manager will take a decision regarding the capital mix of the concern, without any plan.  These concerns may face funds problem in the long run.  Hence, it is realised that a concern should plant its capital structure for effective and efficient utilisation of its funds  with flexibility.

Features of sound capital structure : The following features are followed in planning a sound capital structure.

1. Profitability :  The capital structure of a business concern should be profitable.  The capital structure is profitable, when the cost of financing is less than the rate  of return.  The financial manager has to analyse various sets of capital structures with varying proportions of equity capital and debenture capital to select a capital.

2. Solvency  :  The capital structure should be so designed that insures against any risk of insolvency.  Excess use of debt capital threatens the solvency of the concern.  Hence, the financial manager  has to plan an optimum capital structure to minimise all such risks.

3. Flexibility :  The capital structure should be simple and conservative.  This implies that employment  of debt capital does not go beyond the manageable limits.

4. Conservatism: The capital structure should be simple and conservative.  This implies that employment of debt capital does not go beyond the manageable limits.

5. Control : The capital structure should be so devised as to prevent the loss of control from the hands of equity share holders.  For this, the management has to maintain proper balance between equity and debt capital.

These features of a capital structure are inter related to each other.  A prudent management should try to keep an optimum/ appropriate balance between  these  features of the environment within which the organization has to work.  Further more, the  relative importance of each of the above features will vary form enterprise to enterprise .  For example, one company may give more weight to flexibility as compared o conservation while others may consider solvency to be more important  than profitability.  Hence, the management has to make a compromise between these features while planning the capital structure  of an enterprise.

Determinants of the capital structure : The capital structure of an enterprise has to be planned at the time of its promotion.  The initial capital plan should be designed  with utmost care, since it will have long run implication. The management of the enterprise should plan a target capital structure and the initial capital structure  to be made keeping in view the target capital structure.  The financial manger has to analyze various  sources of finance and choose the most profitable source.  Whenever he firm needs additional capital (funds) for its expansion thus the capital structure planning is a continuos process.

Some highlights of British experience of Privatization : Britain has been the biggest and the most advanced  laboratory for the testing of privatization.  Britain’s privatization had raised over 30 billion pound (Rs. 1,50,000 crores) by 1988.  As much of our structure and approach, including those of Pes, borrows heavily from the British system and experience, it would be useful to refer briefly to the recent wave of  denationalization in Britain.

The first point to appreciate is that as in India the nationalised industries in Britain have not been assigned a significant development role.  The commercial element in their objectives has been prominent.  Further, in Britain most of the Pes were taken over from the private sector, but in India most of the Pes have come into existence due to the entrepreneurial activity of the state and have a large content of various types of social objectives e.g., employment of certain disadvantaged communities, development of backward areas, import substitution, etc.

Secondly, as in India, there was confusion about the parameters, nature and extent of accountability of Pes.  The autonomous corporation never worked the way it was expected to work even after 40 years of experimentation.  Government’s interference, both direct , and  back-seat  driving  are also not unknown to the Britain system.  But these have been far less in number and impact as compared to India.

An important lesson from the British experience is that the basic objective of denationalization, namely, generating efficiency through more competition in large monopolistic Pes has not been achieved.  The greater emphasis has been on achieving the political objective of making denationalisation a success.

Privatization in Britain was meant to serve three main objectives, namely, the political objective of disposing of the nationalized enterprises as smoothly and effectively as possible.  The conservative government had made it a matter of prestige that its scheme of denationalization succeeds.  The second objective was to realize  sizeable money from the sale of the assets of denationalized enterprises, which may be called the exchequer objective.  The third objective which was mentioned repeatedly  and openly was that denationalization would  promote efficiency in large  public monopolies through competition.  This may be called the efficiency objective.

There is evidence that the interest of the public exchequer, that is the tax payer has been subordinated to the political objective to make the sale of Pes a grand success.  It has been alleged that the sale value of the share was deliberately kept low for attracting more offers of purchase of shares on denationalization.  It naturally meant less money for the tax payer from the sale of the nation’s property.

Further, the denationalization  left the pre-privatisation sizes and monolithic organisations undisturbed, e.g., the British Telecom, British Gas and British Airways remained the same organisationally as they were before denationalisation.  Inadequacy of competition has led to various public  controls and regulations.  For example, the British Telecom is under the surveillance of the Office of Telecommunication, a regulatory agency, and the British Gas is overseen by the Office of Gas Supply.

REASONS OF PRIVATISATION

(i) Micro-level considerations 

First, it is argued  that private enterprise with accountability to shareholders and due to competitive atmosphere of the market economy can and often do improve performance.

Second, Pes in as much as they enjoy a monopolistic  poison and can have recourse to public resources, are not obliged to do well in the absence of a clearly defined index of accountability which can be enforced strictly.

Third, privatization is also recommended on the ground that private enterprises are free from political interference at least in day-to-day operations, and also from bureaucratic red Taoism  in decision-making. Fourth, private enterprises are suppo
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levant in his regard.

Second, all the world over, PEs, have not been able to perform well commercially due to overloading of undefined and vague social objectives.  There has also been excessive political and bureaucratic intervention.

PEs also id not get the required guidance and support from he government due to the incompetence and short-range perspective of the latter.  For example, the government is not unaware of the need to provide  a stable and competent Board of Directors to its enterprises.  But it has consistently and continuously failed to meet its obligations due to various avoidable reasons, including petty and personal considerations.  All this naturally effects PE performance and reflects poorly on the PE concept.

Losses have hastened thinking about privatization

As per the consolidated balance sheet of all central PEs, of their paid-up capital of Rs. 43,034 crores, as on 31st March, 1991, the accumulated deficit was Rs.15,354 crores, which works out to 35.7%.  PE losses are increasing every year.  As per Public Enterprises Survey presented to Parliament in March 1992, profit  of all profit- making  PEs came down from Rs.5,751 (1989-90) crores to Rs. 5,432 crores in 1990-91.  further, the loss of loss-making PEs has sharply gone up from Rs. 1,962 crores  in 1989-90 to Rs. 3064 crores in 1990-91.  The overall percentage of net  profit to capital employed of over 230 PEs has gone down from 4.47 in 1989-90 to 2.33 in 1990-91.

The losses may be due to (i) wrong investment decisions in respect of location and technology, (ii) operational inefficiencies, which in no small measure are traceable to the government’s own role in the working of PEs, and (iii) wrong pricing policies which PEs are asked to pursue.  There may be many other causes for PE losses.  But whatever the reasons, these losses have been one of the important factors which have supported the thinking towards privatization.

Implications of Privatisation

Implementing any scheme of privatization has some implications, which need looking into.

HOW TO GET THE PUBLICE SECTOR MOVING

It is not without irony that the government’s financial institutions are the largestinvestors in the private sector, and often have targer shareholdings than the “promoters” “vested” with the management of these companies , Professionally, there is little to distinguish managers in the private sector from those in the public sector.  If anything, the top public sector managers tend to be better qualified professionally.  Many of the top mangers in the private-sector are descendants of the original entrepreneur, and are generally not qualified, professionally or experience-wise, to hold the positions they do.  What distinguishes the  managements  of the two sectors is that in the private sector, the management’s are responsible for the growth and profitability of the corporation.  Here, the buck stops at the CEO’s office.  To survive, one needs to succeed.  In the public sector, the CEO is a toothless transient, not required to succeed, not responsible for failure and not  accountable.

A private sector CEO is also responsible for raising the funds needed for expansion and modernization from investors in India and abroad.  Only successful companies with credible managements,  assuring a decent return on investment and prompt repayment , can raise money from the market.  Public  sector managers are with out this responsibility.  They “plan”, and the government takes care of it for them.

Proprietory Ratio : It expresses the relationship between net worth and total Assets.

Proprietory  Ratio = 
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+ Reserves – Fictitious Assets

Total Assets = Fixed Assets + Current Assets 

                                                   ( excluding fictitious assets )

Reserves earmarked specifically for a particular purpose should not be included in calculation of Networth.

A high proprietory ratio is indicative of strong financial position of the business.  The higher the ratio, the better it is,

· The argument for reducing government control over PSE’s storted with disinvestment with the  91-92 budget.

· Govt investment earns regligible returns.

· Govt control over PSE’s has resulted in hapazord decision making, biased technology  choices, no plans for succession and in most cases, to low innovation and non competiveness.

· Photracted delays in investment decisions have ruined many PSE’S.

· The new Govt talked just not disinvestment  but privatision.  Action is yet to follow so for 30,000 crores of rupees received  doc disinvestment from 91-92 to till now used for fiscal deficit.  Actual proceeds never been at budgeted figures.

· The ministries would have to leave mgts to work autonomously. Possibly, it is this loss of control that lake preveated proposal moving further forword.

· For 10 years Govt at highest level pushed for disinvestment but privatisation is yet to take place any where on a large scale.

· Despite a decade of debate, we are still stuck in the to be or not to be question about Govt ownership over  PSE’s.

· The longer this is delayed,  the greated will be the pressure on Govt  meagoe resources for investment in human capital.

· There is yet no public discussion about Govt ownership in Railways, Banks, departmental enterprises, financial institutions.  These also require privatisation to improve efficiency, productivity and performance.

· We need a surgical removal of outdated ideologis to move forward.

· A clossal investment of Rs. 80,000 crores has gone in to PSE’s and it yields a pitiful return of 4%.  We  may be able to realize at current market prices, at least  Rs. 4,00,000 crores.

· Ther is no economic alternative to privatisation of PSE’s.
· The privatisation exercise shoud  include an integrated economic returns package like removal of MRTP Act ( Monopolies Rstrictive Trade Practices Act).

· Remoal of all Foreign exchange controls

· Scrapping of import restrictions 

· Opening up Indin capital market for overseas investmnt

· Total liberlisation, de regulation and internationalisation of the economy.
· If we make a beginning now, by 2025AD Indian Economy will rebuild itself as a world class economy.  The unemploymnt problem will ease up  (provided population controls also on por wih above developments).  India will emerge as a strong economic force.

· Privatisation of PSE’s is important in view of inadequate resources at Govt.

· Lack of inadequate resources with Govt  to meet challenging needs of in vital sectors such on steel, power, coal etc.

· Mounting budgetory dgicits which do not permit permanent funding of the sick public sector units.
· Growing public impatience about inefficiancies with Electricity Boards, Airports, Insurne, Bank etc.

            Let us not waste further time to half-hearted solutions to revive Public Enterprise like

· Converting loans to equity (sothat interest burden  may come down )

· Instituting awards for performance

· Inducting workers on Bord of Directors

· Singing Memorandum of understanding with Mnagements.

· Changing chief executives frequently

             These half hearted solutions will never work.  Privatis Public Sector as fast we can, lock huge enormous Taxpayers money lying ile to use        (4,00,000 crores)

· Better Airports & Roads
· Better Schools & Colleges

· Bettr Hospitals

            And finally  better India.
The ration of 100 crore people can no longer continue to support at a great social cost, the plum jobs of  5 million Public Sector employees.  Subsidizing these people at the cost of poor people is a totally unfair proposition.

Looking  at the miserable performance of many PSE, one understands that State control proves the point that bureacrotic Management of economy did not, does not, and  will not work any where in the world.  If  we crate a monopoly  of business  it is a sure way to destroy is performance.  Healthy and meaningful competion is essential for any company to survive.  Managers in 

P & E (Public Enterprises ) are reduced to the level of non-risk taking, maintenance oriented time servers & by force of habit compelled to say  ‘Yes Minister’.
The bureacrat in New Delhi ( the know- all civil servent) and the obedient ‘ Yes Sir’ chief executive, and the lack of Vigorous competion are the three fundamental reasons for Poor Performance of P.E’s.  There could be several allied reasons like political interference, high social costs overheads, Militant Unions and multiplicity  of controls etc.  The political compulsions are so overwhelming that th central Govt has not been able to close down even terminally sick, heavily losing PE.  How for BIFR (Board of Industrial and Financial Reconstruction) would be able to decide the fate of sick PE’s, referred to it.

Once pvt sector has come of age, it could be entrusted with more and more responsibilities as is being done at present.  It is hoped that Pvt enterprise would not misuse the almost no-holds barred freedom bestwed upon it.
· Privatisation in the narrow sense it means “Ownership transfer or sale of PE;s.”

· The enterprise can contract out certain functions or jobs that can be more economical than ‘in house’ operations.

· As Govt cannot withstand  pressures of the Market situation many of consumer  good units in PE’s must be leased out to Pvt oprators.  Lasing is a compromise between total privatisation and Govt.  Ownership.

· Privatisation in the broader sense means many developments such as 

· Transition to pvt sector business management principles and the sale of assets.

· Closure or liquidation of state owned enterprises and the sale of assets.

· Permitting pvt sector to enter into certain Industries exclusively reserved for the Govt.
A PLANT , A  FIRM  AND AN INDUSTRY

There is lso a difference between a plant and a firm.  The plant is the physical unit of production : the firm is the financial unit consisting of one or more plants.  A plant can be increase in size only by adding  to its physical facilities : a firm can be increased by expanding the size of its plant or plants, or by acquiring more plants.  An industry on th eother hand consists of all the firms producing the same commodity.  For example all sugar factories combined together are called sugar industry.  Like wise have : iron and steel industry, cement industry and so on.

Thus in considering the economies of large scale production it is apparent that some are achieved only if the plant is large, whereas others are obtained if either the plant or the firm is large.  Large firms, however, do not necessarily obtain all the advantages of large scale production.  They do so only if they have large plants.

Optimum Fire

The term ‘Optimum’ means the best or an absolute capacity point, In theory of production, this  term is applied to an industry or a firm.  Once a firm’s production exceeds a certain volume it begins to encounter increasing difficulty in coordinating its activities and managerial diseconomies come in.  These diseconomies are sufficient to offset any remaining economies of scale so that eventually higher outputs involve it in higher unit cost.  On this showing, there would be some  optimum scale of production at which costs  would be minimum.

Optimum firm has, however, been  well defined by E.A.G. Robinson. “ By the optimum firm we must mean that firm which in existing conditions of technique and  organising  ability has the lowest average cost of production per unit, when all those costs which must be covered  in the long run are included.  The effect of diseconomies will be stronger in the short period than in the long run, when the firm becomes more flexible.

The concept of optimum firm refers to size, but it is a varying concept.  It is relative to time, place and industry, or to be more accurate relative to a particular  stage of technological development.  As a matter of fact if there had been no diseconomies, the firm would have been able to reduce cost for ever.  But that will be unrealistic.  Actually to what extent costs can be reduced  in the short  period  and in he long run depends on the extent of he market, possibility of enjoying exernal economies, etc.  hese factors have been fully explained above.

THE FIRM

The entrepreneur is identified with  the firm.  The firm is an organization for the purpose of producing and selling one or more articles for profit.  The firm is a unit of production engaged in one or several productive processes; it is symbolized by and  presided over by one responsible management at the top.  A firm may operate in more than one plant.  The responsible manager in each of the plants in a multiplant firm does not function as an entrepreneur; nor is each plant a firm in itself.  The reason is that neither in this nor in the single plant, the manager remains the ultimate authority and responsibility  of decision making.  All the plants subordinated to one ultimate source of final choices and final risk-taking compose one firm; and the final agents of  decision above the plant managers constitute the entrepreneur.  A single proprietor, a partnership, a corporation standing on its own feet and  not subordinate to another corporation ( to a holding company or managing  agency), a farm, a farmer’s co-operative or a doctor’s office, each represents a firm.

REPRESENTATIVE FORM

The concept of a representative firm was introduced by Marshall, who describes it thus; “……..Representative  firm must be one which has had a fairly long life and fair success, which is managed with normal abiit and which has normal access to the economies, external and internal…….” In other words, Marshall meant  by the term Representative firm,  a firm working under average conditions and with average  conditions and with average efficiency ; a firm that  might be used as a sandard of reference.  For, clear comparison with a firm working under exceptional conditions, iher good or bad, would give a misleading impression.

Representative firm is often mixed up with an average firm. But  Marshall makes it clear that representative firm is an average firm only in a remote sense.  In his own words, “ a representative firm is that particular sort of average firm, at  which we need  to look in order to see how the economies internal and external of production on a large scale have extended…..”

The concept of “ Representative firm’, however, like that of Ricardo’s ‘economic man’ is  too abstract and statie to have much practical utility; and in any case it remains on the surface of things.

The ‘optimum firm’ on the other band is concrete possibility; it is the unit size which conscious of direction and the forces of competition compels all firms to attempt to approach that stage if they wish to survive in the struggle for existence.

Measurement of Price Elasticities

Although both functions (2-3) and (2-4) look easy, their use in computation poses a problem.  This is because these formulae  use the absolute values of both the variables (X and Y), which do not have a unique value.  Elasticity is defined with respect to two observations on two variables and thus there is a problem as to which observaton’s values, if any, to use in the formula.  To illustrate this point, let the two  points on a demand curve be the following:

The problem is whether to use point A or B, or some other values in eleasticity calculation.  At point A, the price eleasticity of demand is 
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While at point B, the said eleasticity is
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The two eleasticities are different.  Both these are called pointelasticities.  In contrast to these, there is the concept of are elasticity.  This is defined on an arc,i.e. a range of curve, and its calculation uses the mid-point (average) values of the two variables under question.  Thus, the price elasticity of demand on arcAB is 
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Thus the arc elasticity’s  value lies between the two point eleasticities.  The general formula for the arc elesticity of X with respect to Y is

Arc e =
[image: image10.wmf])

Y

(Y

2

1

Y/

 

Δ

)

X

(X

X/

 

Δ

2

1

2

1

2

/

1

+

+

 

Or, Arc  e = 
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Where X1 and Y1 refer to the values of X and Y at point A, while X2 and Y2 refer to those at point B.

The former is used to find out a change in one variable corresponding to a small change in the other variable while the latter is used to find out a change  in one variable resulting from a large change in the other variable)  for example, for finding the effect of a price change from Rs.8 to Rs.7.75 per unit on demand the point elasticity will be more appropriate while  for that from Rs.8 to Rs. 4per unit on demand, the arc elasticity will be more appropriate.

FACTORS INFLUENCING MANAGERIAL DECISIONS

It is pertinent to emphasize at this point  that managerial decision making is influenced not only by economic bu also by several other significant considerations.  While economic analysis contributes a great deal to problem solving in an enterprie it is important to remember that three other variables also influence  the choices and decisions made by managers.  These are human and behavioural considerations, technological forces and environmental factors.

Naïve observers are often surprised when they find that managers sometimes do not resort to purely economic logic.  What they may have failed to noice is that the human or behavioural consequences within the enterprise of following what appeared to be an economically sound decision could have led the manager to compromise or adopt a modified decision.  Managers may take into account factors such as the impact of a decision on employee morale or motivation even if economics has nothing to say about it.  It is not uncommon in our country to come across small entrepreneurs who refuse to expand or diversify even though economi analysis provides clear signals of the opportunities ahead that await  them.  Yet, many of them decide to remain small since they feel that such expansion will tend to strain their life style or threaten their control over management.  In oher words, their final decision takes into account economic logic as well as human and personal considerations.

The influence of technolgoy on business decisions is too pervasive to be ignored.  In economic analysis, technology is taken as given, an assumption which tends to underplay its significance.  The fact of the matter is that an assessment of technolgical alternatives, the technological moves of competitors and emerging new technological alternatives, the technological moves of competitors and emerging  new technologies and processes are among the most critical factors that managers consider in their planning and resource allocation within the enterprise.  No major investment  decision is made withou a close scrutiny of the relevant technological alternatives.  Even short-run  production or marketing decisions are bound to take into account  the technological variables appropriate to the situation.  Howeer, any  manager  worth  his  salt  knows  that  technolgical alternatives.  Even short-run production or marketing decisions are bound to take into  account the technological variables appropriate to the situation.  However, any manager worth his salt knows that technological compulsions alone cannot provide a basis for taking major business decisions.  Here again, therefore, an interplay of technological and economic considarations takes place before the manager arrives at a final decision.

Environmental pressures operating on the enterprise have a bearing on managerial decisions even when they are primarily economic in nature.  Economi rationality might suggest a strong cas for a price rise, and yeat the decision may be to  refrain from raising the price rise, and yet the decision may be to refrain from raising the price for fear that political and social hostility may hurt the enterprise.  One could perhaps argue that the manager is sacrificing short-term gains for the sake of long-term survival.  Closing down a losing product line or division may appear economically sound, and yet community pressure and potential poliical interference may make the manager adopt a different approach.

As a matter of fact, the force of environmental  considerations is growing stronger day by day for two reasons.  Firstly, public awareness of the impact of firm-level  dcisions on society is growing.  Political parties, consumer groups, trade union movements and community organizations are increasingly concerned about the nature andconsequences of these decisions and will constantly push forward their  points of view which may conflict  with the purely economic view point of the enterprise.  Secondly, the soundness of entrepreneurs’ decisions are being increasingly chanllenged on  the ground  that  they do not take into account the social costs involved.  It may be economically sound and profitable for a manager to ignore the costs of the pollution and congestion caused by his manufacturing  activities and the public consequences thereof.  However, they lead to considerable social  costs which the state cannot ignore.  As a result,  state intervention increases and forces enterprise managers to take into account these “ extraneous” matters into their decision making.

The complex and constant interaction among economic considerations, human and behavioural factors, technological compulsions and environmental forces are part of the reality that every student of managerial economics should bear in mind . ‘ However, in this book, we do not intend to go deeper into the intricacies of this interplay of forces or into the question of how to arrive at final decisions after taking  into the question of how to arrive at final decisions after taking into account these important variables simultaneously.  Whether  these  factors are relevant or not in a given situation, economics still has  dominant role to play in mangerial decision-making.  Even when an allowance has to be made for non-economic considerations, it is useful for the manager to assess its impact on the firm’s operations in economic and financial terms.  Since the majoriy of enterprises  are commercial in nature and cannot survive without earning an adequate return on investment, it is fair to conclude that the study of managerial economics will continue to be a productive endeavour for both potential as well as practising managers.

CHANGE IN DEMAND, SUPPLY  CONSTANT

If demand (D) increases, supply(S) being held constant, quilibrium price increases and so does quanitity bought and sold.  Quite the opposite holds good in the event of a decrease in demand, supply remaing the same.  These situaions are explained in Figure 6.2 below.

In Figure A, increase in demand from D1 to D2is shown to lead to an increase in price from P1 to P2 and an increase in quantity from Q1 to Q2.  The Figure 6.2B, shows exactly the reverse case.

CHANGE IN SUPPLY, DEMAND CONSTANT

Increase in supply, ceteris paribus, leads to a decrease in price and increae in quantity and vice versa.  This is illustrated in Figure 6.3 below:

Figure A shows that an inrease in supply from S1 to S2, ceteris paribus, causes prices to fall from P1 to P2 and quantiy to increase from Q1 to Q2.  Figure 6.3 Bshows just the reverse.

CHANGE IN DEMAND AND SUPPLY – UNI-DIRECTIONAL

The effect of an uni-directional change in both demand and supply is ambiguous on price but a clear positive on quantity.  This is expalined by Figure 6.4 below:

Figure   Effects of a uni-directional change in demand and supply on price and quantity.

Figure  shows the effect of an increase in both demand and supply on price and quantity.  If demand increases from D1 to D2  and supply from S1 to S2 , price falls from P1 to P2 and quantity increases from Q1 to Q3.Howeer, if the increase in supply remains the same while ha in demand becomes from D1 to 3, price remain unaltered at P1 though quantity increases from Q1 to Q3.  In still another situation where demand increases from D1 to D4, increase in supply remaining th same, price goes up from P1 to P4 and quantity increases from Q1 to Q4.  Thus, it is clar that the effect of an increase in both demand and supply is ambiguous on price but a clear positive on quantity traded in the market.  Figure 6.4 B shows just the reverse situation.

CHANGE IN DEMAND AND SUPPLY – OPPOSITE DIRECTION
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In contrast to the effect of an uni-directional change in demand and supply on price and quantity,  the effect of an opposite directional change in these is unambiguous on price and ambiguous on quantity.  This is illustrated in Figure 6.5 below:
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It is clear from figure  A that an increase in demand and a simultaneous decrese in supply invariably leads to an increase in price but its effect on quantity depends on the relative changes in the two variables.  If the increase in demand is relatively more than the decrease in supply, quantity sold and bought would increase, and vice versa. Figure 6.5 shows just the reverse of Figure A.

The ones explained above are the normal shapes of demand and supply schedules or curves.  However, their actual shapes depend on the structure of the product and factors’ markets.  Further, the shape  of the supply function is influenced by the objectives also have bearings on price.
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