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THE NATURE AND SCOPE OF MANAGERIAL ECONOMICS 
 
INTRODUCTION 
 
Effective decision making at the firm level calls for a careful analysis of and choice between alternative 
courses of action. Economic theory offers a variety of concepts and analytical tools which can be of 
considerable assistance to the manager in his decision making process. This is not to say that 
economics has all the answers. In fact, actual problem solving may require the use of many skills and 
tools which are not available in the traditional economist’s kit. For instance, a knowledge of 
accounting and of statistical concepts and methods which are not always taught in economics courses 
can help the analyst or decision maker to more effectively apply the economic tools in a concrete 
situation. The problems of industrial management do not fall neatly into one academic discipline or 
another. Rather they tend to cut across different disciplines. A potential manager or industrial 
economist, however, must not only have the conceptual knowledge but also develop the relevant skills 
to use the knowledge in the context of the firm.  
 
The economic tools of analysis have of late gained a wide application to the process of business 
decision-making, possibly, because modern business problems are so complex that decision maker’s 
personal experience, intuition, insight, foresight, and judgment alone are no longer adequate to 
provide an appropriate solution to complex business problems, but also helps in arriving at an 
optimum solution to the problem. It has therefore become essential for the decision makers and for 
those who are associated with decision-making to possess at least a working knowledge of the 
relevant economic tools of analysis. 
 
Managerial economics refers to those aspects of economics and its tools of analysis most relevant to 
the firm’s decision making process. By definition, therefore, its scope does not extend to 
macroeconomic theory and the economics of public policy an understanding of which is also essential 
for the manager. There is an important link between the two in so far as decisions at the firm level 
must take into account the trends in the economy and the impact of a host of environmental factors. 
 
The emergence of managerial economics as a separate course of management studies can be 
attributed to at least three factors: 
 

a) Growing complexity of business decision-making process due to chaning market conditions and 
business environment 

b) Consequent upon, the increasing use of economic logic, concepts theories, and tools of 
economic analysis in the process of business decision-making, and 

c) Rapid increase in demand for professionally trained managerial manpower. 
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WHAT IS ECONOMICS? 
 
The origin of the term ‘economics’ lies in the Greek words oikon and nomos, which means ‘laws of 
household’. To understand its relevance to managerial decision making, a deeper understanding of its 
meaning is imperative (important/ crucial/vital) . 
 
According to Alfred Marshall economics is the study of mankind in the ordinary business of life. Lionel 
Robbins says economics is a social science concerned with allocation of scarce resources among 
competing ends. 
 
In its modern meaning, economics renders help in various matters of decision-making like: 

a) Production decision – What to produce, how much of good to produce and how to produce a 
given quality of a specific good? 

b) Exchange decisions – What price to charge for a particular good and to whom to sell? 
c) Consumption decision – What to consume and how much to consume? 

Ragnar Frisch has classified economics into two broad categories: Micro - economics and Macro-
economics. Once again the term ‘mirco’ and ‘ macro’ have been derived from the Greek words 
‘Mikros’ and ‘Makros’, which means ‘small’ and ‘large’ respectively. 
 
Micro-economics deals with the behaviour of individual economic units. These units include 
consumers, workers, investors, owners of land, business firms – in fact, any individual or entity that 
plays a role in the functioning of our economy. Micro economics explains how and why these units 
make economic decision. For example, it explains how consumers make purchasing decisions and how 
their choices are affected by changing prices and incomes. It also explains how firms decide how many 
workers to hire and how workers decide where to work and how much work to do. 
 
In contract, Macro-economics is concerned with the behaviour of aggregates, for example, national  
income, agricultural output, industrial output, general price index, total employment, unemployment, 
balance of trade, growth rate of an economy, etc. 
 
Much of micro-economics is about limits - the limited incomes that consumers can spend on goods 
and services, the limited budgets and technical know-how that firms can use to produce things, and 
the limited number of hours in a week that workers can allocate to labor or leisure. But micro-
economics is also about ways to make the most of these limits. More precisely, it is about the 
allocation of scarce resources. For example, micro-economics explains how consumer can best allocate 
their limited incomes to the various goods and services available for purchase. It explains how workers 
can best allocate their time to labour instead of leisure, or to one job instead of another. It explains 
how firms can best allocate limited financial resources to hiring additional workers versus buying new 
machinery, and to producing one set of products versus another.  
 
WHAT IS MANAGERIAL ECONOMICS? 
 
Managerial Economics (M.E) is considered to be applied micro-economics. That is, it is concerned with 
the applications of micro-economic principles to decision making by firms. 
 
M.E is economics applied in decision making. It is a special branch of economics bridging the gap 
between abstract theory and managerial practice. Its stress is on the use of tools of economic analysis 
in clarifying problems, in organizing and evaluating information, and in comparing alternative courses 
of action. While M.E is sometimes known as business economics, it encompasses methods and a point 
of view applicable both in business and in other institutions faced with optimization in decision 
making. 
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Economics is sometimes defined as the study of the allocation of scarce social resources among 
unlimited ends. It follows that managerial economics is the study of the allocation of the resources 
available to a firm or other unit of management among the activities of that unit. Such a definition 
implies that managerial economics is concerned with choice- with the selection among alternatives.   
 
DEFINITIONS OF MANAGERIAL ECONOMICS 
 
Managerial economics is the study of economic theories, logic and tools of economic analysis that are 
used in the process of business decision making. Economic theories and techniques of economic 
analysis are applied to analyse business problems, evaluate business options and opportunities with a 
view to arriving at an appropriate business decision.          - D N DWIVEDI 
“Managerial economics is concerned with the application of economic concepts and economics to the 
problems of formulating rational decision making”               - Mansfield  
 
“Managerial economics applies the principles and methods of economics to analyse problems faced by 
management of business or other types of organizations and to help find solutions that advance the 
best interests of such organizations.                 – Davis and 
Chang 
 
“Managerial economics …is the integration of economic theory with business practice for the purpose 
of facilitating decision making and forward planning by management”              – Spencer and 
Seigelman 
 
FUNDAMENTAL ECONOMIC CONCEPTS  
 
Opportunity Cost Principle 
 
The concept of opportunity cost is attributed to the alternative uses of scare resources. As noted 
earlier, resources, both natural and man made are scarce in relation to their demand to satisfy the 
ever growing human needs and the resources have alternative uses. The scarcity and the alternative 
uses of the recourses give rise to the concept of opportunity cost. Resources available to a business 
unit, be it an individual firm, a joint stock corporation or a multinational, are limited. But the limited 
resources available to a firm can be put to alternative uses.   
 
The opportunity cost principle argues that a decision to accept an employment for any factor of  
production is good (profitable) if the total reward for the factor in that occupation is greater or at least 
no less than  the factor’s opportunity cost; the opportunity cost being the loss of the reward in the 
next best use of that resource. It should be noted here that the “reward “includes both monetary as 
well as non-monetary and the true opportunity cost of a factor may not be exactly known but may be 
possible to impute (attribute). 
 
For example, suppose a firm has Rs.100 million at its disposal and there are only three alternative 
uses. i) to expand the size of the firm 
ii) to set up a new production unit in another locality, and 
iii) to buy shares in another firm 
 
Suppose also that the expected annual return fro the three alterative uses of finance are given as 
follows: 
 
Alternative 1 = Expansion of the size of the firm  Rs.20 million 
Alternative 2 = Setting up a new production unit  Rs.18 million 
Alternative 3 = Buying shares in another firm  Rs.16 million 
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All other things being the same, the rational decision-making would suggest invest the money in 
Alternative 1. This implies that the manager would have to sacrifice the annual return of Rs.18 million 
expected from Alterative 2. in economic jargon (terminology or language), Rs.18 million is called an 
annual opportunity cost of an annual income of Rs.20 million.  
 
Thus, the opportunity cost of availing an opportunity is the expected income forgone from the second 
best opportunity of using the resources. In our example, the opportunity of Rs.20 million per annum is 
Rs. 18 million per annum. 
 
The difference between actual earning and its opportunity cost is called economic gain or economic 
profit. The concept of opportunity cost assumes a great significance where economic gain is neither 
insignificant nor very large because then it requires a careful evaluation of the two options. 
 
Discounting and Compounding Principle 

 
The discounting and compounding principle (DCP) states that when a  decision involves money 
receipts or payments over a period of time ,all the money transactions must be valued at a common 
period to be meaningful for decision analysis. This is because money has time value for three reasons: 
earning power, changing prices, and uncertainty. Money has earning power, for it can earn atleast an 
interest rate even if it is deposited in a bank. On this count, a rupee to-day is worth more than a rupee 
at a future date. Money has a derived demand, in the sense that it is wanted not for its own sake but 
for its purchasing power, which depends inversely on the price level. Thus, during inflation, a rupee 
today is worth more than a rupee at a future date. Similarly, today’s money is certain but a promise to 
give it tomorrow is uncertain, for the promise may not be honoured either because the payee has no 
money or because he is dishonest. This point could be driven home more forcefully through the 
proverb, “a bird in hand is worth two in the bush” 
Suppose you are offered a choice between a gift of $100 today or $100 next year. Naturally you will 
select the $100 today. This is true, as has been stated, even if there is certainty about the receipt of 
either gift, since today’s $100 can be invested and can accumulate interest during the year. Let us 
suppose that you can earn 5 percent interest on any money you have at your disposal. By the end of 
the ear it will accumulate interest to become a total of $105. 
 
There is another way of putting the matter that brings out the discounting principle more forcefully. 
We might as how much money today would be equivalent to $100 a year from now. Again assume a 
rate of interest of 5 percent. We must discount the $100 at 5 percent, which means that we divide it 
by 1.05. Thus 
 
Where    V = Present value;  i = the rate of interest 
 
As a cross check for those who are unfamiliar with the discounting principle, we can multiply the 
$95.24 by 1.05 to determine how much money will have accumulated during the year at 5 percent. 
The answer is $ 100 ( $95.24 x 1.05 = $100) 
  
Incremental Principle 
 
The use of incremental concept in business decision is called incremental reasoning. Incremental 
reasoning is easier to describe in general than it is to apply in practice. It involves estimating the 
impact of decision alternatives on costs and revenues, stressing the changes in prices, products, 
procedures, investments, or whatever may be at stake in the decision. The two basic concepts in this 
analysis are incremental cost and incremental revenue. Incremental cost may be defined as the change 
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in total cost resulting from a decision. Incremental revenue is the change in total revenue resulting 
from a decision. A decision is obviously a profitable if 

i) It increases revenue more than costs 
ii) It decreases some costs more than it increases other 
iii) It increases some revenues more the it decreases other 
iv) It reduces costs more than revenue 

 
Incremental reasoning is used in accepting or rejecting a business proposition or option.  For instance, 
suppose that a firm is considering whether or not to install a new plant. The firm estimates an 
incremental cost of installing a new plant at Rs.15 million and incremental revenue of Rs.18 million. 
The incremental revenue exceeds the incremental cost by Rs.3 million which means a 20 per cent 
return on investment in the new plant. The firm will accept the proposition of installing a new plant, 
provided there is no better business proposition available to the firm. 
 
However, is the firm finds that it will be required to spend an additional amount of Rs.1.5 million on 
advertisement to sell the output from the new plant, it may reject the proposition to install a new 
plant for in that case its rate of return would fall to 10 per cent. The firm may find it advisable to put 
its money in ICICI or IDBI bonds at 12.5 percent annual return 
 
Marginal Principle 

 
The term ‘Marginal’ refers to the change (increase or decrease)  in the total of any quantity due to a 
one-unit change in its determinant, For instance, the total cost of production of a commodity depends 
on the number of units produced. In this case, marginal cost (MC) can be defined as the total change in 
total cost as a result of producing one unit less of a commodity. 
 
For example, If a one unit increase in output results in an increase in cost from $100 to $150 and an 
increase in revenue from $200 to $215, the marginal cost is $10 and the marginal revenue is $15.  
  
The decision rule under the marginal principle is that a business activity must be carried out so long as 
its MR > MC. IN fact, economists use the marginality principle to set a necessary condition for profit 
maximization. The necessary condition for profit maximization is that MC must be equal to MR. That 
is, profit is maximum where MR =  MC. 
 
Equi-marginal Principle 
 
The equi-marginal principle states that a rational decision – maker would allocate or hire his resources 
in such a way that the ratio of marginal returns and marginal costs of various uses of a given resource 
or of various resources in a given use is the  same. For example, a consumer seeking maximum utility 
(satisfaction) from his consumption basket, will allocate his consumption budget on various goods and 
services. 
 
The equi-marginal principle was originally associated with consumption theory and the law is called 
“the law of equi-marginal utility”. The law of equi-marginal utility stats that a utility maximizing 
consumer distributes his consumption expenditure between various goods and services on he 
consumes in such a way that the marginal utility derived from each unit of expenditure on various 
goods and service is the same.  
 
The law of equi-marginal principle was over time applied to the allocation of resources between their 
alternative uses with a view to maximizing profit in case a firm carries out more than one business 
activity. The principle suggests that available resources (inputs) should be so allocated between the 
alternative options that the marginal productivity gains from the various activities are equalized. 
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Time Perspective Principle 
 
All business decisions are taken with a certain time perspective. The time perspective refers to the 
duration of time period extending from the relevant past and foreseeable future taken in view while 
taking a business decision. Relevant past refers to the period of past experience and trends which are 
relevant for business decisions with long-run implications. All business decisions do not have the same 
time perspective. Some business decisions have short-run repercussions (impact or effect or 
consequence), and therefore, involve short run time perspective.  
 
The time perspective principle argues that the decision –maker must give due consideration both to 
the short-and-long–run consequences of his decision, giving appropriate weights to the various time 
periods, before arriving at a decision. For instance, we do come across many new products which are 
sold below cost or on relatively small margins in the beginning with the hope of commanding a good 
market and thereby making profits in the long – run. Nirma soap powder and Rin soap cakes perhaps 
fall in this category. If the managers did not have time perspective in their mind, they would never 
have resorted to such practices, called “price penetration”. 
 
ECONOMICS OF RISK – UNCERTAINTY 
 
Uncertainty is a term used in subtly different ways in a number of fields, including philosophy, 
statistics, economics, finance, insurance, psychology, sociology, engineering, and information science. 
It applies to predictions of future events, to physical measurements already made, or to the unknown. 
 
In his seminal work Risk, Uncertainty, and Profit[1] University of Chicago economist Frank Knight (1921) 
established the important distinction between risk and uncertainty: 
 
"Uncertainty must be taken in a sense radically distinct from the familiar notion of risk, from which it 
has never been properly separated.... The essential fact is that 'risk' means in some cases a quantity 
susceptible of measurement, while at other times it is something distinctly not of this character; and 
there are far-reaching and crucial differences in the bearings of the phenomena depending on which of 
the two is really present and operating.... It will appear that a measurable uncertainty, or 'risk' proper, 
as we shall use the term, is so far different from an unmeasurable one that it is not in effect an 
uncertainty at all.” 
 
Although the terms are used in various ways among the general public, many specialists in decision 
theory, statistics and other quantitative fields have defined uncertainty and risk more specifically. 
Doug Hubbard defines uncertainty and risk as: 
 

1. Uncertainty: The lack of certainty, A state of having limited knowledge where it is impossible to 
exactly describe existing state or future outcome, more than one possible outcome. 

2. Measurement of Uncertainty: A set of possible states or outcomes where probabilities are 
assigned to each possible state or outcome - this also includes the application of a probability 
density function to continuous variables 

3. Risk: A state of uncertainty where some possible outcomes have an undesired effect or 
significant loss. 

4. Measurement of Risk: A set of measured uncertainties where some possible outcomes are 
losses, and the magnitudes of those losses - this also includes loss functions over continuous 
variables. 

 
There are other different taxonomy of uncertainties and decisions that include a more broad sense of 
uncertainty and how it should be approached from an ethics perspective 

http://en.wikipedia.org/wiki/Philosophy
http://en.wikipedia.org/wiki/Statistics
http://en.wikipedia.org/wiki/Economics
http://en.wikipedia.org/wiki/Finance
http://en.wikipedia.org/wiki/Insurance
http://en.wikipedia.org/wiki/Psychology
http://en.wikipedia.org/wiki/Sociology
http://en.wikipedia.org/wiki/Engineering
http://en.wikipedia.org/wiki/Information_science
http://en.wikipedia.org/wiki/Measurements
http://en.wikipedia.org/w/index.php?title=Uncertainty&printable=yes#cite_note-0#cite_note-0
http://en.wikipedia.org/wiki/University_of_Chicago
http://en.wikipedia.org/wiki/Frank_Knight
http://en.wikipedia.org/wiki/Risk
http://en.wikipedia.org/wiki/Decision_theory
http://en.wikipedia.org/wiki/Decision_theory
http://en.wikipedia.org/wiki/Statistics
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For example, if you do not know whether it will rain tomorrow, then you have a state of uncertainty. If 
you apply probabilities to the possible outcomes using weather forecasts you have quantified the 
uncertainty. Suppose you quantify your uncertainty as a 90% chance of sunshine. If you are planning a 
major, costly, outdoor event for tomorrow then you have risk since there is a 10% chance of rain and 
rain would be undesirable. Furthermore, if this is a business event and you would lose $100,000 if it 
rains, then you have quantified the risk (a 10% chance of losing $100,000). These situations can be 
made even more realistic by quantifying light rain vs. heavy rain, the cost of delays vs. outright 
cancellation, etc. 
 
Some may represent the risk in this example as the "Expected Opportunity Loss" (EOL) or the chance 
of the loss multiplied by the amount of the loss (10% x $100,000 = $10,000). That is useful if the 
organizer of the event is "risk neutral" which most people are not. Most would be willing to pay a 
premium to avoid the loss. An insurance company, for example, would compute an EOL as a minimum 
for any insurance coverage, then add on to that other operating costs and profit. Since many people 
are willing to buy insurance for many reasons, then clearly the EOL alone is not the perceived value of 
avoiding the risk. 
 
Quantitative uses of the terms uncertainty and risk are fairly consistent from fields such as probability 
theory, actuarial science, and information theory. Some also create new terms without substantially 
changing the definitions of uncertainty or risk. For example, surprise is a variation on uncertainty 
sometimes uses in information theory. But outside of the more mathematical uses of the term, usage 
may vary widely. In cognitive psychology, uncertainty can be real, or just a matter of perception, such 
as expectations, threats, etc 
 
Asymmetric Information 
 
A situation in which one party in a transaction has more or superior information compared to another. 
This often happens in transactions where the seller knows more than the buyer, although the reverse 
can happen as well. Potentially, this could be a harmful situation because one party can take 
advantage of the other party’s lack of knowledge. 
 
With increased advancements in technology, asymmetric information has been on the decline as a 
result of more and more people being able to easily access all types of information.  
 
Information Asymmetry can lead to two main problems: 
1. Adverse selection- immoral behavior that takes advantage of asymmetric information before a 
transaction. For example, a person who is not in optimal health may be more inclined to purchase life 
insurance than someone who feels fine. 
 
2. Moral Hazard- immoral behavior that takes advantage of asymmetric information after a 
transaction. For example, if someone has fire insurance they may be more likely to commit arson to 
reap the benefits of the insurance. 
 
In 2001, the Bank of Sweden Prize in Economic Sciences in Memory of Alfred Nobel was awarded to 
George Akerlof, Michael Spence, and Joseph E. Stiglitz "for their analyses of markets with asymmetric 
information 
 
Asymmetric information can be defined as information that is known to some people but not to other 
people.  
 

http://en.wikipedia.org/wiki/Insurance
http://en.wikipedia.org/wiki/Probability_theory
http://en.wikipedia.org/wiki/Probability_theory
http://en.wikipedia.org/wiki/Actuarial_science
http://en.wikipedia.org/wiki/Information_theory
http://en.wikipedia.org/wiki/Surprisal
http://en.wikipedia.org/wiki/Information_theory
http://en.wikipedia.org/wiki/Cognitive_psychology
http://en.wikipedia.org/wiki/Expectation
http://en.wikipedia.org/wiki/Bank_of_Sweden_Prize_in_Economic_Sciences_in_Memory_of_Alfred_Nobel
http://en.wikipedia.org/wiki/George_Akerlof
http://en.wikipedia.org/wiki/Michael_Spence
http://en.wikipedia.org/wiki/Joseph_E._Stiglitz
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Information asymmetries can precipitate a difference in the cost of internal and external finance, i.e. 
making internal net worth more valuable, holding constant investment opportunities (this is a ‘lemon 
market’ problem in valuation).  
 
The classical argument is that some sellers with inside information about the quality of an asset will be 
unwilling to accept the terms offered by a less informed buyer. This may cause the market to break 
down, or at least force the sale of an asset at a price lower than it would command if all buyers and 
sellers had full information. This idea has been applied to both equity and debt finance. 
 
For equity finance, shareholders demand a premium to purchase shares of relatively good firms to 
offset the losses arising from funding lemons. This premium raises the cost of new equity finance 
faced by managers of relatively high-quality firms above the opportunity cost of internal finance faced 
by existing shareholders. 
 
In debt market, a borrower who takes out a loan usually has better information about the potential 
returns and risk associated with the investment projects for which the funds are earmarked. The 
lender on the other side does not have sufficient information concerning the borrower. Lack of enough 
information creates problems before and after the transaction is entered into. The presence of 
asymmetric information normally leads to adverse selection and moral hazards problems. 
Information Asymmetry causes two issues worth to discuss. 
 
Adverse Selection  
 
This refers to a situation in which sellers have relevant information that buyers lack (or vice versa) 
about some aspect of product quality. This is the problem created by asymmetric information before 
the transaction occurs. It occurs when the potential borrowers who are the most likely to produce an 
undesirable (adverse) outcome, the bad credit risks, are the ones who most actively seek out a loan 
and are thus most likely to be selected.  
 
In the simplest case, lenders cannot price discriminate (i.e. vary interest rates) between good and bad 
borrowers in loan contracts, because the riskiness of projects is unobservable. Thus, when interest 
rates increase, relatively good borrowers drop out of the market, increasing the probability of default 
and possibly decreasing lenders’ expected profits. In equilibrium, lenders may set an interest rate that 
leaves an excess demand for loans. Some borrowers receive loans, while other observationally 
equivalent borrowers are rationed. 
 
Moral Hazard  
 
Moral hazard is the consequence of asymmetric information after the transaction occurs. The lender 
runs the risk that the borrower will engage in activities that are undesirable from the lender’s point of 
view because they make it less likely that the loan will be paid back. The debt contract is a contractual 
agreement by the borrower to pay the lender a fixed amount of money at periodic intervals. When the 
firm has high profits, the lender receives the contractual payments and does not need to know the 
exact profits of the borrower. If the managers are pursuing activities that do not increase profitability 
of the firm, the lender does not care as long as the activities do not interfere with the ability of the 
firm to make its debt payments on time. Only when the firm cannot meet its debt payments, thereby 
being in a state of default, is there a need for the lender to verify the state of the firm’s profits.  
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Market Signaling 
 
Michael Spence originally proposed the idea of signaling. He proposed that in a situation with 
information asymmetry, it is possible for people to signal their type, thus believably transferring 
information to the other party and resolving the asymmetry. 
 
This idea was originally studied in the context of looking for a job. An employer is interested in hiring a 
new employee who is skilled in learning. Of course, all prospective employees will claim to be skilled at 
learning, but only they know if they really are. This is an information asymmetry. 
 
Spence proposes, for example, that going to college can function as a credible signal of an ability to 
learn. Assuming that people who are skilled in learning can finish college more easily than people who 
are unskilled, then by attending college the skilled people signal their skill to prospective employers. 
No matter how much or how little they may have learned in college, it functions as a signal because 
their action of going to college is easier for people who possess the saving that they signal by having 
attended it (a capacity for learning). 
 
Screening 
 
Joseph E. Stiglitz pioneered the theory of screening. In this way the under informed party can induce 
the other party to reveal their information. They can provide a menu of choices in such a way that the 
choice depends on the private information of the other party. 
 
Examples of situations where the seller usually has better information than the buyer are numerous 
but include used-car salespeople, mortgage brokers and loan originators, stockbrokers, real estate 
agents, and life insurance transactions. 
 
Examples of situations where the buyer usually has better information than the seller include estate 
sales as specified in a last will and testament, sales of old art pieces without prior professional 
assessment of their value, or health insurance consumers of various risk levels. This situation was first 
described by Kenneth J. Arrow in an article on health care in 1963. 
 
George Akerlof used the term asymmetric information later, in his 1970 work The Market for Lemons. 
He also noticed that, in such a market, the average value of the commodity tends to go down, even for 
those of perfectly good quality. Because of information asymmetry, unscrupulous sellers can "spoof" 
items (like software or computer games) and defraud the buyer. As a result, many people not willing 
to risk getting ripped off will avoid certain types of purchases, or will not spend as much for a given 
item. It is even possible for the market to decay to the point of nonexistence. 
 
Although information asymmetry has recently been noted to be on the decline thanks to the Internet, 
which allows ignorant users to acquire hitherto unavailable information such as the costs of competing 
insurance policies, used cars, etc. It is still heavily applied to human resource and personnel economics 
regarding incentive schemes when the employer cannot continually observe worker effort. 
 
OPTIMIZATION  
 
An optimization technique of finding the value of the independent variable(s) that maximizes the value 
of the depended variable. For example, some firms may be interested in finding the level of output 
that maximizes their total revenue; some firms facing a constant price may want to find the level of 
output that would minimize the average cost; and most important of all, most firms may be interested 
in finding the level of output that maximizes their profits.  
 

http://en.wikipedia.org/wiki/Michael_Spence
http://en.wikipedia.org/wiki/Joseph_E._Stiglitz
http://en.wikipedia.org/wiki/Used-car_salespeople
http://en.wikipedia.org/wiki/Mortgage_loan
http://en.wikipedia.org/wiki/Stockbroker
http://en.wikipedia.org/wiki/Real_estate_agent
http://en.wikipedia.org/wiki/Real_estate_agent
http://en.wikipedia.org/wiki/Life_insurance
http://en.wikipedia.org/wiki/Estate_sale
http://en.wikipedia.org/wiki/Estate_sale
http://en.wikipedia.org/wiki/Last_will_and_testament
http://en.wikipedia.org/wiki/Art
http://en.wikipedia.org/wiki/Assessor
http://en.wikipedia.org/wiki/Health_insurance
http://en.wikipedia.org/wiki/Kenneth_J._Arrow
http://en.wikipedia.org/wiki/George_Akerlof
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http://en.wikipedia.org/wiki/Commodity
http://en.wikipedia.org/wiki/Quality
http://en.wikipedia.org/wiki/Forgery
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Technique of maximizing total revenue 
 
The total revenue (TR) of a firm is defined as TR = P.Q          ….(1) 
 
Where  P = Price and Q = Quantity sold. 
 Suppose a price function is given as P = 500 – 5Q          …(2) 
 
By substituting Eq. (4.2) into Eq. (4.1), we get TR as follows. 

TR = (500 – 5Q)Q 
   = 500Q – 5Q2                                …(3) 

 
Now the problem is to find the value of Q that maximizes total revenue. 
 
The Rule of Total Revenue Maximization 
 
The rule of maximization of total sales revenue is that, the total revenue is maximum at the level of 
sales (Q) at which MR = 0, that is, the marginal revenue (MR), i.e. the revenue from the sale of the 
marginal unit of the product, must be equal to zero. MR is given by the first derivative of the TR 
function. So, to find the value Q that maximizes TR, we need to find the TR function (3) with respect to 
Q; set it equal to zero and solve it for Q, as shown below. Given the TR function in Eq. (3), the first 
derivative of the TR function can be obtained as follows. 
                            …(4) 
 
By setting Eq. (4) equal to zero and solving for Q, we get 

 
500 – 10Q = 0 
       – 10Q = –500 
              Q = 50                                                                              …(5) 

Eq. (5) shows that Q = 50 maximizes the total revenue. 
 
The maximum TR can be obtained by substituting 50 for Q in the TR function (3). Thus, 
 

TR = 500 (50) – 5 (50)2 
   = 25,000 – 12,500 

                                                                       = 12,500 
Les us now check the result. Whether TR = Rs.12,500 is maximum can be checked by increasing and 
decreasing Q by one unit and then comparing TR at Q = 51 and at Q = 49 with R at Q = 50. 
 
TR (at Q = 51) = 500(51) – 5 (51)2 
   = 25,500 – 13,005 
                         = 12,495 
TR (at Q = 51) = 24,500 – 12,005 
                         = 12,495 
 
The calculations made above show that if sales are increased above 50 units or reduced below 5 units, 
TR decreases in both the cases. Thus, it is proved that Q = 50 maximizes TR. 
 
Technique of Optimizing output: Minimizing Average Cost 
 
The optimum size of the firm is one that minimizes the average cost of production. It is also called the 
most efficient size of firm. A prior knowledge of the optimum size of the firm is very important for 
future planning under at least three conditions. 
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i) A businessman planning to set up a new production unit would like to know the optimum size of 
the plant for future planning. This problem arises because, as the theory of production tells us, the 
average cost of production in most productive activities decreases to a certain level of output and then 
begins to increase. 
 

ii) The firms planning to expand their scale of production would like to know the most efficient level of 
the economies of scale so that they are able to plan the marketing of product accordingly. 
 

iii) Businessmen working in a competitive market are often faces with a given market price. Their profit 
then depends of their ability to reduce their unit cost of production. Given the technology and input 
prices, the prospect of reducing the unit cost of production depends invariably on the size or 
production. The problem that decision makers might face in this regard is how to find the optimum 
level of output, i.e., the level of output that minimizes the average cost of production. 
 
NEW TOOLS FOR OPTIMIZATION 
 

BENCH MARKING 
 

Bench Marking (B.M) helps understand the business its process and performance and identifies gaps 
between Best Practices (B.P) and the current operation environment. In doing, B.M focuses an 
understanding how the B.P companies superior performance as well as understanding their objectives. 
 

It has been variously defined. Mac Neil (1994) suggests bench marking to be a method for continuous 
improvement that involves an ongoing and systematic evaluation and incorporation of external 
products, services and processes recognized as representing best practice”. 
 

The key terms in the definition are 
 

 Method – performance enhancement tools – TQM or competitive analysis 

 Continuous improvement – is vital component for permitting flexibility for rapid response to 
opportunity. 

 Systematic – successful implementation occurs when a formal approach is adopted.  

 Evaluation – it is its principle. Measuring and understanding of company’s performance, 
identifying, measuring and understanding external best practice. 

 

The definition of bench marking is extended by miller et at (1992) who suggests strategic bench 
marking provides strategic data and information that can be compared to similar information from 
other global manufacturing companies. 
 

The 4 types of bench marking are 
  

 Product benchmarking  

 Functional or process benchmarking 

 Best practices benchmarking 

 Strategic benchmarking 
 

1. By using the product as directed a designer may be able to declare how a competitor thinks 
about design trade offs or learn a new way to satisfy a customer’s need from a new 
competitive product. 

2. Emphases on comparison of a functional process such as order entry assembly, set-up activities 
and so on. 

3. Unless the strategic direction of the targeted benchmarking company is understood it is 
unlikely the exercise will prove to be successful. 

 

TOTAL QUALITY MANAGEMENT     
 

Quality is a word from which few managers can hope to escape for long these days. That's not quality 
meaning 'goodness, beauty, luxury, brightness or excellence' (to quote guru Philip Crosby), nor even 
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meaning a product free from fault. Fault-free products result from true quality, though: paying 
unceasing attention to the continuous, measured improvement of all processes - those of service as 
much as manufacture - and responding fully to feedback from those being served. 
Total Quality Management (TQM) is a management strategy aimed at embedding awareness of 
quality in all organizational processes. TQM has been widely used in manufacturing, education, 
government, and service industries, as well as NASA space and science programs. 
 
Total Quality provides an umbrella under which everyone in the organization can strive and create 
customer satisfaction. TQ is a people focused management system that aims at continual increase in 
customer satisfaction at continually lower real costs. 
 
Definition 
 
TQM is composed of three paradigm 

 Total: Organization wide 

 Quality: With its usual Definitions, with all its complexities 

 Management: The system of managing with steps like Plan, Organize, Control, Lead, Staff, etc. 
 
As defined by the International Organization for Standardization (ISO) 
 
"TQM is a management approach for an organization, centered on quality, based on the participation 
of all its members and aiming at long-term success through customer satisfaction, and benefits to all 
members of the organization and to society.” 
 
In Japan, TQM comprises four process steps, namely 
 

1. Kaizen – Focuses on Continuous Process Improvement, to make processes visible, repeatable 
and measurable 

2. Atarimae Hinshitsu – The idea that things will work as they are supposed to (e.g. a pen will 
write.) 

3. Kansei – Examining the way the user applies the product leads to improvement in the product 
itself. 

4. Miryokuteki Hinshitsu – The idea that things should have an aesthetic quality (e.g. a pen will 
write in a way that is pleasing to the writer. 

 
TQM requires that the company maintain this quality standard in all aspects of its business. This 
requires ensuring that things are done right the first time and that defects and waste are eliminated 
from operations. 
 
Origins 
 
"Total Quality Control" was the key concept of Armand Feigenbaum's 1951 book, Quality Control: 
Principles, Practice, and Administration, a book that was subsequently released in 1961 under the title, 
Total Quality Control (ISBN 0-07-020353-9). Joseph Juran, Philip B. Crosby, and Kaoru Ishikawa also 
contributed to the body of knowledge now known as TQM. 
 
The American Society for Quality says that the term Total Quality Management was first used by the 
U.S. Naval Air Systems Command "to describe its Japanese-style management approach to quality 
improvement." This is consistent with the story that the United States Navy Personnel Research and 
Development Center began researching the use of statistical process control (SPC); the work of Juran, 
Crosby, and Ishikawa; and the philosophy of W. Edwards Deming to make performance improvements 
in 1984. This approach was first tested at the North Island Naval Aviation Depot. 

http://en.wikipedia.org/wiki/Management
http://en.wikipedia.org/wiki/Awareness
http://en.wikipedia.org/wiki/Quality
http://en.wikipedia.org/wiki/Manufacturing
http://en.wikipedia.org/wiki/Education
http://en.wikipedia.org/wiki/Government
http://en.wikipedia.org/wiki/Service_industry
http://en.wikipedia.org/wiki/NASA
http://en.wikipedia.org/wiki/Quality
http://en.wikipedia.org/wiki/Management
http://en.wikipedia.org/wiki/International_Organization_for_Standardization
http://en.wikipedia.org/wiki/Kaizen
http://en.wikipedia.org/wiki/Atarimae_Hinshitsu
http://en.wikipedia.org/wiki/Kansei_Engineering
http://en.wikipedia.org/wiki/Miryokuteki_Hinshitsu
http://en.wikipedia.org/wiki/Quality_standard
http://en.wikipedia.org/wiki/Armand_Feigenbaum
http://en.wikipedia.org/w/index.php?title=Special:Booksources&isbn=0070203539
http://en.wikipedia.org/wiki/Joseph_Juran
http://en.wikipedia.org/wiki/Philip_B._Crosby
http://en.wikipedia.org/wiki/Kaoru_Ishikawa
http://en.wikipedia.org/wiki/American_Society_for_Quality
http://en.wikipedia.org/wiki/United_States
http://en.wikipedia.org/wiki/Department_of_the_Navy
http://en.wikipedia.org/w/index.php?title=Personnel_Research_and_Development_Center&action=edit
http://en.wikipedia.org/w/index.php?title=Personnel_Research_and_Development_Center&action=edit
http://en.wikipedia.org/wiki/Statistical_process_control
http://en.wikipedia.org/wiki/W._Edwards_Deming
http://en.wikipedia.org/w/index.php?title=North_Island_Naval_Aviation_Depot&action=edit
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In his paper, "The Making of TQM: History and Margins of the Hi(gh)-Story" from 1994, Xu claims that 
"Total Quality Control" is translated incorrectly from Japanese since there is no difference between 
the words "control" and "management" in Japanese. William Golimski refers to Koji Kobayashi, former 
CEO of NEC, being the first to use TQM, which he did during a speech when he got the Deming Prize in 
1974 
 
TQM in manufacturing 
 
Quality assurance through statistical methods is a key component in a manufacturing organization, 
where TQM generally starts by sampling a random selection of the product. The sample can then be 
tested for things that matter most to the end users. The causes of any failures are isolated, secondary 
measures of the production process are designed, and then the causes of the failure are corrected. 
The statistical distributions of important measurements are tracked. When parts' measures drift into a 
defined "error band", the process is fixed. The error band is usually a tighter distribution than the 
"failure band", so that the production process is fixed before failing parts can be produced. 
 
It is important to record not just the measurement ranges, but what failures caused them to be 
chosen. In that way, cheaper fixes can be substituted later (say, when the product is redesigned) with 
no loss of quality. After TQM has been in use, it's very common for parts to be redesigned so that 
critical measurements either cease to exist, or become much wider. 
 
It took people a while to develop tests to find emergent problems. One popular test is a "life test" in 
which the sample product is operated until a part fails. Another popular test is called "shake and 
bake", in which the product is mounted on a vibrator in an environmental oven, and operated at 
progressively more extreme vibration and temperatures until something fails. The failure is then 
isolated and engineers design an improvement. 
 
A commonly-discovered failure is for the product to disintegrate. If fasteners fail, the improvements 
might be to use measured-tension nut-drivers to ensure that screws don't come off, or improved 
adhesives to ensure that parts remain glued. 
 
If a gearbox wears out first, a typical engineering design improvement might be to substitute a 
brushless stepper motor for a DC motor with a gearbox. The improvement is that a stepper motor has 
no brushes or gears to wear out, so it lasts ten or more times as long. The stepper motor is more 
expensive than a DC motor, but cheaper than a DC motor combined with a gearbox. The electronics 
are radically different, but equally expensive. One disadvantage might be that a stepper motor can 
hum or whine, and usually needs noise-isolating mounts. 
 
There are many definitions of total quality management around. Some define total quality 
management in a way different to some others. But in general definition of total quality management 
should contain the following characteristics. 
 
TQM is a customer focused approach 
Aims at satisfying the customer or delighting them 
Provides best quality product at lowest possible price 
It is company wide strategy 
Involves everyone in the organization 
Prevention of defects is the way and the target is zero defects 
Total quality management is methodical 
It makes moves based on information 
It is a continuous process 

http://en.wikipedia.org/wiki/1994
http://en.wikipedia.org/w/index.php?title=William_Golimski&action=edit
http://en.wikipedia.org/w/index.php?title=Koji_Kobayashi&action=edit
http://en.wikipedia.org/wiki/NEC_Corporation
http://en.wikipedia.org/wiki/Deming_Prize
http://en.wikipedia.org/wiki/1974
http://en.wikipedia.org/wiki/Quality_assurance
http://en.wikipedia.org/wiki/Statistical_method
http://en.wikipedia.org/wiki/Sampling_%28statistics%29
http://en.wikipedia.org/wiki/Failure
http://en.wikipedia.org/wiki/Statistical_distribution
http://en.wikipedia.org/wiki/Error
http://en.wikipedia.org/wiki/Vibrator_%28mechanical%29
http://en.wikipedia.org/wiki/Oven
http://en.wikipedia.org/wiki/Gearbox
http://en.wikipedia.org/wiki/Stepper_motor
http://en.wikipedia.org/wiki/DC_motor


 

 

14 

 
“TQM is a process and philosophy of achieving best possible outcomes from the inputs, by using 
them effectively and efficiently in order to deliver best value for the customer, while achieving long 
term objectives of the organization” 
 
Please note I define total quality management (TQM) here only to give you some understanding about 
the subject. If you want more accurate and well known definitions you can refer books written by TQM 
Gurus. It is a well known fact that TQM movements and lean manufacturing had a close relationship. 
In fact in some cases we can not differentiate between lean manufacturing and TQM techniques. 
Understanding Total Quality Management is therefore very important in the attempt of understanding 
lean manufacturing.  

Websites for TQM 

http://www.isixsigma.com/library/content/c021230a.asp 
http://www.managementhelp.org/quality/tqm/tqm.htm 
 

ECONOMETRICS  

Econometrics is derived from several disciplines, including mathematical economics, statistics, 
economic statistics, and economic theory. The goal of econometrics is twofold: to give economic 
theory empirical data and to empirically verify it. It is a study that produces measurements, where 
qualitative data is turned into quantitative mathematical forms. Once this is performed, these 
statements can then be empirically proven, disproven, measured, and compared. 

Despite common assumption, econometrics is not statistics, differing in one important aspect: the 
study of statistics is performed in controlled experiments, whereas econometrics often has to deal 
with data as is. An important tool used in econometrics is regression analysis, which can further be 
divided into time-series analysis, and cross-sectional analysis. Time-series analysis examines and 
measures variables over a certain period of time. Cross-sectional analysis studies the correlation 
between different variables at a point in time. Time-series and cross-sectional analysis can be 
performed simultaneously on the same sample, which is then called panel analysis. 

However, like many statistical methods, econometrics has garnered several criticisms, especially in the 
1970s. Econometrics can produce inaccurate results if, for instance, a relationship between two 
variables is measured linearly when it should be curved. There are several statistical pitfalls that are 
difficult to account for within econometric models, which can lead to forecast failures (as in the Asian 
Crisis of 1997-98).  

Another growing concern that has been raised about econometric models is the purposeful 
misrepresentation of data. Models only show the relationship between two variables and the 
conditions under which they occurred without explaining the reasons why these conditions or 
relationships happen, therefore results can be subject to several interpretations. Public reliance on 
statistics and numbers as legitimate can often be taken advantage of in order to present a viewpoint 
or push an agenda. 

Nevertheless, econometric models are useful in predicting data rather than random guessing. They are 
an invaluable tool within the stock market and budget planning, but as with all presented data, 
consumers need to understand who is presenting that data and for what possible purpose. It must also 
be understood that predictive models forecast trends based only on existing data used to create them, 
usually without ever having to stand the test of time, so to speak. 

http://www.isixsigma.com/library/content/c021230a.asp
http://www.managementhelp.org/quality/tqm/tqm.htm
http://www.qmw.ac.uk/~ugte133/courses/mesomet/mesmtric.htm
http://william-king.www.drexel.edu/top/prin/txt/probs/Ch17ToC.html
http://faculty.washington.edu/karyiu/Asia/
http://faculty.washington.edu/karyiu/Asia/
http://www.crab.rutgers.edu/~goertzel/mythsofmurder.htm
http://www.crab.rutgers.edu/~goertzel/mythsofmurder.htm
http://www.amosweb.com/cgi-bin/pdg.pl?fcd=dsp&term=The+Crystal+Ball+Of+ECONOMIC+FORECASTING
http://www.amosweb.com/cgi-bin/pdg.pl?fcd=dsp&term=A+Random+Walk+Through+Some+ECONOMIC+STATISTICS
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The technique of econometrics is generally attributed to Norwegian economist Ragnar Frisch, who 
wrote several important studies on the subject in the mid-twentieth century as well as founded the 
Econometric Society. The study of econometrics rose in popularity in the 1930s along with the broad 
new field of economics: macroeconomics. These new studies have had a significant role in government 
economic planning and accounting. In 1969, Fisch and his partner Jan Tinbergen won the first Nobel 
Memorial Prize in Economic Sciences for their work. 

Another significant econometrician is Lawrence Klein, who was awarded a Nobel Prize in 1980 for his 
contributions to the economic field. Klein helped to develop computer models to forecast economic 
trends in the field of econometrics that are still widely used today. He used his models to correctly 
predict the economic upturn after World War II as well as the mild recession after the Korean War, 
despite prevailing expectations. 

Econometrics is an important area of study because it strives to ground mere theory into solid, 
empirical evidence that can then be tested. It can be used for practical application and planning of 
everything from local government budgets to international trade. Advanced technology has made 
forecasting models even more precise than ever before and is continually being improved to decrease 
margins of error. While it is not a perfect system and can be used for less than factual purposes, 
econometrics provides an important foundation for consumers, businesses, and governments. 

Source - http://www.econometrics.org/ 

MANAGERIAL ECONOMICS AND BUSINESS STRATEGY  

 
Business Strategy is closely related with the concept of Strategic Management which is defined as a 
process of specifying an organization's objectives, developing plans and policies to achieve these 
objectives and effectively allocating resources to implement the required plans and policies. Business 
Strategy can be defined as a constant process of strategizing and prioritizing the goals of a business 
such as to conform to its long term objectives of growth and expansion and a motive to capture a 
larger market share. It is a continuous and ongoing situation where the business assesses the industry 
trend in which the company is involved, the nature of its existing and potential competitors, new 
technologies and a constantly changing social, political and financial environment. Business strategies 
or strategic planning is undertaken by the top managerial authority of a business and is subject to 
dynamic changes. A business strategy would usually constitute a strategy formulation (evaluation of 
the present situation) and a strategy implementation (allocation of resources and assigning specific 
tasks to particular individuals). Business Strategies when formulated have the most important feature 
of assessing the strengths and weaknesses of the company, the opportunities that the future holds 
and reviewing the threats posed by competing business rivals. A business strategy can integrate all the 
aspects of a business' activities and can serve as a systematic and management tool for problem 
solving and product development strategies and the issues of market planning.  
 
Business Strategy and Managerial Economics is an interdisciplinary field of study of economics that 
encompasses the fields of both managerial economics and business strategy. The branch builds a 
bridge between the two closely interrelated fields of study in undertaking the most prudent business 
decisions in a competitive setting with a large number of firms where each of them act to maximize 
their revenue and profits. Business strategy and managerial economics as a branch of social science 
vis-à-vis economics is similar to theory of games which is extensively used to determine business 
decisions in a world of imperfect competition. The optimal solution in a situation of games occurs 
when each of the acting agents (business firms in this case) optimize their own strategies insuring 
against the best strategies of their rivals.  
 

http://nobelprize.org/economics/laureates/1969/frisch-autobio.html
http://www.econometricsociety.org/
http://nobelprize.org/economics/laureates/1969/tinbergen-cv.html
http://nobelprize.org/index.html
http://nobelprize.org/index.html
http://nobelprize.org/economics/laureates/1980/klein-autobio.html
http://www.anderson.ucla.edu/faculty/edward.leamer/books/specification_searches/specification_searches.htm
http://www.anderson.ucla.edu/faculty/edward.leamer/books/specification_searches/specification_searches.htm
http://william-king.www.drexel.edu/top/prin/txt/comsysf/ApxToC.html
http://www.econometrics.org/
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Managerial economics or business economics is a division of economics that involves heavy 
application of microeconomic analysis in case of business decisions. It is drawn heavily from 
quantitative techniques such as regression and correlation and methods of Lagrangian calculus. One of 
the essential features of managerial economics as a true bridge between economic theory and 
economics in practice is the attempt to optimize business decisions subject to the business' objectives 
and the constraints imposed upon it by the scarcity of resources. This is where we find unison between 
business strategy and managerial economics. It is widely approached as an integration subject. 
Business strategy concentrates itself on the strategic planning techniques and business planning 
strategies to maximize its long term objectives. The long term objectives usually constitute growth 
objectives, maximization of sales and revenue in the long term and the constant effort to diversify its 
services. Business strategy is an ongoing and continuous process which undergoes continuous 
adaptations with changing objectives and plans and policies to achieve those objectives. The 
adaptations are made in view of the changing business environment with the with entry and exit of 
business firms and an assessment or review of its strategies annually or quarterly to face the 
competition meted out by the existing and potential competitors. Business strategy constitutes of 
strategy formulation and strategy implementation. While strategy formulation entails doing a situation 
analysis and competitor analysis and setting goals in accordance with this assessment, strategy 
implementation requires allocation of sufficient resources and establishing a chain of command or 
adhering by an alternative structure. Strategy implementation involves managing the process, 
monitoring the results and analyzing the efficiency and efficacy of the process and accommodating the 
necessary adjustments.  
 
Development of its product and its effective marketing is one of the pillars of the business strategies 
for a business organization. Microeconomic considerations such as maximization of one's own returns 
can be looked at both from the point of view of business economics as well as studies of business 
strategies of different firms or companies. Business strategy and managerial economics works with 
great efficacy in the following aspects of economics:  
 
• It is especially useful in analyzing the risk of a business decision and various uncertainty models, 
decision rules and risk quantification techniques comes under its ambit.  
• Production efficiency, optimum factor allocation, costs and economies of scale can be analyzed using 
microeconomic techniques that come under its fold.  
• Microeconomic methods coming under the ambit of business strategy and managerial economics 
can be used to evaluate pricing decisions such as transfer pricing, joint product pricing, price 
discrimination practices and the accounting for differences of price elasticity.  
• Investment theory which can be formulated by business strategy and managerial economics can be 
helpful to deal with capital budgeting used to examine the capital purchasing and investment 
decisions of a business.  
 
Technically, Managerial Economics and Business Strategy encompasses the issues of the number of 
firms in the market, the extent of diffusion of technology and the extent of research and development 
undertaken by businesses to gain technological advantage, the demand conditions in the market and 
the behavior of consumers towards a particular brand, production efficiency in terms of economies of 
scale thus capturing market power, measures of industry concentration, profits of the business and 
whether production takes place at the socially optimum level. Business strategy and managerial 
economics also delves deep into the topics of integration and merger activity (horizontal or vertical 
integration or conglomerate mergers), antitrust policies, analysis of market failure in the presence of 
externalities and incomplete information.  
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Unit – IV 
 

Market Structures: Price Determination under Perfect Competition, Monopoly, Oligopoly and 
Monopolistic Competitions – Strategic behavior of firms: Nash equilibrium – Prisoner’s dilemma – 
Enforcing a cartel – Dealing with cheaters  the advantage of being first . Price and non.price 
competition: limit pricing, price retaliation, capacity expansion and market saturation –Trigger and Tit 
for tat. Strategic moves – threats, commitments and credibility – Entry deterrence. 

 
 
MARKET STRUCTURE 
 
In an economic sense, a market is a system by which buyers and sellers bargain for the price of a 
product, settle the price and transfer their business – buy and sell a product. Personal contact 
between the buyers and sellers is not necessary. In some cases, e.g. forward sale and purchase, even 
immediate transfer of ownership of goods is not necessary. Market does not necessarily mean a place. 
The market for a commodity may be local, regional, national or international. What makes a market is 
a set of buyers, a set of sellers and a commodity. While buyers are willing to buy and sellers are willing 
to sell, and there is a price for the commodity. 
 
Types of Market Structure 
 

Market Structure No of Firms and 
degree of 
production 
differentiation 

Nature if industry 
where prevalent 

Control over 
price 

Method of 
marketing 
 

1.Perfect Competition Large no. of firms 
with identical 
products 

Financial markets 
and some farm 
products 

None Market exchange 
or auction 

2. Imperfect 
competition 
(a) Monopolistic  
      Competition 

Many firms with 
real or perceived 
product 
differentiation 

Manufacturing: 
Tea, Toothpastes; 
TV sets, Shoes, 
Refrigerators, etc 

Some Competitive 
advertising, 
quality rivalry 

 (b) Oligopoly Little or no 
product 
differentiation  

Aluminium steel, 
Some cigarattes, 
cars, etc. 

Some Competitive 
advertising, 
quality rivalry 

 (c) Monopoly A single producer, 
without close 
substitute 

Public utilities: 
Railways, etc. 

Considerable 
but usually 
regulated 

Promotional 
advertising if 
supply is large 

Source: Samuelson P.A and W.D Nordhaus, Economics, McGraw-Hill, 15th Edn., 1995. 
 
 
 
 
Market Structure and Pricing Decision 
 
The market structure influences firms’ pricing decisions a great deal. The degree of competition 
determines a firms’ degree of freedom in determining the price of its product. The degree of freedom 
implies the extent to which a firm is free or independent of the rival firm in taking its own pricing 
decisions. Depending on the market structure, the degree of competition varies between zero and 
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one. And, a firm’s discretion of the degree or freedom in settling the price for its product varies 
between one and none in the reverse order of the degree of competition. As a matter of rule, the 
higer the degree of competition, the lower the firm’s degree of freedom in pricing decision and control 
over the price of its own product and vice versa. 
 
Under perfect competition, a large number of firms compete against each other. Therefore, the 
degree of competition under perfect competition is close to one. Consequently (Thus or Therefore or 
As a result), firm’s discretion in determining the price of its product is close to none. It has to accept 
the price determined by the market forces of demand and supply. If a firm uses its discretion to fix the 
price of its product above or below its market level, it loses its revenue and profit in either case. For, if 
it fixes the price of its product aboce the ruling price, it will not be able to sell its product, and if it cuts 
the price down below its market level, it will not be able to cover its average cost. In a perfectly 
competitive market, therefore, firms have little or no choice in respect to price determination. 
 
   
Pricing Under Perfect Competition 
 
Characteristics of perfect competition 
 
1. Many buyers/Many Sellers – Many consumers with the willingness and ability to buy the product at 
a certain price, Many producers with the willingness and ability to supply the product at a certain 
price.  
2. Homogeneous Products – The products of the different firms are EXACTLY the same, e.g. salt.  
3. Low-Entry/Exit Barriers – It is relatively easy to enter or exit as a business in a perfectly competitive 
market.  
4. Perfect Information – Both buyers and sellers are fully aware of the nature of the product, its 
avaialbility or saleability and of the price prevailing in the market. 
5. Firms Aim to Maximize Profits - Firms aim to sell where marginal costs meet marginal revenue, 
where they generate the most profit.  
 
Perfect competition as characterizes above, is an uncommon phenomenon in the real business world. 
However, the actual markets that approximate to the conditions of perfectly competitive model 
include the share markets, securities and bond markets, and agricultural product markets, e.g., local 
vegetable markets. Although perfectly competitive markets are uncommon phenomenon, perfect 
competition model has been the most popular model used in economic theories due to its analytical 
valu as it provides a starting point and analytical framework for pricing theory. 
 
 
PRICE DETERMINATION UNDER PERFECT COMPETITION 
 
Market price in a perfectly competitive market is determined by the market forces – Market Demand 
and market supply. Market demand refers to the demand for the industry as a whole: it is the sum of 
the quantity demanded by each individual consumer or user at different prices. Similarly, Market 
Supply is the sum of quantity supplied by the individual firms in the industry. The market price it, 
therefore, determined for the industry, and is given for each individual firm and for each buyer. Thus, 
a seller in a perfectly competitive market is a ‘Price-Taker’ not a ‘Price-Maker’  
 
In perfectly competitive market, the main problem for a profit maximizing firm is not to determine the 
price of its product but to adjust its output to the market price so that profit is maximum. 
 
Examples 
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Some agricultural markets, with numerous suppliers and almost perfectly substitutable products 
have been suggested as approximations for the perfect-competition model. The extent of its 
applicability may be dependent on the market in question. Agricultural policies in many countries 
undermine the requirements for complete Pareto efficiency to apply. 
 
Perhaps the closest thing to a perfectly competitive market would be a large auction of identical goods 
with all potential buyers and sellers present. By design, a stock exchange resembles this, not as a 
complete description (for no markets may satisfy all requirements of the model) but as an 
approximation. The flaw in considering the stock exchange as an example of Perfect Competition is the 
fact that large institutional investors (e.g. investment banks) may solely influence the market price. 
This, of course, violates the condition that "no one seller can influence market price". 
 
eBay auctions can be often seen as perfectly competitive. There are very low barriers to entry (anyone 
can sell a product, provided they have some knowledge of computers and the Internet), many sellers 
of common products and many potential buyers. 
 
In the eBay market competitive advertising does not occur, because the products are homogeneous 
and this would be redundant. However, generic advertising (advertising which benefits the industry as 
a whole and does not mention any brand names) may occur. 
 
Free software works along lines that approximate perfect competition. Anyone is free to enter and 
leave the market at no cost. All code is freely accessible and modifiable, and individuals are free to 
behave independently. Free software may be bought or sold at whatever price that the market may 
allow. 
Price determination under perfect competition is analysed under three different time periods: 
 
i) Market period or very short run 
ii) Short run, and 
iii) Long run 
 
Price determination in the three types of perfectly competitive markets is described below 
 
i) Pricing in Market Period – Market Period refers to a time period in which quantity supplied is 
absolutely fixed or, in other words, supply response to price is nil.  In market period, the total output 
of a product is fixed. Each firm has a stock of commodity to be sold. The stock of goods with all the 
firms makes the total supply. Since the stock is fixed, the supply curve is perfectly inelastic, as shown 
by the line SQ in the below graph. 
 
In this situation, price is determined solely by the demand condition. Supply remains an inactive agent.  
For instance, suppose that the number of marriage houses (or tents in a city in a marriage season is 
given at OQ (below graph) and the supply curve takes the shape of straight line, SQ. 
 
Suppose also that the demand curve for marriage houses (or tents) during a season is given by D1. 
Demand curve and supply line intersect each other at point M, determining the rent at MQ = OP1. If 
during a marriage season, demand for marriage houses (or tents) increases suddenly because a 
relatively larger number of parents decide to celebrate the marriage of their daughters and sons, then 
the demand curve D1 shift upwards to D2. The equilibrium point – the point of intersection between 
demand and supply curves – shifts from point M to P, and rentals rise to PQ = OP2. This price becomes 
a parametric price for all the buyers.  
 
GRAPH 
 

http://en.wikipedia.org/wiki/Agriculture
http://en.wikipedia.org/wiki/Stock_exchange
http://en.wikipedia.org/wiki/EBay
http://en.wikipedia.org/wiki/Barriers_to_entry
http://en.wikipedia.org/wiki/Computers
http://en.wikipedia.org/wiki/Internet
http://en.wikipedia.org/wiki/Free_software
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Similarly, given the demand for a product, if its supply decreases suddenly for reasons such as 
droughts, floods (in case of agricultural products) and sudden increase in export of a product, prices of 
such products shoot up. For example, price of onions had shot up in Delhi from Rs. 12 per kg to Rs. 36 
per kg in 1998 due to export of onion. In case of supply determined price, supply curve shifts leftwards 
causing rise in price of the short supply goods. This phenomenon is explained by the below graph. 
 
Given the demand curve (D) and supply curve (S2), the price is determined at OP1. Demand curve 
remaining the same, the fall in supply makes the supply curve shift leftwards to S1. As a result price 
increases from OP1 to OP2 
 
The other examples of very short run markets may be daily fish market, stock markets, daily milk 
market, coffin markets during a period of natural calamities, certain essential medicines during 
epidemics, etc. 
 
 
 
GRAPH 
 
 
 
 
ii) Pricing in the short run – A short run is, by definition, a period in which firms can neither change 
their size not quit, not can new firms enter the industry. While in the market period (or very short-run) 
supply is absolutely fixed, in the short-run, it is possible to increase (or decrease) the supply by 
increasing (or decreasing) the variable inputs. 
 
The determination of market price in the short run is explained in the below graph. The graph shows 
the price determination for the industry by the demand curve DD and supply curve SS, at OP1 or PQ. 
This price is fixed for all the firms in the industry.  
 
Given the price PQ = OP1, an individual firm can produce and sell any quantity at this price. But any 
quantity will not yield maximum profit. Given their cost curves, the firms are required to adjust their 
output to the price PQ so that they maximize their profits 
 
 
GRAPH 
 
The process of firm’s output determination and its equilibrium are shown in graph below. As noted 
earlier, Profit is maximum at the level of output where MR = MC. Since price is fixed at PQ, firm’s AR = 
PQ. IF AR is given, MR = AR. The firm’s MR is shown by AR = MR line.  Firm’s upward sloping MR curve 
intersects AR = MR at point E. At point E, MR = MC. Point E is, therefore, firm’s equilibrium point. An 
ordinate EM drawn from point E to the horizontal axis determines the profit-maximizing output at OM. 
At this output firms’ MR = MC. This satisfies the necessary condition of maximum profit. The total 
maximum profit has been shown by the are P1TNE. The total proft may be calculates as profit (AR-AC) 
Q. 
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GRAPH 
 
 
 
 
 
Firms may make losses in the short run 
 
While firms may make supernormal profit, there may be losses in the short run. For instance, if market 
price decreases to P’Q’ due to downward shift in the demand curve to D’D’. This will force the process 
of output adjustments till firms reach a new equilibrium at point E’. 
 
iii) Pricing in the Long run - In contract to the short run, in the long run, the firms can adjust their size 
or quit the industry and new firms can enter the industry. If market price is such that AR > AC, then the 
firms make economic or super-normal profit. As a result, new firms get attracted towards the industry 
causing a rightwards shift in the supply curve. Similarly, IF AR < AC, then firms make losses. Therefore, 
marginal firms quit the industry causing a leftward shift in the supply curve. The rightward shift in the 
supply curve pulls down the price and its leftward shift pushes it up. This process continues until price 
is so determined that AR = AC, and firms earn only normal profit. 
 
The price determination in the long-run and output (or size) adjustment by an individual firm is 
presented below. 
 
 
 
 
 
GRAPH 
 
 
 
 
 
 
Let us suppose that the long-run demand curve is DD’; the short run supply is SS1 and price is 
determined at OP1. At this price the firms adjust their output to point M, the equilibrium point where 
OP1=AR’ = MR’ = LMC. Firms make an economic profit of MS per unit. The super normal profit lures 
other firms into the industry. Consequently the industry’s supply curve shifts rightwards to SS2 causing 
a fall in price to OP2. At this price, firms are in position to cover only LMC (=NQ2) at output OQ2 and 
are making losses because AR < LAC. Firms incurring losses cannot survive in the long-run. Such firms, 
therefore, quit the industry. As a result, the toatal production in the industry decreases causing a 
leftward shift in the supply curve say to the position of SS. Price determination at OP0.  The existing 
firms adjust their output to the new market price, at OQ. At the output OQ, firms are in a position to 
make only normal profits, since at this output, OP0 = AR = MR = LMC = LAC (=EQ). NO firm is in a 
position to make economic profit, not does any firm make losses. Therefore, there is no tendency of 
new firms entering the industry or the existing one going out. At this price and output, individual firms 
and the industry are both in long-run equilibrium.   
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MONOPOLY 
 
Monopoly is a well defined market structure where there is only one seller who controls entire market 
supply as there are no close substitutes for his products, and there are no restrictions or barriers to 
the entry of rival producers. 
 
Features 
 

1. Monopolist is the sole producer in the market, the total supply of the commodity is controlled 
by a single person or a monopolist 

2. There are no close substitutes for a product, even if the price of the product increases people 
will not go in for substitutes. For example, if the price of electric bulb increases, consumers will 
not go in for kerosene lamp. 

3. Because of absence of substitutes, there will be no competition for a monopoly firm. 
4. A monopolist is a price maker, he can fix price. But he is not a price taker, he cannot fix the 

supply. 
5. The demand curve slopes downwards from left to right, which means that a monopolist can 

sell more by lowering the price 
6. A pure monopolist has no immediate rivals due to certain barriers to enter into the field. 

 
Types of Monopoly 
 
1. Pure Monopoly – IN a market if there is single seller of a product and there is no competition at all, 

then it is a pure or perfect monopoly. 
2. Imperfect Monopoly - In a market if there is a single seller of a product for which there are no 

close substitutes, then it is an imperfect monopoly. 
3. Legal Monopoly -  If the monopoly arises on account of legal support then it is legal monopoly 
4. Natural Monopoly – Nature provides raw materials only in some places. The owner of the place 

will become monopolist. Example, diamond mines in South Africa. 
5. Technological Monopoly -  It is the monopoly created sue to the advancement in the technological 

field 
6. Joint Monopoly – If the private firms join together to control the supply of a commodity, then it is 

known as Joint monopoly. 
7. Single Price Monopoly – When the monopolist charges same price for all units his product, it is 

called single price monopoly 
8. Discriminating Monopoly - When the monopolist charges different prices to different consumers 

for the same product, it is called as discriminating monopoly. 
9. Private Monopoly – If the total supply of a good is by a single person, it is called private monopoly 
10. Public Monopoly – If the government takes the responsibility of supplying a commodity it is called 

as public monopoly. 
 
Equilibrium 
 
The monopolist firm attains equilibrium when its marginal cost becomes equal to the marginal 
revenue. The monopolist always desires to make maximum profits. He makes maximum profits when 
MC = MR. He goes on increasing his output if his revenue exceed the costs. But when the costs exceed 
revenue, the monopolist firm incurs losses. Hence, the monopolist curtails his production. He 
produces up to that point where additional cost is equal to the additional revenue (MR = MC). That 
point is called equilibrium point. The price output determination under monopoly may be explained 
with the help of a diagram. 
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GRAPH 
 
 
 
 
In the above diagram, the quantity supplied or demanded is shown along OX axis. The cost of revenue 
is shown along OY-axis. AC and MC are the average marginal cost curves respectively. AR and MR 
curves slope downwards from left to right. AC and MC are U shaped curves. The monopolist firm 
attains equilibrium when its marginal costs is equal to marginal revenue (MC = MR)  
  
Under monopoly, the MC curve may cut the MR curve from below or from a side. In the diagram, the 
above condition is satisfied at point “E”. At point “E”, MC=MR. The firm is in equilibrium. The 
equilibrium output is OM. 
 
Price Discrimination Under Monopoly 
 
A monopoly firm, which adopts the policy if discrimination is referred to as a discriminative monopoly. 
 
Forms of Price discrimination 
 
1. Personal discrimination – It is carried out on personal basis. Ex - A doctor may charge Rs. 200 from 

rich patient and Rs. 50 from a poor patient, foe the same treatment. 
2. Age discrimination – It is discrimination on the basis of age. Ex – Barber charges less for children 

haircut. 
3. Sex discrimination – It is carried out on the basis of sex. Ex – Some cinema halls admit ladies at 

lower rates. 
4. Locational or Territorial discrimination – It is discrimination in different markets located at 

different places. Ex – A film producer may sell distribution rights to different film distributors in 
different territories at different prices 

5. Size of discrimination – It is on the basis of size. Ex – A small sized tooth paste is cheaper than the 
larger one 

6. Quality Variation discrimination - It is on the basis of quality variation. Ex – Unbranded products 
like open tea, are sold at lower price than branded products like Broke bond or Lipton tea. 

7. Special service or comforts discrimination – It is on the basis of special facilities or comforts. Ex – 
Railways charge different fare for first class and the second class compartment. 

8. Time discrimination - It is based on time. Ex – Cinema halls at certain places charge half the rates in 
morning shows then in non shows.  

9. Nature of commodity discrimination – It is based on the nature of commodity. Ex – Less is charged 
for the transportation of coal then for bales of cloth on the same route. 

 
 
MONOPOLISTIC COMPETITION 
 
A market with a blending up of monopoly and perfect competition is described as Monopolistic 
competition. This concept was propounded by two modern economists Edward H. Chamberlin and 
Mrs. John Robbinson. 
 
Monopolistic competition is defined as market setting in which a large number of sellers sell 
differentiated products.  Monopolistic Competition is found in many field, especially in Manufacturing 
field, Retail (distribution) field, and Service trade field. 
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Examples 
 
Manufacturing field - Garment industry, shoe making, cosmetic products, furniture manufacturing, etc. 
 
Retail field – Cloth stores, chemist & drug stores, Electrical appliances, stores, Liquor stores, grocery 
shops, Gas stations (Petrol Bunk) 
 
Service trade field – Barber’s saloons, Beauty parlour, Laundries, Coaching classes, Restaurants, etc. 
 
 
Features of Monopolistic competition 
 
1. Large number of sellers and buyers – In monopolistic competition the number of sellers is large. 
Number of seller by changing his price- output policy can have any perceptible effect on the sales of 
others and in turn be influenced by them. There is large number of buyers in this type of market. 
However each buyer has a preference for a specific brand of the product. 
 
2. Product Differentiation - One of the important features of monopolistic competition is product 
differentiation. Product differentiation through quality changes is done for the purpose of adapting 
the product to the tastes and preferences of the customers. The producer also hopes to attract more 
customers towards his product in this way. 
 
3. Free entry and exit of firms – The firms are of small size and are capable of producing close 
substitutes makes it possible for them to leave or enter the industry or groups in the long-run. 
 
4. Selling Costs - Selling costs are a unique feature of monopolistic competition. Since products are 
differentiated and may be varied from time to time, advertising and other forms of sale promotion 
become an integral part in marketing the goods. 
 
5. Two dimensional – Monopolistic competition has two faces i) Price competition ii) Non-Price 
competition 
 
Price Determination of Firm Under Monopolistic Competition 
 
A firm under monopolistic competition is a price maker and it has to determine a suitable price for its 
products which yield a maximum total profit. A short term analysis of price adjustment by an 
individual firm under monopolistic competition is more or less same as the monopoly market. 
 
I. Short Period of Equilibrium 
 
The short-run analysis of the firm under monopolistic competitions is based on the following 
assumptions: 
 

i) The number of sellers is large and they are independent. 
ii) The product of each seller is different from other products 
iii) The firm has a determinate demand curve (AR) which is elastic 
iv) The factor-services are in perfectly elastic supply 
v) Short-run curves of each firm differ for the others 
vi) No new firms enter the industry 
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In order to maximize the profit in the short run, the firm produces that level of output at which MC 
= MR. 
 
 
GRAPH 
 
 
 
 
 
In the above figure the firm attains equilibrium when OQ output is produced at which SMR = SMC. In 
relation to the given OP price to sell OQ output. The firm as such earns supernormal profit to the time 
of PABC. Such profit in the short run is possible when there are not enough rivals who sell closely 
competitive substitutes. 
  
II. Long Period of Equilibrium 
 
In the long run when the firm’s demand curve (AR curve) tangent to its average cost curve, the firms 
gains only normal profits. (Graph – Already given in the class) 
 OLIGOPOLY 
 
The word OLIGOPOLY is derived from the Greek word oligos which means few. 
Oligopolistic Market is a market characterized by a small number of producers who often act together 
to control the supply of a particular good and its market price.  
 
It is dominated by a few large suppliers who are interdependent on each other, before making any 
pricing and investment decisions. It is also explained as a market condition in which sellers are so few 
that an action of any one of them will materially affect price and have a measurable impact on 
competitors; in other words; since there are few participants in this type of market, each Oligopolist is 
aware of the actions of the other.  
 
OPEC is an example of Oligopoly since few countries control the production of oil, the steel and the 
automobile industry in United States of America is another example.  
 
The Key characteristics of an Oligopolistic Market are as follows: -  
 

 It is a market dominated by a small number of participants who are able to collectively exert 
control over supply and market prices.  

 Few firms sell branded products which are close substitutes of each other.  

 Entry barriers for the other firms are high; the barriers can be due to patents, copyrights, 
government rules / regulations or ownership of scare resources. 

 Firms are interdependent for decision making.  

 Products can be homogenous (standardized) or heterogeneous (differentiated).  

 The sellers are the price makers and not price takers, since the few sellers mutually dominate 
the pricing decisions.  

 The sellers can achieve supernormal profits in the long run.  

 The sellers can achieve economies of scale; since for the large producers as the level of 
production rises, the cost per unit of products decreases; thus ensuring higher profits.  

 There is high degree of market concentration, since the four-firm concentration ratio is often 
used, where the market shares of four largest firms are measured (as a percentage) since they 
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form the major portion of the market share reaction to change its price, investment and 
output.  

 
The firm uses Game Theory, in this method the firms takes into account the decisions/strategies of 
the competitors before deciding their strategies. The different forms of Oligopoly are: -  
 
1. Duopoly: - A Duopoly, is a simple form of Oligopoly in which only two firms dominate a market. 
e.g.:- Pepsi and Coke, Cadbury and Schweppes.  
 
2. Oligopsony: - In Oligopsony, there are few buyers and large number of sellers. The other 
characteristics are same as Oligopoly.  
 
3. Bilateral Oligopoly: - A market with a few sellers (oligopoly) and a few buyers (Oligopsony) is 
referred as Bilateral Oligopoly.  
 
4. Cartel: - When there is a formal agreement among the Oligopolist for a collusion (to increase prices 
and restrict production in the same way as a monopoly) with an objective to reduce risk and foster 
joint profit it is termed as Cartel 

 

http://tutor2u.net/economics/content/topics/monopoly/oligopoly_notes.htm 

o l i g o p o l y  

An oligopoly is a market dominated by a few large suppliers. The degree of market concentration is 
very high (i.e. a large % of the market is taken up by the leading firms). Firms within an oligopoly 
produce branded products (advertising and marketing is an important feature of competition within 
such markets) and there are also barriers to entry. 

Another important characteristic of an oligopoly is interdependence between firms. This means that 
each firm must take into account the likely reactions of other firms in the market when making pricing 
and investment decisions. This creates uncertainty in such markets - which economists seek to model 
through the use of game theory.  

Economics is much like a game in which the players anticipate one another's moves.  

Game theory may be applied in situations in which decision makers must take into account the 
reasoning of other decision makers. It has been used, for example, to determine the formation of 
political coalitions or business conglomerates, the optimum price at which to sell products or services, 
the best site for a manufacturing plant, and even the behaviour of certain species in the struggle for 
survival. 
Adapted from Brittanica  

The ongoing interdependence between businesses can lead to implicit and explicit collusion between 
the major firms in the market. Collusion occurs when businesses agree to act as if they were in a 
monopoly position.  

KEY FEATURES OF OLIGOPOLY 

* A few firms selling similar product   

* Each firm produces branded products   

http://tutor2u.net/economics/content/topics/monopoly/oligopoly_notes.htm
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* Likely to be significant entry barriers into the market in the long run  which allows firms to make 
supernormal profits.  

* Interdependence between competing firms.  Businesses have to take into account likely reactions of 
rivals to any change in price and output  

THEORIES ABOUT OLIGOPOLY PRICING 

There are four major theories about oligopoly pricing:  

(1) Oligopoly firms collaborate to charge the monopoly price and get monopoly profits   

(2) Oligopoly firms compete on price so that price and profits will be the same as a competitive 
industry   

(3) Oligopoly price and profits will be between the monopoly and competitive ends of the scale   

(4) Oligopoly prices and profits are "indeterminate" because of the difficulties in modelling 
interdependent price and output decisions 

THE IMPORTANCE OF PRICE AND NON-PRICE COMPETITION 

Firms compete for market share and the demand from consumers in lots of ways. We make an 
important distinction between price competition and non-price competition. Price competition can 
involve discounting the price of a product (or a range of products) to increase demand.  

Non-price competition focuses on other strategies for increasing market share. Consider the example 
of the highly competitive UK supermarket industry where non-price competition has become very 
important in the battle for sales 

 Mass media advertising and marketing   
 Store Loyalty cards   
 Banking and other Financial Services (including travel insurance)   
 In-store chemists / post offices / creches   
 Home delivery systems   
 Discounted petrol at hyper-markets   
 Extension of opening hours (24 hour shopping in many stores)   
 Innovative use of technology for shoppers including self-scanning machines  
 Financial incentives to shop at off-peak times   
 Internet shopping for customers 

PRICE LEADERSHIP IN OLIGOPOLISTIC MARKETS 

When one firm has a dominant position in the market the oligopoly may experience price 
leadership. The firms with lower market shares may simply follow the pricing changes prompted by 
the dominant firms. We see examples of this with the major mortgage lenders and petrol retailers 
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Unit – V 
 
Macro Economics and Business: Nature, Concepts and Measurements of National Income, 
Determination of National Income, Classical and Keynesian Approaches. Types of Inflation: Demand 
pull and cost push inflation, Philips curve, Stagflation. Concepts of Economic growth and 
Development, Harrod – Domar growth model, the role of technical progress in economic 
development 

 
 
NATURE, CONCEPTS AND MEASUREMENTS OF NATIONAL INCOME 

 
Macro-economic theory is primarily concerned with the determination of the economy’s total 
income/output, the price level, the level of employment, interest rates, exchange rate, the balance of 
payments, etc. referred to as “macro-economic variables”. Thus, it deals with the major economic 
issues and problems of the modern economic society. 
 
National income (N.I) accounting is the vital part of modern macro-economics. N.I is the statistical 
measure of the nation’s economic activity as a whole. The economic development of the country can 
be measured by the growth of national income. N.I statistics provides a bird’s eye view of the 
performance of the country’s economy in different sectors such as agriculture, industrial, and service 
sector. Further, N.I statistics are useful in finding various economic problems. Economists have also 
established a positive connection between the growth of N.I and the growth of economic and social 
welfare in India. 
 
N.I is uncertain term that is used interchangeably with national output, national dividend, and national 
expenditure. Due to this N.I has been defined in various ways. In general, N.I means the total value of 
goods and services produced annually in a country. 
 
National Expenditure = National Product = National Income or National Dividend. 
 
N.I represents the flow of goods and services which become available to a nation during a year. It is 
the aggregate (total) money value of all goods and services produced in a country during the year after 
deducting the depreciation due to wear and tear of plants and machinery used in the production of 
goods and services. For example, agricultural sector produces several kinds of crops, industry produces 
several durable and non-durable commodities and the services sector creates various types of services 
every year. If we sum up all these physical goods and services and express them in terms of their 
prices prevailing in the market we get the aggregate money value of all the goods and services 
produced in the three major sectors of the economy. This aggregate money value is the N.I of the 
country. 
 
According Alfred Marshall N.I means “The labour and capital of a country acting on its natural 
resources produce annually a certain net aggregate of commodities, material and immaterial including 
services of all kinds…This is the true net annual income or revenue of the country or the national 
dividend.” 
 
According to National Income Committee of the Government of India “A national income estimate 
measure the volume of commodities and services turned out during a given period, counted without 
duplication”. 
 
National income is a measure of the money value of the total flow of goods and services produced in 
an economy of a nation over a specific period of time – usually, one year. The definition includes the 
following key points 
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1. Money Terms: N.I is the money measure. It estimates the value of goods and services in terms of 

money. 
2. Specific Period: N.I is measured over a specific period of time. Usually, it is measured over a year 

which is either the calendar year, or the financial year, e.g. in India, the financial accounting year is 
April to March. 

3. Current Flow: N.I is the flow concept. It is referred to as the current flow of goods and services 
during the period. It is concerned with the current output. 

4. Net Total: N.I is the net total of economic goods- commodities and services produced by the 
national economy. 

5. Economic Activity: N.I reflects the end product of a country’s economic activity. 
6. Statistical measurement: N.I is a statistical measure. It is a summary statement - a single measure 

of the country’s aggregate economic activity. 
 
CONCEPTS OF NATIONAL INCOME 
 
The various concepts of N.I are GNP, NNP, N.I at Factor cost or N.I, Personal Income, Disposable 
Income and personal income 
 
1. Gross National Product (GNP) 
 
GNP is the total value of all final goods and services produced in the economy on one year. The term 
final goods and services have very important meaning in the above definition. The purpose to include 
only the value of final goods and services is to avoid double counting of same goods/services. For 
example, the production of bread goes through multiple stages starting from wheat to flour and finally 
to bread. If we take output values for 1 Kg of bread at intermediate stages, the market value would be 
Rs.12/-, Rs.13/- and Rs.20/- respectively for 1 kg of wheat, for flour and bread. If we include the 
market values of outputs at intermediate stages of this example in N.I, then the total value comes to 
Rs. 45/- (Rs.12 + Rs.13 + Rs.20) which would obviously inflate the real value of several times. 
Therefore, double counting is to be avoided, while estimating GNP. There are two ways of avoiding the 
double counting. 
 

1. To count only the market value of final goods & services leaving all the intermediary goods and 
2. To sum the value addition at the successive stages of the production process. 

 
The different components of GNP include 
 

 The total amount of goods and services purchased by consumers. 

 The aggregate investment, which is the total investment of private and govt. sectors. 

 The consumption of government, i.e., expenditure to carryout governmental function including 
administrative, defensive and social functions. 

 Net income from foreign trade 
 
GNP or gross national income (GNI) = C+I+G+ (X-M) 
Where - C = Consumption, I = Gross National Investment, G = Government Expenditure, X = Exports, M 
= Imports and X-M = Net Foreign Trade. 
 
Gross Domestic Product (GDP) 
 
The GDP is the most comprehensive measure of a nation’s total output of goods and services. It is the 
sum of the money values of consumption, gross investment and government purchases of goods and 
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services of nation during a given year. The difference between GNP and GDP can be explained as 
GNP = C+I+G+ (X-M);  GDP = C+I+G 
 
If net foreign income (X-M) is deducted from GNP, we get GDP. In other words buy adding net foreign 
income to GDP we get GNP. In computing GNP, citizen of a nation get importance whereas in GDP, the 
output produced within the boundaries of a nation is important irrespective of who produced it 
whether nationals or foreigners. Usually GNP is higher than the GDP. 
 
2. Net National Product (NNP) 
 
In the process of production, firms use up machines and equipment, that is the loss of value to wear 
and tear of fixed capital. This loss in value of capital is referred to as depreciation. Just like we take 
into account deaths and births for population growth, we also should take into account the loss in the 
value of capital or depreciation to understand net contribution of output to national income. Such a 
measure is provided by NNP. 
 
NNP = GNP - Depreciation. The net market value of goods and services in a specific time period is not 
national income or net national income at market prices.  
 
If we subtract depreciation from GDP, we will get Net Domestic Product (NDP).  
 
NDP = GDP – Depreciation 
 
3. National Income at Factor cost or National Income 
 
In this, the value of the national output is measured at factor cost, i.e., in terms of the payments made 
to the factors of production and for services rendered in producing that output.  The cost of 
production of a firm is the rent paid to landlord, wages paid to labour, interest paid on capital and 
profits of the entrepreneur. There is a difference between net national income at market prices and 
national income at factor cost. N.I at market price means the money value of goods and services 
produced. It is the price of the aggregate output and services at current market prices. In fact, the 
market prices of most of the commodities that we buy include indirect taxes like sales tax and exercise 
tax and some of them include an element of subsidiary as in the case of LPG gas supplied to domestic 
users.  
 
Let us assume that the price of a bottle of milk is Rs.8. In this case, the N.I at market price is Rs.8. But 
there is some element of tax in the above price. Let us suppose, the tax is Rs.3. Then, N.I at factor cost 
is Rs.5, because the factors of production which have contributed to the production of one bottle of 
milk will get only Rs.5 and the balance of Rs.3 will go to the government as tax. 
 
Now let us see the implication of the elements of subsidy. Suppose the fair price of wheat is Rs 10, but 
its actual cost of production is Rs.12. The difference of Rs.2 between the actual cost of production 
(Rs.12) and the fair price shop price (Rs.10) is borne by the state. In this case the N.I at market price is 
Rs 10, but it is Rs.12 at factor cost because the factors of production would receive Rs.12 for the 
production of one kg of wheat. Therefore NNP is to be adjusted to arrive at national income at factor 
cost as follows 
 
N.I at factor cost = NNP + subsidies – Indirect taxes. 
 
 
4. Personal Income 
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It is the total income received by all persons from all sources in a specific time period. Personal 
Income (P.I) is not equal to national income, because social security payments, corporate taxes and 
undistributed profits are deducted from N.I and only the remaining is received by persons. Some 
persons receive income even though they do not participate in productive activity, e.g. unemployment 
grant, compensation to refugees, interest on public debt and senior citizens.  These are called transfer 
payments. They are also added to national product as they are received by persons as income. 
 
Personal Income = N.I at factor cost – undistributed profits, etc. + transfer payments. 
 
5. Disposable Income and Personal Income 
 
This is the income available for spending. This income is arrived at after paying out personal taxes like 
income tax, wealth tax, personal property tax, etc. Disposable income can either be saved or 
consumed, therefore  
 
Disposable income = consumption + saving (or)  
Disposable Income = Personal Income – Personal Taxes 
 
 
Per Capital Income 
 
Closely linked to N.I and equally important is the concept of per capita income. Per capita income is 
the income per head of the population and it is obtained by dividing the total N.I of the country by the 
country’s population. Only N.I figure may not give a meaningful implication about economic 
performance of the country, we must also consider the growth in per capita income for more realistic 
guide. 
 
Per Capita Income = National Income / Total Population                                
 
ESTIMATES OF NATIONAL INCOME IN INDIA 
 
In India estimation of N.I was made by individuals in the past. In fact, one of the chief contributions of 
Indian Economists to the history of economic thought lies in the filed of N.I estimation. During the 
British period when the Government was indifferent (uncaring/unconcerned) about the economic 
development of India, individuals took upon the onerous (burdensome/difficult) task of estimating N.I 
and per capita income in the pre-independent period. The main objective of these estimations was to 
portray the appalling (terrible/awful) poverty under which Indians were suffering under the British rule 
in India. Dadabhai Naoroji (1868), William Digby (1899), Findlay Shirras (1911, 1922 and 1931), Shah 
and Khambatta (1921) V.K.R.V Rao (1925-29 & 1931-32) and R.C. Desai (1931-40) attempted N.I  
estimation. 
 
After independence, one of the major tasks of the government of India was the appointment of the N.I 
committee in 1949, which consisted of eminent (well-known/famous) persons like P.C. Mahalanobis, 
D.R. Gadgil and V.K.R.V. Rao. This committee provided comprehensive data of India’s N.I in 1954. The 
Central Statistical Organization was entrusted with estimation of N.I subsequently. The Central 
Statistical Organization (C.S.O) publishes the annual national accounts statistics which contain very 
useful information on the different aspects of the country’s national income.  
 
METHODS OF ESTIMATION OF NATIONAL INCOME 

 
Estimation of N.I is a tedious and difficult task. Usually, three methods are employed to measure the 
N.I of a country and they are  
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1. Product or Output Method 
2. Income Method 
3. Expenditure Method 

 
Product Method: According to this method the goods and services produced in all sectors of economic 
activity are evaluated at their monetary prices. This method involves three important stages  
 

i.) Estimating the aggregate monetary value of output generated in various sectors  
ii.) Determining the cost of materials used and of services rendered in these sectors by other 

sectors as well as annual depreciation of the physical plants and  
iii.) Subtracting these costs and depreciation from gross value to obtain net value of domestic 

output. The net income from abroad is added to the final figure arrived at through output 
method. Under this method the economy is divided into agriculture, manufacturing, industry 
and services, including Government. 

 
Income Method: According to this method the income and payments received by all people in the 
country are calculated. These payments include salaries, interest, rent, wages, earnings from self-
employed, dividends, profits of Government enterprises and undistributed corporate profits. All these 
receipts and payments are calculated and totaled and the resultant sum gives the N.I. 
 
Expenditure Method:  This method measures N.I from expenditure point of view because all incomes 
earned are supposed to be spent. The different kinds of expenditure of an economy are 
 

i.) Consumption expenditure of the households 
ii.) Business spending for investment goods 

iii.) Government spending for goods and services and 
iv.) Net spending of foreign citizens, firms and government for a country’s goods and services. 

 
When we add these expenditures we arrive at the national income of the country. 
 
Each method mentioned above for calculating N.I has its own merits and demerits. A country can use 
any one of them or all of them according to the requirement of the country. Which method will be 
useful is a question to be determined by the availability of data. The developed countries where 
sufficient precise data are available, anyone of the methods can be used. But in a developing country 
like India, where the data on expenditure or for that matter of output is lacking, it is only a 
combination of different methods becomes most suitable other than using anyone of the three 
methods singly. 
 
  
CLASSICAL AND KEYNESIAN APPROACHES 
 
KEYNESIAN THEORY OF EMPLOYMENT 
 
Introduction   
 
In his book “The general theory of employment, interest and money (popularly known as “The general 
theory”), published in 1936 Prof. J.M.Keynes rejected the classical theory of full employment 
equilibrium. He thus propounded (brought out) a new theory of income and employment that 
highlighted the real nature of determinants of income in a modern economy. 
 
Macro economic analysis 
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In macro economic analysis the functionary of economic system is viewed as a whole or in an 
aggregate sense. This is in contrast to the classical micro economic approach, which dealt with 
segregated (separated) behaviour of individual economic entities. 
 
Short period analysis 
 
Keynes realistically adopts the short term view, he believed in the short run philosophy of life. To him 
“in the long run, we are all dead”. Hence, Keynes followed on short period model in his analysis. 
He criticized classical economists for their unrealistic assumption of full employment equilibrium 
condition in their economic models. He observed that there is always less than full employment in the 
economy; full employment is only a rare phenomenon. 
 
Principle of effective demand 
 
The gist (summary) of Keynesian analysis of income determination lies in the principle of effective 
demand. Keynes pointed out that the level of income and output in an economy is determined by the 
level of employment. For example, the employment of workers and other factors of production such 
as land, capital, etc, which in turn is determined by level of effective demand. 
 
In a money economy, effective demand is revealed by the total expenditure incurred by the people on 
real goods and services meant for consumption as well as investment. The flow of expenditure in turn 
determines the flow of income. As one man’s expenditure becomes another man’s income in the 
economic system. It thus follows that total expenditure = total income. 
 
As the flow of expenditure varies the level of income also varies accordingly, i.e. if the total 
expenditure flow in an economy increases, the flow of income will also increase in the same 
proportion and if the aggregate expenditure flow decreases, income flow also decreases likewise. 
 
The expenditure flow in the community consists of consumption expenditure and investment 
expenditure, expressing the total demand for consumption goods and capital goods. Effective demand 
thus represents the total expenditure on the total output produced at any equilibrium. 
 
Effective Demand = Value of national output = National income = national expenditure. 
In short, there are two basic determinants of effective demand in an economy, these are consumption 
and investment. The level of effective demand determines the level of employment which in turn 
determines the level of output and income in the economy. Thus, the level of employment is 
fundamentally determined by consumption and investment. 
 
Modern economists define effective demand as - Effective Demand = C+I+G 
Where - C= Consumption expenditure of the households; I= Investment expenditure of private firms 
G= Government’s expenditure on consumption and investment goods. 
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INFLATION 
 
 
When the prices of most goods and services are rising over time, the economy is said to be 
experiencing inflation. The word “inflation” refers to a general rise in prices measured against a 
standard level of purchasing power 
 
Definition 

1. Harry Johnson defines inflation as a sustained rise in prices.  
2. According to Coulborn, Inflation is a situation of “too much money chasing too few goods.  
3. Inflation is a state in which the value of money is falling i.e., prices are rising – Crowther  
4. According to Prof. Samuelson, Inflation occurs when the general level of prices and cost is 

rising.  
 
Two distinct view of inflation 
 
A pure monetary phenomenon – When money supply exceeds the normal absorbing capacity of the 
economy it leads to persistently rising prices.  
 
A post-full employment phenomenon – A consortium (group) of economists including Pigou or Keynes 
gave importance to this view 
 
 
 
 
 
 
 
 
 
GRAPH 
 
 
 
 
 
 
 
Four terms are related to the concept of inflation relating to post full employment phenomenon 
 
Reflation – It is the situation of rising prices deliberately undertaken to relieve a depression. With 
rising prices, employment, output; the income also increases till the economy reaches the full 
employment ceiling. 
Inflation – It occurs when prices rise after the stage of full employment is reached in the economy with 
no corresponding rise in employment and output. 
Disflation – When prices are falling due to anti-inflationary measures adopted by the authorities with 
no corresponding decline in the existing level of employment, output and income 
Deflation – It is a condition of falling prices accompanied by a decreasing level of employment, output 
and income. It is just the opposite of inflation. 
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Each and every fall in price cannot be called deflation. The process of reversing inflation without 
either creating unemployment or reducing output is called disinflation but not deflation. 
 
TYPES OF INFLATION 
 
I. On the basis of speed 

1. Moderate inflation  
2. Running inflation & Galloping inflation  
3. Hyper inflation  

II. On the basis of money quantity 
1. Excessive money supply inflation  
2. Cost inflation  
3. Deficit inflation  
4. Flight inflation  

III. On the basis of time 
1. War-time inflation  
2. Post-war inflation  
3. Peace-time inflation  

IV. On the basis of coverage or scope 
      
1. Comprehensive inflation  
2. Sporadic inflation  

V. On the basis of government intervention 
1. Open inflation  
2. Repressed inflation  

VI. Other Inflation 
1. Profit inflation  
 

I. On the basis of speed 
 
1. Moderate inflation – It is also known as creeping inflation. It is a tolerable form of inflation. It 
occurs when prices are rising slowly when the rate of inflation is less than 10% annually or it is a single 
digit annual inflation rate. 
2. Running inflation & Galloping inflation – When the movement of price accelerates rapidly, running 
inflation emerges. Running inflation may record more than 100% rise in prices over a decade (10 
years). Economists have not described the range of running inflation but we may say that a double 
digit inflation of 10 to 20% per annum is a running inflation. If it exceeds that figure it may be called 
galloping inflation. 
According to Samuelson, when prices are rising at double or triple digit rates of 20, 100 or 200% a 
year, the situation may be described as galloping inflation. Indian economy has witnessed a sort of 
running and galloping inflation to some extent (not exceeding 25% p.a) during the planning era, since 
the second plan period. Argentina, Brazil, Israel for instance have experienced inflation rates over 
100% in 80s. 
3. Hyper inflation – In the case of hyper inflation prices rise every moment and there is no limit to the 
height to which prices might rise. Therefore it is difficult to measure its magnitude, as prices rise 
continuously. In quantitative terms when prices rise over 100% in a year it is called a hyper inflation. 
Austria, Hungary, Germany, Poland and Russia witnessed (seen, observed) hyper inflation in the wake 
of World War I. 
 
II. On the basis of money quantity 
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1. Excessive money supply inflation – This is the classical type if inflation, where there is an excess 
of money supply in relation to the availability of real goods and services. This type of inflation is usually 
conceived of as cyclical fluctuations in the economy. 
2. Cost inflation – When inflation emerges on account of a rise in factor cost it is called cost inflation. 
It occurs when money income (wage rate particularly) expand more than real productivity due to a 
rising cost of living index, workers demand higher wages, and higher wages in turn increases the cost 
of production, which a producer generally meets by raising prices. This process of spiraling (rising, 
increasing) rise may reach higher and higher levels. 
3. Deficit inflation – When the government budgets contain heavy deficit financing, through creating 
new money, the purchasing power in the community increases and prices rise. This may also be 
referred as deficit induced inflation. 
 
4. Flight inflation – This type of inflation refers to the relationship between money supply and goods 
where there is a flight of currency, reflecting increased velocity of spending. This is the result of 
people’s psychological reactions when they find an intolerable decline in the value of money. It has 
been said that this stage is always reached by recurring budget deficits and the creation of new money 
under deficit financing. 
 
III. On the basis of time 
 
1. War-time inflation – It is the outcome of certain emergencies of war on account of increased 
government expenditure on defense which is of an unproductive nature. By such public expenditure 
the government apportions (share) a substantial production of goods and services out of total 
availability for war which causes a downward shift in the supply, a result an inflationary gap may 
develop. 
 
2. Post-war inflation – In the immediate post-war period it is usually experienced this may happen 
when the disposable income of the community increases when war time taxation is withdrawn. 
 
3. Peace-time inflation – By this it is meant that the rise in prices during the normal period of peace. 
Peace-time inflation is often a result of increased government outlays on capital projects having a long 
gestation period (time taken to produce the product). So a gap between money income and real wage 
goods develops. 
 
IV. On the basis of coverage or scope 
 
1. Comprehensive inflation – When prices of every commodity throughout the economy rise it is 
called economy wide or comprehensive inflation. It is a normal inflationary phenomenon and refers to 
a rise in the general price level 
 
2. Sporadic inflation – This is a kind of sectional inflation. It consists of cases in which the averages of a 
group of prices rise because of increases in individual prices due to abnormal shortage of specific 
goods. E.g. during drought conditions when there is a failure of crops food grains prices shot up. 
 
V On the basis of government intervention 
Inflation is open or repressed according to the government’s reaction to prevalence of inflationary 
forces in the economy. 
 
1. Open inflation – When the government does not attempt to prevent a price rise, inflation is said to 
be open. Thus inflation is open when prices rise without any interruption. The post-war hyper inflation 
during the 1920s in Germany is a living example of open inflation. 
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2. Repressed inflation – When the government interrupts the price rise, there is repressed or 
suppressed inflation. Thus, suppressed inflation refers to those conditions in which price increases are 
prevented at the present time through adoption of certain measures like principal controls and 
rationing by the government; but they rise on the removal; of such controls and rationing. 
 
VI. Other Inflation 
 
1. Profit inflation – The concept of profit inflation was originated by Keynes in his “Treaties on 
Money”. According to Keynes, the price level of consumption goods is a function of investment 
exceeding savings the considered the investment boom. So the imbalances between money income 
and real income are corrected through rising prices. 
 
CAUSES OF INFLATION 
 
Demand Pull Inflation 
Cost Push Inflation 
 
Demand Pull Inflation - According to demand pull theory prices rise in response to an excess of 
aggregate demand over existing supply of goods and services. The demand pull theorists point out 
that inflation (demand pull) might be caused in the first place by an increase in the quantity of money, 
when the economy is operating at full employment level.  As the quantity of money increases the rate 
of interest will fall and consequently investment will increase. This increased investment expenditure 
will soon increase the income of various factors of production as a result aggregate consumption 
expenditure will increase, leading to an increase in effective demand. With the economy already 
operating at the level of full employment this will immediately rise prices there by generating 
inflationary forces. Thus when the general monetary demand rises faster than the general supply, it 
pulls up prices. 
 
However, the demand pull inflation can also occur without an increase in the money supply this can 
happen when the marginal propensity to consume rises. So that investment expenditures may rise 
thereby leading to a rise in the aggregate demand which will exert (use, apply, exercise) its influence in 
raising prices beyond the level of full employment already attained in the economy. 
 
Cost Push Inflation - A group of economists, hold the opposite view that the process of inflation is 
initiated not by an excess of general demand but by an increase in cost, as factors of production try to 
increase their market share of total product by raising their prices. Thus it has been seen that a rise in 
prices is initiated by the growing factor costs. Therefore, such a price rise is termed as cost push 
inflation. As prices are being pushed up by the raising factor cost. 
 
 
PHILIPS CURVE  
 
• Macroeconomic policies are implemented in order to achieve government’s main objectives of full 
employment and stable economy through low inflation. We can use Philips Curve as a tool to explain 
the trade-off between these two objectives.  
 
• Philips Curve describes the relationship between inflation and unemployment in an economy.  
 
• You already know that the Inflation is defined by increase in the average price level of goods and 
services over time.  
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• When there is inflation, value of money falls. A low inflation rate indicates that average price of 
goods would not rise as high.  
 
• Unemployment exist when someone is actively seeking for job but unable to find any despite their 
willingness to accept the going market wage rate  
 
New Zealand-born economist A.W Philips first put this theory forward in 1958 gathered the data of 
unemployment and changes in wage levels in the UK from 1861 to 1957.  
 
He observed that one stable curve represents the trade-off between inflation and unemployment and 
they are inversely/negatively related. In other words, if unemployment decreases, inflation will 
increase, and vice versa.  
 
The original Philips Curve: wage inflation against unemployment  
 
• For example, after the economy has just been in recession, the unemployment level will be fairly 
high. This will mean that there is a labor surplus.  
 
• As the economy has just started growing, the aggregate demand (AD) will increase and therefore 
leading to an increase in employment. In the beginning, there will be little pressure for a raise in 
wages. However, as the economy grows faster and more people are employed, wages will start rising 
slowly.  
 
• This will increase the firm’s cost of production and the high costs are usually passed on to the 
customers in the form of higher prices. Therefore a decrease in unemployment has led to an increase 
in inflation and vice versa.  
 
• Not only that, unemployed might suffer from money illusion as they thought the increase in wages 
offered to them represented a real wage (Sloman 2000). They underestimate inflation by not realizing 
that higher wages will be eaten up by higher prices. 
 
The relationship we discussed above is a phenomenon in the short-run. But in the long run, since 
unemployment always returns to its natural rate (unemployment rate at which GDP at its full-
employment level that is, with no cyclical unemployment there is no such trade-off.  
 
[Remember that  

 • When unemployment rate is below natural rate, GDP is greater than potential output  
 – Economy’s self-correcting mechanism will then create inflation  

• When unemployment rate is above natural rate, GDP is below potential output  
 – Self-correcting mechanism will then put downward pressure on price level]  

 
Using the data from the 1950s and 1960s where the world economy tend to be stable, Philips Curve 
relationship proved to be true for many economies such as United States and UK (Griffiths and Wall, 
1999). However, during 1967-1970 most countries such as US, Britain and France had doubled their 
inflation (Ormerod, 1995). This was the first sign that the downward relationship in Philips Curve was 
not always true. In 70’s the concept of a stable Philips Curve shows a break down as the economy 
suffered from both high inflation and high unemployment simultaneously. The economists refer this 
kind of situation as stagflation where stagnant economies and rising inflation occurs together.  
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STAGFLATION  
 
A condition of slow economic growth and relatively high unemployment - a time of stagnation - 
accompanied by a rise in prices, or inflation. 
 
Stagflation occurs when the economy isn't growing but prices are, which is not a good situation for a 
country to be in. This happened to a great extent during the 1970s, when world oil prices rose 
dramatically, fueling sharp inflation in developed countries. For these countries, including the U.S., 
stagnation increased the inflationary effects. 
 
The term "stagflation" -- an economic condition of both continuing inflation and stagnant business 
activity, together with an increasing unemployment rate -- described the new economic malaise. 
Inflation seemed to feed on itself. People began to expect continuous increases in the price of goods, 
so they bought more. This increased demand pushed up prices, leading to demands for higher wages, 
which pushed prices higher still in a continuing upward spiral. Labor contracts increasingly came to 
include automatic cost-of-living clauses, and the government began to peg some payments, such as 
those for Social Security, to the Consumer Price Index, the best-known gauge of inflation. While these 
practices helped workers and retirees cope with inflation, they perpetuated inflation. The 
government's ever-rising need for funds swelled the budget deficit and led to greater government 
borrowing, which in turn pushed up interest rates and increased costs for businesses and consumers 
even further. With energy costs and interest rates high, business investment languished and 
unemployment rose to uncomfortable levels 
 
In desperation, President Jimmy Carter (1977-1981) tried to combat economic weakness and 
unemployment by increasing government spending, and he established voluntary wage and price 
guidelines to control inflation. Both were largely unsuccessful. A perhaps more successful but less 
dramatic attack on inflation involved the "deregulation" of numerous industries, including airlines, 
trucking, and railroads. These industries had been tightly regulated, with government controlling 
routes and fares. Support for deregulation continued beyond the Carter administration. In the 1980s, 
the government relaxed controls on bank interest rates and long-distance telephone service, and in 
the 1990s it moved to ease regulation of local telephone service. 
 
But the most important element in the war against inflation was the Federal Reserve Board, which 
clamped down hard on the money supply beginning in 1979. By refusing to supply all the money an 
inflation-ravaged economy wanted, the Fed caused interest rates to rise. As a result, consumer 
spending and business borrowing slowed abruptly. The economy soon fell into a deep recession 
 
CONCEPTS OF ECONOMIC GROWTH AND DEVELOPMENT 
 
Economic development is the development of economic wealth of countries or regions for the well-
being of their inhabitants. From a policy perspective, economic development can be defined as efforts 
that seek to improve the economic well-being and quality of life for a community by creating and/or 
retaining jobs and supporting or growing incomes and the tax base. 
 
There are significant differences between economic growth and economic development. The term 
"economic growth" refers to the increase (or growth) of a specific measure such as real national 
income, gross domestic product, or per capita income. National income or product is commonly 
expressed in terms of a measure of the aggregate value-added output of the domestic economy called 
gross domestic product (GDP). When the GDP of a nation rises economists refer to it as economic 
growth 
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The term economic development on the other hand, implies much more. It typically refers to 
improvements in a variety of indicators such as literacy rates, life expectancy, and poverty rates. GDP 
is a specific measure of economic welfare that does not take into account important aspects such as 
leisure time, environmental quality, freedom, or social justice. Economic growth of any specific 
measure is not a sufficient definition of economic development. 
 
The University of Iowa's Center for International Finance and Development states that: 
 
"'Economic development' or 'development' is a term that economists, politicians, and others have 
used frequently in the 20th century. The concept, however, has been in existence in the West for 
centuries. Modernization, Westernization, and especially Industrialization are other terms people have 
used when discussing economic development. Although no one is sure when the concept originated, 
most people agree that development is closely bound up with the evolution of capitalism and the 
demise of feudalism” 
 
Professor Dudley Seers argues that development is about outcomes, that is, development occurs with 
the reduction and elimination of poverty, inequality, and unemployment within a growing economy 
 
Professor Michael Todaro sees three objectives of development: 

 Producing more ‘life sustaining’ necessities such as food, shelter, and health care and 
broadening their distribution 

 Raising standards of living and individual self esteem 

 Expanding economic and social choice and reducing fear 
 
The 3 building blocks of most growth models are: (1) the production function, (2) the saving function, 
and (3) the labor supply function (related to population growth). Together with a saving function, 
growth rate equals s/β (s is the saving rate, and β is the capital-output ratio). Assuming that the 
capital-output ratio is fixed by technology and does not change in the short run, growth rate is solely 
determined by the saving rate on the basis of whatever is saved will be invested. 
 
Economic growth is the increase in the amount of the goods and services produced by an economy 
over time. It is conventionally measured as the percent rate of increase in real gross domestic product, 
or real GDP. Growth is usually calculated in real terms, i.e. inflation-adjusted terms, in order to net out 
the effect of inflation on the price of the goods and services produced. In economics, "economic 
growth" or "economic growth theory" typically refers to growth of potential output, i.e., production at 
"full employment," which is caused by growth in aggregate demand or observed output 
 
As an area of study, economic growth is generally distinguished from development economics. The 
former is primarily the study of how countries can advance their economies. The latter is the study of 
how poor countries can catch up with rich ones 
 
As economic growth is measured as the annual percent change of gross domestic product (GDP), it has 
all the advantages and drawbacks of that measure 
 
In 1377, the Arabian economic thinker Ibn Khaldun provided one of the earliest descriptions of 
economic growth in his famous Muqaddimah (known as Prolegomena in the Western world): 
 
"When civilization [population] increases, the available labor again increases. In turn, luxury again 
increases in correspondence with the increasing profit, and the customs and needs of luxury increase. 
Crafts are created to obtain luxury products. The value realized from them increases, and, as a result, 
profits are again multiplied in the town. Production there is thriving even more than before. And so it 

http://en.wikipedia.org/wiki/Economics
http://en.wikipedia.org/wiki/Gross_domestic_product
http://en.wikipedia.org/wiki/Real_vs._nominal_in_economics
http://en.wikipedia.org/wiki/Inflation
http://en.wikipedia.org/wiki/Economics
http://en.wikipedia.org/wiki/Potential_output
http://en.wikipedia.org/wiki/Full_employment
http://en.wikipedia.org/wiki/Aggregate_demand
http://en.wikipedia.org/wiki/Development_economics
http://en.wikipedia.org/wiki/Islamic_economics_in_the_world
http://en.wikipedia.org/wiki/Ibn_Khaldun
http://en.wikipedia.org/wiki/Muqaddimah
http://en.wikipedia.org/wiki/Western_world


 

 

41 

goes with the second and third increase. All the additional labor serves luxury and wealth, in 
contrast to the original labor that served the necessity of life 
 
Four major critical arguments are generally raised against economic growth 
 
Growth has negative effects on the quality of life: Many things that affect the quality of life, such as 
the environment, are not traded or measured in the market, and they can lose value when growth 
occur 
 

Growth encourages the creation of artificial needs: Industry cause consumers to develop new tastes, 
and preferences for growth to occur. Consequently, "wants are created, and consumers have become 
the servants, instead of the masters, of the economy 
 

Resources: The 2007 United Nations GEO-4 report warns that we are living far beyond our means. The 
human population is now so large that the amount of resources needed to sustain it exceeds what is 
available. Humanity’s environmental demand is 21.9 hectares per person while the Earth’s biological 
capacity is, on average, only 15.7 ha/person. This report supports the basic arguments and 
observations made by Thomas Malthus in the early 1800s, that is, economic growth depletes non-
renewable resources rapidly 
 

Distribution of income: The gap between the poorest and richest countries in the world has been 
growing. Note that this does not necessarily imply that the gap between the poorest and richest 
persons has been growing 
 
HARROD – DOMAR THEORY OF GROWTH 
 

Named after English economist Roy Harrod (1900-1978) and Polish-born American economist Evsey 
Domar (1914-1997), Harrod-Domar growth model postulates three kinds of growth 
 
(1) Warranted growth (the rate of output at which firms feel they have the right level of capital and 
do not wish to expand or decrease investment); 
(2) Natural rate of growth (corresponding to growth in the labor force); 
(3) Actual growth (resulting from a change in aggregate output 
 

Harrod – Domar growth model is an extension of Keynesian short-term analysis of full employment 
and income theory. It provides “a more comprehensive long-period theory of output”. The attention 
of economist was drawn towards the problem of a steady and sustained economic growth by the 
Great Depression of 1930s, and subsequently by the economic devastation caused by the Second 
World War. The central issue of the inquiry was to explore the requirements and conditions for steady 
growth in output and employment,  
 

Harrod and Domar had in their separate writings concerned themselves with the conditions and 
requirements of steady economic growth. Although their models differ in details, their conclusions are 
substantially the same. Their modes are, therefore, known as the Harrod-Domar model. 
 

Both Harrod and Domar consider capital accumulation, as a key factor in the process of economic 
growth. They emphasize that capital accumulation (i. e), net investment) has a double role to play in 
economic growth. It generates income, on the one hand, and increases production capacity of the 
economy, on the other.  
 

For example, establishment of a new factory generates income for those who supply labour, bricks, 
steel, cement, machinery, and equipment etc. and at the same time, it increases the total stock of 
capital and thereby production capacity of the economy. The newly generated income creates demand 
for goods and services. A necessary condition of economic growth is that the new demand (or 
spending) must be adequate enough to absorb the output generated by the new investment. 
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