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1. The Incremental Concept

In Managerial Economics, on the basis of project, the concept of incremental
principle becomes useful whether the order for production of a particular goods
should be accepted or not. This principle is also called the principle of excess or
surplus also. There are two foundations of this principle.

(1) The increase in income and (2) the increase in cost. Usually, while accepting
a project it must be seen that total cost must not exceed the total income. The
entrepreneur must consider the total cost and the total income of firm rather than
total cost and income of the project while accepting or refusing a project. Very often
in the initial period of production, due to accident reason or due to recession, the unit
is not full utilized but if growth income is more than growth cost, the project should
be accepted and profit can be earned in the final analysis. In these circumstances,
there is project-wise loss but there is profit in the final analysis. Thus, if the manager
takes favourable decision of accepting the project, the firm can earn profit.
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m size of the unit or the choice of the pl
.term into consideration.

Short-term decisions can be taken keeping incremental co
term decision are taken keeping total cost in mind.

4. Short and Long-Term Decisions : In short term, dec

rofitable in the long run. It may harm the firm in the long-run e.g. S
unutilized production capacity and the producer is ready to pay ¥ 5 ie
cost per unit is T 4.50. If it accepts order for 1,000 units, it may earm total inC cofit is
(1000 x 5) T 5,000. While the cost was (1,000 x 4.50) ¥ 4,500. 'ljhus, short te@ p
7 500 but effects that such decisions cause should be taken into aa-:c'mnt - _

(1) Firm accepts order and increases production but unutilized production
capacity is utilized, constant cost increases and in the long term consftan;f Cojttfl(:
machines, building etc. becomes inconstant and the prices do not remain a ordable-

(2) If the firm's reduction of price affects the customers permanenty, it r.nay
cause adverse effect and in the long run the market is lost. If the customers believe
that prices have been reduced at the cost of quality, the firm may lose the market.

If the company sells certain thing at ¥ 4.50 for new customers and ¥ 5.00 f.or the
old customers, the old customers will insist on ¥ 4.50 and the production will r_mt
remain profitable. If the customers think that prices have been reduced by lowering
the quality of a product, then also the market will be lost by the producer.

In short, while taking decisions, the manager should consider both long-term
and short-term effects on income and cost. If the time perspective is not considered,
the decisions would adversely affect the firm. In short term but they can be beneficial
in the long term sometimes. For example, when T.V.A. Tennessee Valley Authority was
founded, it reduced the power price rate very much. In short, the consumption of
electricity increased but per unit price was lowered and therefore, the firm suffered
loss for the short period. But in the long run additional houses were covered under
electrification without additional expenses of wiring and other equipments, the
consumption of electricity increased remarkably and in the long term the decision
turned out to be profitable.

The managerial economist should keep balance between short-term and long-
term decisions. Hans, Mate and Paul have given the example of the printing press in
this context. The company knew that as there was unutilized productivity in the
company, incremental cost was lower than total cost but it did not frame its policy
based on incremental cost. It framed its policy on the basis of total cost only because
the management knew that if incremental cost is lower than total cost in the long-run,
it would be more unprofitable than in the short run. They believed that together
customers who will not get benefit of the price reduction will be adversely affected and

ace should be taken keeping

5 st in mind while long
isions are not always
uppose a firm has

for a product. Its
ome of
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3. The concept of opportunity Cost

tion : The scope of mal‘lage.“a]_ economics is for ﬂCl.lleying t
detem]ihedlr(‘):)rjl::c(l:ltlifres, to take the decision for dtllstntliall:lt:;gf 3:2 l::/;lllzrl:;il limiteq ahe
alternative resources and for future planning. At b]e's of e d situat'ng Procegg
the firm decides which option is best on the ﬂi{t i ion, _Oul .
available different options, some concepts are used 10 oris] economi € princip|eg of
managerial economics, s0 they are known as'of l_'ﬂi:lnag el Tz cs. Out of Such
main concepts, the opportunity cost concept is higll y accepted. In managemen, g,
opportunity cost concept is very useful in future p al:]mlglg.momics .

2. Opportunity Cost Concept of Managerl " * The concept
opportunity cost occupies an important place i manager:ﬂ ECONOMICS; ’ Unborp j;
the cost of born”. “Opportunity cost is the cost of next best ter_natl-ve sacrificed.” g,
example, if the firm wants to produce more of goods X, then it will produce legs o
goods Y. According to Handerson, “Opportunity cost of any goods means the decregg,

in supply of one goods because of production of other goods.” -
When a manager accepts any one decision from many options, then he hag ,

sacrifice all other options. So, he has to foregone the expected return for other optigp,
which is opportunity cost of this decision. ' :

A manager has to choose the best option, out of available dlfferefn options i
managerial economics. So, itis very essential to know about t].'.]e opportunity cost whije
investing in goods, goods price or agents of production. For e'xample, one
entrepreneur (manager) wants to invest 7 1 crore, then first of all he 1{:quires from
production of which commodities how much income is about to be received. Assume
that the budgeted amount received from chemical industry is ¥ 2 crores, from pharmga
industry is T 2.5 crores and from computer sector is ¥ 3 Crores, then the entrepreneyr
invests in computer. Due to this, he has to sacrifice the next bést alternative of pharma
industry. So he has to foregone the income of ¥ 2.5 crore. The opportunity cost of
computer sector is ¥ 2.5 crore in this situation.

Other Examples : (1) When an entrepreneur invests capital in his business, then
he can't invest in other company from which he can get dividend income nor he
invests in financial institution from which he can get interest income. So, he has to
foregone both of them. That's why the opportunity cost of this capital is the income of
interest or dividend.

(2) When an entrepreneur gives his service in his business, then he can't give
his service in another sector, so he has to sacrifice the income which he can earn from

i
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another sector. Thus, the ¢
of wages lost,

(3) When more than on
then by producing the goods
goods can be sacrificed which

3. Explicit and Implici
necessary to explain the explic

Pportunit .
Y cost of service of an entrepreneur is the income

vfh$00d§ are produced with the help of one machine,
) ich gives highest income, the production of other
Is the opportunity cost of the good product.

t Cost : To clarify the concept of opportunity cost, it is

il . ..
paldin reality, those wirich . it and m'up]lcu costs. Usually, the expenses which are
are recorded in accounts are exploit cost e.g. The costs paid

for raw material, fuel rent, jnq
» Interest, w; . 1 et
those which are not paid by the fi 18‘_35 etc. z‘are explicit costs. While implicit costs are
K I Irm in reality and they are not recording account
books. e.g. Interest on own capital in
ilabl alinvested by the entrepreneur, the amount of wages
available to entrepreneurs as g labourer / worker, th tof hi build
G , the rent of his own building etc. are
xplicit costs. T : - &
exp . oppol;::nzzie also called implied costs.
entcpraneunse Cg'nC.(;SI. both explicit and implicit costs are included. Any
) £ taki consider opportunity cost rather than money paid in reality at the
time of taking business decisions, § i i implici i
ortunity butit . dome writers include only implicit costs in
opp ty butitis proper to do so. In opportunity cost both types of costs should be
included.
4. The Importance of Opportunity Cost :
1 .

> (t z)f I(;Inder. tht? difference be.tween account profit and economic profit : The
Conf VP p pportunity cost helps in understanding the difference between account
pro 1llan eco‘.]gffﬂc Prl_)ﬁt. Account profit is shown through the difference between
actual costs pai 1n_busmess and the income from the business. While the difference
beu-veen opportunity co:st (actual cost + implicit cost) and the income from the
busmess- shows economic profit. Entrepreneurs should take his decisions not on
accounting profit but economic profit.

(.2) In .the process of decision making : The concept of opportunity cost is
useful in deciding whirh factors should be used in what proportion at the time
different processes of m anagement e.g. if the entrepreneur knows the oppertunity cost
of a labourer, he will d:cide the right wages for the labourers. If he pays less than the
opportunity cost of the labourers, he can not get the supply of labourers. In the same
way, if he knows the opportunity cost of capital borrowed, he knows what interest
should be paid on them. The concept of opportunity cost becomes useful in deciding
whether any commodity should be purchased from the local market or from distant
places. In short, the concept of opportunity cost becomes useful in deciding whether
any commaodity should be purchased from the local market or from distant places. In
short, the concept of opportunity cost helps the management to make maximum use

of factors at minimum cost.
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unity cost becom gnow whether the plant operates wjg, it

logic (‘foppor st t to
the log mportan capacity. If the firm makes pl'Od_uCtiOn

to the incremental conctept, .
o opi et 0{ ngl tlllln:gnstant and variable expensgs have to be mc“fred, By
with optimum capacity: ti?m with unused capacity. Production becomes po§ sble iy
o malfes pr'oilllec cost. Therefore, even if the income is less, Pmdflcno il
o et i s.t of variable factors become the opgonunlty ?ost_

profitable. Here, only the €0 e e e Gf

: . iole of discounting : -
(4) To explain the principle e useful. Thus, principle explaip

A ity cost be
discounting, the 10g1C of opportunity invests in one fields he has for £

i
: . cted. When a person JH¥ESE =/
why discount is t0 be dedu of discount is inevit able.

t
ive i e. Therefore, paymen ; .
alternative I(I;:l::) Ilr.ls In this modern era, very entrepreneur continuously thinks aboy,
. Others : - .
5. Ot cost to sustain and to become master in market. For this, they uses th,
unity models, replacement models etc. when g,

amming, allocation .
more than one unit, he should think about what to produce

c. and should know the opportunity Cost €.g. one company
bike, then the opportunity cost of scooter is equy)
_versa. In this situation, which production j

the opport
concepts of linear progr
entrepreneur produces
how much to produce et
wants to produce scooter and motor

to sacrifice of income of bike and vice

beneficial can be known with the help of opportunity c'ost. : B
It is necessary to know opportunity cost while taking decision whethe

hydropower or steampower should be used to prod.uce elfectlric.ity- The expenditure of
producing electricity with steam can be known easily while it is difficult to know the
cost of hydropower. Once the dam is built, its cost is called dead cost. However, the
cost of use of water of the dam is considered Opportunity cost. The water once useq
can not used again. In short, the internality of necessity of electricity and the
opportunity cost of bcth method should be considered to take decisions.

6. The limits tions of the concepts of Opportunity Cost :

(@ The conc :pt of opportunity can not be explained in reference to the factor
of production with 4 single use.

(b) An entrepreneur takes decision based on other factors like the working
condition, the stability of employment etc. rather than only opportunity cost e.g. if &
worker gets more wage in other professions but his job is uncertain there, he wil
prefer to continue in the same job at lower wages. In the same way, whether the
company should buy a computer or get the job work done outside, the decision is
taken considering other factors instead of opportunity cost only. Even if getting job

work done outside is cheaper, the business secrets can better be preserved in personal
compulers.
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4. Equi-Marginal Concept

1. Introduction : This concept is very helpful to an entrepreneur (manager)
for the implementation of the process of decision making and process of future
planning. It guides an entrepreneur for taking the decision about what to produce,
how much to produce, how to distribute the factors of production. e.g. the number of
{abourer remains same and the use of labour is for the production of these goods. i.e.
A.B.C. In this situation, if more units of labour are used in production of one unit, then
it is possible only by decreasing the production of another goods.

This principle helps an entrepreneur to how and how much to pro
help of available resources.

The principle is useful to know how much quantity of production should be
made and how the different factors of production are to be distributed. Especially,
when a firm produces more than one thing, he has decide which product to be
produced and in how much quantity. This equi-marginal principle is useful to make
decisions regarding them.

2. Principle of Equi-Marginal Production :

According to this principle at different levels of production when marginal

roduction value of different products is equal, this method of production is the most
profitable.

Suppose if in any business, the number of labourers is static, the firm produces
A, B and C commodities with the help of the labourers. In such circumstances, how
many labourers should be employed, this decision has to be taken by finding out
marginal value of production per commodity by a labourer. The labourers who are
employed in producing goods with less marginal production value should be
transferred to the goods with more marginal production value. This will give more
profit in the long run e.g. If the marginal production value of commodity A is ¥ 50 and
that of B is % 40. If the entrepreneur employs the labourer from B to A there will be
profit of ¥ 10 and as a result, the production of A will increase in the long run and final
analysis, the law of decreasing production will apply and labourer's marginal
production value will increase.

In short, maximum advantage can be obtained by certain allocation of labour
as value of marginal production of labour of product A = Marginal production value of
labour of product B = Marginal production value of product C.

3. How marginal production value can be known ? : To know the marginal
production value of a labourer, it is necessary to know the marginal income and
marginal cost of the labourer. Suppose in the production of commodity A by
employing one extra labourer, 100 units production increases and if the unitwise price
of Ais % 2, the marginal income of the labourer in production of A will be  200. If the
variable cost of this extra 100 units of A is ¥ 150, the net production value of the
lapourer will be ¥ 200 - ¥ 150 = 50.

duce with the
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meaning of marginal production means to calculag, the ’

In this principle, .
. . tim alculation of pro ; Ny
increment value. In this analysis at the time of ¢ production valy

inputs, diminishing marginal law is taken- into co.nsideratlont.'lt me?rlls that by Kes ;i :E
other inputs of production fixed, by mcre-asmg prop}?r 1lon. 0 abm.“: marging
productivity is decreasing gradually. Due to dlffere.m techno oEmal Conf_ilflon

section, this law is applicable at different level. So, in context of each activiy

production cycle would be different.
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In above figure, 10 units of labour are engaged in three product A, B and ¢
Where in A marginal production value of 10 th labourer is ¥ 40. In B product, margjn,
production value of 10th labourer is ¥ 20. In these circumstances, if labourer o
product C should be transferred to product A's production, it means that by
decreasing production of C and increasing the production of A, it will be mgpe
beneficial. But here diminishing return law is application more labourers are engaged
in production of A product, its marginal productivity decreases. On other hand, less
labourers are engaged in C product, marginal productivity increases. So by thjs
method, keeping proportion of labour as equal to marginal productivity of labourer
who engaged is production of three product, maximum advantage can be obtained,

———

-
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Marginal Production Value

3 4
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In above figure, equal margin 35

al pr .
at 15th labour in product A, prgdz?:;]igtlon value is done where production value 7 30
production value ? 30 at 7th labourer
roduction, maximum profit cap be obta;

then parallel line is obtaineq instead
value. In these circumstances, firm h
product.

4, Discounling Margin .
g e G pEcduction ot dEirf:rleI;rtoductmnValue:
should be considered e.g. if the rate
one year can be considered 95.24.

5. Importance of thjs Principle :

as to ug

things, dj Wh"e comparing income availed
of inf ' ISFOU"U"E marginal productivity value
erest is 5%, the present value of ¥ 100 after

MR, MRy MR.

and MCA - MCB MCC Whel'e,

Margin?l Revenue of Product A - Marginal Revenue of Product B
Marginal Cost of ProductA Marginal Cost of ProductB -

Marginal Revenue of Product C
Marginal Cost of Product C

In this manner, maximum profit can be made by making such changes.

MRa _ MRs . .
Suppose MCa MCs and if they are removed from the production of B to A

the firm will have benefit.

(2) For allocation of the factors of production : The equi-marginal utility
principle guides the managers regarding the proportion of labour, capital, land etc. To
determine it, marginal revenue productivity and the ratio of marginal cost of factors
have to be compared. When the ratio of both becomes equal, various factors of
production must be employed.

Suppose, there are three factors of production viz. A B C and if the MRP.
(Marginal Revenue Product) and marginal cost ratio is given. Distribution must be
made in such a way that the ratio of all the three factors is equal. In the form of
equation, it can be presented in the following manner.

oS et s e == Ly
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MRPa _ MRPs _ MRPC
MCx»  MCe MCc
MRPA  Mnp,

A is Capital, B i Labour in these circumstance, “p.- - g
se capital more and less laboyr. N

al utility principle becomes useful in dlStl:]buthn of facg,
hoice of method of production etc. with the help ofthy

be used in optimum way.

Suppose

therefore, the producer must U

Thus, equi-margin
or resources in optimum way, c

inciple ,factors of roduction can . .
Pnnclp(l;) ?Equi-mar[;inal utility principle is useful in framing budget also. The “‘lited

resources of the country must be employed when marginal revenue produyc h
maximum. Thus, their maximum efficient use can be made. .
(4) It is useful in allocating expenditure on research also. The work that giy,,

ndertaken for research.

maximum return must be u '
1 in the allocation of budget among various depa“ﬂlenu

(5) It becomes usefu

of the university.
5. Risk and Uncertainty

1. Introduction : Managerial decisions are actions of today which bear fryj

re which is unforeseen. Future is uncertain and involves risk. The uncertainty

in futu
the business cycle, structure of the economy gng

due to unpredictable changes in

government policies. . .
This means that the management must assume the risk of making decisions f,

their firm in uncertain and unknown economic conditions in the future. Firms may b,
uncertain about production, market prices, strategies of rivals, etc. Under uncertainty
the consequences of an action are not known immediately for certain.

Economic theory generally assumes that the firm has perfect knowledge of
costs and demand relationships and of its enviconment. Uncertainty is not allowed y
affect the decisions. Uncertainty arises because producers simply cannot foresee th
dynamic changes in the economy and hence, cost and revenue data of their firms wit
reasonable accuracy.

2. Meaning and Definition of Risk : In economics, "risk" refers to th
uncertainty regarding the future outcomes of an economic decision or event, |
involves the possibility that actual results may differ from expected results, which ca
affect investments, economic policies, business ventures, and individual financig
decisions.

According to Knight, risk is measurable uncertainty. He stated, "Risk means i
some cases a quantity susceptible of measurement, while at other times it is somethin
distinctly not of this character."
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John Ma 3
vents and its ‘)mard Keynes discussed risk in ter
€ !Mpact on investmen decisi m
ions.

Milton Friedman
T efined rick ;
and the individual’s pref d risk in terms of the variability of possible outcomes

erenc .
€ and attitudes towards these outcomes.

Harry Markowi
1tz stateq "Ri
-  "Risk
deviation) of the return op q portf sk as measured by the variance (or standard

olio."
Peter Bernstein describeq

s of the unpredictability of future

risk as " i
45 “a measure of uncertainty about the future

X ur ; ;
benchmark. ed over a specific period and relative to some

3. Types of Risk :

(1) Systematic Rj
isk :
economy. Examples include iﬁi?e:?ow“ as market risk, it affects the entire market or
g rate i ; . :
1t cannot be eliminated through diversiﬁzzzgies' inflation, and economic recessions.
(2) Unsystematic Rj )
sk ; ;
particular company or indu: Also known as specific or idiosyncratic risk, it affects a
recalls, and competitive acj try. Examples include management decisions, product
4 Meaning and Dlotl‘]s.‘ ].t can be mitigated through diversification
refers to situations where t}f “;mon ©f Uncertainty : In economics, "uncertainty”
npdedistabie Siicanns e utur'e outcomes of economic variables or events are
o sk " where the probal;){i i q“an_llﬁed with probabilities. This concept differs from
According to Kﬂig;utf-es of different outcomes are known or can be estimated
not kn »~ Uncertainty involves situations where these probabilities
are own and cannot be measured."
John Maynard Ke g™
P, arinunkno ;::e:n:g:e:i that, "Uncertainty pertains to situations where
o s g ;
Jetermined.” even the likelihood of various outcomes can be

George Shackle argued that, " i
) 5t 9 » uncertainty is th
potential surprises that could affect outcomes "f)' B Ll
5. inties i o
o U'I!‘:rpis; crf L}ncertamu'es in Business : There uncertainties are as follows :
e ;e ainties regarding the supply of factors : When an entrepreneur
e f m::iss o_r plant, he has to face the uncertainties regarding the availability
}(-)1 a '1er o a}ln'o uc.tlon, raw-material etc. If he starts a plant with the assumption that
[; wi hge; I required factors of production and raw-material but if he fails to get
gefx::qufi Zs to falce l?sTes. e.g. If an entrepreneur starts a plant thinking that he will
red supply of electricity but if it is not avail i i
e vailable as required, he will have to

; (2) Invention/discovery of a new substitute : If a raw new substitute for the
product produced by the entrepreneur is invented or discovered, he has to face loss.
e.g. An entrepreneur has invested a large amount of capital in cement plant but if a




)
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overed, demand for cement goes dowp, 5
ch damages.
he faces losses. The insurance company does not cover such da gl
(3) Uncertainty of prices : Prices of products cha‘ngfa accord mg 1o time 4y, d
circumstances. The entrepreneur has to face uncertainties regarding price, No
insurance company insures against ¢

(4) Uncertainty in market : Marke
entrepreneur has invested huge amoun
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substitute for cement is invented or disc

hanges in price.

ts are not stable. They often change, |f an

t of capital but if number of prodyce,,

increases or there are restrictions on market, entrepreneur has to suffer losses, Cg.If

there are many mills for polyster cloth, in future the demand fqr cloth would declipg
d share of market. In modern time, the entreprene,,

or each producer will get limite s
has to face the uncertainty regarding selling in the market. As markets are uncertajy,

the insurance company does not cover such risks.
(5) Government policies : Government policies affect prices and productigy

e.g. If an entrepreneur starts scooter plant considering the present demand but if th,
government liberalises the policy and if there are many producers of scooters, th,
market will be limited and risky. If in a certain product, thex:e = SUPEI’I’IOI.'mal profi;
due to monopoly but if the government naturalises this business or restricts prices
the entrepreneur may suffer losses. The entrepreneur has to face uncertaintieg
regarding government policies. Naturalisation of indust.nes may create pnl)blems for
entrepreneurs. Such policies create uncertainties that insurance companies do ng
cover through insurance.

(6) International trade : In international trade, when business is affected. eg
If there are restrictions on import, there might be scarcity of goods wi.1in the country
and higher prices are charges. When import ban is lifted, the prices go down and the
risks take place in business. e.g. in modern time, TV and car imports have been levied
with heavy duties and the producers can earn higher profits but when these duties are
reduced, the producers may suffer losses.

(7) Other factors : In modern age, habits, fashions, incomes and number of
population change resulting in certain risks for entrepreneuts. Such risks can not be
calculated and therefore, insurance companies do not cover such risks. The
entrepreneurs have to bear such risks. Profit is the reward for such uncertainties. It is
an incentive for taking risks of this kind.

According to Prof. Knight, "The business in which there is moye uncertainties,
the supply remains limited and entrepreneurs get supernormal profit. If there is no
uncertainty, the entrepreneur gets only normal profit, not pure profit.” It is not ea'sy
to live among uncertainties. To face uncertainties one must have spirit of enterprise,
courage etc. And this brings about profit for the entrepreneurs.

- TSR
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According to Prof, Kn;

. Bht to f,
apital, labour etc. To Ce uncertainty is 4 i .
:u::)h unhappy exPerienfize. uncertainties ig o, :1?:3)/ sy Iund‘ T s o
B B tl|]sel3rol‘|l. Prof, Knight in l:’igybte)’:)ier;::eﬁrhe re‘f"a:d for
principles. ) » Uncertainty and
6. Different Ways to man

age t i
four ways L0 manage the rigk 4,4 uﬁce:::i:lt;k i Dicertainy: There are g
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o ks a
(2) Hedging is a mechgp 1€ transferred through Insurance Policies)

(3) Diversification
isa
ious investm method of managing the 1 isk i
vario ents and thys (, B the risk where the risk is spread to

(4) Adjusting risk is th mi:; X j-s minimized to each investment.
expected loss. anism whereby the provision is made to offset the

7. Decision Under Uncertainty ;

(1) The maximax nye ; DeaIsty.
each decision and choosing the decisi
outcomes.

:’ith 'selecling the best possible outcome for
n with the maximum payoff for all the best

(3) The Minimax ryle -
associated with each, decision,
potential regret.

6. Discounting Concept

[Note : In new syllabus,
knowledge purpose only)

A person li
. uncertsin Cenl:: lmom present than future because present is certain while future
iy e '100 ;ﬁe{- ;VhEH aﬂ{lerson is given two options as an offer like Rs. 100 in

edr,

g y €N a person accepts present offer of ¥ 100 due to two

(1) Itis unceriain when_a person receives ¥ 100 after a year, and (2) When a
;?erson puts ¥ 100 @ 8% rate of interest, then it will be ¥ 108 after a year. So, a person
likes presenf 3 .100' 'ln other words, the value of present ¥ 100 is more than 2 100 of
future. In this situation, the question arises, what is the value of present ¥ 100 for the
future ¥ 100? When we invest, then we should know about the present value of future
rupee. For .IhilS the discounting principle is very helpful. While any decision for
u}vestmmllt is taken by an entrepreneur, affecting the future cost and income, then the
discount is cut from that cost and income (revenue) considering the present value.

this concept is mentioned. Here we have given for
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ted while giving simple len.dmg..For example gp,
red after 1 year. While lendllng this astsume that go,
i i i 80, only 920 is given In present.
et dl?COUI}l:CI;S (I:: tisS oh:f;ef::ulctt)n:tf :ntreprel!ieur for getting knowledge of fuy,
expect;r: ]ii:cpor:ne From his present investment. This anally':ll; ?o:Tai?;tanmt et(:j (l:qo}v the
future value of present income. This guides the f:ntl'epfetlh s rug it cision of
capital investment. The value of present rupee I$ more tha i howp ;eca}JSe the
is uncertain. So, an entrepremneur should have know. edge n'luc h dlscoum
hmensllrleo:fl: cut to make the present value .equal to future price. :c;se:gl;:g:i tthe value of
discount, the following example can be given. When one ge;‘(s]g ; ! 0 get ¥ 10p
in present or ¥ 100 after 1 year, then he chooses present- t::auls; this T 100 wi
be given ¥ 105 after 1 year @ 5% interest. It means that dls.count shou : cut to find oy
the present value of T 100 after 1 year. If rate of interest is 5%,'t 6;1 100 should pe
discounted @ 5%. This can be shown with the help of a following formula.
105 ¥ 100

1002 ()
100x 100
105
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This principle is implemen
promissory note of ¥ 1,000 is matu

=¥ 95.23
The value of future 100 is ¥ 95.23. In other words 95.23 x 1.05 = 99.999

) Value after 1 year (VI)
Formula : Present Value of Capital = 1+ rate of interest (1)

Example : Assume that rate of interest is 5%, then present value of ¥ 100 afte;

1 year.
Suppose, the rate of interest is 5%, the value of ¥ 100 after one year at present

would be -

e o 100 100 .55
1+r 1+0.05 1.05

To find out the present value of money in the context more than one year, the
following equation should be used.

Here, VO = Present value
Vi = The value of capital at the end of one year.
V2 o= The valuc of capital at the end of second year
V3 = The value of capital at the end of third year
Vn = The value of the capital in final year
Vn = Discount rate (interest rate)

In the above example, suppose if we want to find out the value of ¥ 100 after
2 years,

»  Choose the correct option from the ;iven options :

Unit-02_Fundametal Concepts
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The answer would |,
€ that the pregen; value of ¥ 100 after two years would be

£90.70
> Importance ;
(1) This principle p
investmeml_) If lﬁzoinr:j;su“f“] tO' the manager to take decisions regarding
from other sourceg th tment discount return is more than the interest
(2) This principle js USe'f © entrepreneur might invest in an enterprise.
ul't

(3) This principle becomes

(4) It is useful in Preparing budget abou the capital.

(5) Indayt - Mgl
Y 0 day, business, this principle of discount is useful e.g. if on the

promissory note of gne ear i ;
would be ¥ 940 (2 1,009 f ? fiol)he rate of interest is 6%, the present value

~

_ Objective Study
(1) InManagerial Economics, what is a
(A) Marginal Principle
(C) Prilnciple of Diminishing Returns
(2) According to the incremental principle, when should a project be accepted ?
(A) When the total cost exceeds the total income
(B) When the total income and total cost are equ‘al
(C) When the total income exceeds the total cost. '
(D) When the total income is less than the total cost.
(3) The incremental principle is particularly useful in
(A) Long-term planning
(B) Conditions of full production capacity
(C) Short-term decisions with unutilized production capacity
(D) Situations where costs always exceed revenues
(4) Which principle is closely related to the incremental principle in managerial
economics ?
(A) Principle of Opportunity Cost (B) Principle of Diminishing Returns
(C) Marginal Concept (D) Equimarginal Principle
(5)  In which types of organizations is the incremental principle mostly used ?
(A) Small startups (B) Non-profit organizations
(C) Big industrial and business corporations
(D) Government agencies
(6) What is the primary focus of managerial economics ?

nother name for the incremental principle?
(B) Principle of Excess or Surplus
(D) Cost-Benefit Analysis
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(9)

(10)

(11)

(12)

A) A h'ev’i personal goals 3 . ﬁl‘m
EB; Azh;evi::g the determined objectives of the

(C) Maximizing the production of one good

(D) Minimizing labor costs '

What is the concept of Ol:)ﬁml:;:n:natjves

of all available alte )

Eg; ']l:ﬁz 22:: of the next best alternative sacrificed

(C) The total cost of production

(D) The profit gained from an investr_nem

According to the concept of opportunity cost,

of goods X, what happens t0 goods Y ?

(A) The production of good Y remains unc

(B) The production of good Y decreases

(C) The production of good Y increases

(D) The production of good Y is irrelevant g .

Which of the following is an example of explicit cost ¢

(A) Interest on own capital '

(B) Rent of the entrepreneur's own building

(C) Wages paid to employees

(D) The entrepreneur’s potential earnings as a worker

Which of the following best describes implicit costs ?

(A) Costs recorded in account books

(B) Costs paid in reality _

(C) Costs not paid by the firm in reality and not recorded in account books

(D) Costs associated with purchasing raw materials

How does the concept of opportunity cost help in decision-making ?

(A) By ignoring implicit costs

(B) By focusing solely on accounting profits

(C) By helping management make maximum use of factors at minimum cost

(D) By excluding all variable costs

What is the difference between accounting profit and economic profit ?

(A) Accounting profit includes both explicit and implicit costs, while economic
profit does not

(B) Economic profit includes both explicit and implicit costs, while accounting
profit does not

(C) There is no difference between accounting profit and economic profit

(D) Accounting profit considers opportunity cost, while economic profit does
not

ty cost in managerial economics ?

if a firm decides to produce More

hanged
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(13)

(14)

(15)

(16)

(17)

(18)

(19)

(20)

How does the opport =

unity ¢
(A) It .explalns Why addinyonz(lﬁcc

IScounts ar

0 P .
ficept relate to the principle of discounting ?
0sts are added

8 iS N0t a limjtar:
It cannot be explaipy . Mitation of ¢

H refer he concept of opportunity cost ?
Entrepreneurs only consig €nce to the factor of production with a single use
Dccision-making may a;s €T Opportunity cost when making decisions
conditions 0 Involve factors like job stability and working
Sometimes bys;

; Ness secrets i ¢ e
considerations Caninfluence decisions over purely cost-based

- : 3 m deClSlOlIS .

B) Decisions i ;
EC) — ?;f;igdwzthlout changing fixed factors, only variable factors.
0 long-term profitability and strategic planning.

(D) Decisions involving permg
nent ch i
An example of a short-term decision isanges © pantand machinery

(A) Establishing a new piap;,
(C) Changing the raw-materia] o number of labo

(D) Selecting a new location for the business o
Long-term decisions typically involve .
(A) Changes only in variab)e factors.

(C) Changes in both fixed ang variable f

. . actors.
(D) Minor adjustments tq existing processes.

Which of the following statements is trye about the impact of long-term decisions ?
(A) They are focused solely on immediate profit |
(B) They do not consider the quality of product;.

(C). They generally aim to enhance market reputation and goodwill

(D) They disregard short-term market conditions. .

In the context of managerial economics,
concerned with ;

(A) Incremental cost. (B) Total cost.

(C) Capital investment. (D) Long-term profitability.

Which example illustrates a situation where a short-term decision may not be
beneficial in the long run ?

(A) Increasing production by hiring temporary labor.

(B) Reducing prices to utilize unutilized production capacity.

(C) Implementing new technology to enhance production efficiency.
(D) Investing in a new marketing strategy to increase brand awareness.

(A)
(B)
(C)

(D)

(B) Buying new machinery.

(B) No changes to fixed factors.

short-term decisions are primarily
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(21) The primary focus of long-term decisions ison .
(A) Immediate cost savings. (B) Short-term profit margins,
(C) Sustaining market reputation and achieving long-term profitability,

(D) Temporary market trends.

(22) Why should managers consider both short-ternn and long-term effec(g Whe,

making decisions ?
(A) To maximize short-term profits without regard to the future.
(B) To ensure that immediate actions do not harm long-term goals,
(C) To focus solely on reducing incremental costs.
(D) To avoid any changes in production processes. .
(23) What is the potential risk of a firm reducing its product price to utilize unutilizeg
production capacity ?
(A) Increasing fixed costs permanently.
(B) Losing market share in the long term due to perceived quality reductigy,
(C) Gaining immediate profitability without any negative effects. '
(D) Maintaining consistent quality and customer satisfaction.
(24) The Equi-Marginal Principle is particularly useful for
(A) Decision making and future planning
(B) Understanding the past production
(C) Predicting market trends
(D) Setting prices for goods
(25) According to the Equi-Marginal Principle, what should be equal for maximyy,
advantage ?
(A) Total production value of all products
(B) Marginal production cost of each product
(C) Marginal production value of labour across all products
(D) Number of laborers employed in each product
(26) To determine the marginal production value of a labourer, one needs to knoy

(A) Marginal income and marginal cost
(B) Total income and total cost
(C) Average production value and average cost
(D) Production capacity and labor cost
(27) The Equi-Marginal Principle considers the law of diminishing marginal returns
This means ; '
(A) Increasing labor indefinitely will keep increasing production
(B) Keeping other inputs constant, increasing labour will decrease margind
productivity gradually
(C) Production remains constant regardless of the number of laborers
(D) Total production cost decreases as more labor is employed

; Tying tec}
(D) Since all | ological condirin. -
all laborers oy at | onditions in ¢

ach section
€ same efficiency leve]

arginal Princ;
ple most appl; :
one produyct pplicable ?

29) In which scenarig g ,

(A) When a firgy o ¢ EQUI-M

M prodyc

30) The concept of gjs

B) Adjusti : Ome wiy - . G T—
(B) justing future Income tg jig prﬂs‘;nr?!l;;e Income without adjustment
- Vvalue using a disco
scount rate

(C) Comparing margi
i ginal co .
(D) Ignoring the time values(l)sf :)rfo}:mducnon directly

ey

31) According to th i ;
( 3 e Eqm-MargmaI I'iinciple,
(A) Marginal cost of g
rod o g
(B) Marginal revenye ar?d mzlllrc L:uz‘:l mlmmlz.ed
() Total production & maximg; " Cost ratios of all products are equal
(D) The number of laborers IS Inaximized
(32) In the context of resource allocation, th i
resources should be allocated sych, th'eit " R
(A) Marg{nal Revenye Product (MRP) is maximj
(B) Marginal Cost (M) is minimized e
(C) The ratio of MRP to MC is ean:
1s equal
(D) Total revenue is equally dist?ibut:dcmss ol fctors
(33) The Equi-Marginal Principle is useful in budgeting b i i
(A) Allocating resources to maximize revenue oecuseithelpsin
(B) Minimizing costs across all departments
(C) Employing all available resources
(D) Ensuring equal distribution of b
_ udget across all d
(34) Which of the following best describes the a ook i 1
Principle in research expenditure 2
(A) Dlstribgting funds equally to all research projects
(B) A]locatlmg funds to the projects with the maximum marginal return
(C) Reducing research expenditure to save costs
(D) Funding only new research projects

maximum profit is achieved when

Marginal Principle states that

pplication of the Equi-Marginal



(35)

(36)

(37)

(38)

(39)

(40)

(41)

(42)

determin®
What is required © pargind P!

: the ul- 6
according t‘;oduaion cost marginal cost of both laboy, ang
(A Totalvpa] evenue prodt and capital capilal}
(B) Margin rate d capital |
al revenue 8eN° f labor a0 : _
Eg)) XSZrage production ° regarding the optimal Proportion Of lay
; 0

. o 1 - .
Which prmcnplegiu A ducflon? ®) Equi-Marginal Utility p. r_

ital, and land . i i
f:)l)ltlzw of Dl R?:rl:!rzfivantage 2l Malgllgmﬂt(:: Sfti Prllncmle “Iply
(@) s © mf :;Zory generally assume abo rm's kn0w1ed
What does econom!
decision-making ?
(A) Firms have part
(B) Firms have perfect
(C) Firms rely on governm

d demand relationsh;

e of cos.8 a1 onship,

Ovzle:(fge of costs and den}a.nd relationships
l(ment policies © make decisions

‘ i CiSiO| 1- a] .

sk defined ?
According to Knight, BoW ! nSl;n:asured
(A) Uncertainty that cannot be :
(B) Variability of possible outcome
(C) Measurable uncertfaiﬁrllttl};re i
%Cl;ll;;:d;;;?iﬂ;gegts the entire ma <€tOT economy and cannot be eliminate{i
through diversification ?
(A) Systematic risk
(C) Operational risk O
What is an example of unsystematic n-ik ? ' .
(A) Interest rate changes * (B) ECOH(?mlC recessions
(C) Management decisions * (D) Inf%atmn
How did John Maynard Keynes describe uncertainty?
(A) As measurable uncertainty
(B) As situations where future events aré unknown and the likelihoog d

outcomes cannot be determined :

(C) As the variability of possible outcomes
(D) As the lack of foreknowledge about potential surprises
Which method of managing risk involves spreading risk across varigy
investments ?
(A) Insurance
(C) Diversification

W(B) Unsystematic risk
) (D) Financial risk

" (B) Hedging
‘(D) Adjusting risk

I EEEE——
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i .
(43) What does the M
(A) Selecting the

anmin I 3 gl
ule involye j

- ve in decisj F

decision i n decision-making under uncertainty ?

ith the i
decision with themm'mum Payoff for all best outcomes
dees mf1X_1mum worst payoff

(B) Choosing the
(C) Choosing the
(D) Selecting the decisj i
Which economist def;
(A) John Maynarq Keyn
(C) Harry Markowity,

What is the focug of the

@4
es

8 o (D) Peter Bernstein
: Nimax ryle i isi i
A) ?;lect{“g the decision with the ni m‘ g R
(g)) Choosmg the decision With the a:m‘mum it ke
( 00sing the decision wi
; on wj
(D) Selecting the decisiop, wittltl1 g:

—

1) B 2) C )
(1(o;C 1 o i e DC BCc mE me me e
1) A 20) B @21) ¢ gy o (B (5B (g C (1) c ) <
25 C 29)C (05 2B @B @A (25¢ (26) A @) B
(37) B (38) C (39) A mz (82) C 33) A (34) B (35) B (36; B

(4) B @2)c (43)B (44) C (45) B

—

1. Write a notes on :

(1) The Incremental Concept.
(2). The Concept of Opportunity Cost
2 erte notes on : Equi-marginal econom'ics
3 w.nte short notes : The Concept of Time Perspecti
4. D%scuss the incremental principle of managen‘?al ezgnom‘c
5 Dlsch;s thg‘ tools used for economic analysis in managerliai-econ i
6.  Explain Various techniques of analysis in Managerial Economics i
1224 .
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