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UNIT I 

INTRODUCTION TO ECONOMICS 

Economics is a study of human activity both at individual and national level. The economists of 

early age treated economics merely as the science of wealth. The reason for this is clear. Every 

one of us in involved in efforts aimed at earning money and spending this money to satisfy our 

wants such as food, Clothing, shelter, and others. Such activities of earning and spending money 

are called Economic activities”. It was only during the eighteenth century that Adam Smith, the 

Father of Economics, defined economics as the study of nature and uses of national wealth’. Dr. 

Alfred Marshall, one of the greatest economists of the nineteenth century, writes “Economics is a 

study of man’s actions in the ordinary business of life: it enquires how he gets his income and 

how he uses it”. Thus, it is one side, a study of wealth; and on the other, and more important 

side; it is the study of man. As Marshall observed, the chief aim of economics is to promote 

‘human welfare’, but not wealth. The definition given by Prof. Lionel Robbins defined 

Economics as “the science, which studies human behaviour as a relationship between ends and 

scarce means which have alternative uses”. With this, the focus of economics shifted from 

‘wealth’ to human behaviour. 

CONCEPTS OF MICRO AND MACRO ECONOMICS:  

‘Economics’ is defined as the study of how the humans work together to convert limited 

resources into goods and services to satisfy their wants (unlimited) and how they distribute the 

same among themselves. Economics has been divided into two broad parts i.e. Micro Economics 

and Macro Economics. Here, in the given article we’ve broken down the concept and all the 

important differences between micro economics and macro economics, in tabular form, have a 

look. 

MICROECONOMICS  

The term ‘micro’ means small. The study of an individual consumer or a firm is called 

microeconomics (also called the Theory of Firm). Micro means ‘one millionth’. Microeconomics 

deals with behavior and problems of single individual and of micro organization. Managerial 

economics has its roots in microeconomics and it deals with the micro or individual enterprises. 
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It is concerned with the application of the concepts such as price theory, Law of Demand and 

theories of market structure and so on. MACROECONOMICS The term ‘macro’ means large. 

The study of ‘aggregate or total level of economic activity in a country is called 

macroeconomics. It studies the flow of economics resources or factors of production (such as 

land, labour, capital, organisation and technology) from the resource owner to the business firms 

and then from the business firms to the households. It deals with total aggregates, for instance, 

total national income total employment, output and total investment. It studies the interrelations 

among various aggregates and examines their nature and behaviour, their determination and 

causes of fluctuations in the. It deals with the price level in general, instead of studying the prices 

of individual commodities. It is concerned with the level of employment in the economy. It 

discusses aggregate consumption, aggregate investment, price level, and payment, theories of 

employment, and so on. Though macroeconomics provides the necessary framework in term of 

government policies etc., for the firm to act upon dealing with analysis of business conditions, it 

has less direct relevance in the study of theory of firm. Micro and Macro Economics are not 

contradictory in nature, in fact, they are complementary. As every coin has two aspects- micro 

and macroeconomics are also the two aspects of the same coin, where one’s demerit is others 

merit and in this way they cover the whole economy. The only important thing which makes 

them different is the area of application. 

MANAGERIAL ECONOMICS  

Managerial Economics is subject gained popularity in USA after the publication of the book 

Managerial Economics” by Joel Dean in 1951. Managerial Economics refers to the firm’s 

decision making process. It could be also interpreted as “Economics of Management” or 

“Economics of Management”. Managerial Economics is also called as “Industrial Economics” or 

“Business Economics”. As Joel Dean observes managerial economics shows how economic 

analysis can be used in formulating polices.  

MEANING & DEFINITION: In the words of E. F. Brigham and J. L. Pappas Managerial 

Economics is “the applications of economics theory and methodology to business administration 

practice”. M. H. Spencer and Louis Siegel man explain the “Managerial Economics is the 

integration of economic theory with business practice for the purpose of facilitating decision 
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making and forward planning by management”. Managerial Economics, therefore, focuses on 

those tools and techniques, which are useful in decision-making.  

NATURE OF MANAGERIAL ECONOMICS 

Managerial economics is, perhaps, the youngest of all the social sciences. Since it originates 

from Economics, it has the basis features of economics, such as assuming that other things 

remaining the same. The other features of managerial economics are explained as below:  

(a) Close to microeconomics: Managerial economics is concerned with finding the solutions for 

different managerial problems of a particular firm. Thus, it is more close to microeconomics.  

(b) Operates against the backdrop of macroeconomics: The macroeconomics conditions of 

the economy are also seen as limiting factors for the firm to operate. In other words, the 

managerial economist has to be aware of the limits set by the macroeconomics conditions such 

as government industrial policy, inflation and so on.  

(c) Normative statements: A normative statement usually includes or implies the words ‘ought’ 

or ‘should’. They reflect people’s moral attitudes and are expressions of what a team of people 

ought to do. For instance, it deals with statements such as ‘Government of India should open up 

the economy. Such statement are based on value judgments and express views of what is ‘good’ 

or ‘bad’, ‘right’ or ‘ wrong’. One problem with normative statements is that they cannot to verify 

by looking at the facts, because they mostly deal with the future. Disagreements about such 

statements are usually settled by voting on them.  

(d) Prescriptive actions: Prescriptive action is goal oriented. Given a problem and the 

objectives of the firm, it suggests the course of action from the available alternatives for optimal 

solution. If does not merely mention the concept, it also explains whether the concept can be 

applied in a given context on not. For instance, the fact that variable costs are marginal costs can 

be used to judge the feasibility of an export order.  

(e) Applied in nature: ‘Models’ are built to reflect the real life complex business situations and 

these models are of immense help to managers for decision-making. The different areas where 

models are extensively used include inventory control, optimization, project management etc. In 
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managerial economics, we also employ case study methods to conceptualize the problem, 

identify that alternative and determine the best course of action.  

(f) Offers scope to evaluate each alternative: Managerial economics provides an opportunity to 

evaluate each alternative in terms of its costs and revenue. The managerial economist can decide 

which is the better alternative to maximize the profits for the firm.  

(g) Interdisciplinary: The contents, tools and techniques of managerial economics are drawn 

from different subjects such as economics, management, mathematics, statistics, accountancy, 

psychology, organizational behavior, sociology and etc. 

 (h) Assumptions and limitations: Every concept and theory of managerial economics is based 

on certain assumption and as such their validity is not universal. Where there is change in 

assumptions, the theory may not hold good at all. 

SCOPE OF MANAGERIAL ECONOMICS 

The main focus in managerial economics is to find an optimal solution to a given managerial 

problems. The problem may relate to production, reduction or control of costs, determination of 

price of a given product or service, make or buy decisions, inventory decisions, capital 

management or profit planning and investment decisions or human resource management. While 

all these are the problems, the managerial economist make use of the concepts, tools and 

techniques of economics and other related disciplines to find an optimal solution to a given 

managerial problem. 

Demand Analysis: A business firm is an economic organism which transforms productive 

resources into goods that are to be sold in a market. The analysis of a demand for a given product 

and service is the first task of managerial economist. Before production schedules can be 

prepared and resources employed, a forecast of future sales is essential. This forecast can also 

serve as a guide to management for maintaining or strengthening the market position and 

enlarging profits. Demand Analysis helps in identify the various factors influencing the demand 

for a firm’s product and thus provides guidelines to manipulating demand. Demand analysis and 

forecasting, therefore, is essential for business planning and occupies a strategic place in 

Managerial Economics.  
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Cost Analysis: A study of economic costs, combined with the data drawn from the firm’s 

accounting records, can yield significant cost estimates that are useful for managerial decisions. 

The factors causing variations in costs must be recognized and allowed for if management is to 

arrive at cost estimates which are significant for planning purpose. The chief topics covered 

under cost analysis are cost concept and classifications, cost output relationship, economies and 

diseconomies of scale and cost control and cost reduction. 

Pricing Decisions: Pricing is very important area of managerial economics. In fact, price is the 

source of the revenue of a firm and as such the success of a business firm largely depends on the 

correctness of the price determination in various market forms, pricing, methods, differential 

pricing, product line pricing and price forecasting.  

Production and Supply Analysis: Production Analysis is narrower in scope that cost analysis 

production Analysis frequently precedes in physical term while cost analysis proceeds in 

monetary terms. Production analysis mainly deals with different production functions and their 

managerial use. Supply analysis deals with various aspects of supply of a commodity. Certain 

important aspects of supply analysis are : supply schedule, curves and function, law of supply 

and its limitations. Elasticity of supply and factors influencing supply.  

Profit analysis: Profit making is the major goal of firms. There are several constraints here an 

account of competition from other products, changing input prices and changing business 

environment hence in spite of careful planning, there is always certain risk involved. Managerial 

economics deals with techniques of averting of minimizing risks. Profit theory guides in the 

measurement and management of profit, in calculating the pure return on capital, besides future 

profit planning.  

Capital Management: Among the various problems of a business, the most complex and 

difficult for the business manager are likely to be those relating to the firms capital investments. 

Relatively large sums are involved and the problems are so complex that their disposal not only 

requires considerate time and labor but is a matter for top level decisions. Briefly capital 

management implies planning and control of capital expenditure. The main topics dealt with are 

cost of capital, rate of return and selection or projects.  
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Strategic planning: Strategic planning provides management with a framework on which long-

term decisions can be made which has an impact on the behavior of the firm. The firm sets 

certain long-term goals and objectives and selects the strategies to achieve the same. Strategic 

planning is now a new addition to the scope of managerial economics with the emergence of 

multinational corporations. The perspective of strategic planning is global. It is in contrast to 

project planning which focuses on a specific project or activity. In fact the integration of 

managerial economics and strategic planning has given rise to be new area of study called 

corporate economics. 

MANAGERIAL ECONOMICS LINKAGES WITH OTHER DISCIPLINES 

Managerial Economics is closely linked with money other disciplines such as economics, 

accountancy, mathematics, statistics, operation research, psychology and organizational 

behavior.  

Economics: Managerial Economics is the offshoot of economics and hence the concepts of 

managerial economics are basically economic concepts. If economics deals with theoretical 

concepts, managerial economics is the application of these in real life. In the process of 

addressing various managerial problems, several empirically estimated functions such as demand 

function, cost function, revenue function and so on are extensively used.  

Operation Research: Decision-making is the main focus in Operation Research and Managerial 

Economics. If Managerial Economics focuses on “problems of decision making” Operation 

Research Focus on solving the Managerial problems. The Operation Research Models such as 

linear programming, transportation, optimization techniques and so on, are extensively used in 

solving the managerial problems.  

Mathematics: Managerial Economist is concerned with estimating and predicting. The relevant 

economic factors for decision-making and foreword planning. In this process, he extensively 

makes use of the tools and techniques of mathematics such as algebra, calculus, vectors; input-

output tables such other. 

Statistics: Statistics deals with different techniques useful to analyze the cause and effect 

relationships in a given variable or phenomenon. It also empowers the managers to deal with the 
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situations of risk and uncertainty through its techniques such as probability. The business 

environment for the managerial economist is full of risk and uncertainty and extensively makes 

use of the statistical techniques such as averages, measures of dispersion, correlation, regression 

time series, and probability and so on. These techniques enhance the relevance of the conceptual 

base in managerial economics.  

Accountancy: The accountant provides accounting information relating to costs, revenues, 

receivables, payables, profit and loss etc. and this forms the basis for the managerial economist 

to act upon. This forms authentic source of data about the performance of the firm. The main 

objective of accounting function is to record, classify and interpret the given accounting data. 

The managerial economist profusely depends upon accounting data for decision-making and 

foreword planning.  

Psychology: Consumer psychology is the basis on which managerial economist acts upon. How 

the customers react to a given change in price or supply and its consequential effect on demand / 

profits is the main focus of study in managerial economics. We assume that the behavior of the 

consumer is always rational which in reality is not so. Psychology contributes towards 

understanding the behavioral implications, attitude and motivations of each of the micro 

economics variables such as consumer, supplier investor worker or an employee.  

Organizational Behavior: Organization Behavior enables the managerial economist to study 

and develop behavioral models of the firm integrating the manager is behavior with that of the 

owner. This further analysis the economic rationality of the firm in a focused way. 

FUNDAMENTAL PRINCIPLES OF MANAGERIAL ECONOMICS 

Managerial economics applies economic concepts and analytical tools to solve practical business 

problems. It guides managers in making rational decisions regarding production, pricing, 

investment, and resource allocation. The subject is built upon several fundamental principles that 

form the backbone of decision-making in organizations. 
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A. Incremental Principle  

The Incremental Principle is one of the most important concepts in managerial economics, 

widely used for business decision-making. It states that a rational decision should be based on 

the comparison of incremental benefits and incremental costs associated with a particular 

action or decision. In simple words, it means that managers should consider only the additional 

or extra costs and revenues that result from choosing one alternative over another, rather than 

looking at total costs or total revenues. 

Meaning and Concept 

The principle emphasizes evaluating the change in costs and benefits rather than absolute 

values. Incremental cost refers to the additional cost incurred due to a decision, whereas 

incremental revenue (or benefit) refers to the additional income earned from that decision. A 

decision is considered economically viable if the incremental benefits exceed the incremental 

costs. 

For example, if a manufacturing company considers producing 1,000 additional units of a 

product, the incremental cost would include extra raw materials, labor, and overheads required 

for these units, while the incremental revenue would be the income generated from selling these 

additional units. If the incremental revenue is greater than the incremental cost, the decision adds 

to profit and should be pursued. 

Application of Incremental Principle 

1. Pricing Decisions: Companies can use the incremental principle to determine whether to 

accept a special order at a lower price. For instance, if accepting the order generates 

incremental revenue that exceeds incremental costs, it is profitable. 

2. Make or Buy Decisions: A firm deciding whether to manufacture a component in-house 

or purchase it externally can compare the additional costs and benefits of each alternative 

to make a rational choice. 
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3. Investment Decisions: Before investing in a new project or expanding production 

capacity, managers analyze the incremental costs (machinery, labor, raw materials) 

versus incremental revenues from projected sales. 

4. Resource Allocation: Firms with limited resources can use this principle to allocate 

funds, labor, or machinery to projects that yield the highest incremental returns. 

5. Marketing Decisions: A company evaluating additional advertising expenditure can 

apply the incremental principle by comparing the extra sales generated against the cost of 

the campaign. 

Importance of the Incremental Principle 

 Focus on Relevant Costs and Benefits: It helps managers concentrate on additional 

costs and revenues relevant to the decision, ignoring sunk or irrelevant costs. 

 Profit Maximization: By comparing incremental revenue with incremental cost, firms 

can make decisions that increase overall profitability. 

 Flexibility: The principle can be applied to a wide range of decisions, including 

production, investment, marketing, and resource allocation. 

 Simplifies Decision Making: It provides a clear framework for analyzing alternatives by 

focusing only on the changes caused by the decision. 

B. Marginal Principle  

The Marginal Principle is one of the fundamental concepts in managerial economics, which 

helps managers make rational decisions regarding production, pricing, and resource allocation. It 

states that a rational economic decision should be made when the marginal benefit equals 

marginal cost. In other words, managers should compare the additional revenue or benefit 

obtained from producing or consuming one more unit of a good (marginal benefit/revenue) with 

the additional cost incurred for that unit (marginal cost) to determine the optimal level of output 

or activity. 

 “Marginal” refers to the next or additional unit. The marginal principle focuses on the 

incremental or extra changes caused by a decision. 
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 Marginal Revenue (MR): The additional revenue earned from selling one extra unit of 

output. 

 Marginal Cost (MC): The additional cost incurred to produce one extra unit of output. 

According to the marginal principle: 

 If MR > MC → Production should be increased because it adds to profit. 

 If MC > MR → Production should be reduced to avoid losses. 

 If MR = MC → Profit is maximized, and this is the optimal production point. 

The principle ensures that resources are used efficiently and that no extra unit is produced that 

costs more than it earns. 

Applications of the Marginal Principle 

1. Profit Maximization: 

Firms apply the marginal principle to determine the level of output that maximizes profit. 

For example, a company will continue producing additional units as long as the marginal 

revenue from the last unit exceeds the marginal cost. 

2. Pricing Decisions: 

In pricing, managers compare the additional revenue from selling an extra unit with the 

extra cost of producing it. This is especially important in competitive markets where 

marginal revenue may vary. 

3. Resource Allocation: 

The principle helps allocate scarce resources among competing alternatives. Resources 

should be used in areas where marginal returns are highest until marginal returns are 

equalized across all uses. 

4. Production Decisions: 

Managers use the principle to decide the quantity of raw materials, labor, and capital to 

employ, ensuring that the last unit of each resource contributes to profit. 

5. Investment Decisions: 

When evaluating projects, marginal benefits (expected returns) are compared with 

marginal costs (investment and operating costs) to choose the most profitable option. 
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For example- 

Suppose a company produces mobile phones. The cost of producing the 101st phone is ₹5,000 

(marginal cost), and the revenue from selling it is ₹6,000 (marginal revenue). 

 MR (₹6,000) > MC (₹5,000) → Producing the 101st phone adds to profit, so production 

should continue. 

If the 102nd phone costs ₹6,500 to produce but generates only ₹6,000 revenue: 

 MC (₹6,500) > MR (₹6,000) → Producing the 102nd phone reduces profit, so 

production should stop. 

Thus, the optimal output is where MR = MC, ensuring maximum profit. 

C. Opportunity Cost Principle 

The Opportunity Cost Principle is a fundamental concept in managerial economics that helps 

managers make rational and efficient decisions when resources are scarce. It is based on the idea 

that every resource has alternative uses, and choosing one option means forgoing the next 

best alternative. The value of the foregone alternative is called the opportunity cost. This 

principle emphasizes that the real cost of a decision is not just the monetary expenditure but also 

the benefits sacrificed from the next best alternative. 

Opportunity cost arises because resources such as money, time, labor, and capital are limited. 

Managers must decide how to allocate these resources among competing alternatives. For 

example, if a company invests ₹50 lakh in expanding its production plant, the opportunity cost is 

the return it could have earned if the same amount were invested in a new marketing campaign, 

research and development, or financial securities. 

Thus, opportunity cost is the hidden cost of any decision, and ignoring it can lead to 

inefficient use of resources, reduced profitability, and strategic mistakes. The principle ensures 

that managers consider all alternatives before committing resources to a decision. 

 

Applications of the Opportunity Cost Principle 

1. Investment Decisions: When a firm chooses between multiple projects, it should select 

the one that offers the highest net benefit after considering the opportunity costs. For 

example, if a company invests in machinery for Product A, it loses the chance to invest in 

Product B. The expected return from Product B represents the opportunity cost. 

2. Make-or-Buy Decisions: A company deciding whether to produce in-house or purchase 

from outside suppliers must consider the opportunity cost of using internal resources. If 

producing internally uses resources that could generate higher returns elsewhere, it may 

be better to buy. 
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3. Production Decisions: In production planning, opportunity cost helps in allocating 

scarce resources (labor, raw materials, and machines) to the most profitable products. 

Producing one product may mean sacrificing potential profits from another. 

4. Pricing and Marketing: If funds are limited, a firm must decide whether to spend on 

advertising, promotions, or discounts. The opportunity cost of choosing one option is the 

potential revenue lost from the alternative. 

5. Time Management: Managers also face opportunity costs in terms of time. Time spent 

on one task cannot be spent on another. Effective prioritization requires evaluating 

opportunity costs to maximize overall productivity. 

Example 
Suppose a company has ₹10 lakh to invest and two projects are available: 

 Project A: Expected return ₹12 lakh 

 Project B: Expected return ₹15 lakh 

If the company chooses Project A, the opportunity cost is the foregone return from 

Project B, i.e., ₹15 lakh – ₹12 lakh = ₹3 lakh. By considering opportunity cost, managers 

realize that investing in Project B is the more profitable alternative. 

D. Discounting Principle in Managerial Economics 

The Discounting Principle is a key concept in managerial economics that emphasizes the time 

value of money in decision-making. It states that a rupee received today is more valuable 

than a rupee received in the future because money available today can be invested to earn 

interest or generate returns. The principle is used to compare the present value of costs and 

benefits that occur at different points in time, enabling managers to make rational and informed 

financial decisions. 

The discounting principle is based on the idea that money has a temporal value. This means 

that receiving cash today is preferable to receiving the same amount in the future because of 

potential earning capacity, inflation, risk, and uncertainty. 

 Present Value (PV): The current worth of future cash flows discounted at an appropriate 

rate of interest. 

 Future Value (FV): The value that money invested today will grow to in the future, 

based on a rate of return. 

In business decisions such as capital investment, expansion, project evaluation, or loans, it is 

essential to discount future cash inflows and outflows to their present values. This helps 

managers compare alternatives on a common temporal basis and choose the option that 

maximizes profitability. 



Managerial Economics- Dr. Nitin Dwivedi  

Applications of the Discounting Principle 

1. Capital Budgeting: Companies use the discounting principle to evaluate investment 

projects. The expected future cash inflows from a project are discounted to the present, 

and compared with the initial investment. Techniques such as Net Present Value (NPV) 

and Internal Rate of Return (IRR) are based on this principle. 

2. Loan and Debt Management: When a firm borrows or lends money, future repayments 

are discounted to determine their present value, ensuring the cost of capital is accurately 

assessed. 

3. Pricing Decisions: The principle helps in long-term contracts where payments are 

staggered over time. By discounting future cash flows, managers can determine a fair 

price today. 

4. Lease vs. Buy Decisions: When deciding whether to lease or buy equipment, managers 

discount future lease payments and compare them with the present cost of purchase. 

5. Retirement and Pension Planning: Firms and individuals use the principle to calculate 

how much to invest today to meet future financial obligations. 

E. Concept of Time Perspective in Managerial Economics 

The Concept of Time Perspective is a fundamental principle in managerial economics that 

emphasizes the importance of considering both short-term and long-term effects of business 

decisions. It highlights that the consequences of managerial choices do not occur immediately 

and may unfold over time. Therefore, managers should evaluate decisions not only for 

immediate gains but also for their long-term impact on profitability, sustainability, and 

organizational growth. 

Time perspective refers to the temporal horizon over which the costs and benefits of a decision 

are evaluated. A narrow time perspective focuses on short-term results, such as monthly profits 

or quarterly performance. In contrast, a broad time perspective considers long-term effects, such 

as brand reputation, customer loyalty, employee development, and sustainable growth. 

For example, reducing employee training costs may increase short-term profits, but in the long 

run, it could lead to lower productivity, higher employee turnover, and reduced competitive 

advantage. Hence, a rational decision requires managers to balance short-term benefits with 

long-term consequences. 

Applications of Time Perspective 

1. Investment Decisions: Managers must evaluate whether a project will provide 

sustainable returns over its entire life cycle. Investments with higher initial costs but 

long-term benefits, such as modern machinery or technology, should not be rejected 

solely because of short-term expenses. 

2. Pricing and Marketing Decisions: Time perspective helps managers consider the long-

term impact of pricing strategies. For example, offering deep discounts may boost short-

term sales but can erode brand value and profit margins over time. 
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3. Human Resource Decisions: Spending on employee training, health, and welfare may 

increase costs in the short run, but it ensures higher productivity, loyalty, and lower 

turnover in the long run. 

4. Financial Planning: Borrowing or financing decisions should account for future interest 

obligations and repayment schedules, rather than focusing only on immediate fund 

availability. 

5. Sustainability and CSR: Decisions related to environmental protection, social 

responsibility, and corporate ethics often involve high initial costs but yield long-term 

benefits like brand loyalty and compliance with regulations. 

F. Equi-Marginal Principle in Managerial Economics 

The Equi-Marginal Principle, also known as the law of equi-marginal utility or the law of 

substitution, is a fundamental concept in managerial economics that guides managers in 

optimal allocation of scarce resources. It states that resources should be distributed among 

various activities in such a way that the marginal benefit derived from the last unit of 

resource is equal across all activities. By following this principle, managers can maximize total 

utility, efficiency, or profit from limited resources. 

The equi-marginal principle is based on the idea that resources are scarce and have alternative 

uses. To achieve maximum benefit, a manager should allocate resources so that the ratio of 

marginal benefit to marginal cost is equal for all uses. 

For example, a company with limited budget for marketing and production should distribute 

funds so that the last rupee spent on marketing yields the same marginal return as the last rupee 

spent on production. If the marginal return differs, resources should be reallocated to the activity 

with higher marginal benefit until equality is achieved. 

 

Applications of the Equi-Marginal Principle 

1. Production Decisions: Firms use this principle to allocate scarce factors of production 

(land, labor, capital) among different products. Resources are directed to those products 

where they yield higher marginal returns until the returns are equalized across all 

products. 

2. Investment Decisions: When investing in multiple projects, managers allocate capital in 

such a way that the marginal return from the last rupee invested in each project is equal, 

maximizing total profit. 

3. Advertising and Promotion: Marketing budgets are allocated among different 

advertising channels (TV, social media, print) based on the marginal sales generated by 

the last unit of expenditure in each channel. 
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4. Time and Resource Management: Managers use the principle to prioritize tasks, 

employees, and resources so that every unit contributes equally to organizational 

objectives. 

5. Pricing Decisions:- Equi-marginal principle can guide managers in setting prices and 

discounts in multiple markets to achieve optimal revenue from limited resources. 

UTILITY ANALYSIS 

Utility analysis is a core concept in managerial economics and microeconomics that helps 

managers and firms understand consumer behavior. It is based on the assumption that 

consumers make choices to maximize satisfaction or utility from available resources. Utility is 

a measure of satisfaction or pleasure derived from consuming a good or service. By analyzing 

utility, managers can make decisions related to pricing, production, product mix, and 

marketing strategies. 

1. Meaning and Concept of Utility 

Utility refers to the satisfaction, benefit, or pleasure a consumer derives from consuming goods 

and services. It is subjective and varies from person to person. Utility analysis helps firms 

understand how consumers make decisions, the demand for different goods, and the trade-

offs they are willing to make. 

Key points: 

 Utility is not the same as usefulness; it is a measure of consumer satisfaction. 

 It is subjective, meaning it depends on individual preferences. 

 Economic decisions often assume that consumers aim to maximize their total utility 

given their budget constraints. 

2. Cardinal Utility Analysis 

Meaning 

Cardinal utility theory assumes that utility can be measured in numerical terms, such as 

“utils,” which represent the magnitude of satisfaction. It implies that one can quantify and 

compare the satisfaction from different goods or services. 

Law of Diminishing Marginal Utility 

A central concept in cardinal utility analysis is the law of diminishing marginal utility: 

“As a consumer consumes more units of a good, the additional satisfaction (marginal utility) 

derived from each successive unit decreases.” 

For example, the first slice of pizza gives a consumer high satisfaction, the second slice gives 

less, and by the fourth or fifth slice, the additional satisfaction may be negligible or zero. 
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Applications 

1. Pricing Decisions: Managers can determine prices based on the perceived satisfaction 

derived by consumers. 

2. Consumption Patterns: Helps predict how consumers allocate budgets among various 

goods. 

3. Demand Analysis: Cardinal utility allows calculation of marginal utility, which helps in 

deriving demand curves. 

Limitations 

 Utility is difficult to measure numerically in real life. 

 Assumes rational behavior, which may not always hold. 

 Ignores psychological and social factors influencing satisfaction. 

3. Ordinal Utility Analysis 

Meaning 

Ordinal utility theory assumes that consumers cannot measure satisfaction numerically, but 

they can rank preferences. Consumers can say whether they prefer good A to good B, or are 

indifferent between two options, but they cannot assign a numerical value to utility. 

Key Concept: Indifference Curve Analysis 

Ordinal utility forms the basis of indifference curve analysis, where: 

 An indifference curve shows combinations of two goods that provide equal satisfaction 

to the consumer. 

 The consumer equilibrium occurs where the budget line is tangent to the highest 

indifference curve, meaning the consumer maximizes satisfaction given their budget. 

Applications 

1. Consumer Choice Analysis: Helps managers understand preferences and predict how 

consumers substitute goods. 

2. Pricing Strategies: Firms can set prices to target consumer satisfaction without needing 

exact utility numbers. 

3. Product Mix Decisions: Assists in determining the optimal combination of 

goods/services for a market. 

Advantages 

 Does not require numerical measurement of satisfaction. 

 More realistic as it reflects actual consumer behavior. 

 Applicable in demand theory and marketing strategies. 
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4. Comparison: Cardinal vs. Ordinal Utility 
Aspect Cardinal Utility Ordinal Utility 

Measurement Utility measured in numerical 
units (utils) 

Utility is ranked in order of preference 

Approach Quantitative Qualitative 
Consumer 
Equilibrium 

When marginal utility per rupee 
is equalized 

When budget line is tangent to the highest 
indifference curve 

Applicability Limited due to difficulty in 
measuring utils 

Widely used, more realistic 

Key Concept Law of Diminishing Marginal 
Utility 

Indifference curves and consumer 
preferences 

 

5. Importance of Utility Analysis in Managerial Economics 

 Demand Forecasting: Helps firms predict consumer behavior and demand patterns. 

 Pricing Decisions: Guides firms in setting prices that match consumer satisfaction. 

 Product Strategy: Assists in designing product combinations and bundles. 

 Marketing and Promotion: Helps understand consumer preferences and optimize 

advertising. 

 Resource Allocation: Ensures that scarce resources are used to provide maximum 

satisfaction to consumers. 

 


