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Problem 1: Please explain about the nature and scope of managerial economics? Examples
Answer: 

Managerial Economics generally refers to the integration of economic theory with business practice. While economic provides the tool which explain various concepts such as demand, supply, price, competition etc. Managerial economics applies these tools to the management of business, in this sense managerial economics is also understood to refer to business economics or applied economics.

Managerial economics lies on the border line of management and economics.  It is a hybrid of two disciplines and it is primarily an applied branch of knowledge. Management deals with principles which help in decision making under uncertainty and improve effectiveness of organization. Economics on the other hand provides a set of propositions for optimum allocation of scare resources to achieve the desired objective
· Nature of Managerial Economics:

It is true that managerial economics aims at providing help in decision making by firms. For this purpose it draws heavily on the prepositions of micro economic theory. Note that micro economics studies the phenomenon at the individual level and behavior of consumers, firms. The concepts of micro economics used frequently in managerial economics are elasticity, marginal cost, managerial revenue, market structure and their significance in primary policies. Some of these concepts however provide only the logical base and have to be modified in practice.

Micro economics assists firms in forecasting. Note that micro economics theory studies the economy at the aggregative level and ignores the distinguishing features of individual observations. For example micro economics indicates the relationship between the 

· Magnitude of Investment and Level of National Income 

· Level of National Income and Level of Employment 

· Level of Consumption and National Income etc.

Therefore the postulates of microeconomics can be used to identify the level of demand at some future point in time, based on the relationship between the level of national income and demand for electric motors. Also the demand for durable goods such as refrigerators, air-conditioners, motor cars depends upon the level of national income.

Managerial economics is decidedly applied branch of knowledge. Therefore the emphasis is laid on those prepositions which are likely to be useful to the management. The precision of a scientist is not motivating factor in research activity. Improvement in the quality of results is attempted, provided the additional cost is not very high and the decision maker can wait. For example it may be possible to have more accurate data on demand for the firm’s product by taking into consideration, additional factors. But this may not be the attempted because the decision has to be made without delay. Beside, more accurate forecasts may not be justified on cost considerations.

Management economics is perspective in nature and character. It recommends that it should be done alternate conditions. For example if the price of the synthetic yarn falls by 50% it may be desirable to increase its use in producing different types of textiles. Thus managerial economics is one of the normative sciences and reflects upon the desirability or otherwise of the prepositions. For example if the analysis suggests that the benefit-cost ratio is used as the criterion for project appraisal it is recommended that the firm should not install a large plant. Contract this with the positive sciences which state the prepositions without connecting upon what should be done. For example if the distribution of income has become more uneven it is stated without indicating what should be done to correct this phenomenon.

Managerial economics to the extent that it is uses economic thought is a science, but it is an applied science. Economic thought uses deductive logic (if X is true, then Y is true). For example if the triangles ate congruent then angles are equal. To have confidence in the findings, the prepositions deducted are subject empirical verification. For example empirical studies try to verify whether cost curves faced by a firm are really U shaped as suggested by the theory. Furthermore there is an attempt to generalize the prepositions which provide a predictive character. For example empirical studies may suggest that every 1% rise in expenditure on advertising, the demand for the product shall increase by 5%.

Managerial economics uses scientific approach. In practice, some firms may use simple rules based on past experience. However the quality of decisions made can be improved using a systematic approach. 

· Scope of Managerial Economics:

Scope means province or an area of study. There is hardly any uniform pattern as regards the scope of managerial economics as it is comparatively a new subject. However, the scope of managerial economics may be discussed under following points.

* Whether managerial economics is normative or positive economics: Economics is divided in to positive economics and normative economics. Positive economics is that branch of economics which studies the things as they are. Normative economics deals with the things they ought to be or should be. Positive economics is descriptive in nature where as normative economics is prescriptive in nature. Managerial economics is considered to be the part of normative economics. It lays more emphasis on prescribing choice and action and less on explaining what happened. Managerial economics draws descriptive economics and tries to pass judgments to value in the context of time.

* Area of Study: Broadly speaking managerial economics deals with the following topics:
- Demand Analysis and Forecasting: Effective decision making at the firm level depends on accurate estimates of demand. Demand analysis aims at discovering the forces that determine sales. The demand analysis mainly relates to the study of demand, determinants, demand distinctions and demand forecasting.

- Cost and Production Analysis: Cost estimates are also essential for effective decision making and production planning at the firm level. Profit planning, cost control and sound pricing practices call for accurate cost and production analysis. Cost relations are production function and cost control.
- Pricing Decisions, Policies and Practices: Pricing is an important area of managerial economics. Success of a business firm largely depends on the accuracy of price decisions. Price determinations under different markets, pricing methods policies, product line pricing and price forecasting are some of the topics of this area.
- Profit Management: Business firms are mainly profit hunting institutions. The success of the firm is always measured in terms of profits. Nature and management of profit, profit policies and techniques and profit planning are the important aspects covered in this area.

- Capital Management: The most complex, troublesome problem faced by the business manager is the capital management. Capital management implies planning and control of capital expenditure. Cost of capital rate of return and selection of projects are the important points under this.

- Linear Programming and Theory of Games: Since managerial economics and operations research are closely connected with each other, managerial economics has started using such techniques of operations research as linear programming and the theory of games. Recently the linear programming and the theory of games have been brought as part of managerial economics.

- Profits – a central point in managerial economics: Profit in other words is the central concept of managerial economics. Without profits business firms can not run. The maximization of profits is the main objective of any firm or a business unit. The survival of the firm is determined by the ability of a firm to earn profits. Profit is the main indicator of firm’s success. 

- Optimization: Optimization is another important concept used in economic theory and managerial economics. Managerial economics often aims at optimizing a given objective. In recent years, a new concept was found out called “Sub-Optimization”. The greatest merit of this concept is its flexibility.

Problem 2: Select one of them to discuss

1. According to the record data of the production department draw the total output curve as follow:




The current level of labor employed is at L1 and the head of the department suggests that should not employ more labor than that level.

Explain why and what his suggestion will base on?

Answer:
The suggestion of the head of the production department is a decision in the short run.

· In the short run, capital is fixed
· Only changes in the variable labor input can change the level of output

· Short run production function: Q = f(L,K) = f(L)

The production function consists of two elements of Labor (L) and capital (K). In the short run, the capital is fixed, unchanging, or K is a constant. So L is the only variable of the production function in the short run, therefore, Q = f (L).

· Average product of labor : AP = Q/L
· Marginal product of labor: MP = (Q/(L

· When AP is rising, MP is greater than AP
· When AP is falling, MP is less than AP
· When AP reaches it maximum, AP = MP

According to the Law of diminishing marginal product: As usage of a variable input increases, a point is reached beyond which its marginal product decreases. 


Here, the head of the production department is interested in 2 problems:

· Technical efficiency: Achieved when maximum amount of output is produced with a given combination of inputs.
· Economic efficiency:  Achieved when firm is producing a given output at the lowest possible total cost. 


We can see in the following panels:
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Specifically, the head of the production department is interested in the average labor productivity or average product per one labor (AP). The head of the department need to increase the number of labor to a certain level, at which the AP greatest or AP is maximum. This is achieved when: AP = MP.

Thus, at the panel A, we can see L1 is the level of labor employed, at which the average product per one labor (AP) equals the marginal product of labor (MP): AP = MP. And when exceeds L1 level, as the usage of one labor rises, the added output eventually diminished.

So, the head of the production department based on the Law of Diminishing marginal product and saw that AP = MP at the L1 level and this is the best level of labor employed. So he suggested that should not employ more labor than L1 level.
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