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Module 1 

1 
INTRODUCTION AND DEMAND 

ANALYSIS 

Unit Structure 

1.0   Objectives 

1.1   Introduction 

1.2   Meaning and Concept of Managerial Economics 

1.3   Nature and Scope of Managerial Economics 

1.4   Role and Responsibilities of Managerial Economists in Business 

1.5   Managerial Economics and Decision-making 

1.6  Summary 

1.6   Questions 

1.7  References 

1.0 OBJECTIVES 

 To Understand the fundamental concept of managerial economics. 

 Explore the nature and scope of managerial economics in business. 

 Identify the role and responsibilities of managerial economists. 

 Learn how managerial economics influences decision-making 
processes. 

 Apply economic theories to real-world business decisions. 

1.1 INTRODUCTION 

Managerial Economics as a subject gained popularity in the 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 “Industrial 
Economics” or “Business Economics”. 

As Joel Dean observes managerial economics shows how economic 
analysis can be used in formulating policies. 
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Managerial economics is the integration of economic theory with business 
prac-tice. Economics provides tools managerial economics applies these 
tools to the management of busi-ness. In simple terms, managerial 
economics means the application of economic theory to the problem of 
management. Managerial economics may be viewed as economics applied 
to problem-solving at the level of the firm. It enables the business 
executive to assume and analyze things. Every firm tries to get satisfactory 
profit even though economics emphasizes maximizing of profit. Hence, it 
becomes neces-sary to redesign economic ideas to the practical world. 
This function is being done by managerial economics. 

Managerial economics is a branch of economics that applies 
microeconomic analysis to decision methods of businesses or other 
management units. It bridges economic theory and economics in practice. 
If there is a unifying theme that runs through most of managerial 
economics it is the attempt to optimize business decisions given the firm’s 
objectives and given constraints imposed by scarcity, for example through 
the use of operations research and programming. Managerial economics is 
an evolutionary science; it is a journey with continuing understanding and 
application of economic knowledge theories, models, concepts, and 
categories in dealing with emerging business/managerial situations and 
problems in a dynamic economy.  

1.2 MEANING AND DEFINITION OF MANAGERIAL 
ECONOMICS 

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”.  

Managerial Economics bridges the gap between traditional economics 
theory and real business practices in two days. First, it provides a number 
of tools and techniques to enable the manager to become more competent 
to make decisions in real and practical situations.  

Secondly, it serves as an integrating course to show the interaction 
between various areas in which the firm operates. 

C. I. Savage & T. R. Small, therefore, believes that managerial economics 
“is concerned with business efficiency”.  

M. H. Spencer and Louis Siegelman explain that “Managerial Economics 
is the integration of economic theory with business practice for the 
purpose of facilitating decision making and forward planning by 
management”.  

It is clear, therefore, that managerial economics deals with the economic 
aspects of managerial decisions of those managerial decisions, which have 
an economics contest. Managerial economics may, therefore, be defined as 
a body of knowledge, techniques, and practices that give substance to 
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those economic concepts that are useful in deciding the business strategy 
of a unit of management. 

Managerial economics is designed to provide a rigorous treatment of those 
aspects of economic theory and analysis that are most used for managerial 
decision analysis says J. L. Pappas and E. F. Brigham. 

Managerial economics is designed to provide a rigorous treatment of those 
aspects of economic theory and analysis that are most used for managerial 
decision analysis says J. L. Pappas and E. F. Brigham. 

1.3 NATURE AND SCOPE OF MANAGERIAL 
ECONOMICS 

Nature of Managerial Economics: 

Managerial economics is, perhaps, the youngest of all the social sciences. 
Since it originates from Economics, it has the basic features of economics, 
such as assuming that other things remain the same (or the Latin 
equivalent ceteris paribus). This assumption is made to simplify the 
complexity of the managerial phenomenon under study in a dynamic 
business environment so many things are changing simultaneously. This 
set a limitation in that we cannot really hold other things the same. In such 
a case, the observations from such a study will have a limited purpose or 
value. Managerial economics also has inherited this problem from 
economics.  

Further, it is assumed that the firm or the buyer acts in a rational manner 
(which normally does not happen). The buyer is carried away by the 
advertisements, brand loyalties, incentives, and so on, and, therefore, the 
innate behaviour of the consumer will be rational is not a realistic 
assumption. Unfortunately, there are no other alternatives to understand 
the subject other than by making such assumptions. This is because the 
behaviour of a firm or a consumer is a complex phenomenon.   

The other features of managerial economics are explained 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 
macroeconomic 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 macroeconomic 
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 statements are based on value 
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judgments and express views of what is ‘good’ or ‘bad’, ‘right’ or ‘ 
wrong’. One problem with normative statements is that they cannot to 
verified 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 solutions. 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 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 managerial economics, we also employ case study methods to 
conceptualize the problem, identify an 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, etc. 

 (h)  Assumptions and limitations: Every concept and theory of 
managerial economics is based on certain assumptions and as such 
their validity is not universal. Where there is a change in assumptions, 
the theory may not hold good at all.  

Scope of Managerial Economics: 

The definition of managerial economics is commonly used to deal with 
various business problems within organizations. Both microeconomics and 
macroeconomics have an equal effect on the organization and its work. 
The following points illustrate the scope of managerial economics: 

1) Micro-economics applied to Operational Matters: 

The various theories or principles of microeconomics used to solve the 
internal problems of the organization arising in the course of business 
operations are as follows: 

 Demand Theory: Demand Theory emphasizes the consumer’s 
behavior toward a product or service. This considers the customers’ 
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desires, expectations, preferences, and conditions to enhance the 
manufacturing process. 

 Decisions on Production and Production Theory: This theory is 
primarily concerned with the volume of production, process, capital 
and labour, costs involved, etc. It aims to optimize the production 
analysis to meet customer demand. 

 Market Structure Pricing Theory and Analysis: It focuses on 
assessing a product’s price considering the competition, market 
dynamics, production costs, optimizing sales volume, etc. 

 Exam and management of profit: the companies are operating for 
assets; hence, they aim to maximize profit. It also depends on demand 
from the market, input costs, level of competition, etc. 

 Decisions on capital and investment theory: Capital is the most 
important business element. This philosophy takes priority over the 
proper distribution of the resources of the company and investments 
in productive programs or initiatives to boost operational 
performance. 

2) Macro-Economics Applied to Business Environment: 

Any organization is greatly affected by the environment in which it 
operates. The business climate can be defined as follows: 

 Economic Environment: A country’s economic conditions, GDP, 
government policies, etc., have an indirect effect on the company and 
its operations. 

 Social Environment: The society in which the organization works, 
like employment conditions, trade unions, consumer cooperatives, 
etc., also affects it. 

 Political Environment: A country’s political system, whether 
authoritarian or democratic, political stability, and attitude towards the 
private sector, impact the growth and development of the 
organization. 

1.4 ROLE AND RESPONSIBILITIES OF MANAGERIAL 
ECONOMISTS IN BUSINESS 

1.4.1. Role of Managerial Economists in Business: 

1. To make a reasonable profit on capital employed: 

He must have a strong conviction that profits are essential and his main 
obligation is to assist the management in earning reasonable profits on 
capital employed in the firm. 
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2. He must make successful forecasts by making an in-depth study of 
the internal and external factors: 

This will influence the profitability or the working of the firm. He must 
aim at lessening if not fully eliminating the risks involved in uncertainties. 
He has a major responsibility to alert management at the earliest possible 
time in case he discovers any error in his forecast so that the management 
can make necessary changes and adjustments in the policies and 
programmes of the firm. 

3. He must inform the management of all the economic trends: 

A managerial economist should keep himself in touch with the latest 
developments in the national economy and business environment so that 
he can keep the management informed about these developments and 
expected trends of the economy. 

4. He must establish and maintain contacts with individuals and data 
sources: 

(i) To establish and maintain contacts: 

A managerial economist should establish and maintain contacts with 
individuals and data sources in order to collect relevant and valuable 
information in the field. 

(ii) To develop personal relations: 

To collect information he should develop personal relations with those 
having specialised knowledge of the field. 

(iii) To join professional associations and take active part in their 
activities: 

The success of this lies in how quickly he gathers additional information 
in the best interest of the firm. 

5. He must earn full status in the business and only then can he be 
helpful to the management in good and successful decision-making: 

For this: 

(i)  He must receive continuous support for himself and his professional 
ideas by performing his function effectively. 

(ii)  He should express his ideas in simple and understandable language 
with the minimum use of technical words while communicating with 
his management executives. 

1.4.2. Responsibilities of Managerial Economists in Business: 

Managerial economists play a crucial role in businesses by applying 
economic theory and methodologies to solve practical problems and make 
informed decisions. Their responsibilities include: 
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1. Demand Analysis and Forecasting: 

 Analyzing Market Demand: Understanding the factors that 
influence demand for the company’s products or services. 

 Forecasting: Using statistical tools and models to predict future 
demand, helping in planning and resource allocation. 

2. Cost and Production Analysis: 

 Cost Analysis: Estimating and controlling costs to maximize 
profitability. This includes analyzing fixed, variable, and total costs. 

 Production Efficiency: Identifying the most cost-effective 
production processes and optimizing resource use. 

3. Pricing Strategy: 

 Pricing Models: Developing pricing strategies based on cost, 
competition, and consumer demand. 

 Price Discrimination: Identifying opportunities to charge different 
prices to different market segments to maximize revenue. 

4. Profit Management: 

 Profit Planning: Setting profit targets and planning strategies to 
achieve them. 

 Break-even Analysis: Determining the level of output or sales needed 
to cover costs, helping in decision-making regarding production levels 
and pricing. 

5. Risk Analysis and Management: 

 Identifying Risks: Assessing economic, market, and operational risks 
that could impact the business. 

 Risk Mitigation: Develop strategies to minimize or manage these 
risks, such as diversification, hedging, or insurance. 

6. Capital Budgeting: 

 Investment Decisions: Evaluating potential investments or projects 
to determine their feasibility and expected return on investment 
(ROI). 

 Cost-Benefit Analysis: Comparing the costs and benefits of different 
investment opportunities to choose the most profitable ones. 
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7. Market Structure Analysis: 

 Competition Analysis: Understanding the competitive landscape, 
including the number and strength of competitors, market share, and 
barriers to entry. 

 Strategic Planning: Formulating strategies to enhance the company’s 
market position, such as mergers, acquisitions, or alliances. 

8. Regulatory and Policy Analysis: 

 Policy Impact Analysis: Assessing how government policies, 
regulations, and economic policies impact the business. 

 Compliance: Ensuring that the company adheres to relevant laws and 
regulations to avoid legal and financial penalties. 

9. Optimization of Resource Allocation 

 Resource Planning: Allocating resources efficiently to maximize 
output and minimize waste. 

 Opportunity Cost Analysis: Evaluating the cost of foregone 
opportunities when choosing one option over another. 

10. Strategic Decision-Making 

 Long-term Planning: Assisting in the development of long-term 
business strategies based on economic analysis. 

 Decision Support: Providing data-driven insights to support key 
business decisions, such as entering new markets or launching new 
products. 

11. Performance Analysis: 

 Measuring Business Performance: Using economic indicators and 
metrics to assess the company's performance relative to its goals. 

 Benchmarking: Comparing the company’s performance with 
industry standards or competitors to identify areas for improvement. 

12. Communication of Economic Insights 

 Reporting: Presenting economic analysis and forecasts to 
management to inform strategic decisions. 

 Advisory Role: Acting as an advisor to senior management on 
economic matters, translating complex economic concepts into 
actionable business strategies. 

Managerial economists thus bridge the gap between economic theory and 
business practice, ensuring that economic principles are applied 
effectively to achieve the company’s objectives. 
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1.5 MANAGERIAL ECONOMICS AND DECISION-
MAKING 

Managerial economics plays a vital role in decision-making within a 
business. It involves applying economic principles and analytical tools to 
make informed business decisions that align with the organization’s 
objectives. Here's how managerial economics aids in decision-making: 

1. Rational Decision-Making: 

 Objective Setting: Managerial economics helps in setting clear, 
measurable, and achievable business objectives, such as profit 
maximization, cost minimization, or market expansion. 

 Decision Criteria: It provides criteria based on economic principles, 
such as marginal analysis, to evaluate the potential outcomes of 
different decisions. 

2. Cost-Benefit Analysis: 

 Evaluating Alternatives: Managerial economics helps compare the 
costs and benefits of different options, ensuring that resources are 
allocated to the most profitable or beneficial activities. 

 Opportunity Cost Consideration: It emphasizes the importance of 
considering the opportunity cost, which is the value of the next best 
alternative foregone when a decision is made. 

3. Demand Forecasting and Planning: 

 Predicting Market Trends: By analyzing demand patterns and 
market conditions, managerial economics aids in forecasting future 
demand, enabling businesses to plan production, inventory, and 
workforce accordingly. 

 Capacity Planning: It supports decisions related to capacity 
expansion or reduction based on predicted demand. 

4. Pricing Decisions: 

 Setting Prices: Managerial economics provides various pricing 
strategies, such as cost-plus pricing, value-based pricing, and dynamic 
pricing, to help businesses set prices that maximize profits while 
remaining competitive. 

 Price Discrimination: It also helps in determining whether and how 
to implement price discrimination strategies to target different 
customer segments. 

5. Production and Cost Management: 

 Production Efficiency: Managerial economics helps in optimizing 
production processes by analyzing the relationship between input 
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costs and output levels, ensuring that the production process is cost-
effective. 

 Cost Minimization: It aids in identifying and minimizing 
unnecessary costs, such as wastage or inefficiencies, to improve the 
bottom line. 

6. Investment and Capital Budgeting Decisions: 

 Evaluating Investment Projects: Managerial economics provides 
tools like net present value (NPV), internal rate of return (IRR), and 
payback period analysis to assess the feasibility and profitability of 
investment projects. 

 Risk Assessment: It helps in evaluating the risks associated with 
investments and deciding on the appropriate level of risk to undertake. 

7. Strategic Decision-Making: 

 Market Entry and Exit: Managerial economics assists in making 
strategic decisions about entering or exiting markets based on 
economic analysis of market conditions, competition, and potential 
profitability. 

 Product Launches: It supports decisions related to launching new 
products or discontinuing existing ones by analyzing market demand, 
costs, and competitive dynamics. 

8. Resource Allocation: 

 Optimal Allocation: Managerial economics helps in determining the 
optimal allocation of limited resources (such as labor, capital, and 
materials) to maximize returns or achieve other business goals. 

 Efficiency Improvement: It identifies areas where resources can be 
better utilized, reducing waste and increasing overall efficiency. 

9. Risk Management: 

 Identifying Risks: Managerial economics helps identify potential 
risks, including market volatility, economic downturns, and 
operational risks. 

 Developing Mitigation Strategies: It provides strategies to mitigate 
risks, such as diversification, hedging, and insurance. 

10. Market Structure and Competition Analysis: 

 Competitive Strategy: Managerial economics helps analyze the 
market structure—whether it’s monopolistic, oligopolistic, or 
perfectly competitive—and devises strategies to compete effectively 
within that structure. 
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 Understanding Competitor Behavior: It also helps predict 
competitor behavior and respond strategically, such as through pricing 
strategies or innovation. 

11. Policy and Regulatory Impact Analysis: 

 Assessing Policy Changes: Managerial economics evaluates the 
potential impact of changes in government policies, taxes, and 
regulations on the business. 

 Compliance and Adaptation: It aids in making decisions that ensure 
compliance with regulations while minimizing the adverse effects of 
such policies on the business. 

12. Profit Maximization 

 Profit Planning: Managerial economics provides a framework for 
setting profit targets and planning business activities to achieve these 
targets. 

 Break-even Analysis: It helps in understanding the minimum level of 
output or sales required to cover costs and start generating profit. 

1.6 SUMMARY  

Managerial economics is integral to decision-making as it equips 
managers with the analytical tools and economic insights necessary to 
make informed, rational, and strategic decisions. Applying economic 
theories and methodologies to real-world business challenges, ensures that 
decisions contribute to the overall success and sustainability of the 
organization. 

1.7 QUESTIONS 

1. Explain the Nature and Scope of Managerial Economics. 

2. Explain the Role and Responsibilities of Managerial Economists in 
Business. 

3. Write a note on Managerial Economics and Decision-making. 

1.8 REFERENCES 

 Bibek Debroy, Managerial Economics, Global Business Press, Delhi.  

 Dr. Atmanand, Managerial Economics, Excel Books, Delhi.  

 H.L. Ahuja, Macroeconomics Theory and Policy, S. Chand 
Publication. 

 Samuelson, W. F., & Marks, S. G. (2010). Managerial economics (6th 
ed.). Hoboken, NJ: John Wiley & Sons. 

 

***** 



  

12 

2 
MANAGERIAL ECONOMICS: DEMAND 

ANALYSIS AND FORECASTING 

Unit Structure 

2.0  Objectives 

2.1  Introduction 

2.2  Application of Theories of Economics in Business Decisions  

2.3  Concept and Determinants of Demand 

2.4  Elasticity of Demand and their applications in business 

2.5  Methods of Demand Forecasting 

2.6  Forecasting of different types of goods 

2.7  Questions 

2.8  References 

2.0 OBJECTIVES 

After completing this module you will be able to:   

 Understand the foundational economic theories and how they 
influence managerial decision-making in business. 

 Comprehend the basic concept of demand and identify the key 
determinants of demand 

 Understand the practical applications of elasticity of Demand in 
Business 

 Identify and describe various demand forecasting methods 

 Learn the Forecasting of Different Types of Goods 

2.1 INTRODUCTION 

In the field of managerial economics, applying economic theories is 
essential for guiding effective business decisions. A deep understanding of 
the concept and determinants of demand is critical, as it enables businesses 
to anticipate customer needs and behaviors, which are the cornerstones for 
making informed decisions on pricing, production, and marketing 
strategies. The concept of elasticity of demand provides further insight by 
measuring how changes in factors such as price, income, and the prices of 
related goods affect the quantity demanded. This understanding is vital for 
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businesses to craft strategies that maximize revenue and market share. To 
navigate future market conditions, businesses rely on various methods of 
demand forecasting that use both qualitative insights and quantitative data 
to predict consumer demand accurately. This forecasting process becomes 
increasingly complex when considering different types of goods, such as 
consumer products, capital goods, and perishable items, each of which 
requires specific forecasting techniques to ensure that the business can 
meet future demand effectively and efficiently. By mastering these 
concepts, businesses can make well-informed decisions that drive success 
and growth. 

2.2 APPLICATION OF THEORIES OF ECONOMICS IN 
BUSINESS DECISIONS  

Decision-making in business is an important topic discussed in Managerial 
Economics. It implies making decisions, formation of future plans, and 
choosing the best alternative business plan. Businessmen face the problem 
of choice due to the scarcity of factors of production. Besides, the 
alternative use of the factors of production also creates a problem for 
them. Decision-making aims to maximize profits by making effective and 
efficient decisions. Businessmen have to make decisions and fulfill their 
activities in an atmosphere of uncertainty. Uncertainty element is 
considered to be a special feature of business enterprises. 

If businessmen have a complete understanding and knowledge regarding 
the future, they can make effective decisions. But in reality, businessmen 
find it difficult to get correct information with regard to future sales, costs, 
and profits. So they have to make proper business plans on the basis of the 
available information. They have to be acquainted with new matters when 
they implement the business plans. To overcome the problems, they have 
to change their plan by adopting new methods. In this way, decision-
making is a continuous process in a business organization. Business 
analysis and Economic laws: Economic laws are useful for making 
business decisions in times of uncertainty. Economic laws relating to the 
demand, profits, costs, prices, competition, production, business cycles, 
national income, etc. help businessmen to solve the problems of business 
organization and business decisions. The Application Of Economic 
Theory In Decision Making is explained as follows: 

1)  Economic concepts like price elasticity, income elasticity, cross 
elasticity, supply elasticity, costs of production, etc. are useful for 
estimating the volume of business in future. 

2)  Economic laws are also useful for forecasting profits, demand, output, 
costs, price determination, etc. As the business organizers manage 
their production activities under uncertain conditions, such estimates 
help them make economic decisions and plans. 

3)  Economic laws help businessmen to understand the government’s 
policy with regard to business cycles, changes in national income, 
taxation, foreign trade, industrial relations, monopoly control, 
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industrial licensing, price control, etc. Businessmen can form their 
business methods suitable to the policy of the government. They make 
and implement business policies after carefully analyzing the impact 
of the above factors. 

However economic laws are formed on the basis of certain assumptions. 
The assumptions may not be real. For example, the achievement of 
maximum profits is an important assumption in Economics. On the basis 
of this assumption, Economics analyses how a firm produces the 
maximum level of output and at what price it sells its goods. But in reality, 
business firms do not always aim at achieving maximum profits. So it is 
necessary to achieve coordination between the economic laws (based on 
simple assumption) and the real behavior of a business firm. 

In our daily life, we often hear the word ‘demand’ for goods or services. In 
the business world, the demand for a product determines its value and the 
profit or loss of a company.  

2.3 CONCEPT AND DETERMINANTS OF DEMAND 

Concept: Demand simply means a consumer’s desire to buy goods and 
services without any hesitation and pay the price for it. In simple words, 
demand is the number of goods that the customers are ready and willing to 
buy at several prices during a given time frame. Preferences and choices 
are the basics of demand and can be described in terms of cost, benefits, 
profit, and other variables. 

The amount of goods that the customers pick, modestly relies on the cost 
of the commodity, the cost of other commodities, the customer’s earnings, 
and his or her tastes and proclivity. The amount of a commodity that a 
customer is ready to purchase is able to manage and afford at the provided 
prices of goods, and the customer’s tastes and preferences are known as 
demand for the commodity. 

Determinants of Demand: 

Determinants of demand are factors that influence how much of a product 
or service people want to buy. In simpler terms, they are the things that 
make people decide whether to buy more or less of something. 

1. Price: The most obvious one is the price of a product. When prices go 
down, people tend to buy more. For example, when Indian 
smartphone companies like Xiaomi offer lower-priced phones with 
good features, more people buy them. 

2. Income: People's income levels affect their buying decisions. When 
people in India have higher incomes, they may choose to buy more 
expensive cars like those from Tata Motors or Mahindra & Mahindra, 
as opposed to lower-priced alternatives. 

3. Taste and Preferences: Different people like different things. For 
instance, some might prefer traditional Indian clothing from 
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companies like FabIndia, while others might prefer Western-style 
clothing from brands like Zara. 

4. Population and Demographics: The size and characteristics of the 
population matter. With a growing population of tech-savvy youth in 
India, IT companies like Infosys and TCS have a larger market for 
their services. 

5. Advertising and Promotion: How much a company advertises and 
promotes its products can influence demand. If a company like Amul 
promotes its dairy products heavily, more people may buy them. 

6. Substitute Goods: If there are similar products available, people 
might switch between them based on price and quality. For example, 
consumers may choose between different brands of tea like Tata Tea 
and Brooke Bond based on taste and price. 

7. Complementary Goods: Some products go well together. If you buy 
a mobile phone, you might also need a charger. So, if phone 
companies offer bundles with chargers, it can boost demand for both 
products. 

8. Expectations of Future Prices: If people expect prices to go up in 
the future, they might buy more now. This can be seen in the gold 
market, where consumers in India often buy more gold when they 
anticipate higher future prices. 

9. Government Policies and Regulations: Government decisions, like 
taxes or subsidies, can impact demand. For example, when the Indian 
government reduced the Goods and Services Tax (GST) on certain 
products, it made those products more affordable and boosted 
demand. 

10. Cultural and Social Factors: Sometimes, cultural or social trends 
can influence demand. For instance, the popularity of yoga in India 
has led to increased demand for yoga mats and clothing. 

11. Consumer Confidence: When people feel confident about the 
economy and their own financial situation, they tend to spend more. 
For instance, if consumers in India have high confidence in the 
economy, they may be more willing to buy big-ticket items like cars 
from Maruti Suzuki. 

12. Brand Loyalty: Some consumers are loyal to specific brands. For 
example, fans of Royal Enfield motorcycles often remain loyal to the 
brand and continue to buy their products. 

13. Peer Influence: People are often influenced by the choices of their 
friends and peers. If a popular Indian celebrity endorses a particular 
brand of clothing, it can lead to increased demand for that brand's 
products. 
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14. Availability of Credit: The ease of getting credit or loans can impact 
demand for products. When banks offer favourable loan terms for 
home purchases, it can boost demand for real estate, benefiting 
companies like DLF Limited. 

15. Seasonal Factors: Demand for certain products can be seasonal. For 
example, demand for air conditioners from companies like Voltas 
tends to rise during the hot summer months in India. 

16. Technological Advancements: New and innovative products can 
create higher demand. When companies like Reliance Jio introduced 
affordable 4G internet services in India, it led to increased demand for 
smartphones and data usage. 

17. Natural Disasters and Crises: Unexpected events like floods or the 
COVID-19 pandemic can impact demand. During the pandemic, 
pharmaceutical companies like Serum Institute of India saw increased 
demand for vaccines. 

18. Government Subsidies: Government subsidies can encourage 
demand for specific products. For example, subsidies on agricultural 
equipment can boost demand for tractors manufactured by companies 
like Mahindra & Mahindra. 

19. Ethical and Environmental Concerns: Consumers may choose 
products based on ethical or environmental factors. For instance, 
companies in the organic food industry like Nature's Basket benefit 
from consumers' preference for eco-friendly and healthy products. 

20. Foreign Exchange Rates: Exchange rates can affect demand for 
imported and exported goods. A favourable exchange rate for the 
Indian Rupee can lead to increased demand for imported luxury goods 
like watches from Titan Company Limited. 

These determinants can vary in importance depending on the product and 
the market conditions, but they all play a role in shaping consumer 
demand and influencing business strategies. 

2.4 ELASTICITY OF DEMAND AND THEIR 
APPLICATIONS IN BUSINESS 

The elasticity of Demand is a fundamental concept in managerial 
economics that gauges how responsive the quantity demanded of a good 
or service is to changes in various influencing factors, such as price, 
consumer income, and the prices of related goods. Understanding 
elasticity is essential for businesses as it informs pricing, production, and 
marketing strategies, ultimately leading to more effective decision-
making. Below are the primary types of demand elasticity, along with 
detailed explanations and applications in a business context: 
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1. Price Elasticity of Demand (PED): 

 Definition: Price elasticity of demand measures the responsiveness of 
the quantity demanded of a good to a change in its price. It is 
calculated using the formula:      

 Ed = (-)        

Categories: 

1. Elastic Demand (PED > 1): A small change in price leads to a larger 
change in quantity demanded. 

2. Inelastic Demand (PED < 1): A change in price leads to a smaller 
change in quantity demanded. 

3. Unitary Elastic Demand (PED = 1): A change in price leads to a 
proportional change in quantity demanded. 

 Application in Business: 

1. Pricing Strategy: Businesses can leverage PED to make informed 
pricing decisions. For products with elastic demand, lowering prices 
can increase total revenue, while raising prices might lead to a 
significant drop in sales. For example, a restaurant may reduce prices 
during off-peak hours to attract more customers. 

2. Market Entry Decisions: Understanding the elasticity of demand can 
inform decisions about entering new markets. If a company knows 
that a product is price-sensitive in a new market, it can strategize 
accordingly. 

3. Product Lifecycle Management: Different stages of a product’s 
lifecycle may exhibit varying elasticities. For instance, during the 
introduction stage, demand may be more inelastic, while during 
maturity, elasticity may increase. 

2. Income Elasticity of Demand (YED): 

 Definition: Income elasticity of demand measures how the quantity 
demanded of a good changes in response to a change in consumer 
income. It is calculated using the formula:  

 Ey =   

 Categories: 

1.  Normal Goods (YED > 0): Demand increases as income rises. 

2. Inferior Goods (YED < 0): Demand decreases as income rises (e.g., 
discount brands). 
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 Application in Business: 

1.  Market Segmentation: Businesses can use YED to identify and 
target specific consumer segments. For example, luxury brands can 
focus on high-income consumers, while budget brands target lower-
income groups. 

2.  Economic Forecasting: By analyzing trends in income levels, 
businesses can anticipate shifts in demand for their products. For 
example, during economic growth, demand for luxury goods may 
increase, leading to higher sales for premium brands. 

3.  Product Development: Understanding YED can help businesses 
innovate products that cater to changing consumer preferences as 
incomes rise or fall. 

3. Cross Elasticity of Demand (XED) 

 Definition: Cross elasticity of demand measures how the quantity 
demanded of one good responds to a change in the price of another 
good. It is calculated as:  

 Ec =    

 Categories: 

a. Substitutes (XED > 0): An increase in the price of one good leads to 
an increase in demand for another (e.g., butter and margarine). 

b. Complements (XED < 0): An increase in the price of one good leads 
to a decrease in demand for another (e.g., cars and gasoline). 

 Application in Business: 

1. Competitive Analysis: By understanding the cross-elasticity between 
products, businesses can anticipate the effects of competitors' pricing 
strategies on their sales. For example, if a competitor raises prices, a 
company selling a substitute may see an increase in demand. 

2. Bundling Products: Businesses can use knowledge of complements 
to create bundled offers (e.g., printers and ink cartridges) to enhance 
sales. 

3. Strategic Planning: Firms can adjust their marketing and pricing 
strategies based on the elasticity relationships between their products 
and those of competitors. 

4. Advertising Elasticity of Demand: 

 Definition: Advertising elasticity of demand measures the 
responsiveness of quantity demanded to changes in advertising 
expenditure. It is calculated as:  
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                AED =    

 Application in Business: 

1. Marketing Budget Allocation: Businesses can analyze the 
effectiveness of their advertising campaigns by measuring how 
demand changes in response to advertising spending. This 
information helps in allocating marketing budgets more efficiently. 

2. Campaign Effectiveness: By understanding advertising elasticity, 
companies can evaluate the return on investment (ROI) of different 
advertising strategies and adjust them to maximize impact. 

3.  Brand Awareness and Positioning: Firms can invest more in 
advertising for products with high advertising elasticity to build brand 
awareness and drive sales. 

Conclusion: 

Understanding the different types of demand elasticity is essential for 
businesses as it influences pricing, marketing, and production strategies. 
By leveraging insights from elasticity, companies can optimize their 
decisions, improve customer satisfaction, and enhance profitability. 
Whether determining the optimal price point, adjusting marketing 
strategies, or forecasting demand based on economic changes, knowledge 
of elasticity provides a competitive advantage in today’s dynamic market 
environment. 

2.5 METHODS OF DEMAND FORECASTING 

Demand forecasting is the art as well as the science of predicting the likely 
demand for a product or service in the future. This prediction is based on 
past behavior patterns and the continuing trends in the present. Hence, it is 
not simply guessing the future demand but is estimating the demand 
scientifically and objectively. Thus, there are various methods of demand 
forecasting which we will discuss here. 

There is no easy or simple formula to forecast the demand. Proper 
judgment along with the scientific formula is needed to correctly predict 
the future demand for a product or service. Some methods of demand 
forecasting are discussed below: 

1] Survey of Buyer’s Choice: 

When the demand needs to be forecasted in the short run, say a year, then 
the most feasible method is to ask the customers directly what they intend 
to buy in the forthcoming time period. Thus, under this method, potential 
customers are directly interviewed. This survey can be done in any of the 
following ways: 

a. Complete Enumeration Method: Under this method, nearly all the 
potential buyers are asked about their future purchase plans. 
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b. Sample Survey Method: Under this method, a sample of potential 
buyers is chosen scientifically and only those chosen are interviewed. 

c. End-use Method: It is especially used for forecasting the demand of 
the inputs. Under this method, the final users i.e. the consuming 
industries and other sectors are identified. The desirable norms of 
consumption of the product are fixed, the targeted output levels are 
estimated and these norms are applied to forecast the future demand 
of the inputs. 

Hence, it can be said that under this method the burden of demand 
forecasting is on the buyer. However, the judgments of the buyers are not 
completely reliable and so the seller should make decisions in the light of 
his judgment also. 

The customer may misjudge their demands and may also change their 
decisions in the future which in turn may mislead the survey. This method 
is suitable when goods are supplied in bulk to industries but not in the case 
of household customers. 

2] Collective Opinion Method: 

Under this method, the salesperson of a firm predicts the estimated future 
sales in their region. The individual estimates are aggregated to calculate 
the total estimated future sales. These estimates are reviewed in light of 
factors like future changes in the selling price, product designs, changes in 
competition, advertisement campaigns, the purchasing power of the 
consumers, employment opportunities, population, etc. 

The principle underlying this method is that as the salesmen are closest to 
the consumers they are more likely to understand the changes in their 
needs and demands. They can also easily find out the reasons behind the 
change in their tastes. 

Therefore, a firm having good sales personnel can utilize their experience 
to predict the demands. Hence, this method is also known as the 
Salesforce opinion or Grassroots approach method. However, this method 
depends on the personal opinions of the sales personnel and is not purely 
scientific. 

3] Barometric Method: 

This method is based on the past demands of the product and tries to 
project the past into the future. The economic indicators are used to 
predict the future trends of the business. Based on future trends, the 
demand for the product is forecasted. An index of economic indicators is 
formed. There are three types of economic indicators, viz. leading 
indicators, lagging indicators, and coincidental indicators. 

The leading indicators are those that move up or down ahead of some 
other series. The lagging indicators are those that follow a change after 
some time lag. The coincidental indicators are those that move up and 
down simultaneously with the level of economic activities. 
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4] Market Experiment Method: 

Another one of the methods of demand forecasting is the market 
experiment method. Under this method, the demand is forecasted by 
conducting market studies and experiments on consumer behavior under 
actual but controlled, market conditions. 

Certain determinants of demand that can be varied are changed and the 
experiments are done keeping other factors constant. However, this 
method is very expensive and time-consuming. 

5] Expert Opinion Method: 

Usually, market experts have explicit knowledge about the factors 
affecting demand. Their opinion can help in demand forecasting. The 
Delphi technique, developed by Olaf Helmer is one such method. 

Under this method, experts are given a series of carefully designed 
questionnaires and are asked to forecast the demand. They are also 
required to give suitable reasons. The opinions are shared with the experts 
to arrive at a conclusion. This is a fast and cheap technique. 

6] Statistical Methods: 

The statistical method is one of the important methods of demand 
forecasting. Statistical methods are scientific, reliable, and free from 
biases. The major statistical methods used for demand forecasting are: 

a.  Trend Projection Method: This method is useful where the 
organization has a sufficient amount of accumulated past data of 
sales. This date is arranged chronologically to obtain a time series. 
Thus, the time series depicts the past trend and on the basis of it, the 
future market trend can be predicted. It is assumed that the past trend 
will continue in the future. Thus, on the basis of the predicted future 
trend, the demand for a product or service is forecasted. 

b.  Regression Analysis: This method establishes a relationship between 
the dependent variable and the independent variables. In our case, the 
quantity demanded is the dependent variable, and income, the price of 
goods, the price of related goods, the price of substitute goods, etc. are 
independent variables. The regression equation is derived assuming 
the relationship to be linear. Regression Equation: Y = a + bX. Where 
Y is the forecasted demand for a product or service. 

2.6 FORECASTING OF DIFFERENT TYPES OF GOODS 

Forecasting of Different Types of Goods is a vital component in the field 
of managerial economics, as it enables businesses to strategically align 
their operations with anticipated consumer demand. The forecasting 
approach varies significantly depending on the nature of the goods, 
necessitating tailored methods for accurate predictions. 
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1.  Consumer Goods: These are items purchased for personal or 
household use, such as groceries, clothing, and electronics. The 
demand for consumer goods is often influenced by factors such as 
seasonality, trends, and economic conditions. Short-term forecasting 
methods are typically employed, including market surveys and time 
series analysis. Businesses analyze historical sales data to identify 
seasonal patterns and consumer behavior, allowing them to make 
informed decisions about inventory levels and marketing strategies. 
For example, a retailer may increase stock levels of summer apparel 
based on previous sales trends during that season, ensuring they meet 
customer demand effectively. 

2.  Capital Goods: Capital goods, including machinery and equipment, 
are essential for production and typically have a longer lifespan. The 
demand for these goods is influenced by economic cycles, industry 
trends, and business investment. Forecasting for capital goods often 
requires long-term approaches, utilizing econometric models that 
incorporate macroeconomic indicators, industry growth rates, and 
historical data. For instance, a construction firm might forecast 
demand for heavy machinery by analyzing trends in construction 
permits and economic growth forecasts, enabling them to plan their 
investments and resource allocation effectively. 

3. Perishable Goods: Products with a limited shelf life, such as fresh 
produce and dairy products, present unique forecasting challenges due 
to their time-sensitive nature. Accurate demand forecasting is crucial 
to minimize waste and ensure product freshness. Businesses often rely 
on short-term forecasting techniques that leverage real-time sales data 
and inventory levels. Point-of-sale data analysis and just-in-time 
inventory management are essential tools in this context, allowing 
companies to adjust their orders based on immediate demand patterns. 
For example, a grocery store may analyze daily sales trends to 
optimize its inventory of perishable items, reducing the risk of 
spoilage and loss. 

4.  Durable Goods: Durable goods, which include appliances, vehicles, 
and furniture, typically have a longer purchase cycle and are 
influenced by economic conditions and consumer sentiment. 
Forecasting for durable goods involves a combination of time series 
analysis and economic indicators. Businesses assess historical demand 
patterns alongside macroeconomic factors such as consumer 
confidence and interest rates. For example, an automotive 
manufacturer may utilize consumer sentiment data and historical sales 
trends to predict demand for new vehicles, ensuring they align 
production schedules with expected market conditions. 

By understanding the specific characteristics of each type of good and 
employing appropriate forecasting methods, businesses can optimize their 
inventory management, production planning, and marketing strategies. 
This strategic alignment with anticipated demand not only enhances 
operational efficiency but also reduces costs and waste, ultimately 
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contributing to improved profitability and customer satisfaction in a 
competitive market. 

2.7 QUESTIONS 

1.  Explain the Application of Theories of Economics in Business 
Decisions  

2. What are the Determinants of Demand? 

3. State the Elasticity of Demand and their applications in business. 

4. What are the different methods of Demand Forecasting? 

5.  Write a note on forecasting of different types of goods. 
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Module  2  

3  
PRODUCTION AND COST ANALYSIS 

Unit Structure 

3.0   Objectives 

3.1 Production Function  

3.2  Isoquants  

3.3  Iso-cost curve 

3.4  Returns to scale 

3.5  Cobb Douglas Production function 

3.6  Linear Programming 

3.7  Cost Concept  

3.8   Questions 

3.0 OBJECTIVES 

 To understand the concept of Production Function 

 To study meaning and properties of Isoquants 

 To study meaning and objectives of Iso-cost curve 

 To understand the concept of Returns to scale 

 To study the concept of Cobb Douglas Production Function 

 To understand meaning and characteristics of Linear programming 

 To study short and long run cost concepts 

3.1 PRODUCTION FUNCTION  

Introduction: In economics, a production function relates physical output 
of a production process to physical inputs or factors of production. 
Production function denotes an efficient combination of inputs and 
outputs. The production function is of two types such as Short-run and 
Long run production functions. In a production function of Q= ƒ (L,K), 
where Q is output , L is labour input and K is capital input , in short run 
one factor normally capital (K) is constant (or fixed) and the other i.e. 
labour is assumed as variable factor. But in long run all the factors of 
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production are variable. The behaviour of short-run production function is 
explained by Law of Variable Proportion or Law of Diminishing MPL 
whereas the behaviour of long-run production function is explained by 
Law of Returns to scale. 

The Production Function expresses a functional relationship between 
quantities of inputs and outputs. It shows how and what extent output 
changes with variations in inputs during a specified period. In the of the 
Stigler “The production function is the name given to the relationship 
between rates of inputs of productive services and the rate of output of 
product. It is the part of technical knowledge.” A production function can 
be an equation, table or graphs showing the maximum amount of a 
commodity that a firm can produce from a given set of inputs during a 
specific period. 

Inputs ► Production Function ►Output 

According to the Samuleson a Production function specifies the maximum 
output that can be produced with a given state of engineering and technical 
knowledge.  

Let us suppose that commodity X is the produced by two methods by 
using labour and capital  

Inputs Method A Method B 

Labour  3 4 

Capital  4 4 

in the above example method B is inefficient to method A, because 
method B uses more labour and same amount of capital as compared to 
method A. The profit maximisation firm will not be interested in wasteful 
or inefficient methods of production.  

If method A uses les of one factor and more of the other factors as 
compared with any other method C, then method A and C are not directly 
comparable. E.g. let us suppose that a commodity is produced by two 
methods.  

Inputs Method A Method B 

Labour  3 2 

Capital  4 5 

In the above example, A and C methods are technically efficient and are 
included in the production function, which one of them would be chosen 
depends on the prices of factors. The choice of any technique from a set of 
technically efficient techniques or methods is an economic one, based on 
inputs prices, and not a technical one.  

Algebraically, it may be express in the form of equation as: 

Q = F (L, M, N, C, T) 
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Where Q stands for the output of a goods per unit of time. L for labour , M 
for management, N for natural resources C for capital and T bar for given 
technology and F refers to the functional relationship. 

The production function with many inputs cannot be depicted on a 
diagram. Economist, therefore, use a tow-input production function. If we 
take two inputs labour and capital, the production function assumes the 
form.  

Q = F (L, C) 

Two things must be noted in respect of production function, like the 
demand function, must be considered with reference to a particular period. 
Production function express a flow of output resulting from a flow of 
inputs in a specific period. Secondly, production function changes with the 
result that greater flow of output can be obtained from the given inputs, or 
smaller quantities of inputs can be used for producing a given quantity of 
output. It is important to note that production function describes a purity 
technical relationship between physical inputs and output. 

The production function as determined by technical conditions of 
production is of two types: it may be rigid or flexible. The former relates 
to the short-run and the latter to the long-run.  

In the short-run the technical conditions of production are rigid so that the 
various inputs used to produce a given output are in fixed proportions.             
However, in the short run it is possible to increase the quantities of one 
input while keeping the quantities of other inputs constant order to have 
more output. This aspect of the production function is known as the Law 
of Variable Proportions.  

In the long run it is possible for firm to change all inputs up or down in 
accordance with its scale. This is known as Returns to Scale.  

Uses of production function:  

1.  Evaluating Production Efficiency: The production function helps in 
assessing how effectively inputs like labour and capital are converted 
into outputs. This evaluation is crucial for identifying ways to 
enhance operational efficiency and output. 

2.  Cost Management and Optimization: By understanding the 
production function, organizations can analyze the impact of varying 
input levels on their production costs. This analysis aids in optimizing 
resource allocation and controlling expenses. 

3.  Marginal Analysis: The production function facilitates the 
examination of marginal changes, specifically how an additional unit 
of input affects output. This is important for determining the optimal 
input levels and scaling production effectively. 

4.  Economic Planning and Policy Formulation: For economists and 
policymakers, the production function provides insights into how 
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different inputs influence various economic sectors. This knowledge 
supports the creation of informed economic policies and strategic 
planning for growth. 

5.  Investment Evaluation: Firms use the production function to assess 
the potential benefits of investing in new technologies or equipment. 
Understanding how such investments impact output helps in making 
strategic decisions regarding capital investments. 

6.  Growth and Development Studies: Economists use the production 
function to analyze economic growth and development patterns. By 
examining how technology and input variations influence output, they 
can better understand the drivers of long-term economic progress. 

7.  Performance Benchmarking: Businesses employ the production 
function to compare their performance against industry benchmarks or 
competitors. This comparison helps in evaluating operational 
efficiency and identifying areas for improvement. 

8.  Productivity Assessment: The production function is essential for 
measuring productivity, defined as the ratio of output to input. 
Tracking productivity over time helps in understanding the effects of 
various factors on production efficiency. 

This approach offers a broad perspective on how the production function 
serves as a valuable tool in economics and business management, aiding in 
various strategic and operational decisions. 

3.2 ISOQUANT   

In recent years, a new technique has been developed to study the theory of 
production and to show the equilibrium of a producer regarding 
combination of factors. Isoquant is also called iso-product curve, Iso-
product curve shows all possible combinations of the two inputs 
physically capable of producing a given level of output. Since an iso-
product curve represents those combinations which will allow the 
production of an equal quantity of output, the produce would be 
indifferent between them. Iso-product curves are therefore, called Product 
– indifference curves. They are also known as Equal- product Curves. Any 
point on the isoquant is a recipe for the same output as any other point on 
the same curve.  

“An Isoquant show the different between minimum combinations of 
inputs to produce a given level of output. Different points on an isoquant 
reflect different production technique for making the same output level.” 

The concept of isoquant curves can be easily understood from the table 
given below. 

Combinations Factor X Factor Y 

A 1 12 

B 2 8 
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C 3 5 
D 4 3 

We have assumed that two factors X and Y are being used to produce a 
given product. To being with combination A representing 1 unit of factor 
X and 12 unit of factor 12 units of factor Y, produce a given quantity Say 
100 units of a product. Thus, combination B representing 2X+8Y, 
combination C 3X+5Y, combination D 4X+3Y, and combination E 
representing 5X+2Y will all produce 100 units of the product. If we now 
plot all these combinations on graph paper and joint them, we shall get a 
continuous and smooth curve call isoquant curve on which are represented 
the various combinations A, B, C, D and E of the above table.  

 

IQ represent all those combinations with which 100 units of the product 
can be produced. The shape of the isoquants shows the degree of 
substitutability between the two-factor used in production. 

key points: 

Definition and Purpose: 

 Isoquant Curve: A graphical representation that shows all possible 
combinations of two inputs (e.g., labor and capital) that produce the 
same level of output. 

 Purpose: Helps businesses determine the most efficient combination 
of inputs to maximize output or minimize costs. 

2. Technological Trade-Off: 

 The isoquant curve reflects the technological trade-off between 
inputs. It demonstrates how one input can be substituted for another 



 

 

Production and Cost Analysis 

29 

while maintaining the same level of output, highlighting the flexibility 
in production processes. 

3. Marginal Rate of Technical Substitution (MRTS): 

 The curve illustrates the MRTS, which measures the rate at which one 
input can be replaced by another without affecting the output. A 
higher MRTS means a greater ability to substitute one input for 
another. 

4. Basic Properties of Isoquant Curves: 

 Downward Sloping: Indicates that as you use more of one input, you 
need less of the other to maintain the same output level. 

 Non-Intersecting: Isoquants cannot intersect because each curve 
represents a different level of output. 

 Higher Output Curves: Isoquants representing higher output levels 
are positioned higher and to the right, showing that more output 
requires more inputs. 

5. Applications: 

 Businesses use isoquants to adjust their production processes and 
resource allocations to achieve cost efficiency and optimal production 
levels. 

By understanding these properties and applications, companies can better 
analyze their production techniques and make informed decisions to 
enhance efficiency and profit. 

Properties of an Isoquant Curve: 

1.  Downward Sloping: An isoquant curve slopes downward, indicating 
that to maintain the same level of output, an increase in one input 
(e.g., capital) must be offset by a decrease in another input (e.g., 
labor). 

2.  Convex to the Origin: The curve is convex due to the principle of 
diminishing marginal rate of technical substitution (MRTS). As you 
substitute one input for another, the rate at which you can substitute 
changes. This reflects that the marginal rate of technical substitution 
decreases as you use more of one input relative to the other. 

3.  Non-Intersection: Isoquant curves do not intersect. If they did, it 
would imply that the same combination of inputs could produce 
different levels of output, which is not possible. 

4.  Higher Output with Higher Curves: Isoquants located further from 
the origin represent higher levels of output. This is because more 
inputs (capital or labor) are being used to produce greater quantities. 
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5.  Avoid Touching Axes: Ideally, Isoquant curves should not touch the 
X or Y axis, as this would suggest that production can be achieved 
using only one type of input, which contradicts the concept of input 
substitutability. 

6.  Non-Parallel: Isoquant curves do not have to be parallel. Differences 
in the MRTS between curves can result in different shapes and slopes. 

7.  Shape: While isoquants are typically depicted as convex curves, they 
are not strictly oval-shaped. Their exact shape depends on the nature 
of substitutability between the inputs. 

Calculation of Isoquant: 

The isoquant curve represents different combinations of inputs that 
produce the same level of output. To calculate the slope of an isoquant 
(MRTS), you use: 

MRTS(L,K)=ΔK/ΔL. 

where: 

 K  =  Capital 

 L  =  Labor 

 ΔK  =  Change in Capital 

 ΔL  =  Change in labour 

Example of Calculation: 

For a specific point on the isoquant curve, if you know the marginal 
products of labourand capital, you can determine the MRTS as follows: 

1.  Determine the marginal products of labour and capital at that point. 

2. Calculate the MRTS by dividing the marginal product of labour by 
the marginal product of capital. 

In graphical terms, if capital is on the Y-axis and labour is on the X-axis, 
the slope of the isoquant (MRTS) at any point is given by: 

MRTS(L, K)=−ΔK/ΔL=MPL /  MPK 

Where K=Capital 

L=Labor 

MP=Marginal products of each input 

ΔK/ΔL=Amount of capital that can be reducedwhen labor is increased (ty
pically by one unit) 
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This slope reflects the rate at which one input can be substituted for 
another while keeping output constant. 

Your understanding seems solid, and the formula and properties you've 
outlined align well with economic theory on isoquants and MRTS. 

3.3 ISO-COST CURVE  

 Iso-cost Lines: These lines represent all possible combinations of two 
inputs (e.g., Factor X and Factor Y) that a firm can afford given a 
specific budget. 

 Formula: If the firm has a budget B, and the prices of inputs X and Y 
are Px and Py  respectively, the iso-cost line can be expressed as: 

Px⋅X+Py⋅Y=B 

Rearranging, the equation for the iso-cost line is: 

.
B Px

y x
py Py

   

This shows the combinations of X and Y that cost the same amount, B. 

Production Optimization: 

Objective: 

 Maximize Production for a Given Budget: Firms seek to produce as 
much output as possible given their budget constraint. 

 Minimize Cost for a Given Level of Output: Firms aim to find the 
least-cost combination of inputs to produce a specified level of output. 

Interaction of Iso-Cost Lines and Isoquants: 

1. Isoquants: These curves represent all combinations of inputs that 
produce the same level of output. 

2. Optimal Production: The optimal combination of inputs occurs 
where an iso-cost line is tangent to an isoquant. At this point: 

 Tangency Point: The slope of the iso-cost line equals the slope of the 
isoquant (which is the MRTS). 

 Least-Cost Combination: For a given level of production 
(represented by the isoquant), the least-cost combination of inputs is 
found where the iso-cost line is tangent to the isoquant. This ensures 
that the firm is spending the least amount of money while achieving 
the desired output level. 
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Graphical Representation: 

 In a graph with Factor X on the X-axis and Factor Y on the Y-axis, 
the iso-cost lines are straight lines and Isoquants are typically convex 
curves. The point where an iso-cost line just touches (is tangent to) an 
isoquant represents the optimal input combination for that level of 
output at the lowest cost. 

Summary of Optimization: 

 Given Budget: To maximize production, find the highest isoquant 
that can be reached given the budget constraint (highest isoquant that 
touches the budget line). 

 Given Output: To minimize cost, find the iso-cost line that is tangent 
to the isoquant corresponding to the desired output level (lowest iso-
cost line that touches the isoquant). 

By understanding and applying these principles, firms can effectively 
manage their production processes to either maximize output given a 
budget or minimize costs for a desired output. 

3.4 RETURNS TO SCALE  

Economies of Scale: 

Economies of scale occur when increasing the scale of production leads to 
a reduction in the per-unit cost of output. This typically happens because 
fixed costs are spread over a larger number of units and operational 
efficiencies improve with scale. For instance, a company might benefit 
from bulk purchasing of materials, more specialized labor, or advanced 
technology that lowers the cost per unit as production expands. 

Returns to Scale: 

Returns to scale, on the other hand, describe how output changes in 
response to a proportional change in all inputs. This is a concept that 
examines the relationship between the increase in inputs and the resultant 
increase in output. There are three types of returns to scale: 

1.  Increasing Returns to Scale: Output increases by a greater 
proportion than the increase in inputs. For example, doubling inputs 
results in more than doubling the output. This often happens due to 
efficiencies and synergies that come with larger scale operations. 

2.  Constant Returns to Scale: Output increases by the same proportion 
as the increase in inputs. For example, doubling inputs results in 
doubling the output. This suggests that the production process is 
perfectly scalable without any additional efficiency gains or losses. 

3.  Decreasing Returns to Scale: Output increases by a lesser proportion 
than the increase in inputs. For example, doubling inputs results in 
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less than double the output. This can occur due to inefficiencies or 
management challenges as the scale of operations grows. 

Example in Context: 

In your example, if a company is currently operating at a certain scale and 
decides to increase production by hiring more workers and expanding 
facilities, it is analyzing how output responds to these increases in inputs. 

 If the company experiences increasing returns to scale, the additional 
output gained from the extra labor and facilities will be more than 
proportional to the additional inputs used. 

 If the company experiences constant returns to scale, the output will 
increase in direct proportion to the increase in inputs. 

 If the company experiences decreasing returns to scale, the additional 
output will be less than proportional to the additional inputs. 

3.5 COBB DOUGLAS PRODUCTION FUNCTION 

Two American economists analysed the manufacturing sector between 
1899 to 1922. They considered two factors of production labour and 
capital. According to them capital. According to them capital contributes 
to one fourth of increase in production and labour, three fourth of the 
increase in production. According to these economists increase in output 
will be equivalent to the increase in inputs. So, this production function is 
said to be linear function.  

Q=Lα⋅Kβ 

A Cobb-Douglas production function is a mathematical model used in 
economics to represent the relationship between inputs (like labourand 
capital) and the output of goods and services. The general form of the 
Cobb-Douglas production function is: 

Q=A⋅Lα⋅Kβ 

where: 

 Q is the total output, 

 A is a constant that represents total factor productivity (or technology 
level), 

 L is the amount of labour input, 

 K is the amount of capital input, 

 α\alphaα and β\betaβ are the output elasticities of labourland capital, 
respectively. 
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Here’s a breakdown of what each part represents: 

1.  Output Elasticities (α\alphaα and β\betaβ): These parameters 
measure the responsiveness of output to changes in labourand capital. 
For instance, if α=0.5, a 1% increase in labourinput will result in a 
0.5% increase in output, holding capital constant. 

2.  Constant A: This captures the effect of technological change or 
efficiency improvements. A higher Aindicates a higher level of 
technology or efficiency. 

3.  Returns to Scale: If α+β=1 the production function exhibits constant 
returns to scale, meaning that doubling both inputs will double the 
output. If 1α+β>1, it exhibits increasing returns to scale, and 
if1α+β<1, it shows decreasing returns to scale. 

The Cobb-Douglas function is useful for understanding how changes in 
input levels affect output, and it can be employed to analyse the efficiency 
of production processes and technological progress. It simplifies the 
complexity of production relationships into a form that is mathematically 
manageable and intuitively interpretable. 

3.6 LINEAR PROGRAMMING  

Linear Programming (LP), also known as Linear Optimization, is a 
mathematical technique used to determine the best possible outcome (such 
as maximum profit or minimum cost) in a given mathematical model. This 
model consists of a linear objective function that needs to be optimized, 
subject to a set of linear constraints. These constraints can be expressed as 
either equalities or inequalities. 

Key Elements of Linear Programming: 

1. Objective Function: 

 The objective function is a linear function that needs to be either 
maximized or minimized. For instance, this could represent profit, 
cost, or some other measurable quantity. 

2. Constraints: 

 These are the restrictions or limitations imposed on the decision 
variables. Constraints are linear and can be in the form of inequalities 
(e.g., ≤or ≥ ) or equalities. 

3. Decision Variables: 

 These are the variables that decision-makers will choose the values 
for in order to achieve the best outcome. They represent the choices or 
actions that affect the objective function. 
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4. Feasible Region: 

 The feasible region is the set of all possible values for the decision 
variables that satisfy all of the constraints. It is typically represented 
as a polygon or polyhedron in graphical problems or as a feasible set-
in higher dimension. 

5. Optimal Solution: 

 An optimal solution is the point within the feasible region that 
maximizes or minimizes the objective function, depending on whether 
the goal is to maximize profit or minimize costs. 

Characteristics of Linear Programming Problems 

1. Linearity: 

 Both the objective function and the constraints must be linear. This 
means that each term in the function or constraints is a first-degree 
term (no exponents or products of variables). 

2. Non-Negativity: 

 Decision variables are typically constrained to be non-negative, 
meaning they cannot take on negative values. 

3. Finiteness: 

 The feasible region should be bounded (finite) to ensure that an 
optimal solution exists. If the feasible region is unbounded, the 
problem might not have a finite optimal solution. 

4. Constraints and Objective Function: 

 Constraints define the feasible region by limiting the possible values 
of the decision variables. The objective function evaluates and ranks 
these feasible solutions to find the optimal one. 

Example: 

Consider a problem where a company wants to maximize its profit. The 
profit PPP can be described by the linear function: 

P=5x+3y 

where xxx and yare the quantities of two products. The company faces the 
following constraints: 

1.  x+2y ≤14 (Resource constraint) 

2. 3x−y≥0 (Minimum production requirement) 

3. x-y ≤2 (Product balance constraint) 
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To solve this problem, you would: 

1. Plot the constraints to define the feasible region. 

2. Identify the corner points of the feasible region. 

3. Calculate the value of P at each corner point. 

4. Choose the point that gives the maximum value of P as the optimal 
solution. 

3.7 COST CONCEPT  

Cost functions: short-run and long- run: 

Long-Run cost function:  

The long-run cost function can be written as  

C=f ( Q,TPf) 

Where C= total cost of production, Q = the level of output, T = the 
technology, Pf = the prices of factors of production used for the production 
of a particular product. 

 In studying the relation between the long-cost and the level of output in a 
two dimensional of other factors, long-run cost function can be written as  

C=f (Q, T P f) or C =f (Q) 

Where T and P f indicate that they are assumed to be held constant. But it 
is important to note that defect of changes in technology and factor prices 
on cost of production in this approach are shown to cause a shift in the 
function, either downward or upward as the case may be. For instance, the 
improvement in technology raises the productivity of factors and will 
therefore cause the long run cost function to shift downward. On the other 
hand, increase in factors prices will raise the cost of production and shift 
the cost function upward. Therefore, the determinants of cost of prediction 
other than the level of output are called shift factors.  

Short-Run cost function:  

In the short-run not only the technology and factor prices but also capital 
equipment, land etc. also remain fixed. Therefore, the short-run cost 
function relates the cost of production with all these other factors remain 
constant and cab be written as  

C=f(Q, T  Pf’K̅) 

Where K indicates that capital (and other fixed factors) where is also held 
constant along with the given technology and given factor prices. The 
difference between the short-run and long- cost function is that whereas in 
the former the cost-output relation is studied with a certain amount of 
capital or land fixed, the long-run cost function examines the relation 
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between cost and output when capital and land also vary along with the 
variable factors such as labour, raw materials. In both the short – run and 
long-run cost functions we study the relation between the cost and level of 
output i.e. C= f(Q) the difference between lies in the shift factors. Whereas 
in the long run, the advancement technology and changes in factor prices 
some fixed factors such as capital and land also bring about a shift in the 
cost-function. 

3.8 QUESTIONS  

1. What is Production function? Explain Cobb-Douglas production. 

2. Define Isoquant. State its properties. Discuss producer’s equilibrium 
in long run. 

3. Write Short notes on  

(a) Returns to Scale  (b) Iso-cost line  

(c) Linear Programming   (d) Cost concepts  
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4  
PRICE DETERMINATION UNDER 

DIFFERENT MARKET COMPETITION 

Unit Structure 

4.0  Objectives 

4.1  Perfect Competition  

4.2  Monopoly  

4.3  Monopolistic Competition  

4.4  Oligopoly and Duopoly  

4.5  Questions 

4.0  OBJECTIVES 

 To study characteristics of perfect competition and short run and 
long run equilibrium under perfect competition 

 To study price determination under Monopoly 

 To understand price determination under Monopolistic competition 

 To understand price determination under Oligopoly and Duopoly 
market structure 

4.1 PERFECT COMPETITION  

A perfectly competitive market is one which the number of buyers and 
sellers is very large, all engaged in buying and selling a homogeneous 
product without any artificial restrictions and possessing perfect 
knowledge of market at a time.  

Characteristics/ Condition of Perfect Competition: 

1) Large number of buyers and sellers:  

The first condition is that the Number of buyers and sellers must be so 
large that none of them individually is able to influence the price and 
output of the industry. The demand of an individual buyer relative to the 
total demand is so small that he cannot influence the price of the product 
by his individual action. Similarly, the output of an individual firm 
constitutes a very small fraction of the total output of the whole industry 
so that any increase or decrease in output by an individual firm has a 
negligible effect on the total supply of the product of industry. As a result, 
a single firm is not in a position to influence the price of the product by 
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increasing or reducing its output. The individual firm under perfect 
competition therefore takes the price of the product as a given datum and 
adjusts is output to earn maximum profit. In other words, a firm under 
perfect competition is a price-taker and output adjuster.  

Definition: The market has a large number of buyers and sellers. 

Implication: No single buyer or seller can influence the market price. 
Each participant is a price taker. 

2) Homogenous Product:  

Each firm produces and sells a homogenous product so that no buyers 
have any preference for the product of any individual seller over others. 
This is only possible if unit of the same product produced by different 
sellers are perfect substitutes. In other words, the cross elasticity of the 
products of sellers is infinite. No seller has an independent price policy. 
Commodities like slat, wheat, cotton and coal are homogenous in nature. 
He cannot raise the price of his product. If he doses so his customers 
would leave him and buy the product from other sellers at the ruling lower 
price.  

Definition: The products offered by different sellers are identical or 
perfectly substitutable. 

Implication: Consumers have no preference for a product from one seller 
over another based on the product itself. 

3) Free Entry and Exit: 

Definition: There are no significant barriers to entering or leaving the 
market. 

Implication: Firms can enter the market if they see profit opportunities 
and exit if they incur losses, ensuring that long-term profits tend towards 
normal levels. 

4) Perfect Information: 

Definition: All buyers and sellers have complete and accurate information 
about prices, products, and market conditions. 

Implication: Everyone can make informed decisions, leading to efficient 
market outcomes. 

5) Price Taker Behaviour: 

Definition: Individual firms and consumers accept the market price as 
given. 

Implication: Firms can sell as much as they want at the market price, but 
they cannot influence the price through their own actions. 
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6) No Transaction Costs: 

Definition: There are no additional costs associated with buying or selling 
in the market. 

Implication: Buyers pay the market price without extra fees, and sellers 
receive the market price without deductions. 

7) Perfect Mobility of Factors of Production: 

Definition: Factors of production (like labor and capital) can move freely 
between different uses or locations. 

Implication: Resources are allocated efficiently across different industries 
or uses, responding to changes in demand and supply. 

8) Profit Maximization: 

Definition: Firms aim to maximize their profits, where marginal cost 
equals marginal revenue in the short run. 

Implication: This behaviour leads to an efficient allocation of resources 
and ensures that prices reflect the cost of production. 

Summary: 

In a perfectly competitive market, numerous buyers and sellers interact 
with identical products, allowing free movement in and out of the market, 
with perfect information and no transaction costs. This creates a scenario 
where individual firms are price takers, and resources are allocated 
efficiently, leading to an equilibrium where prices reflect the true cost of 
production. 

Equilibrium : 

Introduction: 

In a perfectly competitive market, a firm cannot change the price of a 
product by modifying the quantity of its output. Further, the input and cost 
conditions are given. 

Therefore, the firm can alter the quantity of its output without changing 
the price of the product. We know that a firm is in equilibrium when its 
profits are maximum, which relies on the cost and revenue conditions of 
the firm. 

These conditions can vary in the long and short-term. Before we take a 
look at the equilibrium states, let’s look at the demand curve of a product 
under perfect competition. 

Demand Curve of a Product in a Perfectly Competitive Market|: 

Let’s derive the firm’s demand curve with the help of the market’s 
demand and supply curve. In perfect competition, the equilibrium of the 
market’s demand and supply determines the price 
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Figure 4.1 

 

In the figure 4.1 above, Price is on the Y-axis and Quantity on the X-axis. 
The left side of the figure represents the industry and the right side the 
case of a firm. The market demand curve is DD and the market supply 
curve is SS. 

Further, the point at which the market’s demand and supply curves 
intersect each other is the equilibrium point. The price at this level is the 
equilibrium price and the quantity is the equilibrium quantity. 

All firms receive this price in a perfectly competitive market. Also, firms 
are the price-takers and the industry is the price-maker. The Average 
Revenue (AR) Curve is the demand curve of the firm as it can sell any 
quantity it wants at the market price. 

Short-run Equilibrium of a Competitive Firm: 

In the short-run, there the following assumptions: 

 The price of the product is given and the firm can sell any quantity at 
that price 

 The size of the plant of the firm is constant 

 The firm faces given short-run cost curves 

We know that the necessary and sufficient conditions for the 
equilibrium of a firm are: 

1. MC = MR 

2. MC curve cuts the MR curve from below 

In other words, the MC curve must intersect the MR curve from below and 
after the intersection lie above the MR curve. In simpler terms, the firm 
must keep adding to its output as long as MR>MC. 
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This is because additional output adds more revenue than costs and 
increases its profits. Further, if MC=MR, but the firm finds that by adding 
to its output, MC becomes smaller than MR, then it must keep increasing 
its output.  

Figure 4.2 

 

Since it is a perfectly competitive market, the demand for the product of 
the firm is perfectly elastic. Further, it can sell all its output at the market 
price. Therefore, its demand curve runs parallel to the X-axis throughout 
its length and its MR curve coincides with the AR curve. 

On the supply side, recall the four cost curves – AFC, AVC, MC, and 
ATC? Of these, the supply curve is that portion of the MC curve which 
lies above the AVC curve and is upward sloping. 

In the short-run, the firm cannot avoid fixed costs. Even if the production 
is zero, the firm must incur these costs. Therefore, the firm cannot avoid 
losses by not producing and continues producing as long as its losses do 
not exceed its fixed costs. In other words, a firm produces as long as its 
average price equals or exceeds its AVC. 

Three Possibilities in Short-run: 

In a perfectly competitive market, a firm can earn a normal profit, super-
normal profit, or it can bear a loss. At the equilibrium quantity, if the 
average cost is equal to the average revenue, then the firm is earning a 
normal profit. 

On the other hand, if the average cost is greater than the average revenue, 
then the firm is bearing a loss. However, if the average cost is less than 
average revenue, then the firm is earning super-normal profits. 

 

 

 

 



 

 

Price Determination under 
Different Market Competition 

 

43 

Normal Profit: 

Figure 4.3 

 

In the above figure 4.3, you can see that the costs and revenue are on the 
Y-axis and the Quantity is on the X-axis. Further, marginal costs cut the 
marginal revenue curve from below at point A. At point ‘A’, P is the 
equilibrium price and ‘Q’ is the equilibrium quantity. 

Note that corresponding to the equilibrium quantity, the average cost is 
equal to the average revenue. It also means that the firm is earning a 
normal profit. 

Loss: 

Figure 4.4 
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In the figure 4.4 above, the cost and revenue curves are on the Y-axis and 
the quantity demanded is on the X-axis. Further, the marginal cost curve 
cuts the marginal revenue curve from below at point ‘A’, the equilibrium 
point. 

Corresponding to point ‘A’, P* and Q* are the equilibrium price and 
quantity respectively. Also, corresponding to Q*, the average cost is more 
than the average revenue. 

In this case, the per unit cost of OQ* (average cost) is more than the per 
unit revenue of OQ* (average revenue). As per the figure, the per unit 
revenue is OP and the per unit cost is OP’. This means that the per unit 
loss is PP’. Also, the total loss on quantity OQ* is P*P’BA. 

Super-normal Profit: 

Figure 4.5 

 

In the figure 4.5 above, the per unit revenue or average revenue is OP* 
while the per unit cost or average cost is OP’. Therefore, the per unit 
receipts are high in comparison with the per unit cost. 

That’s why the average revenue curve lies above the average cost curve 
corresponding to Q*. The firm is earning super-normal profits. The per 
unit profit is P’P* and the total profit is for quantity OQ* is P’P*BA. 

4.2 MONOPOLY  

Definition: 

A monopoly exists when a single firm or entity is the sole seller of a 
product or service in the market, and there are no close substitutes. This 
firm is the market maker and has significant control over the price and 
supply of the product. 

Characteristics of Monopoly: 

1. Single Seller: There is only one firm dominating the entire market. 
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2. Unique Product: The product or service offered has no close 
substitutes. 

3. High Barriers to Entry: Significant obstacles prevent other firms 
from entering the market. These can include: 

Legal Barriers: Patents, licenses, or government regulations. 

 Economic Barriers: High startup costs or economies of scale that 
make it difficult for new entrants to compete. 

 Control of Resources: Exclusive control over a key resource or 
technology. 

4. Price Maker: The monopolist has control over the price and can set it to 
maximize profit. 

Demand Curve: 

 A monopolist faces the market demand curve, which is typically 
downward sloping. This means that to sell more units, the monopolist 
must lower the price. 

Revenue and Profit Maximization: 

1. Marginal Revenue (MR): In a monopoly, marginal revenue is less 
than the price because selling additional units requires reducing the 
price on all units sold. 

2. Profit Maximization: Occurs where Marginal Cost (MC) equals 
Marginal Revenue (MR). At this point, the monopolist sets the price 
based on the demand curve. 

Pricing and Output Decisions: 

 Monopoly Pricing: The monopolist sets a higher price and produces 
less output compared to a competitive market. 

 Deadweight Loss: Monopolies typically create a deadweight loss, 
which represents the loss of total welfare in the market. This occurs 
because the monopolist's price is above marginal cost, leading to 
reduced consumer surplus and producer surplus. 

Efficiency Considerations: 

 Allocative Efficiency: A monopoly is allocatively inefficient because 
it does not produce at the point where price equals marginal cost. 

 Productive Efficiency: Monopolies might achieve productive 
efficiency if they benefit from economies of scale, but they often do 
not produce at the minimum average cost. 
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Regulation and Policy: 

1. Antitrust Laws: Governments may intervene to prevent or regulate 
monopolies through antitrust laws to promote competition. 

2. Price Regulation: In some cases, regulators may set price ceilings to 
prevent monopolists from charging excessively high prices. 

3.  Public Ownership: Sometimes, monopolies may be taken over by the 
government to ensure that the service is provided efficiently and 
equitably. 

Examples: 

 Natural Monopolies: Industries like water, electricity, and natural 
gas distribution where high infrastructure costs create natural 
monopolies. 

 Technological Monopolies: Companies holding patents or exclusive 
technologies, like certain pharmaceutical firms. 

4.2.1 Monopoly Power and Market Structure: 

 Definition: A monopoly exists when a single firm has significant 
market power, allowing it to influence prices and output levels. This 
power arises from barriers to entry and the lack of close substitutes. 

 Measurement: The degree of monopoly power can be measured 
using the Lerner Index, which is given by:  

MC
L P

p
   

where P is the price and MC is the marginal cost. A higher Lerner Index 
indicates greater monopoly power. 

1. Demand and Revenue Analysis 

 Demand Curve: The monopolist faces a downward-sloping demand 
curve. To sell additional units, the monopolist must lower the price, 
which affects all units sold. 

 Marginal Revenue: For a monopolist, marginal revenue (MR) is 
derived from:  

1
1MR P
E

 
  

 
 

where E is the price elasticity of demand. Since E is negative, MR is less 
than the price. 
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2. Pricing and Output Decisions: 

2.1 Profit Maximization: 

 Profit Maximization Condition: The monopolist maximizes profit 
where MR = MC. The corresponding price is determined from the 
demand curve at this output level. 

 First-Order and Second-Order Conditions: For maximization, the 
first-order condition is MR=MC, and the second-order condition 
requires that the second derivative of the profit function with respect 
to quantity is negative. 

2.2 Price Discrimination: 

 Definition: Price discrimination involves charging different prices to 
different consumers for the same good, based on willingness to pay. 

 Types: 

  First-Degree (or Perfect) Price Discrimination: Charging each 
consumer the maximum they are willing to pay. This captures all 
consumer surplus and converts it into producer surplus. 

  Second-Degree Price Discrimination: Pricing varies according 
to the quantity consumed or product version. Examples include 
bulk discounts. 

  Third-Degree Price Discrimination: Charging different prices 
to different demographic groups. For example, student and senior 
discounts. 

2.3. Two-Part Tariffs: 

 Definition: A pricing strategy where consumers pay a fixed fee plus a 
per-unit charge. This allows the firm to capture both fixed and 
variable consumer surplus. 

3. Efficiency and Welfare Analysis: 

3.1 Allocative Efficiency: 

 Definition: Allocative efficiency occurs when the price equals the 
marginal cost (P = MC). In a monopoly, P > MC, leading to allocative 
inefficiency. 

 Welfare Loss: The deadweight loss (DWL) represents the loss in 
total welfare due to the monopoly pricing above marginal cost. 

3.2 Productive Efficiency: 

 Definition: Productive efficiency occurs when production is at the 
minimum point of the average cost curve. Monopolies may or may 
not be productively efficient, depending on economies of scale. 
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3.3 Dynamic Efficiency: 

 Definition: Dynamic efficiency refers to the firm's ability to innovate 
and improve over time. Monopolies may have more resources for 
R&D but might lack incentives compared to competitive markets. 

4. Empirical and Quantitative Analysis: 

4.1. Empirical Measures of Market Power: 

 Concentration Ratios: Measures such as the Concentration Ratio 
(CR) and the Herfindahl-Hirschman Index (HHI) are used to assess 
market concentration and monopoly power. 

 Mark-up Over Marginal Cost: Empirical studies often estimate the 
markup as a measure of market power. 

4.2. Estimating Demand and Cost Functions 

 Econometric Models: Using regression techniques to estimate 
demand and cost functions, allowing for the analysis of pricing 
strategies and market behavior. 

5. Regulation and Policy: 

5.1 Antitrust Policy: 

 Purpose: To prevent anti-competitive practices and promote market 
competition. 

 Tools: Includes mergers and acquisition reviews, and prohibition of 
monopolistic practices. 

5.2 Price Regulation: 

Types: 

 Price Cap Regulation: Setting a maximum price that a monopolist 
can charge. 

 Average Cost Pricing: Regulating prices to equal the average cost, 
including a normal profit. 

5.3 Public Ownership and Nationalization: 

 Rationale: In cases of natural monopolies or where market failures 
are significant, public ownership might be considered to ensure fair 
pricing and service provision. 

6. Case Studies and Applications: 

6.1 Real-World Examples: 

 Natural Monopolies: Analysis of sectors like utilities (electricity, 
water) where natural monopolies exist. 
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 Technological Monopolies: Examination of firms with patents and 
technological dominance, such as major pharmaceutical companies or 
tech giants. 

6.2 Recent Developments: 

 Digital Platforms: Study of monopolistic practices in digital markets, 
including social media and e-commerce, and their impact on 
competition and regulation. 

A Firm’s Short-Run Equilibrium in Monopoly 

Like in perfect competition, there are three possibilities for a firm’s 
Equilibrium in Monopoly. These are: 

1. The firm earns normal profits – If the average cost = the average 
revenue 

2. It earns super-normal profits – If the average cost < the average 
revenue 

3. It incurs losses – If the average cost > the average revenue 

Normal Profits: 

A firm earns normal profits when the average cost of production is equal 
to the average revenue for the corresponding output. 

Figure 4.6 

 

In the figure 4.6 above, you can see that the MC curve cuts the MR curve 
at the equilibrium point E. Also, the AC curve touches the AR curve at a 
point corresponding to the same point. Therefore, the firm earns normal 
profits. 
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Super-normal Profits: 

A firm earns super-normal profits when the average cost of production is 
less than the average revenue for the corresponding output. 

Figure 4.7 

 

In the figure above, you can see that the price per unit = OP = QA. Also, 
the cost per unit = OP’. Therefore, the firm is earning more and incurring a 
lesser cost. In this case, the per unit profit is 

OP – OP’ = PP’ 

Also, the total profit earned by the monopolist is PP’BA. 

Losses: 

A firm earns losses when the average cost of production is higher than the 
average revenue for the corresponding output. 

Figure 4.8 
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In the figure 4.8 above, you can see that the average cost curve lies above 
the average revenue curve for the same quantity. The average revenue = 
OP and the average cost = OP’. Therefore, the firm is incurring an average 
loss of PP’ and the total loss is PP’BA. In the short-run, a monopolist 
sometimes sets a lower price and incurs losses to keep new firms away. 

Summary of Short-run Equilibrium in Monopoly: 

In the short-run, a monopolist firm cannot vary all its factors of production 
as its cost curves are similar to a firm operating in perfect competition. 
Also, in the short-run, a monopolist might incur losses but will shut down 
only if the losses exceed its fixed costs. Further, if the demand for his 
product is high, then the monopolist can also make super-normal profits. 

Figure 4.9 

 

The figure 4.9 shown above depicts a firm’s short-run Equilibrium in 
Monopoly. The quantity is along the X-axis and price and cost of 
production along the Y-axis. 

There are three curves – the average variable cost (AVC) curve, the 
average total cost (ATC) curve, and the marginal cost (MC) curve. 
Further, there are three demand curves to explain the possible positions of 
the equilibrium: 

Demand Curve D1 is tangent to the AVC curve at point E1: 

Its corresponding MC curve intersects the MR1 curve from below at point 
A1. Therefore, while the monopolist satisfies the first condition of 
equilibrium, he is unable to recover his complete cost of production. 

However, even if he closes the plant down, he cannot reduce the losses 
since they are fixed costs. 
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Therefore, he decides to produce – OM1 quantity of output and sells it at a 
price E1M1. This ensures that he suffers a loss which is equal to his fixed 
costs. 

It is important to note that if the demand curve lies left to the position of 
D1, then there is no production since the monopolist would simply add to 
his losses by operating the plant. In such cases, a monopolist would close 
down the plan and restrict his losses to the fixed costs. 

Demand curve D2: 

If the demand curve lies to the right of D1, then the monopolist can 
recover a part of his fixed costs. Further, if this demand curve is tangent to 
the ATC curve (demand curve D2), then the monopolist can also recover 
his complete cost of production. 

If D2 is the demand curve, then the equilibrium position of the monopolist 
is at the intersection of the MC curve and the MR2 curve at point A2. This 
corresponds with the point of tangency between D2 and the ATC curve 
(point E2). 

Therefore, the MC curve cuts the MR2 curve from below and AR = ATC. 
Hence, the monopolist earns normal profits by producing a quantity OM2 
and selling it at a price E2M2. 

Demand Curve D3: 

If the demand curve lies further to the right of D2 (like D3), the monopolist 
can earn super-normal profits. The equilibrium position is the point of 
intersection between the MC curve and the MR3 curve at point A3. 
Therefore, the monopolist produces a quantity OM3 and sells it at a price 
E3M3. 

A Firm’s Long-run Equilibrium in Monopoly: 

In the long-run, a monopolist can vary all the inputs. Therefore, to 
determine the equilibrium of the firm, we need only two cost curves – the 
AC and the MC. Further, since the monopolist exits the market if he is 
operating at a loss, the demand curve must be tangent to the AC curve or 
lie to the right and intersect it twice. 
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Figure 4.10 

 

As you can see above, there are two alternative cases for the determination 
of Equilibrium in Monopoly: 

 With normal profits 

 With super-normal profits 

We have not taken the loss scenario here because if the monopolist incurs 
losses in the long-run, he will stop operating. 

Case 1: 

The demand curve AR1 is tangent to AC or LAC at point E. Remember, if 
the demand curve lies to the left of the AC curve, then the monopolist is 
unable to recover his costs and closes down. 

However, if the AR curve is tangent to the AC curve, then the monopolist 
can recover his costs and stay in the market. 

Further, note that the perpendicular drawn from point E to the X-axis, the 
MC curve, and the MR curve are concurrent at point A. 

Therefore, all the conditions of equilibrium are satisfied. The monopolist 
produces OM quantity and sells it at a price of EM per unit which covers 
its average costs + normal profits. 

Case 2: 

The marginal revenue curve MR2 cuts the MC curve from below at point 
B. The corresponding height of the AR2 curve is E’M1. 

Hence, the monopolist produces OM1 quantity and sells it at E’M1 per 
unit to earn an extra profit of E’B per unit. Being a monopoly, this extra 
profit is not lost to competition or newer firms entering the industry. 
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4.3 MONOPOLISTIC COMPETITION  

Monopolistic competition is a type of market structure where many 
companies are present in an industry, and they produce similar but 
differentiated products. None of the companies enjoy a monopoly, and 
each company operates independently without regard to the actions of 
other companies. The market structure is a form of imperfect competition. 

Characteristics of Monopolistic Competition: 

1. Many Companies: The market features a large number of firms, each 
with a relatively small market share. 

2. Product Differentiation: Firms produce similar but not identical 
products, which allows them to have some control over their pricing. 
Differentiation can be based on quality, features, branding, or 
customer service. 

3. Price Makers: Unlike in perfect competition where firms are price 
takers, firms in monopolistic competition have some degree of pricing 
power due to product differentiation. However, their pricing power is 
limited compared to a monopoly. 

4. Free Entry and Exit: Firms can enter or exit the market relatively 
easily. This free entry and exit help to ensure that long-term economic 
profits are zero, as any short-term profits attract new entrants, 
increasing competition and driving down prices. 

5. Competition on Various Fronts: 

 Firms compete on more than just price. They invest in product 
quality, innovation, and marketing strategies to attract customers. This 
includes differentiating their products, engaging in advertising, and 
offering various features or services. 

6. Short-Run vs. Long-Run Profits: In the short run, firms can make 
economic profits if they manage to differentiate their products 
effectively and reduce costs. However, these profits attract new 
entrants, which increases competition and erodes profits. In the long 
run, firms typically earn zero economic profit due to the entry and exit 
of firms. 

7.  Inefficiency: Firms in monopolistic competition are productively 
inefficient, operating with excess capacity. They produce below their 
minimum average cost and are allocatively inefficient as they do not 
produce at the point where price equals marginal cost. 

8. Innovation and Variety: The need to stand out in a crowded market 
drives firms to innovate and offer a variety of products. Continuous 
investment in research and development, product improvement, and 
marketing strategies are essential for maintaining competitive 
advantage. 
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9. Collusion Impossibility: Due to the high number of firms and the 
differentiated nature of products, collusion is difficult. Firms are less 
likely to cooperate on pricing or output because the competitive 
pressure and product variety make it hard to coordinate. 

Overall, monopolistic competition results in a dynamic market 
environment where firms strive to attract consumers through various 
means while operating under conditions of excess capacity and limited 
pricing power. The constant drive for innovation and differentiation fuels 
ongoing changes in the market, influencing both consumer choice and 
competitive strategies. 

Price-output determination under Monopolistic Competition: 

In monopolistic competition, since the product is differentiated between 
firms, each firm does not have a perfectly elastic demand for its products. 
In such a market, all firms determine the price of their own products. 
Therefore, it faces a downward sloping demand curve. Overall, we can say 
that the elasticity of demand increases as the differentiation between 
products decreases. 

 

Figure 4.11 

Fig. 4.11 above depicts a firm facing a downward sloping, but flat demand 
curve. It also has a U-shaped short-run cost curve. 

Conditions for the Equilibrium of an individual firm: 

The conditions for price-output determination and equilibrium of an 
individual firm are as follows: 

1. MC = MR 

2. The MC curve cuts the MR curve from below. 

In Fig. 4.11, we can see that the MC curve cuts the MR curve at point E. 
At this point, 

 Equilibrium price = OP and 
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 Equilibrium output = OQ 

Now, since the per unit cost is BQ, we have 

 Per unit super-normal profit (price-cost) = AB or PC. 

 Total super-normal profit = APCB 

The following figure depicts a firm earning losses in the short-run. 

 

Figure 4.12 

From Fig. 4.12, we can see that the per unit cost is higher than the price of 
the firm. Therefore, 

 AQ > OP (or BQ) 

 Loss per unit = AQ – BQ = AB 

 Total losses = ACPB 

Long-run equilibrium: 

If firms in a monopolistic competition earn super-normal profits in the 
short-run, then new firms will have an incentive to enter the industry. As 
these firms enter, the profits per firm decrease as the total demand gets 
shared between a larger number of firms. This continues until all firms 
earn only normal profits. Therefore, in the long-run, firms, in such a 
market, earn only normal profits. 
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Figure 4.13 

As we can see in Fig. 4.13 above, the average revenue (AR) curve touches 
the average cost (ATC) curve at point X. This corresponds to quantity Q1 
and price P1. Now, at equilibrium (MC = MR), all super-normal profits are 
zero since the average revenue = average costs. Therefore, all firms earn 
zero super-normal profits or earn only normal profits. 

It is important to note that in the long-run, a firm is in an equilibrium 
position having excess capacity. In simple words, it produces a lower 
quantity than its full capacity. From Fig. 3 above, we can see that the firm 
can increase its output from Q1 to Q2 and reduce average costs. However, 
it does not do so because it reduces the average revenue more than the 
average costs. Hence, we can conclude that in monopolistic competition, 
firms do not operate optimally. There always exists an excess capacity of 
production with each firm. 

In case of losses in the short-run, the firms making a loss will exit from the 
market. This continues until the remaining firms make normal profits only. 

4.4 OLIGOPOLY AND DUOPOLY   

The word Oligopoly is derived from two Greek words – ‘Oligi’ meaning 
‘few’ and ‘Polein’ meaning ‘to sell’. Oligopoly is defined as a market 
structure with a small number of firms, none of which can keep the others 
from having significant influence. 

An Oligopoly market situation is also called ‘competition among the few’ 

Formation and Maintenance of Oligopolies: 

 Economic Factors: Economies of scale can lead to oligopolies 
because larger firms can produce goods at lower costs, making it 
difficult for smaller firms to compete. Additionally, high capital 
requirements for entry into the market can prevent new competitors 
from entering. 
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 Legal Factors: Regulations and government policies can either create 
barriers to entry (e.g., stringent licensing requirements) or protect 
existing firms through regulations that limit competition. 

 Technological Factors: Technological advancements can lead to 
oligopolies if only a few firms have the resources to develop and 
deploy new technologies. Patents and proprietary technologies can 
also act as barriers to entry. 

Prisoner’s Dilemma: 

 The prisoner's dilemma illustrates the conflict between individual 
rationality and collective rationality. In an oligopoly, firms may have 
an incentive to cheat on agreements or collude to maximize profits. 
While colluding can lead to higher profits for all, individual firms 
might be tempted to undercut prices or increase output to capture a 
larger market share, undermining the collusion and leading to a 
situation where all firms end up worse off. 

Government Policy: 

 Encouragement: In some cases, governments might support 
oligopolistic structures to encourage stability in essential industries or 
to prevent market failures. For example, governments may approve 
mergers or provide subsidies to create or maintain oligopolistic 
markets. 

 Discouragement: On the flip side, antitrust laws and competition 
policies are designed to prevent the formation of monopolies and 
oligopolies or to break them up if they harm competition. 
Governments may use legal action to stop collusion or anti-
competitive practices among firms in an oligopoly. 

Characteristics of Oligopoly: 

1. Few Dominant Firms: 

 Market Concentration: In an oligopoly, a small number of firms 
hold a significant share of the market. Market concentration ratios, 
such as the CR4 (the concentration ratio of the top 4 firms), are often 
used to quantify this. 

 Market Power: Each firm has substantial market power and can 
influence market conditions, such as prices and output, but must 
consider the reactions of the other firms. 

2. Interdependence: 

 Strategic Behavior: Firms in an oligopoly are interdependent, 
meaning the decisions of one firm directly affect the others. This 
interdependence can lead to strategic behavior, where firms anticipate 
and respond to the actions of competitors. 
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 Reaction Functions: The concept of reaction functions helps model 
how firms adjust their strategies in response to competitors' actions. 

3. Barriers to Entry: 

 High Barriers: Significant barriers to entry prevent new firms from 
entering the market. These barriers can be economic (e.g., high startup 
costs, economies of scale), legal (e.g., patents, regulations), or 
strategic (e.g., aggressive pricing by incumbents). 

 Entry Deterrence: Existing firms might engage in strategic practices 
to deter entry, such as predatory pricing or maintaining excess 
capacity. 

4. Non-Price Competition: 

 Product Differentiation: Firms often compete through non-price 
competition, such as advertising, branding, and product 
differentiation, rather than changing prices. 

 Innovation and Quality: Investment in innovation, quality 
improvements, and customer service are common strategies to gain a 
competitive edge. 

5. Price Rigidity: 

 Kinked Demand Curve: The kinked demand curve model suggests 
that prices in oligopolistic markets tend to be rigid. Firms may be 
reluctant to change prices due to the anticipated reaction of 
competitors, leading to price stability. 

 Sticky Prices: The concept of "sticky prices" reflects the tendency of 
firms to keep prices stable despite changes in costs or demand. 

6. Collusion and Cartels: 

 Collusive Behavior: Firms may engage in collusion, either explicit 
(through formal agreements) or tacit (through implicit understanding), 
to set prices or output levels to maximize joint profits. 

 Cartels: In some cases, firms may form cartels to coordinate their 
actions formally, though this is often illegal and subject to antitrust 
laws. 

7. Game Theory: 

 Nash Equilibrium: Game theory provides a framework for 
understanding strategic interactions in oligopoly. A Nash equilibrium 
occurs when firms choose strategies that are optimal given the 
strategies chosen by their competitors. 

 Prisoner’s Dilemma: The prisoner's dilemma illustrates the conflict 
between cooperative behavior (collusion) and competitive behavior 
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(cheating), showing why firms might struggle to maintain collusive 
agreements. 

8. Price Leadership: 

 Dominant Firm Model: In some oligopolies, one firm (the price 
leader) sets the price, and other firms follow. This model helps 
understand how price leadership can influence market outcomes. 

 Price Leadership Types: Various forms include the dominant firm 
price leadership (where one firm leads) and barometric price 
leadership (where the firm with the best information or forecasting 
ability leads). 

9. Market Conduct and Performance: 

 Conduct: Refers to how firms behave in the market, including pricing 
strategies, advertising, and product development. 

 Performance: Assesses market outcomes like profitability, 
efficiency, and consumer welfare. In oligopolies, performance can be 
influenced by both competitive and cooperative behaviors. 

10. Regulatory and Antitrust Issues: 

 Antitrust Policies: Governments regulate oligopolies to prevent anti-
competitive practices and ensure fair competition. Understanding the 
impact of antitrust laws and regulatory frameworks is crucial for 
analyzing oligopolistic markets. 

 Regulatory Bodies: Organizations like the Federal Trade 
Commission (FTC) and the European Commission oversee and 
enforce competition laws. 

Behaviour under Oligopoly market: 

Price and output determination under oligopoly 

 

 

Collusive                                                              Non- Collusive  

                                                                          1) Kinky demand Curve  

                                                                          2) Curnots model  

                                                           3) Game theory 

 

Perfect Collusive (Cartel)       Imperfect Cartel)/ Price Leadership  

1) Centralized Cartel                  Price Leadership 
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2) Market Divide Cartel 1) Low cost firm 

 2) Dominant firm 

 3) Barometric firm 

Price rigidity under oligopoly:  

Price rigidity in an oligopoly refers to the tendency for prices to remain 
stable despite changes in demand or costs. This phenomenon occurs 
because of the strategic interactions among firms in an oligopolistic 
market, where a few large firms dominate and each firm’s pricing 
decisions affect and are affected by the others. 

Firms’ behaviour under Oligopoly: 

Based on the objectives of the firms, the magnitude of barriers to entry and 
the nature of government regulation, there are different possible outcomes 
in relation to a firm’s behaviour under Oligopoly. These are: 

1. Stable prices 

2. Price wars 

3. Collusion for higher prices 

Further, Oligopoly can either be collusive or non-collusive. Collusive 
oligopoly is a market situation wherein the firms cooperate with each 
other in determining price or output or both. A non-collusive oligopoly 
refers to a market situation where the firms compete with each other rather 
than cooperating. 

Non-Collusive Oligopoly-Sweezy’s Kinked Demand Curve Model 
(Price-Rigidity): 

Usually, in Oligopolistic markets, there are many price rigidities. In 1939, 
Paul Sweezy used an unconventional demand curve – the kinked demand 
curve to explain these rigidities. 

Reason for the kink in the demand curve: 

It is assumed that firms behave in a two-fold manner in reaction to a price 
change by a rival firm. In simple words, firms follow price cuts by a rival 
company but not price increases. So, if a seller increases the price of his 
product, his rivals do not follow the price increase. 

Therefore, the market share of the firm reduces significantly as a result of 
the price rise. On the other hand, if a seller reduces the price of his 
product, then the rivals also reduce their price to bring it at par with the 
price reduction of the firm. 

This ensures that they prevent their market share from falling. Once the 
rivals react, the firm lowering the price first cannot gain from the price 
cut. 
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Why the price rigidity? 

As can be seen above, a firm cannot gain or lose by changing its price 
from the prevailing price in the market. In both cases, there is no increase 
in demand for the firm which changes its price. Hence, firms stick to the 
same price over time leading to price rigidity under oligopoly. 

Kinked-Demand Curve Model: 

Figure 4.14 

 

In the figure 4.14 above, KPD is the is the kinked-demand curve and OP0 
is the prevailing price in the oligopoly market for the OR product of one 
seller. Starting from point P, corresponding to the point OP1, any increase 
in price above it will considerably reduce his sales as his rivals will not 
follow his price increase. 

This is because the KP portion of the curve is elastic and the 
corresponding portion of the MR curve (KA) is positive. Therefore, any 
price increase will not just reduce the total sales but also his total revenue 
and profit. On the other hand, if the seller reduces the price of the product 
below OPQ (or P), his rivals will also reduce their prices. 

However, even if his sales increase, his profits would be less than before. 
This is because the PD portion of the curve below P is less elastic and the 
corresponding part of the marginal revenue curve below R is negative. 
Therefore, in both price-raising and price-reducing situations, the seller is 
the loser. He will stick to the prevailing market price OP0 which remains 
rigid. 

Working of the kinked-demand curve: 

Let’s analyze the effect of changes in cost and demand conditions on price 
stability in the oligopolistic market. Let’s suppose that the prevailing price 
in the market is OP0. 
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Therefore, if one seller increases the price above OP0 and the rival sellers 
don’t and keep the prices of their products at OP, then it will lead to the 
product becoming costlier than the others. 

Subsequently, the demand for the costlier product will fall significantly. 
This is seen in the demand curve of a firm for any price above OP0 or the 
KP section of the curve, is relatively elastic. The high elasticity reduces 
the demand significantly as a result of the price increase. 

On the other hand, if the seller reduces the price below OP0, the rivals also 
follow the price cut to prevent their demand from falling. This is seen in 
the demand curve of a firm for any price below OP0 or the PD segment of 
the curve is relatively inelastic. The low elasticity does not increase the 
demand significantly as a result of the price cut. 

This asymmetrical behavioural pattern results in a kink in the demand 
curve and hence there is price rigidity in oligopoly markets. The prices 
remain rigid at the kink (point P). In other words, the price will remain 
sticky at OP0 and the output = OR at this price. 

Due to the difference in the elasticities, the MR curve becomes 
discontinuous corresponding to the point of change in elasticity of the 
demand curve. The kink represents this. At the output < OR, the demand 
curve is KP and the corresponding MR curve is KA. For output > OR, the 
demand curve is PD and the corresponding MR curve is BMR. 

Price Leadership in Oligopoly: 

Price leadership is a common phenomenon in oligopolistic markets, where 
a few dominant firms have significant influence over market prices. This 
concept refers to the practice where one firm, the "price leader," sets 
prices that other firms in the industry follow. The dynamics of price 
leadership are rooted in several key characteristics of oligopolistic 
markets: 

Key Reasons for Price Leadership in Oligopoly: 

1. Fewer Competitors: 

 Market Influence: In an oligopoly, there are only a few large firms 
that dominate the market. These firms possess substantial market 
power, which allows them to influence overall market prices. The 
limited number of competitors means that the pricing actions of one 
firm can have a significant impact on the market and prompt similar 
responses from other firms. 

 Dominance: The dominant firms are often large enough to set the 
market price or at least act as a benchmark. The actions of these firms 
are closely watched by others in the market, leading to a tendency for 
the smaller or less dominant firms to align their prices with the leader. 
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2. Mutual Dependence: 

 Strategic Interactions: Firms in an oligopoly are highly 
interdependent. They are aware that their pricing decisions will affect 
their competitors’ market positions and that their competitors’ 
decisions will affect them. This mutual dependence creates a situation 
where firms may adopt a price leadership model to minimize 
uncertainty and avoid price wars. 

 Price Reactions: When the price leader changes its price, other firms 
in the market are likely to follow suit to maintain their market share or 
profitability. This interdependence often leads to a stable pricing 
structure where the price leader's actions guide the pricing behaviour 
of other firms. 

3. Higher Barriers to Entry: 

 Market Stability: In oligopolistic markets, high barriers to entry—
such as significant capital requirements, brand loyalty, and economies 
of scale—prevent new competitors from entering the market easily. 
This stability allows existing firms to engage in price leadership 
without the threat of new entrants disrupting their market position. 

 Entry Deterrence: Established firms use price leadership not only to 
manage market dynamics but also to deter potential new entrants. By 
setting prices at a level that maintains profitability but is also difficult 
for new firms to match (due to high costs or low margins), existing 
firms can sustain their market dominance. 

Types of Price Leadership: 

1. Dominant Firm Price Leadership: 

 Market Leader: In this model, one firm, often the largest or most 
influential, sets the price that other firms in the market follow. This 
firm has the ability to set prices due to its large market share or cost 
advantages. Smaller firms then accept this price and adjust their 
output accordingly. 

2. Barometric Price Leadership: 

 Price Leader as Indicator: In barometric price leadership, the firm 
that is perceived as the most knowledgeable or sensitive to market 
conditions takes the lead in setting prices. This firm may not be the 
largest, but its pricing decisions are seen as indicative of market 
trends or conditions, and other firms follow its lead. 

3. Collusive Price Leadership: 

 Implicit Agreement: Firms may engage in tacit collusion where they 
implicitly agree to follow the price changes of a leader to avoid 
aggressive competition. While there is no formal agreement, firms 
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recognize that coordinating prices can lead to higher collective profits 
and reduced market instability. 

Implications of Price Leadership: 

 Price Stability: Price leadership can lead to more stable prices in the 
market, reducing the likelihood of frequent price changes and price 
wars. This stability benefits both consumers and firms, as it creates a 
predictable pricing environment. 

 Market Power: Price leadership reflects the market power of the 
leading firm and its ability to influence market outcomes. This power 
can be a result of scale economies, cost advantages, or significant 
market share. 

 Regulatory Concerns: While price leadership itself is not necessarily 
illegal, it can raise concerns about anti-competitive practices if it leads 
to tacit collusion or undermines competition. Regulators may monitor 
such practices to ensure that they do not harm consumer welfare or 
reduce market competition. 

Figure 4.15 

 

The price leadership graph shows the best production level for each firm, 
where their marginal cost and marginal revenue intersect. This level 
ensures good profits for the firms. The dominant firm’s optimal output 
level is typically lower than the follower firm’s. It means they are able to 
generate more profits even by making products at a lower price. However, 
note that sometimes the dominant firm’s output level can be higher than 
the follower firm’s, depending on factors like production capacities, cost 
structures, and demand levels. 

Thus, when the dominant firm reduces product prices, the follower firm 
must also lower prices, even if it means going below their optimal level of 
production. 

Baumol’s Revenue maximization model: 

Prof. William Baumol's theory of Sales Maximization provides an 
alternative perspective to the traditional profit maximization goal that has 
been central in economic theory. Here's a summary and analysis of his 
theory: 
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Overview of Sales Maximization Theory: 

Core Idea: Baumol's theory posits that firms aim to maximize their total 
revenue, which is the product of the quantity of goods sold and their 
selling price, once they have achieved a satisfactory level of profit. This 
approach challenges the classical view that profit maximization is the 
primary goal of firms. 

Assumptions: 

1. Single Period Time Horizon: The model considers a single period 
for analysis, simplifying the examination of firm behavior to a 
specific timeframe. 

2. Sales Revenue Maximization: The firm aims to maximize its total 
sales revenue over this period, but this goal is subject to maintaining a 
profit constraint. 

3. Profit Constraint: The minimum profit constraint is based on the 
current market value of the firm's shares, ensuring that the firm meets 
a baseline level of profitability to satisfy shareholders. 

4. Market Structure and Cost Curves: The firm operates in an 
oligopolistic market with U-shaped cost curves and a downward-
sloping demand curve. Both total cost and total revenue curves follow 
conventional shapes. 

Model Description: 

1. Revenue Maximization vs. Profit Maximization: Baumol observed 
that firms in an oligopolistic market often focus on increasing sales 
revenue rather than solely maximizing profits. This focus is partly due 
to the separation of ownership and control in modern firms, where 
managers, rather than owners, are responsible for day-to-day 
operations and may have personal incentives to expand sales. 

2. Managerial Incentives: Managers often seek to enhance their 
prestige and secure higher salaries by growing the firm's sales 
revenue. This behavior reflects a preference for sales maximization as 
a goal in itself, beyond just achieving profitability. 

3. Short-Run vs. Long-Run Goals: Baumol argues that while sales 
maximization may be a short-term goal, it can also align with long-
term profit maximization. However, in the short term, the firm’s 
objective may be to maximize revenue, provided it maintains a 
minimum level of profit. 

Arguments Supporting Sales Maximization: 

1. Importance of Sales Volume: Firms place significant value on sales 
volume as it is indicative of market performance and health. A decline 
in sales can lead to negative consequences such as reduced access to 
finance and decreased interest from distributors. 
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2. Financial Considerations: Falling sales can negatively impact a 
firm's ability to secure financing from banks and capital markets, as 
well as diminish the interest of distributors and consumers. 
Conversely, higher sales can lead to economies of scale, growth, and 
improved financial performance. 

3. Employee Incentives: Salaries and bonuses for workers and 
managers are often tied to sales performance. Thus, increasing sales 
revenue can directly benefit employees and improve employer-
employee relations. 

4. Sales vs. Profits: Baumol clarifies that sales maximization refers to 
maximizing total revenue (money sales) rather than just increasing 
output quantity. The firm’s objective is to grow revenue up to the 
point where it aligns with profit constraints. Beyond this point, further 
revenue growth may come at the expense of profits. 

5. Profit Constraints: The firm must achieve a minimum profit level to 
support its operations, finance future growth, pay dividends, and meet 
other financial obligations. This minimum profit acts as a constraint 
on revenue maximization. According to Baumol, the maximum 
revenue is achieved where the elasticity of demand is unity, i.e., 
where marginal revenue equals zero. 

 

Figure 4.16 

This is the condition which replaces the “marginal cost equals marginal 
revenue profit maximisation rule.” This is shown in Figure where the 
profit maximisation firm produces OQ output where MC = MR at point E. 
But the sales maximisation firm will produce OQ1output where MR is 
zero.  

Baumol’s model is illustrated in the following figure where TC is the total 
cost curve, TR the total revenue curve, TP the total profit curve and MP 
the minimum profit or profit constraint line. The firm maximises its profits 
at OQ level of output corresponding to the highest point В on the TP 
curve. But the aim of the firm is to maximise its sales rather than profits. 
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Its sales maximisation output is OK where the total revenue KL is the 
maximum at the highest point of TR.  

 

Figure 4.17 

This sales maximisation output OK is higher than the profit maximisation 
output OQ. But sales maximisation is subject to minimum profit 
constraint. Suppose the minimum profit level of the firm is represented by 
the line MP.  

The output OK will not maximise sales as the minimum profits OM are 
not being covered by total profits KS. For sales maximisation the firm 
should produce that level of output which not only covers the minimum 
profits but also gives the highest total revenue consistent with it. 

This level is represented by OD level of output where the minimum profits 
DC (=OM) are consistent with DE amount of total revenue at the price 
DE/OD, (i.e., total revenue/total output). Baumol’s model of sales 
maximisation points out that the profit maximisation output OQ will be 
smaller than the sales maximisation output OD, and price higher than 
under sales maximisation.  

The reason for a lower price under sales maximisation is that both total 
revenue and total output are equally higher while under profit 
maximisation total output is much less as compared to total revenue. 
Imagine if QB is joined to TR in Figure  “If at the point of maximum 
profit”, writes Baumol, “the firm earns more profit than the required 
minimum, it will pay the sales maximiser to lower his price and increase 
his physical output.” 

Limitations and Criticisms: 

Despite the arguments in Favor of sales maximization, it’s important to 
note that empirical evidence supporting Baumol’s theory is limited and 
inconclusive. Research in this area often suffers from inadequate data and 
methodological challenges, making it difficult to draw definitive 
conclusions. 

Additionally, while sales maximization offers several advantages, it may 
not always align with long-term profitability and sustainability. A firm 
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focused solely on increasing sales without regard to profitability could 
face financial instability or inefficiencies. 

Conclusion: 

Baumol's theory of Sales Maximization provides a valuable alternative 
perspective to traditional profit maximization models, particularly in 
understanding managerial behaviour and firm objectives. It emphasizes 
the importance of sales revenue in determining a firm's market position 
and managerial incentives. However, it is essential to balance sales 
maximization with profitability to ensure long-term success and financial 
stability. The debate between profit and sales maximization continues to 
be a significant area of interest in business theory and practice. 

4.5 QUESTIONS 

1. Discuss characteristics of perfect competition. 

2. Explain short run equilibrium of a competitive firm. 

3. Explain characteristics of monopoly market structure. 

4. Discuss short run equilibrium of a monopoly firm. 

5. Explain characteristics of monopolistic competition. 

6. Discuss price output determination under monopolistic competition. 

7. Explain Kinked demand curve under oligopoly market. 

8. Explain the concept of price leadership under oligopoly market. 

9. Explain Baumol’s Sales Maximization model under oligopoly. 
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Module 3 

5 
ADVERTISEMENT: COST AND PROFIT 

ANALYSIS-I 

Unit Structure 

5.0  Objectives 

5.1  Introduction  

5.2  Advertisement and sales promotion analysis  

5.3  Selling cost and profits 

5.4  Advertising Cost and Budget  

5.5  Advertising Effectiveness in sales 

5.6  Questions  

5.7  References  

5.0 OBJECTIVES  

 To understand the concept of advertisement and its significance to the 
businesses. 

 To outline the relationship between selling cost and profits. 

 To examine advertising cost, budget and sales promotion analysis 

 To analyze the effectiveness of advertisement in sales. 

5.1 INTRODUCTION  

An advertisement is a public communication designed to promote a 
product, service, event, or idea, typically with the aim of influencing an 
audience to take a specific action, such as purchasing, subscribing, or 
engaging. Ads can be delivered through various mediums, including 
television, radio, print (like newspapers and magazines), digital platforms 
(such as social media, search engines, and websites), and outdoor channels 
(like billboards and posters). 

The word advertising originates from a Latin word advertise, which means 
to turn to. The dictionary meaning of the term is “to give public notice or 
to announce publicly. Advertising may be defined as the process of buying 
sponsor-identified media space or time in order to promote a product or an 
idea. The American Marketing Association, Chicago, has defined 
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advertising as “any form of non-personal presentation or promotion of 
ideas, goods or services, by an identified sponsor.” 

Advertisement plays a pivotal role in creating demand for goods and 
services. It is one of the most influential determinants of demand for a 
product. Promotional expenses or advertisement outlay plays a significant 
role in modern times in creating demand for a product as well as providing 
adequate information to a potential consumer to make more informed 
decisions. Firms keep trying to convince us to buy their product through 
various forms of advertising. 

Advertising conveys the prices of goods offered for sale, the existence of 
new product and the location of retail outlets. This information allows 
consumers to make better choices about what to buy and thus, enhances 
the ability of markets to allocate resources efficiently.  

Advertisement expenditure basically includes costs incurred on getting the 
product advertised in newspaper, magazines radio, television and internet 
etc. In economic literature, advertisement is part of selling cost for firms. 
Advertising, salaries paid to staff employed for promotion of sales and 
others, expenses on promotional activities constitute selling costs. 

Advertisement plays a crucial role particularly in monopolistic 
competition and oligopoly market with product differentiation. Thus, 
advertisement becomes a powerful weapon to create additional demand 
for a firm’s product when there are many close substitutes available in the 
market. Hence, in real life, a firm may keep its price and product design 
more or less constant and seek to increase the demand  for its product by 
increasing the amount of advertisement expenditure and try to pursue the 
customers that it's  brand of the product is of superior quality than others. 

However, critics of advertising argue that firms advertise to manipulate 
people’s taste. Much advertising is psychological rather than information. 
Advertising also impedes competition. Advertising often tries to convince 
consumers that products are more different than they actually are. 

Nonetheless, Advertisement is a key element of marketing and 
communication strategies, designed to inform, persuade, and remind 
potential consumers about a product, service, brand, or idea. It plays a 
crucial role in influencing consumer behavior and shaping brand 
perception. Hence, in modern times, it is impossible to market and sell 
ones product without adopting a suitable promotional activities. 

5.1.1 Types of Advertisement: 

Advertisement or promotional activities could be carried out through 
different forms such as print media, electronic media and digital media 
etc. There are several forms or types of advertisement, each tailored to 
specific mediums and audience preferences. Here's a detailed breakdown 
of the various types: 
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1. Print Advertising: 

 Newspapers: Ads placed in newspapers are ideal for local targeting 
and can include classifieds, inserts, or full-page ads. 

 Magazines: These are typically more visually appealing and targeted 
at niche audiences, depending on the magazine's focus (e.g., fashion, 
business, lifestyle). 

 Brochures and Flyers: Common for small businesses to promote 
locally, these are distributed in-person, through mail, or at events. 

 Posters and Billboards: Large-format ads placed in high-traffic areas 
to capture attention. 

2. Broadcast Advertising: 

 Television: TV ads can reach a broad audience and are effective for 
mass-market products. They range from short 15-second spots to full-
length commercials. 

 Radio: Ideal for targeting local audiences or specific demographic 
groups based on station formats (e.g., talk radio, music genres). 

 Cinema Ads: These are shown before movie screenings and can be 
an effective way to target engaged viewers. 

3. Digital Advertising: 

 Search Engine Advertising (PPC): Paid ads that appear at the top of 
search engine results, targeting users based on their search queries 
(e.g., Google Ads). 

 Display Advertising: Banner ads, rich media, or video ads placed on 
websites, apps, or social media platforms. These can be static images 
or animated content. 

 Social Media Advertising: Ads served on platforms like Facebook, 
Instagram, Twitter, LinkedIn, TikTok, and Snapchat. They are often 
targeted based on user demographics, behavior, and interests. 

 Email Marketing: Promotional messages sent to a targeted list of 
recipients. This can include newsletters, product announcements, or 
personalized offers. 

 Video Ads: These are common on platforms like YouTube, where 
ads are shown before, during, or after video content (pre-roll, mid-
roll, post-roll). 

4. Outdoor Advertising (Out-of-Home): 

 Billboards: Large-scale ads placed in high-traffic locations, like 
highways or urban areas, for broad visibility. 
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 Transit Ads: Ads displayed on buses, trains, taxis, or transit shelters, 
often in metropolitan areas where public transportation is heavily 
used. 

 Street Furniture Ads: Ads on bus shelters, kiosks, benches, and 
other public spaces. 

 Digital Signage: Dynamic, electronic billboards and displays placed 
in strategic outdoor or indoor locations, such as malls or stadiums. 

5. Direct Mail: 

 Postal Mail: Promotional materials like postcards, catalogs, or 
brochures sent directly to potential customers. 

 Catalogs: Detailed lists of products with descriptions and pricing, 
often mailed to consumers or included in magazines. 

 Coupon Mailers: Mail offering discounts or promotions designed to 
drive immediate action. 

6. Product Placement: 

 Movies and TV Shows: Brands subtly integrated into entertainment 
content. A character may use a specific product (e.g., a certain 
smartphone) without overt promotion. 

 Video Games: Products and brands appearing within the game's 
environment, sometimes in interactive ways. 

7. Experiential Advertising: 

 Event Sponsorships: Companies sponsor events such as concerts, 
sports events, festivals, or exhibitions to increase brand visibility and 
association with positive experiences. 

 Brand Activations: Interactive experiences created by brands at 
events or through pop-up stores to engage with consumers directly 
and create memorable moments. 

 Sampling and Demonstrations: Brands allow consumers to try their 
product, often at physical locations like stores, expos, or public 
events. 

8. Influencer Marketing: 

 Social Media Influencers: Companies partner with influencers (who 
have large followings) to promote their products or services through 
content on platforms like Instagram, YouTube, or TikTok. 

 Celebrity Endorsements: Brands use well-known personalities to 
endorse products, leveraging their popularity to build trust and attract 
attention. 
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9. In-App and Mobile Advertising: 

 In-App Ads: Ads that appear within mobile apps, including banners, 
interstitials (full-screen ads), and video ads, commonly found in free-
to-use apps. 

 SMS and Push Notifications: Short promotional messages sent 
directly to users' phones to inform them about offers, sales, or 
updates. 

 Mobile Games Ads: Ad formats that reward users with in-game 
currency or bonuses for watching ads. 

10. Retargeting/Remarketing: 

Ads targeted at individuals who have previously interacted with a brand’s 
website or app. These ads “follow” users across platforms (e.g., after 
browsing an online store, related ads may appear on other websites or 
social media). 

11. Guerilla Advertising: 

 Unconventional Ads: Innovative and creative advertising in 
unexpected places. It could be flash mobs, street art, or pop-up 
installations. This aims to surprise the audience and create buzz. 

12. Audio Advertising (Podcasts and Music Streaming): 

 Podcast Ads: Brands advertise on popular podcasts, often using host-
read ads or sponsored segments, which can be seamlessly integrated 
into the content. 

 Music Streaming Ads: Ads that play during non-premium music 
streaming sessions (e.g., Spotify, Pandora). 

13. Interactive Advertising: 

 Interactive Banners and Videos: These encourage user interaction, 
allowing potential customers to engage with the ad by clicking, 
swiping, or answering questions. 

 Gamified Ads: Brands create engaging ad experiences by 
incorporating elements of play and game mechanics, rewarding users 
with discounts or other incentives for participation. 

14. Public Service Advertising: 

These ads are usually non-commercial and focus on social, environmental, 
or public health messages. Governments, NGOs, and nonprofits use them 
to raise awareness about important societal issues. 

Each form of advertisement serves specific objectives, whether reaching a 
mass audience through traditional channels or targeting niche 
demographics through digital methods. The key is to select the right 
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medium based on business goals, target audience, and budget. Combining 
several forms of advertising can often lead to a more effective, multi-
channel approach. 

5.1.2 Significance of Advertisement:  

In modern times, advertising has become very critical for the existence of 
firms and businesses. It is not only required to introduce a new product in 
the market, but it is very relevant to tell  the market, the system and the 
consumers at large that the firm still  exist. The significance of 
advertisement could be explained with the help of following points: 

1.  Awareness Creation: Advertisements introduce a product, service, or 
idea to the market. Without ads, many consumers would remain 
unaware of available solutions to their needs. This is particularly 
important for new products or businesses trying to establish 
themselves. 

2.  Brand Building: Ads help in creating and reinforcing brand identity. 
A well-crafted advertisement reflects the personality, values, and 
benefits of a brand, distinguishing it from competitors. Over time, this 
can build brand loyalty and trust. 

3.  Persuasion and Influence: Effective advertising persuades potential 
customers to choose a particular product or service over competitors. 
By highlighting unique selling points (USPs), addressing consumer 
pain points, or appealing to emotions (happiness, fear, desire), ads 
influence purchasing decisions. 

4.  Market Expansion: Advertisements help brands reach new 
audiences and expand into new markets. By tailoring messages to 
different demographics or regions, businesses can grow their 
customer base beyond their initial target group. 

5.  Competitive Advantage: In a crowded market, consistent and 
strategic advertising can give a business a competitive edge. A 
memorable ad campaign can make a brand stand out, even if 
competitors offer similar products. 

6.  Sales and Revenue Generation: Ads directly impact sales by driving 
demand. They act as a call to action, encouraging immediate 
responses like purchasing, visiting a website, signing up, or requesting 
information. Effective advertising can lead to increased revenue and 
business growth. 

7.  Consumer Education: Beyond sales, ads often serve to educate 
consumers about how a product works, its benefits, and how it solves 
specific problems. Informative ads are especially significant in 
industries like healthcare, technology, and finance, where 
understanding a product’s value is critical to purchasing decisions. 

8.  Shaping Consumer Culture and Trends: Ads often play a role in 
shaping societal trends, tastes, and consumer culture. Iconic ad 
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campaigns can influence how people think, what they aspire to, or 
what is seen as desirable or fashionable. 

9.  Economic Growth: Advertising fuels competition, driving 
innovation and improvements in products and services. It also 
stimulates consumer spending, contributing to economic growth by 
encouraging people to make more informed purchasing decisions. 

10. Feedback Mechanism: Through advertising channels like digital 
media, brands can get immediate feedback on how well a campaign 
resonates with the audience. Metrics such as click-through rates, 
shares, and conversions allow companies to adjust their strategies in 
real-time. 

Generally, advertising is a relatively low-cost method of conveying selling 
messages to numerous prospective customers. It can secure leads for 
salesmen and middlemen by convincing readers to request more 
information and by identifying outlets handling the product. It can force 
middlemen to stock the product by building consumer interest. It can help 
train dealers and salesmen in product uses and applications. It can build 
dealer and consumer confidence in the company and its products by 
building familiarity. Advertising is to stimulate market demand. 

While sometimes advertising alone may succeed in achieving buyer 
acceptance, preference, or even demand for the product, it is seldom solely 
relied upon. Advertising is efficiently used with at least one other sales 
method, such as personal selling or point-of-purchase display, to directly 
move customers to buying action. 

Advertising has become increasingly important to business enterprises – 
both large and small. Outlay on advertising certainly is the voucher. Non- 
business enterprises have also recognized the importance of advertising. 
The attempt by army recruitment is bases on a substantial advertising 
campaign, stressing the advantages of a military career. The health 
department popularizes family planning through advertising Labour 
organizations have also used advertising to make their viewpoints known 
to the public at large. Advertising assumes real economic importance too. 

Advertising strategies that increase the number of units sold stimulate 
economies in the production process. The production cost per unit of 
output is lowered. It in turn leads to lower prices. Lower consumer prices 
then allow these products to become available to more people. Similarly, 
the price of newspapers, professional sports, radio and TV programmes, 
and the like might be prohibitive without advertising. In short, advertising 
pays for many of the enjoyable entertainment and educational aspects of 
contemporary life. 

5.2 ADVERTISEMENT AND SALES PROMOTION 
ANALYSIS  

“Plans are nothing, planning is everything.” Dwight D. Eisenhower 
The advertising management is mainly concerned with planning and 
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decision making. The advertising manager will be involved in the 
development, implementation, and overall management of an advertising 
plan. The development of an advertising plan essentially requires the 
generation and specification of alternatives. Decision making involves 
choosing from among the alternatives. The alternatives can be various 
levels of expenditure, different kinds of objectives or strategy possibilities, 
and kinds of options with copy creation and media choices. Thus, the 
essence of planning is to find out the feasible alternatives and reduce them 
to decisions. An advertising plan reflects the planning and decision – 
making process and the decisions that have been arrived at in a particular 
product and market situation. 

Advertisement and sales promotion are key components of a company's 
marketing strategy, aimed at boosting brand visibility and driving sales. 
Here's an analysis of both: 

1. Advertisement Analysis: 

Purpose: To create awareness, build brand image, and influence 
consumer attitudes. 

Aims at a long-term impact on consumer behavior. 

Key Metrics for Analysis: 

Reach: The number of people exposed to the ad. 

Frequency: How often the target audience is exposed to the message. 

Engagement: Click-through rates (CTR), likes, shares, comments (for 
digital ads). 

Conversion Rate: Percentage of users who take the desired action (e.g., 
make a purchase). 

Return on Ad Spend (ROAS): Revenue generated from advertising 
compared to the cost of the ad campaign. 

Impact: Advertising builds brand recall and association, which influences 
purchasing decisions over time. Effective when targeting broad audiences 
and creating long-term demand. 

Purpose: To stimulate immediate purchase or action by offering value or 
incentives. 

Focuses on short-term sales boosts. 

Types of Sales Promotion: Discounts:  

Price reductions, coupons, seasonal offers. 

Free Samples: Encouraging trial of products. Contests & Sweepstakes: 
Engaging consumers through a chance to win prizes.Loyalty Programs: 
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Rewarding customers for repeat purchases.Buy-One-Get-One (BOGO): 
Encourages bulk or additional purchases. 

Key Metrics for Analysis: 

Incremental Sales: The increase in sales volume during the promotion 
period. 

Redemption Rate: Percentage of customers who take advantage of the 
promotion. 

Lift: Increase in sales or traffic generated directly by the promotion. 

Cannibalization: Whether the promotion leads to reduced sales of other 
products. 

Profit Margin: Impact of the promotion on profitability, as promotions 
often reduce per-unit revenue. 

Impact: Sales promotions create urgency and can drive immediate spikes 
in sales. 

Often more effective for price-sensitive customers or in highly 
competitive markets. 

May reduce brand perception if overused or if it focuses too much on price 
discounts. 

Comparative Analysis: 

Longevity: Advertising has a long-term effect on brand-building, while 
sales promotions provide short-term sales boosts. 

Objective: Advertising aims at influencing perception and creating 
demand, while promotions aim to convert that demand into immediate 
sales. 

Cost vs. Benefit: Advertising tends to have higher upfront costs with 
delayed returns, while promotions offer quicker, measurable returns but 
may affect profit margins. 

Target Audience: Advertising usually targets a broader audience, while 
sales promotions often focus on more specific, price-sensitive customers 
or segments. 

A successful marketing strategy typically uses a blend of both advertising 
and sales promotions. Advertising builds brand equity and long-term 
customer relationships, while sales promotions drive immediate sales and 
can be used to push specific products, clear inventory, or attract new 
customers. Balancing these strategies ensures both immediate revenue 
growth and long-term brand strength. 
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5.3 SELLING COST AND PROFITS 

Cost and profit analysis in advertising is crucial for determining the 
effectiveness of a marketing campaign. It involves evaluating all the costs 
associated with creating and distributing an advertisement, as well as 
measuring the resulting profits or returns. Selling costs and profits are two 
critical factors in a business's financial performance. Here is an analysis of 
both: 

5.3.1 Selling Costs: 

Selling costs refer to the expenses incurred in promoting and selling 
products or services. These costs are part of the operating expenses and 
vary depending on the industry, business model, and marketing strategies. 
They can be direct or indirect. 

Types of Selling Costs: 

Advertising Costs: Expenditures on various promotional activities, 
including digital and traditional advertising (e.g., TV ads, online ads, print 
media). 

Sales Commissions: Payments made to sales representatives based on the 
sales they generate. 

Salaries of Sales Staff: Fixed costs for maintaining a sales team 
(including base salaries and benefits). 

Marketing Materials: Costs for creating and distributing brochures, 
catalogs, and product samples. 

Sales Promotions: Discounts, rebates, loyalty programs, and coupons 
offered to consumers to boost sales. 

Travel and Entertainment Expenses: Costs associated with meeting 
clients, attending trade shows, and conducting sales pitches. 

Distribution Costs: Expenses related to transporting goods to 
wholesalers, retailers, or customers (e.g., shipping and logistics). 

Key Considerations: 

Fixed vs. Variable Costs: Salaries and fixed advertising contracts are 
constant, whereas sales commissions, promotional activities, and shipping 
can vary based on sales volume. 

Cost Efficiency: Monitoring how much is spent on selling activities 
versus the revenue generated is crucial. Inefficient spending on selling 
activities can reduce profit margins. 
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5.3.2 Profits: 

Profits are the financial gain achieved after covering all costs, including 
selling costs. There are different types of profit measurements, but they all 
provide insight into the company’s financial health. 

Types of Profit: 

Gross Profit: The difference between sales revenue and the cost of goods 
sold (COGS). It does not account for selling, administrative, or other 
operating expenses. 

Operating Profit (EBIT): Earnings before interest and taxes. This is 
gross profit minus operating expenses (including selling costs). 

Net Profit: The final profit after all expenses, including operating costs, 
interest, taxes, and other non-operating expenses. This reflects the 
company’s overall profitability. 

Key Profit Metrics: 

Gross Profit Margin: (Gross Profit / Revenue) × 100. It shows the 
percentage of revenue left after covering COGS. 

Operating Profit Margin: (Operating Profit / Revenue) × 100. It reflects 
how well the business controls its operating costs, including selling costs. 

Net Profit Margin: (Net Profit / Revenue) × 100. It shows how much 
profit is made from every dollar of sales after all expenses are accounted 
for. 

5.3.3 Relationship between Selling Costs and Profits: 

Impact on Margins: High selling costs reduce the company’s profit 
margins, especially if they are not carefully managed. However, well-
planned selling expenditures can lead to higher sales volumes and, 
consequently, greater overall profits. 

Break-Even Analysis: Selling costs can be included in a break-even 
analysis to determine how much revenue needs to be generated to cover 
both fixed and variable expenses. 

Return on Investment (ROI): It's important to track the ROI on selling 
costs. If the costs invested in sales promotions or advertising don't 
generate enough incremental revenue, they can erode profits. 

Scaling Considerations: As a business grows, selling costs may scale, but 
not necessarily linearly. For example, a larger company might gain 
efficiencies by centralizing sales functions, improving distribution, or 
negotiating better advertising rates. 
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Balancing Selling Costs and Profitability: 

A business must strike a balance between spending on selling activities 
and maintaining profitability. Here's how companies can manage this 
balance: 

Budgeting and Forecasting: Setting a clear budget for selling costs and 
forecasting expected returns ensures selling efforts align with profit goals. 

Targeted Marketing: Focusing on marketing and sales efforts that reach 
the most profitable segments can reduce unnecessary costs. 

Sales Efficiency: Investing in technology (e.g., CRM software) or training 
can increase the efficiency of the sales team, allowing them to generate 
more sales with lower costs. 

Cost-Effective Channels: Choosing the most effective and cost-efficient 
sales and advertising channels is crucial. For example, digital marketing 
can offer better targeting and often lower costs than traditional media. 

While selling costs are a necessary expense for generating revenue, they 
need to be managed carefully to ensure that they do not consume too much 
of the company’s earnings. Profitability depends on striking the right 
balance between investment in sales activities and the overall return those 
activities generate. Businesses should regularly analyze both selling costs 
and profit margins to maintain healthy financial growth. 

5.4 ADVERTISING COST AND BUDGET 

Advertising costs are the expenses incurred by a business to promote its 
products, services, or brand through various channels. These costs can 
vary significantly depending on the medium used, the scale of the 
campaign, the target audience, and the duration. Managing these costs 
effectively is critical to ensuring a good return on investment (ROI) from 
advertising efforts. Following are the types of advertising costs: 

Television Advertising: Costs depend on the time slot, program 
popularity, and the reach of the channel. Prime-time slots are generally the 
most expensive. 

Radio Advertising: Typically less expensive than TV, but costs still 
depend on station popularity, audience reach, and the time of day 
(morning and evening slots are more expensive). 

Print Advertising: Costs for ads in newspapers and magazines depend on 
the publication’s circulation, the size of the ad, and its placement (front 
page or center spread ads are premium). 

Outdoor Advertising: Billboards, transit ads, and other out-of-home 
(OOH) advertising vary by location, visibility, and audience reach. High-
traffic areas like city centers or highways command higher prices. 
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Digital Media: 

Pay-Per-Click (PPC) Ads: Advertisers pay when users click on their ads, 
such as Google Ads. Costs vary by keyword competition and can be high 
in competitive industries. 

Social Media Ads: Platforms like Facebook, Instagram, LinkedIn, and 
Twitter offer ads based on impressions or engagement. Costs depend on 
the target audience, ad type (image, video, carousel), and bidding strategy. 

Display Ads: Banner or sidebar ads on websites or apps. Pricing is 
typically based on cost-per-thousand-impressions (CPM) or cost-per-click 
(CPC). 

Video Ads: Platforms like YouTube or social media offer video ads. Costs 
can vary by format (pre-roll, in-stream, or skippable), audience size, and 
ad duration. 

Influencer Marketing: Costs for partnering with influencers on platforms 
like Instagram or TikTok can vary widely based on the influencer's 
follower count, engagement rate, and niche. 

Other Advertising Channels: 

Email Marketing: Costs include email marketing software and any 
design, content creation, or list-building expenses.  

Sponsorships and Partnerships: Businesses may pay to sponsor events, 
podcasts, or content created by third parties. 

Advertising Budget: 

The size of the advertising budget can have an impact upon the 
composition of the advertising mix. In general, a limited promotion budget 
may impel management to use types of promotion that would not be 
employed otherwise, even though they are less effective than the others. 

Industrial firms generally invest a larger proportion of their budgets in 
personal selling than in advertising, while the reverse is true of most 
producers of consumer goods. Organizations with small budgets may be 
forced to use types of advertising that are less effective than others. 

Some marketers find it necessary to restrict their efforts primarily to 
personal selling and publicity. There are organizations with small 
promotion budget which take the opposite course of action. They 
concentrate on advertising and sales promotion, and neglect other 
methods. Some marketers advertise in expensive ways (through classified 
advertisement in newspapers and magazines) and spend virtually nothing 
on personal selling. There is universal difficulty of relating advertising 
expenditures to sales and profit results. Determining the results of 
advertising and consequently the amount of money to be allocated in 
advertising budget are complicated by several major difficulties as 
follows: 
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i. The effects of external variables such as population, or 
income, changes on economics conditions and competitive 
behaviour: 

ii. Variations in the quality of advertising ; 

iii. Uncertainly as to the time-lag effect of advertising ; and 

iv. The effect of the firm's other marketing activities, such 
as product improvement and stepped-up personal 
selling. 

The above complexities make the companies resort to more than one 
method of determining the size of their advertising budget. 

Advertising Budget involves the allocation of a portion of the total 
marketing resources to the advertising function in a firm. The size of the 
budget allocation should be based on the potential contribution that 
advertising can make. Advertising budgeting should be based on a careful 
analysis of the opportunity for using advertising. 

Marginal Analysis Approach: 

The marginal analysis approach to the allocation of resources provides a 
useful framework. How much should a firm spend on advertising? A firm 
may choose to spend promotion funds up to the point where marginal cost 
equals marginal revenue. Such analysis may be used for advertising 
budget decision. The allocation procedure is to increase advertising 
expenditure until each rupee of advertising expense is matched by an 
additional rupee of profit. This marginal analysis results in the 
maximization of the productivity. The difficulty arises in the identification 
of this optimal point.  

According to the Marginal analysis the management must select 
performance objectives for advertising expenditures. Marginal analysis 
relies on sales and profitability, which are important to assess the potential 
contribution of advertising expenditures. For advertising decisions for a 
new product introduction, the management may determine a minimum 
budget level and then asses the different levels above this. 

Implementing the marginal analysis is a difficult task. Advertising is not 
the only factor affecting product performance. It is also difficult to predict 
the time pattern of the contribution, for it cannot be assumed that 
advertising will have an immediate impact. All these factors make it 
difficult for us to assess precisely the net sales marginal revenues, or other 
performance contribution estimates. To cope with the realities of 
advertising budgeting, a variety of procedures have been adopted, which 
vary considerably when compared with the marginal analysis framework. 

Advertising Budget Allocation by “Rule of Thumb”: 

Under this approach, the decisions on the amount to be spent are made by 
advertising managers in co-operation with advertising agency. Many 
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companies resort to more than one method of determining the size of their 
advertising budgets. Some methods which are in common use are as 
follows: 

Profit Maximization: The best method for determining advertising 
expenditure is to identify a relationship between the amount spent on 
advertising and profits, and to spend that amount of money which 
maximizes the net profits. Since the effects of advertising may be reflected 
in future sales too, the advertiser maximizes the present value of all future 
profits at an appropriate rate. Therefore, a very few advertisers are able to 
implement the profit-maximizing approach to determine their advertising 
expenditure. 

Advertising as percentage of Sales: A pre-determined percentage of the 
firm’s past sales revenue (or projected sales revenue) is allocated to 
advertising. But the question is - What is the relationship between 
advertising expenditure and sales revenue? Though it looks simple, it is 
not an effective way of achieving the objectives. Arbitrary percentage 
allocation fails to provide for the flexibility. 

This method ignores the real nature of the advertising job. It is not 
necessarily geared to the needs of the total marketing programme. But this 
method is widely used. Its wide use reflects the prevailing uncertainty 
about the measurement of advertising effectiveness. It is an easy way of 
minimizing the difficulties of annual budgeting negotiations. It is also safe 
method as long as competitors use a similar method. The fixed sum per 
unit approach differs from the percentage of sales approach in only one 
respect that it applies a pre-determined allocation to each sale or 
production unit.  

The objective and Task Approach: 

The most desirable method is the objective and task approach. It is goal- 
oriented. The firm agrees on a set of marketing objectives after intensive 
market research. The costs of advertising are then calculated. When the 
resulting amount is within the firm’s financial means, it is the advertising 
budget. It involves the following two steps: 

First, the organization must define the goals the promotional mix is to 
accomplish. For example, a 5 per cent increase in market share, or a 10 per 
cent rise in gross sales, or a 3 per cent addition to net profit, or more 
likely, a combination of several items. 

Second, it must determine the amount and the type of promotional activity 
required to accomplish the objectives set. The sum of these becomes the 
firm’s promotion budget. 

A crucial assumption underlies the objective and task approach is that the 
productivity of each advertising rupee is measurable. The task approach 
starts by asking what the objectives of the advertising campaign are. The 
“advertisability” of the product is more sharply defined. This approach 
requires that assumptions about media, copy, and all the other parts of a 
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campaign be co-ordinated to achieve a specific set of objectives. The task 
approach has special merit in the introduction of a new product. 

The main problem with this approach is that it is not easy to determine the 
cost of fulfilling an objective or to decide whether an objective is worth 
fulfilling. The task method forces advertising managers to engage in 
advance planning. 

Comparative Parity Approach: 

This approach ties its budget to the rupees or percentage of sales expended 
by its competitions. This approach tries to match the competitor’s outlays 
and meet competition either on absolute or relative basis. It involves an 
estimate of industry advertising for the period and the allocation of an 
amount that equal to its market share in the industry. Meeting 
competitions budget does not necessarily relate to the objective of 
promotion and is inappropriate for most marketing programmes. 

It is a defensive approach. It assumes that the promotion needs of the 
organization are the same as those of its rival and makes it easy for 
analyzing the realities of its own competitive situation and to ignore the 
possibility of other strategies. But the needs will never be the same. It also 
assumes that budgets arrived at by competitors are correct, but they may 
have arrived at in a haphazard manner. Besides, their marketing strategies 
may also be different from our organization. Therefore, this method may 
be recommended only as a supplement to others. 

However, the imitate-competitors strategy is most applicable in industries 
where competition is in order to prosper and even to survive. In a way, is 
better than the per cent of sales method as it recognizes that the 
competition as a key element in marketing and promotes stable 
relationships. 

Competitive parity budgets can be determined in several ways; but all are 
based on spending approximately the same amount or percentage of sales 
as one’s competitors. Some of the ways include: 

a. Spend the same rupee amount on advertising as a major competitor 
does. 

b. Spend the same percentage of sales on advertising as a major 
competitor does. 

c. Spend the same percentage of sales on advertising as the average for 
the entire industry. 

d. Use one of these “rules of thumb” in a particular market. 

All these have one common characteristic, that is, the actions of 
competitors determine the company’s advertising budget. But under this 
situation, a company faces several risks. Sufficient information may not be 
readily available to estimate the competitor’s advertising budget. Such 
information is derived from secondary sources for some products than 
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others. When only partial information can be obtained, such as 
expenditure on media, competitive parity may be misleading. It implies 
that all firms in an industry have the same opportunities but not so in 
practice. For example, a company introduces a new product to compete 
with a competitor’s already established brand, the opportunity for 
advertising for these two brands would be entirely different. 

All the Organization can afford Approach:  

It involves the income statement and the balance sheet. It asks how much 
is available to the firm. This question is partially answered by anticipated 
sales and margins. The decisions based wholly on them ignore the 
requirements of the advertising. The basic weakness is that it does not 
solve the problem of “how much should we spend” by asking: “What can 
we profitably spend?” In some instance, companies adopt pricing policies 
or others strategies intended to yield more advertising rupees. Some may 
spend whatever rupees are available for promotion, the only limit being 
the firm’s need for liquidity. 

This approach does ensure that advertising expenditures are assessed in 
the light of the profit objectives. It does put advertising in perspective with 
other corporate functions as contributors to the achievements of 
objectives. 

5.4.1 Factors Influencing Advertising Costs: 

 Target Audience: The more specific the target audience (based on 
demographics, interests, or behaviors), the higher the cost, especially 
in digital advertising where precise targeting can drive up competition 
for ad space. 

 Ad Placement: Premium ad placements, such as banner ads on high-
traffic websites, or prime-time TV slots, command higher prices. 

 Geographic Reach: Advertising to a broader audience or across 
multiple regions is more expensive than local campaigns. 

 Campaign Duration: Longer campaigns that run for several weeks 
or months will naturally have higher costs than short, one-off 
campaigns. 

 Ad Frequency: Repeated exposure to an ad often increases costs, as 
additional impressions or exposures come with a price. 

 Creative Costs: The cost of producing the ad itself (e.g., filming, 
photography, graphic design, copywriting) can significantly influence 
total advertising expenditure, particularly for high-production ads like 
TV commercials or custom social media campaigns. 

5.4.2 Measuring Advertising Costs: 

Advertising costs are categorized as those expenses associated with 
marketing a company’s brand, product or service through media outlets. 
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Advertising costs are a type of financial accounting that covers expenses 
associated with promoting an industry, entity, brand, product, or service. 
They cover advertisements in print media and online venues broadcast 
time, radio time, and direct mail advertising. Adverting costs can be 
measured using a variety of cost models, such as, 

A)  Cost per impression (CPM): It refers to the cost of every 1000 
advertisement impressions. It is calculated by the following formula:   

CPM= (Total Advertising Cost/Number of Impressions) x1000. 

(B) Total Advertisement Cost: The amount spent on an advertising 
campaign, calculated as the number of impressions (or clicks) 
multiplied by the cost per impression (or click) 

 (C) Return on ad spend (ROAS): It refers to the revenue generated by 
an ad campaign divided by the campaign’s cost. 

 (D) Advertising Cost of Sales (ACOS): The ad spend divided by the 
attributed revenue, multiplied by 100. The value  we get is in 
percentage. 

5.4.3 Advertising budget: 

An advertisement budget refers to the financial allocation a company 
makes specifically for its advertising activities. It plays a critical role in a 
business’s marketing strategy as it determines how much the company can 
spend to promote its products or services through various channels. A 
well-structured ad budget ensures that resources are used efficiently to 
maximize reach, engagement, and ultimately, sales. 

1. Factors Influencing an Advertisement Budget: 

Several factors influence how a company sets its advertising budget, 
including: 

 Business Goals: The budget should align with the company’s 
objectives, such as brand awareness, product launch, or driving sales. 
Different goals may require different levels of spending. 

 Target Audience: Reaching a broader, national, or global audience 
will require more spending compared to targeting a local or niche 
market. 

 Industry Norms: Certain industries, like retail, real estate, and 
consumer goods, typically spend more on advertising. Researching 
competitors' ad spending can help establish benchmarks. 

 Stage of Business: Startups often allocate a higher percentage of their 
budget to advertising to build awareness, while established companies 
may focus on maintaining brand presence with a lower percentage of 
revenue. 
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 Competition: In highly competitive markets, businesses may need to 
allocate more to advertising to maintain or increase market share. 

 Seasonality: Many industries experience seasonal fluctuations (e.g., 
holidays or special events). Businesses often increase their ad budgets 
during peak periods to maximize exposure. 

 Channel Selection: Digital ads (e.g., Google Ads, social media) often 
allow for more precise targeting and lower costs compared to 
traditional media (e.g., TV, radio), but the choice of channels will 
impact the budget size. 

2. Methods for Setting an Advertisement Budget: 

Several approaches are used to determine the size of an advertisement 
budget. Here are some common methods: 

a. Percentage of Sales Method: 

One of the most common methods, this approach involves allocating a 
fixed percentage of the company’s past or projected sales to advertising. 
For instance, a company might allocate 5% to 10% of its sales revenue to 
its ad budget.  

Advantage : Simple and aligns ad spending with revenue. 

Disadvantage: May limit spending during growth phases or times when 
advertising is needed the most. 

b. Objective-and-Task Method: 

This method involves defining specific advertising goals (e.g., increasing 
market share, generating leads) and then determining the tasks needed to 
achieve those goals. The costs of executing these tasks are then estimated 
to set the budget. Advantages: Focused on achieving measurable outcomes 
and realistic in terms of actual costs. Disadvantages: More complex to 
calculate and requires detailed planning. 

c. Competitive Parity Method: 

In this approach, companies set their advertising budgets based on what 
competitors are spending. This can be based on industry averages or 
specific competitors' ad spending data. 

Advantage: Helps maintain market competitiveness. 

Disadvantage: Assumes that competitors' strategies are effective and may 
not align with the company’s unique goals. 

d. Affordability Method: 

This method involves setting the advertising budget based on what the 
company can afford after covering other expenses.  
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Advantages: Reduces financial risk, especially for small businesses or 
during economic downturns.  

Disadvantage: May result in underinvestment in advertising, especially 
when aggressive marketing is needed for growth. 

e. Return on Investment (ROI)-Based Method: 

This method involves estimating the expected return on investment for 
each advertising dollar spent and budgeting based on expected 
profitability.  

Advantages: Data-driven and performance-focused.  

Disadvantages: Can be difficult to estimate ROI accurately, especially for 
brand-building campaigns. 

3. Allocating the Advertisement Budget: 

Once the total budget is set, it is important to allocate it efficiently across 
different channels and strategies. Key considerations include: 

a. Media Mix: 

Divide the budget between traditional and digital media based on the 
target audience’s media consumption habits. For example, if the audience 
is younger, more budget may go toward social media and digital 
platforms. 

b. Channel Prioritization: 

Prioritize high-performing or high-impact channels based on past results 
or market trends. A company that sees strong ROI from Facebook Ads, for 
instance, might allocate a larger portion of its budget there. 

c. Creative Production: 

Allocate part of the budget for the production of advertising materials such 
as video content, graphic design, and copywriting. High-quality creatives 
often require a significant portion of the budget. 

d. Testing and Optimization: 

Reserve a portion of the budget for A/B testing different ad creatives, 
messages, and channels. This allows for ongoing optimization of 
campaigns for better performance. 

e. Contingency: 

Set aside a small percentage of the budget (e.g., 5-10%) for unforeseen 
opportunities or challenges, such as an unexpected surge in competition or 
a chance to participate in a major event. 
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4. Monitoring and Adjusting the Budget: 

Track Performance: Regularly monitor key metrics like cost-per-click 
(CPC), cost-per-thousand-impressions (CPM), conversion rates, and return 
on ad spend (ROAS). This helps in assessing whether the budget is being 
spent efficiently. 

Flexibility: Be prepared to reallocate funds between channels or 
increase/decrease the budget in response to performance trends or market 
changes. 

Evaluate ROI: At the end of the campaign, measure the overall 
effectiveness of the advertising in terms of sales, leads generated, or brand 
awareness. Use these insights to inform future budget planning. 

5. Advertising Budget by Business Size: 

Small Businesses: Typically allocate a higher percentage of their revenue 
(7-10%) to advertising to build brand awareness and compete in the 
market. 

Medium-Sized Businesses: Often spend 5-7% of their revenue on 
advertising, focusing on maintaining market presence and growth. 

Large Businesses: May spend less as a percentage of revenue (3-5%), but 
given their higher revenue base, the actual dollar amounts tend to be 
substantial. 

A well-planned advertisement budget ensures that a business spends the 
right amount to achieve its marketing objectives without overextending its 
financial resources. By aligning the budget with business goals, choosing 
the right method for setting the budget, and continuously monitoring 
performance, companies can maximize the impact of their ad spend and 
drive long-term growth. 

5.5 ADVERTISING EFFECTIVENESS IN SALES 

Advertisement effectiveness in sales refers to how well a company's 
advertising efforts lead to increased revenue and sales conversions. It 
measures the direct and indirect impact of advertisements on consumer 
behavior and purchasing decisions. Assessing the effectiveness of 
advertising in driving sales is crucial for optimizing marketing strategies 
and ensuring that the ad spend delivers a positive return on investment 
(ROI). 

5.5.1 Measuring Advertising Effectiveness: 

All advertising efforts are directed mainly towards the achievement of 
business, marketing and advertising objectives i.e., to increase the sales 
turnover and thus to market the maximum profit. The advertiser spends 
lakhs of rupees in to this advertising activity. In the background of all 
these efforts, is an attempt to attract the customer towards the product 
through advertising. 
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As soon as the advertising campaign is over, a need is generally arisen to 
measure the effectiveness of the campaign. Whether, it has achieved the 
desired results i.e. desired sales profitability or results in terms the change 
in customer behaviour in favour of the company’s product which will 
naturally, affect the future sale of the product. 

Importance of measuring the effectiveness of advertising: 

1) It acts as a Safety measure: 

Testing effectiveness of advertising helps in finding out ineffective 
advertisement and advertising campaigns. It facilitates timely adjustments 
in advertising to make advertising consumer oriented and result oriented. 
Thus waste of money in faulty advertising can be avoided. 

2) Provides feedback for remedial measures: 

Testing effectiveness of advertising provides useful information to the        
advertisers to take remedial steps against ineffective advertisements. 

3) Avoids possible failure: 

Advertisers are not sure of results of advertising from a particular 
advertising campaign. Evaluating advertising effectives helps in 
estimating the results in order to avoid complete loss. 

4) To justify the investment in advertising:  

The expenditure on advertisement is considered to be an investment. The 
investment in advertising is a marketing investment and its objectives 
should be spelt out clearly indicating the results expected from the 
campaign. The rate and size of return should be determined in advance. If 
the expected rate of return is achieved in terms of additional profits, the 
advertisement can be considered as effective one. 

5) To know the communication effect: 

The effectiveness of the advertisement can be measured in terms of their 
communication effects on the target consumers or audience. The main 
purpose of advertising is communicated the general public, and existing 
and prospective consumers, various information about the product and the 
company. It is therefore desirable to seek post measurements of 
advertising in order to determine whether advertisement have been seen or 
heard or in other words whether they have communicated the theme, 
message or appeal of the advertising. 

6) Compare two markets: 

Under this procedure, advertising is published in test markets and results 
are contrasted with other. Markets – so called control markets – which 
have had the regular advertising programme. The measurements made to 
determine results may be measurements of change in sales, change in 
consumer attitudes, changes in dealer display and so on depending upon 
the objectives sought by the advertiser. 
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5.5.2 Methods of Measuring Advertising Effectiveness:  

Advertising is aimed at improving the sales volume of a concern so its 
effectiveness can be evaluated by its impact on sales. Most of the 
managers believe that the advertisement directly affects the sales volume 
and hence they evaluate the effectiveness of the advertising campaign by 
the increase in the sales volume. There may be two types measures (i) 
Direct measures: and (ii) Indirect measures:- 

(1) Direct Measures of Advertising Effectiveness: 

Under direct measures, a relationship between advertising and sales is 
established. A comparison of sales of two periods or two periods or two 
markets may be done and the corresponding changes may be noted. The 
following are some of the methods that are generally used in measuring 
that advertising effects. 

a) Historical Sales Method: 

Some insights into the effectiveness of past advertising may be obtained 
by measuring the relationship between the advertising expenditure and the 
total sales of the product. A multiple regression analysis of advertising 
expenditure and sales over several time periods may be calculated. It 
would show how the changes in advertising expenditure have 
corresponding changes in sales volume. This technique estimates the 
contribution that advertising has made to explaining in a co relational 
manner rather than a casual sales, the variation in sales over the time 
periods covered in the study. 

b) Experimental Control: 

The other measure of advertising effectiveness is the method of 
experimental control where a casual relationship between advertising and 
sales is established. This method is quite expensive when related to other 
advertising effectiveness measures yet it is possible to isolate advertising 
contribution to sales. Moreover this can be done as a pre-test to aid 
advertising in choosing between alternative creative designs. Media 
schedules expenditure levels or some combination of these advertising 
decision areas.  

2) Indirect Measures of Advertising Effectiveness: 

As it is very difficult to measure the direct effect of advertising on 
company’s profits or sales, most firms rely heavily on indirect measures. 
These measures do not evaluate the effects of advertisements directing on 
sales or profits but all other factors such as customer awareness or attitude 
or customer recall of advertising message affect the sales or profits or 
goals of the business indirectly. Despite the uncertainties about the 
relationship between the intermediate effects of advertising and the 
ultimate results, there is no other alternative but to use    indirect measures. 
The most commonly used measures are – 
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1) Exposure to Advertisement: 

In order to be effective, the advertisement must gain exposure. The 
management is concerned about the number of target audiences who see 
or hear the organization message set in the advertisement. Without 
exposure, advertisement is bound to failure. Marketers or advertisers may 
obtain an idea of exposure generated by the medium by examining its 
circulation or audience data which reveal the number of copies of the 
magazine, newspaper or journal sold the number of persons passing the 
billboards or riding in transit facilities, or the number of persons living in 
the televiewing or radio listening area, and the number of persons 
switching on their T.V. and radio sets at various points of time. This 
number can be estimated by interviewing the numbers of the audience for 
different media. 

2) Attention or Recall of Advertising Message Content: 

This is one of the widely used measures of advertising results. Under this 
measure, a recall of the message content among a specified group or 
groups or prospective customers is measured within 24 hours of the 
exposure of the advertisement. Attention value is the chief quality of the 
advertising copy the advertisements cannot be said to be effective unless 
they attract the attention of the target consumers. There are two methods 
for evaluating the attention getting value of the advertisements. One is pre-
test and the other is post-test. 

In a pre-test evaluation, the consumers are asked to indicate the extent to 
which they recognise or recall the advertisement, they have already seen. 
This test is conducted in the laboratory setting. Here consumers read, hear 
or listen to the advertisement and then researchers ask question regarding 
the advertisement just to test the recall and then evaluate it. In post-test 
method, the consumers are asked questions about the indication of 
recognition or recall after the advertisement has been run. These measures 
assume that customers can recall or recognise what they have viewed or 
listened to. Various mechanical devices are being used in the western 
countries which provide indices of attention such as eye-camera etc. 

3) Brand Awareness: 

The marketers who rely heavily on advertising often appraise its 
effectiveness by measuring the customer’s awareness about the particular 
product or brand. The assumption of this type of measure is that there is a 
direct relationship between the advertisements and the awareness. This 
type of measure is also subject to the same criticisms as is applicable to 
direct measures of effectiveness (sales measures because awareness is also 
not the direct result of the advertisements. It is also affected by many other 
factors. But, for new products, changes in awareness can often be 
attributed to the influence of advertising. 
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4) Comprehension: 

Consumers generally use advertisements as a means of obtaining 
information about the product, brand or the manufacturer. They cannot be 
informed unless they comprehend the message (grasp the message 
mentally and understand it fully). Various tests for valuating 
comprehension are available – One is recall tests – an indicator of 
comprehension because it is evident that consumers recall what they 
comprehend. Another measure of the variable is to ask questions about 
subjects how much they have comprehended a message they have recently 
heard or seen. One may employ somewhat imprecise test of the 
comprehension of a newspaper and radio advertisement. One may ask 
typical target consumers from time to time such questions like what did 
you think of our new commercial?  and Did it get the message across? The 
answers of these questions will provide sufficient insight into advertising 
decision making. 

5) Attitude Change: 

Since advertising is considered to be one way of influencing the state of 
the mind of the audience towards a product, service or organization, the 
results are very often measured in terms of attitudes among groups 
exposed to advertising communication. Several measures are used ranging 
from asking the questions about willingness to buy the likelihood of 
buying to the measurement of the extent to which specific attributes (such 
as modern or new) are associated with a product. 

6) Action: 

One objective of advertisement may be assumed to be to stimulate action 
or behaviour. The action or intention to take an action may be measured 
on the intention to buy measuring instrument. Under this type of measure, 
consumers are asked to respond why they are interested in purchasing the 
product or brand. One type of action that advertisers attempt to induce is 
buying behaviour. The assumption is that if an increase in sales follows a 
decrease in advertising expenditure, the change in sales levels are good 
indicators of the effectiveness of advertising. Logic suggests that 
measurement of sales is preferable to other measurements. 

Thus, these above measures (direct or indirect) are used to evaluate the 
effectiveness of advertisements. It seems from the analysis of the above 
methods of measuring effectiveness that directly or indirectly changes in 
sales or profits are taken as the measuring rod of the effectiveness of the 
advertising. 

5.5.3 Factors Influencing Advertisement Effectiveness in Sales: 

a. Targeting: 

Precision: Advertisements that are well-targeted to the right audience 
(based on demographics, interests, or behavior) are more likely to convert 
into sales. Poorly targeted ads can result in low engagement and fewer 
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conversions. For example: An ad campaign targeting millennials 
interested in fitness products will perform better if the ads appear on 
platforms and channels frequented by this audience. 

b. Ad Content and Creative: 

Relevance and Appeal: The design, message, and emotional appeal of an 
ad influence how well it resonates with potential buyers. Advertisements 
that effectively communicate the product’s value proposition, or that 
evoke positive emotions, tend to drive more sales. For example: A well-
designed video ad showcasing the benefits of a product and featuring a 
compelling call to action will generally perform better than a generic ad 
with limited messaging. 

c. Frequency and Timing: 

Ad Frequency: Showing an advertisement multiple times increases the 
chances of conversion, as repeated exposure can build brand recall. 
However, too much exposure (ad fatigue) may annoy potential customers. 

Timing: The timing of an advertisement campaign can significantly 
influence sales. For example, advertising during holiday seasons or 
product launches often leads to higher conversions. For example: A 
company selling holiday decorations may see greater ad effectiveness 
during November and December, compared to off-season periods. 

d. Advertising Channel: 

Choice of Medium: Different advertising channels (TV, social media, 
search engines, etc.) have different levels of effectiveness depending on 
the audience and product. Digital channels allow for more precise tracking 
and targeting, often leading to better sales outcomes. For example: E-
commerce brands often see higher effectiveness with Google search ads or 
Facebook ads, while luxury brands may find greater success with 
magazine or influencer marketing. 

e. Offer and Incentives: 

Promotions: Ads that include special offers, discounts, or promotions 
often lead to immediate sales boosts by creating a sense of urgency. 
Limited-time deals or free shipping offers are especially effective. For 
example: An online clothing store that advertises a "20% off for 48 hours" 
promotion may see a sharp increase in conversions during the promotion 
period. 

5.5.4 Challenges in Measuring Advertisement Effectiveness: 

a. Attribution Issues: 

Understanding which ad or channel truly contributed to a sale can be 
challenging, especially when customers interact with multiple touchpoints 
before purchasing. This can lead to under- or overestimating the impact of 
specific ads. 
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b. Delayed Impact: 

Some advertising, especially brand-building campaigns, may not result in 
immediate sales. The long-term effect on brand perception and future sales 
can be difficult to measure. 

In short, advertising plays a significant role in driving sales, but its 
effectiveness depends on multiple factors, including targeting, creative 
quality, the timing of campaigns, and choice of channels. By leveraging 
data-driven strategies, tracking key metrics, and optimizing ads based on 
performance, businesses can ensure their advertising efforts translate into 
meaningful sales growth. 

5.6 QUESTIONS  

1. Describe the nature, scope and significance of advertisement. 

2. Trace out the different types of advertisement. 

3. Bring out the relationship between advertisement and selling costs. 

4. Write a note on advertising costs. 

5. What is advertisement budgeting? State the steps of advertising 
budget. 

6. Make an account of impact of advertisement on sales. 
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 6  
ADVERTISEMENT : COST AND PROFIT 

ANALYSIS - II 
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6.2  Profit Management Analysis  
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6.4  Cost-benefit analysis  

6.5  Profit forecasting  

6.6  Questions  

6.7  References  

6.0 OBJECTIVES  

 To understand the basics of profit management analysis. 

 To examine break-even analysis and Cost-benefit analysis as tools of 
measuring profit. 

 To analyze the mechanism of profit forecasting. 

6.1 INTRODUCTION   

Profit is the difference between revenue and cost. Cost could be further 
divided in production cost and selling cost. With the cut-throat 
competition, the per unit price remains more or less constant in real life. 
Hence, to earn profit, firms resort to cost cutting. Measurement of profit 
refers to assessing a company’s ability to generate income relative to its 
costs, which is essential for evaluating financial health and performance. 
Profit is typically measured at different levels, providing insights into 
various aspects of a company's operations and financial structure. 
Effective cost and profit analysis helps businesses allocate resources 
wisely, maximizing the impact of their advertising budgets. Profit analysis 
in advertising focuses on understanding the financial returns generated by 
a campaign relative to its costs. It helps companies determine whether an 
advertising effort is worth the investment and how it contributes to overall 
business profitability. 

Profit management analysis is essential for any business looking to 
optimize its financial performance and grow sustainably. By 
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understanding revenue drivers, controlling costs, and implementing 
strategies to improve efficiency, businesses can enhance profitability and 
ensure long-term success. Regular monitoring and adjustment of profit-
related strategies are key to maintaining healthy profit margins in an ever-
changing market environment. Measuring profit is a cornerstone of profit 
management analysis, offering insight into a company's operational 
efficiency, cost control, and overall financial health. By analyzing 
different types of profit and profit margin ratios, businesses can identify 
opportunities for growth, improve profitability, and make informed 
strategic decisions. Regular and comprehensive profit measurement 
ensures that management has the necessary data to optimize business 
performance and maximize shareholder value. 

6.1.1The Key Metrics in Profit Analysis: 

1. Return on Investment (ROI): 

ROI shows how much profit is generated for every dollar spent on 
advertising. A positive ROI indicates that the campaign was profitable, 
while a negative ROI shows losses.  

Formula: 

First Method: 

Re   
100%

Cos   

Net turn on Investment
ROI

t of Investment
   

Second Method: 

100%
Cos   

FVI IVI
ROI

t of Investment


   

Where: 

FVI = Final Value of investment 

IVI = Initial Value of investment 

For example, if a campaign costs $10,000 and generates $20,000 in sales, 
the ROI would be: ROI = (20000 – 10000) / 10000 x 100 = 100% 

2. Return on Ad Spend (ROAS): 

ROAS focuses specifically on the returns generated from the money spent 
on ads alone. If you spend $10,000 on an ad campaign and generate 
$30,000 in revenue, your ROAS is 3.0 (or 300%).  

Formula: ROAS = Revenue attributable to Ads / Cost of Ads (Ad spend) 

3. Customer Acquisition Cost (CAC): 

CAC measures how much it costs to acquire each new customer through a 
specific campaign. If your total marketing cost is $5,000 and you acquire 
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100 customers, your CAC is $50. A lower CAC means greater 
profitability.  

Formula: CAC = Total cost of sales and marketing / Number of new 
customers acquired 

4. Customer Lifetime Value (CLV): 

CLV calculates the total value a customer is expected to bring to your 
business over their lifetime. If a customer brings $200 per year and 
typically stays with the company for five years, their CLV would be 
$1,000.  

Formula:  CLV = Customer Value x Average Customer Lifespan 

5. Gross Profit Margin (GPM): 

GPM shows the percentage of revenue from the campaign that exceeds the 
costs of the products or services sold. Higher GPM indicates better 
profitability after factoring in the costs of goods or services sold.  

Formula:  GPM = (Revenue – Cost of Goods sold) / Revenue x100 

6. Conversion Rate:  

This metric helps track the percentage of users who take a desired action 
(like purchasing a product) after interacting with the ad. A higher 
conversion rate improves profitability, as more leads are turning into 
paying customers.  

Formula:  Conversion Rate = (Number of conversions / Total number of 
visitors) x 100 

6.1.2 Analyzing Profit in Different Types of Advertisements (Ads): 

1. Online/Digital Ads (Google Ads, Social Media Ads): 

Tracking Tools: With tools like Google Analytics or Facebook Insights, 
businesses can track key metrics such as clicks, conversions, and revenue 
directly attributable to the campaign. Profit Tip: Digital ads allow for easy 
tracking of costs and returns. Use ROAS and conversion rates to adjust 
bids, targeting, and ad copy for maximum profitability. 

2. Traditional Ads (TV, Radio, Print): 

Challenges: It's harder to track direct returns from traditional ads. Profit 
analysis often relies on measuring broader brand awareness or sales 
spikes. Profit Tip: Use customer surveys, promo codes, or dedicated phone 
lines/websites to track ad-specific revenue. 

3. Influencer Marketing: 

Profit Tip: Measure the impact of influencer partnerships by tracking 
referral traffic, sales using influencer-specific promo codes, or dedicated 
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affiliate links. Influencer campaigns are profitable when ROAS and 
conversion rates are high relative to the cost of collaboration. 

4. Content Marketing: 

Profit Tip: This is a longer-term strategy, so immediate profit may not be 
clear. Measure increases in website traffic, lead generation, and 
conversion rates over time to assess profitability. 

6.1.3 Improving Profitability in Advertising: 

1.  Optimize Targeting: The better you target your ads (e.g., to your 
ideal customer demographics, behaviors, or interests), the higher the 
conversion rates and profits. Digital platforms like Facebook Ads 
allow for precise targeting. 

2.  A/B Testing: Test different versions of ads (headlines, images, 
CTAs) to see which performs better. A/B testing helps increase 
conversion rates, thus improving profitability. 

3.  Maximize Lifetime Value (LTV): Design campaigns that encourage 
repeat purchases, loyalty program sign-ups, or cross-selling. This 
increases the overall profit generated from each customer. 

4.  Reduce Costs: Negotiate better ad rates, focus on high-conversion 
channels, and cut back on underperforming platforms. Efficient cost 
management can significantly improve overall profitability. 

By monitoring these metrics, a firm can adjust future campaigns to focus 
on the most profitable channels, customers, and strategies. Profit analysis 
helps ensure that advertising investments yield sustainable business 
growth. 

6.2 PROFIT MANAGEMENT ANALYSIS  

Profit management analysis is the process of evaluating and optimizing a 
company’s profitability by analyzing revenues, costs, and strategies that 
impact the bottom line. It involves understanding key drivers of profit, 
identifying areas of improvement, and implementing actions to increase 
profitability while maintaining or enhancing business operations. In profit 
management analysis, measuring profit accurately is critical for assessing 
a company's financial health, identifying areas for improvement, and 
making strategic decisions. Profit can be measured at different stages of 
the income statement, each giving insights into different aspects of 
business performance. Key Components of Profit Management Analysis 
are as follows: 

a. Revenue Analysis: 

Revenue Sources: Identify the main sources of income. This could be from 
product sales, services, subscriptions, or other streams. Understanding 
which products or services generate the most revenue helps in optimizing 
the focus of sales and marketing efforts. 
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Revenue Growth Trends: Analyze trends over time to understand 
whether the revenue is growing, stagnant, or declining. It’s essential to 
compare this growth with industry benchmarks to gauge performance. 

Customer Segmentation: Identify the most profitable customer segments. 
Not all customers generate the same level of revenue, so focusing on high-
value segments can boost profitability. 

Sales Channels: Analyze the profitability of different sales channels (e.g., 
direct sales, online, retail, partnerships). Some channels may be more cost-
effective than others. 

b. Cost Analysis: 

Cost of Goods Sold (COGS): These are direct costs attributable to the 
production of goods or services sold by the company. Reducing COGS 
through better supplier negotiation, process efficiency, or material 
sourcing can improve margins. 

Operating Expenses: This includes expenses like rent, salaries, 
marketing, utilities, and administrative costs. Identifying areas of waste or 
inefficiency in these expenses can improve overall profitability. 

Fixed vs. Variable Costs: Fixed costs (e.g., rent, salaries) remain the 
same regardless of production levels, while variable costs (e.g., raw 
materials, packaging) change with production. Managing these costs, 
especially variable costs, can have a significant impact on profit margins. 

Overhead Costs: Assess overhead costs such as administration, research 
and development, and other indirect expenses. These need to be carefully 
managed to avoid eroding profits. 

c. Profit Margins: 

Gross Profit Margin: Measures how much profit a company makes after 
deducting COGS.  

Formula: Gross Profit Margin = (Revenue – COGS) / Revenue × 100. A 
higher gross profit margin indicates a company is able to produce goods or 
services at a lower cost relative to its sales price. 

Operating Profit Margin: This metric accounts for operating expenses in 
addition to COGS.  

Formula: Operating Profit Margin = Operating Income / Revenue × 100. 
This provides insight into how efficiently a company is managing its 
overall expenses relative to revenue. 

Net Profit Margin: This shows the percentage of revenue left after all 
expenses (including taxes and interest).  

Formula: Net Profit Margin = Net Income / Revenue × 100. A high net 
profit margin means the company is retaining more profit from its revenue 
after all costs are accounted for. 
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d. Breakeven Analysis: 

Breakeven analysis identifies the sales volume at which total revenue 
equals total costs, resulting in no profit or loss. It is crucial for 
understanding how much needs to be sold to cover costs and start 
generating profit.  

Formula: Breakeven Point = Fixed Costs / (Selling Price per Unit – 
Variable Cost per Unit). It helps businesses set sales targets and price 
products appropriately. 

e. Contribution Margin: 

Contribution margin measures how much revenue from sales contributes 
to covering fixed costs after variable costs are subtracted.  

Formula: Contribution Margin = (Selling Price per Unit – Variable Cost 
per Unit). A higher contribution margin indicates that a company has more 
resources to cover its fixed costs and generate profits. 

f. Pricing Strategy: 

Pricing Impact on Profit: Pricing directly influences both revenue and 
profit margins. Businesses need to balance competitive pricing with cost 
considerations to maximize profits. 

Dynamic Pricing: Adjusting prices based on demand, competition, and 
market conditions can help optimize revenue and profitability. 

Discounting Strategy: While discounts can drive sales volume, excessive 
discounting can erode profit margins if not carefully managed. 

6.2.1 Steps in Profit Management Analysis: 

Step1:  Assess Financial Statements: It begins by analyzing the 
company’s financial statements (income statement, balance sheet, 
and cash flow statement) to get a comprehensive overview of 
revenue, costs, and profits. It looks at historical data to identify 
trends in revenue growth, expense increases, and profit margins 
over time. 

Step2:  Identify Key Profit Drivers: It determines which factors have 
the most significant impact on profitability. This could include: 
Product or service pricing, sales volume and customer retention, 
cost control and efficiency in production, sales and marketing 
effectiveness, focus on high-margin products, services, and 
customer segments. 

Step3:  Analyze Cost Structures: It performs a detailed analysis of 
fixed, variable, and overhead costs. Identify opportunities for cost 
reduction without sacrificing quality or operational efficiency. 
Evaluate the potential for automation, process improvements, or 
supply chain optimization to reduce costs. 
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Step4: Conduct Profitability Analysis by Product/Service: Not all 
products or services contribute equally to profits. Use 
profitability analysis to determine which offerings are generating 
the most profit and which are underperforming. Consider phasing 
out or improving low-profit products or focusing marketing and 
sales efforts on high-margin products. 

Step5: Implement Operational Improvements: After identifying 
inefficiencies in operations, implement changes to streamline 
processes, reduce waste, and optimize labor and material 
usage.This could involve better inventory management, process 
automation, or renegotiating supplier contracts to reduce costs. 

Step6:  Monitor Pricing and Sales Strategies: Regularly review pricing 
strategies to ensure they align with market conditions and cost 
structures. Adjust prices if necessary to maintain competitive 
positioning without sacrificing margins. Implement sales 
incentives, loyalty programs, or upselling strategies to increase 
revenue and boost profitability. 

Step7: Benchmarking and Forecasting: Compare the company’s 
performance against industry benchmarks to identify areas where 
it may be underperforming in terms of profitability. Use 
forecasting models to predict future profitability based on current 
trends and scenarios, allowing for proactive adjustments in 
strategy. 

6.2.2 Challenges in Profit Management: 

a.  Market Volatility: Fluctuations in demand, raw material prices, or 
currency exchange rates can affect costs and profitability, making it 
difficult to maintain consistent profit margins. 

b.  Competitive Pressure: In highly competitive industries, maintaining 
profitable pricing can be difficult, as companies may face pressure to 
lower prices to stay competitive, which can erode margins. 

c.  Rising Costs: Inflation, increased labor costs, or rising material prices 
can reduce profitability if not managed through cost control or price 
adjustments. 

d.  Economic Uncertainty: Economic downturns or unexpected events 
(such as global pandemics) can disrupt business operations, reduce 
consumer spending, and lower profitability. 

6.2.3 Measurement of Profit:  

As profit is one of the ultimate goals of a firm and shareholders, it needs to 
be measured carefully. Besides, the future expansion of the best business 
is also associated with the magnitude of the profit. There are different 
kinds of measurement of profit. Key metrics of measuring profit are as 
follows:  
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a.  Gross Profit: Gross profit is the revenue remaining after subtracting 
the Cost of Goods Sold (COGS), which includes the direct costs 
associated with producing goods or services (e.g., materials, labor). 
Gross Profit = Revenue – COGS. It measures how efficiently a 
company produces and sells its products or services. A higher gross 
profit indicates better control over production costs. Gross profit is 
useful for determining the profitability of the core operations (i.e., 
selling products or services) and assessing how pricing or cost-cutting 
efforts are impacting profitability. 

b.  Operating Profit (EBIT): Operating profit, also known as Earnings 
Before Interest and Taxes (EBIT), is the profit a company generates 
from its regular business activities, excluding interest and taxes. It 
includes both the Gross Profit and the Operating Expenses (such as 
rent, utilities, salaries, and marketing). 

Operating Profit = Gross Profit – Operating Expenses. This figure 
shows how well a company is managing its overall operating 
expenses relative to its revenue. A healthy operating profit indicates 
strong operational efficiency. Operating profit is key to evaluating 
how well management controls operating costs while maintaining 
revenue levels. This metric provides insight into the company’s core 
operations, without considering the effects of interest expenses or 
taxes. 

c.  Net Profit: Net profit, also called Net Income or the "bottom line," is 
the profit remaining after all expenses have been subtracted from total 
revenue. These expenses include COGS, operating expenses, interest, 
and taxes. Net Profit = Revenue – (COGS + Operating Expenses + 
Interest + Taxes). Net profit represents the actual profitability of a 
company after accounting for all costs. It is the final measure of 
profitability and is often used by investors to assess the overall 
financial health of the business.  Net profit gives a complete picture of 
the company’s financial performance and is a key metric for assessing 
the effectiveness of cost management, revenue generation, and the 
impact of financing and taxes. 

d.  EBITDA (Earnings Before Interest, Taxes, Depreciation, and 
Amortization): EBITDA measures a company's earnings before 
accounting for interest, taxes, depreciation, and amortization. This 
metric focuses on the profitability of the core operations, excluding 
factors that may vary between companies (such as financing and tax 
strategies). EBITDA = Operating Profit + Depreciation + 
Amortization. EBITDA provides insight into the operational 
profitability of the business while eliminating the effects of financing, 
depreciation, and tax-related decisions. This metric is particularly 
useful when comparing companies in different industries or with 
different financing structures. It isolates the core earnings from 
operational activities, providing a clearer view of operational 
performance. 
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2. Profit Margin Ratios:  

In addition to the absolute measures of profit (gross, operating, and net 
profit), profit margin ratios are used to assess the efficiency of a company 
in generating profits relative to its revenue. 

a.  Gross Profit Margin: The gross profit margin measures the 
percentage of revenue that exceeds COGS. It indicates how efficiently 
a company is producing goods or services. Gross Profit Margin = 
(Gross Profit / Revenue) × 100. A high gross profit margin indicates 
effective cost management in production or sourcing. This margin is 
used to compare the company’s profitability relative to its production 
or procurement efficiency over time or against competitors. 

b.  Operating Profit Margin: Operating profit margin measures the 
percentage of revenue left after covering operating expenses. 
Operating Profit Margin = (Operating Profit / Revenue) × 100. This 
metric highlights how well a company manages its core business 
operations relative to its revenue. A higher operating profit margin 
indicates strong management control over operating costs and 
efficiency in generating revenue. It is often used to benchmark 
performance against competitors or industry standards. 

c.  Net Profit Margin: The net profit margin measures the percentage of 
revenue that translates into profit after all expenses (COGS, operating 
costs, interest, taxes) are deducted.Net Profit Margin = (Net Profit / 
Revenue) × 100. Net profit margin provides a comprehensive view of 
profitability, showing how much of each dollar of revenue is 
converted into actual profit. This is the ultimate indicator of 
profitability, and a higher net profit margin suggests that the company 
is efficient in controlling all costs, including non-operating expenses 
like interest and taxes. 

d.  EBITDA Margin: EBITDA margin measures a company’s earnings 
as a percentage of its revenue before accounting for interest, taxes, 
depreciation, and amortization. EBITDA Margin = (EBITDA / 
Revenue) × 100. This margin is useful for comparing profitability 
between companies that may have different financing and tax 
structures. EBITDA margin is often used by investors and analysts to 
evaluate operational efficiency without the distortions of accounting 
practices, making it easier to compare performance across different 
companies or industries. 

6.2.4 Advanced Profit Measurement Techniques: 

a.  Break-even Analysis: Break-even analysis identifies the sales 
volume at which total revenue equals total costs, meaning the 
company makes neither a profit nor a loss. Break-even Point (in units) 
= Fixed Costs / (Selling Price per Unit – Variable Cost per Unit).  
This analysis helps businesses determine the minimum sales volume 
required to cover all costs and start generating profit.  Break-even 
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analysis is critical for setting sales targets, pricing strategies, and 
understanding the viability of new products or business ventures. 

b.  Contribution Margin: The contribution margin is the amount of 
money that remains from sales revenue after covering variable costs. 
It contributes to covering fixed costs and generating profit. 
Contribution Margin = Revenue – Variable Costs. The contribution 
margin helps in understanding how much of each dollar of revenue is 
available to cover fixed costs and contribute to profit.  It is essential 
for product pricing, cost control, and determining the financial impact 
of increasing or decreasing sales volumes. 

c.  Return on Investment (ROI): ROI measures the profitability of an 
investment by comparing the gains to the cost of the investment. ROI 
= (Net Profit from Investment / Cost of Investment) × 100. ROI helps 
businesses evaluate the efficiency of their investments or projects. 
ROI is commonly used to assess the profitability of specific marketing 
campaigns, product launches, or capital investments. 

d.  Economic Value Added (EVA): EVA is a measure of a company’s 
financial performance that calculates the value created beyond the 
required return of its shareholders. EVA = Net Operating Profit After 
Taxes (NOPAT) – (Capital Invested × Cost of Capital). EVA shows 
whether a company is generating returns above or below the cost of 
its capital.  EVA is often used by companies and investors to 
determine if a business is creating value or destroying shareholder 
wealth. 

6.2.5 Importance of Profit Measurement in Profit Management: 

a.  Identifying Profitability Trends: Regularly measuring different 
types of profit allows businesses to track profitability trends over 
time. This helps identify patterns, such as rising costs or declining 
margins, and take corrective actions. 

b. Performance Benchmarking: Measuring profit margins and 
comparing them with industry benchmarks or competitors helps 
businesses understand their relative performance. This aids in 
identifying strengths and weaknesses in their profit management 
strategies. 

c.  Strategic Decision-Making: Accurate profit measurements guide 
strategic decisions, such as pricing adjustments, cost-cutting 
initiatives, product portfolio optimization, and investment planning. 

d.  Financial Health Assessment: Profit measurements are essential for 
assessing the overall financial health of a business. Investors, 
creditors, and management rely on these metrics to evaluate the 
company’s ability to generate sustainable profits and returns. 
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6.3 BREAK-EVEN ANALYSIS  

Break-even analysis is a financial tool used to determine the point at 
which a firm's(company’s) revenues exactly cover its costs, meaning the 
company neither makes a profit nor incurs a loss. This point is known as 
the break-even point (BEP). Understanding this point helps businesses 
make informed decisions about pricing, costs, and sales targets. 

6.3.1 Key Components of Break-even Analysis: 

a.  Fixed Costs: Fixed costs are expenses that do not change with the 
level of production or sales. These include rent, salaries, insurance, 
depreciation, and utilities.  

For example if a company’s monthly rent and salaries total $50,000, 
these are its fixed costs. 

b.  Variable Costs: Variable costs fluctuate based on the level of 
production or sales. These include the costs of raw materials, direct 
labor, and sales commissions.  

For example: If producing a unit costs $10 in materials and $5 in 
direct labor, the variable cost per unit is $15. 

c.  Selling Price per Unit: The selling price is the amount the company 
charges customers for each unit of its product or service. For example: 
If the company sells a product for $50, this is the selling price per 
unit. 

d.  Contribution Margin: The contribution margin represents the 
revenue left after covering variable costs. It contributes to covering 
fixed costs and generating profit. 

Contribution Margin per Unit = Selling Price per Unit – Variable Cost per 
Unit. 

For example: If the selling price per unit is $50 and variable costs per unit 
are $15, the contribution margin per unit is $35. 

6.3.2 Break-even Point (BEP):  

The break-even point is the sales volume at which total revenue equals 
total costs. It can be expressed in either units or dollars. 

a.  Break-even Point in Units: The break-even point in units is the 
number of units a business needs to sell to cover its total costs. BEP 
(in units) = Fixed Costs / Contribution Margin per Unit.  

 For example: If fixed costs are $50,000 and the contribution margin 
per unit is $35, the break-even point in units is: 

BEP = $50,000 / $35 = 1,429 units 
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b.  Break-even Point in Sales Dollars:  The break-even point in sales 
dollars is the amount of revenue a business needs to generate to cover 
its total costs. 

BEP (in sales dollars) = Fixed Costs / Contribution Margin Ratio 

Contribution Margin Ratio = (Contribution Margin per Unit / Selling Price 
per Unit). For example: If fixed costs are $50,000, the selling price per 
unit is $50, and the contribution margin per unit is $35, the contribution 
margin ratio is: 

Contribution Margin Ratio = $35 / $50 = 0.7 

The break-even point in sales dollars is: 

BEP = $50,000 / 0.7 = $71,429 

Determination of Break-even Point, Break-even Sales 

 

Image: Credit google pics 

Figure 6.1 

Inferences: The above drawn diagram shows determination of Break-even 
point and corresponding break-even sales. When total cost and total 
revenue are equal to each other (3000), the point of break-even in attained. 
Before this point, total costs are in excess of total revenue and after this 
point total revenue is in excess of total cost. 

6.3.3 Using Break-even Analysis for Decision-Making: 

a.  Pricing Decisions: Break-even analysis helps businesses understand 
how pricing affects their break-even point. Increasing the selling price 
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raises the contribution margin, thus lowering the number of units 
needed to break even. 

For example: If a company raises the price per unit from $50 to $60, 
the contribution margin increases, allowing the company to break 
even at a lower sales volume. 

b.  Cost Control: Break-even analysis can highlight the importance of 
managing fixed and variable costs. Reducing either cost can lower the 
break-even point and increase profitability. For example: If variable 
costs are reduced from $15 to $10 per unit, the contribution margin 
increases, and fewer units need to be sold to break even. 

c.  Sales Target Setting:  Break-even analysis helps set realistic sales 
targets by identifying the minimum sales required to cover costs. 
Businesses can use this to develop sales strategies or plan for periods 
of low demand. For example: A company needs to sell at least 1,429 
units (as calculated earlier) to cover its costs. Any sales beyond this 
point contribute directly to profit. 

d.  Assessing Profitability: Break-even analysis allows companies to 
project how many units they need to sell to achieve a desired level of 
profit. 

Required Sales (in units) = (Fixed Costs + Desired Profit) / Contribution 
Margin per Unit. For example if the company wants to achieve a profit of 
$30,000 and its fixed costs are $50,000, with a contribution margin of $35 
per unit, the required sales volume is: 

Required Sales = ($50,000 + $30,000) / $35 = 2,286 units 

6.3.4 Limitations of Break-even Analysis: 

While break-even analysis is a useful tool, it has some limitations: 

Assumes Linear Costs: It assumes that costs are linear, meaning that 
variable costs per unit and fixed costs remain constant, which may not 
always hold true. 

Does Not Consider Changes in Sales Volume: The analysis does not 
account for the impact of economies of scale or potential discounts on 
bulk purchases, which can alter variable costs. 

Ignores External Factors: It does not factor in external influences like 
market demand, competition, or changes in consumer preferences, which 
can impact sales volume. 

Single Product Focus: Break-even analysis is simpler when applied to a 
single product or service. For businesses with multiple products, it 
becomes more complex, requiring weighted averages of costs and prices. 

6.3.5  Break-even Analysis in Practice: 

Break-even analysis is widely used across industries for various purposes: 



 

 

Managerial Economics 

110 

Start-ups: Entrepreneurs use break-even analysis to determine the 
viability of a business idea by calculating how many units they need to sell 
to cover initial costs. 

Product Launches: Companies use break-even analysis to assess the 
profitability of new products and set sales targets accordingly. 

Cost and Pricing Strategy: Businesses regularly conduct break-even 
analysis when revising pricing strategies or controlling production costs to 
improve profitability. 

6.3.6 Conclusion: 

Break-even analysis is a crucial tool for businesses to understand the 
relationship between costs, revenues, and profits. By calculating the break-
even point, companies can make informed decisions regarding pricing, 
cost control, and sales targets. Despite its limitations, break-even analysis 
remains valuable in financial planning and forecasting for businesses of all 
sizes. 

6.4 COST-BENEFIT ANALYSIS 

Cost-Benefit Analysis (CBA) is a systematic approach used to evaluate the 
financial costs and potential benefits of a business decision, project, or 
investment. It helps decision-makers weigh the expected benefits against 
the associated costs to determine whether a particular course of action is 
financially viable or beneficial. 

6.4.1 Key Components of Cost-Benefit Analysis: 

a. Costs: Costs represent the resources, expenses, and potential 
drawbacks associated with the decision or project.  

They can be broken down into different categories:  

Direct Costs: These are the explicit, out-of-pocket expenses directly 
related to the project (e.g., labor, materials, equipment).  

Indirect Costs: Costs that are not directly tied to a specific activity 
but still incurred as a result of the project (e.g., overhead, utilities). 
Opportunity Costs: The potential benefits that are forfeited when one 
option is chosen over another. Intangible Costs: Non-monetary costs 
like employee dissatisfaction, environmental impact, or damage to 
brand reputation. 

b.  Benefits: Benefits are the positive outcomes or gains from the 
decision or project. Similar to costs, benefits can also be categorized:  

  Direct Benefits: These are measurable gains directly linked to 
the decision, such as increased sales, cost savings, or higher 
efficiency.  
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  Indirect Benefits: Additional positive effects that may not be 
immediately measurable, such as improved customer satisfaction 
or enhanced brand value. Intangible Benefits: Non-quantifiable 
benefits like improved company morale, better environmental 
impact, or enhanced public perception. 

6.4.2 Steps in Performing Cost-Benefit Analysis: 

a.  Identify Costs and Benefits: List all potential costs and benefits 
associated with the project. This includes both direct and indirect, as 
well as tangible and intangible factors. For example In launching a 
new product, costs might include production expenses, marketing, and 
distribution, while benefits could include increased revenue, market 
share growth, and customer satisfaction. 

b.  Assign Monetary Values to Costs and Benefits: Quantify each 
identified cost and benefit in monetary terms. This can be 
straightforward for direct costs but more complex for intangible or 
indirect elements.  

For example: If a marketing campaign costs $50,000 and is expected 
to generate $200,000 in additional sales, the monetary values for these 
costs and benefits are clear. However, estimating the value of 
improved brand perception may be more challenging. 

c.  Discount Future Costs and Benefits: For long-term projects, use a 
discount rate to account for the time value of money, reflecting the 
fact that a dollar earned or spent in the future is worth less than one 
earned or spent today. The Net Present Value (NPV) is commonly 
used for this.  

Formula: NPV = ∑ (Future Value) / (1 + Discount Rate)^n where n 
is the number of periods. For example: If a project is expected to 
generate $100,000 in five years, and the discount rate is 5%, the 
present value of that benefit is calculated as: Present Value = 
$100,000 / (1 + 0.05)^5 = $78,353. 

d.  Compare Total Costs and Total Benefits: Once all costs and 
benefits are assigned monetary values, compare the totals. This can be 
done through the following methods: 

Net Benefit: Subtract total costs from total benefits. 

Benefit-Cost Ratio (BCR): Divide total benefits by total costs. 

For example: If the total benefits of a project are $500,000 and the total 
costs are $300,000, the net benefit is $200,000, and the benefit-cost ratio 
is: 

BCR = $500,000 / $300,000 = 1.67 

A BCR greater than 1 indicates that benefits outweigh costs. 
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e. Conduct Sensitivity Analysis: 

Assess the impact of changes in key assumptions (e.g., discount rate, 
project timeline, costs) on the outcome of the analysis. This helps in 
understanding the robustness of the decision under different scenarios.  

For example: If the discount rate is higher than expected or if unforeseen 
costs arise, the project’s NPV or BCR may change. Sensitivity analysis 
helps prepare for such uncertainties. 

6.4.3 Decision Rules in Cost-Benefit Analysis: 

a. Net Present Value (NPV):  

If the NPV of a project is positive, it means that the benefits of the project 
outweigh the costs after accounting for the time value of money. A 
positive NPV is generally considered a good investment. 

Decision Rule: Accept the project if NPV > 0. 

b. Benefit-Cost Ratio (BCR): 

If the BCR is greater than 1, it indicates that the benefits of the project 
exceed the costs. The higher the BCR, the more attractive the project. 

Decision Rule: Accept the project if BCR > 1. 

c. Payback Period: 

The payback period is the amount of time it takes for the project to 
generate enough benefits to cover its initial costs. While this is not a 
comprehensive measure, shorter payback periods are generally preferred. 

Decision Rule: Choose projects with shorter payback periods if other 
factors are equal. 

6.4.4 Advantages of Cost-Benefit Analysis: 

a.  Informed Decision-Making: CBA provides a clear framework for 
decision-makers by quantifying both the financial and non-financial 
aspects of a project. This helps businesses compare multiple options 
and choose the most beneficial one. 

b.  Quantifiable Outcomes: By assigning monetary values to costs and 
benefits, CBA allows businesses to measure potential returns, 
providing clarity on the expected financial impact of decisions. 

c.  Flexibility: CBA can be applied to a wide range of decisions, from 
small-scale projects to large investments, public policies, and social 
initiatives. 

d.  Risk Assessment: Sensitivity analysis within CBA helps identify 
risks and uncertainties, allowing businesses to prepare for different 
scenarios and adjust their strategies accordingly. 
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6.4.5 Limitations of Cost-Benefit Analysis: 

a.  Difficulty in Valuing Intangibles: Some benefits or costs, such as 
brand reputation, environmental impact, or customer satisfaction, are 
difficult to quantify in monetary terms, potentially leading to biased 
results. 

b.  Time-Consuming: Gathering accurate data, especially for complex or 
long-term projects, can be time-consuming, and the assumptions used 
(e.g., discount rate, future projections) may introduce errors. 

c.  Focus on Financial Metrics: CBA often emphasizes financial 
outcomes, which may overlook qualitative factors like employee well-
being, environmental sustainability, or long-term strategic goals that 
are difficult to measure. 

d.  Uncertainty in Projections: CBA relies on future estimates, which 
are inherently uncertain. Changes in market conditions, technology, or 
consumer behavior can impact the accuracy of the analysis. 

6.4.6 Examples of Cost-Benefit Analysis in Practice: 

a.  Investment Decision: A company is deciding whether to invest in a 
new production facility. The costs include construction, equipment, 
and labor ($2 million). The benefits include increased production 
capacity and expected revenue growth ($2.5 million over five years). 
A CBA would show whether the expected benefits justify the 
investment, considering factors like the payback period and net 
present value. 

b.  Policy Evaluation: Governments use CBA to assess the economic 
impact of public policies. For example, before implementing a new 
transportation infrastructure project, the government may evaluate the 
construction costs, maintenance, and potential environmental impact 
against benefits like reduced traffic congestion, economic growth, and 
improved public safety. 

c.  Product Launch: A company is planning to launch a new product. 
The costs include research and development, marketing, and 
distribution ($500,000). The projected benefits are increased sales and 
market share ($750,000 over three years). A CBA would help 
determine whether the new product launch is a financially sound 
decision. 

6.4.7 Conclusion:  

Cost-Benefit Analysis is an essential tool for businesses and organizations 
to evaluate the financial viability of decisions by systematically comparing 
the costs and benefits. While it has limitations, especially in dealing with 
intangible or long-term factors, it provides a structured approach for 
making informed decisions that maximize value and minimize risk. By 
understanding the monetary impact of decisions, businesses can allocate 
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resources more effectively and prioritize projects that offer the greatest 
returns. 

6.5 PROFIT FORECASTING  

Profit forecasting involves estimating future profits based on historical 
data, market trends, and other relevant factors. Here are the key steps to 
create a profit forecast: 

1.  Data Collection: refers to gathering historical financial data, 
including revenue, expenses, and profit margins. Firms have to collect  
market data, such as industry trends and economic indicators. 

2.  Identify Variables: Determine key variables affecting profits, such as 
sales volume, pricing strategies, costs of goods sold (COGS), and 
fixed/variable operating expenses. 

3.  Select a Forecasting Method: Forecasting methods are broadly 
classified as Quantitative and Qualitative methods. 

Quantitative Methods: Time Series Analysis: Use historical data to 
identify trends and seasonal patterns. 

Regression Analysis: Explore relationships between variables (e.g., sales 
and advertising spend). 

Qualitative Methods: Market Research: Gather insights from customers 
or experts to predict future trends. 

4.  Build the Forecast Model: Create a financial model (e.g., Excel 
spreadsheet) to calculate projected revenues and expenses. 
Incorporate scenarios (best case, worst case, most likely case) to 
account for uncertainties. 

5.  Analyze Results: Evaluate the forecasted profit margins and identify 
potential risks or opportunities. 

Adjust the model as necessary based on new information or changing 
market conditions. 

6.  Monitor and Update: Regularly compare actual performance against 
forecasts and adjust as needed. 

Use updated data to refine the forecasting model for improved accuracy. 

Tools and Techniques:  

Software: Excel, forecasting software (like QuickBooks, Adaptive 
Insights, etc.)  

Metrics: Gross profit margin, net profit margin, EBITDA, etc. 
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6.5.1 Practical Application of Profit Forecasting: 

Budgeting: Use forecasts to guide the annual budgeting process, ensuring 
resources are allocated effectively. 

Investment Decisions: Investors often rely on profit forecasts to assess 
the viability of potential investments. 

Strategic Planning: Forecasts inform long-term strategies by projecting 
growth and identifying potential challenges. 

Cash Flow Management: Accurate profit forecasts help in anticipating 
cash flow needs and ensuring liquidity. 

6.5.2 Challenges in Profit Forecasting 

Data Quality: Inaccurate or incomplete data can lead to unreliable 
forecasts. 

Market Volatility: Sudden market changes can render forecasts obsolete 
quickly. 

Behavioral Factors: Changes in consumer behavior, economic 
conditions, or competitive actions can impact sales and costs 
unpredictably. 

6.5.3 Conclusion: 

Profit forecasting is a vital aspect of financial planning that requires a 
blend of quantitative analysis and qualitative insights. By employing 
systematic methods and regularly updating models, businesses can 
improve their ability to predict future profits and make informed 
decisions. 

6.6 QUESTIONS  

a) Bring out the relationship between advertisement and profit 
management analysis. 

b)  Make a critical assessment of break-even analysis. 

c)  Make an account of Cost-benefit analysis. 

d)  Write a note on profit forecasting. 
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7.8  Summary 

7.9  Questions 
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7.0 OBJECTIVES 

 To comprehend the concept of capital budgeting and its significance 
in the long-term investment decisions. 

 To learn the systematic process and examine traditional capital 
budgeting techniques. 

 To explore and apply discounted cash flow methods. 

7.1 INTRODUCTION 

The investment decisions are commonly known as capital budgeting or 
capital expenditure decisions. Capital budgeting means planning for 
capital expenditure in acquisition of capital assets such as new buildings, 
new machinery or a new project as a whole. It refers to long term planning 
for proposed capital outlays and their financing. It includes mechanization 
of a process replacing and modernizing a process introduction of a new 
product and expansion of the business. It includes both raising of long-
term funds as well as their utilization. It contains the preparation of 
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Detailed Project Reports (DPR) and cost and revenue statements 
indicating the profitability. 

7.2 DEFINITION AND IMPORTANCE OF CAPITAL 
BUDGETING 

 “Capital Budgeting is the exchange of present expenditure for future 
benefits which is the distinctive feature of capital expenditure situation”. 

 Prof. Quirin 

“Any investment involves the commitment of funds with the expectation 
of earning a satisfactory return on these funds over a period of time in 
future”. 

 R.N. Anthony 

Basic Features of Capital Budgeting Decisions are: 

 Current funds are exchanged for future benefits. 

 There is an investment in long-term activities and 

 The future benefits will occur to the firm over a series of years. 

7.2.1 Importance of Capital Budgeting: 

Long-term Implications: A capital budgeting decision has its effect over 
a long time span and inevitably affects the company's future cost structure 
and growth. A wrong decision can prove disastrous for the long-term 
survival of the firm. It leads to unwanted expansion of assets which results 
in heavy operating costs to the firm. On the other hand, lack of investment 
in assets would influence the competitive position of the firm. So the 
capital budgeting decision determined the future destiny of the company. 

Involvement of Large Amount of Fund: Capital budgeting decisions 
need substantial amounts of capital outlay. This underlines the need for 
thoughtful, wise and correct decisions as an incorrect decision would not 
only result in losses but also prevent the firm from earning profit from 
other investments which could not be undertaken. 

Irreversible Decisions: Capital budgeting decisions in most of the cases 
are irreversible because it is difficult to find a market for such assets. Then 
the only way out will be to scrap the capital assets, so acquired and incurs 
heavy losses. 

Risk and Uncertainty: Capital budgeting decision is surrounded by a 
great number of uncertainties; investment is present and investment in 
future. The future is uncertain and full of risks. Longer the period of the 
project, greater may be the risk and uncertainty. The estimates about cost 
revenues and profits may not come true. 
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7.3 STEPS INVOLVED IN PROJECT EVALUATION / 
PROCESS OF CAPITAL BUDGETING 

 Capital Budgeting is a complex process which can be divided into the 
following steps: 

7.3.1 Identification of Potential Investment Opportunities: 

The process of capital budgeting begins with the identification of potential 
investment opportunities. The sales forecasting enables the firm to set the 
production targets. This in turn helps in estimating the investment 
requirement in plant and equipment. For identification of sound 
investment opportunities environmental scanning should be done regularly 
and corporate strategy should be formulated after doing thorough analysis 
of the firm. 

7.3.2 Assembling of Investment Proposals:  

Investment proposals identified by various departments are submitted in a 
standardized capital investment proposal form. These proposals are routed 
through several persons before they reach the investment committee or the 
capital budgeting committee. This is done to ensure that the proposal is 
viewed through different angles. Investment proposals are usually 
classified into four main categories as given below: 

i) Replacement investments. 

ii) Expansion investments. 

iii) New Product investments. 

iv) Obligatory and welfare investments. 

7.3.3 Decision Making:  

In this phase the concerned authority okay’s the investment proposals. 
Here the various departmental heads or executives are given the authority 
to clear the proposals upto certain limits. Investment proposals requiring 
heavy outlays need the approval of the top management or the board of 
directors. 

7.3.4 Preparation of Capital Budget and Appropriations:  

Projects involving smaller outlays and which can be decided by executives 
at lower levels are often covered by a blanket appropriation for 
expeditious action. Projects involving larger outlays are included in the 
capital budget after necessary approvals. The purpose of this check is 
mainly to ensure that the funds position of the firm is satisfactory at the 
time of implementation. 

7.3.5 Implementation:  

In this phase the investment proposals are translated into a concrete 
project. But this is a complex and time-consuming task. Delays in 
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implementation can lead to substantial cost-overrun. For expeditious 
implementation, the following methods are used : (a) Adequate 
formulation of projects. (b) Use of principle responsibility accounting. (c) 
Use of network techniques. 

7.3.6 Performance Review or Post-Completion Audit:  

It is a means of comparing actual performance with the projected 
performance. It is a feedback device. It is useful in several ways: 

a) It throws light on how realistic the assumptions underlying the project 
are. 

b) It helps in uncovering judgmental biases. 

c) It induces a desired caution among project sponsors. 

d) It provides a documental log of experience that is highly valuable for 
decision making. 

7.4 TRADITIONAL METHODS FOR EVALUATING 
CAPITAL EXPENDITURE PROPOSALS / 
TRADITIONAL METHODS OF CAPITAL BUDGETING 

7.4.1 Average Rate of Return:  

The average rate of return or the book rate of return is typically defined as 
follows: 

Average Rate of Return = 
   

     
100

Average Profit after tax

Average book value of the investment
  

To use it as an appraisal criterion the ARR of a project is compared with 
the ARR of the firm as a whole or against sum external yard-sick like the 
average rate of return for the industry as a whole. The ARR method 
facilitates the decision to decide whether to accept or reject an investment 
proposal. Based on the ARR method as an accept reject criterion the actual 
ARR is compared with a predetermined or minimum required rate of 
return or cut off rate. A Project is accepted when the actual ARR is higher 
than the minimum desired rate of return, otherwise the project is rejected. 

Advantages: 

1)  ARR is simple both in concept and application. It appeals to the 
businessmen who find the concept of rate of return familiar and easy 
to work with rather than absolute quantities.  

2)  It places emphasis on the profitability of the project rather than on 
liquidity as in the case of pay-back method. 

3)  This method takes into consideration only the net earning after 
providing for depreciation as it is of vital importance in the appraisal 
of investment proposals. 
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4)  This method considers the entire stream of incomes over the entire 
life of the project. 

Limitations: 

1) This criterion ignores the time value of money. But differently, it 
gives no allowance for the fact that immediate receipts are more 
valuable than distant flows and as a result gives too much weight to 
the distant flows. 

2)  Cash inflow is not taken into account, only net profit after tax is 
considered. 

3)  It does not consider the length of project life. 

4)  This method is not consistent with the objective of maximizing the 
market value per share as shares value do not depend upon the 
average rate of return. 

7.4.2 Pay-Back Method (Time Value of Money Method): 

This technique estimates the time required by the project to recover, 
through cash inflows the firm’s initial outlay. Beginning with the project 
with the shortest layout period, different projects are arranged in order of 
time required to recapture their respective estimated initial outlays. The 
payback period for each investment proposal is compared with the 
maximum period acceptable to the management and proposals are then 
ranked and selected in order of those having minimum pay-out period. 

In order to use the payback period as a decision rate for accepting or 
rejecting the projects the firm has to decide upon an appropriate cutoff 
date. Projects with payback periods less than or equal to the cut-off date 
will be accepted and others will be rejected. The payback is a widely used 
investment appraisal approach. 

Advantages: 

1. It is easy to calculate. An investment proposal can be ranked quickly. 

2. The pay-back method permits the firms to determine the length of 
time required to recapture through cash flows, the capital expenditure 
incurred on a given project and thus helps it to determine the degree 
of risk involved in each investment proposal. 

3. This is ideal in case of investment in a foreign country with a volatile 
political position and long-term projection of a political stability is 
difficult. 

4. It helps in weeding out risky projects by favoring only those projects 
which generate substantial inflows in earlier years. 

Limitations: 

1. It fails to consider the time value of money. 
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2. This method completely ignores all cash inflows accruing from the 
project after the pay-back period. The application of this method in 
the case of a project with a longer gestation period will be misleading. 

3. This method does not take into account the salvage or residual value, 
if any, of the long term asset. 

4. The pay-back technique ignores the cost of capital, as the cut-off 
factor affecting selection of investment proposals. 

7.5 DISCOUNTED CASH FLOW TECHNIQUES OF 
CAPITAL BUDGETING 

7.5.1 Net Present Value Method (NPV):  

The Net Present Value Method (NPV) is understood to be the best 
available method for evaluating the capital investment proposals. Under 
this method cash outflows and inflows associated with each project are 
ascertained. First cash inflows are worked out adding depreciation to 
profit after tax arising to each project. Since the cash outflows and inflows 
arise at different points of return acceptable to the management. The rate 
of return is either the cost of capital of the firm or the opportunity cost to 
be invested in the project. The Net Present Value of expected inflows can 
be expressed as under: 

 0 1

n

y
y
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NPV F

r
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  
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  
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r r r r

 
      
     

 

Where C1 : C2 : C3 …….. Cn are the Cash inflows during the respective 
periods 

F = Investment Proposal’s Outflow. 

r = Required rate of return or the cost of Capital 

Acceptable Rule: If the NPV is positive or at least equal to zero the 
Project can be accepted. If it is negative, the proposal can be rejected. 
Among the various alternatives the project which gives the highest 
positive NPV should be selected. 

NPV is positive  =  Cash inflows are generated at a rate higher than 
  minimum required by the firm. 

NPV is zero =  Cash inflows are generated at a rate equal to the 
  minimum required 

NPV is negative  =  Cash inflows are generated at a rate lower than the 
  minimum required by the firm. 
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The market value per share will increase if the project with positive NPV 
is selected. 

Advantages: 

1. Firstly, the NPV method recognizes the time value of money. This is 
the most significant advantage since the payback method and the 
ARR method have ignored this factor. 

2. It considers all Cash Flows over the entire life of the project. 

3. Selection of projects by this method results in achieving the 
financial objective i.e. maximization of Profits and Net Worth. 

4. The changing discount rate can be built into the NPV calculations by 
altering the denominator. This method is used for the selection of 
mutually exclusive projects. 

5. This method is consistent with the objective of maximizing the wealth 
of the shareholders of the company. 

Limitations: 

1. It is difficult to calculate. 

2. It is difficult to work out the cost of capital, especially the cost of 
equity capital. 

3. This method may not provide satisfaction when the projects compared 
involve different amounts of investment. For a project with a higher 
net present value may not be desirable since it may involve huge 
initial capital outlay. 

4. It may mislead when dealing with alternative projects or limited funds 
under the conditions of unequal lives. 

5. This method favours long lived projects. 

6. It assumed that intermediate cash inflows are reinvested at the firm’s 
cost of capital which is not always true. 

7.5.2 Internal Rate of Return Method (IRR):  

The internal rate of return or yield for an investment project is the discount 
rate at which the present value of expected cash outflows are equal to the 
value of the expected cash inflow. In other words, it is the rate which gives 
the project's NPV as zero. This method is also known as yield on 
investment, marginal productivity of capital return, time adjusted rate of 
return or trial and error method. The internal rate of return method like the 
present value method takes into consideration the time value of money by 
discounting the various cash flows. 

The internal rate of return is represented by that rate such that, 
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 0

0
1

n

y
y

Cy

r

 
 

  
  

Where,  

Cy = Cash Flow 

r = Internal Rate  

n = Last Period Cash Flow was Expected. 

If the initial cash outflow or cost outlay time O, the above equation can be 
expressed as under: 

       1 1 2 2 3 31 1 1 .... .... ... 1 n nPV c r c r c r c r            

Where, PV = Present Value or Initial Cash Outflow 

7.5.3 Discounted Pay-Back Period (DPP):  

In this method the cash inflows are discounted at a rate which is equal to 
cost of capital and then payback period is worked out. This is better than 
the ordinary payback period method as DPP considers the time value of 
money. 

Formula: 

  
   

Investment
Discounted payback period

Discounted Annual Cash Inflow
  

The discounted pay-back period is expressed in years and as long as the 
DPP is less than the estimated life of the project, the project is 
economically feasible, and it can be accepted. Sometimes, the two projects 
may have the same DPP although the estimated life of the project may be 
different. In such a case, it will better to calculate the relative payback 
index (RPI) as follows: 

 100
N

RPI
DPP

   

Where, N = Estimated life of the project. 

7.6 TYPES OF CAPITAL BUDGETING 

7.6.1 Accept / Reject Decisions:  

This type of decision is basic to capital budgeting. If the proposed project 
is accepted by the top management the company proceeds with the 
investment of funds there in, alternatively, if the project is rejected, the 
company does not make any investment. All those proposals which yield a 
rate of return or greater than the cost of capital are accepted and the rest 
are rejected. 
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7.6.2 Mutually Exclusive Decisions:  

It includes all those projects which compete with each other in a way that 
acceptance of one precludes the acceptance of other or others. Thus some 
technique has to be used for selecting the best among all and eliminates 
the other alternatives. 

7.6.3 Capital Rationing Decisions:  

Capital budgeting decision is a simple process in those firms where funds 
is not the constraint but in majority of the cases firms have the fixed 
capital budget. So a large number of projects compete for these limited 
budgets. So, firm’s ratio then in a manner as to maximize the long run 
returns situation where the firm has more acceptable investments requiring 
greater amounts of finance than is available with the firm. It is concerned 
with the selection of a group of investments out of many investment 
proposals ranked in the decision order of the rate of return. 

7.7 FACTORS TO CONSIDERED IN CAPITAL 
BUDGETING 

There are various factors which have a direct impact on any decision 
regarding capital expenditure. The application of various techniques of 
capital budgeting depends upon the various assumptions made herein: 

7.7.1 Cash Flows:  

Capital expenditure analysis does not consider the accounting profits. Here 
we only consider the cash outflows and cash inflows because a capital 
expenditure decision had to be made considering its impact on net increase 
in future operating cash flows. Accounting profits or loss is not taken into 
consideration. 

7.7.2 Cash Outlay for the Project:  

An estimate has to be prepared for the cash outlay required for the project. 
Usually, heavy outlay is needed in the starting years. Subsequently, it may 
be necessary to put in fresh money for overhaul and periodical 
replacements. The additional money should also be estimated and included 
in the project outlay. It should also be kept in mind that every new project 
requires certain additional working capital which has to be financed from 
one source or the other. 

7.7.3 Time Estimates:  

There are two important estimates relating to time which have to be made.  

(i) The time at which cash flows are expected to take place. This relates 
to the forecast of the time when the initial capital expenditure takes 
place and the time when the cash inflows begin to take place. For 
certain projects, the entire expenditure may have to be incurred in the 
very first year and in some other cases, it can spread over two or more 
years. Similarly, cash inflows may start, in certain cases, in the very 
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first year, but in a large number of cases, after three or five years. This 
estimation of time pattern is important in any exercise of capital 
budgeting.  

(ii)  Expected production life of investment. This is the crux of the matter. 
Profitability of a project is greatly influenced by the span of 
productive life. A project with relatively small annual profits may be 
extremely viable if only its productive life is much longer than 
another project with relatively higher annual profits and lower 
productive life. 

7.8 SUMMARY 

Capital budgeting decisions denote a situation where decisions are to be 
taken related to the investment of lump sum funds invested in the initial 
stages of a project. It is expected that the returns will be generated over a 
period of more than a year. The net present value of an investment 
proposal involves cash inflows and outflow over a period. It is calculated 
by taking the difference between present value of cash inflows and the 
present value of cash outflows over a period of time. The internal rate of 
return is the discount rate which equates the total present value of the cash 
inflows with the total present value of the cash outflows. It is a measure 
used in financial analysis to find out the potentiality of the proposals. 

7.9 QUESTIONS 

1. Define Capital Budgeting. Explain its Importance. 

2. Describe the Process of Capital Budgeting. 

3. Explain the Types of Capital Budgeting. 

4. Describe the Discounted Cash Flow Techniques of Capital Budgeting. 
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8 
CAPITAL BUDGETING AND MACRO 

ANALYSIS – II 

Unit Structure 

8.0  Objectives 

8.1  Introduction 

8.2  Monetary and Fiscal Policies 

8.3  Business Cycle and Business Policies 

8.4  Demand Recessions 

8.5  Macro Policies in Business 

8.6  Summary 

8.7  Questions 

8.8    References 

8.0 OBJECTIVES 

 To analyze how monetary and fiscal policies influence economic 
growth and stability. 

 To explore the phases of the business cycle and understand their 
effects on businesses. 

 To assess the causes and consequences of demand recessions, the 
effectiveness of various macroeconomic policies. 

 To integrate macroeconomic policies into business planning and 
decision making processes. 

8.1 INTRODUCTION 

In Managerial Economics, understanding the interplay between Monetary 
and Fiscal Policies, the Business Cycle, Demand Recessions, and Macro 
Policies in Business is crucial for strategic decision-making. Monetary and 
Fiscal Policies, implemented by central banks and governments, 
respectively, serve as powerful tools to regulate economic activity. They 
influence interest rates, money supply, taxation, and government spending, 
all which impact business environments. The 

Business Cycle, characterized by periods of expansion and contraction, 
affects business strategies as firms must navigate fluctuations in economic 
activity. During Demand Recessions, when consumer demand declines, 
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businesses face challenges such as reduced revenues and must adapt to 
maintain profitability. Macro Policies in Business, which encompass these 
economic policies and cycles, provide a framework for firms to anticipate 
economic changes and make informed decisions to achieve sustainable 
growth and stability. Understanding these elements is essential for 
managers to optimize business performance in varying economic 
conditions. 

8.2 MONETARY AND FISCAL POLICIES 

8.2.1 Introduction: 

Monetary policy refers to the policy of a Central Bank to systematically 
regulate the supply of money in the economy with a definite purpose. It 
comprises those measures, which aim at regulating the supply of credit in 
quantity and prices consistent with specific national objectives. It is also 
known as central banking policy or credit control policy. 

Definition: GK Shaw defines it as,” any conscious action undertaken by 
the monetary authorities to change the quantity, availability or cost of 
money.” 

8.2.2 Monetary Policy since 1952: 

The monetary policy since 1952 emphasized the twin aims of the 
economic policy of the Government: 

a) To spread up economic development in the country to raise national 
income and standard of living in India. 

b) To reduce and control inflationary pressure in the economy. 

Hence this is called the controlled expansion policy. Accordingly, the RBI 
expanded the volume of money and credit and at the same time, attempted 
to check rise in prices by the use of qualitative methods of credit control. 

8.2.3 Monetary policy since 1972: 

Since 1972, the Indian economy has been working with considerable 
inflationary potential. This is due to rapid increase in the money supply 
with the public and the banking institutions. There was a serious 
inflationary situation in India. This was caused by frequency fluctuations 
in agricultural production, faulty government policies, global inflationary 
situation directly due to hike in oil prices, etc. Therefore, the government 
was forced to abandon the ‘controlled expansion policy” and introduce an 
anti-inflationary policy. 

8.2.4 Objectives of monetary policy: 

1. Exchange stability 

2. Price stability 

3. Full employment 
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4. Economic growth 

8.2.5 Credit control: 

The central bank adopts two types of methods of credit control. They are 
quantitative and qualitative methods. 

Methods of credit control 

 a. Quantitative methods b. Qualitative method 

1. Bank rate policy 1. Margin requirement 

2. Open market operations  2. Regulation of consumer credit 

3. Cash Reserve Ratio 3. Rationing of credit 

 4. Directives from Central Bank 

 5. Publicity 

 6. Moral suasion 

 7. Direct action 

Quantitative Methods: 

a. The bank rate policy: 

A bank rate, which is also referred to as a discount rate, is the official 
minimum interest rate. This quantitative approach to credit control is 
significant. By adjusting its bank rate appropriately, the central bank can 
regulate the amount of credit available in the nation. Both inflation and 
deflation can be managed in a nation where bank lending volume is 
regulated. 

b. Open market operations: 

The central bank also uses open market operation as a tool to regulate the 
amount of bank credit available in the nation. The buying and selling of 
qualified securities by the central bank in the bills market is referred to as 
an "open market operation." In actuality, open market operation entails the 
central bank buying and selling bills and securities on its own initiative in 
order to increase and decrease credit and overall economic activity.  

c. Cash reserve ratio: 

This is a more powerful weapon that is not often employed. Using this 
technique, each commercial bank must retain a specific portion of its total 
deposits with the central bank, either legally or customarily. The cash 
reserve ratio is the name given to this percentage. By appropriately 
adjusting the cash reserve ratio, the central bank can regulate the amount 
of credit available in the nation and so manage inflation and deflation. 
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Qualitative credit control: 

Overall credit created by commercial banks is not regulated by the 
qualitative measures. Economic instability is caused by these policies, 
which distinguish between good and poor credit and solely control the 
former. Consequently, qualitative metrics are referred to be credit control's 
selective metrics. 

1. Margin requirements: 

The central bank will raise the margin requirement and restrict the 
commercial banks' ability to extend credit during periods of inflation. It 
causes a decline in income, investment, and price level. During periods of 
deflation, the central bank will cut the margin requirement and facilitate 
the commercial bank's credit growth. 

2. Regulation of consumer credit 

One such tool for controlling selective lending is the regulation of 
consumer credit when buying durable products like TVs, refrigerators, 
washing machines, and radios, which are typically bought by consumers 
using installment payment plans. Time-payment increase due to inflation: 
1/2 Time to payment for deflation drops by 1/2. 

3. Rationing of credit 

A ceiling is set by the central bank, above which no loans or advances 
should be made.  

a.  The central bank regulates the amount of credit in the event of 
inflation. 

b.  The central bank promotes liberal lending practices among 
commercial banks during periods of deflation. 

4. Directives from central bank: 

The commercial banks may receive orders from the central bank. These 
instructions could come in the form of warnings, written orders, or 
appeals. 

5. Publicity: 

Publicity is a tool that many central banks use to regulate credit. 

For instance, releasing the weekly statement of their credit, company 
circumstances, and assets and liabilities on a regular basis. 

6. Moral suasion (advise): 

Moral suasion is an appeal and a persuasion. In order to halt the 
inflationary trend, the central bank urges and convinces commercial banks 
to stop lending money for speculative and unnecessary purposes. 
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Conversely, in order to combat deflation, the central bank convinces 
commercial banks to provide credit for alternative uses. 

In order to accomplish the goals of monetary policy, the central bank also 
makes an appeal to commercial banks for their full cooperation. 
Commercial banks typically abide by the central bank's directives since 
they are the monetary authority. 

7. Direct Action: 

This approach is used when a commercial bank refuses to assist the central 
bank in accomplishing its desired goals. Any of the following modes of 
direct action are possible: When a bank defaults, central banks have the 
authority to impose an additional penal rate of interest on the defaulting 
bank. 

If a bank disobeys its instructions, the central bank has the right to refuse 
to rediscount its banknotes. 

If a bank's borrowing exceeds its capital and reserves, the central bank has 
the authority to refuse it additional accommodations. 

8.2.6 Fiscal Policy: 

The generating of government revenue and the incurrence of government 
expenditure are the focus of fiscal policy. The government creates a 
budgetary policy, also known as fiscal policy, to determine how much 
money will be collected and spent. Thus, government spending and 
revenue are the focus of fiscal policy. 

The amount and direction of government spending into the economy and 
the economy's return to the government are matters for fiscal policy. 
Therefore, "that segment of national economic policy which is primarily 
concerned with the receipts and expenditures of the central government" is 
the general definition of fiscal policy. 

To put it another way, fiscal policy describes the way the government 
handles taxes, spending, and borrowing. 

Monetary policy and fiscal policy are distinct from one another because 
the former deals with the money supply and interest rate. Both the RBI 
and the government employ these two policies to direct the main facets of 
the Indian economy. Monetary policy is handled by the RBI, whereas 
fiscal policy is handled by the government. The RBI supports the 
government in putting its judgments about fiscal policy into action. 

Thus, the purposeful alteration of government taxation and spending to 
either accelerate or decelerate economic growth is known as fiscal policy. 
In the words of F.R. Glahe: 

"By fiscal policy is meant as the regulation of the level of government 
expenditure and taxation to achieve full employment without inflation in 
the economy". 
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J. M. Keynes describes fiscal policy as the steering wheel for the 
aggregate economy. 

8.2.7 Objectives of Fiscal Policy: 

The objectives of the fiscal policy of the government are as follows: 

1. Resource Mobilization The government can mobilize resources for 
public expenditure and development through the use of fiscal policy. 
Taxation, public savings, and private savings through the issuance of 
bonds and securities are the three methods used to mobilize resources. 

2. Resource Allocation Additional funding is allotted for the 
construction of social and physical infrastructure using the money 
obtained under fiscal policy. For instance, the government distributes 
tax resources to different ministries so they can implement 
development plans. 

3. Redistribution of Income The social welfare state's fiscal strategy, 
which aims to lessen income inequality through resource allocation, 
uses taxes on the wealthy to fund programs for the advancement of 
the underprivileged. 

4. Price stability, control of Inflation, Employment generation To 
stabilize prices and manage inflation, the government use fiscal tools 
like taxes and public spending. The government expedites the 
development of infrastructure, which also creates jobs. 

5. Balanced Regional Development Statutory and discretionary grants 
to less developed states account for a significant portion of 
government tax income. This contributes to the nation's balanced 
regional growth. 

6. Balance of Payments The government aims to encourage exports in 
order to generate foreign exchange through fiscal policy initiatives. 
This contributes to keeping the balance of payments and commerce in 
a positive state. 

7. Capital Formation and National Income Economic growth and 
capital formation are aided by fiscal policy initiatives. The national 
income rises as a result of increased capital formation. 

8.2.8 Components of fiscal policy 

There are four key components of Fiscal Policy are as follows: 

 Taxation Policy 

 Expenditure Policy 

 Investment & Disinvestment policy 

 Debt / surplus management. 
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Taxation Policy: 

The government gets revenue from direct and indirect taxes. Via its fiscal 
policy, the government aims to keep the taxes as much progressive as 
possible. Further, judicious taxation decisions are very important for 
economy because of two reasons: 

1. A higher than usual tax rate will reduce the purchasing power of 
people and will lead to an decrease in investment and production. 

2. Lower than usual tax rates would leave more money with people to 
spend and this would lead to inflation. 

Thus, the government has to make a balance and impose the correct tax 
rate for the economy. 

Expenditure Policy: 

The government's spending policy addresses both capital and revenue 
expenditures. These costs cover interest on both internal and external debt 
as well as development-related expenses such as infrastructure, health 
care, and education. The primary tool used to represent the government's 
spending policy is the budget. In order to close the difference between 
government spending and revenue, the budget is often utilized for deficit 
financing. Policy on Investment and Disinvestment Sustaining economic 
growth requires optimal levels of both foreign and domestic investment. 
FDI has grown significantly in importance in recent years and has been 
used as a tool to integrate national economies with the global economy. 

Debt / Surplus Management: 

Surplus refers to the amount that the government receives in excess of its 
outlays. A deficit occurs when government spending exceeds revenue. The 
government must borrow money from both domestic and foreign sources 
to cover the deficit. In order to finance the deficit, it can also print money. 

8.2.9 Difference between Fiscal Policy and Monetary Policy: 

BASIS FOR 
COMPARISON 

FISCAL POLICY MONETARY 
POLICY 

Meaning The tool used by the 
government in which it 
uses its tax revenue and 
expenditure policies to 
affect the economy is 
known as Fiscal Policy. 

The tool used by the 

central bank to regulate 

the money supply in the 

economy is known as 

Monetary Policy. 

Administered by Ministry of Finance Central Bank 

Nature The fiscal policy 
changes every year. 

The change in monetary 
policy depends on the 
economic status of the 
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nation. 

Related to Government Revenue 
and Expenditure 

Banks & Credit Control 

Focuses on Economic Growth Economic Stability 

Policy 
instruments 

Tax rates and 
government spending 

Interest rates and credit 
ratios 

Political 
influence 

Yes No 

8.3 BUSINESS CYCLE AND BUSINESS POLICIES 

8.3.1 Introduction: 

A country's economic activity will inevitably experience ups and downs 
on a regular basis. These fluctuations are crucial in establishing the long-
term trend, which in turn affects the type and duration of the fluctuations. 
The study of the business cycle is the study of periodic ups and downs. the 
regular and cyclical levels of economic activity that an economy goes 
through over an extended length of time. The business cycle has five 
stages: expansion (growth), peak, contraction (recession), trough, and 
recovery. Business cycles are now generally accepted to be irregular, 
changing in frequency, amplitude, and duration. Previously, they were 
supposed to be highly regular, with predictable durations. 

Definitions: 

According to Haberler, the business cycle in general sense may be defined 
as alteration of periods of prosperity & depression of good & bad trade. 

According to J. M. Keynes, a trade cycle is composed of periods of good 
trade characterized by rising prices, low unemployment alternation C the 
periods of bad trade characterized by falling prices & high 
unemployment’s. 

8.3.2 Characteristics of Business cycle: 

1. It occurs periodically: The business cycle happens at regular 
intervals on a periodic basis. This implies that there will be alternate 
periods of prosperity and depression. One trade cycle could happen 
every thirty or forty years. 

2. It is all embracing:  According to the business cycle, the stage's 
prosperity and depressive effects will have an impact on every 
industry within the economy as well as the economies of other 
nations. 

3. It is wave-like: It has oscillations that are similar to waves in the 
water, both upward and downward. The characteristics of upward 
swings are rising prices, employment, production, and income; the 



 

 

Capital Budgeting and Macro 
Analysis – II 

135 

characteristics of downward swings are dropping prices, 
unemployment, production, and income, among other things. 

4. The process is cumulative: that is, both the upward and downward 
movements have a cumulative effect. When moving in the same 
direction upward and vice versa. 

5. Cycles are similar but not identical: Business cycles all have the 
same general features, although their intensities vary. 

8.3.3 Phases of a Business Cycle: 

Business cycle is characterized by five different stages, they are:1.  

1. Depression 

2. Recovery (or) revival 

3. Prosperity (full employment) 

4. Peak/Boom (over full employment) 

5. Recession 

 

 

Figure 8.1 

The business cycle starts from a trough (lower point) and passes through a 
recovery phase followed by a period of expansion (upper turning point) 
and prosperity. After the peak point is reached there is a declining phase of 
recession followed by a depression. Again, the business cycle continues 
similarly with ups and downs. 

1. Prosperity Phase: 

When there is an expansion of output, income, employment, prices and 
profits, there is also a rise in the standard of living. This period is termed 
as the Prosperity phase.  

The features of prosperity are: 

1. High level of output and trade. 
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2. High level of effective demand. 

3. High level of income and employment. 

4. Rising interest rates. 

5. Inflation. 

6. Large expansion of bank credit. 

7. Overall business optimism. 

8. A high level of MEC (Marginal efficiency of capital) and investment. 

Due to full employment of resources, the level of production is Maximum 
and there is a rise in GNP (Gross National Product). Due to a high level of 
economic activity, it causes a rise in prices and profits. There is an 
upswing in economic activity and the economy reaches its Peak. This is 
also called a Boom Period. 

2. Recession Phase: 

The turning point from prosperity to depression is termed the Recession 
Phase. During a recession period, the economic activities slow down. 
When demand starts falling, the overproduction and future investment 
plans are also given up. There is a steady decline in the output, income, 
employment, prices and profits. The businessmen lose confidence and 
become pessimistic (Negative). It reduces investment. The banks and the 
people try to get greater liquidity, so credit also contracts. Expansion of 
business stops, stock market falls. Orders are canceled and people start 
losing their jobs. The increase in unemployment causes a sharp decline in 
income and aggregate demand. Generally, recession lasts for a short 
period. 

3. Depression Phase: 

When there is a continuous decrease of output, income, employment, 
prices and profits, there is a fall in the standard of living and depression 
sets in. 

The features of depression are: 

1. Fall in volume of output and trade. 

2. Fall in income and rise in unemployment. 

3. Decline in consumption and demand. 

4. Fall in interest rate. 

5. Deflation. 

6. Contraction of bank credit. 

7. Overall business pessimism. 
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8. Fall in MEC (Marginal efficiency of capital) and investment. 

In depression, there is under-utilization of resources and fall in GNP 
(Gross National Product). The aggregate economic activity is at the 
lowest, causing a decline in prices and profits until the economy reaches 
its Trough (low point). 

4. Recovery Phase: 

The turning point from depression to expansion is termed as Recovery or 
Revival Phase. During the period of revival or recovery, there are 
expansions and rises in economic activities. When demand starts rising, 
production increases and this causes an increase in investment. There is a 
steady rise in output, income, employment, prices and profits. The 
businessmen gain confidence and become optimistic (Positive). This 
increases investments. The stimulation of investment brings about the 
revival or recovery of the economy. The banks expand credit, business 
expansion takes place and stock markets are activated. There is an increase 
in employment, production, income and aggregate demand, prices and 
profits start rising, and business expands. Revival slowly emerges into 
prosperity, and the business cycle is repeated. 

Thus we see that, during the expansionary or prosperity phase, there is 
inflation and during the contraction or depression phase, there is deflation. 

8.3.4 Measures to Control Business Cycles or Stabilization Policies: 

Several policies have been proposed and implemented on occasion to 
manage economic volatility. Their goal is to maintain economic stability 
in order to prevent the negative consequences of both a boom and a 
downturn. The following three measures are adopted for this purpose. 

1. Monetary Policy: 

Monetary policy as a method to control business fluctuations is operated 
by the central bank of a country. The central bank adopts a number of 
methods to control the quantity and quality of credit. 

To control the expansion of money supply during a boom, it raises its bank 
rate, sells securities in the open market, raises the reserve ratio, and adopts 
a number of selective credit control measures such as raising margin 
requirements and regulating consumer credit. Thus, the central bank 
adopts a dear money policy. Borrowings by business and trade become 
dearer, difficult and selective. Efforts are made to control excess money 
supply in the economy. To control a recession or depression, the central 
bank follows an easy or cheap monetary policy by increasing the reserves 
of commercial banks. It reduces the bank rate and interest rates of banks. 
It buys securities in the open market. It lowers margin requirements on 
loans and encourages banks to lend more to consumers, businessmen, 
traders, etc. 
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Limitations of Monetary Policy: 

But monetary policy is not so effective as to control a boom and a 
depression. If the boom is due to cost- push factors, it may not be effective 
in controlling inflation, aggregate demand, output, income and 
employment. So far as depression is concerned, the experience of the 
Great Depression of the 1930s tells us that when there is pessimism among 
businessmen, the success of monetary policy is practically nil. 

In such a situation, they do not have any inclination to borrow even when 
the interest rate is very low. Similarly, consumers who are faced with 
reduced incomes and unemployment cut down their consumption 
expenditure. Neither the central bank nor the commercial banks are able to 
induce businessmen and consumers to raise the aggregate demand. Thus 
the success of monetary policy to control economic fluctuations is 
severely limited. 

2. Fiscal Policy: 

Monetary policy alone is not capable of controlling business cycles. It 
should, therefore, be supplemented by compensatory fiscal policy. Fiscal 
measures are highly effective for controlling excessive government 
expenditure, personal consumption expenditure, and private and public 
investment during a boom. On the other hand, they help in increasing 
government expenditure, personal consumption expenditure and private 
and public investment during a depression. 

Policy during Boom: 

The following measures are adopted during a boom. During a boom, the 
government tries to reduce unnecessary expenditure on non-development 
activities in order to reduce its demand for goods and services. This also 
puts a check on private expenditure which is dependent on the government 
demand for goods and services. But it is difficult to cut government 
expenditure. Moreover, it is not possible to distinguish between essential 
and non-essential government expenditure. Therefore, this measure is 
supplemented by taxation. 

To cut personal expenditure, the government raises the rates of personal, 
corporate and commodity taxes. The government also follows the policy 
of having a surplus budget when the government revenues exceed 
expenditures. This is done by increasing the tax rates or reduction in 
government expenditure or both. This tends to reduce income and 
aggregate demand through the reverse operation of the multiplier. 

Another fiscal measure which is usually adopted is to borrow more from 
the public which has the effect of reducing the money supply with the 
public. Further, the repayment of public debt should be stopped and 
postponed to some future date when the economy stabilizes. 
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Policy during Depression: 

During a depression, the government increases public expenditure, reduces 
taxes and adopts a budget deficit policy. These measures tend to raise 
aggregate demand, output, income, employment and prices. An increase in 
public expenditure increases the aggregate demand for goods and services 
and leads to an increase in income via the multiplier. Public expenditure is 
made on such public works as roads, canals, dams, parks, schools, 
hospitals and other construction works. They create demand for labor and 
the products of private construction industries and help in reviving them. 
The government also increases its expenditure on such relief measures as 
unemployment insurance, and other social security measures to stimulate 
the demand for consumer goods industries. Borrowing by the government 
to finance budget deficits utilizes idle money lying with the banks and 
financial institutions for investment purposes. The effectiveness of anti-
cyclical fiscal policy depends upon proper timing of policy action and the 
nature and volume of public works and their planning. 

3. Direct Controls: 

The aim of direct controls is to ensure proper allocation of resources for 
the purpose of price stability. They are meant to affect strategic points of 
the economy. They affect consumers and producers. They are in the form 
of rationing licensing, price and wage controls, export duties, exchange 
controls, quotas, monopoly control, etc. 

They are more effective in overcoming bottlenecks and shortages arising 
from inflationary pressures. Their success depends on the existence of 
efficient and honest administration. Otherwise, they lead to black 
marketing, corruption, long queues, speculation, etc. Therefore, they 
should be resorted to only in emergencies like war, crop failures and 
hyper-inflation. 

Conclusions: 

Since cyclical fluctuations are inherent in the capitalist system, they 
cannot be eliminated completely. Some fluctuations may be beneficial for 
economic growth and others may be undesirable. Stabilization policy 
should, therefore, control undesirable fluctuations. 

8.4 DEMAND RECESSION 

A recession in the economy that is caused by a decline in the willingness 
of individuals and companies to invest and consume at a certain price 
point is known as a demand-induced recession. Another name for this is a 
demand shock. In contrast to supply-induced recessions, which are marked 
by a fall in output and an increase in prices, demand-induced recessions 
are characterized by a decline in both output and prices. 

A demand-induced recession may result from a number of variables, 
including as a greater motivation to work and save, unexpected shocks, 
shocks that deplete household wealth, shocks that impede the smoothing 
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of consumption, and the nominal interest rate reaching the zero lower 
bound. 

8.4.1 Some features of a demand-induced recession include:  

1. A sharp increase in unemployment  

2. A large decrease in consumption  

3. Increases in the ratio of net exports to output  

4. A mild reduction in total factor productivity (TFP)  

5. Erosion of house and equity values  

6. Turmoil in financial markets 

8.5 MACRO POLICIES IN BUSINESS 

The goal of macroeconomic policy is to stabilize the economy and provide 
an atmosphere that is favorable to economic growth. The two primary 
categories of macroeconomic policies are monetary policy and fiscal 
policy. The government regulates expenditures and taxes in order to 
implement fiscal policy. The economy may benefit from this. Monetary 
policy is a tool used by the central bank to control the money supply in the 
economy. The government's objectives are met by these policies. such as 
stimulating the economy and generating jobs. 

8.5.1 Objectives of macroeconomic policy: 

1) Price Stability: A key objective for the economy is price stability. It 
indicates that prices don't fluctuate all that much over time. Planning is 
made easier by this, which benefits everyone. Businesses and customers 
are able to make judgments when prices are steady. The economy is robust 
and more beneficial to all when it is predictable. Economic policies must 
be managed in order to maintain price stability. 

2) Full Employment: A primary goal of macroeconomic policy is full 
employment. The state in which every willing and able person has found 
employment is referred to by this word. One of the main objectives of 
macroeconomic policy is full employment, which is the condition in 
which all capable and willing workers may find jobs. To achieve this goal, 
policies that control economic development, labor market dynamics, and 
aggregate demand must be put in place in order to reduce unemployment 
and preserve steady employment possibilities in an economy.  

3) Economic Growth: A key objective for the economy is economic 
expansion. It indicates that throughout time, we hope to produce more 
goods and offer more services. More career prospects and higher income 
potential are produced by this, which is beneficial. Better lives are also 
possible for people as a result. Government spending on essentials like 
roads, hospitals, and schools is increased when the economy is doing well. 
Economic growth is vital. 
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4) Balance of Payments: The balance of payments is all about how much 
money a country makes. This is from trading and investing with other 
countries. If a country exports more than it imports, it has a positive 
balance of payments. If it imports more than it exports, the balance is 
negative. Macroeconomic policies aim to find a balance where the country 
is doing well and is stable. This balance helps the economy grow. 
Sometimes, policies need to be adjusted to achieve this balance. The 
balance of payments is important because it shows how well a country’s 
economy is doing.  

5) Fiscal Policy: Taxes and spending by the government are used by fiscal 
policy to influence the economy. The goal of the macroeconomic agenda 
is balanced public finances. In balance, revenue and expenditure are equal. 
Financial equilibrium promotes economic stability. Refrained from taking 
on too much debt. This eliminates the possibility of rising interest rates 
and inflation. These regulations encourage steady economic expansion. 
Stable economies require balanced budgets. 

8.5.2 Government Macroeconomic Policies: 

Macroeconomic policies are government policies designed to influence 
and manage the overall performance and stability of an economy. These 
policies are typically aimed at achieving various economic goals, 
including promoting economic growth, controlling inflation, reducing 
unemployment, and maintaining financial stability. There are three 
primary types of macroeconomic policies: 

1) Fiscal Policy: Fiscal policy involves the use of government spending 
and taxation to influence the overall economy. Key components of fiscal 
policy include: 

Government Spending: Governments can increase or decrease public 
spending on infrastructure, education, healthcare, and other areas to 
stimulate or cool down economic activity. 

Taxation: Tax policies can be adjusted to increase or decrease the 
disposable income of individuals and businesses, affecting consumption 
and investment. 

Budget Deficits and Surpluses: Governments may run budget deficits 
(spending more than they collect in revenue) to stimulate the economy or 
budget surpluses (collecting more than they spend) to control inflation and 
reduce public debt. 

2) Monetary Policy: Monetary policy is managed by a central bank (e.g., 
the Federal Reserve in the United States) and involves the control of the 
money supply and interest rates to influence economic conditions. Key 
components of monetary policy include: 

Interest Rates: Central banks can change interest rates, such as the federal 
funds rate, to encourage or discourage borrowing and spending. 
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Open Market Operations: Central banks can buy or sell government 
securities to control the money supply. 

Reserve Requirements: Central banks can change the reserve 
requirements for banks, affecting their lending capacity. 

3) Exchange Rate Policy: Exchange rate policy involves managing the 
value of a country’s currency in the foreign exchange market. 
Governments may use exchange rate policies to achieve specific economic 
goals, such as boosting exports or stabilizing the currency. This can be 
achieved through interventions in the foreign exchange market or by 
allowing the exchange rate to float freely. 

In addition to these primary macroeconomic policies, governments may 
also implement structural policies, which aim to improve the long-term 
growth potential of the economy. These can include labor market reforms, 
education and skills development, trade policies, and regulations to 
promote competition and innovation. 

The choice and implementation of macroeconomic policies depend on the 
economic conditions, goals, and challenges facing a specific country. It’s 
important for governments to carefully consider the potential trade-offs 
and unintended consequences of these policies to achieve a balanced and 
sustainable economic outcome. 

8.6 SUMMARY 

Monetary and fiscal policies are crucial tools used by governments to 
influence the economy. Both policies are essential in managing economic 
fluctuations, ensuring economic stability, and promoting sustainable 
growth. The business cycle refers to the natural rise and fall of economic 
growth that occurs over time, typically characterized by periods of 
expansion (growth) and contraction (recession). Understanding the 
business cycle is essential for businesses as it influences their strategies 
and policies. For businesses, demand recessions require strategies like 
adjusting production levels, optimizing costs, and exploring new markets 
or products to sustain operations during periods of low demand. 
Understanding and anticipating macroeconomic policies is vital for 
businesses to navigate uncertainties, capitalize on opportunities, and 
mitigate risks in the broader economic landscape. 

In conclusion, understanding these aspects of managerial economics 
enables businesses to make informed decisions, align their strategies with 
economic conditions, and ensure long-term success in a dynamic 
economic environment. 

8.7 QUESTIONS 

1. Explain the Methods of Credit control 

2. Discuss the components of fiscal policy. 
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3. State the difference of Fiscal Policy and Monetary Policy. 

4. Mention the characteristics of Phases of Business cycle. 

5. Discuss the Demand Recession 

6. Explain the Macroeconomic policies. 
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