Chapter 1

NATURE AND SCOPE OF MANAGERIAL ECONOMICS
How do managers make good decisions?  What pitfalls must be avoided?  When are the characteristics of a market, a line of business, or an industry so attractive that entry becomes appealing?  When are these attributes so unattractive that growth is not warranted and exit is preferable to continued operation?  Why do some professions continue to pay well, while others offer only minimal financial rewards?  How do you effectively motivate employees?  All of these questions involve important economic issues that pose a continuing challenge to the managerial decision making process.  Providing a logical and consistent framework that can be used to derive an appropriate answer to each of these questions is a task for which managerial economics is ideally suited.  Managerial economics tells managers how things should be done to achieve objectives efficiently, and helps them recognize how economic forces affect organizations.

The nature and scope of managerial economics is laid out in this chapter.  A primary emphasis of managerial economics is the application of economic theory and methodology to the practice of business decision making.  Because managers of not‑for‑profit and government agencies must efficiently employ scarce resources, managerial economics is an important tool for them as well.  An important secondary emphasis in managerial economics is the study of how managerial decisions are affected by the economic environment.  Managerial economics is applied economics; it is the use of economics theory and methodology to solve practical decision problems.
CHAPTER OUTLINE
I. HOW IS MANAGERIAL ECONOMICS USEFUL?

I. Evaluating Choice Alternatives: Managerial economics links economic concepts with quantitative methods to develop vital tools for managerial decision making.

I. Managerial economics identifies ways to efficiently achieve goals.

I. Managerial economics can be used to specify pricing and production strategies.

I. Managerial economics provides production and marketing rules to help maximize net profits.

I. Making the Best Decision:  To establish appropriate decision rules, managers must understand the economic environment in which they operate.

I. Once management has set relevant goals, managerial economics can be used to efficiently attain those objectives.

I. Managerial economics can be used to deduce the underlying logic of company, consumer, and government decisions.  

II. THEORY OF THE FIRM

II. Expected Value Maximization:  Firms exist because they are useful for producing and distributing goods and services.  The basic model of business is called the theory of the firm.

II. In its simplest version, the firm(s owner‑manager is assumed to be working to maximize short‑run profits.

II. In a more complete model, the primary goal of the firm is long-term expected value maximization.

II. The value of the firm is the present value of the firm(s expected future net cash flows.

II. If cash flows are equated to profits for simplicity, the value of the firm today, or its present value, is the value of expected profits or cash flows, discounted back to the present at an appropriate interest rate.

II. Constraints and the Theory of the Firm:  Managerial decisions are often made in light of constraints imposed by technology, resource scarcity, contractual obligations, and government laws and regulations.

II. To make decisions that will maximize value, managers must consider both short‑run and long‑run implications and how external constraints affect their ability to achieve organizational objectives.

II. The value of the firm is given by the equation:
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where TR is total revenue, TC is total cost, and i is a risk-adjusted discount rate, all during period t.

II. Limitations of the Theory of the Firm:  In practice, it is difficult to determine whether managers actually maximize firm value or merely attempt to satisfy stockholders while pursuing other goals.

II. Alternative theories, or models, of managerial behavior have added to our understanding of the firm.

II. Still, the basic value maximization model is a foundation for analyzing managerial decisions.

II. Vigorous competition in markets for goods and services typically forces managers to seek value maximization in their operating decisions.

II. Competition in the capital markets forces managers to seek value maximization in their financing decisions.

II. Managers who pursue their own interests instead of stockholders( interests run the risk of being replaced.

II. Hostile takeovers are especially unfriendly to inefficient management, which is usually replaced.

II. What sometimes appears to be satisficing on the part of management can be interpreted as value‑maximizing behavior once the costs of information gathering and analysis are considered.

II. Short‑run growth maximization strategies are often consistent with long‑run value maximization when the production, distribution, or promotional advantages of large firm size are better understood.

III. PROFIT MEASUREMENT

III. Business Versus Economic Profit:  The free enterprise system would fail to operate without profits and the profit motive.  Even in planned economies, where state ownership rather than private enterprise is typical, the profit motive is increasingly used to spur efficient resource use.

III. The general public and the business community typically define profit using an accounting concept.

III. The amount available to fund equity capital after payment for all other resources the firm uses is called accounting profit, or business profit.

III. The risk-adjusted normal rate of return on capital is the minimum return necessary to attract and retain investment.

III. Economic profit is business profit minus the implicit costs of capital and other owner‑provided inputs used by the firm.

III. Variability of Business Profits:  The observed variation in business profits makes it clear that many firms earn significant economic profits or experience meaningful economic losses at any point in time.

III. The business profit concept is typically measured in percentage terms by net income divided by the book value of stockholders( equity, or the return on equity (ROE).

IV. WHY DO PROFITS VARY AMONG FIRMS?

IV. Disequilibrium Profit Theories:  Markets are sometimes in disequilibrium because of unanticipated changes in demand or cost conditions.

IV. Profits are sometimes above or below normal because of factors that prevent instantaneous adjustment to new market conditions.

IV. Monopoly profits exist when firms are sheltered from competition by high barriers to entry.

IV. Economies of scale, high capital requirements, patents, or import protection, among other factors, enable some firms to build monopoly positions that allow above-normal profits for extended periods.

IV. Compensatory Profit Theories:  Innovation profit theory, describes the above‑normal profits that arise following successful invention or modernization.  

IV. As in the case of frictional or disequilibrium profits, innovation profits are susceptible to the onslaught of competition from new and established competitors.

IV. Compensatory profit theory describes above‑normal rates of return that reward firms.

IV. Superior firms provide goods and services that are better, faster or cheaper than the competition.

IV. Role of Profits in the Economy:  Each of the preceding theories describe economic profits obtained for different reasons.  In some cases, several might apply.

IV. Above‑normal profits signal that firm or industry output should be increased.

IV. Below‑normal profits provide a signal for contraction and exit.

V. ROLE OF BUSINESS IN SOCIETY

V. Why Firms Exist:  Business contributes significantly to social welfare.

V. These contributions stem directly from the efficiency of business in serving the economic needs of customers.

V. Social Responsibility of Business:  Firms exist by public consent to serve the needs of society.

V. The firm can be viewed as a collaborative effort on the part of management, workers, suppliers, and investors on behalf of consumers.

V. Taxes and restrictions on firms are taxes and restrictions on people associated with the firm.

V. The economic model of the firm emphasizes the close relation between the firm and society, and suggests the importance of business participation in the development and achievement of social objectives.

VI. STRUCTURE OF THIS TEXT

VI. Objectives:  This text will help you accomplish the following objectives:

VI. Develop a clear understanding of economic theory and methods as they relate to managerial decision making;

VI. Acquire a framework for understanding the nature of the firm as an integrated whole as opposed to a loosely connected set of functional departments;

VI. Recognize the relation between the firm and society and the key role of business as a tool for social betterment.
VI. Development of Topics:  The value maximization framework is useful for characterizing actual managerial decisions and for developing rules that can be used to improve those decisions.

VI. The basic test of the value maximization model, or any model, is its ability to explain real-world behavior.

VI. This text highlights the complementary relation between theory and practice. 

VI. Theory is used to improve managerial decision making.

VI. Practical experience leads to the development of better theory.
VII. SUMMARY
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