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Lesson One

TEXT

What Is Managerial Economics?

Although one finds the term managerial economics defined! in
a variety of ways, the differences are typically more semantic
than real. To some, managerial economics is applied microe-
conomics. Others define the field in terms of? management
science and operations reseéarch concepts. There are also those
who see managerial economics as primarily providing3 an in-
tegrative framework for analyzing business decision problems:
In actuality, all of those views are correct, for each tells a part
of the truth. '
Managerial economics is the application of economic theory
and methodology to business administration practice. More

BUSINESS ADMINISTRATION
Decision Problems

1 TRADITIONAL ECONOMICS DECISION SCIENCES
Theory and Methodology Tools and Techniques of Analysis

v v v

MANAGERIAL ECONOMICS
Application of Economic Theory and
Methodology to Solving Business Problems

v

OPTIMAL SOLUTIONS
TO BUSINESS PROBLEMS

Figure 1 The Role of Managerial Economics
in Business Decision Making



specifically, managerial economics uses the tools and techniques
of economic analysis to analyze and solve business- problems.
In a sense, managerial economics provides the link between
traditional economics and the decision sciences in managerial
decision making, as* is illustrated in Figure 1.

While we relate managerial economics to business adminis-
tration decision problems in Figure 1, and while® our focus is
primarily on business applications throughout the text, it is
important to recognize that the concepis of managerial eco-
nomics are equally applicable to other types of organizations.
That is, the principles of managerial economics arc also relevant
to the management of nobusiness, nonprofit organizations —
such as government agencies, schools, hospitals, museums, and
similar institutions. We shall emphasize this point repeatedly
through the use of examples from the not-for-profit sector at
appropriate points in the chapters that follow.

Relationship of Managerial Economics to Traditional Economics

A clearer understanding of the generality of the concepts of
managerial economics, as well as the complexities involved,
can bz gained by examining the relationship of managerial
economics to traditional economics and the decision sciences.
Understanding the relationship between managerial economics
and traditional economics is facilitated by a consideration of the
structure of traditional economics. Although this structure may
be presented in several different ways, one common breakdown
is given in Table 1.

The various aspects of traditional economics presented in
Table 1 overlap to some extent. Not only are micro and macro
theory interrelated but there are also micro and macro aspects
tos cach area listed. Moreover, the areas themselves overlap to
some extent; for example, econometric techniques provide a
common set of tools of analysis applicable to each other area.
Similarly, economic systems as studied? in positive, or descrip-
tive, economics must be understood before meaningful norma-
tive rules can be formulated. Nevertheless, the focus of each

2



item in the table is sufficiently well defined to warrant the
breakdown. ‘

Since each area of traditional economics has some bearing on
business firms, managerial economics draws from all the areas.
In practice some are more relevant to the business firm than
others, and hence to managerial economics. To illustrate,
although both microeconomics and macroeconomics are impor-
tant in managerial economics, the micro theory of the firm is
cspecially significant. It may be said that the theory of the firm
is the single most important element in managerial economics.
However, because the individual firm is very much influenced
by the general economy,-which is the domain of macroecono-
mics, managerial economics does involve macro theory.

The emphasis of managerial economics is certainly on norma-
tive theory. We want to establisn decision rules that will help

Table 1 Classifications of Traditional Economic Studies

Theory: microeconomics focuses on individual consumers and firms
Macroeconomics focuses on aggregations of economic units.
especially national economies.

Specific Areas: Agricultural Economics

Comparative Economics

Econometrics

Economic Development

Foreign Trade

Industrial Organization

Labor Economics

Money and Banking

Public Finance

Stabilization Policy

Urban and Regional Economics

Welfare Economics

Emphasis: Normative focuses on prescriptive statements; that is,
establishes rules to help attain specified goals.

Positive focuses on description; that is, describes
the manner in which economic systems operate without
attempting to state how they should operate.




business firms attain their goals; this is the essence of the
word “normative.” If firms are to establish valid decision rules,
however, they must thoroughly understand their environment;
for this reason descriptive economics cannot be ignored.

Relationship of Managerial Economics to The Decision Sciences

Just as economics provides the theoretical frame work for
analyzing business decision problems, the tools and techniques
of analysis derived from the decision sciences provide the means
for actually constructing decision models, analyzing the impact
of alternative courses of action, and evaluating the results
obtained from the model. Managerial economics draws heavily
from the area of optimization techniques, including differential
calculus and mathematical programming, for developing deci-
sion rules aimed at assisting management in achieving the firm’s
established goals. Statistical tools are used to estimate rela-
tionships between important variables in decision probléms. Be-
cause most business decision problems involve activities and
events which will occur in the future, forecasting techniques
also play an important role in managerial decision making and,
therefore, in the study of managerial economics.

As in the economics area, the dichotomy used here to classify
the decision sciences is not absolute. Optimization procedures
are inherent in statistical relationships, and both optimization
techniques and statistical relationships play important parts in .
developing forecasting methodologies.

In addition to the overlaps within the economics and deci-
sion science classifications, there is substantial overlap between
them. For example, many of the basic corollaries of economics-
including the well-known microeconomic axiom that® profit
maximization requires that marginal revenue equal® marginal
cost-are derived from the optimization procedures of differen-
tial calculus. It is because of these substantial interrelationships
that!® we stated earlier that?? the definitional differences for
managerial economics are largely semantic in nature.



