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PREFACE

The economic environment has undergone many significant changes in re-
ccent years. Strong inflationary pressures are having dramatic effects on both
individuals and business firms. Energy shortages and rising energy costs are
forcing drastic changes in production processes and *echniques. The reces-
sion ‘'of 1975 has shown all too clearly that our economy is still subject to
business cycles, and that neither individuals nor business firms can neglect
this factor when planning for the future. In such a setting, economic analysis
is assuming a growing importance in business decision making—firms are
hiring professional economists, setting up economics departments, and using
economic data and methods of analysis in all phases of their operations.

With this background in mind, we designed this second edition of
Managerial Economics to present those aspects of economic theory and
analysis that are most relevant for students of business administration. The
book provides a rigorous development of the elements of microeconomics
that are most useful for managerial decisions, then illustrates with problems
and cases the usefulness of the theory. Throughout, emphasis is placed on
the actual decision process and an the role that economic analysis plays in
this process.
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x PREFACE

Although virtually every aspect of both micro- and macroeconomic
theory has important implications for managerial decisions, 2 number of
microeconomic topics are of paramount importance. These include demand
theory and estimation, production theory and cost estimation, analysis of
market structures and their effects on pricing practices, antitrust policy, and
capital expenditure decisions. Managerial Economics examines each of these
topics.

Managers attempt to optimize under conditions of uncertainty. Ac-
cordingly, optimization techniques and methods of risk analysis are taken
up early in the text, then used throughout the book. Although many students -
will have been introduced to these subjects in other courses, we have found
that most either do not recall them or else never really had a grasp of how
the techniques are applied in practice. Thus, in Managerial Economics, we
presuppose no prior exposure to these basic tools and techniques.

An important feature of Managerial Economics is its attempt to show

the firm as a cohesive, unified organization. Students of business administra-
tion take courses in marketing, finance, production, and so on, but they often
fail to see the integration of these subjects. In Managerial Economics, we
use a basic valuation model, show that value is determined as the present
value of expected future profits, and then relate each topic in the text to an
element of the valuation model. In the process, management is seen to in-
volve an integration of the marketing, production, and finance functions.
This integrating process is reinforced in the final chapter, which examines a
long, integrated case that is particularly valuable, both for consolidating the
materials and for demonstrating that important business decisions are inter-
disciplinary in the truest sense of the word. According to our students, set-
ting forth the intexrelationships within a business firm—or a business. ad-
minfstration "curriculum—as 2 unified whole rather' than as a -series of
discrete, unrelated topics is one of the most valuable aspects of managerial
economics.
" The revisions made in this second edition include updating the de-
scriptive materials, expanding the number and types of illustrations em-
ployed, smoothing out some of the more difficult presentations, and. both
modifications and additions to the end-of-chapter questions and problems.
A Study Guide has also been developed, which outlines the major points in
the text and provides a comprehensive set of solved problems. The basic
framework for Managerial Economics, however, remains unchanged.
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The field of managerial economics continues to undergo significant
changes, and it is stimulating to participate in these exciting developments.
We sincerely hope that Managerial Economics will contribute to a better
understanding of the application of economic theory and methodology to
managerial practices, and thus help lead to a more efficient economic system.

Eugene F. Brigham Gainsville, Florida
James L. Pappas ) Madison, Wisconsin
September, 1975
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CHAPTER 1

Uses and
Applications of
Managerial
Economics

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, mana-
gerial economics is applied microeconomics. Others define the field in terms
of management science and operations research concepts. There are also
those who see managerial economics as prirharily providing an integrative
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 meth-
odology to business administration practice. More 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 managcnal deci-
sion making, as is illustrated in Figure 1-1.

While we relate managerial economics to business administration deci-
sion problems in Figure 1-1, and while our focus is primarily o business
applications throughout the text, it is important to recognize that: the ‘con-
cepts of managerial economics are equally applicable to other types of or-
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Figure 1-1 The Role of Managerial Economics in Business Decision Making

BUSINESS ADMINISTRATION
Decision Problems

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

N 4/

MANAGERIAL ECONOMICS

Application of Economic Theory and
Methodology to Solving Business Problems

|

OPTIMAL SOLUTIONS . o N
TO BUSINESS PROBLEMS

ganizations. That is, the principles of managerial economics are also relevant
to the management of nonbusiness, nonprofit organizations—such as govern-
ment 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 be gained by examining
the relationship of managerial economics to traditional economics and the
decision sciences. Understanding the relationship between managerial eco-
nomics 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 1-1.
The various aspects of traditional economics presented in Table 1-1
overlap to some extent. Not only are micro and macro theory interrelated
but there are also micro and macro aspects to each 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. Simi-
larly, economic systems as studied in positive, or descriptive, economics must
be understood before meaningful normative rules can be formulated. Never-
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Table 1-1 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.

theless, the focus of each ‘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 eco-
nomics. To illustrate, although both microeconomics and macroeconomics
are important in managerial economics, the micro theory of the firm is espe-
cially significant. It may be said that the theory of the firm is the single most
important element in managerial economics. However, because the individ-
ual firm is very much influenced by the general economy, which is the do-
main of macroeconomics, managerial economics does involve macro theory.

The emphasis of managerial economics is certainly on normative theory.
We want to establish decision rules that will help business firms attain their
goals; this ig the essence of the word “normative.” If firms are to establish
valid decision rules, however, they must thoroughly understand their en-
vironment; for this reason descriptive economics cannot be ignored.

Relationship of Managerial Economics to the Decision Sciences

Just as economics provides the theoretical framework for analyzing business
decision problems, the tools and techniques of analysis derived from the
decision sciences provide the means for actually constructing decision mod-
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els, 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 math-
ematical programming, for developing decision rules aimed at assisting man-
agement in achieving the firm’s established goals. Statistical tools are used
to estimate relationships between important variables in decision problems.
Because 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 deci-
sion sciences is not absolute. Optimization procedures sre inherent in statisti-
cal relationships, and both optimization techniques and statistical relation-
ships play important parts in developing forecasting methodologies.

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

Relationship of Managerial Economics to Business Administration
Now that we have established the role of economics and the decision sci-
ences in managerial economics, it should prove useful to attempt to place
managerial economics in perspective as a part of the study of business ad-
ministration. In general, business administration is organized into four major
categories, as is illustrated in Table 1-2. The functional areas are reasonably
well situated because both businesses and business schools are generally
structured to include these departments. The “special” areas are also fairly
well defined, and their place in the business administration curriculum is
relatively clearcut; the “tool” areas and integrating courses are not so easily
categorized. Principles.of management, for example, could be included as
a tool or as an integrating course. It is not in the list of functional areas be-
cause no business firm has a management department. Yet management, in
the sense of coordinating various aspects of the firm, is certainly a function,
so there would be some justification for listing management within the func-
tional areas. Accounting presents a similar problem—it is a function within
the firm, but it is also a tool used throughout the firm. Accordingly, account-
ing is listed both as a functional area and as a tool.

The real question is this: Where does managerial economics fit into the
picture? Again, the answer is not clearcut. Although many firms have eco-
nomics departments, these departments are usually small, and “economics”
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Table 1-2 Classifications of Business Administration Studies

Functional Areas: Accounting
Finance
Marketing
Personnel
Production

“Tool" Areas: Accounting
Behavioral Science
Computer Science
Management
Managerial Economics
- Quantitative Analysis, Including Operations Research

“Special" Areas: Banking
Insurance
International Business.
Real Estate
Transportation

Integrating Courses: Management
Managerial Economics

per se is not an important function within the firm. One possibility is to in-
clude managerial economics as a special area, but in our judgment it would
be somewhat out of character there.

As we see #, managerial economics fits into the classification of business
administration studies in two places. First, it serves as a tool course, wherein
certain economic theories, methods, and technigues of analysis are covered
in preparation for their later use in the functional areas. Second, it serves as
an integrating course, combining the various functional areas and showing
not only how they interact with one another as the firm attempts to achieve
its goals, but also how the firm interacts with the environment in which it

operates.

Role of Business in Society ,

One very important inquiry in managerial economics concerns the interrela-
tionship between themzrm and society. Managerial economics can help to
clarify the vital role business firms play in our society and to point out ways
of improving their operations for society’s benefit. A business enterprise is
a combination of people, physical assets, and information (technical, sales,
coordinative, and so on). The people directly involved include stockholders,
management, labor, suppliers, and customers. In addition to these direct
participants, all society js indirectly involved in the firm’s Maﬁom, be-
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