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Introduction and Goals
of the Firm

CHAPTER PREVIEW Managerial econom- I is examined. The primary normative goal of the firm,

ics is the application of microeconomic theory and
methodology to decision-making problems faced by

private, public, and not-for-profit institutions.

Managerial economics assists decision makers (man-

agers) in efficiently allocating scarce resources, plan-
ning corporate strategy, and executing effective tac-
tics. Economic profit is defined and the role of prof-

its in allocating resources in a free enterprise system

|

namely, shareholder wealth maximization, is devel-
oped along with a diécus;sion of how managerial deci-
sions influence shareholder wealth. Next, the prob-
lems associated with the separation of ownership
and control and agency relationships in largg ;:orpo-
rations are explored. Finally, appropriate norﬁmtive
goals to guide resource-allocation decisions m public

sector and not-for-profit enterprises are discussed.
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CHAPTER 1

Introduction and Goals of the Firm

MANAGERIAL CHALLENGE

Executive Performance Bonus Plan:

Salomon Smith Barney'

Separation of ownership (shareholders) and control One such plan, devised by Salomon Brothers,
(management) in large corporations permits man-  the investment banking predecessor of Salomon

agers to pursue goals,
such as maximization of
their own personal wel-
fare, that are not always
in the long-term interests
of shareholders. As the
result of pressure from
large institutional share-
holders and recent tax
law changes,” a growing
number of corporations
are seeking to forge a
closer alliance between
the interests of share-

Smith Barney, paid the
chairman, Deryck C.
Maughan, an annual
base salary of $1 million
plus an annual perform-
ance bonus of up to $24
million. This bonus was
based on Salomon’s over-
all rate of return on equi-
ty and its rate of return
relative to the firm’s five
major competitors.” The
following table shows
the possible perform-

holders and managers by structuring compensation  ance bonuses that the chairman could earn. For
plans that have a larger proportion of the manager’s example, if Salomon’s annual return on equity was
compensation in the form of performance-based 5 percent, and was equal to that of the average rate
bonuses.

of return of the five rival investment banking firms

Salomon Brothers'
return on equity
versus the average
of five competitors

Annual bonus, in millions of dollars

G100 $1 $25 $7 $12 $17 $24
£33 $05 $2 $6 59 $12 $17
$0 515 45 %789 §10

C3) 0 $1 34 $6 $8 $10
"’-1;ov S0 $05 $3 . $4 $5 7
5% (10% 15% 20% 25% 30%
Salormon Brothers’ return on equity

Source: Salomon Brothers Inc. proxy statements, U.S.
Security and Exchange Commission
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(i.e., 5 percent, 0), then the chairman would earn http://

no performance bonus. On the other hand, the pay- You can access financial information as well as the annual

ment of the maximum $24 million bonus would report for Salomon Smith Barney on the Internet at

require the firm to have a very extraordinary http://www.Smithbarney.com/abt_sb/about.html.

year—Salomon’s return on equity would have to be

30 percent (or more), and this rate of return would 'Michael Siconofli, “Salomon’s Chief Stands to Hit the Jackpot,”

have to be 10 (or more) percentage points above  Wall Street Journal, 5 May 1994, p. C1.

the average of its five major competitors. 2Changes in the tax laws (1993) bar publicly held corporations
The Obj ectives of the firm and how to motivate from deducting (in computing taxable income) compensation of

Tiacit f th more than $1 million for each of its top executives, unless it is
ARAEEEs to pUsUe these objectives are some of the based on performance goals approved by shareholders.
topics discussed in this chapter.

>These competitors are Merrill Lynch, Morgan Stanley, Bear
Sterns, J. P Morgan, and Bankers Trust.

WHAT Is MANAGERIAL ECONOMICS?

Managerial economics deals with the application of microeconomic reasoning to real-
world decision-making problems faced by private, public, and not-for-profit institu-
tions. The field of managerial economics has experienced rapid growth over the past
three decades. This growth reflects a realization that analysts, directors, and senior
managers can use economic theory to make decisions consistent with the goals of the
organization. Managerial economics extracts from microeconomic theory those con-
cepts and techniques that enable the decision maker to select strategic direction, to
allocate efficiently the resources of the organization, and to respond effectively to tac-
tical issues.

The tools of managerial economics can be applied by managers in profit-seeking
firms and in the public and not-for-profit sectors of the economy, because managers in
all types of enterprises face a common set of problems. Managerial problems generally
follow this form:

To identify the alternative means of achieving given objective(s), and then to select the
alternative that accomplishes the objective(s) in the most resource efficient manner, taking
into account the constraints and the likely actions and reactions of interdependent rival
decision makers.

DECISION PROBLEM: TOYOTA MOTORS

Example

Consider Toyota Motors operations in the United States. Toyota faces increasing demand
for its U.S.-manufactured vehicles. It has identified two possible strategies (S1 and S2)
to meet the growing demand for its products. Strategy S1 represents an internal expan-
sion of capacity. Strategy S2 represents the purchase of a surplus plant now owned by
General Motors. The objective of Toyota’s managers is to maximize the value today
(present value) of expected future returns (profit) from the capacity expansion. This
problem can be summarized as follows:

tt '// Objective function: Maximize (present value) profit (S1, S2)

~ Learn more about Toyota's
g ppemﬁons by accessing their
Wheite at Decision rule: Choose strategy S1 if Profit (S1) = Profit (52)

AR eyotacom/times Choose strategy S2 if Profit (51) < Profit (S2)

In this example, the following decision rule can be created:
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Although this is a simple problem, it illustrates the essential elements of resource-al-
location problems. Economic theory can assist a manager in deciding on the appropri-
ate objective function and in clarifying the decision rules.

MANAGERIAL ECcONOMICS AND ECONOMIC THEORY

Economics traditionally is divided into microeconomics and macroeconomics. Microeco-
nomics deals with the theory of individual choice; that is, decisions made by a partic-
ular consuming unit, such as an individual, or a producing unit, such as a business
firm. Macroeconomics focuses on the overall economy and general economic equilib-
rium conditions. Managerial economists draw on both of these branches of economics
during the decision-making process. Although a firm’s managers can do little to affect
the aggregate economy, their decisions should be consistent with the current economic
outlook.

The types of decisions made by managers usually involve questions of resource allo-
cation within the organization in both the short and the long run. In the short run, a
manager may be interested in estimating demand and cost relationships to make deci-
sions about the price to charge for a product and the quantity of output to produce. The
areas of microeconomics dealing with demand theory and with the theory of cost and
production are obviously useful in making decisions on such matters. Macroeconomic
theory also enters into decision making when a manager attempts to forecast future de-
mand based on forces influencing the overall economy.

In the long run, decisions must be made about expanding or contracting production
and distribution facilities, developing and marketing new products, and possibly ac-
quiring other firms. Basically, these decisions require the organization to make capital
expenditures; that is, expenditures made in the current period that are expected to yield
returns in future periods. Economists have developed a theory of capital budgeting that
can be used in deciding whether to undertake specific capital expenditures.

THE DECISION-MAKING MODEL

The ability to make good decisions is the key to successful managerial performance.
Managers of profit-seeking firms are faced with a wide range of important decisions in
the areas of pricing, product choice, cost control, advertising, capital investments, and
dividend policy, to name but a few. Managers in the not-for-profit and the public sectors
are faced with a similarly wide range of decisions. For example, the dean of your school
must decide how to allocate funds among such competing needs as travel, phone serv-
ices, and secretarial support. Longer-range decisions must be made about new facilities,
new programs, the purchase or lease of a new computer, and the decision to establish an
executive training center. Public sector managers face such decisions as the need for a
“Stealth” bomber, the capacity planning for public transit systems, the enforcement of
antitrust laws, the economic viability of passive restraint devices in automobiles, and al-
ternatives to reduce energy consumption.

Decision making in each of these areas shares several common elements. First, the
decision maker must establish or identify the objectives of the organization. The failure
to identify organizational objectives correctly can result in the complete rejection of an
otherwise well-conceived and well-implemented plan. Later sections of this chapter deal
with the issue of organizational objectives.

Next, the decision maker must identify the problem requiring a solution. For example,
the manager of a brewing plant in Milwaukee may note that the plants profit margin on
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FIGURE 1.1

The Decision-Making
Process

Economic Profit

The difference between total
revenue and total economic
cost. Economic cost includes
a “normal” rate of return on
the capital contributions of
the firm’s partners.

Establish and/or
identify objectives

\

Define the
problem

Y

Identify possible
alternative solutions

\

Consider Consider

. Evaluate alternatives o

societal == < organizational and
: and select the best . .
constraints input constraints

Y

Implement and
monitor the
decision

sales has been decreasing. This could be caused by pricing errors, labor force problems,
or the use of outdated production equipment. Once the source or sources of the problem
are identified, the manager can move to an examination of potential solutions. If the prob-
lem is the use of technologically inefficient equipment, two possible solutions are (1) up-
dating and replacing the plant’s equipment or (2) building a completely new plant. The
choice between these alternatives depends on the relative costs and benefits, as well as
other organizational and societal constraints that may make one alternative preferable to
another. For example, the decision to build a new brewery in a suburban area may not be
politically desirable if it means a major inner-city facility must be closed.

The final step in the process, after all alternatives have been identified and evaluated
and the best alternative has been chosen, is the implementation of the decision. This phase
often requires constant monitoring to ensure that results are as expected. If they are not,
corrective action needs to be taken when possible. This five-step decision-making process
is illustrated in Figure 1.1. '

THE ROLE OF PROFITS

Economic profit is the difference between total revenue and total economic cost. To-
tal revenue is measured as the sales receipts of a firm, that is, price times quantity sold.
The economic cost of any activity may be thought of as the highest valued alternative
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opportunity that is foregone. To attract economic resources to some activity, the firm
must pay a price for these factors (labor, capital, and natural resources) that is suffi-
cient to convince the owners of these resources to sacrifice other alternatives and com-
mit the resources to this use. Thus, economic costs may be thought of as opportunity
costs, or the costs of attracting a resource from its next best alternative use. In a gen-
eral sense, economic profit may be defined as the difference between total revenue and
total economic cost.

Throughout this text the term profit refers to economic profits. Accordingly, the term
cost includes all economic costs, both explicit and implicit,"’ and includes in it a normal
return (profit) for the owners who have contributed their financial resources. When we
refer to profit maximization in this book, we mean an objective of maximizing the eco-
nomic profit of the firm.

Why Are Profits Necessary?

In a free enterprise system, economic profits play an important role in guiding the de-
cisions made by the thousands of competing, independent economic units. The exis-
tence of profits (resulting from the excess of revenues over costs) determines the type
and quantity of goods and services that are produced and sold. It also determines the
demand for various factors of production—labor, capital, and natural resources. Be-
cause of the important role played by profits in our system, we review several theories
of profit.

Risk-Bearing Theory of Profit Some economists have argued that economic profits
above a normal rate of return are necessary to compensate the owners of the firm for the
risk they assume when making their investments. Because a firm’s shareholders are not
entitled to a fixed rate of return on their investment—that is, they are residual claimants
to the firm’s resources—they need to be compensated for this risk in the form of a higher
rate of return.

Risk AND PROFITABILITY: CIRCUS CIRCUS

The relationship between risk and profit levels can be seen in the case of Circus Circus,
the Las Vegas hotel and casino operator. During 1994 Circus Circus earned a return on net
worth of about 20.5 percent, compared with a mean return on net worth of 12.5 percent
for all firms in the hotel/gaming industry and of 15.0 percent for all industrial, retail, and
transportation firms followed by Value Line. The hotel and gaming industries are subject
to substantial swings in profitability over time. Firms operating in these industries also are
subject to severe competitive pressures. In addition, Circus Circus is financed with a high
proportion of debt (50 percent of total capital), compared with an average of 39 percent
for the other firms followed by Value Line. Other firms in this industry did not perform as
well as Circus Circus during 1994. Mirage Resorts earned 11.5 percent on net worth,
Hilton earned 10.5 percent, and Bally earned 2.5 percent. Firms that operate in a high-risk
industry such as this one require the incentive of high potential profits to attract capital.
The high returns of Circus Circus came with high risk however. By 1996, the return to net
worth fell by half to 10.2%, then to 7.4% in 1998. Finally in 2000, profitability returned to
the 12.0% hotel and casino average.

*The concepts of economic costs and profits are discussed in more detail in Chapter 8.
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The risk-bearing theory of profits is explained in the context of normal profits, where
normal is defined in terms of the relative risk of alternative investments. Normal profits
for a high-risk firm, such as a casino operator, should be higher than normal profits for
firms of lesser risk, such as water utilities. Indeed, the industry average return on net
worth for the hotel/gaming industry was 12 percent in 2000, compared with 10 percent
for the water utility industry.

Dynamic Equilibrium (Friction) Theory of Profit According to the dynamic equilib-
rium or friction theory of profit, there exists a long-run equilibrium normal rate of profit
(adjusted for risk) that all firms should tend to earn. At any point in time, however, an
individual firm or the firms in a specific industry might earn a rate of return above or
below this long-run normal return level. This can occur because of temporary disloca-
tions (shocks) in various sectors of the economy. For example, U.S. firms that produced
oil and natural gas experienced a dramatic increase in profits in response to supply
shortages following the invasion of Kuwait by Iraq in 1990. Rates of return rose sub-
stantially. However, those high returns declined shortly after the war ended when mar-
ket conditions led to excess supplies.

Similarly, if a new, inexpensive, and readily available energy source were to be dis-
covered, oil prices would decline substantially. Over time, some producers would
leave this increasingly unprofitable market until a normal rate of profit is restored for
the remaining firms. The inability of our economic system to adjust instantaneously
to changes in market conditions may result in short-term profits above or below nor-
mal levels.

Monopoly Theory of Profit In some industries, one firm is effectively able to dominate
the market and potentially earn above-normal rates of return for a long period of time.
This ability to dominate the market may arise from economies of scale (a situation in
which one large firm can produce additional units of output at a lower cost than can
smaller firms), control of essential natural resources, control of critical patents, or gov-
ernmental restrictions that prohibit competition. The conditions under which a mo-
nopolist can earn above-normal profits are discussed in greater depth in Chapter 12.

Innovation Theory of Profit The innovation theory of profit suggests that above-
normal profits are the reward for successful innovations. Firms that develop unique,
high-quality products (such as Microsoft in the computer software industry) or firms
that successfully identify unique market opportunities (such as Federal Express) are
rewarded with the potential for above-normal profits. Indeed, the U.S. patent system
is designed to ensure that these above-normal return opportunities furnish strong in-
centives for continued innovation.

Managerial Efficiency Theory of Profit  Closely related to the innovation theory is the
managerial efficiency theory of profit. This theory maintains that above-normal profits
can arise because of the exceptional managerial skills of well-managed firms. The abil-
ity to earn above-normal profits by exercising high-quality managerial skills is a contin-
uing incentive for greater efficiency in our economic system.

No single theory of profit can explain the observed profit rates in each industry, nor
are these theories necessarily mutually exclusive. Profit performance is invariably the re-
sult of many factors, including differential risk, innovation, managerial skills, the exis-
tence of monopoly power, and chance occurrences. The important thing to remember is
that profit and profit opportunities play a major role in determining the efficient alloca-
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tion of resources in our economy. Without the market signals that profits give, it would
be necessary to develop alternative schemes on which to base resource-allocation deci-
sions. These alternatives are often highly bureaucratic and frequently lack the respon-
siveness to changing market conditions that a free enterprise system provides.

OBJECTIVE OF THE FIRM

One common economic model of the firm assumes that the objective of the owners of
the firm is to maximize profits. This profit-maximization model of firm behavior has
been extremely rich in its decision-making implications. The marginal (and incremen-
tal) decision rules that have been derived from this theory provide very useful guidelines
for making a wide range of resource-allocation decisions. For example, if incremental
cost is defined as the change in total cost resulting from a decision, and if incremental
revenue is defined as the change in total revenue resulting from a decision, then any
business decision is profitable if one of these results occurs:

1. It increases revenue more than costs.

2. It decreases some costs more than it increases others (assuming revenues
remain constant).

3. It increases some revenues more than it decreases others (assuming costs
remain constant).

4. It reduces costs more than revenue.

The simple profit-maximization model of the firm has provided decision makers with
useful insights regarding efficient resource management and allocation. However, the
profit-maximization model is limited because it does not incorporate the time dimen-
sion in the decision process and it does not consider risk. The shareholder wealth-max-
imization model of the firm overcomes these limitations.

The Shareholder Wealth-Maximization Model of the Firm

Effective economic decision making requires an understanding of the goal(s) of the
firm. What objective(s) should guide business decision making? That is, what should
management try to achieve for the owners of the firm? The most widely accepted ob-
jective of the firm is to maximize the value of the firm for its owners; that is, to maxi-
mize shareholder wealth. Shareholder wealth is measured by the market price of a
firm’s common stock.

The shareholder wealth-maximization goal states that a firm’s management should
maximize the present value of the expected future cash flows to the equity owners (share-
holders). For simplicity, at this point let us consider cash flows to be the same as prof-
its. Hence, the value of a firm’s stock is equal to the present value of all expected future
profits, discounted at the shareholders’ required rate of return, or
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where V, is the current (present) value of a share of stock, , represents the profits
expected in each of the future periods (1 through =), and k, equals the investors’ re-
quired rate of return. Equation 1.1 assumes that the reader is familiar with the concept
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of discounting and present values. (A review of this concept is found in Appendix A at
the end of the book.) For the purposes of analysis here, it is only necessary to recog-
nize that $1 received one year from today is generally worth less than $1 received to-
day because $1 today can be invested at some rate of interest, for example, 15 percent,
to yield $1.15 at the end of one year. Thus, an investor who requires (or has an oppor-
tunity to earn) a 15 percent annual rate of return on an investment would place a cur-
rent value of $1 on $1.15 expected to be received in one year.

Equation 1.1 explicitly considers the timing of future profits. By discounting all fu-
ture profits at the required rate of return, k., Equation 1.1 recognizes that a dollar re-
ceived in the future is worth less than a dollar received immediately.

Equation 1.1 also provides a conceptual basis for evaluating differential levels of risk.
For example, if a series of future profits is highly uncertain (i.e., likely to diverge sub-
stantially from their expected values), the discount rate, k., can be increased to account
for this risk. Thus, the greater the risk associated with receiving a future benefit (profit),
the lower the value placed by investors on that benefit. The shareholder wealth-maxi-
mization model of the firm is therefore capable of dealing with the two primary short-
comings of the static profit-maximization model.

SHAREHOLDER WEALTH MAXIMIZATION:
BERKSHIRE HATHAWAY CORPORATION

Warren E. Buffett, chairman and CEO of Berkshire Hathaway, Inc., has described the
long-term economic goal of Berkshire Hathaway as follows: “to maximize the average
annual rate of gain in intrinsic business value on a per-share basis.”” Berkshire’s book
value per share has increased from $19.46 in 1964, when he acquired the firm, to
$19,011 at the end of 1996, a compound annual rate of growth of about 23 percent. The
growth rate in the market value of Berkshire’s shares has been even greater, with the mar-
ket value per share reaching $36,500 at the end of 1996. Berkshire’s directors are all ma-
jor stockholders. At least four of the directors have over 50 percent of their family’s net
worth invested in Berkshire. Insiders own over 47 percent of the firm’s stock. Buffets
firm has placed a high premium on the goal of maximizing shareholder wealth, that is,
maximizing the value of the owners’ portion of the firm. Recently, Buffett appeared
prominently in an ad for fractional ownership of corporate jets. His message was one of
shareholder wealth maximization; shared planes usually available on short notice are
cheaper than those owned outright despite the occasional inconvenience to the execu-
tives and the fact that the reduced access sometimes necessitates a high-priced rental.

Additional insight regarding the achievement of the shareholder wealth-maximization
goal can be gained by decomposing the profit concept, 7, into its important elements.
Profit in period t, 1, is equal to total revenue (TR,) minus total costs (TC,), or

m, = TR, — TC, [1.2]
Similarly, total revenue in period t equals price per unit (P,) times quantity sold (Q,), or

TR, = P, Q, [1.3]

> Annual Report, Berkshire Hathaway, Inc., 1996.
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Total cost in period t equals variable cost per unit (V,) times the number of units of
output (Q,) plus fixed costs in period t, or
IC,=V,-Q tF [1.4]
By combining Equations 1.2, 1.3, and 1.4 with Equation 1.1, we get

A < P Q= V- Q —F
V, - (Shares Outstanding) = L=t :
o { 8 Z (1+ k)

[1.5]

The term P, - Q, represents the total revenue generated by the firm. From a decision-
making perspective, this value is dependent on the firm’s demand function (discussed
in Chapters 3—4) and the firm’s pricing decisions (see Chapters 10-16).

The firm’s costs, both fixed (F,)and variable (V,) are discussed in Chapters 8-9. In ad-
dition, the choice of investments made by the firm—the capital budgeting decisions—
determines what proportion of total cost will be fixed and what proportion will be vari-
able. A firm that chooses a capital-intensive production technology will tend to have a
higher proportion of its total costs of operation represented as fixed costs than will a firm
that chooses a more labor-intensive technology. Capital budgeting decisions are consid-
ered in Chapter 18.

The discount rate, k,, that investors use to value the stream of income generated by
a firm is determined by the perceived risk of the firm and by conditions in the financial
markets, including the level of expected inflation. Risk and its relationship to required
rates of return are discussed in Chapter 2.

In making its pricing, output, production, and cost decisions, management is faced
with several legal, behavioral, value-based, and environmental constraints on its actions.
These constraints are briefly considered in the next section and discussed in greater de-
tail in Chapter 17.

The integrative nature of the wealth-maximization model is illustrated in Figure 1.2.

RESOURCE-ALLOCATION DECISIONS AND SHARFHOLDER WEALTH
MAXIMIZATION: IBM CORPORATION

Consider the case of IBM. Its research and development personnel must develop prod-
ucts that will appeal to its customers and/or increase current operating efficiency. Engi-
neers design production facilities to produce products in the most cost-efficient manner.
Marketing researchers try to identify customer needs and provide important information
about competitors that influences pricing, product quality, and product feature deci-
sions. Financial managers must acquire the funds needed to produce IBM’s products and
fund its capital outlays. Personnel managers work to attract and retain a cost-effective
workforce. These decisions are made against a backdrop of internal resource constraints,
government regulation, and legal constraints. By working together toward the common
goal, shareholder wealth can be maximized.

In summary, the value of an enterprise is determined by the amount, timing, and risk
of the profits expected to be generated by the enterprise.
Profits Versus Cash Flows

In the previous discussion of the shareholder wealth-maximization objective, we have
talked about maximizing the present value of expected future profits. The economic



