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(Fundamentals of Managerial Economics)




22| B Kl & Managerial Economics

o 2t2| Al Manager

« A person who directs resources to achieve a business
goal.

o ANl Economics

« The science of making decisions in the presence of
scare resources.

o 2| & M= managerial Economics

« The study of how to direct scarce resources in the way
that most efficiently achieves a managerial goal.
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Economic vs. Accounting Profits

e S| H=A O] & Accounting Profits

« Total revenue (sales) minus dollar cost of producing
goods or services.

« Reported on the firm’s income statement.

o ZM=A 0|l& Economic Profits
« Total revenue minus total opportunity cost.
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Opportunity Cost

e Accounting Costs

« The explicit costs of the resources needed to produce
produce goods or services.

« Reported on the firm’s income statement.

e Opportunity Cost

« The cost of the explicit and implicit resources that are
foregone when a decision is made.

* Economic Profits
« Total revenue minus total opportunity cost.



The Five Forces Framework

oEntry Costs

eSpeed of Adjustment
eSunk Costs
eEconomies of Scale

Entry eNetwork Effects

eReputation
eSwitching Costs
eGovernment Restraints

Power of
Input Suppliers \

\

Power of

, Buyers

eSupplier Concentration
ePrice/Productivity of
Alternative Inputs
eRelationship-Specific
Investments

eSupplier Switching Costs
eGovernment Restraints

-~

eBuyer Concentration
ePrice/Value of Substitute
Products or Services
eRelationship-Specific
Investments

eCustomer Switching Costs
eGovernment Restraints

Sustainable
Industry
Profits

b

Industry Rivalry

Substitutes & Complements

eConcentration eSwitching Costs ePrice/Value of Surrogate Products  eNetwork Effects
ePrice, Quantity, Quality, or eTiming of Decisions or Services eGovernment
Service Competition eInformation ePrice/Value of Complementary Restraints

eDegree of Differentiation eGovernment Restraints Products or Services
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Market Interactions

2~ B AF-28 AR AF B 2F Consumer-Producer Rivalry

« Consumers attempt to locate low prices, while producers
attempt to charge high prices.

2~ Bl AF2E E & consumer-Consumer Rivalry

¢ Scarcity of goods reduces the negotiating power of
consumers as they compete for the right to those goods.

A AFAFZ2E H & Producer-Producer Rivalry

¢ Scarcity of consumers causes producers to compete with
one another for the right to service customers.

A2 O] I The Role of Government

« Disciplines the market process.
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Marginal (Incremental) Analysis

o Control Variables
« Output
« Price
« Product Quality
« Advertising
« R&D

e Basic Managerial Question: How much of
the control variable should be used to
maximize net benefits?



i 2
Net Benefits

 Net Benefits = Total Benefits - Total Costs
e Profits = Revenue - Costs
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Marginal Benefit (MB)

e Change In total benefits arising from a change
In the control variable, Q:

MB:A_B

AQ
* Slope (calculus derivative) of the total benefit
curve.
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Marginal Cost (MC)

e Change In total costs arising from a change In
the control variable, Q:

mc = A&

AQ

» Slope (calculus derivative) of the total cost
curve
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Marginal Principle

* To maximize net benefits, the managerial
control variable should be increased up to
the point where MB = MC.

 VIB > MC means the last unit of the control
variable increased benefits more than It
Increased costs.

e MB < MC means the last unit of the control
variable increased costs more than it
Increased benefits.



The Geometry of Optimization

Total Benefits Costs
& Total Costs

Benefits
Slope =MB

T Slope = MC




