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Introduction to Managerial Economics

CHAPTER SUMMARY
Managerial economics is the science of directing scarce resources to manage cost effectively. It consists of three branches: competitive markets, market power, and imperfect markets. A market consists of buyers and sellers that communicate with each other for voluntary exchange. Whether a market is local or global, the same managerial economics apply.


A seller with market power will have freedom to choose suppliers, set prices, and use advertising to influence demand. A market is imperfect when one party directly conveys a benefit or cost to others, or when one party has better information than others.


An organization must decide its vertical and horizontal boundaries.  For effective management, it is important to distinguish marginal from average values and stocks from flows. Managerial economics applies models that are necessarily less than completely realistic. Typically, a model focuses on one issue, holding other things equal.
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GENERAL CHAPTER OBJECTIVES
1.
Define managerial economics and introduce students to the typical issues encountered in the field.

2.
Discuss the scope and methodology of managerial economics.

3.
Distinguish a marginal concept from its average and a stock concept from a flow.

4.
Describe the importance of the "other things equal" assumption in managerial economic analysis.

5.
Describe what constitutes a market, distinguish competitive from non-competitive markets, and discuss imperfect markets.

6.
Emphasize the globalization of markets.

SPECIFIC INSTRUCTIONAL OBJECTIVES
After completing this entire chapter, students should be able to:
1. Define managerial economics as the science of directing scarce resources to manage cost effectively. 

2. Appreciate that managerial economics applies to businesses, nonprofit organizations, and households.

3. Justify that the managerial economics of the “old economy” and “new economy” are essentially the same.

4. Explain the two distinctive aspects of the “new economy” as the importance of network effects and scale and scope economies.

5. Appreciate the scope and methodology of managerial economics.

6. Understand that managerial economics is based on microeconomics.

7. Define and distinguish microeconomics from macroeconomics.

8. Describe the fundamental premise of managerial economics---that economic behavior is systematic.

9. Define an economic model as a concise description of behavior and outcomes.

10. Appreciate the purpose of economic models and justify why they are unrealistic.

11. Define the marginal value of a variable as the change in the variable associated with a unit increase in a driver (an independent variable).

12. Define the average value of a variable as the total value of the variable divided by the total quantity of a driver.

13. Compare and contrast the marginal and average values of a variable.

14. Explain why it is true that if the marginal value of a variable is greater than its average value, the average value increases; and vice versa.

15. Define a stock as the quantity of a given item at a specific point in time.

16. Define a flow as the change in a given item over a period of time.

17. Compare and contrast stocks and flows.

18. Describe “holding other things equal" as the assumption that all other relevant factors do not change, and is made so that changes due to the factor being studied may be examined independently of those other factors.

19. Distinguish the vertical and horizontal boundaries of an organization.

20. Relate the horizontal boundaries of an organization to economies of scale and scope.

21. Understand that managerial economics consists of three branches: competitive markets, market power, and imperfect markets.

22. Define a market as consisting of buyers and sellers that communicate with one another for voluntary exchange.

23. Understand that in markets for consumer products, the buyers are households and sellers are businesses.

24. Understand that in markets for industrial products, both buyers and sellers are businesses.

25. Understand that in markets for human resources, buyers are businesses and sellers are households.

26. Identify that, in contrast to a market, an industry is made up of businesses engaged in the production or delivery of the same or similar items.

27. Define competitive markets as markets with many buyers and many sellers.

28. Appreciate that the competitive market is the basic starting point of managerial economics.

29. Describe a non-competitive market as one in which market power exists.

30. Define market power as the ability of a buyer or seller to influence market conditions.

31. Realize that in addition to managing costs, sellers with market power need to manage their demand through price, advertising, and policy toward competitors.

32. Define an imperfect market as where one party directly conveys a benefit or cost to others, or where one party has better information than others.

33. Infer that imperfections can also arise within an organization, and hence, another issue in managerial economics is how to structure incentives and organizations.

34. Distinguish between items for which markets are global and those for which markets are local.

35. Appreciate that falling costs of communication and trade are causing more markets to be more integrated across geographical borders.

36. Justify that, whether a market is local or global, the same managerial economic principles apply.

ANSWERS TO PROGRESS CHECKS

1A.  The managerial economics of the “new economy” is much the same as that of the “old economy” with two aspects being more important – network effects in demand and scale and scope economies.

1B.  Vertical boundaries delineate activities closer to or further from the end user.  Horizontal boundaries define the scale and scope of operations.

ANSWERS TO REVIEW QUESTIONS
1. Marketing over the Internet is a scaleable activity.  Delivery through UPS is somewhat scaleable: UPS already incurs the fixed cost of an international collection and distribution network; it may be willing to give Amazon bulk discounts for larger volumes of business.

2. Number of cars in service January 2002 + production + imports – exports – scrappage during 2002 = Number of cars in service January 2003.  Number of cars in service is stock; other variables are flows.

3. [omitted].

4. No, models must be less than completely realistic to be useful.

5. (a)
Average price per minute = (210 + 120 x 4)/5 = 138 yen per minute.  (b)
Price of marginal minute = 120 yen.

6. (a)
Flow;  (b)
Stock;  (c) Stock.

7. (a)
The electricity market includes buyers and sellers.  (b)
The electricity industry consists of sellers only.

8. (a)
False.  (b) False.

9. [omitted].

10. If there are scale economies, the organization could product at a lower cost on a larger scale, which means wider horizontal boundaries; and vice versa.

11. Yes.  Horizontal boundaries: how many product categories should it sell?  Vertical boundaries: should it operate its own warehouses and delivery service?

12. Intel has relatively more market power.

13. (b).

14. Both (a) and (b).

15. Competitive markets have large numbers of buyers and sellers, none of which can influence market conditions.  By contrast, a buyer or seller with market power can influence market conditions.  A market is imperfect if one party directly conveys benefits or costs to others, or if one party has better information than another.

ANSWERS TO DISCUSSION QUESTIONS
1.
Russell's savings consist of $10,000 in a savings account that yields 2% a year interest and another $10,000 in a money market fund that pays interest of 5% a year.  Russell has just received a gift of $10,000 from his mother.  His bank pays 4% interest on savings accounts with a minimum deposit of $20,000.   The money market fund pays 5% interest on investments up to $100,000.

a.
Calculate the average interest rate (= dollar amount of interest divided by amount of investment) from the savings account if Russell deposits the additional $10,000 in the savings account and qualifies for the higher interest rate.

b.
Calculate the average interest rate if Russell deposits the additional $10,000 in the money market fund.  

Answer:

(a) Note that Russell will receive the 4% rate on the entire $20,000 deposit.  The average interest rate from the savings deposit = 4%.

(b) Average interest rate from money market fund = 5%.

(c) Marginal interest rate from the savings deposit = (800 – 200)/10,000 = 6%.

(d) Marginal interest rate from money market fund = 5%.

(e) Savings account: since it provides a higher marginal interest rate on the additional investment.

2. Refer to the financial statements of any publicly-listed company.  Taking any page at random, identify which of the financial data are stocks, and which are flows.

Answer: Omitted.

3. Referring to the definition of a market, consider whether the following groups of buyers and sellers are part of the corresponding market.  

a. After Iraq invaded Kuwait in August 1990, the United Nations banned Iraq from exporting oil to the rest of the world.  During the ban, was Iraq part of the world market for oil?  

b. Prisoners cannot freely work outside the jail.  Do prisoners belong to the national labor market?

Answer


(a)
No.

(b) No.

4. In each of the following instances, discuss whether horizontal or vertical boundaries have been changed, and whether they were extended or shrunk.

a. General Motors divested Delphi Automotive Systems, which manufactures automotive components, systems and modules.

b. Internet content and service provider America Online (AOL) merged with Time Warner, a producer of films and music, and provider of cable television services.

c. The National Collegiate Athletic Association’s (NCAA) Western Athletic Conference for basketball split into two smaller conferences.

d. DaimlerChrysler took over the import and wholesale distribution of Mercedes Benz cars in Hong Kong and Singapore from independent agencies.  

Answer

(a) Vertical boundaries shrunk.

(b) Horizontal boundaries expanded; also vertical boundaries expanded (AOL might provide high-speed Internet service over Time Warner cable network).

(c) Horizontal boundaries shrunk.

(d) Vertical boundaries expanded.

5. The recorded music industry is undergoing a transition from the compact disc (CD) to MP3 and other digital formats for online delivery.  CDs are pressed from masters created from the original soundtrack and distributed through retailers and other channels.  By contrast, MP3 titles can be delivered directly to consumers over the Internet.  In 1999, the leading British publisher EMI decided to close all CD manufacturing facilities in North America in favor of contracting with specialist manufacturers to produce its CDs.

a. By considering the relative costs of transporting CD masters and pressed CDs, explain why music publishers arrange for CDs to be pressed in various regional centers throughout the world rather than in one central factory.

b. How would the shift from CDs to online digital delivery affect the extent of the market that EMI can economically serve from Britain?

c. Relate the changes in EMI's vertical boundaries to your discussion in (b).

Answer

(a) It is cheaper to transport a master to a regional center and press and package the CDs there, than to press the CDs in one place and transport the packaged CDs all over the world.

(b) With online digital delivery, EMI can economically serve the entire world from Britain.  There is no need for regional production plants.

(c) EMI decided to close all CD manufacturing facilities in North America.  Its arrangements with specialist manufacturers would provide the flexibility to reduce production at short notice, as demand shifts to digital delivery.
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