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Lecture Notes 

Lecture 1 – Introduction to Managerial Economics 
How is Managerial Economics Useful? 
Evaluating Choice Alternatives 
Identify ways to efficiently achieve costs; Specify pricing and production strategies; Spell out 

production and marketing rules to maximise profits 

Making the Best Decision – Managerial Economics: 
Helps meet management objectives efficiently by applying microeconomic principles (set of tools to 

understand and analyse human behaviour) to key management decisions making thereby showing 

the logic of consumer, firm, and government decisions. 

1. The Rational Actor Paradigm – The Behavioural Concept 

People are broadly self-interested and make rational decisions in order to maximise their 

material welfare. 

o Rational decisions – most of the time 

o Maximise – people think in alternatives; expected costs v. expected benefits 

 Choose where EB > EC (ex. Risk management, operations research) 

 General: people act consciously to do their best in predicting C and B 

 

2. Incentives Matter 

Rational people make decisions by comparing costs and benefits; incentives influence costs 

and benefits of choice alternatives (skews rational decisions) 

o Ex. Public policies such as effect of Australian ‘Baby Bonus’ on baby births; effect of 

bonus system for managers on corporate performance 

Applying Economic Principles (Levitt, S. and Synderson, C. (2008)) 

Homeowners hire real-estate agents to sell their house as they tend to be better informed about 

housing values and state of local housing market yet they tend to sell houses too cheap & quickly.  

Real estate agents compare MB (a (small) fraction of purchase price of the home) and MC (showing 

the house to prospective buyers, advertising and marketing, hosting an auction). Hence as MB < MC, 

they have an incentive to sell the house quickly (encourage client to accept suboptimal offer). 

The rational homeowner takes this into account however the agent has an informational advantage 

and will always try to portray an offer as extremely high.  

Levitt, S. and Synderdon, C. (2008) collected data from nearly 100,000 home sales in Cook County, IL 

and controlled for a wide range of house and neighbourhood characteristics. Results demonstrated 

agent-owned houses sell for about 3.7% more and stayed on the market an extra 9.5 days. 

Theory of the Firm 

Expected Value Maximisation 
Owner-mangers max. short-run profits with primary goal of long-term expected value maximisation 

Constraints Limitations 

Resource and social 

 

Alternative theory adds perspective; Competition forces efficiency;  
Hostile takeovers threaten inefficient managers 

Side Note: firm is series of contractual relationships (society, investors, employees, customers etc)  
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Profit Measurement 
Business (accounting) Profit - reflects explicit costs and revenues (vary widely) 

Economic Profit – profit above a risk-adjusted normal return. It considers cash and noncash items 

(opportunity costs; implicit costs) 

Why do Profits Vary in Our Society? 
Disequilibrium Profit Theories (unexpected revenue growth; unexpected cost savings) 

Compensatory Profit Theories (profits to firms that are better/faster/cheaper than competition) 

Role of Business in Society 
Firms exist to help satisfy customer wants and contribute to social welfare. 

Businesses have a social responsibility to serve customers, provide employment opportunities and 

obey laws and regulations 
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Textbook Notes  

Chapter 1: Nature and Scope of Managerial Economics  
How is Managerial Economics Useful? 
Economic theory and methodology decree rules for improving business and public policy decisions.  

Evaluating Choice Alternatives 
Managerial economics: 

- Applies economic tools and techniques to business and administrative decision making 

leading to optimal solutions.  

- Helps managers recognise how economic forces affect organisations and describes the 

economic consequences of managerial behaviour. 

- Helps mangers arrive at a set of operating rules that aid in the efficient use of scarce human 

and capital resources. 

Theory improves managerial decision making, practical experience leads to better theory develop. 

Business Ethics 
Ethical rules to keep in mind when conducting business: 

- Above all else, keep your word. Say what you mean and mean what you say. 

- Do the right thing. ‘Handshake with an honourable person is worth more than a ton of legal 

documents from a corrupt individual’ 

- Accept responsibility for your mistakes and fix them. Be quick to share credit for success. 

- Leave something on the table. Profit with your customer, not off your customer.  

- Stick by your principles. Principles are not for sale at any price. 

Theory of the Firm 
Expected Value Maximisation 
The firm can be viewed as a series of contractual relationships that connect suppliers, investors, 

workers and management in a joint effort to serve customers. 

Theory of the Firm – Basic model of business. Profit maximisation is its primary goal; the firm’s 

owner/manager is assumed to be working to maximise the firm’s short run profits. When 

considering uncertainty and time value of money the primary goal of firms is long-term expected 

value maximisation. 

Expected Value Maximisation – optimisation of profits in light of uncertainty and time value of 

money 

Value of the Firm – present value (worth in current dollars) of firm’s expected future net cash flows 

If cash flows are equated to profits, the value of the firm today, or its present value, is the value of 

expected profits, discounted back to the present at an appropriate interest rate.   

𝑉𝑎𝑙𝑢𝑒 =  ∑
𝑇𝑅𝑡−𝑇𝐶𝑡

(1−𝑖)𝑡
𝑛
𝑡=1   Where TR = total revenue; TC = total cost 

Constrains and the Theory of the Firm 
- Constrained availability of essential inputs (ex. skilled labour) 

- Monetary constraints - limitations on amount of funds available for projects/activities 

- Contractual requirements (ex. labour contracts) 

- Legal restrictions 

Note: Constraint optimisation is a basic element of managerial economics 
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Limitations of the Theory of the Firm 
- In practice do managers try to optimise (seek the best solution) or satisfice (seek satisfactory 

solutions)  

- Profit maximisation is the assumed primary objective 

o Consider other models which:  

 Assume growth maximisation as the primary objective 

 Argue managers most concerned with own personal utility/welfare max. 

 Treat firm as collection of individuals with widely divergent goals rather than 

single, identifiable unit 

o However: 

 These theories cannot supplant the basic value maximization concept as a 

foundation for analysing managerial decisions. 

- Traditional theory of the firm emphasis profits and value maximisation while ignoring the 

issue of social responsibly  

Vigorous competition forces managers to seek value maximisation in their operating and financing 

decisions. Management has strong economic incentives to pursue value maximisation through their 

decisions due to a steady correlation between firm profits and managerial compensation. 

It is unwise to seek the best technical solution to a problem if the costs of finding such a solution 

greatly exceed resulting benefits. Hence what often appears to be satisficing on the part of 

management can be interpreted as value-maximising behaviour. 

Short-run growth optimisation strategies are often consistent with long-run value maximisation 

when production, distribution and promotional advantages of large firm size are better understood.   

The value maximisation model offers insight into a firm’s voluntary “socially responsible” behaviour.  

Profit Measurement  

Business (Accounting) vs Economic Profit 
Business (accounting) profit – residual of sales revenue minus explicit accounting costs. The amount 

available to fund equity capital after payment for all other resources used by the firm. Opportunity 

costs for owner-provided inputs are often a big part of business profits (especially small business) 

Economic profit – business profit minus implicit costs of capital and any other owner-provided inputs 

Normal rate of return – average profit necessary to attract and retain investment. Normal rate of 

return is necessary to induce individuals to invest funds rather than spend on current consumption  

Variability of Business Profits 

Business Profit (dollars or % sales revenue) = Profit Margin = (
𝑎𝑐𝑐𝑜𝑢𝑛𝑡𝑖𝑛𝑔 𝑛𝑒𝑡 𝑖𝑛𝑐𝑜𝑚𝑒

𝑠𝑎𝑙𝑒𝑠
); 

(𝑁𝑒𝑡 𝑃𝑟𝑜𝑓𝑖𝑡 𝑀𝑎𝑟𝑔𝑖𝑛 (%) =  
𝑛𝑒𝑡 𝑖𝑛𝑐𝑜𝑚𝑒

𝑠𝑎𝑙𝑒𝑠 𝑟𝑒𝑣𝑒𝑛𝑢𝑒
× 100) 

Normal rate of profit typically assessed in terms of realised rate of return on stockholders’ equity 

(𝑅𝑂𝐸 =
𝑎𝑐𝑐𝑜𝑢𝑛𝑡𝑖𝑛𝑔 𝑛𝑒𝑡 𝑖𝑛𝑐𝑜𝑚𝑒

𝑏𝑜𝑜𝑘 𝑣𝑎𝑙𝑢𝑒 𝑜𝑓 (𝑡𝑜𝑡𝑎𝑙 𝑎𝑠𝑠𝑒𝑡𝑠−𝑡𝑜𝑡𝑎𝑙 𝑙𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠)
).  

Reported profit rates can overstate economic profit differences (their relative profitability) if 

accounting error/bias causes investments with long-term benefits to be omitted from balance sheet. 

Accounting often fails to consider advertising or R&D expenditures as intangible investments with 

long-term benefits as these expenditures are immediately expensed rather than capitalised.  
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Why do Profits Vary Among Firms? 

Disequilibrium Profit Theories  
Frictional Profit Theory – market are sometimes in disequilibrium resulting in abnormal profits due 

to unanticipated changes in demand or cost conditions. During said interim periods, profits may be 

above or below normal as frictional factors prevent instantaneous adjustments to market conditions 

Monopoly Profit Theory – above-normal profits (for extended periods) caused by barriers to entry 

that limit competition (extension of frictional profit theory). Monopoly profits are often seen as 

unwarranted and subject to heavy taxes or otherwise regulated. 

Situations where monopoly profit theory manifests: 

- Economies of scale    - Industries with high capital requirements 

- Presence of patents    - Government protection  

- Luck (in the right industry at right time)   - Anticompetitive behaviour  

Compensatory Profit theories 
Innovation Profit Theory – above-normal profits that follow successful invention or modernization. 

These profits are susceptible to the onslaught of competition from new and established competitors.  

Compensation Profit Theory – above-normal rates of return that reward efficiency. Firms operating 

at industry’s average efficiency level receive normal rates of return; Firms with above-average 

efficiency levels earn above-normal rates of return (vice versa). This theory recognises economic 

profit as important reward (motivation) to entrepreneurial function of owners and managers.. 

Role of Profits in the Economy  
Above-normal profits serve as signal that firm/industry output should increase. Firm expansion or 

entry by new competitors occurs quickly during these periods (vice versa). Above-normal profits also 

reward innovation and efficiency (below normal profits penalise, stagnation and inefficiency. 

Role of Business in Society  
Firms exist because they are useful; they survive by public consent to serve social needs. 

Social Responsibility of Business 
Firms are primarily economic entities and can be expected to analyse social responsibility from 

within the context of the economic model of the firm.  

Expected Value Maximisation Sequence 

 

Similar considerations should also be taken into account before applying political pressure or 

regulations to constrain firm operations. The economic model of the firm emphasises close relation 

between firm and society, and indicates importance of business participation in development and 

achievement of social objectives. 
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Summary 
Managerial economics applies economic theory and methods to business and administrative 

decision making (providing practical business solutions) 

Theory of the firm is the basic model of the business enterprise; primary goal is seen as long-term 

expected value maximisation 

Value of the firm is the present value (value of expected cash flows discounted back to the present 

at an appropriate interest rate) of the firm’s expected future net cash flows 

Questions are raised about whether managers optimise (seek the best solution) or satisfice (seek 

satisfactory results). Particularly when information costs are considered, managers are optimising.  

Business (accounting) profit = sales revenue – explicit accounting costs of doing business 

Business profit often incorporates a normal rate of return (minimum return necessary to attract and 

retain investment for a particular use) on capital 

Economic profit = business profit - implicit costs of equity and other owner-provided inputs  

Profit margin = 
𝑛𝑒𝑡 𝑖𝑛𝑐𝑜𝑚𝑒

𝑠𝑎𝑙𝑒𝑠
 , and ROE = 

𝑎𝑐𝑐𝑜𝑢𝑛𝑡𝑖𝑛𝑔 𝑛𝑒𝑡 𝑖𝑛𝑐𝑜𝑚𝑒

𝑏𝑜𝑜𝑘 𝑣𝑎𝑙𝑢𝑒 𝑜𝑓 (𝑡𝑜𝑡𝑎𝑙 𝑎𝑠𝑠𝑒𝑡𝑠−𝑡𝑜𝑡𝑎𝑙 𝑙𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠)
 are practical indicators 

of firm performance.  

Frictional Profit Theory describes observed abnormal profits following unanticipated changes in 

product demand or cost conditions. 

Monopoly Profit Theory states barriers to entry limiting competition cause above-normal profits  

Innovation Profit Theory states successful innovation/modernisation lead to above-normal profits  

Compensatory profit theory states above-normal rates of return can be seen as a reward to firms 

that are extraordinarily successful in meeting customer needs, maintaining efficient operations etc. 

 


