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WHY MANAGERIAL ECONOMICS?

Over the past 40 years, the growing influence of 
microeconomics and industrial organization econom-
ics in every field of business analysis has transformed 
the role of managerial economics in business school 
curricula. Economists have understood for some time 
that every modern course in business strategy and or-
ganizational architecture must draw from key areas 
of advancement in microeconomics and industrial or-
ganization. While many business schools have been 
quick to adopt “strategy” as a fundamental theme 
in their curricula, this new emphasis on strategy too 
often falls on the shoulders of a single, one-semester 
course in business strategy. In a single course, it is 
extremely difficult, if not impossible, to teach busi-
ness students managerial economics and cover all of 
the valuable topics in business strategy and organiza-
tion. In any case, a thorough foundation in manage-
rial economics is required in order to understand how 
to use the many new and important developments in 
microeconomics and industrial organization.

The objective of Managerial Economics, then, is 
to teach and apply the foundation topics in micro-
economics and industrial organization essential for 
making both the day-to-day business decisions that 
maximize profit as well as the strategic decisions 
designed to create and protect profit in the long run. 
In so doing, we believe Managerial Economics helps 
business students become architects of business tac-
tics and strategy instead of middle managers who 
plod along the beaten path of others.

PEDAGOGICAL HIGHLIGHTS

The Twelfth Edition of Managerial Economics main-
tains all the pedagogical features that have made 
previous editions successful. These features follow.

Emphasis on the Economic Way of Thinking

The primary goal of this book has always been, and 
continues to be, to teach students the economic way 
of thinking about business decisions and strategy. 
Managerial Economics develops critical thinking 
skills and provides students with a logical way of 
analyzing both the routine decisions of managing 
the daily operations of a business as well as the 
longer-run strategic plans that seek to manipulate 
the actions and reactions of rival firms.

Easy to Learn and Teach From

Managerial Economics is a self-contained textbook 
that requires no previous training in economics. 
While maintaining a rigorous style, this book is de-
signed to be one of the easiest books in managerial 
economics from which to teach and learn. Rather 
than parading students quickly through every in-
teresting or new topic in microeconomics and in-
dustrial organization, Managerial Economics instead 
carefully develops and applies the most useful con-
cepts for business decision making and strategic 
planning.

Dual Sets of End-of-Chapter Questions

To promote the development of analytical and criti-
cal thinking skills, which most students probably 
do not know how to accomplish on their own, two 
different kinds of problem sets are provided for 
each chapter. Much like the pedagogy in mathemat-
ics textbooks, which employ both “exercises” and 
“word problems,” Managerial Economics provides 
both Technical Problems and Applied Problems.

■■ Technical Problems—Each section of a 
chapter is linked (by an icon in the margin) 
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students how to apply the economic way of thinking 
to business decision making.

Flexible Mathematical Rigor

Starting with only basic algebra and graph-reading 
skills, all other analytical tools employed in the 
book are developed within the text itself. 

While calculus is not a part of any chapter, 
instructors wishing to teach a calculus-based 
course can do so by using the Mathematical Ap-
pendices at the end of most chapters. The Math-
ematical Appendices employ calculus to analyze 
the key topics covered in the chapter. Most ap-
pendices have a set of Mathematical Exercises that 
requires calculus to solve, and the answers to the 
Mathematical Exercises are available in the Instruc-
tor's Manual. A short tutorial, titled “Brief Review 
of Derivatives and Optimization” is provided via 
the instructor resource material available through 
McGraw-Hill Connect®. This six-page review cov-
ers the concept of a derivative, the rules for taking 
derivatives, unconstrained optimization, and con-
strained optimization.

Self-Contained Empirical Analysis

The Twelfth Edition continues to offer a self-
contained treatment of statistical estimation of 
demand, production, and cost functions. While 
this text avoids advanced topics in econometrics 
and strives to teach students only the fundamen-
tal statistical concepts needed to estimate demand, 
production, and cost, the explanations of statistical 
procedures nonetheless maintain the rigor found 
in the rest of the book. For those instructors who 
do not wish to include empirical analysis in their 
courses, the empirical content can be skipped with 
no loss of continuity.

Wide Audience

Managerial Economics is appropriate for under-
graduate courses in managerial economics and in-
troductory business strategy courses. At the MBA 
and Executive MBA level, this book works well for 

to one or more Technical 
Problems specifically de-
signed to build and rein-
force a particular skill. The 
Technical Problems provide 

a step-by-step guide for students to follow 
in developing the analytical skills set forth 
in each chapter. The answers to all of the 
Technical Problems are provided to instruc-
tors via Create or McGraw-Hill Connect®. 
The narrow focus of each Technical Problem 
accomplishes two things: (1) It encourages 
students to master concepts by taking small 
“bites” instead of trying to “gulp” the whole 
chapter at once, and (2) It allows students to 
pinpoint any areas of confusion so that inter-
action with the instructor—in the classroom 
or in the office—will be more productive. 
When students finish working the Technical 
Problems, they will have practiced all of the 
technical skills required to tackle the Applied 
Problems.

■■ Applied Problems—Following the Techni-
cal Problems, each chapter has a set of Ap-
plied Problems that serve to build critical 
thinking skills as well as business decision-
making skills. These problems, much like 
the “word problems” in a math textbook, 
are a mix of stylized business situations 
and real-world problems taken from Bloom-
berg Businessweek, The Economist, Forbes, The 
Wall Street Journal, and other business news 
publications. Business students frequently 
find classroom discussion of the Applied 
Problems among the most valuable lessons 
of their entire business training. Answers 
to Applied Problems are available in the In-
structor's Manual.

The clarity of exposition, coupled with the in-
tegrated, step-by-step process of the Technical 
Problems, allows students to learn most of the tech-
nical skills before coming to class. To the extent that 
technical skills are indeed mastered before class, 
instructors can spend more time in class showing 

Now try Technical 
Problem 3.
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Computerized Test Bank

McGraw-Hill’s EZ Test is a flexible and easy-to-use 
electronic testing program that allows you to create 
tests from book-specific items. It accommodates 
a wide range of question types and you can add 
your own questions. Multiple versions of the test 
can be created and any test can be exported for use 
with course management systems. EZ Test Online 
gives you a place to administer your EZ Test-
created exams and quizzes online. Additionally, 
you can access the test bank through McGraw-Hill 
Connect®.

Instructor’s Manual

Written by the author, the Instructor’s Manual con-
tains Answers to the end-of-chapter Applied Prob-
lems and the Mathematical Exercises. Beginning 
with this Twelfth Edition, the Homework Exercises 
section moves from the Student Workbook to the 
Instructor’s Manual. Instructors can assign any or all 
of these Homework Exercises to students for extra 
practice. Since the students do not have access to 
the answers, the Homework Exercises provide an 
additional set of problems for grading beyond those 
already available in the Test Bank. In contrast to the 
Test Bank questions, Homework Exercises are not 
multiple-choice questions and are designed to look 
very similar to Technical and Applied Problems 
found in the textbook.

Duplicate Technical Problems with Answers

For this Twelfth Edition, an entire set of new, 
duplicate Technical Problems with answers is avail-
able to instructors. This additional set of Technical 
Problems is designed to offer matching problems 
that instructors can choose to use as additional 
exercises, as homework assignments, or as exam 
questions. Students do not have access to either the 
questions or the answers, and the decision to make 
answers available to students is the instructor’s 
decision to make. These additional Technical 
Problems can be accessed by instructors through 
McGraw-Hill Connect®.

“boot camp” or “toolkit” courses in managerial 
economics, and can also be used as a supplemen-
tal text for business strategy and organizational 
architecture courses. The self-contained nature of 
the book is especially valuable in night classes, 
online courses, and Executive MBA courses 
where students typically have a somewhat lim-
ited opportunity to meet with instructors for help 
outside class.

SUPPLEMENTS

The following ancillaries are available for quick 
download and convenient access via the Instructor 
Resource material available through McGraw-Hill 
Connect®.

Online Appendices and Web Chapter

The Online Appendices cover topics that may interest 
a somewhat narrower group of students and in-
structors. The following Online Appendices are 
available:

■■ Substitution and Income Effects of a Price 
Change

■■ Estimating and Forecasting Industry Demand 
for Price-Taking Firms

■■ Linear Programming
■■ Pricing Multiple Products Related in Production

A Web Chapter is also available, which, like the ap-
pendices, covers a special interest topic. Unlike 
the appendices, the Web Chapter is more robust in 
length and contains all the elements of a chapter, 
including, a summary, Technical Problems, and 
Applied Problems. The following Web Chapter is 
available:

■■ The Investment Decision

Test Bank

The Test Bank offers well over 1,500 multiple-choice 
and fill-in-the-blank questions categorized by level 
of difficulty, AACSB learning categories, Bloom’s 
taxonomy, and topic.
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■■ Access an instant view of student or 
class performance relative to learning 
objectives.

■■ Collect data and generate reports required 
by many accreditation organizations, such 
as AACSB.

■■ Diagnostic and Adaptive Learning of 
Concepts—LearnSmart and SmartBook offer 
the first and only adaptive reading experience 
designed to change the way students read 
and learn.

Students want to make the best use of their 
study time. The LearnSmart adaptive self-study 
technology within Connect provides students with 
a seamless combination of practice, assessment, 
and remediation for every concept in the textbook. 
LearnSmart’s intelligent software adapts to  
every student response and automatically deliv-
ers concepts that advance students’ understanding 
while reducing time devoted to the concepts  
already mastered. The result for every student is 
the fastest path to mastery of the chapter concepts. 
LearnSmart:

■■ Applies an intelligent concept engine to iden-
tify the relationships between concepts and to 
serve new concepts to each student only when 
he or she is ready.

■■ Adapts automatically to each student, so stu-
dents spend less time on the topics they un-
derstand and practice more those they have 
yet to master.

■■ Provides continual reinforcement and reme-
diation, but gives only as much guidance as 
students need.

■■ Integrates diagnostics as part of the learning 
experience.

■■ Enables you to assess which concepts students 
have efficiently learned on their own, thus 
freeing class time for more applications and 
discussion.

PowerPoint Presentations

PowerPoint Presentations created by Victoria Perk 
contain animated figures and tables presented in 
each chapter to make presentations flow in a step-
by-step fashion. You can edit, print, or rearrange the 
slides to fit the needs of your course.

DIGITAL SOLUTIONS

McGraw-Hill Connect®

McGraw-Hill’s Connect® is an 
online assessment solution that 

connects students with the tools and resources 
they’ll need to achieve success.

Mcgraw-Hill’s Connect Features

Connect allows faculty to create and deliver ex-
ams easily with selectable test bank items. Instruc-
tors can also build their own questions into the 
system for homework or practice. Other features  
include:

■■ Instructor Library—The Connect Instructor 
Library is your repository for additional re-
sources to improve student engagement in 
and out of class. You can select and use any 
asset that enhances your lecture. The Connect 
Instructor Library includes all of the instructor 
supplements for this text.

■■ Student Resources—The Web Chapter and 
Online Appendices are available to students 
via the Student Resource Library.

■■ Student Progress Tracking—Connect keeps 
instructors informed about how each student, 
section, and class is performing, allowing 
for more productive use of lecture and office 
hours. The progress-tracking function enables 
you to:

■■ View scored work immediately and track 
individual or group performance with as-
signment and grade reports.
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two Illustrations: Illustration 1.3, “Is Baseball Going 
Broke? Accounting Profits vs. Market Values” and 
Illustration 2.2, “Do Buyers Really Bid Up Prices?” 
These retired Illustrations, along with all the other 
retired Illustrations from past editions, can still be 
accessed through the Student Library via McGraw-
Hill Connect. Five Illustrations are new for this 
edition:

■■ Illustration 1.3, “How Do You Value a Golf 
Course? Estimating the Market Price of a 
Business”

■■ Illustration 2.2, “Effects of Changes in Deter-
minants of Supply”

■■ Illustration 6.1, “P 3 Q Measures More Than 
Just Business’s Total Revenue”

■■ Illustration 12.2, “Diamonds Are Forever— 
Entry Barriers Are Not”

■■ Illustration 14.1, “Greyhound Ditches Uniform 
Pricing for Dynamic Pricing”

In addition to these new Illustrations, 
Illustration 7.3, “Forecasting New-Home Sales: A 
Time-Series Forecast” is completely revised us-
ing the most recent data for new-home sales. The 
following recaps the major chapter-by-chapter 
changes:

■■ In Chapter 1, the discussion of problems aris-
ing from the separation of ownership and 
control of businesses is revised and updated 
to more carefully address the concepts of 
conflicting goals and monitoring problems 
associated with hidden actions and moral 
hazard. The presentation of this topic is now 
more consistent with the modern treatment 
of incomplete contracts and incomplete in-
formation. I chose to not draw the distinction 
between adverse selection and moral hazard 
because the outcome of adverse selection in 
the context of owners and managers is ulti-
mately just the moral hazard: the manager 
with unknowable and hidden “bad” traits will 
make non-value-maximizing decisions. While 
principal–agent problems and corporate con-
trol mechanisms are fascinating and complex, 

SmartBook is an extension of LearnSmart–an adap-
tive eBook that helps students focus their study 
time more effectively. As students read, SmartBook 
assesses comprehension and dynamically high-
lights where they need to study more.

For more information about Connect, go to connect.
mheducation.com, or contact your local McGraw-
Hill sales representative.

McGraw-Hill’s Customer Experience Group

We understand that getting the most from your 
new technology can be challenging. That’s why our 
services don’t stop after you purchase our products. 
You can e-mail our Product Specialists 24 hours 
a day to get product-training online. Or you can 
search our knowledge bank of Frequently Asked 
Questions on our support website. For Customer 
Support, call 800-331-5094, or visit www.mhhe.
com/support.

McGraw-Hill CreateTM is a self-service website 
that allows you to create customized course mate-
rials using McGraw-Hill’s comprehensive, cross-
disciplinary content and digital products. You can 
even access third-party content such as readings, ar-
ticles, cases, videos, and more. Arrange the content 
you’ve selected to match the scope and sequence of 
your course. Personalize your book with a cover de-
sign and choose the best format for your students–
eBook, color print, or black-and-white print. And, 
when you are done, you’ll receive a PDF review 
copy in just minutes!

NEW FEATURES IN THE TWELFTH EDITION

As with every new edition, I have made a num-
ber of revisions to the text by adding new Illustra-
tions, updating and improving topic coverage as 
needed, and developing a few more Technical and 
Applied Problems. In this Twelfth Edition, I retired 
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coverage in the Twelfth Edition is brief and 
fundamental, yet still complete enough to stir 
the interest of better students who may wish 
to pursue advanced elective courses in busi-
ness strategy and organization.

■■ Also new in Chapter 1, Illustration 1.3 exam-
ines a “real-world” rule-of-thumb approach 
to valuing a business’s future stream of ex-
pected profit, one that is reportedly used by 
real estate brokers who specialize in selling 
golf courses.  They simplify the valuation 
process by treating the purchase of a golf 
course as buying this year’s profit in perpetu-
ity. Although this rule of thumb is no doubt 
too simplistic, students find the simple tech-
nique of dividing the single-period profit by 
the risk-adjusted discount rate to be “useful.” 
Illustration 1.3 discusses the circumstances 
under which we can reasonably expect to find 
an equivalence between this simple rule of 
thumb and the textbook computation of the 
present value of the stream of future expected 
profits. To accommodate the students’ interest 
in this topic, I have extended the Mathemati-
cal Appendix in Chapter 1 to cover comput-
ing present value of a perpetuity along with 
a quantitative problem that applies this tech-
nique.

■■ Also included in new Illustration 1.3 is a brief 
explanation of the concept of “enterprise 
value” (EV), a term now widely used in busi-
ness publications and investment blogs. EV 
is promoted as a convenient way to relate 
the present value of expected profits to the 
market price paid for a firm. To compute the 
firm’s EV, the transacted market price of a 
firm is adjusted for the firm’s capital structure 
by subtracting from market price the value of 
any cash balances the firm may possess and 
adding the value of any debt obligations that 
would need to be settled by the firm’s buyer 
at the time of purchase: enterprise value 5 
market price of firm 2 cash 1 debt.

■■ In Chapter 2, a new Illustration 2.2 does 
for supply what Illustration 2.1 does for 
demand—it gives students some more exam-
ples of variables that shift the supply curve.  
Illustration 2.2 reinforces the idea that supply 
curve shifts should be viewed as horizontal 
shifts in supply, rather than “up” or “down” 
shifts.  Chapter 2 also adopts a rather minor 
change in notation that should be mentioned 
here to head off any confusion that might 
arise. The notation for the expected price of a 
good in the future is modified slightly to clear 
up any possible confusion that buyers’ expec-
tations of future prices are somehow equiva-
lent to sellers’ expectations of future prices. 
This edition no longer uses Pe to denote both 
demand-and supply-side effects of expected 
price. Following the convention already ad-
opted in past editions, the subscript for the 
demand-side variable is henceforth denoted 
with uppercase E (PE) and the supply-side 
variable continues to be denoted with lower-
case e (Pe). As a consequence of this change, 
PE no longer denotes equilibrium price. ​

__
 P​ now 

denotes equilibrium price and ​
__

 Q​ denotes equi-
librium quantity.

■■ In Chapter 6, new Illustration 6.1, “P 3 Q Mea-
sures More Than Just Business’s Total Reve-
nue,” reminds students that total revenue also 
measures the total expenditure by consumers 
on a good or service.  The Illustration then 
shows how to employ demand elasticity to 
predict the effect of price changes on consumer 
expenditures, which, of course, is the same as 
predicting the effect of price changes on total 
revenue. Illustration 6.1 can seem obvious or 
even trivial to instructors, but students often 
see it clarifying the simple idea.

■■ In Chapter 7, as previously mentioned, I have 
updated Illustration 7.3, “Forecasting New-
Home Sales: A Time-Series Forecast,” by 
collecting the new-home sales data covering the 
36-month period January 2012–December 2014.  
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Using the latest data, the seasonal dummy 
variable regression and forecasting model 
works quite well again to illustrate the power 
of this rather simple method of capturing 
seasonal buying patterns on monthly sales of 
new homes.

■■ One new Technical Problem is added to both 
Chapters 11 and 12, and two new Applied 
Problems have been added to Chapter 12, 
along with new Illustration 12.2, “Diamonds 
Are Forever—Entry Barriers Are Not.” The 
new Illustration examines the nature of entry 
barriers in the New York City taxi cab mar-
ket and explains how these barriers are now 
disappearing as a result of new smartphone 
app-based car services supplied by Uber, Lyft, 
and Gett.

■■ Finally, in Chapter 14, new Illustration 14.1, 
“Greyhound Ditches Uniform Pricing for Dy-
namic Pricing,” discusses the value to Grey-
hound Bus Company of moving away from 
uniform pricing to a form of price discrimina-
tion called dynamic pricing. Although neither 
the illustration nor the text attempts to model 
dynamic pricing, students can nonetheless see 
how Greyhound can profit from charging dif-
ferent prices at different times for the same 
bus trip.

In addition to the changes in the textbook, the 
Twelfth Edition also improves the Supplements, 
which are available to students and instructors 
via McGraw-Hill Connect. Possibly the most use-
ful of these improvements is the significant ex-
pansion in the number of problems available in 
the Homework Exercises supplement, which as 
previously noted is now located in the Instructors’ 
Manual. 

As always, I continue to rely heavily on sug-
gestions for improvement from both students and 
instructors. I encourage you to contact me directly 
(crthomas1@usf.edu) with any thoughts you may 
have for improving the textbook or the accompany-
ing supplements.

A WORD TO STUDENTS

One of the primary objectives in writing this book 
is to provide you, the student, with a book that 
enhances your learning experience in managerial 
economics. However, the degree of success you 
achieve in your managerial economics course will 
depend, in large measure, on the effectiveness of 
your study techniques. I would like to offer you 
this one tip on studying: Emphasize active study 
techniques rather than passive study techniques. 
Passive study techniques are the kinds of study 
routines that do not require you to “dig out” the 
logic for yourself. Some examples of passive study 
activities include reading the text, reviewing class 
notes, and listening to lectures. These are “passive” 
in nature because the authors of your textbook or 
your instructor are providing the analytical guid-
ance and logic for you. You are simply following 
someone else’s reasoning process, working your 
mind only hard enough to follow along with the 
authors or instructor. Passive techniques do not 
cause your brain to “burn” new neural pathways 
or networks. Generally speaking, students gravi-
tate toward passive study methods, because they 
are easier and less exhausting than active study 
methods.

Active study techniques require you to think 
and reason for yourself. For example, when you 
close your book, put aside your lecture notes, 
and try to explain a concept to yourself—perhaps 
sketching a graph or developing your own numeri-
cal example. Only then are you forcing your brain 
to “burn” a logical path of neurons that will make 
sense to you later. The better you can explain the 
“how” and “why” of key concepts and principles 
in this book, the more thorough will be your un-
derstanding and the better you will perform on 
exams. Of course, some passive study is necessary 
to become familiar with the material, but genuine 
understanding and the ability to use the decision-
making skills of managerial economics require 
emphasis on active, rather than passive, study 
techniques.
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Chapter 1
Managers, Profits,  
and Markets
After reading this chapter, you will be able to:

1.1	 Understand why managerial economics relies on microeconomics and industrial 
organization to analyze business practices and design business strategies.

1.2	 Explain the difference between economic and accounting profit and relate 
economic profit to the value of the firm.

1.3	 Describe how separation of ownership and management can lead to a 
principal–agent problem when goals of owners and managers are not aligned 
and monitoring managers is costly or impossible for owners. 

1.4	 Explain the difference between price-taking and price-setting firms and discuss 
the characteristics of the four market structures.

1.5	 Discuss the primary opportunities and threats presented by the globalization of 
markets in business.

Student of managerial economics: Will I ever use this? 
Professor: Only if your career is successful.

Success in the business world, no matter how you slice it, means 
winning in the marketplace. From CEOs of large corporations to man-
agers of small, privately held companies—and even nonprofit institu-

tions such as hospitals and universities—managers of any of these kinds of 
organizations cannot expect to make successful business decisions without a clear 
understanding of how market forces create both opportunities and constraints 
for business enterprises. Business publications such as The Wall Street Journal,  
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Bloomberg Businessweek, The Economist, Harvard Business Review, Forbes, and For-
tune regularly cover the many stories of brilliant and disastrous business de-
cisions and strategies made by executive managers. Although luck often 
plays a role in the outcome of these stories, the manager’s understanding—or  
lack of understanding—of fundamental economic relations usually accounts for the 
difference between success and failure in business decisions. While economic analy-
sis is not the only tool used by successful managers, it is a powerful and essential 
tool. Our primary goal in this text is to show you how business managers can use 
economic concepts and analysis to make decisions and design strategies that will 
achieve the firm’s primary goal, which is usually the maximization of profit.

Publishers roll out dozens of new books and articles each year touting the lat-
est strategy du jour from one of the year’s most “insightful” business gurus. The 
never-ending parade of new business “strategies,” buzzwords, and anecdotes 
might lead you to believe that successful managers must constantly replace out-
dated analytical methods with the latest fad in business decision making. While 
it is certainly true that managers must constantly be aware of new developments 
in the marketplace, a clear understanding of the economic way of thinking about 
business decision making is a valuable and timeless tool for analyzing business 
practices and strategies. Managerial economics addresses the larger economic and 
market forces that shape both day-to-day business practices, as well as strategies 
for sustaining the long-run profitability of firms. Instead of presenting cookbook 
formulas, the economic way of thinking develops a systematic, logical approach to 
understanding business decisions and strategies—both today’s and tomorrow’s.

While this text focuses on making the most profitable business decisions, the prin-
ciples and techniques set forth also offer valuable advice for managers of nonprofit 
organizations such as charitable foundations, universities, hospitals, and government 
agencies. The manager of a hospital’s indigent-care facility, for example, may wish 
to minimize the cost of treating a community’s indigent patients while maintaining a 
satisfactory level of care. A university president, facing a strict budget set by the state 
board of regents, may want to enroll and teach as many students as possible subject 
to meeting the state-imposed budget constraint. Although profit maximization is the 
primary objective addressed in this text, the economic way of thinking about business 
decisions and strategies provides all managers with a powerful and indispensible set 
of tools and insights for furthering the goals of their firms or organizations.

1.1 THE ECONOMIC WAY OF THINKING ABOUT BUSINESS 
PRACTICES AND STRATEGY

Because this text relies primarily on economic theory to explain how to make more 
profitable business decisions, we want to explain briefly how and why economic 
theory is valuable in learning how to run a business. Managerial economics applies 
the most useful concepts and theories from two closely related areas of economics—
microeconomics and industrial organization—to create a systematic, logical way of 
analyzing business practices and tactics designed to get the most profit, as well as 
formulating strategies for sustaining or protecting these profits in the long run.
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Economic Theory Simplifies Complexity

No doubt you have heard statements such as “That’s OK in theory, but what 
about the real world?” or “I don’t want ivory-tower theorizing; I want a practical  
solution.” Practical solutions to challenging real-world problems are seldom 
found in cookbook formulas, superficial rules of thumb, or simple guidelines and 
anecdotes. Profitable solutions generally require that people understand how 
the real world functions, which is often far too complex to comprehend without 
making the simplifying assumptions used in theories. Theory allows people to 
gain insights into complicated problems using simplifying assumptions to make 
sense out of confusion, to turn complexity into relative simplicity. By abstracting 
away from the irrelevant, managers can use the economic way of thinking about 
business problems to make predictions and explanations that are valid in the real 
world, even though the theory may ignore many of the actual characteristics of 
the real world. And, as we like to remind students, if it doesn’t work in theory or 
concept, it is highly unlikely to work in practice.

Using economic theory is in many ways like using a road map. A road map ab-
stracts away from nonessential items and concentrates on what is relevant for the 
task at hand. Suppose you want to drive from Dallas to Memphis. Having never 
made this trip, you need to have a map. So, you log on to the Internet and go to 
Google maps, where you get to choose either a satellite view of the region be-
tween Dallas and Memphis or a simple street view. The satellite view is an exact 
representation of the real world; it shows every road, tree, building, cow, and river 
between Dallas and Memphis. While the satellite view is certainly fascinating to look 
at, its inclusion of every geographic detail makes it inferior to the much simpler street 
view in its ability to guide you to Memphis. The simpler street view is better suited 
to guide you because it abstracts from reality by eliminating irrelevant information 
and showing only the important roads between Dallas and Memphis. As such, the 
(abstract) street view gives a much clearer picture of how to get to Memphis than 
the (real-world) satellite view. Likewise, the economic approach to understanding 
business reduces business problems to their most essential components.

The Roles of Microeconomics and Industrial Organization

As we mentioned previously, managerial economics draws on two closely related 
areas of economic theory: microeconomics and industrial organization. If you 
have taken a basic course in economics, you will recall that microeconomics is 
the study and analysis of the behavior of individual segments of the economy: 
individual consumers, workers and owners of resources, individual firms, indus-
tries, and markets for goods and services. As a necessary means for addressing 
the behavior of rational individuals (both consumers and producers), microeco-
nomics develops a number of foundation concepts and optimization techniques 
that explain the everyday business decisions managers must routinely make in 
running a business. These decisions involve such things as choosing the profit-
maximizing production level, deciding how much of the various productive in-
puts to purchase in order to produce the chosen output level at lowest total cost, 

microeconomics
The study of indi-
vidual behavior of 
consumers, business 
firms, and markets, 
and it contributes to 
our understanding of 
business practices and 
tactics.
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I L L U S T R AT I O N  1 . 1

Managerial Economics
The Right  for Doctors

A number of universities offer MBA programs de-
signed specifically for medical doctors. The majority 
of the doctors enrolled in these specialized programs 
are seeking to develop the business-decision-making 
skills they need to manage private and public medical 
clinics and hospitals.

Doctors are understandably most interested in 
courses that will quickly teach them practical business 
skills. In managerial economics, they have found many 
valuable tools for business decision making and have 
been quick to apply the principles and tools of mana-
gerial economics to a variety of business problems in 
medicine. Some of the more interesting of these appli-
cations, all of which are topics you will learn about in 
this text, are discussed here:

■■ Irrelevance of fixed costs in decision making: Nearly 
all the physicians admitted to making some 
decisions based on fixed costs. A director of 
a radiation oncology department complained 
that many of her hospital’s administrative costs 
are included as part of the incremental costs of 
treating additional patients. While the hospital 
prided itself in moving toward a marginal cost 
pricing structure for services, the accounting 
department’s calculation of marginal cost was 
inflated by fixed administrative costs.

■■ Price discrimination: A doctor specializing in 
vasectomies wanted to increase revenue by 
engaging in price discrimination. After a lengthy 
discussion about the legality of charging differ-
ent prices for medical services, he decided to 
promote his vasectomy clinic by placing a $40-off 
coupon in the local newspaper’s TV guide. He 
believes that only lower income patients will clip 
the coupon and pay the lower price.

■■ Advertising dilemma: After a class discussion on 
the advertising dilemma in oligopoly markets, 
a doctor who specializes in LASIK eye surgery 
expressed her relief that none of the other three 
LASIK surgeons in her small town had shown 

any interest in advertising their services. She 
decided it would not be wise for her to begin 
running radio ads.

■■ Linear trend forecasting: Several physicians used 
linear trend analysis to forecast patient load. An 
administrator of a hospital’s emergency room 
services found that using “day-of-week” dummy 
variables, he could offer hospital administra-
tors statistical evidence—instead of his casual 
observation—that certain days of the week tend to 
be (statistically) significantly busier than others.

■■ Strategic entry deterrence: A doctor in New Orleans 
decided to open new clinics in Baton Rouge and 
Morgan City. No other clinics like his are cur-
rently operating in these two cities. In order to 
discourage other doctors from opening similar 
clinics, he plans to price his services just slightly 
above average total cost but significantly below 
the price that would maximize profit under 
monopoly.

■■ Profit maximization vs. revenue maximization: A 
doctor with a 25 percent ownership interest in 
a pharmaceutical supply firm realized during 
class that his sales manager is probably selling 
too many units because the manager’s compensa-
tion is based substantially on commissions. The 
doctor plans to recommend raising drug prices 
to sell fewer units and to begin paying the sales 
manager a percentage of profit.

■■ Economies of scale and scope: Hospital managers 
perceive the current trend toward “managed 
care” to be forcing hospitals to reduce costs 
without reducing quality. Economies of scale and 
scope, to the extent that such economies exist, 
offer an attractive solution to the need for cost 
reduction. Hospital administrators in the class 
were especially interested in empirical methods 
of measuring economies of scale in order to plan 
for future expansion or contraction.

■■ Cost-minimizing input combination: One doctor 
who owns and manages a chain of walk-in clinics 
decided to reduce the employment of MDs and 
increase the employment of RNs on the basis of 
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choosing how much to spend on advertising, allocating production between two 
or more manufacturing plants located in different places, and setting the profit-
maximizing price(s) for the good(s) the firm sells.

These routine business decisions, made under the prevailing market condi-
tions, are sometimes referred to as business practices or tactics to distinguish them 
from strategic decisions, which involve business moves designed intentionally to 
influence the behavior of rival firms. In other words, the firm’s management team 
makes many decisions about business practices or tactics to create the greatest 
possible profit for the specific business environment faced by the firm. Because 
business practices typically involve maximizing or minimizing something, the 
field of microeconomics can be extremely helpful in understanding how to make 
these operating decisions. As we will stress throughout this book, microeconom-
ics, with its emphasis on maximizing and minimizing processes, provides a kind 
of all-purpose, Swiss army knife for explaining how to make the most profitable 
business decisions. Once you get the hang of this approach, you will see that mana-
gerial economics is really just a series of repeated applications of a general method 
of reasoning known as “marginal analysis.” In Chapter 3, we will explain and illus-
trate the powerful logic of marginal analysis. Economists like to say that marginal 
analysis provides “the key to the kingdom of microeconomics.” Given the central 
role of microeconomics in managerial economics, we can safely tell you that mar-
ginal analysis also provides “the key to the kingdom of managerial economics.”

While microeconomics serves as our “Swiss army knife” for explaining most 
business practices, a specialized branch of microeconomics, known as industrial 
organization, gives us an additional, complementary tool for business analysis. 
Industrial organization, which focuses specifically on the behavior and structure 
of firms and industries, supplies considerable insight into the nature, motivation, 
and consequences of strategic actions firms may wish to undertake. Many of the 
most important developments in business analysis and strategic thinking over the 
past 30 years flow directly from advances in the theory of industrial organiza-
tion. Most of the discussion in this text about strategic decision making can be 
attributed to these advances in the field of industrial organization.

business practices or 
tactics
Routine business 
decisions managers 
must make to earn the 
greatest profit under 
the prevailing market 
conditions facing 
the firm.

industrial organization
Branch of microeconomics 
focusing on the behavior 
and structure of firms 
and industries.

classroom discussion of cost minimization. Appar-
ently, for many of the procedures performed at the 
clinic, experienced nurses can perform the medical 
tasks approximately as well as the physicians, as 
long as the nurses are supervised by MDs. The 
doctor-manager reasoned that even though MDs 
have higher marginal products than RNs, the mar-
ginal product per dollar spent on RNs exceeded 
the marginal product per dollar spent on MDs.

Business publications report that doctors with MBA 
degrees are becoming increasingly powerful in the 

medical profession as hospitals, health maintenance 
organizations, and other types of health care clinics 
hire them to manage the business aspect of health care. 
Some doctors, as well as the American Medical Asso-
ciation, are opposed to blending business and medical 
values. Given the nature of the applications of mana-
gerial economics cited here, it appears that a course in 
managerial economics offers doctors insights into the 
business of medicine that they would not usually get 
in medical school. Many doctors think this knowledge 
is good medicine.
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Strategic decisions differ from routine business practices and tactics be-
cause strategic decisions do not accept the existing conditions of competition 
as fixed, but rather attempt to shape or alter the circumstances under which a 
firm competes with its rivals. In so doing, strategic decisions can create greater 
profits and, in some cases, protect and sustain the profits into the future. While 
common business practices and tactical decisions are necessary for keeping 
organizations moving toward their goals—usually profit-maximization—strategic  
decisions are, in a sense, “optional” actions managers might be able to undertake 
should circumstances arise making a strategy suitable and likely to succeed. In 
Chapter 13, we will show you how to apply a variety of concepts from game 
theory and industrial organization to design strategic moves to make more profit.

With its emphasis on noncooperative game theory and the behavior of firms 
when rivals are few in number, industrial organization concepts now play a central 
role in every modern course in business strategy. Business strategists rely heavily 
on the field of industrial organization to identify and examine the economic forces 
that influence the long-run profitability of businesses. Figure 1.1 shows a list of 
economic forces that determine the level of profit a firm can expect to earn in the 
long run and the durability of long-run profits.1 As a business or economics major, 
you may wish to take an entire course in industrial organization to learn about 
these forces. In this book, we will cover most of these factors in varying degrees 
of detail. We are confident that when you finish this course, you will agree that 

strategic decisions
Business actions taken to 
alter market conditions 
and behavior of rivals in 
ways that increase and/
or protect the strategic 
firm’s profit.

F I G U R E  1.1

Economic Forces That 
Promote Long-Run 
Profitability

Few close substitutes

Strong entry barriers

Weak rivalry within market

Low market power of
input suppliers

Long-run
profitability

Low market power of
consumers

Abundant complementary
products

Limited harmful government
intervention

1Michael Porter, in his book Competitive Strategy, New York: Free Press, 1980, examines the first 
five forces in Figure 1.1. His pioneering work, called “Five Forces Analysis,” remains a widely stud-
ied framework in business strategy courses. More recently, Adam Brandenburger and Barry Nalebuff 
have added complementarity of products and inputs to the list of economic forces affecting long-run 
profitability. See their book, Co-Opetition, New York: Doubleday, 1996.
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managerial economics covers a wide range of important business decisions and 
offers a powerful, indispensable view of the business world.

1.2  MEASURING AND MAXIMIZING ECONOMIC PROFIT

As mentioned previously, the primary purpose of this text is to show managers 
how to make decisions that will generate the most profit for their businesses. Profit 
serves as the score in the “game” of business. It’s the amount by which revenues 
exceed costs. And when costs exceed revenues, the resulting negative profits, or 
losses, signal owners in no uncertain terms that they are reducing their wealth by 
owning and running unprofitable businesses. The success of managers’ decisions is 
judged according to a single overriding concern: Are managers’ decisions creating 
higher or lower profits? Managers who can make the largest possible profits not 
only enrich the owners of firms—and managers are often part or full owners of 
firms they manage—but they also create for themselves a reputation for profitable 
decision making that can be worth millions of dollars in executive compensation. 
Thus, it is crucial for managers to understand how the “score” is calculated and 
how to achieve the highest possible score without getting sidetracked by issues 
that don’t affect the score. It is essential that managers never forget that the goal 
of the firm is to maximize economic profits. Nothing else matters in the world of 
business as much as profit does because the value of a business and the wealth of 
its owners are determined solely by the amount of profits the firm can earn.

After hearing so much news about scandals over financial reporting errors, as 
well as several spectacular cases of management and accounting fraud—think 
Enron, WorldCom, and MF Global—you probably won’t be surprised when we 
explain in this section why “profits” reported in corporate financial statements 
generally overstate the profitability of firms. The tendency for overstating profits 
examined in this section, however, has nothing to do with accounting mistakes or 
fraud. Indeed, the reason accounting reports of profit (which accountants may call 
net income, net earnings, or net profit, depending on the circumstances) poorly re-
flect the actual profitability of firms can be explained by examining the generally 
accepted accounting practices set forth by professional accounting associations 
subject to approval from government agencies. Before we can explain why finan-
cial accounting procedures overstate business profitability, we must first show 
you how to measure the economic costs businesses incur when using resources to 
produce goods or services.

Economic Cost of Using Resources

As you know, businesses produce the goods or services they sell using a variety 
of resources or productive inputs. Many kinds of labor services and capital equip-
ment inputs may be employed along with land, buildings, raw materials, energy, 
financial resources, and managerial talent. The economic cost of using resources 
to produce a good or service is the opportunity cost to the owners of the firm using 
those resources. The opportunity cost of using any kind of resource is what the 
owners of a business must give up to use the resource.

opportunity cost
What a firm’s owners 
give up to use resources 
to produce goods or 
services.
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The method of measuring opportunity costs differs for various kinds of inputs 
used by businesses. Businesses utilize two kinds of inputs or resources. One of 
these categories is market-supplied resources, which are resources owned by 
others and hired, rented, or leased by the firm. Examples of resources purchased 
from others include labor services of skilled and unskilled workers, raw materials 
purchased in resource markets from commercial suppliers, and capital equipment 
rented or leased from equipment suppliers. The other category of resources is 
owner-supplied resources. The three most important types of owner-supplied 
resources are money provided to the business by its owners, time and labor 
services provided by the firm’s owners, and any land, buildings, or capital 
equipment owned and used by the firm.

Businesses incur opportunity costs for both categories of resources used. 
Thus, the total economic cost of resources used in production is the sum of the 
opportunity costs of market-supplied resources and the opportunity costs of 
owner-supplied resources. Total economic cost, then, represents the opportunity 
cost of all resources used by a firm to produce goods or services.

The opportunity costs of using market-supplied resources are the out-of-pocket 
monetary payments made to the owners of resources. The monetary payments 
made for market-supplied inputs are also known as explicit costs. For example, 
one of the resources Apple Inc. needs to manufacture its iMac computer is an 
Intel Core i7 microprocessor chip. This chip is manufactured by Intel Corp., 
and Apple can purchase one for $310. Thus, Apple’s opportunity cost to obtain 
the computer chip is $310, the monetary payment to the owner of the input. 
We want to emphasize here that explicit costs are indeed opportunity costs; 
specifically, it’s the amount of money sacrificed by firm owners to get market-
supplied resources.

In contrast to explicit costs of using market-supplied resources, there are no 
out-of-pocket monetary or cash payments made for using owner-supplied re-
sources. The opportunity cost of using an owner-supplied resource is the best return 
the owners of the firm could have received had they taken their own resource 
to market instead of using it themselves. These nonmonetary opportunity costs 
of using a firm’s own resources are called implicit costs because the firm makes 
no monetary payment to use its own resources. Even though firms do not make 
explicit monetary payments for using owner-supplied inputs, the opportunity 
costs of using such inputs are not zero. The opportunity cost is only equal to zero 
if the market value of the resource is zero, that is, if no other firm would be willing 
to pay anything for the use of the resource.

Even though businesses incur numerous kinds of implicit costs, we will fo-
cus our attention here on the three most important types of implicit costs men-
tioned earlier: (1) the opportunity cost of cash provided to a firm by its owners, 
which accountants refer to as equity capital; (2) the opportunity cost of using 
land or capital owned by the firm; and (3) the opportunity cost of the owner’s 
time spent managing the firm or working for the firm in some other capacity. 
For more than 70 years, these implicit costs have been the center of controversy 

market-supplied 
resources
Resources owned by 
others and hired, rented, or 
leased in resource markets.

owner-supplied 
resources
Resources owned and 
used by a firm.

total economic cost
Sum of opportunity 
costs of market-supplied 
resources plus 
opportunity costs 
of owner-supplied 
resources.

explicit costs
Monetary opportunity 
costs of using 
market-supplied 
resources.

implicit costs
Nonmonetary 
opportunity costs of 
using owner-supplied 
resources.

equity capital
Money provided to 
businesses by the 
owners.
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over how accountants should measure the costs of using owner-supplied re-
sources. We will have more to say about this issue in our later discussion of 
measuring business profit, as well as in Illustration 1.2. Let’s first look at ex-
amples of each of these implicit costs.

I L L U S T R AT I O N  1 . 2

The Sarbanes-Oxley Act
Will It Close the GAAP between Economic and 
Accounting Profit?

When Congress passed the Sarbanes-Oxley Act 
(2002), it gave the federal government substantial 
new authority to regulate the auditing of corporate 
financial statements with the aim of reducing fraudu-
lent reports of accounting profits. Although Sarbanes-
Oxley primarily focuses on detecting and preventing 
fraud via improved auditing, the act also rekindled 
interest in a long-standing conceptual disagreement 
between economists and accountants concerning how 
to properly measure profits. As we have emphasized 
in this chapter, accountants follow reporting rules 
known as generally accepted accounting principles, 
or GAAP, which do not allow most kinds of implicit 
costs of owner-supplied resources to be deducted from 
revenues. Failure to deduct these implicit costs causes 
accounting measures of profit—referred to on finan-
cial statements variously as net earnings, earnings af-
ter tax, net income, operating profit, and net profit—to 
overstate economic profit, because economic profit 
subtracts all costs of resources used by businesses.

A number of authorities in the fields of finance 
and accounting believe Sarbanes-Oxley focuses too 
much attention and regulatory effort on reducing 
fraud. They believe the most important shortcoming 
for financial statements stems from accounting rules 
that poorly measure the profitability of businesses. 
Robert Bartley, one of several experts who have 
contributed their opinions on the subject, offered the 
following observation:

For while there has been some cheating and corner- 
cutting, the real problem with corporate reporting is con-
ceptual. EPS, the familiar earnings per share [accounting 
profit divided by the number of outstanding shares of 
common stock], is supposed to measure corporate profit, 
as determined by GAAP, or generally accepted accounting 

principles. But economists have long recognized that profit 
is . . . by no means the same thing as accounting profit.a

This same concern is amplified by G. Bennett Stewart 
in his commentary on the Sarbanes-Oxley Act:

The real problem [causing the recent accounting 
scandals] is that earnings and earnings per share (EPS), 
as measured according to GAAP, are unreliable measures 
of corporate performance and stock-market value. 
Accountants simply are not counting what counts or 
measuring what matters.b

We have discussed in this chapter how to measure 
the implicit costs of several kinds of owner-supplied 
resources not presently treated as costs under GAAP: 
the owners’ financial capital (i.e., equity capital), 
physical capital, and land, as well as time spent by 
owners managing their firms. While all of these types 
of implicit costs must be treated as costs to bring ac-
counting earnings in line with economic profits, it is 
the opportunity cost of equity capital, according to 
Stewart, that generates the greatest single distortion in 
computing accounting profit:

The most noteworthy flaw in GAAP is that no charge is 
deducted from [revenues] for the cost of providing . . . 
shareholders with a . . . return on their investment . . . 
The most significant proposed adjustment of GAAP is 
to deduct the cost of equity capital from net income [i.e., 
accounting profit]. Failure to deduct it is a stupendous 
earnings distortion.c

As an example of the magnitude of this distortion, 
in 2002 the 500 firms that comprise the Standard and 
Poor’s (S&P) stock index employed about $3 trillion 
of equity capital, which, at a 10 percent annual op-
portunity cost of equity capital, represents a resource 
cost to businesses of $300 billion (0.10 3 $3 trillion). 
To put this cost, which GAAP completely ignores, into 
perspective, Stewart notes that the sum total of all ac-
counting profit for the S&P 500 firms in 2002 was just 

(Continued)
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$118 billion. After subtracting this opportunity cost of 
equity capital from aggregate accounting profit, the  
resulting measure of economic profit reveals that these 
500 businesses experienced a loss of $182 billion in 2002. 
As you can now more fully appreciate, the GAAP be-
tween economic and accounting profit creates a sizable 
distortion that, if corrected, can turn a seemingly profit-
able business, along with its CEO, into a big loser!

aRobert L. Bartley, “Thinking Things Over: Economic  
vs. Accounting Profit,” The Wall Street Journal,  
June 2, 2003, p. A23. Copyright © 2003 Dow Jones &  
Company, Inc.
bG. Bennett Stewart III, “Commentary: Why Smart  
Managers Do Dumb Things,” The Wall Street Journal,  
June 2, 2003, p. A18. Copyright © 2003 Dow Jones &  
Company.
c  Ibid.

Initially, and then later as firms grow and mature, owners of businesses—single 
proprietorships, partnerships, and corporations alike—usually provide some 
amount of money or cash to get their businesses going and to keep them running. 
This equity capital is an owner-supplied resource and entails an opportunity cost 
equal to the best return this money could earn for its owner in some other invest-
ment of comparable risk. Suppose, for example, investors use $20 million of their 
own money to start a firm of their own. Further suppose this group could take the 
$20 million to the venture capital market and earn a return of 12 percent annually 
at approximately the same level of risk incurred by using the money in its own 
business. Thus, the owners sacrifice $2.4 million (5 0.12 3 $20 million) annually 
by providing equity capital to the firm they own. If you don’t think this is a real 
cost, then be sure to read Illustration 1.2.

Now let’s illustrate the implicit cost of using land or capital owned by the 
firm. Consider Alpha Corporation and Beta Corporation, two manufacturing 
firms that produce a particular good. They are in every way identical, with one 
exception: The owner of Alpha Corp. rents the building in which the good is pro-
duced; the owner of Beta Corp. inherited the building the firm uses and there-
fore pays no rent. Which firm has the higher costs of production? The costs are 
the same, even though Beta makes no explicit payment for rent. The reason the 
costs are the same is that using the building to produce goods costs the owner of 
Beta the amount of income that could have been earned had the building been 
leased at the prevailing rent. Because these two buildings are the same, presum-
ably the market rentals would be the same. In other words, Alpha incurred an 
explicit cost for the use of its building, whereas Beta incurred an implicit cost for 
the use of its building.2 Regardless of whether the payment is explicit or implicit, 
the opportunity cost of using the building resource is the same for both firms.

We should note that the opportunity cost of using owner-supplied inputs 
may not bear any relation to the amount the firm paid to acquire the input. 
The opportunity cost reflects the current market value of the resource. If the firm 

2Alternatively, Beta’s sacrificed return can be measured as the amount the owner could earn if 
the resource (the building) were sold and the payment invested at the market rate of interest. The 
sacrificed interest is the implicit cost when a resource is sold and the proceeds invested. This measure 
of implicit cost is frequently the same as the forgone rental or lease income, but if they are not equal, 
the true opportunity cost is the best alternative return.
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paid $1 million for a plot of land two years ago but the market value of the land 
has since fallen to $500,000, the implicit cost now is the best return that could be 
earned if the land is sold for $500,000, not $1 million (which would be impossible 
under the circumstances), and the proceeds are invested. If the $500,000 could 
be invested at 6 percent annually, the implicit cost is $30,000 (5 0.06 3 $500,000) 
per year. You should be careful to note that the implicit cost is not what the re-
source could be sold for ($500,000) but rather it is the best return sacrificed each 
year ($30,000).

Finally, consider the value of firm owners’ time spent managing their own 
businesses. Presumably, if firm owners aren’t managing their businesses or 
working for their firms in other capacities, they could obtain jobs with some 
other firms, possibly as managers. The salary that could be earned in an alterna-
tive occupation is an implicit cost that should be considered as part of the total 
cost of production because it is an opportunity cost to these owners. The implicit 
cost of an owner’s time spent managing a firm or working for the firm in some 
other capacity is frequently, though not always, the same as the payment that 
would be necessary to hire an equivalent manager or worker if the owner does 
not work for the firm.

We wish to stress again that, even though no explicit monetary payment is 
made for the use of owner-supplied resources, $1 worth of implicit costs is no less 
(and no more) of an opportunity cost of using resources than $1 worth of explicit 
costs. Consequently, both kinds of opportunity costs, explicit and implicit oppor-
tunity costs, are added together to get the total economic cost of resource use. We 
now summarize this important discussion on measuring the economic costs of 
using resources in a principle:

Principle  The opportunity cost of using resources is the amount the firm gives up by using these 
resources. Opportunity costs can be either explicit costs or implicit costs. Explicit costs are the costs of 
using market-supplied resources, which are the monetary payments to hire, rent, or lease resources owned 
by others. Implicit costs are the costs of using owner-supplied resources, which are the greatest earnings 
forgone from using resources owned by the firm in the firm’s own production process. Total economic cost 
is the sum of explicit and implicit costs.

Figure 1.2 illustrates the relations set forth in this principle. Now that we have 
shown you how to measure the cost of using resources, we can explain the 
difference between economic profit and accounting profit.

Notice to students: The notebooks in the left margin throughout this text are di-
recting you to work the enumerated Technical Problems at the end of the chapter. 
Be sure to check the answers provided for you at the end of the book before pro-
ceeding to the next section of a chapter. We have carefully designed the Technical 
Problems to guide your learning in a step-by-step process.

Economic Profit versus Accounting Profit

Economic profit is the difference between total revenue and total economic 
cost. Recall from our previous discussion that total economic cost measures the 

Now try Technical 
Problem 1.

economic profit
The difference between 
total revenue and total 
economic cost.
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opportunity costs of all the resources used by the business, both market-supplied 
and owner-supplied resources, and thus:

Economic profit 5 Total revenue 2 Total economic cost
	 5 Total revenue 2 Explicit costs 2 Implicit costs

Economic profit, when it arises, belongs to the owners of the firm and will increase 
the wealth of the owners. When revenues fail to cover total economic cost, economic 
profit is negative, and the loss must be paid for out of the wealth of the owners.

When accountants calculate business profitability for financial reports, they fol-
low a set of rules known as “generally accepted accounting principles” or GAAP. 
If you have taken courses in accounting, you know that GAAP provides accoun-
tants with detailed measurement rules for developing accounting information 
presented in financial statements, such as balance sheets, cash flow statements, 
and income statements. The Securities and Exchange Commission (SEC) along 
with the Financial Accounting Standards Board (FASB), a professional accounting 
organization, work together to construct the detailed rules of GAAP. To under-
stand the importance of GAAP for our present discussion, you only need to know 
that GAAP rules do not allow accountants to deduct most types of implicit costs 
for the purposes of calculating taxable accounting profit.

Accounting profit, then, differs from economic profit because accounting 
profit does not subtract from total revenue the implicit costs of using resources. 
Accounting profit is the difference between total revenue and explicit costs:

Accounting profit 5 Total revenue 2 Explicit costs

accounting profit
The difference between 
total revenue and explicit 
costs.

F I G U R E  1 . 2

Economic Cost of Using 
Resources

Explicit Costs
of

Market-Supplied Resources
The monetary payments to

resource owners

Implicit Costs
of

Owner-Supplied Resources
The returns forgone by not taking
the owners‘ resources to market

Total Economic Cost
The total opportunity costs of 

both kinds of resources

+

=
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Depending on the type of financial statement and where it appears in a statement, 
accounting profit goes by a variety of names such as income, net income, operat-
ing income, net profit, earnings, or net earnings.

As you can see, when firms employ owner-supplied resources, the resulting 
implicit costs are not subtracted from total revenue and the accounting profits 
reported in financial statements overstate business profitability. All three types 
of implicit costs discussed earlier are ignored by accountants.3 We want to stress, 
however, that when financial accountants omit these implicit costs from financial 
reports, they are following generally accepted rules set forth by the FASB and 
SEC. The practice of omitting most kinds of implicit costs, which can be quite large 
for many firms, is widely recognized by managers, shareholders, government of-
ficials, and financial analysts, who make lucrative careers converting the infor-
mation in financial accounting statements into measures more closely resembling 
economic profit (see Illustration 1.2).

Business owners, of course, must bear all costs of using resources, both explicit 
and implicit, regardless of which costs may be deducted for accounting purposes. 
Because all costs matter to owners of a firm, you should now clearly understand 
why maximizing economic profit, rather than accounting profit, is the objective of 
the firm’s owners. And, as we explain in the following section, the value of a firm 
is determined by the amount of economic profit, rather than accounting profit 
the firm is expected to earn in the current period and all future periods. As you 
now see, it is economic profit that matters in business decision making, so in the 
rest of this chapter and in later chapters whenever we refer to “profit,” we will 
mean economic profit. We will now summarize the relation between economic and 
accounting profits in a principle:

Principle  Economic profit is the difference between total revenue and total economic cost:

Economic profit 5 Total revenue 2 Total economic cost

	 5 Total revenue − Explicit costs 2 Implicit costs

Accounting profit differs from economic profit because accounting profit does not subtract from total 
revenue the implicit costs of using resources:

Accounting profit 5 Total revenue 2 Explicit costs

Since the owners of firms must cover the costs of all resources used by the firm, maximizing economic profit, 
rather than accounting profit, is the objective of the firm’s owners.

Now try Technical 
Problem 2.

3One of the implicit costs that accountants do deduct when computing accounting profit is 
the cost of depreciation of capital assets, which is the reduction in the value of capital equipment 
from the ordinary wear and tear of usage. As you may know from taking accounting courses, 
businesses have several methods to choose from when computing depreciation costs, and some of 
these methods tend to overstate the actual value of depreciation in the early years of equipment 
ownership.
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Maximizing the Value of the Firm

As we stressed in the preceding discussion and principle, owners of a firm, 
whether the shareholders of a corporation or the owner of a single proprietor-
ship, are best served by management decisions that seek to maximize the profit 
of the firm. In general, when managers maximize economic profit, they are also 
maximizing the value of the firm, which is the price someone will pay for the 
firm. How much will someone pay for a firm? Suppose you are going to buy a 
business on January 1 and sell it on December 31. If the firm is going to make an 
economic profit of $50,000 during the year, you are willing to pay no more than 
$50,000 (in monthly payments matching the flow of profit) to own the firm for 
that year. Because other potential buyers are also willing to pay up to $50,000, 
the firm likely sells for very nearly or exactly the amount of the economic profit 
earned in a year.

When a firm earns a stream of economic profit for a number of years in the fu-
ture, the value of a firm—the price for which it can be sold—is the present value 
of the future economic profits expected to be generated by the firm:

Value of a firm 5 ​ 
p1 ______ 

(1 1 r)
 ​ 1 ​ 

p2 _______ 
(1 1 r)2 ​ 1 . . . 1 ​ 

pT _______ 
(1 1 r)T ​ 5 ​o 

t51

​ 
T

​ ​ 
pt _______ 

(1 1 r)t ​​

where pt is the economic profit expected in period t, r is the risk-adjusted discount 
rate, and T is the number of years in the life of a firm.4 Inasmuch as future profit 
is not known with certainty, the value of a firm is calculated using the profit 
expected to be earned in future periods. The greater the variation in possible future 
profits, the less a buyer is willing to pay for those risky future profits. The risk 
associated with not knowing future profits of a firm is accounted for by adding 
a risk premium to the (riskless) discount rate. A risk premium increases the dis-
count rate, thereby decreasing the present value of profit received in the future, in 
order to compensate investors for the risk of not knowing with certainty the future 
value of profits. The more uncertain the future profits, the higher the risk-adjusted 
discount rate used by investors in valuing a firm, and the more heavily future 
profits will be discounted.

Principle  The value of a firm is the price for which it can be sold, and that price is equal to the present 
value of the expected future profits of the firm. The larger (smaller) the risk associated with future profits, 
the higher (lower) the risk-adjusted discount rate used to compute the value of the firm, and the lower 
(higher) will be the value of the firm.

value of a firm
The price for which the 
firm can be sold, which 
equals the present value 
of future profits.

Now try Technical 
Problem 3.

risk premium
An increase in the 
discount rate to 
compensate investors for 
uncertainty about future 
profits.

4Because a dollar of profit received in the future is worth less than a dollar received now, 
multiperiod decision making employs the concept of present value. Present value is the value at the 
present time of a payment or stream of payments to be received (or paid) some time in the future.  
The appendix at the end of this chapter reviews the mathematics of present value computations, 
a topic usually covered in an introductory course in finance or accounting.
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I L L U S T R AT I O N  1 . 3

How Do You Value a Golf Course?
Estimating the Market Price of a Business

Recently golf courses have been raising their member-
ship and green fees, making golf courses more profit-
able. Not surprisingly, Golf Digest reports that prices 
investors are paying for golf courses are now rising. 
As we explain in this chapter, the value of any busi-
ness firm is the price for which the firm can be sold, 
and this price will reflect the buyer’s calculation of the 
present value of the future profits expected to be gen-
erated by the firm. 

So, if you wanted to invest in a golf course, how 
much should you expect to pay to buy one? Because 
you would be competing with many other investors, 
you would not expect to pay less than the present 
value of the golf course’s future stream of profits. To 
help answer this question, Golf Digest interviewed 
Keith Cubba, who is the national director of the 
golf course group at a large commercial real estate 
brokerage firm. Based on this interview, Golf Digest 
worked up a valuation of a golf course using a com-
putational technique that is essentially equivalent to 
the “value of a firm” equation we present on page 14 
of this textbook.

Golf Digest begins its computation with a specific 
annual profit figure, which we will say is $480,000 for 
this Illustration. Golf Digest simplifies its computation 
in two ways: (1) profit is assumed to be $480,000 in 
every year, and (2) the profit stream continues forever–
that is, T in our textbook equation is infinity. Then, 
Golf Digest explains that in today’s commercial real 
estate market, investors require a risk-adjusted rate of 
return equal to about 10 percent annually. The value of 
this golf course is then calculated by dividing the an-
nual profit by the risk-adjusted rate of return:

Value of golf course 5 ​ p __ r ​ 5 ​ $480,000 ________ 0.10 ​  5 $4,800,000

As it turns out, $4.8 million is extremely close to the 
numerical value you would get if you applied the 
equation we present on page 14 using $480,000 in the 
numerator for the profit every year over a very long 
period of time and a risk-adjusted discount rate of 

10 percent.a Thus, a commercial real estate investor 
who wishes to earn 10 percent annually by owning 
this golf course would be willing to pay about $4.8 mil-
lion to buy it. A more “greedy” investor who requires 
a return of, say, 16 percent will only be willing to pay 
$3 million ($480,000/0.16) for the same golf course.

While the valuation analysis in Golf Digest is math-
ematically correct and economically sound, it can be 
misleading if the specific golf course has additional fi-
nancial features that cause a buyer to offer a price either 
higher or lower than the value of the golf course “enter-
prise” itself. Suppose the golf course has accumulated 
a cash account of $100,000. Because the buyer of the 
golf course gets the $100,000 of cash along with the golf 
course, the buyer would be willing to pay a price for 
the course that is $100,000 more than the present value 
of the expected stream of profit. Alternatively, sup-
pose the golf course has borrowed money in the past 
for whatever reason and has $100,000 of debt owed to 
a bank. At the time of purchase, the buyer of the golf 
course must pay off the debt to the bank, which reduces 
the price the buyer of the golf course is willing to pay 
by $100,000. As you can now see, the actual price paid 
for the golf course may not be equal to the present value 
of the expected stream of profit if the golf course comes 
with some amount of cash or debt. Financial economists 
sometimes refer to the value of the stream of expected 
profit as the “enterprise value” (EV) of the business. We 
just call it “the value of the firm” in this textbook.

aYou might be wondering about Golf Digest’s assumption 
that a golf course generates a perpetual stream of profit (i.e., 
T 5 `). For the golf course in this example, if we let T 5 50 
years in our textbook equation, the value will be $4,759,111, 
which is just a small deviation from the $4.8 million present 
value of a perpetual stream of profit. In other words, even 
if the investor believes the golf course will only generate 
profit for 50 years, she can still use Golf Digest’s “perpetuity” 
formula for the sake of convenience without much worry 
that she will be overvaluing the present value stream of 
profit. The nature of this mathematical approximation is also 
discussed in the Mathematical Appendix at the end of this 
chapter, “Review of Present Value Calculations.”
Source: Peter Finch, “Investors Are Taking a Fresh Look at 
Golf—and Liking What They See,” Golf Digest, December 
2014, p. 62. 
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The Equivalence of Value Maximization and Profit Maximization

Owners of a firm want the managers to make business decisions that will maximize 
the value of the firm, which, as we discussed in the previous subsection, is the sum 
of the discounted expected profits in current and future periods. As a general rule, 
then, a manager maximizes the value of the firm by making decisions that maxi-
mize expected profit in each period. That is, single-period profit maximization and 
maximizing the value of the firm are usually equivalent means to the same end: 
Maximizing profit in each period will result in the maximum value of the firm, and 
maximizing the value of the firm requires maximizing profit in each period.

Principle  If cost and revenue conditions in any period are independent of decisions made in other time 
periods, a manager will maximize the value of a firm (the present value of the firm) by making decisions that 
maximize profit in every single time period.

The equivalence of single-period profit maximization and maximizing the value 
of the firm holds only when the revenue and cost conditions in one time period are 
independent of revenue and costs in future time periods. When today’s decisions 
affect profits in future time periods, price or output decisions that maximize profit 
in each (single) time period will not maximize the value of the firm. Two examples 
of these kinds of situations occur when (1) a firm’s employees become more 
productive in future periods by producing more output in earlier periods—a case 
of learning by doing—and (2) current production has the effect of increasing cost 
in the future—as in extractive industries such as mining and oil production. Thus, 
if increasing current output has a positive effect on future revenue and profit, a 
value-maximizing manager selects an output level that is greater than the level 
that maximizes profit in a single time period. Alternatively, if current production 
has the effect of increasing cost in the future, maximizing the value of the firm 
requires a lower current output than maximizing single-period profit.

Despite these examples of inconsistencies between the two types of maximiza-
tion, it is generally the case that there is little difference between the conclusions 
of single-period profit maximization (the topic of most of this text) and present 
value maximization. Thus, single-period profit maximization is generally the rule 
for managers to follow when trying to maximize the value of a firm.

Some Common Mistakes Managers Make

Taking a course in managerial economics is certainly not a requirement for mak-
ing successful business decisions. Everyone can name some extraordinarily astute 
business managers who succeeded in creating and running very profitable firms 
with little or no formal education in business or economics. Taking this course 
will not guarantee your success either. Plenty of managers with MBA degrees 
took courses in managerial economics but nonetheless failed sensationally and 
ended up getting fired or replaced in hostile takeovers by more profitably man-
aged firms. We firmly believe, however, that a course in managerial economics 
helps you avoid some of the more common mistakes that have led other managers 

Now try Technical 
Problem 4.
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to fail. As you progress through this book, we will draw your attention at various 
points along the way to a number of common pitfalls, misconceptions, and even 
mistakes that real-world managers would do well to avoid.

Although it is too soon for us to demonstrate or prove that certain practices can 
reduce profit and possibly create losses in some cases—this is only Chapter 1!— 
we can nonetheless give you a preview of several of the more common mistakes 
that you will learn to avoid in later chapters. Some of the terms in this brief pre-
view might be unclear to you now, but you can be sure that we will carefully 
explain things later in the text.

Never increase output simply to reduce average costs  Sometimes managers 
get confused about the role of average or unit cost in decision making. For example, 
a firm incurs total costs of $100 to produce 20 units. The average or unit cost is $5 
for each of the 20 units. Managers may believe, incorrectly, if they can increase 
output and cause average cost to fall, then profit must rise by expanding produc-
tion. Profit might rise, fall, or stay the same, and the actual change in profit has 
nothing to do with falling average costs.

As you will learn in Chapter 8, producing and selling more units in the short 
run can indeed cause unit or average costs to fall as fixed costs of production are 
spread over a greater number of units. As you will learn in Chapter 9, increas-
ing output in the long run causes average cost to fall when economies of scale 
are present. However, profit-maximizing firms should never increase production 
levels simply because average costs can be reduced. As we will show you, it is 
the marginal cost of production—the increment to total cost of producing an extra 
unit—that matters in decision making. Consequently, a manager who increases or 
decreases production to reduce unit costs will usually miss the profit-maximizing 
output level. Quite simply, output or sales expansion decisions should never be 
made on the basis of what happens to average costs.

Pursuit of market share usually reduces profit  Many managers misunderstand 
the role market share plays in determining profitability. Simply gaining market 
share does not create higher profits. In many situations, if managers add mar-
ket share by cutting price, the firm’s profit actually falls. Illustration 1.4 examines 
some empirical studies of managers who pursued market share while ignoring 
profit. You will learn in Chapters 11 and 12 that the best general advice is to ignore 
market share in business decision making.

We should mention here an important, although rather rare, exception to this 
rule that will be examined more carefully in Chapter 12: the value of market share 
when “network effects” are present. Network effects arise when the value each 
consumer places on your product depends on the number of other consumers who 
also buy your product. Suppose consumers highly value your good because a 
large number of other consumers also buy your good. Under these circumstances, 
grabbing market share faster than your rivals could give you a dominant position 
in the market, as consumers switch to your product away from sellers with small 
market shares. Failing to capture substantial market share might even threaten 
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I L L U S T R AT I O N  1 . 4

Managerial Strategy
Maximize Profit or Maximize Market Share?

Although sports and war metaphors are common in busi-
ness conversation and management seminars, managers 
may be reducing the value of their firms by placing too 
much emphasis on beating their competitors out of mar-
ket share rather than focusing on making the most profit 
for their shareholders. In a provocative study of manage-
rial strategy, Professors J. Scott Armstrong at the University 
of Pennsylvania’s Wharton School and Fred Collopy 
at Case Western Reserve University advise CEOs to  
focus on profits instead of market share. Armstrong  
and Collopy discovered that, instead of maximizing profit, 
many managers make decisions with an eye toward per-
forming well relative to their competitors—a decision-
making point of view they refer to as “competitor-oriented.”

In their nine-year study of more than 1,000 experi-
enced managers, Armstrong and Collopy found that 
managers are more likely to abandon the goal of profit 
maximization when they have greater amounts of in-
formation about the performance of their rivals. In the 
study, managers were asked to choose between two 
pricing plans for a new product—a low-price and a high-
price strategy—and were told the five-year present value 
of expected profits associated with each strategy. The 
table in the next column presents two of the “treatments” 
that were administered to different groups of subjects.

The “base” treatment gives the manager no infor-
mation about how a rival firm will fare under the two 
plans, while the “beat” treatment allows the manager 
to know how a decision will affect a rival. In the base 
treatment, almost all managers, as expected, chose the 
most profitable strategy (high price). When given in-
formation about the rival firm’s profit, subjects could 
see the impact of their decision on their rival, and 
many managers abandoned profit maximization. In 
the beat treatment, 60 percent chose not to maximize 
profit (low price). To address the possibility that the 
subjects were considering longer-term profits, Arm-
strong and Collopy changed the payoffs to 20-year 
present values. The results were the same.

Armstrong and Collopy believe the abandonment 
of profit as the firm’s objective is a consequence of 
managers having information about a competitor’s 

performance. They discovered that exposing manag-
ers to techniques that focus on gaining market share 
increased the proportion of subjects who abandoned 
profit maximization. When executives take strategic-
management courses, they become more likely to 
make profit-reducing decisions. These results are 
impressive because they have been repeated in more 
than 40 experiments with more than 1,000 subjects.

To see if firms that seek to maximize market share 
(competitor-oriented firms) tend to be less profitable 
over the long run than firms that pursue profit with-
out concern for market share, Armstrong and Collopy 
tracked the performance of two groups of firms over a 
54-year period. The group of firms that made pricing 
decisions based on competitor-oriented goals, such as 
increasing market share, were consistently less profit-
able over the 54-year period than the group that made 
pricing decisions to increase profit without regard to 
market share. Furthermore, companies pursuing market 
share were found to be less likely to survive: “Four of 
the six companies that focused strictly on market share 
(Gulf, American Can, Swift, and National Steel) did not 
survive. All four profit-oriented companies (DuPont, 
General Electric, Union Carbide, and Alcoa) did.”

Armstrong and Collopy conclude that the use of 
competitor-oriented objectives is detrimental to profit-
ability. To encourage managers to keep their focus on 
profit and not on market share, they offer the following 
specific advice:

■■ Do not use market share as an objective.
■■ Avoid using sports and military analogies 
because they foster a competitor orientation.

Net Present Value of Expected Profit over Five Years

Low-price strategy High-price strategy

Base treatment:
Your firm $40 million $  80  million

Beat treatment:
Your firm 40 million     80  million
Rival firm 20 million   160  million
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■■ Do not use management science techniques that 
are oriented to maximizing market share, such as 
portfolio planning matrices and experience curve 
analysis.

■■ Design information systems to focus attention on 
the firm’s performance, as measured by profits.

■■ Beware that improvement in the ability to mea-
sure market share—specifically through scan-
ner data collected at checkouts—may lead to a 
stronger focus on market share and less focus on 
profitability.

In a book about the business strategies of Southwest 
Airlines, the authors examine the decisions made by the 
airline’s CEO, Herb Kelleher. In a section titled “Say 
Nuts to Market Share,” Kelleher explains the role that 
market share plays at Southwest Airlines. Kelleher says:

Market share has nothing to do with profitability . . .  
Market share says we just want to be big; we don’t care if 
we make money doing it. . . . That is really incongruous if 
profitability is your purpose.

The book goes on to say that Kelleher believes “con-
fusing the two concepts (increasing profit and increas-
ing market share) has derailed many firms that were 
otherwise on track in fulfilling their fundamental pur-
pose (maximizing profit and firm value).” Perhaps it 
was only a coincidence, but we should mention that 
the value of Southwest Airlines tripled during the 
early to mid-1990s.

As we emphasize in this chapter, shareholders wish 
to see the value of their firms maximized. A manager 
bent on being the biggest airline or biggest auto rental 

agency may fail to be the most profitable airline or 
auto rental agency. As mentioned in our discussion 
of common management errors, the presence of net-
work effects can make the pursuit of market share a 
profitable strategy, as we will explain more fully in  
Chapter  12. In his recent book on market share, 
Richard Miniter offers this warning on the exceptional 
case of network effects:

Every rule has an exception (network effects)—and 
everyone wants to believe that they are it. Their busi-
ness is special and unique and therefore profits are 
not primary for them, but market share is. Too many 
managers believe that the myth of market share is not 
myth—for them. In a handful of cases, they’re right: 
Market share is what matters. . . . (In) the majority of 
cases . . . profit alone should sit on the throne.

We will show you in Chapter 12 how to identify 
those special few industries when market share mat-
ters. As this Illustration stresses, most managers should 
ignore market share. Between advances in shareholders’ 
willingness and ability to fire CEOs and the active mar-
ket for corporate control (mergers, acquisitions, and 
takeovers), a manager who fails to pursue primarily the 
maximization of profit may have a short career.

Sources: J. Scott Armstrong and Fred Collopy, “Competi-
tor Orientation: Effects of Objectives and Information on 
Managerial Decisions and Profitability,” Journal of Market-
ing Research, May 1996, pp. 188–99; “The Profitability of 
Winning,” Chief Executive, June 1, 1994, p. 60; Kevin Freiberg 
and Jackie Freiberg, Nuts!: Southwest Airlines’ Crazy Recipe for 
Business and Personal Success (New York: Broadway Books, 
1995), p. 49; Richard Miniter, The Myth of Market Share (New 
York: Crown Business, 2002), p. 139.

your long-run survival in the market. As we will explain fully in Chapter 12, your 
best move when network effects exist may be to charge a low initial price so that 
you can dominate the market and charge higher prices in later periods. Again, 
we must stress that pursuing market share is consistent with profit-maximization 
only when network effects are present.

Focusing on profit margin won’t maximize total profit  Profit margin is the 
difference between the price you charge for each unit and the average cost of 
producing the units. Suppose you charge $15 per unit, and average or unit cost 
is $9 per unit. Your profit margin, or average profit per unit, is $6 ($15 − $9) per 
unit. As we will demonstrate later in Chapters 11 and 12, managers should not 
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make decisions with the primary objective of increasing profit margin because total 
profit is not maximized at the output and price level where profit margin or unit 
profit is greatest. In later chapters you will learn to ignore profit margin when 
making pricing and output decisions. As you will see, profit margin is handy for 
computing the amount of profit a business makes, but profit margin plays no role 
in making profit-maximizing decisions. This subtle distinction in the proper use of 
profit margin is not well understood in the business community.

Maximizing total revenue reduces profit  You might think if managers have an 
opportunity to change price or quantity in a way that increases total revenue, they 
will always wish to do so. As it turns out, increasing revenue does not necessarily 
increase profit and may even lower profit. You will see that the demand curve 
facing a firm tells a manager the maximum price a firm can charge to sell various 
quantities of its product. At any chosen point on demand, total revenue is computed 
by multiplying price times the quantity demanded. Choosing different points on a 
firm’s demand curve will alter the amount of revenue the firm generates, as well as 
production costs and the amount of profit left over for the owners. We will show you 
in Chapters 11 and 12 that the point on a firm’s demand curve that maximizes profit 
will not be the price and quantity that maximizes total revenue.5 General managers 
have learned that, when the salaries of sales managers are tied to the number of units 
sold or the dollar amount of revenue generated, sales managers may try to persuade 
general managers to produce and sell too much product. The result: Revenue goes 
up, but profit goes down!

Cost-plus pricing formulas don’t produce profit-maximizing prices  Pricing 
decisions are probably the most difficult and risky of all the business decisions 
managers must make. To make matters worse, prices for the same product must 
routinely be set over and over again as market conditions change month after 
month and year after year. Of course, some firms produce hundreds, even thou-
sands, of products. So, it’s hard to blame managers for trying to find a simple pric-
ing formula requiring nothing more than readily available spreadsheet data. One 
such pricing formula, cost-plus pricing, is still widely used even though everyone 
trained in economics and marketing knows that setting prices higher than unit 
cost by some fixed, arbitrarily determined portion of unit cost almost never works. 
The unfortunate truth is that cost-plus pricing does not deliver profit-maximizing 
prices, except by sheer luck.6 In Chapter 12, we will show you how to set the most 
profitable prices when everyone pays the same price for the same good—a method 

5In theory, one exception to this rule exists, but it arises very rarely in practice. When a price- 
setting firm faces marginal costs that are zero, it will maximize profit by maximizing total revenue. 
We will explain this exception in Chapter 12.

6Only when businesses face constant costs can a formula for choosing a profit-maximizing 
markup on unit cost be contrived. But, this pricing formula is so complicated to apply that it offers 
no practical advantage over the “marginal revenue equals marginal cost” approach to optimal pric-
ing that you will learn in Chapter 12. We consider this contrived formula to be worthless and do not 
cover it anywhere in this text.
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known as uniform pricing. In Chapter 14, we will show you several advanced 
pricing techniques, which charge different buyers different prices and generate 
even more revenue than with uniform prices.

These are just a few of the many mistakes we will teach you how to avoid. Don’t 
be concerned at this point if you’re not sure you understand these mistakes—we 
guarantee you will by the end of the text!

1.3 SEPARATION OF OWNERSHIP AND CONTROL OF THE FIRM

Business owners frequently choose to delegate control of their businesses to a pro-
fessional executive or senior manager who will typically be assisted by additional 
subordinate managers, which creates an executive management team that relieves 
the owners of management duties. Only in the smallest business organizations— 
typically sole proprietorships, smaller general partnerships, and family 
businesses—are you likely to see owners managing their own businesses. The 
decision to hire professional managers creates a separation between business 
ownership and its management. This separation forms a special relationship be-
tween business owners and managers known as a principal–agent relationship. 
In this particular type of principle–agent relationship, a business owner (the 
principal) enters an agreement with an executive manager (the agent) whose job is 
to formulate and implement tactical and strategic business decisions that will fur-
ther the objectives of the business owner (the principal).7 The agency “agreement” 
can, and usually does, take the form of a legal contract to confer some degree of 
legal enforceability, but it can also be something as simple as an informal agree-
ment settled by a handshake between the owner and manager.

Separating ownership and control of a firm holds the potential to significantly 
increase a firm’s value, especially when it replaces “amateur” owner-managers 
with more experienced and talented professional business decision makers. In 
practice, however, some or all of the potential gain to the owners from hiring ex-
pert managers can be lost when owners cannot prevent managers from behaving 
opportunistically by taking self-interested actions that are harmful to the own-
ers. We will now discuss this fundamental problem arising from the separation of 
ownership and management and examine some ways to solve or at least control 
the severity of these problems.

The Principal–Agent Problem

A fundamental problem that frequently, but not always, afflicts the principal–
agent relationship between business owners and managers occurs when a 
manager takes an action or makes a decision that advances the interests of the 

principal–agent 
relationship
Relationship formed 
when a business owner 
(the principal) enters 
an agreement with an 
executive manager (the 
agent) whose job is to 
formulate and implement 
tactical and strategic 
business decisions that 
will further the objectives 
of the business owner 
(the principal).

7We are employing here a rather specific definition of the principal–agent relationship to focus 
on the agency relationship between a firm’s owners and the firm’s executive managers. Business 
organizations typically form a variety principal–agent relationship in addition to the one between 
owners and executive managers that we are discussing in this textbook. Several other examples of 
principal–agent relationships include CEOs and other executive officers (CFO, CIO, and COO), the 
boards of directors and CEOs, and CEOs and middle managers.
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manager but is harmful to the owners because the manager’s action reduces the 
value of the firm. This celebrated problem, which has generated considerable in-
terest and concern among business consultants, economists, and management 
scholars, is known as the principal–agent problem. A principal–agent problem 
requires the presence of two conditions: (1) the manager’s objectives must be dif-
ferent from those of the owner, and (2) the owner must find it too costly or even 
impossible to monitor the manager’s decisions to block any decisions or behavior 
that would reduce the firm’s value.

Conflicting objectives between owners and managers  In the natural state of 
affairs between owners and managers, the goals of owners are almost certainly 
different from the goals of managers, and thus we say that owner and manager 
goals are not aligned or that managers and owners possess conflicting objectives. 
A self-interested owner naturally wants her business run in a way that maximizes 
the value of her business. A self-interested executive manager—if the penalty is 
zero or small—will naturally wish to take advantage of opportunities to make 
decisions or take actions that will promote his well-being even when these deci-
sions also harm the owner of the business. 

For example, managers may choose to consume excessive, even lavish 
perquisites (or perks). It would be an unusual manager indeed who would not 
like to have the company (i.e., the owners) pay for a lavish office, memberships 
in exclusive country clubs, extraordinary levels of life and health insurance, a 
nanny to look after their children, a chauffeured limousine, and, if at all possible, 
a corporate jet. Although the decision to consume lavish perks is good for the 
manager, these perks reduce the profitability and value of the firm and thus 
harm the owners.

Another important example of conflicting goals involves managers who get 
sidetracked by goals that are inconsistent with value-maximization, such as the 
pursuit of larger firm size or the pursuit of higher market share. Studies show that 
there may be a couple of reasons for this behavior. First, executive managers are 
notorious for their enormous egos and intense desire to engage in empire build-
ing, which they find satisfying even if profit is sacrificed in the process. Second, 
some executives believe that their future salary and compensation, either at their 
present job or at their next job, will be richer if the firm they now manage experi-
ences rapid growth in assets, number of employees, or level of sales and revenues 
relative to their rival firms. As you will learn later in this book, pricing and produc-
tion decisions focused on creating the biggest, fastest-growing, or relatively largest 
companies do not, as a general rule, maximize profit or the value of the firm. You 
may recall that American Airlines was the largest airline in the United States for 
many years, but smaller Southwest Airlines was the most profitable airline during 
the same time period. Similarly, the largest car rental agency is usually not the most 
profitable rental car company, and Samsung’s Galaxy S is the market share leader 
in smartphones but Apple’s iPhone 6 has created far more profit for Apple share-
holders. Illustration 1.4 examines some of the causes and consequences of managers 
focusing on maximizing market share instead of economic profit.

principal–agent 
problem
A manager takes an 
action or makes a 
decision that advances 
the interests of the 
manager but reduces the 
value of the firm. 
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Problems with monitoring managers  Business owners, recognizing that their 
interests may diverge from the interests of their managers, can try to bind man-
agers through some form of incentive agreement—typically a legal contract 
for employment—that is carefully designed using incentives and penalties to 
force executives to make only decisions that will increase the value of the firm. 
Let’s suppose that a complete contract—one that protects owners from every 
possible deviation by managers from value-maximizing decisions—could in 
fact be designed by the owners’ lawyers. Once this complete contract is signed 
by the owners and excecutive manager, the owners then face the costly task 
of monitoring and enforcing the contract to make sure managers do not shirk, 
renege, or otherwise underperform when carrying out their contractual respon-
sibilities to maximize the value of the firm. 

If monitoring the manager could be accomplished perfectly and at a low cost, 
then no principle–agent problem would arise because the (hypothetical) complete 
contract forms an exact alignment of the owners’ and manager’s objectives, and 
low-cost monitoring ensures that the contractual alignment of goals is enforced. 
As you probably guessed, this ideal plan for eliminating the principal–agent prob-
lem fails in practice–even if complete contracts could be written—because moni-
toring managers is usually a costly activity for owners, and thus owners of the 
firm will not find it in their best interest to perfectly monitor the executive man-
ager. When monitoring costs are significant, as they usually are, managers will 
be able to undertake some opportunistic actions that further their interests at the 
expense of the owners.

In more extreme situations, monitoring becomes practically impossible be-
cause the manager is able to take hidden actions or make hidden decisions that 
cannot be observed by owners for any economically and legally feasible amount 
of monitoring effort. Hidden actions can be either good or bad actions from the 
owners’ point of view; that is, a hidden action can either increase or decrease the 
value of the firm. Because owners do not know whether a hidden action has been 
taken—either a good one or a bad one—it is impossible for monitoring efforts 
by owners to block or prevent managers from taking “bad” hidden actions. In 
this situation, owners’ efforts to monitor managers cannot protect owners from 
a principal–agent problem caused by hidden actions. This particular form of the 
principal–agent problem is called moral hazard. As you can see, moral hazard 
is both a problem of nonaligned objectives and a problem of harmful hidden  
actions. If either one of these two aspects is missing then there is no moral hazard 
problem. After all, in the absence of conflicting objectives, managers would make 
value-maximizing decisions and any hidden actions that might be undertaken 
would be “good” hidden actions that increase profit rather than “bad” hidden 
actions that reduce profit. 

Principle  A principal–agent problem arises between a firm’s owner and manager when two conditions 
are met: (1) the objectives of the owner and manager are not aligned, and (2) the owner finds it either too 
costly or impossible in the case of moral hazard to perfectly monitor the manager to block all management 
decisions that might be harmful to the owner of the business. 

complete contract
An employment contract 
that protects owners 
from every possible 
deviation by managers 
from value-maximizing 
decisions.

hidden actions
Actions or decisions 
taken by managers that 
cannot be observed by 
owners for any feasible 
amount of monitoring 
effort. 

moral hazard
A situation in which 
managers take hidden 
actions that harm the 
owners of the firm but 
further the interests of 
the managers.
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Corporate Control Mechanisms

The discussion of the principle–agent problem is not meant to imply that the 
owners or shareholders of corporations are completely helpless in the face of 
managers who aren’t doing what owners expect them to do. Rules of corporate 
governance give shareholders rights that allow them to control managers 
directly through specific corporate control measures and indirectly through 
the corporation’s board of directors, whose responsibility it is to monitor 
management. Shareholders themselves, and in partnership with the board of 
directors, may choose from a variety of mechanisms for controlling agency prob-
lems. In addition to these internal governance methods, forces outside the firm 
can also motivate managers to pursue maximization of the firm’s value. We will 
now review a few of the most important types of these mechanisms for intensi-
fying a manager’s desire to maximize profit. 

Stockholders often try to resolve or at least reduce the intensity of conflicting 
objectives between owners and managers by tying managers’ compensation 
to fulfilling the goals of the owner/shareholders. Managers have a greater 
incentive to make decisions that further the owners’ goals when managers 
themselves are owners. Equity ownership has proven to be one of the most 
effective mechanisms for taming the principal–agent problem, so much so that 
a growing number of professional money managers and large institutional 
investors refuse to invest in firms whose managers hold little or no equity stake 
in the firms they manage.

The members of the board of directors are agents of the shareholders charged 
with monitoring the decisions of executive managers. Just as managers are 
agents for owners, so too are directors, and thus principal–agent problems can 
arise between directors and shareholders. Many experts in corporate gover-
nance believe that the value of the board’s monitoring services is enhanced by 
appointing outsiders—directors not serving on the firm’s management team—
and by linking directors’ compensation to the value of the firm. Although 
having outsiders on the board and linking board member compensation to 
firm value are both effective ways to mitigate principal–agent problems, other 
problems can remain troublesome. Specifically, the effectiveness of a board 
of directors is undermined when a particular business decision is so complex 
that the board cannot reliably judge whether the decision furthers shareholder 
interests or not. And yet another problem arises when CEOs play an important 
role in the selection of the individual board members. Just how objective will 
board members be who owe their jobs to the person they are supposed to be 
monitoring?

Another method of creating incentives for managers to make value-
maximizing decisions involves corporate policy on debt financing. A policy  
that emphasizes financing corporate investments with debt rather than  
equity—selling shares of common stock to raise financial capital—can further 
the interests of shareholders in several ways. First, debt financing makes 
bankruptcy possible, in that firms cannot go bankrupt if they have no debt. 
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Thus, managers who value their employment have an additional incentive to 
increase profitability to lower the probability of bankruptcy. Second, manag-
ers face less pressure to generate revenues to cover the cost of investments if 
the payments are dividends to shareholders, which they can choose to defer or 
neglect altogether, rather than if the investment payments are installments on 
a loan. Finally, lending institutions themselves have an incentive to monitor 
managers of firms that borrow money from them. Banks and other lenders are 
likely to make it difficult for managers to consume excessive perks or make 
unprofitable investments.

Looking beyond the internal control mechanisms discussed, we should add to 
our discussion of corporate control mechanisms an important external force ini-
tiated by parties outside the firm itself—a corporate takeover—that can impose 
an effective solution to the principal–agent problem between shareholders and 
managers. When the value of a firm under its present management is less than 
what it would be with a different management team, a profit opportunity arises 
for outside investors to acquire stock and take control of the underperforming 
firm and then replace the existing management team with a new and presumably 
more profitable set of managers. If the new owners are indeed able to increase 
profit, the firm will become more valuable and the raiders will be rewarded by 
higher stock prices. 

Even though Hollywood movies have portrayed corporate takeovers as greedy 
maneuvers aimed only at making corporate raiders rich, most economists believe 
that takeovers can serve as a check on the power of opportunistic managers who 
exploit principal–agent problems. Takeovers create a market for corporate control 
of publicly traded businesses that can help resolve the conflict between managers 
and shareholders caused by separation of ownership and management: managers 
know they must maximize the value of their firms or else face a takeover and lose 
their jobs to new management.

1.4  MARKET STRUCTURE AND MANAGERIAL DECISION MAKING

As we have mentioned, managers cannot expect to succeed without understand-
ing how market forces shape the firm’s ability to earn profit. A particularly impor-
tant aspect of managerial decision making is the pricing decision. The structure of 
the market in which the firm operates can limit the ability of a manager to raise 
the price of the firm’s product without losing a substantial amount, possibly even 
all, of its sales.

Not all managers have the power to set the price of the firm’s product. In some 
industries, each firm in the industry makes up a relatively small portion of to-
tal sales and produces a product that is identical to the output produced by all 
the rest of the firms in the industry. The price of the good in such a situation 
is not determined by any one firm or manager but, rather, by the impersonal 
forces of the marketplace—the intersection of market demand and supply, as you 
will see in the next chapter. If a manager attempts to raise the price above the 
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market-determined price, the firm loses all its sales to the other firms in the indus-
try. After all, buyers do not care from whom they buy this identical product, and 
they would be unwilling to pay more than the going market price for the product. 
In such a situation, the firm is a price-taker and cannot set the price of the product 
it sells. We will discuss price-taking firms in detail in Chapter 11, and you will 
see that the demand curve facing a price-taking firm is horizontal at the price 
determined by market forces.

In contrast to managers of price-taking firms, the manager of a price-setting 
firm does set the price of the product. A price-setting firm has the ability to raise 
its price without losing all sales because the product is somehow differentiated 
from rivals’ products or perhaps because the geographic market area in which 
the product is sold has only one, or just a few, sellers of the product. At higher 
prices the firm sells less of its product, and at lower prices the firm sells more 
of its product. The ability to raise price without losing all sales is called market 
power, a subject we will examine more thoroughly in Chapters 13 and 14. 
Before we discuss some of the differing market structures to be analyzed in later 
chapters of this text, we first want you to consider the fundamental nature and 
purpose of a market.

What Is a Market?

A market is any arrangement through which buyers and sellers exchange final 
goods or services, resources used for production, or, in general, anything of 
value. The arrangement may be a location and time, such as a commercial bank 
from 9 a.m. until 6 p.m. on weekdays only, an agricultural produce market 
every first Tuesday of the month, a trading “pit” at a commodity exchange 
during trading hours, or even the parking lot of a stadium an hour before 
game time when ticket scalpers sometimes show up to sell tickets to sporting 
events. An arrangement may also be something other than a physical location 
and time, such as a classified ad in a newspaper or a website on the Internet. 
You should view the concept of a market quite broadly, particularly because 
advances in technology create new ways of bringing buyers and sellers 
together.

Markets are arrangements that reduce the cost of making transactions. 
Buyers wishing to purchase something must spend valuable time and other 
resources finding sellers, gathering information about prices and qualities, and 
ultimately making the purchase itself. Sellers wishing to sell something must 
spend valuable resources locating buyers (or pay a fee to sales agents to do so), 
gathering information about potential buyers (e.g., verifying creditworthiness 
or legal entitlement to buy), and finally closing the deal. These costs of mak-
ing a transaction happen, which are additional costs of doing business over 
and above the price paid, are known as transaction costs. Buyers and sellers 
use markets to facilitate exchange because markets lower the transaction costs 
for both parties. To understand the meaning of this seemingly abstract point, 
consider two alternative ways of selling a used car that you own. One way to 

price-taker
A firm that cannot set 
the price of the product 
it sells, since price is 
determined strictly by 
the market forces of 
demand and supply.

price-setting firm
A firm that can raise its 
price without losing all of 
its sales.

market power
A firm’s ability to raise 
price without losing all 
sales.

market
Any arrangement 
through which buyers 
and sellers exchange 
anything of value.

transaction costs
Costs of making a 
transaction happen, 
other than the price of 
the good or service itself.
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find a buyer for your car is to canvass your neighborhood, knocking on doors 
until you find a person willing to pay a price you are willing to accept. This will 
likely require a lot of your time and perhaps even involve buying a new pair 
of shoes. Alternatively, you could run an advertisement in the local newspaper 
describing your car and stating the price you are willing to accept for it. This 
method of selling the car involves a market—the newspaper ad. Even though 
you must pay a fee to run the ad, you choose to use this market because the 
transaction costs will be lower by advertising in the newspaper than by search-
ing door to door.

Different Market Structures

Market structure is a set of market characteristics that determines the economic 
environment in which a firm operates. As we now explain, the structure of a 
market governs the degree of pricing power possessed by a manager, both in 
the short run and in the long run. The list of economic characteristics needed to 
describe a market is actually rather short:

■■ The number and size of the firms operating in the market: A manager’s ability to 
raise the price of the firm’s product without losing most, if not all, of its buy-
ers depends in part on the number and size of sellers in a market. If there are 
a large number of sellers with each producing just a small fraction of the total 
sales in a market, no single firm can influence market price by changing its pro-
duction level. Alternatively, when the total output of a market is produced by 
one or a few firms with relatively large market shares, a single firm can cause 
the price to rise by restricting its output and to fall by increasing its output, as 
long as no other firm in the market decides to prevent the price from changing 
by suitably adjusting its own output level.

■■ The degree of product differentiation among competing producers: If sellers all pro-
duce products that consumers perceive to be identical, then buyers will never 
need to pay even a penny more for a particular firm’s product than the price 
charged by the rest of the firms. By differentiating a product either through real 
differences in product design or through advertised image, a firm may be able 
to raise its price above its rivals’ prices if consumers find the product differ-
ences sufficiently desirable to pay the higher price.

■■ The likelihood of new firms entering a market when incumbent firms are earning economic 
profits: When firms in a market earn economic profits, other firms will learn of this 
return in excess of opportunity costs and will try to enter the market. Once enough 
firms enter a market, price will be bid down sufficiently to eliminate any economic 
profit. Even firms with some degree of market power cannot keep prices higher 
than opportunity costs for long periods when entry is relatively easy.

Microeconomists have analyzed firms operating in a number of different mar-
ket structures. Not surprisingly, economists have names for these market struc-
tures: perfect competition, monopoly, monopolistic competition, and oligopoly. 
Although each of these market structures is examined in detail later in this text, 
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we briefly discuss each one now to show you how market structure shapes a 
manager’s pricing decisions.

In perfect competition, a large number of relatively small firms sell an undifferen-
tiated product in a market with no barriers to the entry of new firms. Managers of 
firms operating in perfectly competitive markets are price-takers with no market 
power. At the price determined entirely by the market forces of demand and sup-
ply, they decide how much to produce in order to maximize profit. In the absence 
of entry barriers, any economic profit earned at the market-determined price will 
vanish as new firms enter and drive the price down to the average cost of produc-
tion. Many of the markets for agricultural goods and other commodities traded on 
national and international exchanges closely match the characteristics of perfect 
competition.

In a monopoly market, a single firm, protected by some kind of barrier to entry, 
produces a product for which no close substitutes are available. A monopoly 
is a price-setting firm. The degree of market power enjoyed by the monopoly 
is determined by the ability of consumers to find imperfect substitutes for the 
monopolist’s product. The higher the price charged by the monopolist, the 
more willing are consumers to buy other products. The existence of a barrier 
to entry allows a monopolist to raise its price without concern that economic 
profit will attract new firms. As you will see in Chapter 12, examples of true 
monopolies are rare.

In markets characterized by monopolistic competition, a large number of firms 
that are small relative to the total size of the market produce differentiated 
products without the protection of barriers to entry. The only difference between 
perfect competition and monopolistic competition is the product differentiation 
that gives monopolistic competitors some degree of market power; they are 
price-setters rather than price-takers. As in perfectly competitive markets, the 
absence of entry barriers ensures that any economic profit will eventually be bid 
away by new entrants. The toothpaste market provides one example of monopo-
listic competition. The many brands and kinds of toothpaste are close, but not 
perfect, substitutes. Toothpaste manufacturers differentiate their toothpastes by 
using different flavorings, abrasives, whiteners, fluoride levels, and other ingre-
dients, along with a substantial amount of advertising designed to create brand 
loyalty.

In each of the three market structures discussed here, managers do not need 
to consider the reaction of rival firms to a price change. A monopolist has no 
rivals; a monopolistic competitor is small enough relative to the total market 
that its price changes will not usually cause rival firms to retaliate with price 
changes of their own; and, of course, a perfectly competitive firm is a price-
taker and would not change its price from the market-determined price. In 
contrast, in the case of an oligopoly market, just a few firms produce most or 
all of the market output, so any one firm’s pricing policy will have a signifi-
cant effect on the sales of other firms in the market. This interdependence of 
oligopoly firms means that actions by any one firm in the market will have an 
effect on the sales and profits of the other firms. As you will see in Chapter 13, 
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the strategic decision making in oligopoly markets is the most complex of all 
decision-making situations.

Globalization of Markets

For the past quarter century, businesses around the world have experienced a 
surge in the globalization of markets, a phrase that generally refers to increasing 
economic integration of markets located in nations throughout the world. Market 
integration takes place when goods, services, and resources (particularly people and 
money) flow freely across national borders. Despite excitement in the business press 
over the present wave of globalization, the process of integrating markets is not a 
new phenomenon, but rather it is an ongoing process that may advance for some 
period of time and then suffer setbacks. The last significant wave of globalization 
lasted from the late 1800s to the start of World War I. During that period, expan-
sion of railroads and the emergence of steamships enabled both a great migration 
of labor resources from Europe to the United States as well as a surge in the flow 
of goods between regional and international markets. Even though some govern-
ments and some citizens oppose international economic integration, as evidenced 
by a number of antiglobalization protests, most economists believe the freer flow of 
resources and products can raise standards of living in rich and poor nations alike.

The movement toward global markets over the last 25 years can be traced 
to several developments. During this period North American, European, and 
Latin American nations successfully negotiated numerous bilateral and multi-
lateral trade agreements, eliminating many restrictions to trade flows among 
those nations. And, during this time, 11 European nations agreed to adopt a 
single currency—the euro—to stimulate trade on the continent by eliminat-
ing the use of assorted currencies that tends to impede cross-border flows of 
resources, goods, and services. Adding to the momentum for globalization, 
the Information Age rapidly revolutionized electronic communication, mak-
ing it possible to buy and sell goods and services over a worldwide Internet. 
As noted in Illustration 1.5, Microsoft Office software has become something 
of an international language for businesses, as companies around the world 
communicate using Excel spreadsheets and documents created in Word and 
PowerPoint. All of these developments contributed to reducing the transaction 
costs of bringing buyers and sellers in different nations together for the pur-
pose of doing business.

As you can see from this discussion, globalization of markets provides manag-
ers with an opportunity to sell more goods and services to foreign buyers and to 
find new and cheaper sources of labor, capital, and raw material inputs in other 
countries, but along with these benefits comes the threat of intensified competi-
tion by foreign businesses. This trend toward economic integration of markets 
changes the way managers must view the structure of the markets in which they 
sell their products or services, as well as the ways they choose to organize produc-
tion. Throughout the text, we will point out some of the opportunities and chal-
lenges of globalization of markets.

globalization of 
markets
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1.5 SUMMARY

■	� Managerial economics applies the most useful con-
cepts and theories from microeconomics and indus-
trial organization to create a systematic, logical way 
of analyzing business practices and tactics designed 
to maximize profit, as well as formulating strate-
gies for sustaining or protecting these profits in the 
long run. Marginal analysis provides the foundation 

for understanding the everyday business decisions 
managers routinely make in running a business. 
Such decisions are frequently referred to as busi-
ness practices or tactics. Strategic decisions differ 
from routine business practices or tactics because 
strategic decisions seek to alter the conditions un-
der which a firm competes with its rivals in ways 

I L L U S T R AT I O N  1 . 5

Internet Spurs Globalization of Services

Antiglobalization protestors in Seattle, Washington, 
D.C., Quebec, and Genoa have criticized multina-
tional corporations—as well as their governments, the 
World Trade Organization, the International Monetary 
Fund, and the World Bank—for moving manufactur-
ing operations to countries with low wages. While the 
protestors express deep concern that workers in poorer 
countries will be “exploited” by multinational corpora-
tions and be forced to work in sweatshops for “unfair” 
wages, the more basic fear among protestors seems to be 
an understandable concern that they will lose their jobs 
as manufacturing moves to other countries. 

Douglas Lavin, in The Wall Street Journal, explains 
that antiglobalization protestors have overlooked a 
more significant shift in services: “Thanks largely 
to the fact that a decent education, Microsoft Office, 
and the Internet are all as useful in Manila as in Min-
neapolis, the service sector has gone (global).” The 
worldwide Internet now makes possible for services 
what railroads and steamships made possible for 
manufactured goods: Services can be produced any-
where in the world and “delivered” digitally via 
terrestrial, broadband, fiber-optic cables, or high- 
capacity satellites in geosynchronous orbits to end 
users most anywhere in the world. Every imaginable 
kind of service is now experiencing globalization: 
from accounting services, claims processing, credit 
evaluation, and answering customer service questions 
on 1-800 telephone numbers to data entry, software 
coding, and even gambling. Businesses in the United 
States, Britain, Spain, Hong Kong, and France currently 

lead the way in outsourcing services to workers in 
other countries, such as India, the Philippines, Jamaica, 
Ghana, Hungary, and the Czech Republic.

As Lavin emphasizes in his article, the Internet 
“explosion” coupled with vast improvements in tele-
communications technology enabled the service sector 
to join the process of globalization. Because many 
Third World nations can afford the infrastructure in-
vestments required to access the Internet—even when 
better roads and bridges may be too costly—Lavin 
predicts globalization of the service sector could cre-
ate a significant improvement in living standards in 
poorer nations. Furthermore, by providing multina-
tional corporations with the ability to buy inexpensive 
services, globalization tends to increase productivity, 
which tends to push wages up in the home countries 
of these corporations. Although protestors may argue 
globalization harms the poor, Lavin reminds us that 
the thousands of people now working as accoun-
tants for Arthur Andersen in the Philippines and as 
engineers for Cisco in India are thrilled to trade their 
education and skills on the Internet, and they are no 
longer poor.

Economists have long recognized that when two 
parties voluntarily engage in trade, both parties 
gain. Globalization of services made possible by the 
Internet provides an opportunity for such trades: 
Businesses can reduce their costs, and hundreds of 
thousands of workers in low-income nations can earn 
higher wages.

Source: Douglas Lavin, “Globalization Goes Upscale,” in The 
Wall Street Journal, February 1, 2002, p. A 21.
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that will increase and/or protect the firm’s long-run 
profit. Industrial organization identifies seven eco-
nomic forces that promote long-run profitability: 
few close substitutes, strong entry barriers, weak 
rivalry within markets, low market power of input 
suppliers, low market power of consumers, abun-
dant complementary products, and limited harmful 
government intervention. (LO1)

■	� The economic cost of using resources to produce a 
good or service is the opportunity cost to the own-
ers of the firm using those resources. The opportunity 
cost of using any kind of resource is what the owners 
of the firm must give up to use the resource. Total 
economic cost is the sum of the opportunity costs of 
market-supplied resources (explicit costs) plus the 
opportunity costs of owner-supplied resources (im-
plicit costs). Economic profit is the difference between 
total revenue and total economic cost. Accounting 
profit differs from economic profit because account-
ing profit does not subtract the implicit costs of us-
ing resources from total revenue. The value of a firm 
is the price for which it can be sold, and that price 
is equal to the present value of the expected future 
profit of the firm. The risk associated with not know-
ing future profits of a firm requires adding a risk 
premium to the discount rate used for calculating the 
present value of the firm’s future profits. The larger 
(smaller) the risk associated with future profits, the 
higher (lower) the risk premium used to compute the 
value of the firm, and the lower (higher) the value of 
the firm will be.  (LO2)

■	� The decision to hire professional managers to run a 
business creates a separation between business own-
ership and its management, forming a principal–
agent relationship: a business owner (the principal) 
contracts with a manager (the agent) to perform 
tasks designed to further the objectives or goals of 
the owner. With the separation of ownership and 
management, a principal–agent problem can arise 
because owners cannot be certain that managers are 
making decisions to maximize the value of the firm. 
A principal–agent problem requires the presence of 
two conditions: (1) manager and owner objectives 
are not aligned, and (2) the owner finds it either too 
costly or impossible to monitor the actions and deci-
sions of the manager to ensure these decisions will 
maximize the firm’s value. Monitoring managers be-
comes an impossible task when managers are able 

to take hidden actions that cannot be observed by 
owners. A moral hazard is present if the hidden ac-
tions harm owners while benefitting the managers—
perhaps by reducing their work effort, by taking 
excessive perks, or by pursuing goals other than 
profit maximization. Moral hazard is both a problem 
of nonaligned objectives and a problem of harmful 
hidden actions; if either one of these two aspects is 
missing there is no moral hazard problem. The share-
holder owners of a public corporation can control or 
mitigate agency problems by (1) requiring manag-
ers to hold an equity stake the firm, (2) increasing 
the number of outsiders serving on the company’s 
board of directors, and (3) financing corporate in-
vestments with debt instead of equity. In addition 
to these internal corporate control measures, corpo-
rate takeovers, which originate outside the firm, can 
also effectively motivate managers to make value-
maximizing decisions. (LO3)

■	� A price-taking firm cannot set the price of the prod-
uct it sells because price is determined strictly by 
the market forces of demand and supply. A price-
setting firm sets the price of its product because it 
possesses some degree of market power, which is 
the ability to raise price without losing all sales. A 
market is any arrangement that enables buyers and 
sellers to exchange goods and services, usually for 
money payments. Markets exist to reduce transac-
tion costs, which are the costs of making a transac-
tion. Market structure is a set of characteristics that 
determines the economic environment in which 
a firm operates: (1) the number and size of firms 
operating in the market, (2) the degree of product 
differentiation, and (3) the likelihood of new firms 
entering. Markets may be structured as one of four 
types: perfect competition, monopoly, monopolistic 
competition, and oligopoly. (LO4)

■	� Globalization of markets, which is the process of 
integrating markets located in nations around the 
world, is not a new phenomenon but rather an 
ongoing historical process that brings opportunities 
and challenges to business managers. Globalization 
provides managers with an opportunity to sell 
more goods and services to foreign buyers and to 
find new and cheaper sources of labor, capital, and 
raw material inputs in other countries, but along 
with these benefits comes the threat of intensified 
competition by foreign businesses. (LO5)




