MEC 501 Managerial Economics
Lecture 1
Introduction to Managerial Economics
Lecturer: Dr. Daniel Kungu Njau
Lecture Learning Outcome
At the end of the lecture, you will be able to:
i) Understand the importance of managerial economics in analyzing business practices and aligning business strategies.
ii) Understand the difference between accounting profit and economic profit and how economic profit influences the value of the firm.
iii) Understanding agency conflicts between owners and management and how monitoring can be employed to reduce these conflicts

1.1 Importance of Managerial Economics in Business
Managerial Economics is built on the fundamental concepts drawn from microeconomics and business management. Microeconomics is generally the study of individual behavior of consumers business firms and markets and it generally contributes to the understanding of business practices and tactics that are associated with a good return on investment (Connelly et al., 2011) 
Microeconomics also deals with various optimizations strategies adopted by business leaders generally intended to maximize the value for shareholders. These decisions include choosing profile maximization levels allocation of resources to the decision that yields the highest returns and managing of costs to ensure sustainability. Additional responsibilities for these managers may include determining how much to spend on advertising allocation of resources between various options and determining the optimal price to sell a product. The sum of all these decisions can be referred to as business practices (Brian et al., 2014)
Therefore, business practices can be referred to routine business decisions that managers make to ensure the highest level of profit under prevailing market conditions facing the firm.
Managerial economics is therefore a blend between microeconomics and optimal business practices Which involves the application of economic methods in the firm decision-making process in light resources constraints and taking into account the firm’s customers, suppliers, competitors, future outlook and internal competition. 
1.1.1 Case study for understanding managerial economics better: Sample Dental Practice
Managerial economics is normally offered to postgraduate level students to instill some ideas about business decision making in addition to the technical skills they have. Let’s imagine a doctor who is a qualified dentist and has made all the requirements to be allowed to practice in their country. This dentist might opt to be employed by an existing dental hospital or they may decide to go to private practice and open their business. The problem that this dentist is likely to face is how to monetize their services and pay business bills such as rent, consumables, employee wages and the like. The dentist will have the professional expertise to treat dental issues but little or no experience on how to manage the dental practice which is a business. This is understandable because dentists are more interested in solving dental problems rather than make business decisions. However, the practice is unlikely to succeed unless the dentist can be able to understand economic decisions and apply them in business. Some of the major managerial economic decisions that the dentist will apply in his practice include:
Fixed costs are irrelevant in decision making
Fixed costs are the cost that do not change with the level of activity. For example, the dental practice may have to pay a monthly rent or an annual license and the amount does not change with how many patients have been treated in the practice. In this case fixed cost will not be a consideration when making managerial economics decision However, they are counting department will obviously consider fixed costs when determining the profits of the practice.
Price discrimination
In a number of practices around the dental hospitals may consider price discrimination such that patients who can pay more or have more generous medical covers may be charged more for a service compared to those out of network or paying out of pocket. Additionally higher income patients may be charged more compared to low-income patients with a key differentiator being the address the fill in when seeking medical attention. On face value this press is combination sounds totally unfair but it constitutes prudent business decision which seeks to optimize revenues.

The advertising dilemma
The practice of advertising particularly to medical issues is varied. Generally medical practices around the world are prohibited from advertising yet you have to draw attention to their patients on the services they offer. Without advertising patients would not probably know that a medical practice is in existence as well as the services they offer. In this case the dentist has to strike a balance Between creating some awareness about his services and not contradicting legal practices and which prohibit express advertising.
Revenue versus profit maximization
The dentist will now be able to understand the difference between revenue and profit. Revenue is the funds received from treating the dental patients while profit is the amount which remains after the practice has made its revenues and subtracted all its costs. On one hand, if a manager hired to run the business practice and his compensation is pegged on the number of patients treated, the manager will be more focused on the revenues they make and not pay too much attention to the cost. On the other hand, the profit is the most important bottom line for the business owner because it does not make sense to make a lot of revenue yet the costs are also ballooning in equal measure (Thomas et al., 2016)
Cost minimization
It is equally important for the dental practice owner to ensure he controls the costs associated with running the practice. Some of these costs include rent, wages, utility bills, licenses taxes etc. Costs usually reduce the profit made yet they are necessary to ensure the services offered are of the best possible standard.
Strategic decisions and competition
The dentist also has to consider where he decides to locate his practice while taking into account where he lives and whether the location of the practice has other similar services on offer. Medical practice is a highly personalized service and the dentist is only likely to get new patients if there are limited facilities available.
Pricing decisions
The dentist also has to grapple with the problem of deciding what is the best price to offer his services. If the price is too high, many potential patients will consider these services to be an affordable, and if the price is too low the medical practice might not be able to break even. The question is finding a price that is just good enough to ensure business sustainability and not too high to eat into potential profit margins.
Forecasting and business projections	
As the business grows the medical practice owner may consider it necessary to model future expectations in order to be adequately prepared for them. For example, Accurate estimations about potential patients in composition such as expansion and medical equipment that needs to be ready. This will necessitate statistical skills which are acquired in the managerial economics class. While testing is also important in ensuring that potential patients’ expectations are properly met. For example, certain days of the week such as Mondays may be busier than others and it would be prudent to ensure that patients get their service within the reasonable time after arriving in the practice.
Economies of scale
In economics, if a business grows bigger, then it is able to enjoy economies of scale. For example, the dental practice can be able to negotiate better rates with insurance providers on the best rate to charge patients. Additionally. if the medical practice is purchasing consumable medical materials, they can be able to negotiate better discounts if they buy more items in bulk compared in buying in small quantities. A large medical practice also enjoys a better solid reputation and it can be able to get services or goods on longer credit terms compared to a small startup. Quite a number of patients are also attracted to a medical practice with a longer history and may be skeptical about new practices. With this knowledge, the dentist can be able to plan in the future trajectory of his medical practice in order to reach to a point where the business enjoys economies of scale.
In summary a good grasp of managerial economics is critical in ensuring that business decisions are optimized to take full advantage of prevailing conditions and potential business rivals’ decision in order to ensure that the business continues to protect and grow its profitability which ultimately impacts on the future ability of the firm to continue as a going concern.



1.2 Differentiating between Accounting Profit and Economic Profit
One of the main goals of managerial economics is to assist managers to make decisions that will generate the most profits and revenues for their businesses in light of existing constraints. The profit is considered to be the holy grail because it shows the ability of the firm to meets its cost obligations from its revenue streams. Generally, as long as good profits are being made then the business is able to comfortably proceed on a going concern. In order to understand these concepts better we should draw a distinction between various economic terms such as resources economic costs and equity while considering their implication on the firm 
1.2.1 Opportunity cost
This can be roughly defined as the next best forgone alternative. For example, if a manager decides on a certain course of action or to allocate resources to a particular project it means that they have foregone the benefit that would have been derived if they had chosen another competing project. These benefit or sacrifice that has to be given up because of resource constraints is referred to as opportunity cost. The general trend is to ensure that the opportunity cost of a decision is lower than the benefits to be extracted from making that particular decision. 
For example, if a student has limited funds and he has to choose between going to a movie and eating pizza, and he chooses the second option eating pizza, the benefit that the student would have received from going to the movie, is the opportunity cost. In this case the student has weighed both options and decided that he would rather eat the pizza, because in his view, he wouldn’t suffer a huge cost, if he decides to forego going to the movie. In general opportunity costs always occur in our daily lives because resources are always scarce and we have to prioritize the needs and start with the most pressing ones (Thomas et al., 2016)

1.2.2 Economic resources
A resource is considered to be something of value that a firm has to give up in order to make a product. In most cases firms combine labor and capital to produce a certain good or service. Ideally resources are usually limited and have to be allocated optimally to the activity that will yield the highest value. The resources such as capital and labor can either be high end or leased by the firm from the market or they can be owned and used by the firm. In each case, they still need to pay be paid for and they do have a cost. Specific examples of resources include labor from workers raw materials, capital equipment, time and labor from the firm’s owners, land buildings etc. These resources do get consumed over time and they have to be continuously replenished at a cost.
1.2.3 Economic costs
This refers to the total sum of opportunity cost that a business has incurred in order to provide a good or a service. Ideally the goal of the firm is to try and minimize these economic costs and make them sustainable. A good example would be a make or by decision where the firm has to make a decision to either make a component inhouse or buy it for an external provider. For example, a company like Dell which makes computers can decide to be making its own chips internally or suspend from a vendor. The decision to be made is to calculate the opportunity cost and the overall economic cost of each of the two decisions so that the company can decide whether to make the chips in house or outsource the chip making process. Additionally, costs can be classified into implicit and explicit costs. Implicit are those that are non-monetary while explicit are those where monetary costs have been incurred directly. A good example of implicit cost includes unpaid manager overtime while explicit costs are those paid directly, such as workers compensation.
1.2.4 Equity
This refers to the amount of funds that the owners of our business have set aside to begin operations. From our previous our previous example of the dental practice, equity would be the total cost incurred to begin operations of the business. This involves obtaining all their equipment needed for the dental practice as well as securing the premise for the business and obtaining all the licenses required. In summary we can define equity as the money provided to the firm by its owners. 
Additionally, equity can be considered to be the overall value of the firm. If the firm is continuously making profits, it is increasing its overall value. This is usually the main goal of the owners and managers are usually hired for this particular role. In some cases when a business grows in size, The owners have tried a specialist manager to take charge on behalf of the business owners and this now creates agency conflict because the managers may not act in the best interest of the business owner, in their agency principal relationship. This will be discussed in the next section in detail (Thomas et al., 2016)


Summary
Accounting profit is therefore the difference between total revenues and total costs in incurred while taking into account the actual fund movements, funds to be received or obligations to be settled at a future date. However, for economic profit, it takes into account, a whole set of issues are not so clear but are critical to the welfare of the firm to continue operating as a going concern.

1.3 Business owners/ shareholders versus management and agency conflicts
As previously stated, when a firm grows in size it may require additional expertise from a manager who is hired expressly by the business owners to manage their affairs of the business. Conflicts arises between the shareholders and managers because of different horizon goals. The business owners are primarily interested in the long-term growth of the firm, while managers may tend to focus on shorter time durations in order to maximize their compensation. For example, think of a manager whose compensation is pegged on revenues or units sold. 
Certain decisions made by managers such as pursuit of market share at the expense of profit or maximizing total revenue at the expense of profit may look good at face value but are detrimental to the overall value of the firm. This tug can pull between managers and the shareholders creates the classical principal agent conflict where the two respective parties’ goals are misaligned.
Studying managerial economics is important in understanding these types of conflicts as well as techniques on how to resolve them. A classic case is the corporate control mechanism where the business owner willingly accepts to incur monitoring costs, such as constitution of directors to supervise managerial decisions and ensure these decisions are in the best interest and long-term growth of the firm.
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