
Chapter 1: The Fundamentals of Managerial Economics. 

 

 

Manager: a person who directs resources to achieve a stated goal 

Economics: the science of making decisions in the presence of scarce resources 

Managerial Economics: the study of how to direct scarce resources in the way that most efficiently achieves a 

managerial goal 

 

Principles of effective management: 

1. Identify goals and constraints 

2. Recognize the nature and importance of profits 

3. Understand incentives 

4. Understand markets 

5. Recognize the time value of money 

6. Use marginal analysis 

 

Accounting Profit = revenue – cost 

Economic Profit = revenue – opportunity cost 

Opportunity Cost = cost of a resource + cost of giving up the best alternative 

 

PRINCIPLE  profits signal to resource holders where resources are most highly valued by society 

 

Understanding markets: 

1- Understand the five forces framework 

 



2- Understand rivalry: 

• Consumer-producer 

• Consumer-consumer 

• Producer-producer 

• Government and the market 

3- Understand basic finance concepts: 

• Present value 

• Net present value 

 

PRINCIPLE  maximizing profits means maximizing the value of the firm, which is the present value of current and 

future profits 

 

Marginal Analysis: comparing the marginal benefits with the marginal costs 

PRINCIPLE  increase the control variable up to the point where marginal benefits equal marginal costs 

 

 

 

 



 

 

 

 

 

 

 

 



Chapter 2: Market Forces – Demand and Supply. 

 

 

Law of demand: price and quantity demanded are inversely related. 

 

 Change in quantity demanded =/= change in demand 

Demand shifters: 

1. Income 

a. Normal good 

b. Inferior good 

2. Prices of related goods 

a. Substitutes 

b. Complements 

3. Advertising and consumer tastes 

4. Population 

5. Consumer expectations 

6. Other factors 

a. Health factors 

b. Newly born 

 

The demand function: 

Quantity demanded = function of (price of product, price of related products, income, other factors) 

Linear demand function: 

 

• Alpha x < 0  by the law of demand 

• Alpha y 

o > 0  product X is a substitute for product Y 

o < 0  product X is a compliment for product Y 

• Alpha m 

o > 0  product X is a normal good 

o < 0  product X is an inferior good 

 

 

 

 

 



Consumer surplus: the value consumers get from a good but do not have to pay for. 

 

 

 

 Change in quantity supplied =/= change in supply 

Supply shifters: 

1. Input prices 

2. Technology or government regulation 

3. Number of firms 

4. Substitutes in production 

5. Producer expectations 

6. Taxes 

a. Excise tax 

b. Percentage tax 

 

 



The supply function: 

Quantity supplied = function of (price of product, price of related products, price of inputs, other factors) 

Linear supply function: 

 

 

Producer surplus: the amount producers receive in excess of the amount necessary to induce them to produce the 

good. 

 

 

 

  



Market equilibrium: the price of a good in a competitive market is determined by the interaction of market supply and 

market demand for the good. 

 

 

Price restrictions and market equilibrium: 

1. Price ceiling 

a. For it to be effective, it needs to be below the equilibrium price 

b. After implementation: 

i. Producers are willing to produce less at a lower price 

ii. Consumers are willing to purchase more at a lower price 

c. Full economic price 

 

 



2. Price floor 

a. For it to be effective, it needs to be above the equilibrium price 

b. After implementation: 

i. More is produced than consumers are willing to purchase and a surplus is developed 

 

 

  



Chapter 3: Quantitate Demand Analysis. 

 

Note: regression analysis part is not included. 

 

 

Elasticity: a measure of the responsiveness of one variable to changes in another variable. 

 

Own price elasticity: 

 

 



 

 

 

Arc elasticity (used as an estimation): 

 

 

Factors affecting the own price elasticity: 

1. Available substitutes 

a. High number of substitutes  elastic (e.g., broadly defined commodity) 

b. Low number of substitutes  inelastic (e.g., specific commodity) 

2. Time 

a. Short term  inelastic 

b. Long term  elastic 

3. Expenditure share 

a. Small share of budget  inelastic 

b. Large share of budget  elastic 

 

 

 



Demand and marginal revenue: 

 

 

 

 

Cross-price elasticity: a measure of the responsiveness of the demand for a good to changes in the price of a related 

good. 

 

• If cross-price elasticity > 0  substitutes 

• If cross-price elasticity < 0  compliments 

 



Income elasticity: 

 

• If income elasticity > 0  normal good 

• If income elasticity < 0  inferior good 

 

Linear demand functions elasticities: 

 

 

Log-linear demand functions elasticities: 

 



Chapter 4: The Theory of Individual Behavior. 

 

 

To characterize consumer behavior, we need to consider the following: 

1. Consumer opportunities (i.e., what he can afford / budget) 

2. Consumer preferences (i.e., choices based on the available budget) 

a. Completeness (either A > B or A ~ B) 

b. More is better 

c. Diminishing marginal rate of substitution (i.e., indifference curves are convex from the origin) 

d. Transitivity (if A > B and B > C then A > C) 

Indifference curve: a curve that defines the combinations of two goods that give a consumer the same level of 

satisfaction. 

 

 

  



Constraints on consumer behavior: 

1. The budget constraint 

 

 

The market rate of substitution: the rate at which one good may be traded for another in the market. 

 

2. Changes in income 

 



3. Changes in prices 

 

 

Consumer equilibrium: the equilibrium consumption bundle is the affordable bundle that yields the greatest satisfaction 

to the customer. 

 

Note: here the slope of the indifference curve is equal to the slope of the budget line. 

 

  



The effects of price changes to consumer behavior 

1. Change in consumer equilibrium duo to a decrease in the price of good X (note that good Y is a substitute for X) 

 

2. When the price of good X falls, the consumption of complementary good Y rises 

 

  



The effects of income changes to consumer behavior 

1. An increase in income increases the consumption of normal goods 

 

2. An increase in income decreases the equilibrium consumption of good X, an inferior good 

 

  



The effects of an increase in price to consumer behavior 

1. Substitution effect: the movement along a given indifference curve that results from a change in the relative prices 

of goods, holding real income constant. 

2. Income effect: the movement from one indifference curve to another that results from the change in real income 

cause by a price change. 

 

 

  



Applications of indifference curve analysis: 

1. Choices by consumers 

a. Buy one, get one free 

 

b. Cash gifts, in-kind gifts, and gift certificates 

 



2. Choices by workers and managers 

a. Leisure-income 

 

b. Managers preference 

 

  



Individual demand 

 

 

Market demand 

 



Chapter 5: The Production Process and Costs. 

 

 

The production function: a function that defines the maximum amount of output that can be produced with a given set 

of inputs. 

 

• Short run: the time frame in which there are fixed factors of production. 

• Long run: the horizon over which the manager can adjust all factors of production. 

 

 



• Average product of labor 

 

• Average product of capital 

 

• Marginal product of labor 

 

• Marginal product of capital 

 

 

 

  



The role of the manager in the production process is to: 

1. Produce on the production function (i.e., maximum possible production) 

2. Use the right level of inputs (i.e., to reach the profit maximizing point) 

 

 

• Value marginal product pf labor 

 

• Value marginal product of capital 

 

 

 



Algebraic forms of production functions: 

1. The linear production function 

 

2. The Leontief production function 

 

3. The Cobb-Douglas production function 

 

 

 

 

  



Isoquant: the combinations of input that yields the same level of output. 

 

• Marginal rate of technical substitution 

 

• Law of diminishing marginal rate of technical substitution 

 

  



Isocost: the combinations of input that yields the same level of cost. 

 

 

 

  



 

 

 

 

 



 

 

  



Different types of cost: 

 

• Total cost 

 

• Average fixed cost 

 

• Average variable cost 

 

• Average total cost 

 

 



• Marginal cost 

 

 

 

Cubic cost function:  

 

 

 

 

Long-run average cost curve: a curve that defines the minimum average cost of producing alternative levels of 

output, allowing for optimal selection of both fixed and variable factors of production. 

 

 



 

 

 

The multi-product cost function: 

• Economies of scope: the total cost of producing two types of outputs together is less than the total cost of 

producing each type of output separately. 

 

• Cost complementarity: the marginal cost of producing one type of output decreases when the output of another 

good is increased. 

 

 

 

  



Chapter 7: The Nature of Industry. 

 

 

Market structure: 

1. Firm size 

2. Industry concentration 

a. Four-firm concentration ratio 

 

b. Herfindahl-Hirschman index (HHI) 

 

c. Limitations of concentration measures 

i. Global markets (doesn’t factor in imports) 

ii. National, regional, and local markets 

iii. Industry definitions and product classes 

3. Technology (labor vs. capital intensive industries) 

4. Demand and market conditions  

a. Low vs. high demand industries 

b. Information accessibility 

c. Elasticity differences 

i. Between different industries 

ii. Between a firm and the industry 

1. Rothschild index 

 

5. Potential for entry 



Market conduct: 

1. Pricing behavior 

a. Lerner index 

 

2. Integration and merger activity 

a. Vertical integration 

b. Horizontal integration 

c. Conglomerate mergers 

3. Research and development (depends on the industry) 

4. Advertising (depends on the industry) 

 

Market performance: 

1. Profits 

2. Social welfare 

a. Consumer and producer surplus 

b. Dansby-Willig performance index 

i. 0 == good 

ii. 1 == bad, firms should be forced to produce more 

  



The structure-conduct-performance paradigm: 

1. The causal view 

 

2. The feedback critique 

 

3. Relation to the five forces framework

 



Types of market structures: 

1. Perfect competition (C4 equals 0) 

2. Monopolistic competition (C4 is closer to 0) 

3. Oligopoly (C4 is closer to 1) 

4. Monopoly (C4 equals 1) 

  



Chapter 8: Managing in Competitive, Monopolistic, and Monopolistically Competitive Markets. 

 

 

Perfect competition 

 

Perfectly competitive market: 

1. Many buyers and sellers 

2. Homogenous product 

3. Unrestricted access to information 

4. No transaction costs 

5. Free entry / exist 

 

Demand for the market and the firm: 

 

 

 

Losses decisions: 

 

Note: Firm supply = market price = MR 

 

 



Short-run supply decisions: 

 

 

 

 

Affects of entry / exit on a perfect competition market: 

 

 



Long-run supply decisions: 

 

 

  



Monopoly 

 

Demand curve for a monopolistic firm: 

 

Notes:  

• Market demand curve = firm demand curve 

• There is no supply curve for a monopoly 

 

Sources of monopoly power: 

1. Economies of scale 

2. Economies of scope 

3. Cost complementarities 

4. Patens and other legal barriers 

 

  



Maximizing revenue: 

 

 

Marginal revenue: 

 

 

 

  



Maximizing profit: 

 

 

 

 

 

Multi-plant decisions: 

 

 



Deadweight loss of monopoly: the consumer and producer surplus that is lost due to the monopolist charging a price in 

excess of marginal cost. 

 

Note: price > MR 

 

  



Monopolistic competition 

 

Monopolistically competitive market: 

1. Many buyers and sellers 

2. Each firm produces a differentiated product 

3. Free entry / exit 

Note: it lies somewhere between perfect competition and a monopoly 

 

Profit maximization: 

 

 

Effect of entry: 

 



The long-run: 

 

 

Implications of product differentiation: 

1. Spend on advertising 

2. Introduce new products 

a. Improved products 

b. Different product line 

c. Niche marketing 

3. Avoid becoming a brand myopic company 

 

Optimal advertising decisions: 

 

• The more elastic the demand for a firm’s product, the lower the optimal advertising to revenue ratio 

• The greater the advertising elasticity, the greater the optimal advertising to revenue ratio 

  



Chapter 9: Basic Oligopoly Models. 

 

 

Oligopoly: a market structure in which there are only a few firms, each of which is large relative to the total industry. 

Note: managers do not like to work in an oligopoly because they don’t just have to worry about their decisions, they also 

have to worry about the impact of their decisions on rival firms. 

 

 

Notes:  

• If the manager decrease price 

o And rivals decrease price  same demand curve 

o And rivals keep prices as is  different demand curve 

• If the manager increases price 

o And rivals increase price  same demand curve 

o And rivals keep prices as is  different demand curve 

 

  



Oligopoly models: 

 

1. Sweezy oligopoly 

1.1. Few firms serving many consumers 

1.2. Firms produce differentiated products 

1.3. Each firm believes rivals will respond to a price reduction but will not follow a price increase 

1.4. Barriers to entry exist 

 

2. Cournot oligopoly 

2.1. There are few firms serving many consumers 

2.2. Firms produce either differentiated or homogeneous products 

2.3. Each firm believes rivals will hold their output constant if it changes its output 

2.4. Barriers to entry exist 

• Deadweight loss exists 

• Best response / reaction function 

o A function that defines the profit maximizing level of output for a firm for given output levels of another 

firm 

 

 

 

 

 

 

 



• Isoprofit curve 

o Each point on a curve has the same level of profit 

o The lower the curve (i.e., closer to the firm monopoly point) the higher the profits 

o The peak of a curve is when it intersects with its own reaction curve 

o Isoprofit curves do not intersect with one another 

 

 

 

 



• Cournot equilibrium 

o A situation in which neither firm has an incentive to change its output given the other firm’s output 

 

 

 

3. Collusion 

3.1. Few firms dominate the market 

3.2. Firms benefit at the expense of consumers by agreeing to restrict output / charge higher prices 



4. Stakelberg oligopoly 

4.1. Few firms serving many consumers 

4.2. Firms produce either homogeneous or differentiated products 

4.3. The leader chooses an output before rivals select their outputs 

4.4. The followers take the leader’s output as given and select outputs that maximize profits given the leader’s 

output 

4.5. Barriers to entry exist 

• Deadweight loss exists 

• The leader does not take the followers’ outputs as given but instead chooses an output that maximizes profits 

given that each follower will react to this output decision according to a Cournot reaction function 

 

5. Bertrand oligopoly 

5.1. Few firms serving many consumers 

5.2. Firms produce identical products at a constant marginal cost 

5.3. Firms compete in price and react optimally to competitors’ prices 

5.4. Consumers have perfect information and there are no transaction costs 

5.5. Barriers to entry exist 

• No deadweight loss 

• This oligopoly is undesirable as it leads to zero economic profits 

• Mitigating the Bertrand trap 

o Raise switching costs on the customer 

o Eliminate the perception that the firms’ products are identical 

 

Oligopoly models comparison: 

1. Highest market output 

1.1. Bertrand 

1.2. Stakelberg 

1.3. Cournot 

1.4. Collusion 

2. Highest profits 

2.1. Stakelberg leader / colluding firms 

2.2. Cournot 

2.3. Stakelberg followers 

2.4. Bertrand 

 

Contestable market: 

1. All firms have access to the same technology 

2. Consumers respond quickly to price changes 

3. Existing firms cannot respond quickly to entry by lowering their prices 

4. There are no sunk costs 

 if the market is perfectly contestable, incumbents are disciplined by the threat of entry by new firms 

 

 


