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INTRODUCTION TO 
ECONOMIC DECISION MAKING



Multiple Choice

M1	The common element in almost all business problems is
	a.	Short-term profit maximization.
	b.	Competitive strategy.
	c.	Market analysis.
	d.	Complete and reliable information.
	e.	Decision making.

M2	Managerial economics can best be defined as the
a. Analysis of major management decisions using economic tools.
b. Economic analysis of internal management functions.
c. Comparison of different management styles using economic tools.
d. Impact of global economic factors on business.
e. Study of economic incentives for managers within organizations. 

M3	The crux of the pharmaceutical company’s decision involved
a. Mutually exclusive R&D programs.
b. Choosing one or both of two risky R&D programs.
c. Predicting the response of government regulators.
d. Beating a close competitor to market.
e. Answers b, c, and d are all correct.

M4	The decision to build a new bridge illustrates a
	a.	Purely private profit-maximizing decision.
	b.	Setting in which benefit-cost analysis is appropriate.
	c.	Public-sector decision involving little or no uncertainty.
	d.	Public-sector decision involving multiple benefits and costs.
	e.	Answers b and d are both correct.

M5	The decision of utilities to convert from oil to coal
a. Was nearly impossible due to so many conflicting objectives.
b. Was expensive but involved relatively few side effects.
c. Involved hard tradeoffs between energy conservation and environmental concerns.
d. Was properly left to the utilities themselves.
e. Showed that the costs of government regulation can often be greater than the benefits.

M6	BP’s oil exploration decisions
a. Were largely unsuccessful because new discoveries are few and far between.
b. Acknowledged the sizeable underlying risks and put safety first.
c. Came under close government scrutiny and regulation.
d. Were motivated to increase the firm’s value by expanding its oil reserves.
e. Answers c and d are both correct..

M7	Which of the following is not one of the suggested steps in decision making?
a. Predicting the consequences.
b. Exploring the alternatives.
c. Implementing the decision.
d. Determining the objective.
e. Defining the problem.

M8	In public-sector decisions, a government program should be undertaken 
a. Provided it generates a positive profit.
b. Provided its return is worth the risk.
c. If both its profit is positive and if total benefits exceed total costs.
d. If total benefits exceed total costs, even if the government earns no profit.
e.	If it provides broad public and social benefits.

M9	A sound approach for dealing with risk and uncertainty is to
a. Always choose the less risky course of action.
b. Envision the possible outcomes and assess their likelihoods.
c. Simplify the problem by ruling out very low probability events.
d. Postpone decisions until the risks are resolved.
e. Insure against most risks



M10	Sensitivity analysis can best be defined as
a. Examining how a decision would change if key facts were altered.
b. Being sensitive to the impact of decisions on other variables.
c. Measuring results against objectives.
d. Judging the margin of error for key data used to make a decision.
e. Analyzing tradeoffs among multiple objectives.

M11	The findings of behavioral economics indicate that decisions are
a. Predominantly ultra-rational.
b. Often cooperative...
c. Marked by biases and mistakes
d. Are mainly governed by monetary considerations.
e. Answers b and c are both correct.

M12	According to the theory of the firm, the objective of top management
a. Is managing the firm’s earnings growth.
b. Sometimes involves tradeoffs between profit and other social goals.
c. Is primarily maximizing the value of the firm.
d. Is maximizing the firm’s long-run sales revenues. 
e. Answers b and c are both correct.

M13	Which of the following is a leading alternative model of managerial behavior?
a. Managing the firm’s short-term stock price.
b. Maximizing total sales and market share.
c. Increasing top management’s compensation.
d. Maximizing firm growth organically and by acquisitions.
e. Answers b and d are both correct.

M14	The example of AIDS drugs in Africa shows that
a.	Private firms can fashion an effective response to a global problem.
b.	AIDS deaths stem from poverty and poor medical care.
c.	Fighting AIDS require both low-cost medicines from drug producers and health resources from government. 
d.	A combination of “carrots and sticks” is necessary to induce drug producers to offer low-priced AIDS drugs.
e. 	Answers b, c, and d are all correct.

M15	Making decisions based on experience and intuition 
a. Offers a sound alternative to analytical decision making.
b. Is mainly suitable for devising long-term corporate strategy.
c. Is the overwhelming norm for most top executives.
d. Is problematic because the “logic” of one’s intuition is largely uncheckable.
e. Answers a and b are both correct.


Short Problems and Questions

S1	Define managerial economics and explain how it is useful in decision making.

S2	Carefully define sensitivity analysis and explain why it is important in decision making.

S3	What are the two main difficulties that may make profit maximization an ambiguous guide to decision making? Explain why they complicate the analysis.

S4	“Most managerial decisions involve more than a once-and-for-all choice from among a set of options.” What does this mean, and how does it affect managerial decision-making?

S5	What are the main types of models used in managerial economics? How do they differ?  How does management use them in decision making?

S6	Briefly explain why the profit maximization goal might be at odds with public sector goals.

S7	Compare and contrast the objectives of decision-makers in the private sector and the public sector.

S8	Current environmental legislation relating to endangered species is phrased so as to emphasize preserving a species regardless of economic impact or cost. Is this approach likely to result in optimal policy decisions? Explain.


Longer Problems and Discussion Questions

1	As the president of Cmart (a Canadian chain of stores), you are facing entry into your markets by an American competitor. You anticipate that your competitor can produce its wares at somewhat lower cost than you can and will maintain its warehouses in the United States. Assess Cmart’s possible reactions to this new rival. Would you recommend trying to deter entry by reducing your prices? Should you do nothing?
	Outline various alternative courses of actions, considering their strengths and weaknesses. What is your recommendation and why? 

2	A company is considering an “expansion” decision such as enlarging an existing plant, increasing advertising expenditures, or launching a new product line. What factors would it consider in making such a decision? What might be useful sources of information for determining the net profit of the expansion plan?

3	A public project should be undertaken if and only if its total benefits (to all affected parties) exceed its total costs. What are some possible sources of data for a public agency to use to develop measures of benefits and costs?

4	You are the chairperson of an agency responsible for deciding whether to build a new airport for your city. Though conveniently located, the existing airport is too small to accommodate larger jets. The city could use its power of eminent domain to acquire land for airport expansion but this would be very expensive. In the last decade, there has been strong growth in suburban areas, and this seems likely to continue. Business interests have indicated a desire to see a new airport to “showcase” the city. Land is cheapest in a rural area 25 miles outside the city.
	What airport options should your agency consider? Outline the major advantages and disadvantages of each.

5	A state economic development agency is concerned that a major employer within the state might close down. The company, a meatpacker, has had several years in which profits have been low and now faces some stiff environmental regulations. Cleaning up production to meet the regulations is expensive. 
		The plant buys animals for slaughter from a wide region of the state. Some of its employees live in outlying communities and in adjacent counties. The city in which the plant is located has experienced rapid economic growth in the service sector, but manufacturing job growth has been slow. In addition, the city has increased taxes to fund improved schools.
	Outline the major options facing the state, including a list of the affected parties. How would each party be affected by a possible choice? List some major data sources that could be used to weigh these benefits and costs.



