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Almost all (if not all) textbooks used in MBA students’ first course in micro-
economics are designed with undergraduate economics majors or first-year PhD
students in mind. Accordingly, MBA students are often treated to a course in
intermediate microeconomic theory, full of arcane mathematical explanations.
The applications in such standard textbooks deal mainly with the impact of social
or government policies on markets with little discussion of how managers can
make better decisions within their firms in response to market forces or how
market forces can be expected to affect firms’ institutional and financial
structures.

Much microeconomic theory simply assumes firms into existence without
explanation of why they are needed in the first place. Managers and their staff
are assumed to do exactly what firms employ them to do - maximize owners’
profits - with no discussion of how firms’ organizational structures affect incen-
tives and how incentives affect firms’ production and profit outcomes.

That is to say, little is written in standard textbooks used in MBA courses about
exactly how real-world firms pursue the goal of profit maximization. And that void
in microeconomics textbooks is a real problem for MBA students, for an obvious
reason: MBA students have typically come back to school to learn how to improve
their management skills, which involves learning about how they can improve their
ability to extract more profits from the scarce resources available to the firms where
they work (or the firms where they expect to move after graduation). They do not
come back to school to become economic theorists. Standard microeconomic text-
books are of little value to MBA students in helping them achieve their career
objectives.

MBA students stand a quantum leap apart from undergraduate students, who
typically have little idea of what they want to do with their lives, and have far less
real-world business experience to which they can relate. MBA students also are
sacrificing far more by attending school than undergraduates and must get value for
their time spent reading textbooks and attending class because of the cost of their
education, in terms of both their tuition payments and the valuable work oppor-
tunities they have to set aside.



Preface

Microeconomics for MBAs breaks dramatically from the standard textbook mold.
As the title suggests, we have designed this textbook with only MBA students in
mind. In Part A of every chapter, we cover standard microeconomic theory in an
accessible way, and we provide an array of applications to government policies
which MBA students need to understand. After all, managers everywhere face the
constraints of government-imposed laws and regulations that are ever-changing,
and managers must work to maximize their firms’ profits within those constraints.
Moreover, professors in marketing, finance, accounting, strategy, and operations
research who teach first- and second-year elective courses in MBA programs will
expect their students to have a firm grounding in conventional microeconomic
theory.

To help students learn the material covered in these pages and lectures, we have
provided a set of video modules posted on the Internet that deals with three classes
of topics*:

(1) basic economic concepts that all MBA students should understand at some level
upon entering their programs of study

(2) concepts, principles, and modes of analysis that are often hard to comprehend
the first time they are presented in text or lectures

(3) topics that have a high probability of being covered in examinations.

Of course, these videos can be stopped at any time to allow for note taking, and can
be replayed repeatedly. _

In Part B of every chapter, we go where other microeconomics textbooks
seldom, if ever, go with such completeness. We drop the usual assumption that
firms exist and that they automatically maximize owners’ profits by simply
following maximization rules. Instead, we bring to the forefront of our analysis
a crucial problem that firms face. This problem (dubbed the “principal-agent
problem” within the economics profession and in this textbook) is that both
owners and workers are more interested in pursuing their own well-being than
someone else’s well-being.

Owners (“principals”) want to maximize their income stream and wealth through
the firms they create by getting the most they can out of their employees. Similarly,
managers and line workers (the owners’ “agents”) seek to maximize some combi-
nation of income, on-the-job perks, and job security, which are often in conflict
with maximizing profits for the firm’s owners. Without effective firm policies that
align the incentives of owners and workers (for their mutual benefit), the work in a
firm can be a self-destructive tug of war, with the demise of the firm virtually
assured in competitive markets.

* BPA P EARCHIR, SIBFREHREFRATFREARERRE, BiiEREEEgRAHE
BB K2 H ARA B M3 www.cambridge.org/microdmbas FEAF F 3,



Preface

In this textbook, we focus MBA students’ attention on thinking through the
complex problems of getting incentives right. This is mainly because there is as
much (maybe more) profit to be made from creatively structuring incentives as there
can be made from creatively developing products for sale.

Getting hourly and monthly pay systems right is obviously an important means of
aligning the interests of owners and managers. However, we also explain how firms’
organizational structure, in terms of both people and finances, can affect the align-
ment of owners’ and workers’ incentives. And make no mistake about it, both
owners and their employees have a stake in finding the right alignment. Workers’
jobs can hang in the balance. Owners’ investments can hang just as precariously on
a cost-effective, balanced alignment of incentives.

Accordingly, this book places a great deal of emphasis on a field within
economics that has grown rapidly in professional prominence, especially as the
subject relates directly to the business world - and MBA programs: organiza-
tional economics, which is the study of the design of firms’ organizational and
financial structures using the analytical tools of microeconomic analysis. The
mode of thinking presented in these pages is crucial for managers - MBAs -
who want to move up their corporate hierarchy or create successful companies
of their own.

On the publisher’s website for Microeconomics for MBAs (www.cambridge.org/
micro4mbas), we have provided “Perspectives” for each chapter that are highly
recommended short discussions of topics related to themes in the chapters.
These perspectives provide a new or different take on a business or policy
issue; they can be easily streamed or downloaded by students taking longer
(ten- and fifteen-week) courses. For example, everyone knows, don't they,
that the “first mover” in any market has a competitive advantage. In the
Perspective for Chapter 8, we discuss a startling observation made by manage-
ment scholars: there is no first-mover advantage. Indeed, second and third
movers frequently have competitive advantages, not the least of which is that
they don’t have to incur the costs of identifying and proving the profitability of
product markets.

For longer courses, we have provided online more than two dozen “Readings”
assigned to the different chapters that extend the theories and array of applica-
tions covered in the chapters. These readings can also be easily streamed and
downloaded for extended reading assignments. For example, for chapter 1, we
have posted the classic short article on “I, pencil,” in which Leonard Read
cogently observes that no one in the world knows how to make pencils totally
from scratch, yet millions of pencils are produced at low cost every year. In
chapter 7, we take up “opportunistic behavior.” Online we have posted a dis-
cussion of a particular form of opportunistic behavior known as “the last-period

xi
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problem,” which covers why the problem emerges and how it can be mitigated by
firm policies.

Each chapter ends with two sections. The first ending section offers practical
advice that emerges from the discussions of theory and studies covered in the
chapter. The second ending section, which we have dubbed “the bottom line,”
contains listings of “key takeaways” - succinct statements of the most important
lessons to be drawn from the chapter. We understand that MBA students, you
included, face serious time constraints, especially when you are working full time
and have family responsibilities. “The bottom line” section is designed to focus your
attention when reviewing the material covered in the chapter, with the hope that
your study time will be more productive.

The scholarly and policy literature in economics and management relating to
most of the topics considered in this volume is massive. We have tried to give credit
where credit is due, especially when “classic,” path-breaking treatments by distin-
guished scholars are concerned, but we have tried to hold references and footnotes
in check in order that the flow of the argument is not constantly disrupted. Still, our
references section at the end of the book is extensive. To smooth out the flow of the
core material, we have relegated topics that will be only selectively used in classes to
footnotes and to online readings.

Many textbook authors and their publishers play the development of their
course books “safe” by taking up only those topics that have become fixtures in
the profession’s “conventional wisdom.” We see such an approach as sucking the
life out of a discipline and its treatment in textbooks. Topics that have not yet
been fully settled through decades of professional debate can give life to a
discipline, demonstrating to students that disciplines have an organic quality
and are constantly evolving. As a consequence, you can expect many topics in
this book to spark lively, and instructive, debates among student team members
and between class members and professors in class. That is how we want the book
to be received.

We have appended to each chapter a series of review questions that we expect will
activate discussions within your student teams. In addition, we have set up a website
for the book on which we will post additional readings for extended courses, as well
as interesting pointers and puzzles that have occurred to us since the book went to
press. We also expect to post on the website video commentaries on management
issues and related economic policies that are bound to arise while you are reading
this book and taking your course.

You may be interested in knowing that we - the authors of this book - have
between us more than eighty years of university teaching experience, with most of
our teaching careers spent in business schools. For the last twenty or so years, we
both have taught only MBA students. That should tell you that we have a pretty
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good fix on our readers and their interests, not the least of which is to have a
course of study that is intellectually challenging as well as having practical
application.

We fully understand that MBA students don't want to be loaded down with
current business “facts,” if for no other reasons than “facts” can easily become
dated as modern business never stays still. What students want are some good
economic and business “principles” that will help them cut through the myriad
facts and events business people encounter each day and that change with passing
days and weeks. In no small way, the purpose of this textbook, and our classes (or
any other business course worthy of academic respect), is to explore ways to think
creatively about how business is done and can be done better, not to actually do
business. In this regard, we take to heart an observation made by the late economist
Kenneth Boulding:

Itis a very fundamental principle indeed that knowledge is always gained by the orderly loss
of information; that is, by conducing and abstracting and indexing the great buzzing
confusion of information that comes from the world around us into a form we can appreciate
and comprehend. (1970, 2)

The way of thinking we take up in class, and that which Professor Boulding
had in mind, is necessarily abstract - that is, without the clutter of many
business details. We approach thinking with abstractions principally because
no one’s brain is sufficiently powerful to handle all the complex details of
everyday business life. In no small way, productive thought requires that the
complexity of business life be reduced enough to allow us to focus on the few
things that are most important to the problems at hand and find meaningful
relationships between those things. That is why Professor Boulding insists that
knowledge can so often (if not “always”) be gained only “by the orderly loss of
information.”

Without thinking, many business people often spurn theory on the grounds that it
lacks practical value. We insist, “not so at all.” The abstract way of thinking that we
shall develop in this textbook has a very practical, overriding goal, which is to
afford students more understanding of the business world than they could have if
they tried some alternative approach - that is, if they tried to keep the analysis
cluttered up with the “buzzing confusion” of facts MBA students leave behind in
their workplaces when they set out for class.

There is another highly practical goal to be achieved by theory (or rather
thinking with the use of theory). If people can think through business problems
in some organized way, albeit abstractly, they may be able to avoid mistakes
when they actually go out and do business. In economic terms, business mis-
takes imply a regrettable misuse and loss of firm resources - and firm
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profitability! Thinking before doing offers the prospect of reducing waste in
doing business.

If this textbook, and our classes, are about thinking (not doing), then we -
Richard McKenzie and Dwight Lee and students’ other professors - have some
Justification for being in front of our classes. Also, if the course is about the
thinking process, there must be some method for thinking through problems,
business-related or otherwise. The development of that method is the focus of
our classes and this textbook. Our goal in this volume is to develop the economic
way of thinking in the context of a host of problems that MBA students, as
current and future managers of real-world firms, will find relevant to their career
goals.

We understand that some readers may worry about our emphasis on theory
because they may have read theory-grounded books that seemed sterile or irrele-
vant, mainly because of the heavy reliance on highly technical mathematics or
complicated charts. That will not be the case in this book. The first principle of
economics that has guided this work is one that many readers will appreciate: Keep
the theory as simple as possible and illustrate it with real problems. We hold to the
firm belief that the first principle in any course in principles of economics should be
economy in the principles that are covered. The value of a textbook or course should
be judged by what can be done with the principles developed, not by how many
principles are developed. .

This book carries the subtitle The Economic Way of Thinking for Managers for a
very good reason: In the following pages, we bring together a host of large and small
ideas that economists have developed over the past several decades that have
transformed the way we must think about the way the business world works.
Readers’ reactions to large and small ideas will, we expect, have changed radically
by the time they have read the last words of this volume. Two of those large
questions are:

e How should organizations and incentives be structured to best encourage profit
maximization?

e How does the competition in the market for goods and in the market for corporate
control discipline executives?

The small questions that can be addressed from studying this volume are no less
important and can be just as intriguing:

e Should used cars really be expected to be “better deals” than new ones (as so
many people seem to think)?
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e If competitive markets are expected to “clear” (with quantity demanded equaling
quantity supplied), why are so many queues observed in grocery stores and at
concerts?

e If queues are not mutually beneficial to buyers and sellers, then why aren’t they
eliminated?

Readers who think that these questions have simple, obvious, pat answers need to
read on.

We expect that readers will end this book the way our students end our courses:
changed for life in the way they see the business world around them. But then that is
what MBA students typically want - or should want - from every course in their
MBA programs. Readers have our best wishes for the journey of a lifetime.

This book was developed over the past two decades as we taught our micro-
economics courses for our MBA students at our respective universities. Qur students
have made innumerable and invaluable suggestions for improvement in the book,
and we are indebted to them. We are also indebted to Oxford University Press for
allowing us to draw freely from our previously published book with the Press,
Managing Through Incentives. All excerpts from that book have been substantially
revised and updated for inclusion in this textbook.

In redeveloping this textbook for the sec_ond edition, we continued to listen to the
advice of our students and to professors who used the first edition of this textbook
around the world. We note the following major changes:

e First and foremost, we have sought to update the book to account for new
research findings and recent world economic events, including the recession
that emerged from the meltdown of the housing mortgage-backed securities
markets. Readers will find far more attention given to the “moral-hazard prob-
lem” (to be explained in the book) that is bound to emerge when business ventures
are highly leveraged. In various chapters of this new edition, we explain how the
moral hazard and leverage have been at the foundation of the financial and
economic turbulence that began to emerge in late 2007 and continued as this new
edition went to press.

e Second, with the added material, we have taken pains to economize on examples.
Again, we understand that MBA students are hard pressed to find time to do the
reading for their courses.

e Third, microeconomics courses in MBA programs vary in length, from five to
fifteen weeks. We have sought to make the book more flexible. We have
included enough material in the twelve chapters to take up more than a quarter-
length course. With the addition of the available online perspectives and read-
ings, we have provided enough material for a full semester-length course. Short
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courses of five and seven weeks can be developed by covering the first four
chapters, plus some combination of chapters 6, 7, 9, and 10 (which will cover
competitive product and labor markets and monopoly product markets with
attention to pricing strategies under markets for “normal” and “network”
goods).

Fourth, we understand that the microeconomics course is a prerequisite for
second-year courses in global business and foreign residentials. In the first
edition, international economics was literally at the back of the book. In this
edition, we have placed international topics in chapter 5 where we note the
interplay of environmental and international economic forces in an ever more
integrated world economy. :

Fifth, most courses remain organized around a printed textbook. With all
students having ready access to the Internet, we have made the printed textbook
a component - albeit an important one - in a broader course-delivery system
that relies heavily on the delivery of the full sweep of course materials through
the Internet. Accordingly, professors will find a wealth of easily accessible
resource materials on the publisher’s website for the textbook. The materials
include:

e “Perspectives” for each chapters (see the list of perspectives that follows this
preface)

e additional “readings” (see the list of topics covered in the list of further
readings online that follows this preface): the online readings will allow for
continuing updating of the course materials as readings on current economic
and management topics become available after the second edition of the
textbook is released

o fifty-eight video modules that students can stream or download to their
computers (see the list of topics covered on the website)

e student self-tests for each chapter

e a testbank of over 1,500 multiple-choice questions that can be accessed by
adopting instructors

e an electronic version of the textbook that can be downloaded to laptops and
electronic readers (such as the Kindle)

e video and print commentaries on current economic and management topics
that will be written and posted by the authors as the textbook is used through
the years of the second edition

e an electronic “room” in which users of the textbook from different univer-
sities around the world can interact with each other and the authors on a
continuing basis.



Preface

Throughout the revision, we have kept our eye on the key distinguishing feature
of the book: it is designed specifically for MBA students. We have tried to fortify
that feature by making sure that discussions of organizational and incentive issues
in the second half of each chapter draw on the economic principles developed in
the first half.
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