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Preface

' anagerial economics is an interesting and fundamental part of

. the business curriculum; however, it can be a difficult course
- “"for some students. (] Mastering the subject requires a good un-
derstanding of how the basic conceépts of economics can be combined
with the tools of mathematics and statistics in order to analyze and make
business decisions. (¥ However, in the process of studying managerial
economics, students can get mired in the minutiae of data, graphs, e-
quations, and definitions. One result is that they may fail to fully appre-
ciate the value of the framework of economic principles as a tool for deci-
sion making. ' ’ ’

Part of the difficulty in teaching managerial economics can be ex-
plained by the limitations of existing textbooks. Some texts devote so
much time to manipulating data, deriving equations, and explaining the
subtleties of statistics that they leave students without a good grasp of
basic economic principles. {) Others provide extensive discussions of
these principles, but are almost totally devoid of good examples that al-
low the student to see how these concepts can be applied. The approach
used here is to focus on concept and application in as straightforward a

manner as poséible.
Objectives

Managerial Economics, Fourth Edition, is written with two prima-
ry objectives in mind. First, it is intended that students will receive a
complete and rigorous introduction to basic principles of microeconom-
ics. Albert Einstein once commented that things should be made as sim-

ple as possible, but not more so. [*} In this text we have tried to follow
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this counsel. Esoteric and peripheral points have been avoided in order
to concentrate on fundamental economic principles. However, difficult
concepts have been included when it was determined that they could pro-
vide important insights for decision making. Care has been taken to en-
sure that the exposition of these concepts is as clear and uncomplicated
as possible,

The second objective in writing Managerial Economics is to demon-
strate how application of economic theory can improve decision making,
This goal is realized by use of a concept/example format throughout the
book. ¥} The approach involves first introducing basic concepts of man-
agerial economics and then using these principles to analyze decisions
faced by managers. "} In addition, numerous case studies and solved
problems have been included to illustrate these principles and to stimu-
late interest in related topics. The use of the concept/example format
makes the text more readable and facilitates learning by allowing
students to see how economics can be used in decision making. ()
Features

A course in managerial economics taught at one university may be
quite different from that offered at another school. Although it is impos-
sible to provide a text that will meet the preferences of all instructors,
Managerial Economics is designed to be suitable for many uses. For an
undergraduate course, ‘coverage of the first thirteen chapters provides a
good understanding of basic economic principles and their applications.
For an MBA curriculum or a more comprehensive undergraduate course,
additional topiés can be selected from the remaining six chapters as time
permits. ’

One of the most difficult choices we faced in writing Managerial E-
conomics involved the level of mathematics to be used in the text. Some
course instructors use calculus, whereas others prefer a graphic and al-
gebraic presentation. We have opfed for a compromise position, There
are some topics that are more easily understood using calculus. Accord-
ingly, basic calculus (usually nothing more than taking a derivative) is
used to discuss selected concepts in some chapters. (! For those students
who have not had calculus, the appendix to chapter 2 provides the neces-
sary background to follow these presentations. For courses with greater
emphasis on calculus, there are calculus footnotes. [**) In addition, most
chapters have supplementary problems that are clearly designated as re-
quiring calculus for their solution.

In addition to the concept/example format previously mentioned,
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Managerial Economics includes other special features to facilitate
student learning. Each chapter has key concepts listed at the end of ma-
jor sections, Together with the chapter outline and summary, these key
concepts can aid in the review of material. Case studies interspersed
throughout the chapters show how economic tools are relevant for deci-
sion makers. Solved problems included in the chapters are designed to
provide guidance in working out problems. Discussion questions and
problems are included at the end of each chapter. Many chapters also in-
clude separate sets of problems requiring calculus and/or a computer for
their solution. Finally, an Integrating Case Problem is included at the
end of each of the eight sections of the book.

Changes in the Fourth Edition

New Material

The basic organization of the book has been maintained. A variety
of new material has been added, however, and increased emphasis has
been given to the objective of maximization of shareholder value. New
material on the principal-agent problem and the need to align the inter-
ests of the two groups gives structure to the shareholder value concept.
The addition of an appendix on consumer choice theory complements the
material on demand theory and analysis in chapter 3. A major new sec-
tion on managing risk (including insurance, diversification, and hedg-
ing) provides better integration in chapter 14 (Risk and Decision Mak-
ing). Other new material has been added on such topics as factor pro-
ductivity, stages of production, and contestable markets, In addition, a
number of new case examples drawn from“real-world” experiences have
been included.

Perhaps the single most important new pedagogical feature is the
addition of eight integrated case study problems, one at the end of each
major section of the book. These problems integrate material from the
chapters in the section (and, in some cases, from earlier chapters as
well) in the form of major student assignments. The use of some or all
of these cases allows for more in-depth analysis by students than is pro-
vided by the end-of-chapter problems.

Additional Problems
More than 50 additional end-of-chapter problems have been added.
Some of these are focused on the new material; others increase the base

of problems available on existing topics.
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Support Materials

The following support materials are available for use with the
fourth edition of Managerial Economics.

Study Guide. The student study guide includes a summary of key
concepts and equations for each chapter. The fourth editions’
study guide includes more problems as well as extra problems re-
quiring calculus. All problems are accompanied by detailed solu-
tions, '

TOOLS Software. The highly successful TOOLS Software has
been rewritten for a Windows environment and is now not only .
visually more exciting but is even easier for the student to use.
This software contains routines for time value of }rloney prob-
lems, multiple regression, statistics of a probability distribu-
tion, trend projection, input/output projections, linear pro-
gramming, benefit-cost analysis, and other quantitative tech-
niques that enable students to solve reasonably complex prob--
lems without making tedious calculations. Students can down-
load the TOOLS Software and User Manual directly from wuww.
prenhall. com/ petersen.

Instructor’s Manual with Test Bank. The Instructor’s Manual
includes answers for the discussion quéstions and solutions for
problems found at the end of each text chapter. The Test Bank
portion of the manual includes a greatly expanded base of multi-
ple-choice questions. There are more than 1 000 such questions
in addition to 150 examination problems.

Prentice Hall Custom Test. A computerized version of the test
bank (in Windows format) is also available to adopters. Using
PH Custom, instructors can easily edit, add, or delete questions

from the test bank and generate their own tailor-made exams.

H. Craig Petersen
W. Cris Lewis
Logan, UT

April 1998
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Part One

Getting Started
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Preview

#  or most purposes, economics can be divided into two broad cat-
egories; microeconomics and macroeconomics, ! Macroeco-
nomics is the study of the economic system as a whole. 4 It in-

cludes techniques for analyzing changes in total output, total employ-
ment, the consumer price index, the unemployment rate, and exports
and imports. Macroeconomics addresses questions about the effect of
changes in investment, government spending, and tax policy on ex-
ports, output, employment, and prices. Only aggregate levels of these
variables are considered.® But concealed in the aggregate data are
countless changes in the output levels of individual firms, the consump-
tion decisions of individual consumers, and the prices of particular goods

and services, [
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Although macroeconomic issues and policies command much of the
attention in newspapers and on television, the microdimensions of the e-
conomy are also important and are often more relevant to the day-to-day
problems facing the manager. '*! Microeconomics focuses on the behavior
of the individual actors on the economic stage, that is, firms and individ-

Managerial economics should be thought of as applied microeco-
nomics. It is an application of the part of microeconomics that focuses on
the topics that are of greatest interest and importance to managers. '’
These topics include demand, production, cost, pricing, market struc-
ture, and government regulation. ¥ A strong grasp of the principles that

managerial talent. The rational application of these principles should re-
sult in better managerial decisions, higher profits, and an increase in the

. i (9]
ISRASolnppideay value of the firm.

POBRE AR IR EE i i ) oe ) _
' manager in two ways. 19} First, given an existing economic environ-

In general, managerial economics can be used by the goal-oriented

ment, the principles of managerial economics provide a framework for e-
valuating whether resources are being allocated efficiently within a
firm. 'Y For example, economics can help the manager determine if
profit could be increased by reallocating labor from a marketing activity
to the production line. Second, these principles help managers respond

price of output or the development of a new lower-cost production tech-
nology, the appropriate managerial response would be to increase out-
put. Alternatively, an increase in the price of one input, say labor, may

The tools developed in the following chapters will increase the ef-
fectiveness of decision making by expanding and sharpening the analyti-
cal framework used by managers to make decisions. Thus, a working

value of both the firm and the manager. ['*
This chapter sets the stage for the development of managerial eco-
nomic skills. First, the interrelationships among consumers, firms, and

objective of the firm and the importance of profit as an incentive for
firms to respond to consumer demands for output are discussed. Follow-
ing that, the potential for owners and managers to have different objec-
tives (i. e. » the principal-agent problem) is discussed. Finally, the role
of economics in decision making is considered. 1"

Individuals and firms are the fundamental participants in a market e-
conomy. Individuals own or control resources that have value to firms



