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Preface

I once again have the pleasure to thank you for making previous editions of
Managerial Economics and Business Strategy such a success. The goal of this
text is to provide students with the tools from intermediate microeconomics,
game theory, and industrial organization that they need to make sound man-
agerial decisions. Users have suggested that the book’s success stems from its
thorough coverage of modern topics not contained in any other single man-
agerial textbook: oligopoly, multistage and repeated games, signaling and
screening, contracting, vertical and horizontal integration, bargaining, princi-
pal-agent problems, adverse selection, auctions, search, and numerous pricing
strategies. It also illustrates the relevance of traditional economic tools:
present value analysis, supply and demand, regression, indifference curves,
isoquants, production, costs, and the basic models of perfect competition,
monopoly, and monopolistic competition. This balanced coverage makes it
appropriate for a wide variety of managerial economics classrooms.

In preparing the third edition of Managerial Economics and Business
Strategy, 1 have incorporated numerous suggestions from many reviewers, in-
structors, and students who have used the text. To ensure a smooth transition
to the third edition, every effort has been made to maintain the organizational
structure and key features of the first two editions.

Key Features
Headlines

As in previous editions, each chapter begins with a Headline that is based on
a real-world economic problem—a problem that students should be able
to address after completing the chapter. Each Headline is essentially a
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“mini-case” that reveals the practical issues that can be addressed after com-
pleting a chapter. The Headlines are answered at the end of the relevant chap-
ter—when the student is better prepared to deal with the complications of
real-world problems. Adopters of the first two editions praised the Headlines
not only because they motivated students to learn the material in the chapter,
but because the answers at the end of each chapter helped students learn how
to use economics to make business decisions.

Demonstration Problems

I continue to believe that the best way to learn economics is to work problems.
So, in addition to the Headlines, each chapter contains many Demonstration
Problems sprinkled throughout the text, along with detailed answers. Users of
the first two editions liked this feature for two main reasons. First, it provides
students with a mechanism to verify that they have mastered the material. Sec-
ondly, it reduces the cost to students and instructors of having to meet during
office hours to discuss answers to problems.

Inside Business Applications

The third edition includes updated boxed material (called Inside Business Ap-
plications) to illustrate how theories explained in the text relate to a host of
different business situations. As in the first two editions, I have tried to strike
a balance between applications drawn from the current economic literature
and the popular press.

Calculus and Non-Calculus Alternatives

Users can easily include or exclude calculus-based material without losing
content or continuity. That’s because the basic principles and formulae needed
to solve a particular class of economic problems (e.g., MR = MC) are first
stated without appealing to the notation of calculus. Immediately following
each stated principle or formula is a clearly marked Calculus Alternative.
Each of these calculus alternatives states the preceding principle or formula
in calculus notation, and explains the relation between the calculus and
non-calculus based formula. More detailed calculus derivations are relegated
to Appendices. Thus, the book is designed for use by instructors who want to
integrate calculus into managerial economics, and by those who do not require
students to use calculus.

Key Terms and Marginal Definitions

Each chapter ends with a list of key terms and concepts. These provide an
easy way for professors to glean material covered in each chapter, and for
students to check their mastery of terminology. In addition, marginal defini-
tions are provided throughout the text.
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End-of-Chapter Problems

All thirteen chapters contain a large assortment of class-tested End-of-Chap-
ter Problems. Many are new to the third edition. Answers to selected problems
are presented at the end of the book; a complete set of answers is available to
instructors in the Instructor’s Manual.

Flexibility

Our market research reveals that there is a significant amount of change going
on in managerial economics classrooms, and as a result, instructors have gen-
uinely heterogeneous needs when it comes to textbooks. The third edition
continues to recognize the diverse needs of the market. Reviewers and users
have assured us that material or even entire chapters can be excluded without
losing continuity.

Learning Diskette

Each text includes a learning disk that contains files to help students get
hands-on experience at making economic decisions. The disk includes (1) re-
vised data for regression problems, (2) spreadsheet versions of key tables in
the book to enable students to see how key economic concepts—like marginal
cost and profit-maximization—can be implemented on standard spreadsheets,
and (3) spreadsheet files that students can use to find the optimum price and
quantity under a variety of market settings, including monopoly, Cournot oli-
gopoly, and Stackelberg oligopoly.

Supplements
Power Point Slides

New to the third edition, Power Point Presentations are available to instructors
who adopt the third edition. These presentations include slides with animated
figures and graphs to make teaching and learning a snap. For instance, a sim-
ple mouse click reveals the firm’s demand curve. Another click reveals the
associated marginal revenue curve. Another click shows the firm’s mar-
ginal cost. A few more clicks, and students see how to determine the profit-
maximizing output, price, and maximum profits. Animated graphs and tables
are also provided for all other relevant concepts (like Cournot and Stackelberg
equilibrium, normal form and extensive form games, etc.).

Instructor’s Manual

An Instructor’s Manual, prepared by Michael R. Baye and Patrick Scholten,
provides (1) a summary of each chapter, (2) a teaching outline for each chap-
ter, (3) a set of open-ended mini-cases compiled by Darrell Parker, (4) com-
plete answers to all End-of-Chapter Problems, (5) a hard copy of the questions
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contained in the electronic test bank, and (6) transparency masters for selected
figures from the text.

Electronic Test Bank

The test questions provided in the Instructor’s Manual are also available in an
electronic test bank in Word for Windows format.

Study Guide

In addition to the numerous problems and answers contained in the textbook,
I have written a student workbook that is designed to enhance student perfor-
mance at minimal cost.

Website

Starting with the third edition, I am introducing a website developed by Ron
Cenfetelli which is available at www.mhhe.com/economics/baye. This re-
source not only provides direct support and updates for the text, but serves as
a filter to the plethora of economic-related information available on the world
wide web. The instructor area of the site contains downloadable versions of
some of the supplements described above, as well as chapter-by-chapter hy-
pertext links to pertinent news articles and websites offering real-world eco-
nomic examples. The student site includes links to these articles, sample
problems from the Study Guide, and other material designed to help students
effectively use both the textbook and study guide. My web page at Indiana
University (http://php.indiana.edu/~mbaye) also contains a link to this and
other cool sites.

New to This Edition

Every effort has been made to update and improve Managerial Economics
and Business Strategy while assuring a smooth transition to the third edition.
Below is a summary of some of the changes to the third edition.

New Pedagogical Features

» Learning Diskette included with every textbook at no additional cost.

* Power Point Slides available for adopters of the third edition.

* Website for instructors and students.

* Links between economics and other business disciplines such as marketing,
strategic management, human resources, and managerial accounting are
clearly identified.

* Expanded marginal definitions.

* New and updated Headlines, Inside Business Applications, Demonstration
Problems, and End-of-Chapter Problems to help students learn the eco-
nomic way of thinking.
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Summary of Content Changes

Chapter 1 has been revised to incorporate links between economics and other
business disciplines, including managerial accounting, strategic management,
and finance. Coverage has been expanded to include the Five Forces Model
and incremental decisions. Contains new End-of-Chapter Problems, including
one that compares the benefits of Roth IRAs with traditional IRAs.

Chapter 2 opens with a new Headline and contains new and updated Inside
Business Applications. The third edition includes more lively End-of-Chapter
Problems, including one that involves proposed price ceilings on ATM fees.
Chapter 3 begins with a new Headline, has several new Inside Business
Applications, and many new End-of-Chapter Problems. Expanded coverage
of cross-price elasticities shows how managers of multiproduct firms can
use cross subsidies to enhance their revenues. For professors who cover re-
gression analysis, several problems are based on new data contained on the
learning diskette that accompanies the textbook. These problems permit stu-
dents to use a spreadsheet to estimate demand functions.

Chapters 4-6 offer several new Inside Business Applications, End-of-
Chapter Problems, and Headlines. Chapter 5 contains a thoroughly revised
section on sunk costs that makes the irrelevance of sunk costs in decision
making crystal-clear to students.

Chapter 7 has been revised to include totally updated data on concentra-
tion, advertising, profits, R&D, and trends in mergers and acquisitions. A
new Inside Business Application discusses the ramifications of the new
North American Industry Classification System (NAICS) that recently re-
placed the Standard Industrial Classification (SIC) system.

Chapter 8 contains new material throughout that relates pricing, output, and
advertising decisions to terms students are familiar from other business dis-
ciplines, such as marketing. A new section on advertising is included which
shows students how own-price and advertising elasticities of demand can be
used to determine the optimal advertising to sales ratio. Also included are
several new Demonstration Problems and End-of-Chapter Problems.
Chapter 9 has been revised to include real-world examples that make dif-
ferent oligopoly models come to life. A new Inside Business Application
shows students how they can use spreadsheet files contained on the learning
diskette to compute Cournot and Stackelberg equilibrium outputs, prices,
and profits with a few clicks of the mouse.

Chapter 10 opens with a new Headline that is guaranteed to motivate stu-
dents to learn game theory. The chapter also includes a new Inside Business
Application that discusses collusion among NASDAQ dealers, and many
new problems that are based on real-world business scenarios.

Chapter 11 opens with a new Headline and contains new Inside Business
Applications and End-of-Chapter Problems. The treatment of peak-load
pricing has been improved.

Chapter 12 has been thoroughly revised and expanded to provide an
up-to-date treatment of issues surrounding asymmetric information, including
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moral hazard (hidden actions), adverse selection (hidden characteristics),
screening, signaling, self-selection devices, and optimal bidding strategies in
auctions with both independent private values and affiliated (or correlated)
value estimates. A number of new problems and Inside Business Applications
have also been added.

* Chapter 13 has been revised to reflect the 1997 revision to the Department
of Justice and Federal Trade Commission Merger Guidelines, the Hart-
Scott-Rodino Antitrust Improvement Act, merger pre-notification require-
ments, and the merger approval process. Coverage of the Clean Air Act,
quotas, and false advertisements has been simplified and improved.
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