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i Pretace

One day after class, a student in one of our courses commented on the managerial
economics text then being used: “This book is very dry. What it needs is a plot!” To a
large extent, the idea for this text stemmed from this remark. This is a text that we
believe will excite readers about managerial economics as well as inform them about
this vital part of management education. Each chapter begins with a “Situation,” in
which managers in a fictional company, Global Foods, Inc., must make certain key
decisions about their products in the beverage industry. After the relevant economic
concepts or tools of analysis are presented, each chapter ends with a “Solution,” a
suggested way in which these concepts or tools can be used to help managers make the
best decision.

The heart of managerial economics is the microeconomic theory of the firm.
Much of this theory was formalized in a textbook written over 100 years ago by
Professor Alfred Marshall of Cambridge University. Indeed, if readers were to refer
to his Principles of Economics (1890), they would find many of the diagrams and
equations presented in this text as well as in all other texts in managerial economics.
To be sure, the world has changed greatly since Marshall’s ideas were developed.
Market structures other than the “perfectly competitive model” are now much more
important. Technology moves at such a rapid pace that the rate of obsolescence of
products is now often measured in months rather than years. Competition among
firms is frequently conducted on a global scale rather than a local or national one.
Multinational firms invest, manufacture, and sell around the world. In so doing, they
sometimes buy out their global competitors or form alliances or joint ventures with
them. In recent years, the Internet and e-commerce have become critical elements
of most businesses.

Yet through all of these changes, basic microeconomic principles such as supply and
demand, elasticity, short-run and long-run shifts in resource allocation, diminishing
returns, economies of scale, and pricing according to marginal revenue and marginal
cost continue to be important tools of analysis for managerial decision makers. In fact,
the overall objective of this text is to demonstrate to our readers that the application of
microeconomic theory has stood the test of time and continues to be relevant to many
facets of modern business decision making.

We are well aware of the reputation that economics courses have among some
business students of being “too theoretical and not practical enough for the real
world.” In our opinion, nothing could be further from the truth. We know that the
instructors in managerial economics will agree with us on this matter. We hope that this
text will serve as a solid supplement to their classroom efforts to demonstrate to their
students the importance and utility of economic theory for business decision-making.

This text is designed for upper-level undergraduate and first-year MBA courses in
managerial economics and applied economics. The first two chapters are a general
introduction to economics and economic reasoning. A review of the mathematical
concepts and tools used in the text has been placed online. In addition to discussing
the applications of economic theory to the firm, our text (as is the custom with all texts
in managerial economics) includes chapters on various tools of analysis that are
helpful to business decision makers but that are not part of the core of traditional
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microeconomic theory. These are demand, production and cost estimation
using regression analysis, forecasting, capital budgeting, and risk analysis. A discussion
of linear programming is also available online, along with a review of the time value
of money.

IMPROVEMENTS IN THE SIXTH EDITION

In this sixth edition, we sought to improve on the previous editions by incorporating
what we continue to learn in our classroom teaching, particularly in the corporate
education setting. In addition, we received a number of useful suggestions from the
faculty selected by Prentice Hall to review the previous edition. A number of examples
that we have used in previous editions continue to be discussed in this text. But we
have also added recent examples to ensure that the applications of the theory to busi-
ness activities and practice are current. '

Our examples and applications are presented as integral parts of the chapter
narrative. We have deliberately chosen not to use “boxed or shaded” sections of the
stories scattered throughout the book. Our reviewers continue to tell us that the use of
boxes and shading tend to be distracting to the reader. At end of each chapter, we
provide a “Global Application.” These days it seems that so much of business and
economics is global that it might seem to be unnecessary to single out examples as
being global. However, we continue to have this feature, because we want to make sure
that our readers see the global implications of the concepts and tools of analysis of
managerial economics.

We also continue to use the ongoing case of Global Foods, the hypothetical food and
beverage company that faces problems and challenges relating to the topics presented in
each chapter. Thanks to a suggestion from one of the professors who uses our text, we will
now also include in the Instructor’s Guide suggested ways to incorporate a classroom
discussion of the “Situations” and “Solutions” for selected chapters of the text.

The following important changes, additions, or updates have been made in this
sixth edition. They are listed in order of their importance to this text.

»  An entirely new chapter on managerial economics in action has been written. We
have chosen the beverage industry as the case example, the very industry in which
our hypothetical Global Foods is competing. We felt that it would be more relevant
and more interesting to our readers to learn what is happening in the actual world
of carbonated soft drinks and bottled water. In addition, this chapter shows how
managerial economics can be used in helping a company’s managers in the business
planning process. Student readers will eventually find that the development of a
business plan involving forecasting demand, assessing the competitive environment,
pricing, and budgeting is a vital task of a business manager. They will see firsthand
how the mastery of the concepts and principles of managerial economics can help
them in these tasks. The numerical examples are hypothetical but the backdrop in
the beverage industry and the planning process are based on the actual business
experiences of both the authors and the contributing author, Amy Roman.

»  The appendix of the above chapter also contains interviews with executives from
Coca-Cola and Pepsi-Cola. One of the best ways for readers to learn about how
managerial economics can be used to understand and deal with the challenges in
the soft drink industry is to hear directly from seasoned executives in the field.

»  An entirely new section on productivity in the services sector has been added. This
can be found as Appendix 6A in chapter 6, “The Theory and Estimation of
Production.” There is no questioning the increasing importance of the service
sector relative to the manufacturing and agricultural sectors, particularly in the
United States. To fill in the gap found in our previous editions, we have asked a
leading practitioner to write this new section of our text. Matt Denesuk is a Ph.D.
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in economics and a specialist in the development of productivity in the services
industry for IBM. IBM is, of course, a company that is itself a major example of the
shift in a company’s focus from manufacturing to services. Today, more than

50 percent of IBM’s revenue comes from its global services operations.

»  The views of another practitioner regarding the outsourcing of goods manufacturing
is also incorporated in chapter 6. It is presented in the section on Global
Applications (see “Toll Manufacturing in China”).

»  Professor Stephen Erfle of Dickinson College has contributed a valuable new section
on the use of Excel in regression analysis. His analysis, found in Appendix 5A, utilizes
real data on the consumer demand for wine that was made available for his research
by IR, a leading provider of information on household purchases of consumer goods.
Further details about his data and analysis can also be found on this text’s Web site.

»  Whenever appropriate, business examples from the previous editions, including
the “Global Applications” found at the end of the each chapter, have been updated
or replaced. For example, chapter 4 contains references to new articles on price,
income, and cross-price elasticity. In chapter 12, we combine the concept of
present value with break-even analysis. Several new examples have been added in
the appendix to chapter 4.

»  Although not new for this edition, we would like to remind readers that references
to the mathematical appendix are noted by the symbol and references to the
appendix about the time value of money is noted by the symbol m and references to
the Excel exercises are noted by @

MATERIALS

Companion Website: (www.pearsonhighered.com/keat)
The Website contains Internet exercises, activities, and resources related specifically to
the sixth edition of Managerial Economics: Economic Tools for Today’s Decision Makers.

For Students: The Online Study Guide prepared by Kim Hawtrey of Hope College offers
students another opportunity to sharpen their problem-solving skills and to assess their
understanding of the text material. The Online Study Guide grades each question
submitted by the student, provides immediate feedback for correct and incorrect answers,
and allows students to e-mail results to up to four e-mail addresses.

INstructors Resource Center
This password-protected site is accessible from www.pearsonhighered.com/keat and

hosts all of the resources listed below. Instructors may click on the “Resources” link to
access files or may contact their sales representative for further information.

Instructor’s Manual: This manual, written by the textbook authors, contains all answers to
the questions and problems found in the text. It is available to instructors in Microsoft
Word format.

Test Item file: Written by S. Hussain Jafri of Tarleton State University and available to
instructors in Microsoft Word format, this Testbank contains multiple-choice questions
and a set of Analytical Questions for use in testing students on the material presented in
each chapter of the text. Answers are also provided.

PowerPoint Presentation: This lecture presentation tool, prepared by Kim Hawtrey of
Hope College, offers outlines and summaries of important text material, tables and
graphs, and additional examples. The package will allow instructors to make full-color,
professional-looking presentations while providing the ability to create custom handouts
for students.

TestGen-EQ software: TestGen-EQ test generating software allows instructors to custom
design, save, and generate classroom tests. The software pulls questions from the Test
Item File prepared for this textbook and it permits instructors to edit, add, or delete
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questions from the test banks; edit existing graphics and create new graphics; analyze
test results; and organize a database of tests and student results. This new software
allows for greater flexibility and ease of use. It provides many options for organizing
and displaying tests, along with a search and sort feature.
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The Situation

The last of the color slides was barely off the screen when Bob Burns, the CEO of Global Foods, Inc., turned to his
board of directors to raise the question that he had been waiting all week to ask. “Well, ladies and gentlemen, are you
with me in this new venture? Is it a ‘go’? Shall we get into the soft drink business?”

“It’s not that easy, Bob.We need some time to think it over. You're asking us to endorse a very major decision, one
that will have a long-term impact on the direction of the company.”

“| appreciate your wish to deliberate further, Dr. Breakstone,” Bob responded, “but | would like to reach a
decision today. As the president of a major university, you have been especially valuable in advising this company in
matters relating to social and governmental policies. But we must diversify our business very soon in order to maintain
the steady growth in profits that we have achieved in recent years. As my presentation showed, the manufacturing and
marketing of our own brand of soft drink is one of the best ways to do this. It represents a significant diversification,
yet it is very closely related to our core business: food.

“The economics of the soft drink market tell us that we would be foolish to pass up the kind of investment return
that the market offers to those newcomers willing to take the risk. The food business is generally a mature one. On the
other hand, our forecast indicates that there is still a lot of room for growth in the soft drink market. To be sure,
there is a tremendous amount of competition from the ‘red team’ and the ‘blue team. But we already have expertise in
the food business, and it should carry over into the beverage market.”

“That’s just it, Bob,” interjected another board member. “Are we prepared to take this risk? You yourself
acknowledged that the market power wielded by the two dominant companies in this business is not to be taken lightly.
Others have tried to take market share from them and have failed miserably. Moreover, the projections that you have

(continued)
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(continued)

shown for a growing soft drink market are based on the assumption that the growth rate will remain the same as it has
been in the past ten years or so.As we all know, the soft drink market has been growing, but it has also been very
fickle. Only recently, Americans were on a health kick, and fruit juices and bottled waters along with health foods were
in fashion. Now it seems that soft drinks are back in style again.Who knows what people will want in the future!
Maybe we'll all go back to drinking five cups of coffee a day. And what about all the money that we're going to have to
spend up front to differentiate our product? As you well know, in the processed-food business, establishing brand
recognition—not to mention brand loyalty—can be extremely difficult and costly.”

“Well, ladies and gentlemen, all your concerns are certainly legitimate ones, and believe me, | have given much
thought to these drawbacks.This is one of the biggest decisions that | will have made since becoming CEO. My staff has
spent hundreds of hours analyzing all available data to arrive at a judgment. Our findings indicate a strong probability of
earning an above-average return on an investment in the soft drink business, a return commensurate with the kind of
risk we know exists in that market. But if we could make all our decisions with 100 percent certainty simply by feeding

numbers into a computer, we'd all be out of a job.To be sure, details on production, cost, pricing, distribution,
advertising, financing, and organizational structure remain to be ironed out. However, if we wait until all these details
are worked out, we may be missing a window of opportunity that might not appear again in this market for a long
time. | say that we should go ahead with this project as soon as possible. And unanimity among the board members
will give me greater confidence in this endeavor””

INTRODUCTION: ECONOMICS AND MANAGERIAL DECISION MAKING
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Managerial Economics is one of the most important and useful courses in your
curriculum of studies. It will provide you with a foundation for studying other courses
in finance, marketing, operations research, and managerial accounting. It will also
provide you with a theoretical framework for tying together courses in the entire
curriculum so you can have a cross-functional view of your studies.

Economics is “the study of the behavior of human beings in producing, distributing
and consuming material goods and services in a world of scarce resources.”! Management
is the discipline of organizing and allocating a firm’s scarce resources to achieve its
desired objectives.? These two definitions clearly point to the relationship between
economics and managerial decision making. In fact, we can combine these two terms and
define managerial economics as the use of economic analysis to make business decisions
involving the best use of an organization’s scarce resources.

Joel Dean, author of the first managerial economics textbook, defines managerial
economics as “the use of economic analysis in the formulation of business policies.” He
also notes a “big gap between the problems of logic that intrigue economic theorists
and the problems of policy that plague practical management [which] needs to be
bridged in order to give executives access to the practical contributions that economic
thinking can make to top-management policies.”

William Baumol, a highly respected economist and industry consultant, stated that
an economist can use his ability to build theoretical models and apply them to any
business problem, no matter how complex, break it down into essential components, and
describe the relationship among the components, thereby facilitating a systematic search
for an optimal solution. In his extensive experience as a consultant to both industry and

!Campbell McConnell, Economics, New York: McGraw-Hill, 1993, p. 1.
2For books supporting this definition, see Peter Drucker, Management, New York: Harper & Row, 1973.
3Joel Dean, Managerial Economics, Englewood Cliffs, NJ: Prentice-Hall, 1951, p. vii.
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government, he found that every problem that he worked on was helped in some way by
“the method of reasoning involved in the derivation of some economic theorem.™

William H. Meckling, the former dean of the Graduate School of Management at
the University of Rochester, expressed a similar sentiment in an interview conducted by
The Wall Street Journal. In his view, “economics is a discipline that can help students solve
the sort of problems they meet within the firm.” Recalling his experience as the direc-
tor of naval warfare analysis at the Center for Naval Analysis and as an economic analyst
at the Rand Corporation, one of the nation’s most prominent think tanks, Meckling
stated that these institutions are “dominated by physical scientist types, really brilliant
people.” However, he went on to say that “the economists knew how to structure the
problems . . . the rest of the people knew a lot about technical things but they had
never thought about how you structure big issues.”

As it has evolved in undergraduate and graduate programs over the past half
century, managerial economics is essentially a course in applied microeconomics that
includes selected quantitative techniques common to other disciplines such as linear
programming (management science), regression analysis (statistics, econometrics, and
management science), capital budgeting (finance), and cost analysis (managerial and
cost accounting). From our perspective as economists, we see that many disciplines in
business studies have drawn from the core of microeconomics for concepts and
theoretical support. For example, the economic analysis of demand and price elasticity
can be found in most marketing texts. The division of markets into four types—perfect
competition, pure monopoly, monopolistic competition, and oligopoly—is generally
the basis for the analysis of the competitive environment presented in books on
corporate strategy and marketing strategy.’

There are a number of other examples to be found. The economic concept of
opportunity cost serves as the foundation for the analysis of relevant cost in managerial
accounting and for the use of the “hurdle rate”” in finance. As shown in chapter 2,
opportunity cost also plays an important part in understanding how firms create
“economic value” for their shareholders. Finally, in recent years, certain authors have
linked their managerial economics texts thematically with strategy and human
resources.® Figure 1.1 illustrates our view that managerial economics is closely linked
with many other disciplines in a business curriculum.

Our approach in this text is to show linkages of economics with other business
functions, while maintaining a focus on the heart of managerial economics—the
microeconomic theory of the behavior of consumers and firms in competitive
markets. When clearly understood and exemplified in actual business examples, this
theory provides managers with a basic framework for making key business decisions
about the allocation of their firm’s scarce resources. In making these decisions,
managers must essentially deal with the following questions listed in abridged form:

I. What are the economic conditions in a particular market in which we are or could be
competing? In particular:

a. Market structure?

b. Supply and demand conditions?

“William Baumol, “What Can Economic Theory Contribute to Managerial Economics?” American Economic
Review, 51, 2 (May 1961), p. 114.

5“Economics Has Much to Teach the Businessman,” Wall Street_Journal, May 3, 1983.

6Professor Michael Porter, whose books on strategy have greatly influenced this field of study, is himself a
Ph.D. in economics.

“Essentially, this is a company’s cost of funds expressed as a percentage (e.g., 15 percent). Any project
funded by the company should have a rate of return that is greater than this level.

8See for example, David Besanko et al., Economics of Strategy, New York: John Wiley & Sons, 2004, and
James A. Brickley et al., Managerial Economics and Organizational Architecture, New York, McGraw-Hill, 2004.



