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It is quite amazing to look around the world today and see the huge differences in wealth
from one nation to another. A person in Malawi may have less than $1 a day to live on,
while the average person in the United States has more than $40,000 per year. In 1800 it
would be hard to know whether you were living in Latin America, North America, or
Europe; standards of living were not very different. By 1900, a differential between
wealthy and poor nations was being created. Today the differences are huge. According
to the United Nations’ Food and Agriculture Organization, there are over 800 million
people in the world who don’t get enough to eat. Thirty percent of children in Malawi
are malnourished, and more than two of every ten will die before their fifth birthday.
Why have some countries become so wealthy while others remain mired in poverty? Al-
though development economists have studied this issue since prior to Adam Smith’s The
Wealth of Nations in 1776, the answer is relatively simple. It is economic freedom and
private property. How does this apply to firms? There is a direct analogy between this
answer and the answer to the question of which firms are successful and which fail?
And there are direct implications for firm policy and strategy.

What I try to do in this text is to rely on the similarities between the development of
economies and the emergence of firms, on the similarities between the factors that are
necessary for a system of markets to develop and the internal workings of the firm, and
on the analogy between the success and failure of nation-states and the success and fail-
ure of firms. In so many economics texts, particularly managerial texts, the emphasis is
on optimization with constraints, solving for some algebraic formula or some optimal
solution. But, this emphasis brings up the age old problem of getting lost in the trees
without seeing the forest. Without understanding where firms come from, what their
role is and what drives success or failure, the optimization problems provide few insights.
In this text I provide an intuitive tour of managerial economics. I minimize use of graphs
and math and rely instead on the verbal tradition. It is my belief that if you can under-
stand and explain how business problems develop, what the problems are, and how they
can be resolved, you can be a successful manager. You need not solve an algebraic
problem.

Until the 1960s, economists looked at the firm as a black box into which went inputs
and out of which came the output. What went on inside the firm was not a subject of
interest. Since the 1970s, in particular, the black box has been broken into. The structure
of a firm, its organization or architecture, its culture, its compensation structure and per-
sonnel policies are now subjects of interest to economists. The roles of the entrepreneur,
the manager, the owners, and employees are being examined. The typical structure of a
managerial economics text is to introduce demand and supply, derive production and
cost functions and discuss demand prior to looking at any issues internal to the firm. I
think this is backward, putting the emphasis, as I say, on optimization under constraints
rather than understanding and intuition. In this text the emergence of firms, their orga-
nization, structure, personnel policies, and internal workings are considered even before
the production and costs typically covered in the first part of a managerial course, espe-
cially when the firm is treated as a “black box.”

In addition to considering the firm as a black box, economists have generally ignored
the role of the entrepreneur. The economy is usually viewed as being in equilibrium or as
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changing from one equilibrium to another while the firm is typically seen as arriving at
an equilibrium position defined by the market structure in which the firm operates.
There is, therefore, no explicit role for innovation and recognition of profit opportu-
nities, in other words, no role for the entrepreneur. Only those economists referred to
as Austrian economists (because their initial founders came from Austria) have explicitly
provided a role for entrepreneurs, but until very recently their focus has been on the
macro economy, not the individual firm. The Austrians looked upon the economy as al-
ways being in motion and the entrepreneur’s role as both driving innovation and equili-
brating markets via competition. The entrepreneur plays an important role in the
economy in innovating, creating new firms, discovering profitable opportunities even if
those opportunities consist of getting the government to transfer resources from others
to the entrepreneur. So, in this text, the entrepreneur is discussed and the role of the
entrepreneur examined.

Tour of the Text

Chapter 1 is an introduction, indicating what will be and won’t be done in the remainder
of the text. The idea of “how to think like an economist”, opportunity costs and scarcity,
tradeoffs and thinking at the margin are discussed. In Chapter 2 the power of markets,
the market process, efficiency, competition and barriers to entry are discussed. In
Chapter 3 the material of Chapter 2 is carried over and market issues such as market
failures are examined. The role of government in the economy is discussed as is the
structure and organization of government. Then in Chapters 4 and 5, the knowledge
from Chapters 2 and 3 are applied to the firm. Why firms emerge and their structure
and organization are examined. In Chapter 6 the examination of market failures and
government’s role in the economy is applied to structures and activities inside the firm.

Chapters 7-10 are devoted to strategy. Chapter 7 is devoted to how the firm behaves
when other firms do not react to whatever the first firm does? In Chapter 8 the firm’s
behavior is examined when its rivals do react to what it does. Chapter 9 discusses strat-
egy with respect to the government. Chapter 10 is devoted to the entrepreneur.

In Chapter 11 the question “what should the firm do” is discussed. Should the firm
maximize profit, maximize stockholder return, ensure a safe environment for customers
and employees, contribute to charitable organizations or all of the above?

Chapters 12-14 contain the standard cost, demand, and profit material presented in
most managerial texts.

Chapter 16 is devoted to what has become known as “the knowledge” economy. Do
firms act differently when they are high-tech or do employees act differently when their
productivity is based primarily on what is in their minds? Is everything now different?
The answer is generally no and the explanation is presented in the Chapter.

Chapter 17 contains information about the cost of capital and the corporate form.
The use of the cost of capital in allocating resources internally is discussed. In Chapter
18, this is extended to the idea of using markets as decision tools for internal allocation.
Chapter 19 is focused on measuring economic profit. How accountants measure profit
and how this measure is not particularly useful is discussed. Then the accounting defini-
tion is adjusted so that the measure of profit is of use in determining resource flows.

In Chapter 20 the firm is discussed in the setting of a national economy and in a
global economy. The following questions are discussed. What do cycles in business activ-
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In Chapter 21, some commonly assumed topics in strategy and business are discussed.
For instance the idea that a firm has to grow to be successful is examined. Also, topics
such as diversification, repressed technologies, and leadership are discussed.

In Chapter 22 several interesting cases are presented. These cases are written along
the lines of the opening chapter cases.

Pedagogical Features

The opening case in each chapter presents an issue that is answered in the chapter. At
the end of the chapter, a discussion of the case is presented. Each chapter contains sum-
maries and exercises as well as key terms, margin notes, and business insight vignettes.

Ancillary Package

B Instructor’s Manual guides instructors through every chapter with a Chapter Sum-
mary, Teaching Objectives, and Important Terms. For classroom help, Topics and
Teaching Suggestions and Answers are offered.

B Test Bank, available in ExamView and Word formats, allows instructors to generate
and edit tests easily. For ease of use, answers, level of difficulty, and topic section
appear with each individual question.

B PowerPoint Slides contain key lecture points and exhibits from the text. Instructors
can use these PPT slides as is, or they can edit, delete, and add them to suit specific
class needs.

B Student CourseMate provides an extended learning environment for students where
materials are carefully developed to complement and supplement each chapter.
Students will find numerous opportunities to test their mastery of chapter content—
including electronic flashcards, key term crossword puzzles, videos, practice
quizzes, and Internet Exercises that are linked to the text. To access additional
course materials, including CourseMate, please visit www.cengagebrain.com. At the
CengageBrain.com home page, search for the ISBN of your title.
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