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Preface 

Economic concepts show how to apply common sense to understand business and solve 

managerial problems. Economic intuition is really useful. It helps managers decide on which 

products to produce, costs to consider, and prices to charge. It also helps them decide on the 

best hiring policy and the most effective style of organization. Students and future managers 

need to learn these things. The topics covered in managerial economics are powerful tools 

that can be used to make them more effective and their careers more satisfying. By studying 

managerial economics, those seeking to further their business careers learn how to more 

effectively collect, organize and analyze information. 

A key feature of this book is its depiction of the firm as a cohesive organization. Effective 

management involves an integration of the accounting, finance, marketing, personnel, and 

production functions. This integrative approach demonstrates that important managerial 

decisions are interdisciplinary in the truest sense of the word. 

Although both microeconomic and macroeconomic relations have implications for 

managerial decision making, this book concentrates on microeconomic topics. Following 

development of the economic model of the firm, the vital role of profits is examined. Because 

economic decision making often requires an elementary understanding of optimization 

techniques and statistical relations, those basic concepts are described early in the text. 

Because demand for a firm's products plays a crucial role in determining its profitability and 

ongoing success, demand analysis and estimation is an essential area of study. An important 

part of this study is an investigation of the basic forces of demand and supply. This naturally 

leads to discussion of economic forecasting and methods for assessing forecast reliability. 

Production theory and cost analysis are then explored as means for understanding the 

economics of resource allocation and employment. 

Once the internal workings of a successful firm are understood, attention can turn 

toward consideration of the firm's external economic environment. Market structure analysis 

provides the foundation for studying the external economic environment and for defining 

an effective competitive strategy. The role of government in the market economy, including 

the constraints it imposes on business, requires a careful examination of regulation and 

antitrust law. Risk analysis and capital budgeting are also shown as methods for introducing 

marginal analysis into the long-range strategic planning and control process. Finally, given 

government's increasing role in managing demand and supply for basic services, such as 

education and health care, the use of economic principles to understand and improve public 

management is also considered. 

Managerial Economics, 14th Edition, takes a practical problem-solving approach. The focus 

is on the economics—not the mathematics—of the managerial decision process. Quantitative 

tools are sometimes employed, but the emphasis is on economic intuition. 
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Preface xvii 

THIS i/|TH EDITION 

Students and instructors will find that Managerial Economics, 14th Edition provides an efficient 

calculus-based introduction and guide to the optimization process. Chapter 2, Economic 

Optimization, illustrates how the concept of a derivative can be used as a practical tool to 

understand and apply marginal analysis. Multivariate Optimization and the Lagrangian Technique, 

Appendix 2B, examines the optimization process for equations with three or more variables. 

Such techniques are especially helpful when managers face constrained optimization problems, 

or decision situations with limited alternatives. Throughout the text, a wide variety of problems 

describing real-world decisions can be solved using such techniques. 

Managerial Economics, 14th Edition provides an intuitive guide to marginal analysis and basic 

economic relations. Although differential calculus is an obviously helpful tool for understanding 

the process of economic optimization, it is important that students not let mathematical 

manipulation get in the way of their basic grasp of economic concepts. The concept of a 

marginal can also be described graphically in an intuitive noncalculus-based approach. Once 

students learn to grasp the importance of marginal revenue and marginal cost concepts, the 

process of economic optimization becomes intuitively obvious. Although those using a non- 

calculus based approach can safely skip parts of Chapter 2 and Appendix 2B, all other material 

is fully and completely assessable. With practice using a wide variety of problems and examples 

throughout the text, all students are able to gain a simple, practical understanding of how 

economics can be used to understand and improve managerial decisions. 

Learning Aids 

• Each chapter incorporates a wide variety of simple numerical examples and detailed 

practical illustrations of chapter concepts. These features portray the valuable use and 

real-world implications of covered material. 

• Each chapter includes short Managerial Applications boxes to show current examples of 

how the concepts introduced in managerial economics apply to real-world situations. 

New Managerial Applications based on articles from the Internet or Barron's, Business 

Week, Forbes, Fortune, and The Wall Street Journal are provided. This feature stimulates 

student interest and offers a popular basis for classroom discussion. 

• The book incorporates several new regression-based illustrations of chapter concepts 

using actual company data, or hypothetical data adapted from real-world situations. Like 

all aspects of the text, this material is self-contained and intuitive. 

• Effective managers must be sensitive to the special challenges posed by an increasingly 

global marketplace. To increase student awareness of such issues, a number of examples. 

Managerial Applications, and case studies that relate to global business topics are featured. 

• Each chapter is accompanied by a case study that provides in-depth treatment of chapter 

concepts. To meet the needs of all instructors and their students, these case studies are 

written to allow, but do not require, a computer-based approach. These case studies 

are fully self-contained and especially helpful to instructors who wish to more fully 

incorporate the use of basic spreadsheet and statistical software in their courses. 

• New end-of-chapter questions and problems are provided, after having been subject 

to necessary revision and class testing. Questions are designed to give students the 

opportunity to grasp basic concepts on an intuitive level and express their understanding 

in a nonquantitative fashion. Problems cover a wide variety of decision situations and 

illustrate the role of economic analysis from within a simple numerical framework. 
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xviii Preface 

• Each chapter includes self-test problems with detailed solutions to show students how 

economic tools and techniques can be used to solve practical business problems. These 

self-test problems are a proven study aid that greatly enhances the learning value of end- 

of-chapter questions and problems. 

Ancillary Package 

Managerial Economics, 14th Edition, is supported by the most comprehensive ancillary 

package available in managerial economics to make teaching and learning the material 

both easy and enjoyable. 

Instructor's Manual The Instructor's Manual offers learning suggestions, plus detailed 

answers and solutions for all chapter questions and problems. Case study data are also 

provided to adopters with the Instructor's Manual. The Instructor's Manual files can be found 

on the website international.cengage.com. 

Test Bank A comprehensive Test Bank is also provided that offers a variety of multiple-choice 

questions, one-step, and multistep problems for every chapter. Full solutions are included, of 

course. With nearly 1,000 questions and problems, the Test Bank is a valuable tool for exam 

preparation. The Test Bank files can be found on the website international.cengage.com. 
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Nature and Scope 

of Managerial Economics 

Warren E. Buffett, celebrated chairman of Omaha, Nebraska-based Berkshire Hathaway, Inc., started 

an investment partnership with $100 in 1956 and went on to accumulate a personal net worth in 

excess of $50 billion. 

Buffett is famous for his razor-sharp focus on the competitive advantages of Berkshire's wide 

assortment of operating companies, including Benjamin Moore (paints), Borsheim's (jewelry), Clayton 

Homes, Dairy Queen, Fruit of the Loom, GEICO (insurance), General Re Corporation (reinsurance), 

MidAmerican Energy, the Nebraska Furniture Mart, See's Candies and Shaw's Industries (carpet and 

floor coverings). Berkshire subsidiaries commonly earn more than 30 per cent per year on invested 

capital, compared with the 10 per cent to 12 per cent rate of return earned by other well-managed 

companies. Additional contributors to Berkshire's outstanding performance are substantial common 

stock holdings in American Express, Coca-Cola, Procter & Gamble and Wells Fargo among others. As 

both a skilled manager and an insightful investor, Buffett likes wonderful businesses with high rates 

of return on investment, lofty profit margins and consistent earnings growth. Complicated businesses 

that face fierce competition and require large capital investment are shunned.1 

Buffett's success is powerful testimony to the practical usefulness of managerial economics. 

Managerial economics answers fundamental questions. When is the market for a product so attractive 

that entry or expansion becomes appealing? When is exit preferable to continued operation? Why 

do some professions pay well, while others offer only meager pay? Successful managers make good 

decisions, and one of their most useful tools is the methodology of managerial economics. 

HOW IS MANAGERIAL ECONOMICS USEFUL? 

Economic theory and methodology lay down rules for improving business and public 

policy decisions. 

Evaluating Choice Alternatives 

Managerial economics helps managers recognize how economic forces affect organizations 

and describes the economic consequences of managerial behavior. It also links economic 

concepts, data and quantitative methods to develop vital tools for managerial decision- 

making. This process is illustrated in Figure 1.1. 

1 Information about Warren Buffett's investment philosophy and Berkshire Hathaway, Inc., can be found 
on the Internet, http://www.berkshirehathaway.com 

3 

Managerial 
Economics 
Applies economic 
tools and techniques 
to business and 
administrative decision- 
making. 
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4 Part 1: Overview of Managerial Economics 

Figure 1.1 Managerial Economics is a Tool for Improving Management Decision-Making 

Managerial economics uses economic concepts and quantitative methods to solve managerial problems. 

Management Decision Problems 
Product selection, output and pricing 
Internet strategy 
Organization design 
Product development and promotion 
strategy 
Worker hiring and training 
Investment and financing 

Economic Concepts 
Marginal analysis 
Theory of consumer demand 
Theory of the firm 
Industrial organization and firm 
behavior 
Public choice theory 

Quantitative Methods 
Numerical analysis 
Statistical estimation 
Forecasting procedures 
Game-theory concepts 
Optimization techniques 
Information systems 

Managerial Economics 
Use of economic concepts and 
quantitative methods to solve 
management decision problems 

7 

Optimal solutions to management 
decision problems 

Managerial economics identifies ways to achieve goals efficiently. For example, 

suppose a small business seeks rapid growth to reach a size that permits efficient use 

of national media advertising, managerial economics can be used to identify pricing 

and production strategies to help meet this short-run objective quickly and effectively. 

Similarly, managerial economics provides production and marketing rules that permit 

the company to maximize net profits once it has achieved growth or market share 

objectives. 

Managerial economics has applications in both profit and not-for-profit sectors. For 

example, an administrator of a nonprofit hospital strives to provide the best medical care 

possible given limited medical staff, equipment, and related resources. Using the tools 

and concepts of managerial economics, the administrator can determine the optimal 

allocation of these limited resources. In short, managerial economics helps managers 

arrive at a set of operating rules that aid in the efficient use of scarce human and capital 
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Chapter 1: Nature and Scope of Managerial Economics 5 

resources. By following these rules, businesses, nonprofit organizations and government 

agencies are able to meet objectives efficiently. 

Making the Best Decision 

To establish appropriate decision rules, managers must understand the economic 

environment in which they operate. For example, a grocery retailer may offer consumers 

a highly price-sensitive product, such as milk, at an extremely low markup over 

cost - say, 1 per cent to 2 per cent - while offering less price-sensitive products, such 

as nonprescription drugs, at markups of as high as 40 per cent over cost. Managerial 

economics describes the logic of this pricing practice with respect to the goal of profit 

maximization. Similarly, managerial economics reveals that auto import quotas reduce 

the availability of substitutes for domestically produced cars, raise auto prices, and 

create the possibility of monopoly profits for domestic manufacturers. It does not explain 

whether imposing quotas is good public policy; that is a decision involving broader 

political considerations. Managerial economics only describes the predictable economic 

consequences of such actions. 

Managerial economics offers a comprehensive application of economic theory and 

methodology to management decision-making. It is as relevant to the management 

of government agencies, cooperatives, schools, hospitals, museums, and similar not- 

for-profit institutions as it is to the management of profit-oriented businesses. Although 

this text focuses primarily on business applications, it also includes examples and 

problems from the government and nonprofit sectors to illustrate the broad relevance of 

managerial economics. 

Managerial Application 1.1 

Business Ethics 

In Financial Times, you can sometimes find evidence of 
unscrupulous business behavior. However, unethical conduct 
is inconsistent with value maximization and contrary to 
the enlightened self-interest of management and other 
employees, if honesty didn't pervade corporations, the ability 
to conduct business would collapse. Eventually, the truth 
always comes out, and when it does the unscrupulous lose 
out. For better or worse, we are known by the standards we 
adopt.To become successful in business, everyone must 
adopt a set of principles. Ethical rules to keep in mind when 
conducting business include: 

• Above all else, keep your word. Say what you mean, and 
mean what you say. 

• Do the right thing. A handshake with an honorable 
person is worth more than a ton of legal documents from 
a corrupt individual. 

• Accept responsibility for your mistakes, and fix them. Be 
quick to share credit for success. 

• Leave something on the table. Profit with your customer, 
not off your customer. 

• Stick by your principles. Principles are not for sale at any 
price. 

Does the'high road' lead to corporate success? Consider the 
experience of A.P.Moller/Maersk - a Scandinavian company. 
At A.P. Moller/Maersk their founder used the phrase:'no loss 
should hit us, which by due diligence could be averted'. 

See: http://www.maer5k.com 
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6 Part 1: Overview of Managerial Economics 

Theory of the 
Firm 
Basic model of 
business. 

Expected Value 
Maximization 
Optimization of 
profits in light of 
uncertainty and 
the time value of 
money. 

Value of the Firm 
Present value of 
the firm's expected 
future net cash 
flows. 

Present Value 
Worth in current 
dollars. 

THEORY OF THE FIRM 

Firms are useful for producing and distributing goods and services. 

Expected Value Maximization 

At its simplest level, a business enterprise represents a series of contractual relationships 

that specify the rights and responsibilities of various parties (see Figure 1.2). People directly 

involved include customers, stockholders, management, employees, and suppliers. Society 

is also involved because businesses use scarce resources, pay taxes, provide employment 

opportunities, and produce much of society's material and services output. The model 

of business is called the theory of the firm. In its simplest version, the firm is thought to 

have profit maximization as its primary goal. The firm's owner-manager is assumed to be 

working to maximize the firm's short-run profits. Today, the emphasis on profits has been 

broadened to encompass uncertainty and the time value of money. In this more complete 

model, the primary goal of the firm is long-term expected value maximization. 

The value of the firm is the present value of the firm's expected future net cash 

flows. If cash flows are equated to profits for simplicity, the value of the firm today, or 

its present value, is the value of expected profits, discounted back to the present at an 

appropriate interest rate.2 

This model can be expressed as follows 

Value of the Firm = Present Value of Expected Future Profits 

- ^ + _£2, . . . + 1.-! 

=1 
1 = 1 

(1+ 01 (l + o2 d + O" 

TT, 

d + O' 

Here, tt], 772, ..., tt,, represent expected profits in each year, t, and i is the appropriate 

interest, or discount, rate. The final form for Equation (1.1) is simply a shorthand 

expression in which sigma (S) stands for 'sum up'or 'add together'. The term 

( = 1 

means, 'Add together as t goes from 1 to n the values of the term on the right'. For Equation 

(1.1), the process is as follows: Let t — I and find the value of the term rq/O + 01, the 

present value of year 1 profit; then let t-2 and calculate 772/(1 + 02, the present value of 

year 2 profit; continue until t = n, the last year included in the analysis; then add up these 

present-value equivalents of yearly profits to find the current or present value of the firm. 

Because profits (77) are equal to total revenues (TR) minus total costs (TC), Equation 

(1.1) can be rewritten as 

, V TR, — TCf 
Value = Z* —7^—rrr1 1.2 

f=i (1+/)' 

2 Discounting is required because profits obtained in the future are less valuable than profits earned 
presently. One euro today is worth more than €1 to be received a year from now because €1 today can 
be invested and, with interest, grow to a larger amount by the end of the year. One euro invested at 
10 per cent interest would grow to €1.10 in 1 year. Thus, €1 is defined as the present value of €1.10 due in 
1 year when the appropriate interest rate is 10 per cent. 
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Chapter 1: Nature and Scope of Managerial Economics 

Figure 1.2 The Corporation is a Legal Device 

The firm can be viewed as a series of contractual relationships that connect suppliers, investors, 
workers and management in a joint effort to serve customers. 

Society 

Suppliers 

Management 

Firm 

\ 

Investors 

Employees 

Customers 

This expanded equation can be used to examine how the expected value maximization 

model relates to a firm's various functional departments. The marketing department often 

has primary responsibility for promotion and sales (TR); the production department has 

primary responsibility for development costs (TC); and the finance department has primary 

responsibility for acquiring capital and, hence, for the discount factor (/) in the denominator. 

Important overlaps exist among these functional areas. The marketing department can help 

reduce costs for a given level of output by influencing customer order size and timing. 

The production department can stimulate sales by improving quality. Other departments, 

for example, accounting, human resources, transportation, and engineering, provide 

information and services vital to sales growth and cost control. The determination of TR 

and TC is a difficult and complex task. All managerial decisions should be analyzed in 

terms of their effects on value, as expressed in Equations (1.1) and (1.2). 

Constraints and the Theory of the Firm 

Organizations frequently face limited availability of essential inputs, such as skilled labor, 

raw materials, energy, specialized machinery and warehouse space. Managers often 

face limitations on the amount of investment funds available for a particular project or 

activity. Decisions can also be constrained by contractual requirements. For example, labor 

contracts limit flexibility in worker scheduling and job assignments. Contracts sometimes 

require that a minimum level of output be produced to meet delivery requirements. In 

most instances, output must also meet quality requirements. Some common examples 
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8 Part 1: Overview of Managerial Economics 

of output quality constraints are nutritional requirements for feed mixtures, audience 

exposure requirements for marketing promotions, reliability requirements for electronic 

products, and customer service requirements for minimum satisfaction levels. 

Legal restrictions, which affect both production and marketing activities, can also 

play an important role in managerial decisions. Laws that define minimum wages, health 

and safety standards, pollution emission standards, fuel efficiency requirements, and fair 

pricing and marketing practices all limit managerial flexibility. 

The role that constraints play in managerial decisions makes the topic of constrained 

optimization a basic element of managerial economics. Later chapters consider important 

economic implications of self-imposed and social constraints. This analysis is important 

because value maximization and allocative efficiency in society depend on the efficient 

use of scarce economic resources. 

Optimize 
Seek the best 
solution. 

Satisfice 
Seek satisfactory 
rather than optimal 
results. 

Limitations of the Theory of the Firm 

In practice, do managers try to optimize (seek the best result) or merely satisfice 

(seek satisfactory rather than optimal results)? Do managers seek the sharpest needle 

in a haystack (optimize), or do they stop after finding one sharp enough for sewing 

(satisfice)? How can one tell whether company support of the United Way, for example, 

leads to long-run value maximization? Are generous salaries and stock options necessary 

to attract and retain managers who can keep the firm ahead of the competition? When 

a risky venture is turned down, is this inefficient risk avoidance? Or does it reflect an 

appropriate decision from the standpoint of value maximization? 

It is impossible to give definitive answers to questions like these, and this dilemma 

has led to the development of alternative theories of firm behavior. Some of the more 

prominent alternatives are models in which size or growth maximization is the assumed 

primary objective of management, models that argue that managers are most concerned 

with their own personal utility or welfare maximization, and models that treat the firm as 

a collection of individuals with widely divergent goals rather than as a single, identifiable 

unit. These alternative theories, or models, of managerial behavior have added to our 

understanding of the firm. Still, none can supplant the basic value maximization concept 

as a foundation for analyzing managerial decisions. Examining why provides additional 

insight into the value of studying managerial economics. 

Research shows that vigorous competition typically forces managers to seek value 

maximization in their operating decisions. Competition in the capital markets forces 

managers to seek value maximization in their financing decisions as well. Stockholders 

are, of course, interested in value maximization because it affects their rates of return 

on common stock investments. Managers who pursue their own interests instead of 

stockholders' interests run the risk of losing their job. Unfriendly takeovers are especially 

hostile to inefficient management that is replaced. Moreover, recent studies show a strong 

correlation between firm profits and managerial compensation. Management has strong 

economic incentives to pursue value maximization through their decisions. 

It is sometimes overlooked that managers must consider all relevant costs and 

benefits before they can make reasoned decisions. It is unwise to seek the best technical 

solution to a problem if the costs of finding such a solution greatly exceed resulting 

benefits. As a result, what often appears to be satisficing on the part of management can 

be interpreted as value-maximizing behavior once the costs of information gathering and 

analysis are considered. Similarly, short-run growth maximization strategies are often 

consistent with long-run value maximization when the production, distribution and 

promotional advantages of large firm size are better understood. 
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Chapter 1: Nature and Scope of Managerial Economics 9 

Finally, the value maximization model also offers insight into a firm's voluntary 

'socially responsible' behavior. The criticism that the traditional theory of the firm 

emphasizes profits and value maximization while ignoring the issue of social 

responsibility is important and will be discussed later in the chapter. For now, it will 

prove useful to examine the concept of profits, which is central to the theory of the firm. 

PROFIT MEASUREMENT 

Free enterprise depends upon profits and the profit motive. Both play a role in the 

efficient allocation of economic resources worldwide. 

Business Versus Economic Profit 

Business Profit 
Residual of sales 
revenue minus the 
explicit accounting 
costs of doing 
business. 

Profit is usually defined as the residual of sales revenue minus the explicit costs of doing 

business. It is the amount available to fund equity capital after payment for all other 

resources used by the firm. This definition of profit is accounting profit, or business 

profit. 

The economist also defines profit as the excess of revenues over costs. However, 

inputs provided by owners, including entrepreneurial effort and capital, are resources 

that must be compensated. The economist includes a normal rate of return on equity 

capital plus an opportunity cost for the effort of the owner-entrepreneur as costs of 

doing business, just as the interest paid on debt and the wages are costs in calculating 

Managerial Application 1.2 

The World is Turning to Capitalism and Democracy 

Capitalism and democracy are mutually reinforcing. Some 
philosophers have gone so far as to say that capitalism and 
democracy are intertwined. Without capitalism, democracy 
may be impossible.Without democracy, capitalism may fail. 
At a minimum,freely competitive markets give consumers 
broad choices, and reinforce the individual freedoms 
protected in a democratic society. In democracy, government 
does not grant individual freedom. Instead, the political 
power of government emanates from the people. Similarly, 
the flow of economic resources originates with the individual 
customer in a capitalistic system. It is not centrally directed 
by government. 

Capitalism is socially desirable because of its decentralized 
and customer-oriented nature.The menu of products to be 
produced is derived from market price and output signals 
originating in competitive markets, not from the output 
schedules of a centralized planning agency. Resources and 
products are also allocated through market forces.They are 
not earmarked on the basis of favoritism or social status. 
Through their purchase decisions, customers dictate the 
quantity and quality of products brought to market. 

Competition is a fundamentally attractive feature of 
the capitalistic system because it keeps costs and prices 
low. By operating efficiently,firms are able to produce the 
maximum quantity and quality of goods and services. 
Mass production is, by definition, production for the 
masses. Competition also limits concentration of economic 
and political power. Similarly, the democratic form of 
government is inconsistent with consolidated economic 
influence and decision-making. 

Totalitarian forms of government are in retreat. China 

has experienced violent upheaval as the country embarks 
on much-needed economic and political reforms. In the 
former Soviet Union, Eastern Europe, India and Latin America, 
years of economic failure forced governments to dismantle 
entrenched bureaucracy and install economic incentives. 
Rising living standards and political freedom have made life 
in the West the envy of the world. Against this backdrop, the 
future is bright for capitalism and democracy! 

See: Thomas B. Edsall 'Capitalism vs. Democracy,' The New York Times, 
January 28,2014, http://www.wsj.com 
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10 Part 1: Overview of Managerial Economics 

Normal Rate of 
Return 
Average profit 
necessary to 
attract and retain 
investment. 

Economic Profit 
Business profit 
minus the implicit 
costs of capital and 
any other owner- 
provided inputs. 

business profit. The risk-adjusted normal rate of return on capital is the minimum return 

necessary to attract and retain investment. Similarly, the opportunity cost of owner 

effort is determined by the value that could be received in alternative employment. In 

economic terms, profit is business profit minus the implicit (noncash) costs of capital and 

other owner-provided inputs used by the firm. This profit concept is called economic 

profit. 

The concepts of business profit and economic profit can be used to explain the role 

of profits in a free-enterprise economy. A normal rate of return is necessary to induce 

individuals to invest funds rather than spend them for current consumption. Normal 

profit is simply a cost for capital; it is no different from the cost of other resources, such as 

labor, materials, and energy. A similar price exists for the entrepreneurial effort of a firm's 

owner-manager and for other resources that owners bring to the firm. Opportunity costs 

for owner-provided inputs are often a big part of business profits, especially among small 

businesses. 

Profit Margin 
Accounting net 
income divided by 
sales. 

Return on 
Stockholders' 
Equity 
Accounting net 
income divided by 
the book value of 
total assets minus 
total liabilities. 

Variability of Business Profits 

In practice, reported profits fluctuate widely. Table 1.1 shows business profits for 

a sample of 30 well-known industrial giants: companies that comprise the Dow 

Jones Industrial Average. Business profit is often measured in dollar terms or as a 

percentage of sales revenue, called profit margin, as in Table 1.1. The economist's 

concept of a normal rate of profit is typically assessed in terms of the realized 

rate of return on stockholders' equity (ROE). Return on stockholders' equity is 

defined as accounting net income divided by the book value of the firm. As seen in 

Table 1.1, the average ROE for industrial giants found in the Dow Jones Industrial 

Average falls in a broad range around 15 per cent to 25 per cent per year. Although 

an average annual ROE of roughly 20 per cent can be regarded as a typical or 

normal rate of return in the USA and Canada, this standard is routinely exceeded by 

companies such as Boeing Company, which has consistently earned a ROE in excess 

of 35 per cent per year. 

Some of the variation in ROE depicted in Table 1.1 represents the influence of 

differential risk premiums. In the pharmaceuticals industry, for example, hoped-for 

discoveries of effective therapies for important diseases are often a long shot at best. 

Thus, profit rates reported by Merck, Pfizer, and other leading pharmaceutical companies 

overstate the relative profitability of the drug industry; it could be cut by one-half with 

proper risk adjustment. Similarly, reported profit rates can overstate differences in 

economic profits if accounting error or bias causes investments with long-term benefits 

to be omitted from the balance sheet. For example, current accounting practice often 

fails to consider advertising or research and development expenditures as intangible 

investments with long-term benefits. Because advertising and research and development 

expenditures are immediately expensed rather than capitalized and written off over 

their useful lives, intangible assets can be grossly understated for certain companies. The 

balance sheet of Coca-Cola does not reflect the hundreds of millions of dollars spent to 

establish and maintain the brand-name recognition of Coca-Cola, just as Pfizer's balance 

sheet fails to reflect research dollars spent to develop important product names like 

cholesterol-lowering Lipitor (the world's best-selling drug), Inspra (for the treatment of 

congestive heart failure) and Viagra (for the treatment of male impotence). As a result, 

business profit rates for both Coca-Cola and Pfizer overstate each company's true 

economic performance. 
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