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Microeconomics for MBAs

This is the first textbook in microeconomics written exclusively for MBA
and other serious business students to help them develop the economic
way of thinking by applying the theory to a variety of problems that
business students, as future managers of real-world firms, will find
relevant. This third edition has been designed to work with conventional
courses as well as online and hybrid courses: short video modules are
available on You Tube at https://[www.youtube.com/user/richardmckenzie/
videos and longer video lectures are available at the Cambridge resources
website at www.cambridge.org/mckenzie. Each chapter also concludes with
discussion and review questions and with links to online readings. This
combination provides a complete course in microeconomics for advanced
business students.

McKenzie and Lee continue to minimize technnical mathematics
and instead focus on teaching intuitive economic thinking. The text is
structured clearly and accessibly: In each chapter Part A presents the basic
economic theory with applications to economic policies, and Part B applies
this theory to real-world management issues. Between each part the authors
provide a “perspectives” section containing an article or blog entry that
serves as a source for discussion by presenting a new or different (often
counterintuitive) view on a business or policy issue. Two new chapters on
behavioral economics have been added to this edition as well.

Richard B. McKenzie is the Walter B. Gerken Professor of Enterprise and
Society Emeritus in the Paul Merage School of Business at the University of
California, Irvine.

Dwight R. Lee is a professor emeritus at the University of Georgia and
Scholar in Residence in the William J. O’Neil Center for Global Markets and
Freedom at Southern Methodist University.



Dedicated to

Mackenzie Jane Shelton
(Class of 2036)



Microeconomics for MBAs

The Economic Way of Thinking for Managers

Richard B. McKenzie
Dwight R. Lee

2 CAMBRIDGE

%) UNIVERSITY PRESS




CAMBRIDGE

UNIVERSITY PRESS
University Printing House, Cambridge CB2 8BS, United Kingdom

Cambridge University Press is part of the University of Cambridge.

It furthers the University’s mission by disseminating knowledge in the pursuit of
education, learning and research at the highest international levels of excellence.

www.cambridge.org
Information on this title: www.cambridge.org/9781107139480

© Richard B. McKenzie 2017

All rights reserved. This publication is protected by Copyright and permission
should be obtained from the copyright holder prior to any prohibited reproduction,
storage, in a retrieval system, or transmission in any form or by any means,
electronic, mechanical, photocopying, recording, or likewise. For information
regarding permission(s), write to: Richard B. McKenzie, Paul Merage School

of Business, University of California, Irvine 92697 (or mckenzie@uci.edu).

This publication is in copyright. Subject to statutory exception
and to the provisions of relevant collective licensing agreements,
no reproduction of any part may take place without the written
permission of Cambridge University Press.

First published 2017
Printed in the United States of America
A catalogue record for this publication is available from the British Library

Library of Congress Cataloging-in-Publication Data

McKenzie, Richard B. | Lee, Dwight R.

Microeconomics for MBAs (And other advanced business students) : the economic
way of thinking for managers / Richard B. McKenzie, Dwight R. Lee.

Third edition. | New York : Cambridge University Press, 2017. | Revised edition of the authors’
Microeconomics for MBAs, 2010.

LCCN 2015041882 | ISBN 9781107139480 (hardback)

LCSH: Microeconomics. | Managerial economics.

LCC HB172 .M396 2016 | DDC 338.5-dc23

LC record available at http://lccn.loc.gov/2015041882

ISBN-13 978-1-107-13948-0 hardback

Cambridge University Press has no responsibility for the persistence or accuracy of
URLs for external or third-party internet websites referred to in this publication,
and does not guarantee that any content on such websites is, or will remain,
accurate or appropriate.



=W N =

10
11
12
13

Short contents

List of figures

List of tables

Preface

Video lectures and suggested uses

How to use this book in traditional, online, and hybrid courses

Book I The market economy, overview and application
Microeconomics: a way of thinking about business
Principles of rational behavior in society and business
Competitive product markets and firm decisions
Applications of the economic way of thinking: domestic
government and management policies

Book Il Applications of basic economic theory
Applications of the economic way of thinking:
international economics

Applications of the economic way of thinking:
environmental economics

Book 11l Demand and production theory

Consumer choice and demand in traditional and network markets
Production costs and the theory of the firm

Production costs in the short run and long run

Book IV Competitive and monopoly market structures

Firm production under idealized competitive conditions
Monopoly power and firm pricing decisions

Firm strategy under imperfectly competitive market conditions
Competitive and monopsonistic labor markets

page xviii
xXi

xxiii
xXxxiii
XXXVi

51
97

149
199
201
232

267
269
310
360

403
405
450
502
549



vi

Short contents

Book V Behavioral economics: a challenge to conventional

microeconomics
14 Challenges of behavioral economists

15 Problems with behavioral economics

Bibliography
Index

597
599
632

676
707



Contents

List of figures

List of tables

Preface

Video lectures and suggested uses

How to use this book in traditional, online, and hybrid courses

Book I The market economy, overview and application

Microeconomics: a way of thinking about business
Part A Theory and public policy applications

The emergence of a market

The economic problem

The scope of economics

Developing and using economic theories

Microeconomics and macroeconomics

Private property rights, game theory, and the Prisoner’s Dilemma

Private property rights and the games economists play

Private property rights and the market

The emergence of private property rights

Game theory: Prisoner’s Dilemmas

Prisoner’s Dilemma solutions: enforcement and trade

Communal property rights and the “tragedy of the commons”

Voluntary organizations and firms as solutions for “tragedies
of the commons”

The tragedy of the anticommons

Perspective 1 “I, Pencil,” by Leonard E. Read

Part B Organizational economics and management

Managing through incentives
Productivity increases

The growing importance of incentives
The classic Lincoln Electric case study

page xviii
xXi

xxiii
xXxxiii
XXXVi

10
13
14
16
17
18
19
20
23
24
27

32
33
36

40

40
41
42
42



viii Contents

Incentives and managed earnings 44
Why incentives are important 45
Practical lessons for serious business students 48
Further reading online 49
Recommended video lectures 49
The bottom line 49
Review questions 50
2 Principles of rational behavior in society and business 51
Part A Theory and public policy applications 53
Rationality: a basis for exploring human behavior 54
Rational decisions in a constrained environment 57
Maximizing satisfaction; cost-benefit analysis 60
The effects of time and risk on costs and benefits 62
What rational behavior does not mean 66
Perspective 2 The evolutionary foundations of cooperation 68
Part B Organizational economics and management 72
The logic of group behavior in business and elsewhere 72
The common-interest logic of group behavior 72
The economic logic of group behavior 74
Overcoming Prisoner’s Dilemmas through tough bosses 83
Take this job and ... 84
The role of the residual claimant in abating Prisoner’s Dilemmas
in large groups 90
Practical lessons for serious business students 93
Further reading online 93
Recommended video lectures 93
The bottom line 94
Review questions 95
3 Competitive product markets and firm decisions 97
Part A Theory and public policy applications 99
The competitive market process 99
Supply and demand: a market model 102
Market equilibrium 111

The efficiency of the competitive market model 116



Contents

Nonprice competition
Competitive labor markets
Perspective 3 Why queues?

Part B Organizational economics and management

Making worker wages profitable in competitive markets
Henry Ford’s “overpayment”

Overpayments to prevent misuse of firm resources

The underpayment and overpayment of workers

The overpayment/underpayment connection
Mandatory retirement

The role of employers’ “credible commitments”

Practical lessons for serious business students
Further reading online

Recommended video lectures

The bottom line

Review questions

Applications of the economic way of thinking: domestic
government and management policies

Part A Theory and public policy applications

Who pays the tax?

Price controls

The California drought and the effects of low and controlled water
prices on conservation

Fringe benefits, incentives, and profits

Minimum wages

The draft versus the all-volunteer military service

Perspective 4 Maslow’s Hierarchy of Needs and economists’ supply and
demand curves, contrasting views on human (and economic) choices

Part B Organizational economics and management

How honesty can pay in business
Game theory, again: games of trust
Moral hazards and adverse selection
The role of “hostages” in business
Firm logos

Storefronts and fixtures

Firm profitability

118
124
126

130

130
130
134
135
136
136
139

145
146
146
146
147

149

150

150
153

157
161
168
176

178

185

186
188
190
192
192
193
193

ix



Contents

Creation of competition 193
Joint ownership 194
Guarantees 195
Practical lessons for serious business students 195
Further reading online 196
Recommended video lectures 196
The bottom line 196
Review questions 197
Book Il Applications of basic economic theory 199

5 Applications of the economic way of thinking:

international economics 201
Part A International trade theory and public policy applications 203
Global economics: international trade 203
Aggregate gains from trade 203
The law of comparative advantage 205
The distributional effects of trade 208
Gains to exporters 209
The effects of trade restrictions 210
Special interests’ politics and trade restrictions 211
Protection retaliation and trade wars 212
Interconnections of comparative advantage 214
The Trade Authority Bill 2015 215

Perspective 5 “A PETITION From the Manufacturers of Candles, ...
and Generally of Everything Connected with Lighting,”

by Frédéric Bastiat (1801-1850), Sophismes économiques, 1845 216
Part B International finance 219
The process of international monetary exchange 220
The exchange of national currencies 221
Determination of the exchange rate 223
Exchange rates and changes in domestic market conditions 225
Monetary and fiscal policies 227
Practical lessons for serious business students 229
Further reading online 229
Recommended video lectures 230
The bottom line 230

Review questions 230



Contents

6 Applications of the economic way of thinking:

environmental economics 232
Part A Green economics: external costs and benefits 233
Competitive markets and environmental failures 234
External costs 235
External benefits 238
The pros and cons of government action 240
Methods of reducing externalities 241
Choosing the most efficient remedy for reducing

external costs of pollution 245
Perspective 6 Why walking to work can be more polluting

than driving to work 248
Part B Organizational economics and management 253
The consequences of “quicksilver capital” for business and government 253
Capital mobility and business competitiveness 255
Capital mobility and government competitiveness 255

Collective agreement problems in averting global-warming Armageddon 258

Practical lessons for serious business students 263
Further reading online 264
Recommended video lectures 264
The bottom line 264
Review questions 265
Book 11l Demand and production theory 267

7 Consumer choice and demand in traditional

and network markets 269
Part A Theory and public policy applications 270
Predicting consumer demand 270
Rational consumption: the concept of marginal utility 271
Changes in price and the law of demand 274
From individual demand to market demand 276
Elasticity: consumers’ responsiveness to price changes 277
Applications of the concept of elasticity 282
Determinants of the price elasticity of demand 285
Changes in demand 286

Normal and inferior goods 288



Xii

Contents

Substitutes and complementary goods

Acquisition and transactional utility

Objections to demand theory

Perspective 7 Common concerns relating to the law of demand

Part B Organizational economics and management

Pricing strategies and demand characteristics
Scarcity, abundance, and economic value
Software networks

Practical lessons for serious business students
Further reading online

Recommended video lectures

The bottom line

Review questions

Production costs and the theory of the firm
Part A Theory and public policy applications

Various cost conceptions

The special significance of marginal cost

The cost-benefit trade-off

Price and marginal cost: producing to maximize profits
From individual supply to market supply

Perspective 8 The last-period problem

Part B Organizational economics and management

Production costs and firms’ size and organizational structure
Reasons for firms

Changes in organizational costs

Overcoming the large-numbers’ Prisoner’s Dilemma problems
Make-or-buy decisions

The value of reputation, again

The franchise decision

Practical lessons for serious business students
Further reading online

Recommended video lectures

The bottom line

Review questions

289
290
291
291

297

297
303
303

306
307
307
307
308

310

312

312
316
320
323
324
325

333

333
335
342
344
346
350
351

355
356
356
357
358



Contents

9 Production costs in the short run and long run

10

Part A Theory and public policy applications

Fixed, variable, and total costs in the short run
Marginal and average costs in the short run
Marginal and average costs in the long run
Long-run average and marginal cost curves
Industry differences in average cost

Shifts in the average and marginal cost curves
The very long run

Perspective 9 Myth of the first-mover advantage

Part B Organizational economics and management

Firms’ debt/equity structures and executive incentives
Debt and equity as alternative investment vehicles

Past failed incentives in the S&L industry

Industry maturity and funds misuse

Firm maturity and indebtedness

The bottom-line consequences of firms’ financial structures

The emergence of the housing bubble and burst of the early 2000s

The bailout and stimulus policy debate, for and against
Lessons learned from the housing and economic crisis?

Practical lessons for serious business students
Further reading online

Recommended video lecture

The bottom line

Review questions

Book IV Competitive and monopoly market structures

Firm production under idealized competitive conditions
Part A Theory and public policy applications

Pricing and production strategies under four market structures
The perfect competitor’s production decision

Maximizing short-run profits

Minimizing short-run losses

360
362

362
363
366
368
368
371
372
373

376

376
378
380
383
385
385
386
395
397

399
399
399
400
401

403

405
406

407
411
414
416

xiii



xiv

Contents

11

Producing over the long run

Marginal benefit versus marginal cost

The efficiency of perfect competition: a critique
Price takers and price searchers

The perfection in perfect competition?
Perspective 10 The “innovator’s dilemma”

Part B Organizational economics and management

Competing cost-effectively through efficient teams
Team production

Paying teams

Experimental evidence on the effectiveness of team pay

Practical lessons for serious business students
Further reading online

Recommended video lectures

The bottom line

Review questions

Monopoly power and firm pricing decisions
Part A Theory and public policy applications

The origins of monopoly

The limits of monopoly power

Equating marginal cost with marginal revenue
The comparative inefficiency of monopoly
Monopoly profits

Price discrimination

Applications of monopoly theory

The total cost of monopoly

Durable goods monopoly

Monopoly in government and inside firms
Perspective 11 The QWERTY keyboard: a case of “lock-in"?

Part B Organizational economics and management

Profits from creative pricing
Price discrimination in practice
Pricing cartels

Practical lessons for serious business students
Further reading online
Recommended video lectures

418
421
423
426
428
430

436

436
437
441
443

445
447
447
447
448

450

452

452
454
458
461
463
465
470
472
475
476
478

481

481
481
487

493
494
494



Contents

12

13

The bottom line

Review questions

Appendix: short-run profits and losses
The bottom line

Review questions

Firm strategy under imperfectly competitive
market conditions

Part A Theory and public policy applications

Monopolistic competition

Oligopoly

Cartels: incentives to collude and to cheat

Game theory: cartels and the Nash equilibrium

The case of the natural monopoly

The economics and politics of business regulation

Perspective 12 Pedophiles and the regulation of hugging,
with Kathryn Shelton

Part B Organizational economics and management

“Hostile” takeover as a check on managerial monopolies
Reasons for takeovers

The market for corporate control

The efficiency of takeovers

Will monopoly profits last into the very long run?

Practical lessons for serious business students
Further reading online

Recommended video lectures

The bottom line

Review questions

Competitive and monopsonistic labor markets
Part A Theory and public policy applications

The demand for and supply of labor

Why wage rates differ

Overtime pay, an unmitigated benefit for covered workers?
Monopsonistic labor markets

Employer cartels: monopsony power through collusion

Monopsony and the minimum wage

Perspective 13 Why professors have tenure and businesspeople don’t

495
496
498
501
501

502

504

505
509
513
515
518
520

526

533

533
534
534
537
543

544
546
546
546
547

549

551

551
557
562
563
568
569
570

XV



Xvi

Contents

14

15

Part B Organizational economics and management

Paying for performance

When managers can change the rate of piece-rate pay
Two-part pay systems

Why incentive pay equals higher pay

One-time bonuses versus annual raises

Practical lessons for serious business students
Further reading online

Recommended video lectures

The bottom line

Review questions

Book V Behavioral economics: a challenge to conventional
microeconomics

Challenges of behavioral economists
Part A The overall dimensions of the behavioral challenge

Prospect theory

Dominance and invariance

Mental accounting

Endowment effect

Acquisition and transaction utility

The matter of sunk costs

Perspective 14 Neuroeconomics, by Paul J. Zak

Part B Behavioral finance

The efficient-market hypothesis, again
Behaviorists’ objections to conventional finance theory

Further reading online

The bottom line

Review questions

Problems with behavioral economics

Part A Concerns with basic principles of behavioral economics

The perfect rationality caricature
Reliance on constrained laboratory studies

578

578
586
587
588
591

592
593
593
594
595

597

599
600

604
609
611
613
616
617
619

620

620
621

629
629
630
632
633

633
640



Contents xvii

The human brain’s internal inclination to correct errant decisions 642
Ecologically adaptive environments 645
Subjects’ overall rationality 646
Errant decisions, entrepreneurs, and market pressures 650
The rational emergence of choice options 655
Perspective 15 NBC’s anchor Brian Williams’ fall from grace,

“false memory,” and incentives 656
Part B “Nudges” and their problems 661
Proposed nudges 661
Problems with nudges 666
From nudges to mandates: the slippery slope 670
Further reading online 673
Recommended video lecture 673
The bottom line 673
Review questions 675

Bibliography 676

Index 707



Figures

2.1
2.2
3.1
3.2
3.3
3.4
3.5
3.6
3.7
3.8
3.9
3.10
3.11
3.12
4.1
4.2
4.3
4.4
4.5
4.6
4.7
4.8
4.9a
4.9b
5.1
5.2
5.3
5.4
6.1
6.2
6.3
6.4
6.5

Constrained choice

Change in constraints

Market demand for tomatoes

Shifts in the demand curve

Supply of tomatoes

Shifts in the supply curve

Market surplus

Market shortages

The effects of changes in supply and demand

The efficiency of the competitive market

Consumer preferences in television size

Product improvements

Supply and demand of labor

Twisted pay scale

The economic effect of an excise tax

The effect of an excise tax when demand is flatter than supply
The effect of price controls on supply

The effect of rationing on demand

Fringe benefits and the labor market

The standard view of the impact of the minimum wage
An extended view of the impact of the minimum wage
Maslow’s Hierarchy of Needs

Demand, price, and need satisfaction

Demand, price, and need satisfaction with higher prices
Gains from the export trade

Losses from competition with imported products
Supply and demand for euros on the international currency market
Change in the demand for euros

Marginal benefit versus marginal cost

External costs

External benefits

Is government action justified?

Market for pollution rights

page 58
59
104
105
109
110
111
113
115
117
118
122
125
138
151
152
154
156
163
169
174
179
183
184
209
210
224
226
235
236
238
240
246



List of figures

7.1
7.2
7.3
7.4
7.5
7.6
7.7
7.8
7.9
7.10
7.11
7.12
8.1
8.2
8.3
8.4
8.5
8.6
8.7
9.1
9.2
9.3
9.4
9.5
9.6
9.7
10.1
10.2
10.3
10.4
10.5
10.6
10.7
10.8
10.9
10.10
10.11
11.1
11.2
11.3

The law of demand

Market demand curve

Elastic and inelastic demand

Changes in the elasticity coefficient
Perfectly elastic demand

Increase in demand

Decrease in demand

Upward sloping demand?

Demand including irrational behavior

Random behavior, budget lines, and downward sloping demand curves

Random behavior and the demand curve as a “band”
Rational addiction and network effects and demand
Rising marginal cost

The law of diminishing marginal returns

Costs and benefits of fishing

Accident prevention

Marginal costs and maximization of profit

Market supply curve

External and internal coordinating costs

Total fixed costs, total variable costs, and total costs in the short run

Marginal and average costs in the short run
Economies of scale

Diseconomies of scale

Marginal and average cost in the long run

Individual differences in long-run average cost curves
Shifts in average and marginal cost curves

Demand curve faced by perfect competitors

Demand curve faced by a monopolistic competitor

The perfect competitor’s production decision

Change in the perfect competitor’s market price

The profit-maximizing perfect competitor

The loss-minimizing perfect competitor

The long-run effects of short-run profits

The long-run effects of short-run losses

The long-run effects of economies of scale

The efficiency of the competitive market

Supply and demand cobweb

The monopolist’s demand and marginal revenue curves
Equating marginal cost with marginal revenue

The comparative efficiency of monopoly and competition

275
276
278
282
286
287
288
293
294
295
296
300
317
320
321
322
323
325
341
363
364
367
369
369
370
372
408
411
412
414
415
417
418
419
421
422
424
460
460
461

Xix



XX

List of figures

11.4
11.5
11.6
11.7
11.8
11.9
11.10
All.1
Al1.2
Al11.3
12.1
12.2
12.3
12.4
12.5
12.6
12.7
12.8
12.9
12.10
13.1
13.2
13.3
13.4
13.5
13.6
13.7
13.8
13.9
13.10
14.1

The costs and benefits of expanded production
Monopoly profit maximization

Price discrimination

Perfect price discrimination

Imperfect price discrimination by market segments
The effect of price controls on the monopolistic production decision
Taxing monopoly profits

The monopolist’s profits

The monopolist’s short-run losses

Monopolistic production over the long run
Monopolistic competition in the short run
Monopolistic competition in the long run

The oligopolist as monopolist

The oligopolist as price leader

A duopoly (two-member cartel)

Long-run marginal and average costs in a natural monopoly
Creation of a natural monopoly

The effect of regulation on a cartelized industry
Underproduction by a natural monopoly
Regulation and increasing costs

Shift in demand for labor

Shift in supply of labor

Equilibrium in the labor market

The effect of nonmonetary rewards on wage rates
The effect of differences in supply and demand on wage rates
The competitive labor market

The marginal cost of labor

The monopsonist

The employer cartel

Menu of two-part pay packages

The hypothetical value function

463
464
465
467
469
470
471
498
499
500
506
507
510
511
514
519
519
521
522
523
554
555
556
558
560
565
566
567
568
590
607



Tables

1.1
1.2
1.3
2.1
2.2
2.3
3.1
3.2
4.1
4.2
5.1

5.2

53

6.1
6.2
7.1
7.2
7.3
8.1
9.1
10.1
11.1
12.1
13.1
13.2

The games Fred and Harry can play with property rights
Relative satisfaction from marginal units consumed
Specializing in production and trade

The inclination to shirk on the job

Shirking in large worker groups

The battle of the sexes

Market demand for tomatoes

Market supply of tomatoes

The problem of trust in business

The problem of trust in business, again

Comparative cost advantages, beef and textiles,

United States and China

Mutual gains from trade in beef and textiles,

United States and China

Likely long-run effects of depreciation and appreciation
of the dollar on US exports and imports

Costs of reducing SO, emissions

Demand for pollution rights

Marginal utility for Cokes and hot dogs

Market demand for Coke

Coefficients for three categories of demand elasticities
Marginal costs of producing tomatoes

Total, marginal, and average cost of production
Characteristics of the four market structures

The monopolist’s declining marginal revenue

Game theory: cartel incentives and the Nash equilibrium
Computing the marginal value of labor

Market demand for workers

page 22
24

25

85

86

89

103

108

188

188

205

207

221
245
247
273
277
280
319
363
407
459
515
553
566






Preface

Almost all (if not all) textbooks used in business students’ first course in microeconom-
ics are designed with undergraduate economics majors or first-year PhD students in
mind. Accordingly, business students, especially MBA students, are often treated to a
course in conventional intermediate microeconomic theory, full of arcane mathemat-
ical explanations. The applications in such standard textbooks deal mainly with the
impact of social or government policies on markets, with little discussion of how real-
world managers can use microeconomics to make better decisions within their firms in
response to market forces or how market forces can be expected to affect firms’ insti-
tutional and financial structures. Standard microeconomics textbooks often pay scant
direct attention to how the economic way of thinking (which differs dramatically from
how professors in other business courses think about business issues) can offer manag-
ers guidance on how they can improve their thinking and decision making to enhance
their firms’ profits (or to achieve other organizational goals).

This is because much microeconomic theory simply assumes firms into existence,
with little or no discussion of why they are needed in the first place. Managers and
their staff are assumed to do exactly what they are employed to do by their firms’
owners - maximize owners’ profits — with no discussion of how firms’ organizational
and financial structures affect incentives and how incentives affect firms’ production
and profit outcomes. They also presume that managers always and everywhere think
through business problems and make management decisions with great (even perfect)
care and precision, a starting position that leaves no room for teaching students how
they can improve their thinking and decision making.

That is to say, little is often written in standard textbooks used in courses for serious
business students about exactly how real-world firms pursue the goal of profit maxi-
mization (or any other goal) and how they can improve their pursuit of that goal. And
that void in microeconomics textbooks is a real problem for serious business students,
for an obvious reason: serious business students have typically come to business schools
to learn how to improve their management skills, which involves learning about how
they can improve their ability to extract more profits from the scarce resources availa-
ble to their firms (or to the firms where they expect to move after graduation). They do
not come to become economic theorists. Standard microeconomic textbooks are often
of little value to dedicated, advanced students in helping them achieve their career
objectives.
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Preface

Microeconomics for MBAs breaks dramatically from the standard textbook mold.
As the title suggests, we have designed this textbook with a focus on MBA students
(although our novel approach has attracted a following among professors teaching
advanced, often capstone, courses to business majors as well). This textbook is also well
designed to work in the growing number of one-year masters in management and in
accounting, both those that are exclusively online and those that are some hybrid of
online and in-class instruction.

In Part A of every chapter, we cover standard microeconomic theory in an accessible
way, and we provide an array of applications to government policies that serious busi-
ness students need to understand. After all, managers everywhere face the constraints of
government-imposed laws and regulations that are ever-changing, and managers must
work to maximize their firms’ profits within those constraints. Moreover, professors in
marketing, finance, accounting, strategy, and operations research who teach elective
courses in advanced business programs will expect their students to have a firm ground-
ing in conventional microeconomic theory.

To help students learn the material we have provided a new set of 58 video lectures,
which have an average length of close to 30 minutes (with a time-range of 12 to 37
minutes). These are listed at the end of each chapter and often closely follow the text
of the chapter, at times providing something of a “second reading” of chapter materials.
These are in addition to the shorter (five to ten-minute) “video modules” that deal with
compact topics covered in chapters — say, basic economic concepts that all business
students should understand at some level upon entering their programs of study and
concepts, principles, and modes of analysis that are often hard to comprehend the first
time they are presented in the form of written text or lectures. These video modules
(which collectively have had well over 2 million views with high praise from viewers)
remain freely available on YouTube.

A largely complete course in microeconomics is thus provided through the use of the
textbook, video lectures, and the further online reading suggested for each chapter. The
video lectures are available for streaming only (not downloading) from YouTube. They
are designed to meet the needs of students in three types of courses:

1 Students in conventional on-campus, in-class courses who believe they need addi-
tional video resources to learn microeconmics.

2 Students in complete online courses that are organized around this textbook or even
other textbooks.

3 Students in “hybrid courses” that require watching the video lectures in order to free
up in-class time for the expansion of the coverage of courses.

We have also provided a mountain of addition resources for students and professors
alike. On the publisher’s website for this book, we have provided an array of additional
readings, tied to the various chapters, which can expand students’ learning experience.
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On a password protected site for professors adopting the textbook, instructors have
access to a wealth of materials, including test banks (plus pre-constructed examina-
tions), suggested lines of answers to many (not all) of the “Review questions” at the end
of each chapter, and a number of weekly discussion problems that can be assigned to
students (with suggested lines of answers to many, but not all, questions).

In Part B of every chapter, we go where other microeconomics textbooks seldom, if
ever, go with such completeness. We drop the usual assumption that firms magically
come into existence and that they automatically maximize owners’ profits by simply
following maximization rules. Instead, we bring to the forefront of our analysis sev-
eral crucial problems faced by firms and pervading much management decision mak-
ing. For example, one such problem - dubbed the “principal-agent problem” within
the economics profession and in this textbook - is that both owners and workers are
more interested in pursuing their own wellbeing than someone else’s wellbeing. Owners
(“principals”) want to maximize their income streams and wealth through the firms they
create by getting the most they can out of their employees. Similarly, managers and line
agents”) seek to maximize some combination of income, on-the-
job perks, and job security, which are often in conflict with maximizing profits for the
firm’s owners. Without effective firm policies that align the incentives of owners and
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workers (the owners

workers for their mutual benefit, the work in a firm can be a self-destructive tug of war,
with the demise of the firm virtually assured in competitive markets.

In this textbook, we focus students’ attention on thinking through the complex prob-
lems of getting incentives right. This is mainly because there is as much (maybe more)
profit to be made from creatively structuring incentives (and prices) as there can be
made from creatively developing products for sale.

Getting hourly and monthly pay systems right is obviously an important means of align-
ing the interests of owners and managers. However, we also explain how firms’ structure,
in terms of both people and finances, can affect the alignment of owners’ and workers’
incentives. And make no mistake about it, both owners and their employees have a stake
in finding the right alignment. Workers’ jobs can hang in the balance. Owners’ invest-
ments can hang just as precariously on a cost-effective, balanced alignment of incentives.

Accordingly, this book places a great deal of emphasis on a field within economics
that is growing rapidly in importance, especially as the subject relates directly to the
business world, and business programs: organizational economics, which is the study of
the design of firms’ organizational and financial structures using the analytical tools of
microeconomic analysis. The mode of thinking presented in these pages is crucial for
managers who want to move up their corporate hierarchy or go off and create successful
companies of their own. Many of the topics covered under organizational economics are
covered in students’ courses in organizational behavior, grounded in psychology. This
means that students will come to understand how business topics can be approached
differently from different disciplinary perspectives, often with complementary insights.
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In between Parts A and B of every chapter, we have inserted a “Perspective” - that
is, a short section that provides a new or different take on a business or policy issue.
For example, everyone knows (don’t they?) that the “first mover” in any market has a
competitive advantage. In the Perspective for Chapter 9, we discuss a startling research
finding made by management scholars: there is no first-mover advantage (or it appears
rarely). First movers can even be at a decided disadvantage, which explains why so
many well-known firms that dominate their industries today were “followers” (includ-
ing, at times, probably the most creative company on the planet, Apple).

Toward the end of each chapter, we insert a short discussion highlighting “Practical
lessons for serious business students,” designed to show how the analytics in each
chapter can help real managers solve real workplace problems, all with an eye toward
enhancing firm profitability (or the achievement of other firm goals). And make no
mistake about it, we believe that theory at its best is a guide to improved thinking and
decision making and thereby to greater firm profitability, as well as welfare gains for
workers and the broader society. Each chapter has a section that we have titled “The
bottom line,” mainly because the section contains listings of “key takeaways” — succinct
statements of the most important points to be drawn from the chapter. We understand
that serious business students, you included, face serious time constraints, especially
when you are working full time and have family responsibilities. “The bottom line”
section is designed to focus your attention when reviewing the material covered in
the chapter, with the hope that your time devoted to studying will be made still more
productive.

The scholarly and policy literature in economics and management relating to most of
the topics considered in this volume is massive. We have tried to give credit where credit
is due, especially when “classic” or path-breaking treatments by distinguished scholars
are concerned. However, we have tried to hold references and footnotes in check in
order that the flow of the argument is not constantly disrupted. Still, our bibliography
at the end of the book is extensive.

Many textbook authors and their publishers play textbook development “safe” by
taking up only those topics that have become fixtures in the profession’s “conventional
wisdom.” We see such an approach as sucking the life out of a discipline and its treat-
ment in textbooks. Topics that have not yet been fully settled by decades of professional
debate can give life to a discipline by showing students how disciplines have an organic
quality, in that they are constantly evolving through debate. As a consequence, you can
expect many topics in this book to spark lively, and instructive, debates among student
team members and between class members and professors in class. That is how we want
the book to be received.

For example, the Perspective for Chapter 6 takes up the issue of whether walking
or driving a mile to work is more polluting. If you are typical of our students, hold
any quick conclusion from considering “obvious” paths of thinking. You will likely be
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surprised at the relative uses of energy in the two modes of travel, as well as the com-
plexity of the problem., The Perspective for Chapter 12 looks at the connection between
instances of reported pedophilia and the regulation of hugging in institutional settings
(schools and day care centers, for example) to thwart child abuse. The problem is that
there is an established tie between human touch and the emotional and mental develop-
ment of children (often disadvantaged children who are deprived of close parental care).
What'’s the economic tie? Human touch during childhood, via hugging, for instance, can
give rise to adults being more trusting and more trustworthy, and in various chapters we
elevate the economic importance of trust in ongoing business relationships. The “law of
unintended consequences” lurks in this policy discussion, as it does in so many business
and public policies covered in this textbook.

Each chapter ends with a series of Review Questions that we expect will activate
discussions within student teams. In addition, we have set up a website for the book on
which we will, from time to time, post interesting pointers and puzzles that occur to us
as the book is being used. We shall also post an ever-changing list of relevant economic
and business topics that have emerged after this textbook went into production at the
start of 2016, offering professors an opportunity to make the course truly current.

Pl R b

You may be interested in knowing that we - the authors of this book - have between
us more than eighty years of university teaching experience, with most of our teaching
careers spent in business schools. For the last twenty-five years, we both have taught
only MBA students. That should tell you that we have a pretty good fix on our readers
and their interests, not the least of which is to have a course of study that is intellectu-
ally challenging as well as having practical application.

Each year, we often start our microeconomics courses with a question that puzzles
our students, many of whom are mid- and upper-level managers in firms from a broad
range of industries who remain employed while completing their degrees. The question
seems simple on the surface, “Why are you here?” Invariably, the students’ interests
are piqued, but typically because they are puzzled by the question, which prompts our
elaboration: “Why are you sitting there in your seat in this classroom, all facing me at
this lectern?”

Our business-savvy students are rarely reticent, and the answers are quick in coming
and are varied: “I'm here to make more money,” one student always confesses with
an uneasy laugh. But many other answers share a common theme, “To learn how to
do business” (with the emphasis on “doing business”). That answer is understandable,
mainly because business students are a focused lot, their eyes typically fixed on one
objective — improving their career paths. Also, much business education encompasses
instruction in business skills — for example, how to develop business plans and to secure
funding for new business ventures. But invariably the answers leave an important part
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of our question unanswered because the answer - “to learn how to do business” -
doesn’t explain why our students are in their seats and we are behind the lectern.

We answer this question by pointing out the obvious, that what we will do in class
is radically different from what they do in firms. Indeed, the students come to class on
a campus removed from their work to get away from what they do at work, and that
means getting away from the multitude of details of business dealings that are a part
of their everyday, workaday world. In a literal sense, the class is a world apart from the
world of business, and intentionally designed that way for one strategic purpose: to take
a look at how business is done from a broad perspective without the clutter of details
that our students deal with day in and day out.

In no small way, the purpose of our class (or any other business course worthy of
academic respect) is to explore ways to think creatively about how business is done
and can be done better, not to actually do business. In this regard, we take to heart an
observation made by the late economist Kenneth Boulding:

It is a very fundamental principle indeed that knowledge is always gained by the orderly loss of infor-
mation; that is, by conducing and abstracting and indexing the great buzzing confusion of informa-
tion that comes from the world around us into a form we can appreciate and comprehend. (1970, 2)

The way of thinking we take up in class, and that which Professor Boulding had in
mind, is necessarily abstract (to one degree or another) - that is, without the clutter of
many business details. We approach thinking with abstractions principally because no
one’s brain is sufficiently powerful to handle all the complex details of everyday busi-
ness life. In no small way, productive thought requires that the complexity of business
life be reduced enough to allow us to focus on the few things that are most important to
the problems at hand by finding meaningful relationships between those things. That is
why Professor Boulding insists that knowledge can so often (if not “always”) be gained
only “by the orderly loss of information.”

Without thinking, many business people often spurn theory on the grounds that it
lacks practical value. We insist, “not so at all.” The abstract way of thinking that we
will develop in this textbook has a very practical, overriding goal, which is to afford
students more understanding of the business world than they could obtain if they tried
some alternative approach - that is, if they tried to keep the analysis cluttered up with
the “buzzing confusion” of facts students leave behind in their workplaces when they
set out for class.

There is another highly practical goal to be achieved by theory (or rather thinking
with the use of theory). If people can think through business problems in some organ-
ized way, albeit abstractly, they might be able to avoid mistakes when they actually go
out and do business. In economic terms, business mistakes imply a regrettable misuse
and loss of firm resources. Thinking before doing offers the prospect of reducing waste
in doing business.



