Contents

Preface xxi

PART ONE
Introduction

cHAPTER 1 Microeconomics 3

Introduction 3
Tasks Performed by an Economic System 3
Example 1.1 Sugar and the Great Candy Squeeze 4
Example 1.2 The Explosion of New Products 5
Building and Using Economic Models 5
Evaluating a Model 6
Positive Analysis versus Normative Analysis 8
Example 1.3 Drug Prices at Home and across the Border 8
Modeling the Price System—Demand, Supply, and Equilibrium 9
Example 1.4 New Year’s Eve at the Rainbow Room 18
Example 1.5 Weather Patterns and the Price of Heating Oil 19
Example 1.6 The Copper Crunch That Never Came 21
Example 1.7 Stock Prices and the Terrorist Attack of 9/11/01 23
SUMMARY 25 QUESTIONS /PROBLEMS 25

PART TWO

Consumer
Behavior and
Market
Demand

vii

cHAPTER 2 Consumer Tastes and Preferences 31

Example 2.1 Consumption around the World 32
Consumer Preferences 33
Determinants of Consumer Tastes and Preferences 34
Example 2.2 The Demand for Corporate Jets 35
Indifference Curves 35
The Concept of Utility 39
The Marginal Rate of Substitution 40
Deciphering the Shapes of Indifference Curves 41
Example 2.3 Drug Advertising and Drug Prices 43
The Budget Line 44
Example 2.4 Sorting Out Complicated Phone Rates—Working a
Problem 47
Equilibrium of the Consumer 47



Contents

viii

Microlink 2.1 Budget Constraints and the Determinants of
Demand 50
Example 2.5 Budget Allocation by New York State 50
Corner Solutions 52
Example 2.6 The Food Stamp Program 53
Corner Solutions and Diminishing Marginal Rates of Substitution 54
Microlink 2.2 Evaluating Models 56
Ordinal and Cardinal Utility 56
Marginal Utlity 57
Budget Allocation Rule 58
Ordinal Utility Revisited 60
Revealed Preference 61
Microlink 2.3 Equilibrium in Different Contexts 63
SUMMARY 63 QUESTIONS /PROBLEMS 63
Calculus Appendix 66 -

cHAPTER 3 Consumer Behavior and Individual Demand 72

Introduction 72
Effects of Changes in Consumer Money Income 73
Example 3.1 Responding to Changes in Income and Prices 75
Example 3.2 Using Engel Curves to Depict Sensitivity to Income 78
Example 3.3 Aggregate Engel Curves 80
Effects of Changes in Commodity Prices 82
Microlink 3.1 Tracking the Determinants of Demand 85
Substitution and Income Effects 85
Microlink 3.2 Normal Goods, Inferior Goods, and the Comparative
Statics of a Shift in Supply 89
Example 3.4 The Energy Tax and Rebate Proposal 89
Consumer Surplus 91
Example 3.5 Household Responses to Higher Energy Prices and Their
Associated Losses in Consumer Surplus 96
Indexes of the Cost of Living 100
Example 3.6 Calculating a Cost-of-Living Index 104
Example 3.7 Quality Change and the Cost of Light 107
SUMMARY 108 QUESTIONS/PROBLEMS 109
Calculus Appendix 113

cHAPTER 4 Derivation of the Market Demand Curve 117

Introduction 117
Example 4.1 Residential Demand for Water 119
The Price Elasticity of Demand 120
Microlink 4.1 The Determinants of the Price Elasticity of Demand 121
Example 4.2 Price Elasticities for Snack Foods 123
Example 4.3 The New York City Cigarette Tax 126



The Income Elasticity of Demand 128
Microlink 4.2 Income Elasticities and the Income Effect 130
The Cross-Price Elasticity of Demand 131
The Measurement of Demand Curves 132
Example 4.4 Estimates of Demand Elasticities 134
Shifting Demand Curves 135
Example 4.5 Demand and Income Distribution—Working a
Problem 137
The Seller’s Side of the Market and Marginal Revenue 138
Example 4.6 Fur Sales Take a Hit 141
Industry and Firm Demand Curves 142
Example 4.7 Attracting Quality Students with Partial Scholarships 144
SUMMARY 145 QUESTIONS /PROBLEMS 146
Calculus Appendix 150

cHarter 5 Choices Involving Risk 153

Probability 153
Example 5.1 Comparisons of Actual and Perceived Risk 155
Example 5.2 Minimizing Expected Cost: Evaluating Membership
Offers from Weight Watchers 158
Investing in an Oil Venture: A Case Study 160
The Expected Value of Perfect Information 161
Example 5.3 The Value of Weather Forecasts to Raisin
Producers 164
Should a Person Maximize Expected Monetary Value? 165
Maximizing Expected Utility 166
Should the Company Really Invest in the Oil Venture? 167
Example 5.4 Hospitals and the Health Insurance Bind 169
Preferences Regarding Risk 170
Example 5.5 Two Consultants or One? Working a Problem 172
Why People Buy Insurance 173
Example 5.6 The Financial Health of Insurance Companies 175
Example 5.7 Overinsuring against a Loss—Working a Problem 180
Revisiting the Value of Information When People Are Averse
to Risk 182
Behavior in the Face of Risk 184
Microlink 5.1 Expected Utility Maximization and Utility
Maximization 185
The Precautionary Principle 186
Example 5.8 The Cost of Exposure Limits That Have Been Set by
Applying the Precautionary Principle 188
SUMMARY 189 QUESTIONS /PROBLEMS 190
Calculus Appendix 193

APPLIED PERSPECTIVE | PART Two The Demand for
Airline Travel 196



PART THREE

The Firm: Its
Technology
Costs

cHapTer 6 The Firm and Its Technology 203

Technology and Inputs 205
The Short Run and the Long Run 205
The Production Function 206
The Law of Diminishing Marginal Returns and the Geometry of Average-
and Marginal-Product Curves 210
The Production Function: More Than One Variable Input 212
Example 6.1 Energy Intensity across the World—Sample Production
Functions 213
Isoquants 214
Microlink 6.1 Utility Functions and Production Functions 216
Example 6.2 Representative Cobb-Douglas Production Functions for
Selected Industries 216
Microlink 6.2 Isoquants and Indifference Curves 218
Substitution among Inputs 219
Example 6.3 Alternative Production Functions That Reflect Different
Abilities to Substitute between Inputs 221
The Long Run and Returns to Scale 223
Example 6.4 Should Two Kansas Wheat Farms Merge? 225
Example 6.5 Technological Change That Augments the Productivity of
Selected Inputs 227
The Measurement of Production Functions 228
Example 6.6 Telecommunications and Economic Development 229
SUMMARY 230 QUESTIONS/PROBLEMS 231
Calculus Appendix 232

cHarTer 7 Optimal Input Combination and
Cost Functions 234

Introduction 234
Optimal Combination of Inputs 235
Microlink 7.1 Utility Maximization and Output Maximization 240
Example 7.1 Milling Rice in Indonesia 240
Costs 242
Social Costs versus Private Costs 243
Example 7.2 An Economic Perspective on Controlling Pollution 243
Explicit Costs versus Implicit Costs 245
Proper Comparison of Alternatives 246
Cost Functions in the Short Run 246
Example 7.3 Perhaps the First Average-Cost Curve 253
Example 7.4 Falling Lakes and the Cost of Shipping Cargo 256
Cost Functions in the Long Run 258
Example 7.5 The Sensitivity of Production Costs to Input Prices 261
Example 7.6 The Shape of Cost Curves 265
Economies of Scope 267
Technological Change, Production, and Costs 268



The Measurement of Cost Functions 268

Conmtent
* Example 7.7 Empirical Estimates of Cost Curves 270

SUMMARY 273 QUESTIONS/PROBLEMS 273

Calculus Appendix 277

APPLIED PERSPECTIVE | PART THREE Technological Advances 283
PART FOUR cHArTER 8 Perfect Competition 289

. Introduction 289
Market Perfect Competition 290
Structure, Example 8.1 Experimenting with Competitive Markets 291
Price, and Price Determination in the Short Run 292
Example 8.2 The Market for Sulfur Emissions Permits 300

outp‘“ Price Determination in the Long Run 302

Example 8.3 Agricultural Prices and Output 305
Example 8.4 The Highest Price of Cotton since the Civil War 308
Example 8.5 Explaining the Domestic Prices of Computers and
Peripherals 313
Microlink 8.1 Competitive Equilibrium, Efficiency, and Costs 316
SUMMARY 316 QUESTIONS/PROBLEMS 317
Calculus Appendix 321

cHAPTER 9 Applying the Competitive Model 324

Introduction 324
Producer Surplus and Total Surplus 324
Microlink 9.1 Producer Surplus and Consumer Surplus 327
Perfect Competition and the Maximization of Total Surplus 327
The Effect of a Price Ceiling 329
Example 9.1 A Price Ceiling for Gasoline? 331
The Effect of a Price Floor 332
Example 9.2 Regulating Rents for New York Apartments 333
Protecting Domestic Producers: Tariffs and Quotas 337
Example 9.3 Opening Trade—A Quick Look at the North American
Free Trade Agreement 338
Example 9.4 Gains and Losses from Steel Import Quotas—A Worked
Example 340
Effects on Price of an Excise Tax 342
Deadweight Loss from an Excise Tax 345
Example 9.5 Should the Gasoline Tax Be Raised? 346
Postscript 347
Example 9.6 Going the Other Way—The Efficiency of Artificial
Markets 348
Microlink 9.2 Market Equilibrium with and without Distortions 350
xi SUMMARY 350 QUESTIONS/PROBLEMS 351



Contents

—

cHaPTER 10 Monopoly 356

Introduction 356
Example 10.1 The Microsoft Finding and the Value of Start-Up
Software Companies 358
Short-Run Equilibrium Price and Output 361
Microlink 10.1 Marginal Revenue under Monopoly and Perfect
Competition 363
Microlink 10.2 The Geometry of Profit Maximization 366
Long-Run Equilibrium Price and Output 368
Example 10.2 De Beers—An Unregulated Monopoly 369
Multiplant Monopoly 370
A Comparison of Monopoly with Perfect Competition 373
Microlink 10.3 Long-Run Equilibrium for a Multiplant Monopolist and
Perfect Competition 374
Monopoly Power 375
Example 10.3 Some Economic Evidence from the Microsoft Case 377
Price Discrimination 378
Example 10.4 Manipulating Prices for Information and Profit 380
Two-Part Tariffs 383
Example 10.5 Two-Part Tariffs in the National Football League 384
Tying 385 '
Bundling: Another Pricing Technique 386
Example 10.6 Examples of Price Discrimination, Bundling, and
Associated Issues 388
Public Regulation of Monopoly 389
Example 10.7 Shaking the Tree of Global Telecommunications
Markets 392
SUMMARY 394 QUESTIONS/PROBLEMS 395
Calculus Appendix 401

cHAPTER 11 Monopolistic Competition 404

Introduction 404
Monopolistic Competition 404
Example 11.1 Textbooks in Intermediate Microeconomic Theory 405
Example 11.2 Is Coca-Cola a Soft Drink or a Beverage? 407
Equilibrium Price and Output in the Short and Long Runs 407
Example 11.3 The Price Elasticity of Demand for a Monopolistic
Competitor—Working a Problem 409
Microlink 11.1 Equilibria in Monopolistic and Perfectly Competitive
Markets 410
Excess Capacity and Product Diversity 411
Example 11.4 Say Goodbye to the Firebird—At Least for Now 413
Markup Pricing 413
Comparisons with Perfect Competition and Monopoly 414
Advertising Expenditures: A Simple Model 415
Example 11.5 Advertising by Firms with Market Power 418



Contents

xiii

Optimal Advertising Expenditures: A Graphical Analysis 418
Example 11.6 Too Much Advertising>—Working a Problem 419
The Social Value of Advertising 421 :
Example 11.7 Advertising for Eyeglasses—Good or Bad? 422
Microlink 11.2 Evaluating Models of Monopolistic Competition 423
SUMMARY 423 QUESTIONS/PROBLEMS 424
Calculus Appendix 425

cuapTer 12 Oligopoly and Game Theory 426

Characteristics of Oligopolies 426
Example 12.1 Locating Wal-Mart Stores 427
The Nash Equilibrium 428
An Example of a Nash Equilibrium: The Cournot Model of
Oligopoly 428
Example 12.2 A More General Cournot Case—Working a
Problem 432
Collusion and Cartels 433
Example 12.3 Avoiding the Watchful Eye of the Justice
Department 434
Example 12.4 Pricing Tires 436
The Instability of Cartels 437
Example 12.5 OPEC and the International Supply of Crude Oil 438
The Theory of Games 441
Game Trees 442
The Prisoners’ Dilemma 444
Example 12.6 Cheating in a Cournot Context—Working a
Problem 445
The Repeated Prisoners’ Dilemma and the Tit-for-Tat Strategy 446
Example 12.7 Crisis in the Banking Sector—Bank Runs as an
Equilibrium Condition 449
Nash Equilibria: Further Discussion 451
Example 12.8 Multiple Equilibria and the Wal-Mart Success Story 451
Example 12.9 British Petroleum, Maximin Strategies, and the
Precautionary Principle 452
Microlink 12.1 Profit-Maximizing Conditions 453
SUMMARY 454 QUESTIONS/PROBLEMS 454

CHAPTER 13 Strategic Competition 459

The Stackelberg Model 459

Example 13.1 First-Mover Advantage—Working a Problem 461
The Bertrand Model 463

Example 13.2 Pricing Coal from the Powder Ridge Basin 464
Price Leadership 466

Example 13.3 OPEC as a Price Leader 468



Entry and Contestable Markets 469

COnLERES Example 13.4 WorldCom, AT&T, and the Fax Wars 471
Strategic Moves 471 :
Threats: Empty and Credible 473
Deterring Entry 475
Example 13.5 Airport Slots, Potential Competition, and Barriers to
Entry 477
Limit Pricing 477
Example 13.6 Playing a Game with Incomplete Knowledge 478
Capacity Expansion and Preemption 479
Example 13.7 McDonald’s Failure to Preemptively Expand
Capacity 480
Nonprice Competition 481
Example 13.8 Nonprice Competition with the Big Guns 482
The Effects of Oligopoly 483
Microlink 13.1 Market Equilibria for Linear Demand 484
SUMMARY 484 QUESTIONS/PROBLEMS 485
APPLIED PERSPECTIVE | PART FOUR When and How to Fight
a Price War 489
PART FIVE cHAPTER 14 Price and Employment of Inputs 497

Introduction 497
Markets for Profit Maximization and Input Employment 498

Inputs The Firm’s Demand Curve: The Case of One Variable Input 500
The Firm’s Demand Curve: The Case of Several Variable Inputs 501
Example 14.1 Implications of Internet Efficiency in Distinguishing
Workers 503
Microlink 14.1 Distinguishing between the Short Run and the
Long Run 505
The Market Demand Curve 505
Example 14.2 Implications of Internet Efficiency in Distance
Employment 507
Determinants of the Price Elasticity of Demand for an Input 508
Microlink 14.2 The Determinants of the Price Elasticities
of Demand 509
The Market Supply Curve 510
Example 14.3 The Supply of Engineers in the United States 511
Microlink 14.3 Income and Substitution Effects in the Supply
of Labor 514
Equilibrium Price and Employment of an Input 516
Example 14.4 Does Immigration Benefit the United States? 517
Rent 518
Example 14.5 The Implications of Restricting Child Labor 520
Xiv




Contents

Imperfectly Competitive Output Markets 522
Monopsony 524
Example 14.6 Labor Markets in Professional Sports as a Laboratory for
Monopsony Theory 525
Example 14.7 Does the Minimum Wage Cause Unemployment in the
United States? 531
Microlink 14.4 Calculating Deadweight Loss in Input Markets 532
Efficiency Wage Theory 533
SUMMARY 535 QUESTIONS/PROBLEMS 536

cHAPTER 15 Investment Decisions 541

Introduction 541
Intertemporal Choice: Consumption and Saving 541
Example 15.1 A Theoretical Bias against Both Borrowing and Saving—
Working a Problem 544
Microlink 15.1 The Budget Constraint Revisited—A Variation on a
Theme 546
Changes in the Interest Rate 546
Example 15.2 Income and Substitution Effects 547
Interest Rates and Investment 548
Example 15.3 Neil Simon Goes Off-Broadway 550
The Equilibrium Level of Interest Rates 551
Present Value 553
Valuing a Stream of Payments 555
Example 15.4 Recovering Lifetime Earnings in the Face
of a Loyalty Bias 556
The Net-Present-Value Rule for Investment Decisions 558
Example 15.5 Present Value of a Perpetuity—Working a
Problem 559
Microlink 15.2 Present Discounted Value and the Slope of the Demand
for Investment 560
The Investment Decision: An Example 561
Example 15.6 Working Out the Best Deal for Leasing a Car 563
Real versus Nominal Interest Rates 565
Internal Rates of Return 565
Example 15.7 Defining “Impatience” in Terms of Discount
Rates 566
Pricing Exhaustible Resources 568
Example 15.8 The Quality of Energy Price Forecasts 571
SUMMARY 572 QUESTIONS/PROBLEMS 573

APPLIED PERSPECTIVE | PART FIVE Explaining Wage Discrimination and
Wage Differentials 580



PART SIX
Information,
Efficiency,
and
Government

xvi

cHAPTER 16 General Equilibrium Analysis and
Resource Allocation 587

Introduction 587
Partial Equilibrium Analysis versus General Equilibrium Analysis 588
The Existence of General Equilibrium 589
A Simple Model of General Equilibrium 590

Microlink 16.1 Budget Constraints for General Equilibrium 593
Resource Allocation and the Edgeworth Box Diagram 595
Exchange 596

Example 16.1 Allocation of Fissionable Material 598
Production 600
The Production Possibilities Curve 601
Production and Exchange 603
Three Conditions for Economic Efficiency 606
Economic Benefits from Free Trade 607

Example 16.2 Computable General Equilibrium and the Gains from

Integration 609

A Working Definition of Economic Efficiency 611

Example 16.3 Fairness, Equity, and Efficiency—Working a Problem 613
Perfect Competition and Economic Efficiency 614

Example 16.4 General Equilibrium Effects of Taxation in Distorted

Markets 616

The Utility Possibilities Curve 617

Example 16.5 Utility Possibilities with Technology Transfer 619
Equity Considerations 620

Example 16.6 John Rawls on Social Justice™Working a Problem 621
SUMMARY 623 QUESTIONS /PROBLEMS 623

cHArTER 17 Coping with Asymmetric Information 627

Introduction 627
Example 17.1 Asymmetric Information and the Value
of Reputation 628
Used Cars: The Classic Example of Asymmetric Information 628
A Graphical Analysis of the Market for Used Cars 629
Example 17.2 Asymmetric Information in the Fixtures Market—
Working a Problem 632
Market Signaling 633
Example 17.3 Signaling in the Real World 635
Asymmetric Information and Market Failure 636
Adpverse Selection: A Problem of Hidden Information 637
Consequences of Adverse Selection 638
Example 17.4 Responding to Adverse Selection: State Comparisons
of Insurance Expenditures 639
Moral Hazard: A Problem of Hidden Action 641



Contents

xvii

Example 17.5 Deductibles and the Cost of Automobile Insurance 642
Auctions 643
Example 17.6 The FCC and the “Biggest Auction in the Known
Universe” 644
Example 17.7 A Profitable Game to Try: Auctioning a Jar of Pennies,
and the Winner’s Curse 649
Example 17.8 Auction Fiascos and the Design of a Good Auction 652
Principal-Agent Problem: Firm Owners and Managers 654
Example 17.9 Is a CEO Really Worth the Price? 656
Owners and Workers: Another Principal-Agent Problem 658
Microlink 17.1 Perfect Information as a Benchmark 660
SUMMARY 661 QUESTIONS /PROBLEMS 661

cHapTEr 18 Public Goods, Externalities, and the
Role of Government 667

Introduction 667
Characteristics of a Public Good 667
Example 18.1 A Schematic Portrait of Public Goods 668
Efficient Output of a Public Good 670
Example 18.2 Meningitis Vaccine: A Free Rider Dilemma 672
Microlink 18.1 Efficiency Conditions: Private versus Public Goods 672
Provision of Public Goods 673
Example 18.3 The Effect of Voting Rules 674
Positive and Negative Externalities 675
Example 18.4 Basic Research as a Public Good 676
Economic Consequences of Externalities 677
Externalities: The Case of Environmental Pollution 677
Example 18.5 Alternative Pollution Policy Designs—Working a
Problem 683
Microlink 18.2 Cost-Minimizing Conditions for an Externality 684
Property Rights and the So-Called Coase Theorem 684
Demonstrating the Coase Theorem from a Game-Theoretic
Perspective 686
Government Intervention and Benefit-Cost Analysis 687
Example 18.6 Anemia Reduction in Indonesia, Kenya, and Mexico 691
Limitations of Government Effectiveness 692
SUMMARY 694 QUESTIONS /PROBLEMS 695

APPLIED PERSPECTIVE | PART s1x Avoiding Dangerous Climate
Change 700

Glossary of Terms A1
Brief Answers to Odd-Numbered Questions A14
Index A34



