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Why did I decide to write a text for the intermediate microeconomics course? QOver the
years | have become concerned about how we teach microeconomics to undergraduates,
especially undergraduates who are taking intermediate and advanced courses. My greatest
concern is that our traditional undergraduate courses are presenting economics as a dead
science, one with no unsolved puzzles and no unanswered questions. This is odd, because
graduate education in microeconomics is filled with such puzzles and questions, and we
teach graduate students to evaluate and criticize theories rather than merely to accept them.
Yet somehow we permit our undergraduates to gain the impression that previous genera-
tions of economists have solved all the puzzles and answered all the questions and that
their task as students is simply to learn a set of established principles. As a result, most
undergraduates look on their microeconomics text as something akin to the Bible—as a
source of divine wisdom. The truth is, however, that economics is an amazingly dynamic
science that periodically undergoes waves of change that sweep out old ideas and bring in
new ones. Unfortunately, although there are some fine microeconomics books that do a
good job of explaining economic principles, few discuss the exciting things that are hap-
pening on the frontiers of our science. W

A Fresh Approach

This book attempts to deal with the concerns just outlined by taking a distinctively modern
approach to undergraduate education in microeconomics. I see no reason why undergradu-
ates should not be swept up in the excitement over such issues as finding a solution to the
free-rider problem, dealing with economic problems from the perspective of game theory.,
using controlled laboratory experiments to test economic postulates, or dealing in a rigor-
ous way with problems of moral hazard, adverse selection, and asymmetric information.
Of course, I am not proposing that a microeconomics text should skimp on the presenta-
tion of the fundamentals such as supply-and-demand analysis and perfectly competitive
markets. What I am saying is that a microeconomics text should be like a good meal. It
should consist not only of staples such as meat and potatoes but also of some interesting
side dishes. Otherwise, the meal will be rather dull and the diners may lose their appetites
fairly quickly.

However, giving students a sense of the excitement of new approaches to solving eco-
nomic problems is only part of the reason why we should make some basic changes in the
intermediate microeconomics course. There is also a need to nurture a spirit of critical
analysis in students. The development of critical thinking skills should start in our under-
graduate economics courses and not wait for graduate studies.

Another problem that I have encountered in teaching intermediate microeconomics is
that there seems (o be no overriding principle that ties together the various chapters of the
text. One finds a wide array of theories mixed together with many real-world examples,
mathematical applications. and explanatory diagrams but no underlying theme or themes

xxiii
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to unify this massive amount of material. I think that there is a better way to present inter-
mediate microeconomics to students. This book offers a consistent unifying model that
runs through cvery chapter. I have been able to use such an approach because I define mi-
croeconomics somewhat differently here than other authors do in their books. For me mi-
croeconomics is a tool that helps us understand why societies have the various economic
institutions that they do have. For example, | believe that microeconomics helps us to un-
derstand why the United States has insurance companies. regulated monopolies, and paper
money. It is the role of microeconomics to explain how these institutions, among others.
were created by the individual utility-maximizing actions of a myriad of social agents.

The Structure of the Book

Chapter 1 introduces the unifying theme of.the book: how economic institutions develop
to solve problems that arise in a society. Our model begins to unfold in Chapter 2, when
the students encounter a primitive society that lacks any institutions except the state and
property rights. As the book progresses, this society becomes more and more institution-
ally complex. Its agents create institutions to handle the problems thai inevitably accom-
pany advances in the nature and level of its economic activities. For example, in Chapter 4,
when the problem of exchange must be faced, competitive markets develop. In Chapter 14,
when the problem of uncertainty emerges, insurance companies are created.

As the model unfolds, the students examine the fundamentals of microeconomic the-
ory: consumers and their preferences, demand and behavior in markets, exchange, produc-
tion and its technology, and cost and choice (Chapters 2 through 6). Next, the students
learn about game theory and strategic business analysis (Chapter 7), the nature of the firm
and its internal organization (Chapter 8), and the structure of markets—monopolistic, oli-
gopolistic, and perfectly competitive markets (Chapters 9 through 13). Then, the students
encounter uncertainty and the emergence of insurance (Chapter 14), general equilibrium
and the origins of the free-market and interventionist ideologies (Chapter 15). informa-
tional market failures caused by problems of moral hazard and adverse selection
(Chapter 16). externalities (Chapter 17). public goods and the role of government (Chap-
ter 18), and input markets and the origins of class conflict (Chapter 19).

The net result of presenting the content of the course within the framework of a uni-
fied model is that the students can relate the theory they are learning to a society and its
people. In effect, all the chapters of the book form one large-scale application of micro-
economic theory. In my teaching experience, this approach has been very successful with
students because it allows them to view microeconomics in more human terms than is usu-
ally the case.

One note of caution: For this approach to work properly, it is essential that students
read Chapter 1. Otherwise, they will not understand the model as it develops in the re-
mainder of the book.

How This Book Differs from Others

This book breaks with tradition in a number of different ways.

Cohesive Narrative. As 1 have already noted, this book tells one continuing story that ties
all the chapters together. Rather than treating intermediate microeconomics as a series of
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unrelated topics, it presents the content of the course within the context of a society that
starts out in a primitive state of nature and gradually develops the characteristics and insti-
tutions of a modern economy. While I have found that this approach has great pedagogical
advantages, 1 am sure that some instructors will not be inclined to teach the subject in such
a manner. To these people, I would say that it is quite possible to play down the narrative in
class. You will find that you can continue to teach supply-and-demand analysis and all the
usual topics without becoming deeply involved in the model presented in the text. Yet it will
be there as a frame of reference for your students when they do their reading assignments.

Some Organizational Differences. The chapter sequence in this book differs from that in
most, if not all, other texts for the intermediate microeconomics course. One of these orga-
nizational differences arises from my belief that perfect competition is best understood as
the limit of a process of entry into monopolistic and oligopolistic industries. Perfect com-
petition results when entry becomes unrestricted. Therefore, instead of presenting perfect
competition before monopoly and oligopoly, I cover those market structures first and then
show that perfect competition can be seen as their limiting case. Such an approach fits well
in the model used in this book because it is likely that when production was first discov-
ered in primitive societies, the earliest markets were monopolistic and oligopolistic rather
than perfectly competitive. Probably, perfectly competitive markets emerged at a later
stage of economic development.

A traditional sequence for teaching intermediate microeconomics is to cover the
theory of the consumer first, cover the theory of the firm next, and then cover market
structures beginning with perfectly competitive markets. This order is abandoned here.
Instead, after establishing the theory of the consumer and the theory of the producer, I
present monopolies and oligopolies when I introduce the coverage of market structures.
Then I discuss the entry prevention schemes of incumbents and the devices that poten-
tial entrants use to overcome such schemes. When these schemes fail, unlimited entry
occurs and perfectly competitive markets develop. Any instructor who finds this ap-
proach too unorthodox can easily present the chapters on market structure in the conven-
tional order.

An Emphasis on Game Theory and Strategic Analysis. The analytical tools used in this
book also require some discussion. It is written in a simple, straightforward manner that
should be comprehensible to a wide variety of students, but it does require that students be
willing to think. One of the major analytical tools used here is game theory. Chapter 7
introduces students to the fundamentals of game theory and shows them how it can serve
as a tool for strategic business analysis. Game theory is then used throughout the remain-
ing chapters as a means of understanding the different strategies of the various parties to a
situation. My experience has been that presenting economic and social problems to stu-
dents in the form of games is a very effective way to help them grasp such problems in
their entirety.

Of course, until recently, intermediate microeconomics books have given very limited
coverage to game theory. Often it was simply mentioned in passing or it was relegated to
an appendix of the chapter on oligopoly. Today, with the increasing interest in game the-
ory, a few books are giving it more coverage, but none makes extensive use of it as a tool
for strategic analysis, as this book does.



Encouragement of Critical Thinking. To help students see economics as a dynamic sci-
ence, 1 devote a considerable amount of space to criticisms of the theories presented. In
some chapters, this is done through a device that I call “consulting reports.” These reports
suggest possible solutions to problems that our model society faces, such as how to regu-
late natural monopolies. Usually, the solution provided by a consulting report reflects the
views of a well-known economist. After each report, I examine the theory it propounds,
raising criticisms that have probably occurred to the students and citing the arguments of
other economists who support the theory or disagree with it.

In most cases, I intentionally leave some doubt as to which side of the controversy has
won. | hope that this approach to presenting microeconomic theory will stimulate debate
in the classroom and encourage students to develop a spirit of critical analysis. Rather than
simply accepting the theories they encounter because these theories were devised by fa-
mous economists, it is important that students look at every economic plan with a critical
attitude, analyze its strengths and weaknesses, come to their own conclusions, and then
have the confidence to defend their conclusions even though they may differ from the
opinions of “experts.”

Broad Coverage of Experimental Economics. This book is unique in the amount of cov-
erage it gives to experimental economics. It is my belief that the future of microeconom-
ics will be heavily connected with the use of experimental tools. These tools have already
proven themselves quite valuable in shedding light on some difficult theoretical issues.
Therefore, at many junctures in the book, I present the results of experiments that relate to
issues that are being discussed. Sometimes these experimental results form the basis for a
consulting report, and sometimes they are cited as part of the critical analysis of a theory
that was first proposed in a consulting report. For example, I use the preference reversal
experiments of Kahneman and Tversky to warn students that although the theory of
expected utility seems logical and consistent, it may not prove to be a good predictor of
real human behavior. The question of whether people (or experimental subjects) actually
take a free ride when the opportunity is available to them is discussed in the chapter on
public goods (Chapter 18).

Of course, I also subject experimental results to criticism. Students should view con-
clusions drawn from empirical data with a critical eye, just as they view theoretical ideas.

Some Nontraditional Chapters That Can Enrich the Course. There are several chap-
ters in this book that are not normally found in texts for the intermediate microeconomics
course. I think that these chapters enrich the course, but it is not necessary to teach them.
For example, 1 devote an entire chapter to the internal organization of the firm (Chapter 8).
In this chapter, I investigate the issues of how best to organize work within a firm and how
best to compensate workers. Because these issues are currently of great concern in busi-
ness, some instructors may want to cover them. Similarly, I have devoted a chapter to the
topic of entry prevention (Chapter 12), in which students learn how monopolists and oli-
gopolists defend their markets against potential entrants and how potential entrants try to
overcome these defenses. For instructors and students who are especially interested in
strategic business analysis, this can be a valuable chapter. Another unconventional chapter
in this book is the one on natural monopoly and the economics of regulation (Chapter 10).
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I strongly believe in the principle of free disposability. If the nontraditional chapters
do not fit the objectives of your course or if there is little time available, eliminate them or
cover them very briefly. I have written these chapters in such a way that they can be omit-
ted without significantly damaging the logic of the book. The same is not true for the chap-
ter on game theory. Because this chapter provides a foundation for the applications of
game theory that appear in later chapters, 1 would urge you to give it at least limited cover-
age in your course.

I have relegated topics that involve fairly difficult quantitative material to the appen-
dixes of some chapters. Instructors with students who are more advanced, have a better
math background, or are willing to work harder may want to use these appendixes.

Fresh Examples and Problems. Throughout this text, I have tried to use examples that
differ from those appearing in other books. For instance, instead of the example of cars that
are “lemons,” which is so often used to present the topic of asymmetric information and
market failure, 1 have substituted the example of car mechanics who offer expert opinions
to partially informed car owners. Similarly, to present the topic of adverse selection, I have
used the example of tipping in restaurants. 1 have also attempted to make the end-of-
chapter exercises and problems fresh and interesting.

One additional note about the exercises and problems: Although the use of calculus is
not required in any of this material. some exercises and problems have been written so that
students who are familiar with calculus can easily use it if it helps them.

Alternative Teaching Sequences. As stated above, in most texts the first market structure
studied is the perfectly competitive market, usually followed by oligopoly or imperfect
competition, and finally by monopoly. For reasons that will become clear as you read
Chapter 9, [ have chosen to present monopoly first, then oligopoly, and then perfect com-
petition, treating it as the limit case of the oligopoly situation as entry goes to the limit.
Other than this, you should feel free to choose a sequence with which you feel comfort-
able and skip chapters that you do not feel fit logically into the way you would like to pre-
sent the material. For example, Chapter 4 on exchange usually comes at the end of a
microeconomics text where the question of efficiency and welfare is discussed. [ have
placed this topic early in the text so that I can discuss the emergence of competitive mar-
kets. If you prefer, you can move this chapter and combine it with Chapter 15 on general
equilibrium theory with production; the two should fit together nicely. Chapter 8 on the
internal organization of the firm is really a chapter dealing with moral hazard at the work-
place. Consequently, you could choose to teach it along with Chapter 16 on moral hazard
in information economics. If you usually teach uncertainty after consumer theory, you
should also feel free to take the uncertainty chapter, Chapter 15. and teach it after Chap-
ter 3—as many texts do. Similarly, the last chapter of the book deals with the functional
distribution of income. I placed it last because it would have disrupted my line of thought
to place it in the middle of the book. However, I believe that this chapter can be taught at
any point after the theory of perfect competition is explained in Chapter 13.

In summary, I have given a great deal of thought to the order in which I have pre-
sented information. The text has a unity of theme that is not found in any other intermedi-
ate (or graduate) texts, and that unity is one of its strengths. Consequently, following my
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train of thought could be a benefit to students who like to see how each piece of the micro-
economics puzzle fits together. However, I am well aware that professors have their own
ideas about how material should be presented, and with that in mind, I have endeavored to
make the text as flexible as possible. Chapter 1, which contains a summary of each chap-
ter, will supply you with an overview of how all of the chapters fit together.

In the following two outlines of course syllabi, I provide two alternative chapter se-
quences that you can follow to teach the material. One course sequence is more traditional,
while the other follows the innovations I have made to the traditional sequence. Feel free
to pick and choose chapters or parts of them in order to customize your own sequence.

Week 1:  Introduction Week 10: Perfectly Competitive
Preface and Chapter 1 Markets
Chapter 13
Week 2:  The Consumer, Commodities,
and Preferences - Week 11: Uncertainty and the
Chapter 2 Emergence of Insurance
Chapter 14
Week 3:  Demand Theory
[~ Chapter 3 Week 12: General Equilibrium,
[~ Welfare and Equity, and
Week 4:  The Emergence of Markets Input Markets
and Exchange Chapters 15 and 19
Chapter 4
Week 13: Information Economics,
Week 5:  The Discovery of Production, [ Moral Hazard, and
[ Technology, and Cost Adverse Selection
Chapters 5 and 6 Chapter 16 (Chapter 8 if

not taught earlier)
Week 6:  Game Theory
[~ .. Chapter7 Week 14: Externalities
[ Chapter |7
Week 7:  Monopoly and Regulation
[ Chapters 9 and 10, Week 15: Public Goods, and the
Chapter 8 (Optional) Government as an
Institutional Architect
Week 8:  Oligopoly Chapter 18
[rmororn | Chdpter- |

Week 9:  Entry and Entry Prevention
Chapter 12




Week 1:  Introduction Week 10: Monopoly and
Preface and Chapter 1 Regulation
Chapters 9 and 10

Week 2:  The Consumer, Commodities,
and Preferences. Week 11: Uncertainty and the

Chapter 2 Emergence of Insurance
(If not covered in
Week 3: Demand Theory week 3)
Chapter 3 (Possibly Chapter Chapter 14
14 on Uncertainty and '
Insurance) Weeks 12 & 13: General
. . Equilibrium, Exchange
Week 4:  The Discovery of Production, Welfare and Equity, and
Technology, and Cost Input Markets
Chapters 5 and 6 Chapters 4, 15 and 19
Week 5: i;rficttly Competitive Week 13: Information Economics,
arkets
M
Chapter 13 oral Hazard, and

Adverse Selection
Chapters 16 and 8
Week 6: Game Theory

Chapter 7 Week 14: Externalities

Chapter 17

Week 8:  Oligopoly
Chapter 11

Week 15: Public Goods, and
Government as an
Institutional Architect
Chapter 18

Week 9:  Entry and Entry Prevention
Chapter 12

Changes to the Third Edition

In order to understand microeconomics correctly, a student needs to master a number of
skills. He or she must be able to understand the theory in its abstract form, know how to
work with it and solve problems, and appreciate the empirical implications of the theory
by looking at data and testing whether what we observe is consistent with what we expect.
The changes I have made in the third edition all aim to deepen these skills in the student.

One Hundred Solved Problems. A common complaint I have heard from students taking
noncalculus-based microeconomics courses is a frustration they have in not being able to
translate the theory they have learned into a working knowledge that will allow them to
solve problems they face in their everyday life. In other words, it is one thing to understand
a theory on an abstract level but another to be able to work with it on a practical level. In
order to rectify this situation, I have inserted 100 solved problems in the text. These



problems are graded in terms of difficulty with some providing mere content checks
(labeled “Content Review”) and others moving beyond mere review to provide students
with an appreciation of how to apply the theory to solve relevant problems. This latter type
is labeled “Application and Extension.” Most of the problems require simple algebra to
solve and should not be difficult for the student. Whenever calculus would be useful, I have
provided the necessary derivatives. For example, whenever a decision maker needs to
equate the marginal cost of a decision to its marginal benefit, I provide the marginal quan-
tities. [ know of no other text that provides as many solved problems as this one does.

Experimental Evidence. 1f economic theories are correct, they should be verifiable or fal-
sifiable in the lab. In other words, if the behavior predicted by economic theory cannot be
replicated in an appropriately designed experimental setting, where human subjects make
decisions under a set of monetary incentives that approximate those described by the the-
ory, then the theory must be considered severely lacking. In this third edition I have more
than doubled the number of experiments I have summarized as providing evidence for the
theory. My point in introducing these experiments is to make the theory spring to life. Stu-
dents must realize that economic theory is alive and constantly changing as new evidence
is introduced to test it. It is not a weakness of the theory that it does not always prove to
be 100% correct in the lab, and it is not a weakness of the experimental technique that it
does not always corroborate the theory. All science must progress in this manner; the nat-
ural sciences provide a prime example of how experimental evidence and theory combine
to create new theory. Why should a student be interested in a subject for which the answers
are all known? A field is only of interest if you can help change it!

In-Class Economic Experiments. In my own teaching, I have found that one of the best
teaching tools is the economic experiment. Before a student actually engages in a free-
riding experiment, for example, the idea of choosing a dominant strategy is abstract and
unreal, but experiments bring such an experience to life. However, few universities provide
professors with enough class time to lecture, discuss problem sets, and run experiments.
Something has to give. For this reason, I have devised a set of 12 in-class experiments that
can be performed quickly and efficiently within the first 10 to |5 minutes of a class with
minimal disruption. (In fact, one experiment can be done within the first 4 minutes of a
class). These in-class experiments (complete with instructions to students, background
material for professors, and discussion or homework questions for students) are found on
the text’s website at http://www.awl.com/Schotter

Supplements

I know how important it is to provide strong teaching and learning supplements when of-
fering a new approach to a traditional course. Therefore, the following items are available
for use with my book.

Instructor’s Manual. 1 have prepared the Instructor’s Manual with In-Class Experiments
to assist you in using the text as effectively as possible. This manual has two parts: Part I,
written by me and revised by Meta Alexandra Brown, contains notes about the pedagogy
of the book, suggestions about the teaching sequence, and two possible schedules for dif-
ferent teaching sequences. Part II also revised by Meta Alexandra Brown, provides



comments about the content and approach of each chapter, detailed solutions for all the
exercises and problems in the text, and additional exercises and problems that you can use
in class or for student assignments.

Transparency Masters. The Transparency Masters reproduce more than 130 of the most
important diagrams that appear in the text. These visual aids should enhance your class-
room presentation of each chapter.

Test Bank. William Doyle Smith of the University of Texas at El Paso has prepared the
Test Bank for this book. He has developed a comprehensive file of questions that cover the
key terms and concepts presented in every chapter of the text.

Study Guide. The Study Guide, which was written by Yaw Nyarko of New York Univer-
sity, is a handy means of review and reinforcement for students. It contains a summary of
each chapter, a list of the key terms and concepts introduced in the chapter, and a variety
of questions and short exercises with self-check answers that allow the students to evalu-
ate their understanding of the chapter.

In-Class Economics Experiments. These are a series of experiments that can be done in
class; each takes no longer than 10 or 15 minutes. Instructions for the student and the pro-
fessor are provided. You will find them on the text’s website at http://www.awl.com/Schotter

Website. A useful website containing in class experiments and a guide to other useful
game theory and experimental economics sites.
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