FECONOMICS

Principles and Policy - Third Edition !

MICROECONOMICS

William J. Baumol and Alan S. Blinder



ECONOMICS

Principles and Policy - Third Edition

MICROECONOMICS

William J. Baumol Alan S. Blinder
New Yor I:z Tlt{;zwerszty Princeton University

Princeton University

@

Harcourt Brace Jovanovich, Publishers
SanDiego ~ New York  Chicago  Atlanta  Washington,D.C.
London Sydney  Toronto



To my three children,
Ellen, Daniel,
and now Sabrina

W.].B.

For William, who loves to read,
and Scott, who loves to write

A.S.B.

Copyright © 1986 by Harcourt Brace Jovanovich, Inc.

All rights reserved. No part of this publication may be reproduced or transmitted in any form or
by any means, electronic or mechanical, including photocopy, recording, or any information
storage and retrieval system, without permission in writing from the publisher.

Requests for permission to make copies of any part of the work should be mailed to:
Permissions, Harcourt Brace Jovanovich, Publishers, Orlando, Florida 32887.

ISBN: 0-15-518850-X
Library of Congress Catalog Card Number: 85-81180
Printed in the United States of America

Note: This work is derived from Economics: Principles and Policy, Third Edition by William J.
Baumol and Alan S. Blinder. Copyright © 1985, 1982, and 1979 by Harcourt Brace Jovanovich, Inc.

ILLUSTRATION CREDITS

Page 11: © 1971, General Drafting Co.; p. 12: Gousha-Chek Chart; p. 14: London
School of Economics and Political Science; p. 24: U.S. Geological Survey; p. 45:
National Portrait Gallery, London; p. 51: The Bettman Archive; p. 65: HBJ Photo;

p. 80: Harvard University; p. 105: Dupont Company; p. 131: Photothyne, Canadian
National Film Board; p. 180: Photo Courtesy of the San Francisco Forty-Niners;

p. 206: Krokodil/Sovfoto; p. 249: Douglas Aircraft Co.; p. 267: William Gropper, “The
Senate’ (1935), oil on canvas, 25%" x 334", Collection, The Museum of Modern Art,
New York; gift of A. Conger Corporation; p. 277: Port Authority of New York; p. 282:
UPI; p. 290: Union Electric Co.; p. 294: AT&T Photo Service; p. 322: UPI: p. 328: HBJ
photo; p. 334: EPA; p. 341: U.S. Steel Corporation; p. 348: EPA; p. 354: Mobil Oil;

p. 382: UPL; p. 404: The Bettman Archive; p. 409: UPI; p. 420: The New Yorker; p.
422: NY Urban Development Corp.; p. 438: UPL; p. 449; Culver Pictures; p. 455:
George H. Harrison from Grant Heilman; p. 459: Air France; p. 461: AP/Wide World;
p. 463: Culver Pictures; p. 490: The Bettman Archive; p. 504; UPL p. 522: Sovfoto; p.
529: UPI; p. 530: UPL



Preface

or decades, the “principles of economics’ book has been expected to
codify the entire discipline of economuics. In recent years, this has
become at once more difficult and more imperative. The explosion of
economic knowledge has made 1t impossible to.put all of economics between
two covers. But at the same time, more and more public policy 1ssues
either are basically economic 1n nature or involve important economic
considerations. Intelligent citizens can no longer afford to be innocent of
economics.

While this Third Edition represents an extensive revision of the Second
Edition, 1ts preparation continued to be guided by this dilemma. We have
studiously avoided the encyclopedic approach and abandoned the fiction, so
popular among textbook writers, that literally everything 1s of the utmost
1mportance. Since students are sufficiently intelligent to see through this
ruse 1n any event, we have tried to highlight those important 1deas that
are likely to be of lasting significance—principles that you will want to
remember long after the course 1s over because they offer insights that are far
from obwvious, because they are of practical importance, and because they are
widely misunderstood by intelligent laymen. A dozen of the most important
of these 1deas have been selected as 12 Ideas for Beyond the Final Exam and
are called to your attention when they occur through the use of the book’s
logo.

All modern economics textbooks abound with ‘‘real world” examples,
but we have tried to go beyond this, to elevate the examples to preeminence.
For 1n our view, the policy 1ssue or everyday economic problem ought to lead
the student naturally to the economic principle, not the other way around.
For this reason, many chapters start with a real policy 1ssue or a practical
problem that may seem puzzling or paradoxical to noneconomuists, and then
proceed to describe the economic analysis required to remove the mystery. In
doing this, we have tried to utilize technical jargon and diagrams only where
there 1s a clear need, never for their own sake.

Still, economics 1s a somewhat technical subject and, except for a few
rather light chapters, this 1s a book for the desk, not for the bed. We have,
however, made strenuous efforts to simphfy the technical level of the
discussion as much as we could without sacrificing content. Fortunately,
almost every important idea 1n economics can be explained in plain English,
and this, in general, 1s how we have tried to explain them. Yet, even while
reducing the technical difficulty of the book, we have incorporated some
elements of economic analysis that have traditionally been left out of



introductory books but that are really too important to omit.

One example is our treatment of how the market mechanism is able,
under ideal circumstances, to allocate society’s resources in the most
efficient manner possible. Many introductory texts, thinking the topic too
difficult for beginning students, give little more than some general hints
about this important result. We offer a genuine proof and an extensive
discussion of precisely what the result does—and does not—imply about the
efficiency of real-world market economies.

Changes from the Second Edition

Microeconomics

In microeconomics, the discussion continues to be organized around a
central theme that we believe deals with the most significant lessons to be
learned in an introductory economics course: what a market system does
well, and what it does poorly.

Thus Part 1 introduces the central theme and some of the fundamental
ideas of economics (such as scarcity, opportunity cost, markets, and prices).
Then Part 2 acquaints students with the central analytical tools of
microeconomics and uses them to explain how both consumers {Chapters 5
and 6) and producers (Chapters 7 and 8) make decisions that best serve their
own interests. Part 3 examines how these decisions interact in the
marketplace and provides an extensive examination of the virtues and vices
of free markets. The early chapters of Part 3 (Chapters 10 and 11) extol the
remarkable accomplishments of an idealized system of markets, while the
later chapters (Chapters 12—14) discuss some of the market system’s principle
failings. In this way, Part 3 sets the stage for Parts 4 and 5, in which we
discuss where, why, and how the government intervenes in the economy.

Much of this material has been rewritten and/or reorganized since the
Second Edition, partly in response to many extremely useful suggestions we
have had from readers. Difficult points are explained more patiently, and
there are more examples and graphs than in the Second Edition. In particular,
the two chapters summarizing the market’s virtues (Chapter 11) and vices
(Chapter 14) now come much closer together in the text, and much of the
‘‘core’” microeconomic chapters (Chapters 3 and 4 and 5-8) has been
completely rewritten.



Revisions were particularly extensive in Chapters 6 (Consumer Demand
and Elasticity) and 7 {(Inputs and Costs). Chapter 6 now has a much more
detailed, step-by-step description and explanation of the important elasticity
concept, featuring many more examples. To improve its exposition, Chapter
7 has been divided into two parts.

The first part deals with the analytically simpler case in which the
quantity of only one input is chosen. Using this simplification, we discuss
how input choice determines the firm’s cost curves—which are so crucial for
the analysis of the output decisions of the enterprise described in the
following chapter. We also introduce and explain the distinction between
fixed and variable cost and that between the short and long run. These
concepts, which have been moved here from the following chapter, are used
to explain the characteristic shapes of the firm’s cost curves.

The new second part of Chapter 7 deals with the complications that
arise when many inputs are chosen at once. The cost-minimizing
combination of inputs is analyzed, and phenomena such as the “law”’ of
diminishing returns and returns to scale are examined and contrasted. The
material is written so that the instructor can, without loss of continuity,
postpone the multi-input discussion until later in the course, or can omit it
entirely.

The policy-oriented chapters have been updated to reflect new
developments in regulatory (Chapter 15), antitrust (Chapter 16), and
environmental (Chapter 18) policy, heightened interest in tax loopholes and
flat-rate taxes (Chapter 17), and the diminished importance of the “‘energy
crisis” (Chapter 19). The new theory of “contestable markets” is introduced
in Chapter 13 and referred to in several other chapters.

The chapter on international economics, 23 (and Chapter 19 in
Macroeconomics), has also been revised extensively. Chapter 23 has a
different, more patient, and more detailed explanation of comparative
advantage, and much more material on current issues in trade policy.

Some twenty years of lag in the growth rate of American productivity
behind that of a substantial number of European and Far Eastern countries
has elicited worries about the consequences for U.S. competitiveness. Our
belief that U.S. productivity performance will continue to be a major concern
of policymakers has prompted us to add an entirely new chapter on this
subject. Our new Chapter 24 describes the pertinent facts, examines some of
the explanations that have been offered, analyzes the consequences of a
protracted lag in productivity growth, and discusses some of the productivity
stimulation policies that have been proposed.



Studying Principles of Economics

Whatever the nature of your course, we would like to offer one suggestion.
Unlike some of the other courses you may be taking, principles of economics
is cumulative—each week’s lesson builds on what you have learned before.
You will save yourself a lot of frustration {and also a lot of work] if you keep
up on a week-to-week basis. To help you do this, there is a chapter summary,
a list of important terms and concepts, and a selection of discussion
questions to help you review at the end of each chapter. In addition to these
aids, many students will find the Study Guide, designed specifically to
accompany this text by Professor Craig Swan, helpful as a self-testing and
diagnostic device. When you encounter difficulties in the Study Guide, you
will know which sections of the text you need to review.

Note to the Instructor

In trying to improve the book from one edition to the next, we rely heavily
on our own experiences as teachers. But our experience using the book is
miniscule compared to that of the hundreds of instructors who use it
nationwide. If you encounter problems, or have suggestions for improving
the book, we urge you to let us know by writing to either one of us in care of
Harcourt Brace Jovanovich, College Department, 1250 Sixth Avenue, San
Diego, California 92101. Such letters are invaluable, and we are glad to
receive them, even if they are critical.



What follows is a set of suggested course outlines.
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