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PREFACE

As with its predecessors, this edition has two noteworthy pedagogical features.
First and foremost, the text offers a solid treatment of microeconomic theory
in which the topical emphasis is on the economics of the firm and how
markets function. Second, special pains have been taken to demonstrate the
practical value of theoretical analysis and its power to explain real-world
MICroeconomics,

The hoped-for outcome is a text which not only zeros in on the needs
of economics majors but which is also broadly suitable for the increasing
numbers of MBA and undergraduate business majors being required to take
a microtheory course. Non-economics faculty have long been heard to urge
that the content of intermediate microeconomics courses should stress what
business majors need to know about microtheory rather than being slanted
solely toward economics majors. Their point is well taken. Consequently, in
agonizing over what to include and what to emphasize, [ have tried to follow
the rule of including concepts especially pertinent to analyzing the behavior
of firms and markets and de-emphasizing topics which either have a “purist”
flavor or else relate more directly to nonmarket sectors of the economy. The
sought-after compromise is a micro-text (1) that is strong on theory and
analysis, (2) that takes as 1ts focal point the economics of the firm in a com-
petitive market environment, and (3) that is in close touch with the reality of
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applications. In the overall scheme of approaches to microeconomics, the
aim has been to place the text more or less mid-way between “pure theory”
texts and “managerial economics” texts.

All major aspects of microeconomic theory are covered. The standard
models of utility theory, indifference analysis, basic supply and demand,
elasticity, production and cost functions, monopoly and perfect competition,
resource pricing, and general equilibrium are given thorough exposure. But
you will quickly note the inclusion of a number of textual treatments that are
intended as improvements in coverage:

**An introductory chapter on the methodology of economic analysis and
the relevance of theory to explaining real-world economic phenomena.

**A birdseye description of what a market is and how the sizes of firms and
their respective corporate strategies relate to actual behavior in the market-
place (Chapter 2).

**A survey of the economic aspects of technology and the impetus for R&D
and innovation (Chapter 6).

**An in-depth look at profit concepts, profit theories, the debate over profit
maximization, and non-profit goals of the firm (Chapter 9).

**An extensive treatment of oligopoly theory which focuses on competitive
rivalry among large corporations (Chapter 12).

**A major new chapter on the strategic aspects of competition and on how
economic forces combine to shape the nature and strength of competition
(Chapter 14).

**A survey of multiple-goal models of the firm (Chapter 15).

**An assessment of overall market performance and the social benefits of
competition under conditions of market capitalism and corporate capitalism,
using the tools of welfare economics and industrial organization (Chapter 16).

**Sections dealing with multiproduct pricing, price signaling through the
public media, the use and abuse of corporate power, taxing excess profits, the
competitive roles of advertising and product differentiation, the relevance of
corporate strategy to competition analysis, the wage-employment effects of
unions and minimum wage legislation, and the economics of productivity
changes.

The use of in-depth “applications capsules” to highlight actual applica-
tions of microtheory was well-received in the previous edition and has been
expanded. The number of capsules has been increased from 24 to 32 and 18
are brand new. As before, these aim at keeping the integration of theory and
practice always before the student without disjointing the theoretical dis-
cussion. The applications capsules have been “boxed off” from the text narra-
tive to permit meaningful and detailed discussion, rather than trying to make
do with simple examples which can be cited in a passing sentence, footnote, or
brief paragraph. Once again, the selection of the capsule topics aims at the
mainstream of how a competitive enterprise economy works in actual prac-
tice; their pragmatic nature can be easily seen by glancing through the Table



of Contents. Many of the applications capsules are quite suitable for use as
short cases for class discussion. In addition to the applications capsules,
summaries of empirical findings and dozens of brief examples are scattered
throughout each chapter.

The attention paid to application and examples has several justifica-
tions. Students are more likely to buckle down and master theoretical mate-
rial when they are convinced it has a payoff and is not just something that
must be tolerated to get a degree. More fundamentally, though, the worth of
microecomic theory is best proven by its power of application. Indeed, unless
theory truly explains, predicts, and otherwise illuminates the economic
behavior of consumers, firms, and markets, it is of little use and interest.

As has now become customary and proper, the theoretical concepts
are presented in a modestly mathematical vein in belief that most students,
given that they are required to take introductory calculus, are well-equipped
to handle nothing more mathematically complex than first derivatives. All
mathematical concepts requiring more than basic algebra are explained fully
and in terms which can be grasped by the mathematically unsophisticated.
The more advanced mathematical treatments of microeconomics have been
placed in self-contained “capsules” at appropriate places in the book and
can be omitted without a loss of continuity.

Like any new edition, this one too has undergone important revision
and updating. Chapters 1 and 2 reflect a streamlined treatment of what
formerly was organized into three chapters. More attention has been given
to measuring price elasticity and to assessing the conditions which cause
buyers and sellers to be price sensitive. Coverage of the market models of
perfect competition, monopolistic competition, oligopoly, and monopoly is
now divided into four separate chapters, and the discussion of monopoly has
been accorded considerably more emphasis. A brand new chapter on assessing
the nature and strength of competitive market forces has been added to give
more attention to the non-structural aspects of the market interplay among
rival firms; this chapter focuses on competition as a strategic process and the
extent to which competition is influenced by potential entrants, the presence
of substitutes, and the market influences of both suppliers and buyers. The
usual efforts have been made to improve further the clarity of the exposition;
the coverage of some ideas and concepts has been condensed to make room
for the added topics and applications capsules,

All in all, the third edition strives for effective and comfortable balances
between “bare bones” coverage versus in-depth analysis, theory versus appli-
cation, classical versus contemporary models, mathematical versus vet-
bal/graphical exposition, and conceptual simplicity versus the need of the
student to acquire some technical proficiency and analytical skill.

The result, I trust, is (1) a book which is as well-suited for intermediate
microtheory courses required of business school undergraduates and first-
year MBA students as for economics majors and (2) a book which is a
coherent and teachable synthesis of the best of all that is old and new in
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microeconomics. Whether I have succeeded is, quite fittingly, for “the market”
to decide. Your comments regarding coverage and emphasis will be most
welcome, as will your calling my attention to specific errors.
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tradition and accept full responsibility.

Arthur A. Thompson, Jr.

Tuscaloosa, Alabama



NOTE TO THE STUDENT

Courses in intermediate microeconomics typically have the reputation of
being among the most challenging in any college curriculum. The reputation
is well deserved—this might as well be admitted at the outset. But despite
the analytical rigor which characterizes the course, the road ahead is worth
exploring, and | have tried to clear the way of unnecessary obstacles. Pains
have been taken to make the text readable and interesting, to provide step-
by-step explanations of each concept, to keep the graphs uncluttered and
the mathematics simplified. Examples and applications of the theory are
consistently indicated in enough detail to make them meaningful. Chapter-
end problems and questions have been included as a self-test of your com-
mand of the material and to increase your mechanical proficiency with
important concepts.

Because students begin the course with widely-varying backgrounds
and degrees of preparation, the treatment of each new topic is begun at the
lowest level of analysis. No prior knowledge of economics is assumed. Thus,
while this course is probably not your first exposure to economics, those of
you who remember little about previous courses or who feel poorly prepared
in economics will find yourselves at no serious disadvantage.

All of this has resulted in a book with more pages to cover. But longer
may still be quicker and easier. The intended effect is a more comprehensible
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presentation that will not only help you to hurdle the more difficult theory
in less time but that will also convince you of the value and power of eco-
nomic analysis.

A textbook is, after all, primarily for the student, not the professor and,
in the final analysis, you the student are an excellent judge of how well the
teaching/learning objectives of this book are being met. I will be pleased to
receive your comments at P. O. Box J, University, AL 35486.



CONTENTS

Preface xv

Note to the Student xix

ONE
INTRODUCTION TO MICROECONOMICS:
SCOPE AND METHODS OF ANALYSIS 1

What is microeconomics? The methods of economic analysis. The process
of theory formulation and model building. What is a theory? The realism of
assumptions.

APPLICATIONS CAPSULE
The wizard who oversimplified: A fable

vii



viii
Contents
TWO
THE ROLE OF FIRMS AND MARKETS
IN THE MICROECONOMY 20

How business firms fit into the microeconomics picture. The emergence of
entrepreneurship. The structure of contemporary business enterprise. The
firm and the marketplace. The concept of the market. Is “the market” a
place? The firm and its corporate strategy. The relevance and importance of
corporate strategy.

APPLICATIONS CAPSULES

The strategic aspects of why General Electric got out of the computer

business
Why the marketplace is an unforgiving taskmaster: A seller’s perspective

THREE

FOUNDATIONS OF CONSUMER DEMAND:
THE CARDINAL UTILITY MODEL 41

The concept of utility. Total utility functions. The concept of marginal
utility.  Utility functions for related products. Consumer behavior in the
marketplace. Maximization of utility. The conditions for utility maximiza-
tion. Evaluation of the maximizing rules. Consumer sovereignty in the
marketplace: fiction or reality ?

APPLICATIONS CAPSULE
How advertising can influence consumer demand

FOUR
FOUNDATIONS OF CONSUMER DEMAND:
THE INDIFFERENCE CURVE MODEL 74

The concept of indifference curves. The shapes of indifference curves. The
characteristics of typical indifference curves. The marginal rate of substitution.
The consumer's budget constraint. Maximization of satisfaction. The impact
of income changes upon consumer purchases. The impact of price changes upon
consumer purchases. Income and substitution effects. Marker demand

curves.

APPLICATIONS CAPSULE
Which is less burdensome—an income tax or a sales tax?



ix
Contents

FIVE

DEMAND FUNCTIONS, REVENUE FUNCTIONS,
AND ELASTICITY 106

Variables that influence market demand. Some added demand determinants.
The concept of the demand function. Average, total, and marginal revenue.
Elasticity of demand. Price elasticity of demand. Price elasticity and the
slope of the demand curve. Price elasticity and rotal revenue. Price elasticity
and linear demand curves. Some special cases in price elasticity. The
sensitivity of market demand to price changes. Price elasticity and demand for
the product of an individual firm. Attempting to calculate price elasticity for
particular products. Income elasticity of demand. Cross elasticity of demand.

APPLICATIONS CAPSULES

When a firm can be sure it's time to raise its price

“No frills” air fares

Do rising gasoline prices reduce demand ?

Why some buyers may be less price sensitive than others

51X
THE FIRM AND TECHNOLOGICAL CHANGE 154

The concept of production. Production activity: Transforming inputs into
outputs. Basic types of production activity. The production function. The
impact of technological advance upon production functions. The consequences
of technological change for production processes. Characteristics of techno-
logical progress. R&D spending and firm size. The motivation and pressures
for innovation.

APPLICATIONS CAPSULES
How General Motors manages its R&D programs
The solid-state technology threat to Timex

SEVEW
PRODUCTION ANALYSIS AND OPTIMAL
INPUT COMBINATIONS 177

Fixed and variable inputs. The short run and the long run. Shorr-run produc-
tion functions. The stages of production. Determining optimal input propor-
tions. The characteristics of isoquants. The isocost curve. The optimal mix
of resource inputs. The expansion path. The impact of changes in resources
prices. Returns ro scale.

APPLICATIONS CAPSULE
Ford’s River Rouge plant: A case of decreasing returns fo scale



X
Contents

EIGHT
COST FUNCTIONS AND ECONOMIES OF SCALE 233

The concept of costs. The many aspects of cost. Cost-output relationships.
Cost-output relationships in the short-run. Short-run cost functions in the real
world: The empirical evidence. Cost-output relationships in the long run.
Cost behavior and firm size.

APPLICATIONS CAPSULES

Using marginal cost concepts to dispatch electric power

Economies of scale in the pipeline business

Lowering the high cost of dying

NINE
THE FIRM AND ITS GOALS 285

The ambiguous meaning of profit. Theories of profit. A perspective view of
profit theories. The social benefits of profit. The profit record of business
enterprises. Do business firms seek to maximize profits? The alternatives to
profit maximization. Satisficing behavior. Revenue maximization. Market
share goals. Long-run survival goals. Personal goals of corporate managers.
The goal of social responsibility. Security, autonomy, and growth. Growth
and expansion goals. Conflicts and trade-offs among alternative goals.
APPLICATIONS CAPSULES

How business executives define what is a “reasonable” profit

Profit strategy at IBM

TEN

HOW MARKETS FUNCTION:
THE MODEL OF PERFECT COMPETITION 319

The characteristics of perfect competition. Short-run equilibrium in a perfectly
competitive market. The perfectly competitive firm’s short-run supply curve.
The perfectly competitive industry’s short-run supply curve. Long-run equilib-
riumin a perfectly competitive market. A constant-cost industry. An increas-
ing-cost industry. A decreasing-cost industry. Implications and significance
of the perfectly competitive model.

APPLICATIONS CAPSULE

Agricultural markets: An illustration of some of the characteristics of perfect

competition



xi
Contents
ELEVEN
HOW MARKETS FUNCTION:
THE MODEL OF MONOPOLISTIC COMPETITION 349

The distinctive features of monopolistically competitive markets. Price and
output decisions of monopolistically competitive firms. Product variation
decisions. Promotional expense decisions. Competition among the many—in
practice. The benefits. The disadvantages.

APPLICATIONS CAPSULE
The doctor business: A case where more competition is better

TWELVE

HOW MARKETS FUNCTION:
THE MANY MODELS OF OLIGOPOLY 378

The distinguishing characteristics of oligopoly. The many models of oligopoly
behavior. The kinked demand curve model. Market share models. Price
leadership models. Game theory models. Using public announcements to
accomplish price coordination. Special features of corporate price and output
decisions. Multiplant operations. Multimarket operations. Multiproduct
pricing. Multiproduct output with resource constraints. The role of inven-
tories and order backlogs. Other dimensions of corporate strategy in oli-
gopolistic markets.

APPLICATIONS CAPSULES

Oligopolistic competition and military strategy

Should public announcements of price changes be made illegal ?
Vertical integration in the oil industry

THIRTEEN

HOW MARKETS FUNCTION:
THE CASE OF MONOPOLY 438

The price and output decisions of a monopolistic firm. Long-run adjustments.
Popular myths about monopoly behavior. Constraints upon the market power
of a monopolistic firm. Bilateral monopoly. Regulating monopoly.

APPLICATIONS CAPSULES

The monopoly power of brand names and trademarks: The case of the phar-
maceutical industry

Government regulation: The view of the President’s Council of Economic Advisors

The trucking industry: Where regulation has led to higher prices



xii
Contents

FOURTEEN
ANALYZING THE STRENGTH OF COMPETITION 460

The strategic aspects of competition. A formal model of competition as a
strategic process? Other major competitive forces. Substitute products.
The potential for new entry. The economic power of suppliers. The economic
power of customers. A collective picture of competitive forces. Factors
affecting the intensity of competition.

APPLICATIONS CAPSULE
A classic case of competitive strategy: Coca-Cola versus Pepsi-Cola

FIFTEEN
BUSINESS PRICING PRACTICES
AND MULTIPLE-GOAL MODELS 480

Business pricing practices. Pricing to earn a target rate of return. Alternative
pricing alternatives. Multiple-goal models of corporate behavior. Revenue
maximization with a profit constraint. The related goals of sales, profit, and
growth: An integrative model.

APPLICATIONS CAPSULES
General motors’ pricing strategy

The experience curve: Pathway to higher sales, profits, and market share?

SIXKTEEN

EVALUATING COMPETITION
AND MARKET PERFORMANCE 509

The criteria for evaluating business behavior. The many dimensions of com-
petition. Contrasts in competitive behavior: Many-firm compefition versus
few-firm competition. Price competition. Technological and innovational
competition. Quality competition. Growth competition. Promotional com-
petition. Contributions to national economic goals. The consequences of
monopoly power. The welfare loss from anticompetitive practices and abuses
of market power. The social control of corporate power.

APPLICATIONS CAPSULE
Advertising: Its impact and economic significance



xiii
Contents

SEVENTEEN

THE PRICING AND EMPLOYMENT
OF RESOURCE INPUTS 548

The resources input decisions of a firm operating under conditions of perfect
competition in its product and resource markets. The resource input decisions
of a firm operating under conditions of imperfect competition in its product
market and perfect competition in its resource market. The resource input
decisions of a firm operating under conditions of imperfect competition in its
product and resource markets. An evaluation of the marginal productivity
approach to input pricing and employment. The impact of minimum wage
laws upon labor markets. Some economic effects of unions.

APPLICATIONS CAPSULES

How the minimum wage destroys jobs

Do unemployment compensation benefits reduce the supply of labor

EIGHTEEN

EQUILIBRIUM: THE CONSUMER,
THE FIRM, THE ECONOMY 602

Static equilibrium on an economywide basis. The conditions of general equi-
librium. The interrelationships of industries and markets. The interrela-
tionships of economic sectors. General equilibrium and the overall rate of
economic activity. Statics versus dynamics. Dynamic growth equilibrium.
Growth equilibrium for the economy. Growth equilibrium for the firm.
National economic policy and growth equilibrium.

INDEX 623



INTRODUCTION
TO MICROECONOMICS :
SCOPE AND METHODS
OF ANALYSIS

George Bernard Shaw is credited with the observation that any reasonably
intelligent parrot, provided that he was not tongue-tied, could be instructed
in economics; he need only be taught to say “demand” and “supply.” This
simplification strikes at a central truth in economics: The aggregate of
society’s material wants far exceeds the available economic resources needed
to satisfy them. Indeed, the fundamental economic issue around which eco-
nomic analysis revolves is how best to employ scarce economic resources
(land, labor, capital goods, managerial talents) in supplying goods and ser-
vices, so as to achieve the greatest fulfillment of society’s unlimited wants.

But in exploring the economic ins and outs of how society can do its
economic best with what it has to work with, the picture becomes quite
muddied and complex. For example, there are millions of individuals and
households deciding how to budget a limited income for food, apparel,
housing, medical care, transportation, and other goods and services. There
are also millions of business firms making decisions about how much time,
money, and human effort to devote to manufacturing operations, new product
research and development, investment in cleaner and cheaper production
technologies, sales promotion, a search for new market opportunities,
improving their market standing, and so on. There are hundreds of thousands
of government agencies and not-for-profit organizations involved in fur-



