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This is a book on applied microeconomics. It has been designed primarily for
the many classes given each year for students who want to learn how micro-
economic theory can help them become better managers, public officials,
lawyers, or members of other such professional groups. While most of this
book focuses on microeconomic theory, the overall treatment and balance of
presentation have been shaped with the needs and interests of these students in
mind. Indeed, this book has arisen in its present form from classes I have given
for such students at the Wharton School (and other parts) of the University of
Pennsylvania for many years.

Among economists, there is general agreement that a knowledge of micro-
economics is of great value in helping people make better decisions in the of-
fice, the factory, the home, and the voting booth. Unfortunately, students (at
least while studying the subject) often think otherwise. In my view, one basic
reason why students frequently are turned off by courses in microeconomic
theory is that too little attempt is made to show them repeatedly and in detail ex-
actly how microeconomic theory can be applied to help solve real problems
faced by actual decision-makers in industry and government. While a variety
of snippets illustrating this or that concept are included in most textbooks, stu-
dents often regard them as mere flavoring added to make the theory go down
a little easier. Nowhere in any leading textbook is there a series of chapter-
length demonstrations, using real and contemporary data and experience, of
how microeconomic theory really can and has been applied.

My purpose in this new book is to fill this major gap. Five chapters of this
book are devoted entirely to individual industries— petroleum (Chapter 6),
milk and dairy products (Chapter 9), movie theaters (Chapter 14), aircraft
(Chapter 18), and California water (Chapter 20). In each of these chapters,
after a brief discussion of the industry’s structure and problems, the student is
asked to use the theory he or she has taken up in previous chapters to solve ten
real multi-part problems related to major decisions and issues in this industry.
The situation and actual data are given; the decision-makers are described in
detail and often quoted and pictured. Unlike the snippets currently available,
each of these chapters forces the student to become immersed in much of the
full complexity of actual industrial and government decisions and to bring a
variety of microeconomic tools and concepts to bear on these decisions. For
half of the problems, answers are provided to guide the studentand to provide
useful feedback; for the other half, no answers are given. Further material re-
garding each of these chapters is printed on the inside front cover of this book.
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Based on my experience with these five chapters in the classroom, they add
important new dimensions to microeconomics courses. There has been a
dearth of materials that demonstrate convincingly the power of microeconom-
ics at a level and in a form that is appropriate for undergraduates and MBA
students. And the little available material has not been integrated with the the-
oretical chapters of any textbook so that it can be used easily and effectively.
Students, as economists above all understand, are interested in what micro-
economic theory can do for them, on the job and elsewhere. In my experience,
they react very positively to these full-length demonstrations of exactly how
the theory has been used to help illuminate a wide range of problems and is-
sues facing well-known decision-makers in each of these industries. They are
motivated to learn the theory better and tend to retain it longer.

Further, each of these chapters draws on all preceding parts of the course,
thus helping to prevent the balkanization of knowledge that affects some
classes. Too frequently, students forget some of the material presented early in
the course by the time they get close to the final examination. Each of these
chapters forces the student to use a wide range of analytical tools presented in
all previous chapters, and thus encourages a periodic review of previous mate-
rials and an integration of various parts of the course. Also, many cases are ex-
tended beyond the particular chapters where they appear. Sections of later
chapters (as well as end-of-chapter questions) revisit the industries studied in
previous cases and show the student how the new techniques taken up in later
chapters can be applied to these industries.

How much class time is devoted to each of these chapters will vary, of course,
with the nature and length of the course, as well as with the characteristics of
the students. To permit instructors to tailor the problems they assign to the
needs of their own classes, a wide variety of problems are included, some easy,
some challenging. Because each is self-contained, there is no need to take up all
of them. Since the answers to the even-numbered problems are not given at the
end of the book, these problems may be particularly useful for class discussion
or homework assignment. (Answers to the even-numbered problems are
available in the Instructor’s Manual.) Some instructors may prefer to assign
many of the problems for homework, but not take them up in class. This can
readily be done.

Excluding these five chapters, this book contains a full treatment of micro-
economic theory. Most chapters are almost identical to the corresponding
chapters in my Microeconomics: Theory and Applications, eighth edition. The
principal changes in this regard are that the material on uncertainty and in-
vestment decisions has been summarized in a single chapter here, and that
much of the material on welfare economics, externalities, and public goods has
been combined in a single chapter. Also, some material has been altered to in-
tegrate these five chapters with the rest of the book. Overall, the length of this
book is no greater than that of the typical microeconomics text, despite the ad-
dition of the five chapters described above.
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Of course, the inclusion of these chapters does not mean that brief examples
dealing with other industries and issues are not offered as well. On the con-
trary, there are over 40 boxed examples, dealing with topics ranging from fur
sales to health insurance. Also, there are many applications included in the the-
oretical chapters. Like Microeconomics: Theory and Applications, a hallmark of
this book is the continuous interplay between theory and applications. A list of
the over 100 real world applications (excluding the five chapter-length presen-
tations) contained here is printed on the inside back cover of this book.

A workbook accompanies this text. This supplement (Study Guide and
Casebook for Applied Microeconomics) contains hundreds of problem sets,
problems, and review questions (as well as their answers), which should be
helpful to students. The problems and questions have been tested for effec-
tiveness in the classroom. An important feature of this supplement is the in-
clusion of the following five full-length classroom-tested cases: (1) “The
Standard Oil Company: British Petroleum Loses Patience” (by J. David
Hunger), (2) The Dairy Industry (by Richard Fallert, Don Blayney, and James
Miller), (3) Cineplex Odeon Corporation (by Joseph Wolfe), (4) Airbus
Industries: A Wave of the Future (by Shaker Zahra, Daniel Hurley, Jr., and
John Pearce I1), and (5) California Water Pricing (by Dorothy Robyn). Each of
these cases supplements one of the five chapters of the text dealing with prob-
lems and issues in a particular industry. Thus, they enable the student to go
deeper into these problems and issues, and enrich classroom discussion.

An Instructor’s Manual is available for the text. In addition to teaching sug-
gestions for each chapter, it includes a test bank of multiple-choice questions
and problem sets which reflect the decision-making emphasis of the text.
Kathryn Nantz, the author of the Instructor’s Manual, has created a varied
menu of teaching materials for this new book.

Test questions are also available to instructors on floppy disks for use with a
personal computer. Information on obtaining these disks can be obtained
from the publisher.

I am indebted to the following instructors and reviewers who have con-
tributed in important ways to this book: Donald C. Cell, Cornell College;
Clifford Dobitz, North Dakota State; Tran Dung, Wright State University;
Brad Kamp, University of South Florida; Thomas Kniesner, Indiana
University; William Lee, St. Mary’s College; Mark Machina, University of
California San Diego; Lawrence Martin, Michigan State University; Kathryn
Nantz, Fairfield University; James Stephenson, Iowa State University; and
Charles Strein, University of Northern Iowa. W. Drake McFeely and Cathy
Wick of Norton did a fine job. Special thanks go to my wife, who helped in
countless ways.

E.M.
Philadelphia, 1994






CONTENTS

About the Author Xvii

Preface Xix

The Nature of Microeconomics 1

Introduction®1  Optimal Production Decisions 82
Pricing Policym3  Efficient Allocation of Society’s
Resources®4  Public Policy Concerning Market
Structure 5  Microeconomics: Problem-Solving and
Science®?7  Human Wants and Resources # 8
Technology®9  The Tasks Performed by an Economic
System®10  Our Mixed Capitalist System® 12 The Price
System and Microeconomics®13 ~ Example 1.1 Getting
from Here to There: Hungary’s Movement toward the Price
System® 14  Model-Building and the Role of Models ® 16
The Evaluation of a Model ®17 ~ Summary & 19
Questions/Problems m 20

Jemand and Supply 23

Introduction®23  Markets®24  The Demand Side of the
Market®25  The Supply Side of the Market m 32

Example 2.1 Lunch at Le Perigord 834~ Determinants of
Price®39  Analyzing the Effects of an Excise Tax 44




vi

CONTENTS

Price Floors and Ceilings®47  Example 2.2 A Whopping Tax
on European White Wine? m47  Example 2.3 Rent Control
California-Style: Mobile Home Owners vs. Park Owners @52
Imperfect Information, Auctions, and the Winner’s Curse ®53

Asymmetric Information and the Market for Used Cars 55
Summary @56  Questions/Problems 57

he Tastes and Preferences
of the Consumer 61

Introduction®61  The Nature of the Consumer’s
Preferences®62  Indifference Curves®63  The Concept of
Utility 67  The Marginal Rate of Substitution m 68

Example 3.1 The Experimental Determination of Indifference
Curves®69  The Budget Linem72  The Equilibrium

of the Consumer®76  Example 3.2 Sickness and Health
Insurance®78  Corner Solutions®80  Revealed Preference
and the Measurement of Indifference Curves®81  Example 3.3
The Food-Stamp Program ®82  Determinants of Consumer
Tastes and Preferences m 85 Budget Allocation by New York
State: An Application ®86 ~ Summary ® 89
Questions/Problems @90  Appendix: Ordinal and Cardinal
Utility m92  Marginal Utility @93~ The Budget Allocation
Rule m 95



CONTENTS vii

onsumer Behavior and Individual
emand 07

. The Equilibrium of the Consumer: Review and Another
Viewpoint®97  Effects of Changes in Consumer Money
Income ®99  Effects of Changes in Commodity Price m 103
Example 4.1 Medical Insurance and the Demand for Medical
Carem 106  Substitution and Income Effects m 108
Consumer Surplus® 111 Indexes of the Cost of Living m 117
The Consumer Price Indexm118  Example 4.2 New York
City’s Water Crisis® 119 Problems with the Price Index m 123
Example 4.3 Calculating a Cost-of-Living Index m 124
Summary ®126  Questions/Problems @127  Appendix:
The Income-Compensated Demand Curve m 130

arket Demand 133

Introduction @133 Derivation of the Market Demand

Curvem 134  The Price Elasticity of Demand ® 136

Example 5.1 Residential Demand for Water @137~ The Income
Elasticity of Demand ® 139 Cross Elasticities of Demand m 141
Example 5.2 Fur Sales Takea Hitm 142~ The Sellers’ Side of
the Market and Marginal Revenue ®145  Industry and Firm
Demand Curves ® 148  Example 5.3 Animal Experiments and
the Theory of Demand ®149 ~ Measurement of Demand
Curves®152  Applications®155  Summary ® 158
Questions/Problems m 159




viii CONTENTS

Applying Microeconomic Theory:
The Case of Black Gold 163

Introduction® 163 Oil Exploration and the Price of O1l m 164
The World Oil Market and the Crisis of 1973 m166 ~ The 1979
Oil Crisis and the Reaction of the 1980s m 168~ The Profitability
of Oil Firms®m 171~ OPEC’s Output Curtailment in 1973: Can
You Apply the Theory? m 172 Gas Lines, Taxes, and Oil
Exploration: Can You Apply the Theory? 175 Comic Relief
from the Nation’s Capitol: Can You Apply the Theory? m 180
Heating Oil: Can You Apply the Theory? m181  Profitability of
the Oil Firms: Can You Apply the Theory? m183

Conclusion = 186

e Firm and Its Technology 187

The Assumption of Profit Maximization ® 187  Firm Owners

and Managers: A Principal-Agent Problem m 189  Example 7.1
Is a CEO Really Worth $75 Million per Year? m 192

Technology and Inputs m 193~ The Short Run and the Long
Run®195  The Production Function®195  The Law of
Diminishing Marginal Returns and the Geometry of Average and
Marginal Product Curves ® 199  The Production Function:
Two Variable Inputs ®202  Isoquants®205  Example 7.2
How to Produce Broilers®210  The Long Run and Returns to
Scale m212 Measurement of Production Functions m 214
Summary®218  Questions/Problems m 219



CONTENTS

Optimal Input Combinations and
Cost Functions 222

Decisions Regarding Input Combinations @222 ~ The Optimal
Combination of Inputs ®223 ~ The Production of Corn: An
Application ®228  The Nature of Costs @230  Example 8.1
Rice Milling in Indonesiam231  Social versus Private Costs and
Explicit versus Implicit Costs @235~ The Proper Comparison of
Alternatives @236~ Cost Functions in the Short Run m 237
Example 8.2 Short-Run Costs of a Boeing 747 247  Example
8.3 The Effects of Biotechnology on an Antibiotic’s Production
Costsm250  Cost Functions in the Long Run m 251

Example 8.4 Long-Run Costsat IBM ®258  Economies of
Scope 260  Measurement of Cost Functions m261

Summary 268  Questions/Problems 269  Appendix: The
Learning Curve ® 272

ﬂpplumq Nicroeconomic Theory: The
- Case of Milk and Dairy Products 274

Introduction 274 The Costs of Producing Milk m 275
Returns to Scale in Milk Production ®277 ~ The Enormous
Controversy over bST ®279  The Demand for Milk and Dairy
Products®280  Government Regulation of Milk Prices m 282
Milk Production: Can You Apply the Theory? m 284

Economies of Scale: Can You Apply the Theory? m287  Effects
of bST: Can You Apply the Theory? ®290  The Demand for
Dairy Products: Can You Apply the Theory? m292

Government Regulation: Can You Apply the Theory? m294
Conclusion ® 297



CONTENTS

rt Competition 20

et Structure: An Introduction @299 Perfect

petition @300  Price Determination in the Short Run m 302
ple 10.1 Auctions and Experimental Economics ® 310

Price Determination in the Long Run®312  Example 10.2
What Would Be the Effects of National Dental Insurance? m319
The Allocation Process: Short and Long Run®322  Producer
Surplus, Total Surplus, and Efficient Output®323  Example
10.3 Rent Control and Total Surplus®327  Agricultural Prices
and Output: An Application 8329 ~ Summary m 335
Questions/Problems m 336

apoly 341

roduction®341  Short-Run Equilibrium Price and Output
45  Long-Run Equilibrium Price and Output m 350

sxample 11.1 Predatory Pricing and the Areeda-Turner Rule

m 352 Multiplant Monopoly m 353 Comparison of
Monopoly with Perfect Competition ®356 ~ Monopoly

Power @359  Price Discrimination ®360  Example 11.2
Why Should the Price of Bananas Be So Much Higher in Denmark
thanin Ireland? ®363  Two-Part Tariffs and Tying m 367
Example 11.3 A Two-Part Tariff at Disneyland m 368

Bundling: Another Pricing Technique ®370  Public Regulation
of Monopoly @372 Case Studies®374  Example 11.4 The



