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PREFACE

This book is designed to be used as a core text in a one-quarter or one-
semester course in microeconomics. It is intended for students who have either
taken the macro principles course, or who have had no previous training in
economics. Although the text takes the reader somewhat further along than has
been customary in principles courses, the general reaction from the several
thousand students I have taught using the first five editions of the text is that the
material is challenging but not more difficult than that found in many of their
other courses. Thus it seems that students are able to benefit from a slightly
larger dose of economics than they traditionally have received in their princi-
ples courses. Because concepts and analysis of problems are emphasized as
opposed to pure description, the text tends to be relatively compact. Therefore
it is easy to underestimate the amount of material presented.

Probably the most noticeable change in this sixth edition from the fifth is
the division of Chapters 1 and 6 each into two separate chapters. The last part
of the former Chapter 1, an introduction to demand and supply, is now Chapter
2. In Chapter 6, the material on government in the market, formerly the latter
part of this chapter, has been expanded and given more visibility in a new
Chapter 8. Other changes include an expanded coverage of the production
possibilities schedule and curve in Chapter 1, the indifference curve in Chapter
3, income and cross elasticities in Chapter 4, the environment in Chapter 8, the
labor market and unemployment in Chapter 11, and interest rates in Chapter
12. The end-of-chapter discussion questions also have been revised. And, of
course, the tables have been updated.

Willis L. Peterson
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CHAPTER 1

INTRODUCTION TO
MICROECONOMICS

“MICRO” VERSUS “MACRO” ECONOMICS

As economics developed into a discipline, two major areas of study
emerged: micro and macro. Microeconomics is concerned mainly with the
economic activities of individual consumers and producers or groups of con-
sumers and producers known as markets. In the area of consumer behavior,
major emphasis is given to the question of how consumers can maximize their
utility or satisfaction given their tastes and levels of income. Consumer behav-
ior also is related to the concept of demand for goods and services. Producers
or business firms represent the supply side of the economy. Here we will see
how producers can minimize costs for a given level of output and how they go
about deciding the level of output that will maximize their profits. Producer
behavior is then translated into the supply of goods and services. Markets
consist of buyers and sellers. The interaction of buyers and sellers in markets
establishes the prices of goods and services and of productive resources such
as labor and capital. In microeconomics considerable emphasis is given to price
determination in both the product and resource markets—how prices are estab-
lished and why they change.
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Macroeconomics, on the other hand, is concerned with economic aggre-
gates or the economy as a whole. The two major problem areas of macroeco-
nomics are unemployment and inflation. To be sure, these are of great concern
to individuals, but they are also problems over which the individual has rela-
tively little control. Both the causes and the solutions to these problems tend to
lie in the realm of government action, which affects the entire economy.

It would be a mistake, however, to conclude that the micro and macro
areas are distinct or unrelated fields of study. There is a certain amount of
overlap between the two. For example, we will see in later chapters that much
of what the government does in terms of enacting laws or levying taxes directly
affects individuals and markets, and these effects can be analyzed with the
tools of microeconomics. On the other hand, the actions of large groups of
individuals, such as the increased desire to save on the part of many people, are
analyzed with macroeconomic tools.

Because it is impossible to completely separate the micro from the macro,
some economists argue that a more appropriate division would be price theory
versus monetary and income and employment theory. In more advanced
courses, particularly at the graduate level, microeconomic principles are gener-
ally referred to as price theory, mainly because the material deals with the
determination of prices and their effect on the output and input mix in the
economy.

THE PROBLEM OF SCARCITY

In studying economics, as in any other activity, we like to have some
reason for exerting effort. We attend the theater or go to a ball game because it
is enjoyable. We attend school to learn or to make it possible to have a job and
earn a living. But why study economics?

There may be a few people who would be willing to study economics purely
for the enjoyment it brings. For most, however, learning economics is not 100
percent entertainment. To be sure, mastering a subject provides a certain
amount of intellectual satisfaction, but it is hard to justify economics on only
this basis. Crossword puzzles or chess might do just as well (or better) on this
score. The social science of economics must rest on a different foundation. I
have posed this question to my students and so far all have been too kind (or
too smart) to say that we study economics because it is a required subject. But
that would beg the question: Why is it required?

The answer we are looking for can be simplified to a single word—scarcity.
Human wants are greater than the resources available to satisfy them. In fact,
economists traditionally have argued that human wants are unlimited or insatia-
ble. At first you may find this hard to believe. Surely, you might argue, there is
some level of income or standard of living where one would be completely
satiated. But if you spend a few hours, or even a few minutes, making a list of
the goods and services that you wouldn’t mind having, chances are their pur-
chase would put a millionaire in a financial bind. Of course, you need not limit
your list to the familiar ‘‘private’’ goods and services, such as housing, cars, or
vacation trips. You might want to include cleaner air and water, or a comfort-
able and convenient public transportation system.

Suppose by some stroke of magic all the items on your list were supplied.
Would you then be completely satisfied or satiated? Probably not, especially if
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everyone else also were granted their fondest wishes. Human nature being
what it is, we always seem to be just a little dissatisfied with what we have. A
new compact car may satisfy for a time, but eventually we would be giving
admiring glances to a Mercedes or a Cadillac. In addition, we must remember
that entirely new goods and services, many of which do not even exist in our
imagination, will be developed and come on the market in the future, as they
have in the past. A ‘‘dream list”’ prepared by your great-grandparents certainly
would not have contained many of the items on your own list, simply because
they were not even imagined at the time.

It is less difficult to envision the scarcity of resources at our disposal. In
recent years attention has been drawn to the day when our nonrenewable
natural resources, especially fossil fuels, will be exhausted. Although less
newsworthy, it is important to realize that most resources, including land area,
labor, and man-made capital such as buildings and machines, are in limited
supply. Being finite, these resources can produce only a finite amount of goods
and services. Since human wants appear to be much greater than the resources
to satisfy these wants, people must decide what they will produce and what
they will have to forego. In other words, we are forced to make economic
decisions.

ECONOMIC DECISIONS

We must make these decisions (or, if you wish, economize) from the time
we are aware of the world around us. This harsh reality becomes apparent the
first time a child stands in front of a candy counter clutching a dime or a
quarter. The coin might buy a candy bar, a package of gum, or a roll of Life-
savers, but not all three. An economic decision must be made.

It would be misleading, though, to conclude that economic decisions all
involve money. They do not. Probably the best example of a nonmonetary
economic decision is how we allocate our time—a scarce resource that seems
to become scarcer as we become older. The student must decide if he or she
will spend the evening studying, say, mathematics or history, or perhaps even
more fundamentally, whether to devote time to study or to leisure. Allocating
time to its best use is one of the most important economic decisions we have to
make. It could well be one of the most important things learned in school.

More traditional types of economic decisions involve the operations of
households and firms. For the household, a continuing array of economic deci-
sions must be made on how to allocate the weekly or semimonthly paycheck.
How much goes to housing, how much to food, clothing, transportation, enter-
tainment, and so forth? Managing just a modest income for a family requires
thousands of economic decisions each year.

Considering the complexity of a household’s economic decisions, we can
appreciate the decisions that must be made in managing a business firm. What
kind of things should the firm produce? Should it specialize or diversify?
Should it produce a large volume and sell at a low price or produce less and
charge more? How do the decisions of rival firms affect each firm? Should the
firm employ more labor and save on machines, or should it substitute machines
for labor? These are some examples of economic decisions each manager must
make. How well these decisions are made largely determines the success or
failure of the firm.
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The need to make economic decisions, of course, does not stop at the level
of the household or firm. Economic decisions must be made at all government
levels, ranging from local governments, such as townships and municipalities,
to the states and federal government. Perhaps the most basic of these economic
decisions concerns how much of the total production of society is provided
through the public sector and how much through the private sector. In a de-
mocracy, government decisions tend to reflect the broad wishes of society, but,
of course, they cannot please everyone. People of a more conservative philoso-
phy tend to desire a greater share of production in the private sector, while
those of a more liberal bent stress the need for more public goods and services.

Once society settles on a mix between public and private goods, it must
decide what kinds of public goods and services should be produced. For exam-
ple, what is the appropriate mix between military and nonmilitary public
goods? Should we have fewer weapons and greater public expenditures for
slum clearance, public parks, pollution control, and so forth? Economic deci-
sions involving governments or nations have this in common with those made
by the child at the candy counter: Both require making a choice among alterna-
tives, although one involves a dime or quarter, whereas the other may run into
billions of dollars.

THE USEFULNESS OF THEORY

Economic theory has suffered from a bad press for many years, and not
entirely without justification. Students tend to be turned off by theory because
they visualize dry, abstract material that has little relevance to their world. But
theory does not have to be dry or irrelevant. In fact, little is to be gained by
theory if it cannot be of help in making day-to-day economic decisions or
resolving economic problems.

A theory is an abstraction or simplification of the real world. It encom-
passes only the important information bearing on a decision, question, or prob-
lem. The main value of theory is that it provides a framework for thinking. We
need such a framework because the world is too complex to take into account
every bit of information that affects a decision or problem, and we have to sort
out the important from the unimportant. But information does not come in neat
categories labeled “‘important™ and ‘‘unimportant,” nor is it always obvious
which is which. For example, some goods or services increase in price during
their peak seasons, such as Christmas cards and hotel rooms on Miami Beach.
Other products decrease in price during the time of the year they are most
actively bought and sold, such as fresh fruits and vegetables in the northern
states. For some commodities, price rises when the quantity exchanged in-
creases; for others, it declines when the quantity increases. To the person
untrained in economics, there may appear to be very little order in markets.
But after gaining an understanding of the theories of demand and supply (by the
end of Chapter 7, I hope), you should be able to explain such phenomena and
even predict future changes in price and the quantity of goods and services. In
the latter sense, theory serves as a sort of ‘“‘crystal ball.”

Theory has come to be known by a number of names. One synonym is
principle, as in the title of this book. A theory is also sometimes referred to as a
model, probably because theory represents and predicts reality without neces-
sarily duplicating it exactly or in detail.
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In the use of economic theory it is common to see the phrases other things
equal or other things constant. In order to simplify reality, it is useful to
consider the effect of one factor at a time, in effect holding everything else
constant, conceptually at least. This practice allows us to focus our attention
on a specific point of interest, pushing into the background other factors or bits
of information, even though these may also be important and be a part of the
theory. It is recognized that in the real world there may be a number of impor-
tant factors operating simuitaneously. But if we tried to incorporate all of them
at once into the analysis, it soon would become too complex to be of much use.
Thus the other things equal phrase is not an attempt to distort the real world but
rather an attempt to better understand and predict the world’s events by mak-
ing the theory more manageable and at the same time more powerful.

PRODUCTION POSSIBILITIES

We have established that economics exists because we cannot have every-
thing we would like and thus we are forced to make economic decisions. These
decisions take the form of choosing among alternative goods or services those
that will best satisfy our wants. Thus society must decide what to produce out
of an almost infinite range of possibilities. Economists have traditionally repre-
sented this range of choices by what they call a production possibilities sched-
ule (Table 1-1). This is a table specifying alternative combinations of output
that can be produced from a given resource endowment. When the production
of one item is increased, the output of something else must decline, provided all
resources are employed and are used efficiently.

. ____________________________________________________________________________________|
TABLE 1-1 Production possibilities scheduls

Wheat Corn
(million bushels) (million bushels)

0 80
10 75
20 65
30 50
40 30
50 0

The numbers in a production possibilities schedule can also be plotted on a
diagram. The result is a production possibilities curve (Figure 1-1). This curve
traces alternative combinations of two goods that can be produced with a given
amount of resources. For the purpose of simplicity we utilize a two-dimen-
sional diagram. Hence we are limited to considering just two goods at a time.
But this simplification of reality does not invalidate the idea that resources are
limited, and the total output of goods and services in every economy must also
be limited. If resources are fully employed and are used efficiently, the only
way to increase total output is to increase resources (land, labor, capital, and so
forth).
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FIGURE 1-1 Production possibilities curve
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The production possibilities schedule or curve is a way of illustrating the
idea that a nation or individual faces limits on what can be produced and must
make choices among many possible combinations of goods or services. In the
simple example used here, if this nation devoted all its resources to the produc-
tion of corn it could produce 80 million bushels of corn and nothing else. Or if
all resources were devoted to wheat, 50 million bushels could be produced but
no corn. The nation might like to have 50 million bushels of wheat and 80
million bushels of corn, but this combination is not possible because it does not
have the resources to produce both. It would be more realistic, of course, for
the country to choose some combination between the two extremes, say 40
million wheat and 30 million corn or 20 million wheat and 65 million corn. We
will postpone for now just how a country goes about making this choice. The
important point here is that such a choice must be made.

EFFICIENCY AND FULL EMPLOYMENT

The best economic condition that can be achieved is to be on the surface of
the production possibilities curve. Any point outside the curve is by definition
impossible. Essentially the curve bounds or defines what it is possible to
achieve, but it would be a mistake to believe that a nation or an economy
always achieves the possible. To be on the surface of the curve, say at point A
or B, requires two conditions: (1) all production is carried on in the most
efficient manner possible and (2) all resources are fully employed.

You might ask what we mean by efficiency. Essentially there are two
types, and both are necessary to be on the surface of the production possibili-
ties curve. One, engineering efficiency, requires that maximum output is ob-
tained from a given amount of resources; that is, resource waste is kept to a
minimum. Economics generally is not concerned with engineering efficiency,
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leaving this to engineers and physicists. The other kind, economic efficiency,
also is required to reach the surface of the curve. By economic efficiency we
mean producing products that consumers most desire at the lowest possible
cost. In the production of most products there is some opportunity to substitute
one input for another. For example, in wheat production, if labor is priced high
relative to machines, as is true in the United States, wheat production should
be highly mechanized, utilizing machines to substitute for high-priced labor. A
large part of this book is concerned with achieving economic efficiency.

The second major condition required to reach the surface of the production
possibilities curve is full employment of resources. The resource that we are
most concerned with is the human resource. If there are people who are unem-
ployed but would like to be working, the economy is not getting the goods or
services these people could produce. Thus unemployment is wasteful for soci-
ety, and, of course, for the individual who is unemployed the loss of income is a
critical problem. Much of the material in macroeconomics deals with achieving
full employment.

Only an extremely unusual economy would be able to achieve both maxi-
mum efficiency and full employment. Most economies probably operate some-
what below the surface of the production possibilities curve. This does not
prevent them, however, from striving to reach the maximum production possi-
ble, subject to environmental constraints and conservation objectives. Much of
the work in economics is concerned with helping society move toward its
maximum possible output.

OPPORTUNITY COST

Assume that a simple economy is achieving maximum production so that it
is now on the surface of the curve, say at point A in Figure 1-1. At this point it
is producing 40 million bushels of wheat and 30 million bushels of corn per year.
Suppose it wished to increase its production of corn, say up to S0 million
bushels per year. To do this the nation would have to reduce its production of
wheat from 40 to 30 million bushels. In other words, it would have to give up 10
million bushels of wheat to obtain the extra 20 million bushels of corn. Thus we
can define opportunity cost as the amount of a good or service that must be
given up to obtain more of another good or service.

An important decision facing the United States at the present concerns the
choice between military and nonmilitary goods and services. A decision to
maintain a large military establishment means that the nation must forgo a
certain amount of nonmilitary gocds and services, such as housing, transporta-
tion, a cleaner environment, and so forth. These goods and services represent
the opportunity cost of military goods. (You might want to illustrate this choice
with a production possibilities curve. What happens to a nation’s position on
the curve when it goes to war, assuming it is on or near the surface of the
curve?)

Every economy must also make a decision between consumption goods
(items consumed to satisfy present wants) and investment goods (items such as
machines and structures that increase future output). A nation that decides to
devote a large share of its output to investment goods must give up some
consumption goods. The Soviet Union, which has emphasized the production
of investment goods, is a good example of this case. Another choice that must



