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PREFACE

Markets, Decisions, and Organizations is, candidly, an ambitious
book. Its central purpose is to serve as the main text in a standard course of
intermediate microeconomic theory. However, the book has been designed to
do several other things well, at the same time. First, Markets, Decisions, and
Organizations should be accessible to the student with no prior training in
economics, provided that the student is able and is willing to work quite hard.
Such a student might, for example, be a first-term candidate for the Master of
Business Administration degree. Second, the book introduces a few of the
more modern nonmathematical developments in economic theory and theoreti-
cal perspectives on economic policy into intermediate microeconomic theory,
so as to accommodate the teacher who would wish to experiment with a
course syllabus which departs somewhat from the standard. With this in
mind, the book has been designed for versatility. Third, the book lays the
intuitive groundwork for the more abstract and mathematical material which is
a major segment of modern graduate-level microeconomics. Thus, for exam-
ple, optimization is stressed, the distinction between necessary and sufficient
conditions is stressed, and cost curves are discussed in a way which points
toward duality theory (although duality theory is not explicitly stated). Fourth
and equally, the book lays the theoretical groundwork for applied economics
and empirical economic theory. Thus specific empirical studies are discussed,
not only in demand and cost estimation, but in imperfect competition, the
economics of factor markets, and other topics. For the same reason, the
discussion of price indices is given especial prominence, the identification
problem is discussed in four distinct contexts, and extended historical and
current-events examples are given. Finally, Markets, Decisions, and Organi-
zations is written to teach by example and inquiry wherever possible, with
specific examples preceding and following statements of general propositions,
to assist the student who learns best when proceeding from the particular to
the general (as most students do).

Time and space do not permit me to list all those to whom I am
indebted for their contributions to the book. Kate must come first, for
assistance as material and substantive as correcting revised drafts and proofs
as well as for her companionship and tolerance. My parents Roger and
Jacqueline Fessler McCain, and my preceptors at Louisiana State, Herman
Daly and Robert Flammang, have made contributions none the smaller for



being indirect. Among my colleagues, Erwin Blackstone, Michael Goetz, and
Lynn Holmes have read chapter-drafts, and they and many others have made
invaluable suggestions. David Hildebrand, John Connolly, Frank Tinari,T.S.
Ulen and Linda Stewart have been unmeasurably helpful, thanksto Prentice-
Hall. The School of Business Administration at Temple University has provided

assistance in many forms and much encouragement.

xiv



CONTENTS

PREFACE xiii

] FOUNDATIONS FOR MICROECONOMICS 1

Microeconomics: The whole and its parts 2

Positive and normative economics 3

Individual and social decisions 4 Optimization and functions 6
Optimization: Necessary and sufficient conditions 8

Constrained optimization 13 Social optimum 15

The idea of an economic system 16

The method of economic analysis: The example of supply and demand 17
Logic, terminology, and estimation in economic method 20

Partial and general market equilibrium 21

Organizations and decisions 23 Plan of the book 26

ONE

demand theory

2 SUPPLY, DEMAND, AND APPLICATIONS OF
DEMAND 371

A theory of competitive price and output determination 32
Definition of supply and demand 33

Comparative statics 38

Application: Regulation of prices 42

Partial equilibrium comparative statics: A quantitative example 44
Interdependent markets: The soybean boom 45

Elasticity of demand and application 47

Elasticity and marginal revenue 51

Other elasticities 55

Application: The dilemma of public transportation 57
Estimation of demand 58 Consumers’ surplus 64
Summary and conclusion 65

vii



3 PREFERENCE THEORY 69

Introduction 70

The optimum allocation of income 77

Income and consumption 80

Price and consumption 85

A curiosity: The Giffen Case 86 Income and substitution effects 89
The utility approach 93

Marginal utility and utility maximization 94

Utility and demand 96 Summary 99

Mathematical appendix to chapter 3 100

4 APPLICATIONS OF PREFERENCE THEORY 105

Statistics and preference theory 106 The nature of price indices 107
Bias in price indices 110 Efficient taxation and subsidies 113

The supply of labor 117

Labor supply and income maintenance programs 123

The supply of savings 126

Mulricriterion decision-making: An example 127 Summary 129

TWO

cost, production, competition,
and monopoly

5 COMPETITION AND COST 133

Another special terminology 134 The long and the short run 138
Average cost 139 Marginal cost 143 General cost functions 147
Maximizing profits 148 Minimizing losses: When to shut down 151
The supply curve of the individual firm 153

The industry's supply curve 156 Two estimates 159

An application of marginal cost 164 Summary 166

6@ PRODUCTION AND COST 170

Production functions 171 Production in the short run 172

Average and marginal product 176 Cost in the short run 176
Production in the long run 179

Cost and production in the long run 186

Returns to scale and long-run average cost 191

Long- and short-run average cost 195 Estimates: Some examples 196
The multi-product firm 202 Summary 205

viii



4 COMPETITION: THE LONG AND SHORT RUN 208

The long-run and competitive equilibrium 209

The long-run adjustment process: Increase in demand 212

The long-run adjustment process: Decrease in demand 216

The long-run supply curve 219

“The division of labor is limited by the extent of the market’ 224
Excise taxes in the long and short run 226

The long-run adjustment process: Change in short-run supply 230
The long-run adjustment process: New machinery 234

The stability of competition in the long run 236

The efficiency of long-run equilibrium 242

8§ MONOPOLY 245

The meaning of monopoly 246

Unregulated, nondiscriminating monopoly 248

Some monopoly comparative statics 253 Multiplant monopoly 255
Competition versus monopoly 257 Monopoly and advertising 259
Natural monopoly 261 Monopoly price discrimination 264
Second-degree price discrimination and the survival of the industry 266
Third-degree price discrimination 268 Antitrust policy 270
Summary 271

THREE

imperfect competition

Q DIFFERENTIATED OR MONOPOLISTIC
COMPETITION 277

Product differentiation 278 Short- and long-run equilibrium 281

The firm and market in Chamberlin's “Monopolistic Competition’” 283
The firm and market in Robinson’s “‘Imperfect Competition” 288
Equilibrium with excess capacity: A tempest in a teapot? 290

Persuasive advertising 293 The product as a competitive variable 294
A digression: Perfect competition with non-homogeneous products 297

Is monopolistic competition a scientific hypothesis? 299

Summary 300

ix



10

11

MODELS OF DUOPOLY AND OLIGOPOLY 303

The problem of oligopoly 304 Cournot duopoly 306
Bertrand-Edgeworth duopoly 311 Sweezy's oligopoly model 314
The evidence on the Sweezy model 317 Price leadership 321
Cartels and collusion 323 Oligopoly and entry 325

The structure-performance approach 327

Three issues in industrial organization 330 Summary 333

GAME THEORY AND OLIGOPOLY* 336

Serious games 337 Two-person, zero-sum games 338

General games 342 Nash-equilibrium 345

The prisoner's dilemma 345 Oligopoly as a prisoners dilemma 347
A Cournot game 351 Some uses of convention 351

Cooperation and the core 353 The core and competition 357
Summary 360

FOUR

markets for factors of production

12

13

PRODUCTIVITY 365

Introduction 366 Rent and land 367 Wine and machinery 369
Derived demand 373 The three stages of production 373

The demand for a resource 378 “Optimum population” 382
Choice of techniques 384 The history of le Bazacle 389
Summary 391

MARKETS FOR LABOR 393

Introduction 394 Competitive labor markets 394

Competitive demand for labor 397

The individual's supply curve for labor 399

The supply of labor to a particular industry 402

Wage floors in competitive labor markets 407 Craft unions 409
Discrimination in competitive labor markets 411

Simple monopsony and oligopsony 412

Monopsony wage discrimination 418

Labor unions and wage floors in monopsony labor markets 422
Some examples of monopsony and oligopsony 429

*This chapter is somewhat advanced and may be deleted without loss of continuity.



14

LAND, NATURAL RESOURCES AND CAPITAL 435

Introductory note 436

Land and natural resources 436
Supply and demand for land 437
Rent of land and long-run supply 440
The single-tax proposal 441

Wasting natural resources 443

Rent and speculation in markets for wasting resources 446
Capital and capital goods 447
Human capital 448

The demand for capital goods 449
The supply of capital funds 450
Summary 452

FIVE

15

16

some advanced topics in
microeconomics theory

THE FIRM AS AN ORGANIZATION 457

The goals and nature of the firm 458

Entrepreneurship 458

Managerial discretion 461

Discretionary behavior of the firm with multiple goals 466
X-Inefficiency 468

Monitoring effort and the molecular firm 470

Supervision and profit 473 Optimally imperfect decisions 475
Bounded rationality 477

Improving the technology of management 480

Summary 481

THE NEW VIEW OF CONSUMER THEORY 484

Goods and their characteristics 485 The consumer technology 488
The introduction of new goods 490

The characteristics approach and monopolistic competition 492

The allocation of time 495

The supply of labor and the supply of drudgery 498

“De gustibus non est disputandum’” 499

Family income and individual consumption 501

Summary 504

xi



17

A SKETCH OF THE THEORY OF GENERAL
COMPETITIVE EQUILIBRIUM AND OF WELFARE
ECONOMICS 507

Introduction 508 Barter exchange 508 Pareto optimum 512
Offer curves 514 Markets: The shoemakers and the tailors 515
Production in general equilibrium 517

Welfare economics and efficiency 518

The optimum bundle of outputs 519 Efficiency of competition 522
The social welfare function 524 The second best 530

Public, private, and collective goods 531

Option demand, ‘‘blood bank” effects, and collective goods 533
Welfare economics and the theory of the state 536

The optimum quantity of a pure public good 537

Property theory 539 Welfare economics and moral philosophy 541
Summary 545

AUTHOR INDEX 549
SUBJECT INDEX 551

xii






MICROECONOMICS: THE WHOLE
AND ITS PARTS

This is a text on microeconomics. That being so, it is necessary—custom
demands it—to begin by defining microeconomics. This approach seems to be
backward: the time to define a subject is after one has finished with it. Defini-
tion is a setting of limits, and who can know the limits of a study which is
just about to begin? Truly we cannot define microeconomics now, but the
- reason for giving a definition is to forewarn the reader, so far as it is possible,
of what is to come.
We may well begin with the Greek roots of the word “‘economics.”
They are oikos and nomos. “‘Oikos™ refers to a household, and “‘nomos” to
laws, rules, or ‘‘rules of thumb.” Thus ‘‘oikonomia” would mean something
like “‘sound rules for the conduct of a household,” that is, home economics.
Home economics is the original economics (and the term ‘“home economics’
is redundant). In the eighteenth and nineteenth centuries, the subject we now
know as economics was often called “political economy,” which would mean
“sound rules for the conduct of a political ‘household,’” which is more or
less what we would now mean by “applied macroeconomics.” Around the
turn of the twentieth century, the unscientific-sounding adjective “political”
was dropped, and the ending “y” was changed for “ics,” in imitation of
“physics” and ‘“‘optics,” giving us the modern term ‘“‘economics.” Presum-
ably, this is supposed to persuade us that economics is a science. Indeed it is
a science (and some other things as well), but we might be more reassured of
that if the economists had put less trust in the power of a name.
Economics has been variously defined, and the danger of any definition
is that it may set limits which are narrower than those of the subject itself.
Economists study a certain range of phenomena with a certain range of ap-
proaches. We might attempt to define either the phenomena or the ap-
proaches. If we were to define the phenomena, we might say

DFFINITION: Economics is the study of the production, distribution, ex-
change, and consumption of goods and services.

If we were to define the approaches, we might say, with Lionel Robbins,
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DEFINITION: Economics is that science which considers human behav-
ior as a relation between ends and scarce means which have alternative
uses. 1

Most economic studies will come under both definitions, since Rob-
bins’s “‘ends” are goods and services for consumption, broadly speaking. Pro-
duction is Robbins’s primary means, and distribution and exchange are
consequences of scarcity and ways of dealing with scarcity. Yet we ought not
accept either definition to the exclusion of the other. To accept one definition
would be to prejudge either the indispensibility of exchange in the face of
scarcity or the universal role of scarcity in exchange. We must not prejudge
these things, and so any study which fits under either definition is acceptable
as economics.

Economics has two major branches: macroeconomics and microeconom-
ics. The Greek roots ‘“‘macro” and “micro’” mean, respectively, “large” and
“small” in some sense. But in what sense? Macroeconomics is concerned
with the economic functioning of countries and regions (and the world) as
wholes. Microeconomics is concerned with the functioning of the parts which
make up those wholes: individual consumers and suppliers of resources, busi-
ness firms and agencies, and markets for particular goods and services. Thus
we are to understand “‘micro”” as small in the way that a part is small, in
relation to the whole of which it is a part. Since microeconomics is concerned
with the functioning of the parts, it is a kind of analysis, and another term for
microeconomics is economic analysis.

Thus we are embarking on an analysis of our economic system, to break
it down to its component parts and study them, with a view to better under-
standing their interaction, which in turn defines the whole.

POSITIVE AND NORMATIVE ECONOMICS

We must pause to observe another major division between two kinds of eco-
nomics, one which cuts across both microeconomics and macroeconomics.
Positive economics is the study of the working of the economy as it is, not as
we might want it to be. Normative economics consists of the criticism of
existing economic arrangements and the proposal of improvements. That is,
positive economics is concerned with ‘“‘what is”” and normative economics is
concerned with ‘“what ought to be.”

The two cannot be kept entirely apart. To begin with, many of the

'Adapted from Lord Lione! Robbins, An Essay on the Nature and Significance of Eco-
nomic Science, 2nd ed. (London: MacMillan, 1935).
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applications of positive economics are normative. That is, the insights of posi-
tive economics are used in proposals to improve government policy. But what
is an “improvement” if not “what ought to be”’? Conversely, seriously meant
proposals to improve government policy must be based on a lively sense of
what is possible, and thus on a systematic study of “‘what is.”” But for just
these reasons, it is crucial to keep “what is” and ‘‘what ought to be” analyti-
cally separate. We can never offer any suggestions as to economic policy
without saying ‘““what ought to be,” and ‘“‘oughts” are not scientific state-
ments. ‘“Oughts” have to be derived from ethical and moral values. However,
economic interactions are complicated, and it is not self-evident which pol-
icies will advance which values.

In microeconomics, normative reasoning takes the form of cost-benefit
analysis and welfare economics. Cost-benefit analysis is an applied field.
Whenever we do a cost-benefit study, there is at least an implicit, tentative
recommendation that we ought to adopt the policy with the greatest excess of
benefits over cost. However, the values are implied in the definition of costs
and benefits, and one person’s costs may be another person’s benefits. Wel-
fare economics is a more systematic and theoretical field, in which assump-
tions about ‘‘what is” and ‘*“‘what ought to be” are made explicit and ideal
policies are deduced from them. As a rule, these policies are not likely to be
feasible, but they are a basis for criticism of existing economic policies and of
the practice of cost-benefit analysis.

INDIVIDUAL AND SOCIAL DECISIONS

Let us return to the second definition of economics, which ‘‘considers human
behavior as a relation between ends and scarce means which have alternative
uses.”” The word “‘scarce’”” must be carefully used. To say that a means or a
resource is scarce is simply to say that there is not enough of that means to
wholly satisfy every need or want that the resource might be used to satisfy.
If the resource has alternative uses, that in itself implies that some of the uses
must be given up, and so the resource is scarce, simply because it has alter-
native uses.

Therefore, scarcity implies the necessity of decision. Whenever a means
or a resource has alternative uses, it must be decided which use will be made
of that means. That being so, decisions play a central part in microeconomics.
We shall, for example, give a good deal of attention to the consumer’s deci-
sion as to how much of his scarce income to devote to each of the consumer’s
goods {ends) that he buys. We shall also give a good deal of attention to the
businessman’s decision as to how much to produce, and which scarce means
(resources) to use in the production of it.

These are both individual decisions. The society as a whole also faces
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scarcity and the consequent necessity of decision. A country has only so
much land of a particular kind, only so much potential labor of a particular
kind, only so much capacity to save and invest. How are these means to be
used? What will be produced, and for whom? These are social decisions. In
some (Soviet-type) countries, many of these questions are decided by a cen-
tral planning board. However there is no country in which all the questions
are decided by a central body, and in many countries there is no central
economic planning at all. Thus, some of the social decisions must somehow
arise from individual decisions on quite different matters. How can this be so,
and what will the decisions be, in a given environment? The best we can say,
at this stage, is that social decisions are the results of a decision process
which may involve, at various stages, negotiation and exchange, voting, per-
suasion, coercion, hearings and decrees, blackmail and bribery, and other
forms of social interaction. But even within a Soviet planning board, the same
is true. The planning board is not a single mind but a group, which must by
some process resolve the differences of its members and so produce a social
decision.

In a fairly small group, one possible group decision process is “‘Let
George do it.”” That is, the decisions may all be entrusted to a single individ-
ual. In larger groups, including many business firms and other organizations,
it is unfeasible to do this. Thus, more complex decision processes are re-
quired. One possibility is to decentralize the decision process, that is, to en-
trust a certain kind of decision to one person, and another class of decisions
to someone else, and so on. One way to do this is by means of a private
property system, in which each person is entrusted to decide on the disposi-
tion of the property which she or he owns.

What would we want a decision process to be like? We might, for
example, want it to be responsive to the preferences of the members of the
group. That is, if one member was to shift his preference from A to B, and
no one else’s preferences changed, yet the social decision shifted from B to
A, we would probably consider that unsatisfactory. We might also want the
process to be decisive—that is, for a given population, we might think that
the decision should depend only on the set of alternatives offered. However,
many choice processes in common use are not decisive. Voting, for example,
may not be decisive if there are more than two alternatives.?

One family of decision processes is of particular interest to us. It in-
cludes profit maximization and cost minimization and, in general, any decision
process which leads to the maximization or minimization of anything. Any
such decision process may be called optimization. Optimization plays two

2Suppose, for example, that a club is planning to hold a party. They must decide whether
it will be an evening or afternoon party, and also whether it is to be formal or informal. There
are four possibilities all told, but the decision may well depend on which issue is taken first, the
time or the dress.
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OPTIMIZATION AND FUNCTIONS

1-1.
1-2.

1-5.

roles in microeconomic theory, both of them quite important. On the one
hand, optimization is an important explanatory concept of positive economics.
It appears that people often act as though they were trying to maximize or
minimize something. Second, optimization is an important concept of norma-
tive economics, since we may well feel that the proper function of a social
institution or policy is to either maximize or to minimize something. Thus we
shall digress to develop some useful concepts about optimization.

A hypothesis of optimization (maximization or minimization) will usually take
the form “Variable x is chosen so as to maximize (minimize) y,” as, for
example, “‘Output is chosen so as to maximize profits.” This can be meaning-
ful only if y is a function of x (in the mathematical sense). To say that y is a
function of x is to say that there is a rule which will allow us to compute y
whenever we know x. The rule will usually take the form of a series of
computations which, when performed on x will yield y. For example, some
functions are:

y=x%-2: “Square x and subtract 2 to get y.”
q

y =e(0:1%,0:35.  «Rajse the constant e to the power of x times zero point
seven, raise x to the power zero point three five, and
multiply them together to get y.”

y= x,x>1_“If x is greater than one, y is x. If x is less than or equal to
0,x<1" one,y iszero.”

y =decimal part of x: “Erase all the numbers to the left of the decimal
point of x. What is left is p.”

In each case we could write y = f(x), y = F(x), y = ¢(x), or
y = g(x), or some similar notation, in order to avoid writing out the rule in
full each time we refer to it. The letter followed by parentheses f(-) or ¢(-) or
whatever, is the name that we give to the rule. Thus y = f(x) means “Apply
the rule named f(-) to x to get y.” But this notation is not only shorthand.
Sometimes we avoid writing down the rule in full because we do not know
(or do not need to know) exactly which rule it is. It may be good enough if
the rule f(-) is one member of a certain family of functions. We might, for
example, say “let f(x) be a polynomial function of x.” That would mean that
f(x) can be any rule of computation written

y=a+bx+tbx2+bsx +bhxtt- .-

Where a, by, by, ... are any numerical constants and there may be any
number of terms. Equation 1-1 (above) is one member of that family. But we



