




Examples and Applications
Four carefully crafted feature types prove the practical uses of theory and how to apply it to a variety of situations in business,
government, and everyday life.

 Application boxes and in-text examples found throughout the text show how useful the microeconomic toolbox is.

 Figure It Out exercises are worked-out problems that outline how to identify and use the tools necessary for problem
solving. The “*” next to the Figure It Out titles below indicates an online tutorial providing interactive assistance for each step of
the problem.

 Freakonomics boxes show some surprising ways economic analysis can illuminate not only common phenomena, but also

things not normally thought to be within the economist’s purview. New for the Third Edition are in-class activities designed to
reinforce the connection between chapter concepts and the Freakonomics story.

 Make the Grade boxes offer practical advice for learning microeconomics.

1 Adventures in Microeconomics

 Application

Rideshare Driving the Microeconomics Way

The Benefits of Studying Economics

 Freakonomics

Thomas Thwaites’s Toaster

 Make the Grade

Holding the Rest of the World Constant

2 Supply and Demand

 Application

Supply Shifts and the Classic Video Game Crash

Demand Elasticities and the Availability of Substitutes

 Figure It Out

2.1 Equilibrium in Monthly Cell Phone Plans*

2.2 Demand and Supply in the Market for Peanuts

2.3 Demand and Supply in the Orange Juice Market*

2.4 Demand and Supply in the Market for Asparagus

2.5 Calculating the Price Elasticity for Gym Membership

2.6 Price Elasticity and the Demand for Cereal and Milk

 Freakonomics

How Uber Took the Taxi Industry by Storm

 Make the Grade



Does Quantity Supplied Equal Quantity Demanded in Equilibrium?

Did the Curve Shift, or Was It Just a Movement along the Curve?

3 Using Supply and Demand to Analyze Markets

 Application

The Value of Innovation

Toxic Algae in Florida

 Figure It Out

3.1 Surplus in the Candy Bar Market*

3.2 Changes in Surplus in the Tire Market

3.3 Tax Incidence in the Soda Market

3.4 Analyzing Subsidies in an Ethanol Market

 Freakonomics

Unintended Consequences of a Tax on Garbage

 Make the Grade

Did I Measure Deadweight Loss Correctly?

4 Consumer Behavior

 Application

Indifference Curves for Breakfast Cereal

Indifference Curves for “Bads”

 Figure It Out

4.1 The Marginal Rate of Substitution for Music Downloads and Concert Tickets*

4.2 The Marginal Rate of Substitution for YouTube and Reality Shows

4.3 A Budget Constraint for Candy Bars and Video Games

4.4 Maximizing the Utility of Burgers and Fries*

4.5 Pizza Promotion and Consumption

 Freakonomics

Do Traffic Jams Lead to Divorce?

5 Individual and Market Demand

 Application

Engel Curves and Restaurants

Someone Actually Found a Giffen Good!

Movies in a Theater and at Home—Substitutes or Complements?

 Figure It Out

5.1 Distinguishing Normal from Luxury Goods: Pancakes and Golf

5.2 Substitution Effects and the Demand for Theater Tickets



5.3 Consumption of Pies and Cakes*

5.4 Market Demand in a Small Gasoline Market

 Freakonomics

Even Animals Like Sales

 Make the Grade

Computing Substitution and Income Effects from a Price Change

Simple Rules to Remember about Income and Substitution Effects

Adding Demand Curves Horizontally, Not Vertically

6 Producer Behavior

 Application

Robots Are Coming for Your Grandma (in a Good Way?)

Technological Change in U.S. Manufacturing

 Figure It Out

6.1 Calculating the Marginal and Average Produce of Labor

6.2 Drawing a Firm’s Isocost Lines

6.3 Determining Whether a Firm Is Minimizing its Costs*

6.4 Determining Returns to Scale

 Freakonomics

Why Indian Fishermen Love Their Cell Phones (It’s Not from Instagram)

 Make the Grade

How To Determine a Production Function’s Returns to Scale

7 Costs

 Application

The Sharing Economy—A Story about Harnessing Opportunity Cost to Make Money

Gym Memberships

Why Do Film Studios Make Movies That They Know Will Lose Money?

Who Killed the Mall: Amazon or Costco? E-Commerce or Economies of Scale?

 Figure It Out

7.1 Calculating Accounting Cost, Economic Cost, and Economic Profit

7.2 Calculating Marginal Cost

7.3 Finding a Firm’s Fixed, Variable, and Average Costs

7.4 Solving for a Firm’s Cost-Minimizing Combination of Labor and Capital*

7.5 Determining Economics and Diseconomies of Scale*

 Freakonomics

3D Printers and Manufacturing Cost



8 Supply in a Competitive Market

 Application

Do Firms Always Maximize Profits?

The Supply Curve of a Power Plant

Short-Run Industry Supply and Producer Surplus in Electricity Generation

Entry and Exit at Work in Markets—Residential Real Estate

Tariffs and the Decreased Demand for Soybeans

Rents and Avocados from Mexico

 Figure It Out

8.1 Solving for the Profit-Maximizing Output Level

8.2 Determining the Shut-Down Price for a Competitive Firm*

8.3 Deriving the Industry Supply and Calculating Produce Surplus

8.4 The Long-Run Impact of a Decrease in Demand

 Freakonomics

The Not-So-Simple Economics of Blackmail

 Make the Grade

A Tale of Three Curves

9 Market Power and Monopoly

 Application

Natural Monopoly in Electricity Transmission

Controlling a Key Input—The Troubled History of Fordlandia, Brazil

Market Power versus Market Share

Ultra-Low-Cost Carrier Airlines

Patent Length and Drug Development

 Figure It Out

9.1 Calculating Marginal Revenue for a Firm with Market Power

9.2 Determining the Profit-Maximizing Output Quantity and Price

9.3 Determining the Effects of a Decrease in the Demand on the Firm’s Profit-Maximizing Output and Price*

9.4 Calculating the Deadweight Loss of market Power

 Freakonomics

Why Drug Dealers Want Peace, Not War

10 Pricing Strategies for Firms with Market Power

 Application

Perfect Price Discrimination in Tuition

Segmenting by Location in the European Market for Cars



 Figure It Out

10.1 Calculating Producer and Consumer Surplus in Perfect Price Discrimination*

10.2 Solving for the Profit-Maximizing Price in Segmenting

10.3 Evaluating the Incentive Compatibility of a Quantity Discount

10.4 Determining the Profit-Maximizing Bundle Price

10.5 Calculating the Optimal Two-Part Tariff

 Freakonomics

Victoria’s Not-So-Secret Price Discrimination

 Make the Grade

Is It Really Price Discrimination?

11 Imperfect Competition

 Application

An Example of Nash Equilibrium: Marketing Movies

Cartel Bots?

Computer Parts—Differentiation Out of Desperation

 Figure It Out

11.1 Evaluating a Collusive Agreement

11.2 Determining the Cournot Equilibrium for Two Firms*

11.3 Determining the Optimal Pricing Strategy for a Stackelberg First-Mover*

11.4 Calculating the Impact of an Increase in the Demand for One Firm’s Product in a Differentiated Bertrand
Equilibrium

11.5 Calculating the Profit-Maximizing Price and Output Quantity for a Monopolistically Competitive Firm

 Freakonomics

Apple Always Wins, or Does It?

12 Game Theory

 Application

Random Mixed Strategies in Soccer

Fun in the Sun: Wine Making for Irrational Billionaires

Dr. Strangelove and the Perils of Secrecy

Incumbent Airlines’ Responses to Threatened Entry by Southwest

 Figure It Out

12.1 Solving for the Nash Equilibrium*

12.2 Nash Equilibria in Repeated Games

12.3 Nash Equilibria in a Sequential Game

12.4 Examining Strategic Moves in the Pharmaceutical Industry



 Freakonomics

Game Theory in Track Cycling Competitions

 Make the Grade

The Check Method

Backward Induction and Trimming Trees

13 Factor Markets

 Application

Tiger Woods’s Backward-Bending Labor Supply Curve

Smartphones, Coltan, and Conflict Minerals

The Rookie Pay Schedule in the NBA

Longshore Workers’ Wage Premium

 Figure It Out

13.1 Calculating the Optimal Quantity of Labor to Hire and the Wage Rate*

13.2 The Optimal Quantity of Labor to Hire and the Wage Rate under Monopsony

 Freakonomics

Competition in the Market for Economists

14 Investment, Time, and Insurance

 Application

The Curious Case of Col. Polubotok and His Missing Trillions

Replacing Planes

 Figure It Out

14.1 Calculating Present Discounted Value

14.2 Using Net Present Value Analysis*

14.3 Calculating the Expected Returns of an Investment

14.4 Examining the Relationship between Risk Aversion and Expected Utility

 Freakonomics

Insurance for Subway Fare Evaders

15 General Equilibrium

 Application

The General Equilibrium of Carmageddon

Did the United States Catch the Dutch Disease?

Output Efficiency among Manufacturing Firms in India

 Figure It Out

15.1 Solving for the General Equilibrium Price and Quantity

15.2 Calculating Social Welfare



15.3 Using Edgeworth Boxes to Find Pareto Improvements*

15.4 Examining Production Efficiency in a Two-Good Economy

15.5 Examining Output Efficiency in a Two-Good Economy

 Freakonomics

Memories of Mutton

16 Asymmetric Information

 Application

What’s in a Name? Business Names and Reputations

Adverse Selection in Credit Cards

The Principal–Agent Problem in Residential Real Estate Transactions

Advertising as a Signal of Quality

 Figure It Out

16.1 Describing the Effects of Asymmetric Information in the Market for Used Laptops*

16.2 Examining Moral Hazard in a Market with and without Insurance

16.3 Using Signals in the Used Car Market

 Freakonomics

Online Ratings and Information Asymmetries

17 Externalities and Public Goods

 Application

Device-Finding Apps and Positive Externalities

The Social Cost of Carbon

Would Higher Driving Taxes Make Us Happier Drivers?

Sometimes the Coase Theorem Takes a While

 Figure It Out

17.1 Calculating the Socially Optimal Output and Price in a Market with Externalities*

17.2 Using a Pigouvian Tax to Achieve the Socially Optimal Productive Output*

17.3 Analyzing the Socially Optimal Outcome in an Industry with Pollution

17.4 Finding the Socially Optimal Quantity of a Public Good

 Freakonomics

Is Fire Protection a Public Good?

18 Behavioral and Experimental Economics

 Application

The Sunk Cost Fallacy and Professional Athletes

Does Psychology Affect Animal Decisions, Too?

 Freakonomics



Going to the Ends of the World (Literally) to Test Economic Theory
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From Austan

To Aden, Addison, and Emmett

From Steve

To the next generation of economists, whose wisdom will shape the future

From Chad

To my wife Genaya and my children Claire, Adam, Victoria, and Gabrielle

From all

And to the University of Chicago, where people don’t just study economics, they live it, breathe it, eat it, and sleep it. The world of economics would never
be the same without you, and neither would we.
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The Story of Microeconomics: Our Vision
We believe that microeconomics should inspire and excite students with its elegance and usefulness, and that a textbook
should support this goal.

The three of us have been friends for a long time. So why would we risk that friendship to embark on such a difficult task as
writing a textbook together? We wanted to bring a different perspective to the presentation of intermediate microeconomics. We
teach in economics departments and in business schools, and we are active empirical microeconomics researchers. Our
experiences made us want to write a textbook that could show students how realistic theory can be if used in practical settings
and make clear how economists use data and empirical analysis to test and refine theories.

For all three editions we’ve provided a visual cue to our approach to microeconomics: We put a Swiss Army knife on the cover
of the book. The Swiss Army knife contains many tools that you can use to accomplish many varied tasks. This is how we view
microeconomics:

It introduces tools that are fundamental to all forms and extensions of economics, and
It is extremely useful for making decisions in business, government, and everyday life.

We want to help each student grow from someone who has learned some economic principles to someone who can apply the
tools of economic analysis to real situations, as economists do. And in envisioning and writing this book we wanted to deal
effectively with two questions we hear regularly from students about the micro course:

Do people and firms really act as theory suggests?
All microeconomics texts present the standard tools and theory of economics, and all have examples. However, they often expect
students to take on faith that these theories work. They do not always show effectively that these theories can be used in specific
and practical ways.

Furthermore, continued reductions in the cost of collecting and analyzing data have led to a radical shift in microeconomics, and
current texts have not fully kept up with the dramatic rise of empirical work in applied microeconomics research. Undergraduates
and business school students will find microeconomics compelling if it not only explains the theory, but also demonstrates how
to use it, and provides real-world data to back it up. We show students the reality behind the theory in our plentiful and up-to-date
examples. We have developed and selected events, topics, and empirical studies with a clear eye toward how economists use real
data to test and refine ideas.

How can someone use microeconomic theory in a practical way?
Students often view the intermediate microeconomics course as abstract and theoretical. Because this course requires a high
degree of effort from students, they should know why and how the material they learn will be useful. Without that knowledge,
they will be bored and unmotivated. So we wanted to write a book of useful economics. When done the right way, economics is
extremely useful: useful for business, useful for policy, useful for life. Our book shows students how to take the tools they learn
and do something with them.













Almost as important as a clear verbal explanation is a clear graphical presentation. Through color, clear labels, and
detailed explanatory captions, each graph complements our words and provides students with a powerful tool for deeper
understanding.

How We Deal with Math
Math is a powerful tool for economic analysis, and we want students of every skill level to be able to use it effectively. We have
provided a text that will work for a diverse population of students and encourage them to use their math skills to unlock the
potential of economic analysis. Our versatile text and its accompanying resources will allow you to use our book in a course with
a standard algebraic and geometric focus or in one that relies more on calculus.

Our clear, accessible verbal and graphical presentations are supported by thorough, step-by-step explanations. The whys and
wherefores of each step in the mathematical development of concepts are always clearly explained, and allow even math-shy
students to easily understand how the use of math can enhance and simplify economic analysis. The main text uses algebra and
geometry, but our in-text and online calculus appendices and accompanying resources allow calculus to be integrated easily into
our book’s presentation of theory, practice, and application.

Math Review Appendix
Most students entering this course will benefit from a math review, whether it is a review of basic algebra or of calculus. A Math
Review Appendix at the back of the book provides the review necessary to prepare students for the math they will use throughout
the text.

Calculus
The calculus is presented in appendices that employ the same conversational tone and intuitive approach as the text and include
examples and Figure It Out problems (which are often the same as the algebra-based ones in the chapter). In this way, students
can see how the calculus analysis buttresses the algebraic analysis. To give students an opportunity to practice what they have
learned, each appendix includes problems that require the use of calculus.

To connect the material presented in the chapter with that in the calculus appendices, we have placed marginal notes in the
chapter. These notes direct students to the appropriate appendix, and explain specifically how calculus will be used to understand
the concepts. We hope these notes will encourage students familiar with calculus to utilize it on their own.

In-text and Online Calculus Appendices (* indicates an online appendix)

Chapter 2: *The Calculus of Equilibrium and Elasticities

Chapter 3: *The Calculus of Consumer and Producer Surplus

Chapter 4: The Calculus of Utility Maximization and Expenditure Minimization *The Mathematics of Utility
Functions

Chapter 5: The Calculus of Income and Substitution Effects *The Calculus of Demand

Chapter 6: The Calculus of Cost Minimization *The Calculus of Production Functions

Chapter 7: The Calculus of a Firm’s Cost Structure *The Calculus of a Firm’s Cost Structure Expanded

Chapter 8: *The Calculus of Long-Run Competitive Equilibria



Chapter 9: The Calculus of Profit Maximization

Chapter
10:

*The Calculus of Price Strategies

Chapter
11:

*The Calculus of Cournot and Differentiated Bertrand Competition Equilibria

Chapter
12:

*The Mathematics of Mixed Strategies in Game Theory





How Our Book Is Organized
Here is a brief snapshot of the chapters in the book with a bit of discussion on particular subjects that received some
special attention or might be different from what you would find in other books. We consider Chapters 1–11 the core
chapters that most instructors will teach. The remaining chapters, 12–18, can be taught independently of one another.



Chapter 1, Adventures in Microeconomics:
We open the book with a brief introductory chapter and a story about the markets for making and for buying coffee to entice and
excite students about the study of microeconomics. Through an Application, a Theory and Data section, and a Freakonomics
box, we show students right away how microeconomic tools are useful, not just in the study of economics and business, but in
everyday life.



Chapter 2, Supply and Demand:
In Chapters 2 and 3, we lay a solid foundation by going deeply into supply and demand before moving on to consumer and
producer behavior. Most microeconomics texts separate the presentation and the application of this simple yet powerful model.
Presenting the entire model at the beginning makes logical sense, and we (and those who have used our book) have experienced
success with this approach in classes.

Chapter 2 presents the basics of the supply-and-demand model. Of particular note is the section Key Assumptions of the Supply
and Demand Model, which exemplifies the care and clarity with which we develop and explain microeconomic theory.



Chapter 3, Using Supply and Demand to Analyze Markets:
In Chapter 3, we use the supply-and-demand model to analyze extensively consumer and producer surplus, price and quantity
regulations, and taxes and subsidies. We believe that the earlier these concepts are introduced and the more completely they are
explained, the easier it is to use them throughout the course. Chapter 3 is designed to be flexible: You can pick and choose which
topics to cover and emphasize.



Chapter 4, Consumer Behavior:
How do consumers decide what and how much to consume given the enormous variety of goods and services available to them?
We begin this crucial chapter by clearly laying out, in one section, the assumptions we make about consumer behavior. Actual
tests among professors consistently showed this approach as being especially helpful for their students.



Chapter 5, Individual and Market Demand:
Here we show how consumer preferences are used to derive market demand. Section 5.3, Consumer Responses to Price Changes:
Substitution and Income Effects, takes extra care in explaining this topic, which students often find challenging. Abundant
applications and a discussion of pitfalls to avoid make this material particularly accessible and interesting.



Chapter 6, Producer Behavior:
How do companies decide which combination of inputs to use in production, and how does this decision affect production costs?
We begin this chapter by clearly laying out the Simplifying Assumptions about Firms’ Production Behavior. Later in the chapter,
we devote a complete section to the role technological change plays in firms’ productivity over time. Several applications and
examples bring this material alive for students.



Chapter 7, Costs:
Cost curves illustrate how costs change with a firm’s output level and are crucial in deriving market supply. Because opportunity
costs and sunk costs are often difficult concepts for students to master, we take extra care at the start of Chapter 7 to distinguish
these concepts and illustrate the role they play in decision making. Our examples engage students so that they can better
understand the often challenging concepts in this chapter.



Chapter 8, Supply in a Competitive Market:
This chapter begins our coverage of market structure, and it uses real-life industries such as the Texas electricity industry to
explain how competitive markets work. We clearly, carefully, and patiently explain a firm’s shutdown decision, a topic that
students often find confusing.



Chapter 9, Market Power and Monopoly:
This chapter begins with a thorough discussion of the origins of market power and how having such power affects a firm’s
production and pricing decisions. We bring the concept of monopolistic market power to life using examples of real firms with
near-monopoly power, such as Durkee-Mower, Inc.; the firm that makes Marshmallow Fluff; and Dr. Brown’s, a manufacturer of
specialty sodas. Abundant applications further engage students’ interest.



Chapter 10, Pricing Strategies for Firms with Market Power:
This practical chapter will appeal especially to business students. We thoroughly discuss the many ways in which a firm can take
advantage of pricing power, and we clearly describe which pricing strategies are useful in which situations.



Chapter 11, Imperfect Competition:
This chapter looks at oligopolies and monopolistically competitive firms. Unlike perfectly competitive and monopolistic firms,
these firms must consider their competitors’ actions and strategize to maximize their profits.



Chapter 12, Game Theory:
The tools of game theory can be used to explain strategic interactions among firms and to predict market outcomes. Students will
find our game theory analysis (presented in one chapter for better comprehension) easy to follow and understand. Varied topics
from penalty kicks in soccer to airlines’ responses to threats of entry show the usefulness of game theory not just in business, but
also in everyday decision making.


