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Preface

When I was a student, I fell in love with microeconomics because it cleared up many 
mysteries about the world and provided the means to answer new questions. I wrote 
this book to illustrate that economic theory has practical, problem-solving uses and 
is not an empty academic exercise.

This book shows how individuals, policy makers, lawyers and judges, and firms 
can use microeconomic tools to analyze and resolve problems. For example, students 
learn that

■ individuals can draw on microeconomic theories when deciding about issues 
such as whether to invest and whether to sign a contract that pegs prices to the 
government’s measure of inflation;

■ policy makers (and voters) can employ microeconomics to predict the impact 
of taxes, regulations, and other measures before they are enacted;

■ lawyers and judges use microeconomics in antitrust, discrimination, and con-
tract cases; and

■ firms apply microeconomic principles to produce at minimum cost and maxi-
mize profit, select strategies, decide whether to buy from a market or to produce 
internally, and write contracts to provide optimal incentives for employees.

My experience in teaching microeconomics for the departments of economics at MIT; 
the University of Pennsylvania; and the University of California, Berkeley; the Depart-
ment of Agricultural and Resource Economics at Berkeley; and the Wharton Business 
School has convinced me that students prefer this emphasis on real-world issues.

  Features
This book differs from other microeconomics texts in three main ways:

■ It places greater emphasis than other texts on modern theories—such as indus-
trial organization theories, game theory, transaction cost theory, information 
theory, contract theory, and behavioral economics—that are useful in analyzing 
actual markets.

■ It uses real-world economic examples to present the basic theory and offers 
extensive Applications to a variety of real-world situations.

■ It employs step-by-step problem-based learning to demonstrate how to use 
microeconomic theory to solve business problems and analyze policy issues.

Modern Theories
This book has all of the standard economic theory, of course. However, what sets it 
apart is its emphasis on modern theories that are particularly useful for understanding 
how firms behave and the effects of public policy.
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Industrial Organization. How do firms differentiate their products to increase their 
profits? When does market outcome depend on whether firms set prices or quantities? 
What effects do government price regulations have on firms’ behavior? These and 
many other questions are addressed by industrial organization theories.

Game Theory. What’s the optimal way to bid in an auction? How do firms set prices 
to prevent entry of rival firms? What strategy should parents use when their college- 
graduate child moves back in with them? Game theory provides a way of thinking 
about strategies and it provides methods to choose optimal strategies.

Contract Theory. What kind of a contract should a firm offer a worker to induce 
the employee to work hard? How do people avoid being exploited by others who 
have superior information? Modern contract theory shows how to write contracts 
to avoid or minimize such problems.

Behavioral Economics. Should a firm allow workers to opt in or opt out of a 
retirement system? How should people respond to ultimatums? We address questions 
such as these using behavioral economics—one of the hottest new areas of economic 
theory—which uses psychological research and theory to explain why people deviate 
from rational behavior.

Real-World Economics
This book demonstrates that economics is practical and provides a useful way to 
understand actual markets and firms’ and consumers’ decisions in two ways. First, 
it presents the basic theory using models estimated with real-world data. Second, it 
uses the theory to analyze hundreds of real-world applications.

Using Estimated Models to Illustrate Theory. The basic theory is presented using 
estimated demand curves, supply curves, production functions, and cost functions in 
most chapters. For example, students see how imported oil limits pricing by U.S. oil 
producers using estimated supply and demand curves, derive a Japanese beer manu-
facturer’s cost curve based on an estimated production function, examine regulation 
of natural gas monopolies using estimated demand and cost curves, and analyze 
oligopoly firms’ strategies using estimated demand curves and cost and profit data 
from the real-world rivalries between United Airlines and American Airlines and 
between Coke and Pepsi.

Applications. Applications use economic theory to predict the price effect of allow-
ing drilling in the Arctic National Wildlife Refuge based on estimated demand and 
supply curves, demonstrate how iTunes price increases affect music downloads using 
survey data, explain why some top-end designers limit the number of designer bags 
customers can buy, measure the value of using the Internet, and analyze how a tariff 
on chickens affects the importation of cars.

Problem-Based Learning
People, firms, and policy makers have to solve economic problems daily. This book
uses a problem-solving approach to demonstrate how economic theory can help them 
make good decisions.

Solved Problems. After the introductory chapter, each chapter provides an average 
of over five Solved Problems. Each Solved Problem poses a qualitative or quantita-
tive question and then uses a step-by-step approach to model good problem-solving 
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techniques. These issues range from whether Peter Guber and Joe Lacob should 
have bought the Golden State Warriors, how to determine Intel’s and AMD’s profit-
maximizing quantities and prices using their estimated demand curves and marginal 
costs, and how regulating a monopoly’s price affects consumers and firms.

Challenges. Starting with Chapter 2, each chapter begins with a Challenge that 
presents information about an important, current real-world issue and concludes 
with a series of questions about that material. At the end of the chapter, a Challenge 
Solution answers these questions using methods presented in that chapter. That is, the 
Challenge combines the approaches of Applications and Solved Problems to motivate 
the material in the chapter. The issues covered include the effects from introducing 
genetically modified foods, why Americans buy more e-books than do Germans, com-
paring rationing water to raising its price during droughts, whether higher salaries 
for star athletes raise ticket prices, whether it pays to go to college, and how Heinz 
can use sales to increase its profit on ketchup.

End-of-Chapter Questions. Starting with Chapter 2, each chapter ends with an 
extensive set of questions, many of which are based on real-world problems. Each 
Solved Problem and Challenge has at least one associated end-of-chapter question 
that references them and asks students to extend or reapply their analyses. Many 
of the questions are related to the Applications. Answers to selected end-of-chapter 
questions appear at the end of the book, and all of the end-of-chapter questions are 
available in MyEconLab for self-assessment, homework, or testing.

  What’s New in the Seventh Edition
The Seventh Edition is substantially updated and modified based on the extremely 
helpful suggestions of faculty and students who used the first six editions. Four major 
changes run throughout the book:

■ All chapters are revised, and all but two are substantially revised.
■ All the Challenges and almost all the examples and Applications throughout 

the book are updated or new.
■ The book has a significant number of new Solved Problems.
■ The end-of-chapter questions are arranged by subject headings, new questions 

have been added, and many others updated.

Challenges, Solved Problems, and Questions
All of the Challenges are new or updated. Because many users requested more Solved 
Problems, I increased the number of Solved Problems in this edition to 106 from 94 
in the previous edition. In addition, many other Solved Problems are new or substan-
tially updated and revised. Starting in this edition, every Solved Problem has at least 
one associated Question at the end of the chapter.

About 40% of these Solved Problems are tied to real-world events. Many of these 
are associated with an adjacent Application or examples in the text. In addition to the 
Challenges, examples of a paired Application and Solved Problem include an inves-
tigation into whether farmers benefit from a major drought, the effect of oil drilling 
in the Arctic National Wildlife Refuge on prices, the opportunity cost of getting an 
MBA, the social cost of a natural gas price ceiling, Apple’s iPad pricing, and the price 
effects of reselling textbooks bought abroad in the United States.
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Starting with Chapter 2, the end of each chapter has an average of over 40 verbal, 
graphical, and mathematical Questions. This edition has 769 Questions, 61 more 
than in the previous edition. Over 27% of the Questions are new or updated. Many 
of these Questions are based on recent real-life events and issues drawn from news-
papers, journal articles, and other sources.

Applications
The Seventh Edition has 131 Applications, 5 more than in the previous edition. Of 
these, 46% are new and 45% are updated, so that 91% are new or updated. The vast 
majority of the Applications cover events in 2012 and 2013, a few deal with historical 
events, and the remaining ones examine timeless material.

To make room for the new Applications, 27 older Applications from the Sixth 
Edition were moved to MyEconLab. Also, several new ones have been added to the 
hundreds of Applications and other materials in MyEconLab.

Behavioral Economics
The Seventh Edition has a revised treatment of behavioral economics in the chapters 
on consumer choice, monopoly, interest rates, and uncertainty. It also adds a new 
behavioral economics section in the game theory chapter.

New and Revised Material in Chapters
Every chapter is revised—including most sections. Virtually every chapter has updated 
examples and statistics. Some of the larger changes include:

■ Chapters 2 and 3 use two new empirical studies (avocados and corn) to illus-
trate the basic supply and demand model. They have four new and a number 
of revised Solved Problems.

■ Chapters 4 and 5 have three new Solved Problems and extensive updating of 
data. Chapter 5 has a new section on compensating and equivalent variations.

■ Chapter 6 adds many new estimated production functions and a new discussion 
of returns to scale as a function of firm size.

■ Chapter 7 has substantially revised sections on effects of taxes on costs, long-
run costs, and learning by doing. It uses a new Japanese beer empirical example 
to illustrate the theory, and has a new Solved Problem.

■ Chapter 8 has new statistics and a new Solved Problem. Several sections are 
substantially revised, including an extended treatment of the shutdown decision.

■ Chapter 9 updates many statistics and has substantially revised sections on 
rents, price effects on consumer surplus, and trade, and the Challenge Solution. 
The trade section uses a new empirical oil example.

■ Chapter 10 has a revised Challenge Solution and a new Solved Problem.
■ Chapter 11 is reorganized, revised, and updated, particularly the sections on 

market failure and the causes of monopoly. The chapter has three new Solved 
Problems, two of which now address the iPad.

■ Chapter 12 is completely reorganized and rewritten, particularly the group 
discrimination section and the nonlinear pricing section, which is expanded. It 
has a new Challenge.

■ Chapter 13 is reorganized. Revised sections include cartel, antitrust laws, merg-
ers, Cournot differentiated products, and Bertrand vs. Cournot.
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■ Chapter 14’s revision removes the discussion of iterative dominance (relying 
on dominant strategy and best-response approaches), divides the treatment of 
dynamic games into sections on repeated and sequential games, expands the 
repeated game material, and adds a new behavioral game theory section.

■ Chapter 17’s major revision includes new section heads and significant revisions 
to the sections on probability, attitudes toward risk, and behavioral economics. 
The material on uncertainty and discounting is now on MyEconLab.

■ Chapter 18 updates the pollution data, has a new subsection on the benefits 
versus costs from controlling pollution, and a new Solved Problem.

■ Chapter 19 is extensively revised and reorganized, with new material on insur-
ance markets and a rewritten section on reducing adverse selection.

■ Chapter 20 is fundamentally rewritten and has four new Solved Problems. The 
first half of the chapter is entirely new.

  Alternative Organizations
Because instructors differ as to the order in which they cover material, this text has 
been designed for maximum flexibility. The most common approach to teaching 
microeconomics is to follow the sequence of the chapters in the first half of this 
book: supply and demand (Chapters 2 and  3), consumer theory (Chapters 4 and  5), 
the theory of the firm (Chapters 6 and  7), and the competitive model (Chapters 8 
and  9). Many instructors then cover monopoly (Chapter 11), price discrimination 
(Chapter 12), oligopoly (Chapters 13 and  14), input markets (Chapter 15), uncer-
tainty (Chapter 17), and externalities (Chapter 18).

A common variant is to present uncertainty (Sections 17.1 through  17.3) immedi-
ately after consumer theory. Many instructors like to take up welfare issues between 
discussions of the competitive model and noncompetitive models, as Chapter 10, on 
general equilibrium and economic welfare, does. Alternatively, that chapter may be 
covered at the end of the course. Faculty can assign material on factor markets earlier 
(Section 15.1 could follow the chapters on competition, and the remaining sections 
could follow Chapter 11). The material in Chapters 14–20 can be presented in a 
variety of orders, though Chapter 20 should follow Chapter 19 if both are covered, 
and Section 17.4 should follow Chapter 16.

Many business school courses skip consumer theory (and possibly some aspects of 
supply and demand, such as Chapter 3) to allow more time for consideration of the 
topics covered in the second half of this book. Business school faculty may want to 
place particular emphasis on game and theory strategies (Chapter 14), capital markets 
(Chapter 16), and modern contract theory (Chapters 19 and 20).

Optional, technically demanding sections are marked with a star (★). Subsequent 
sections and chapters can be understood even if these sections are skipped.

MyEconLab
MyEconLab’s powerful assessment and tutorial system works hand-in-hand with this book.

Features for Students
MyEconLab puts students in control of their learning through a collection of testing, 
practice, and study tools. Students can study on their own, or they can complete 
assignments created by their instructor. In MyEconLab’s structured environment, 
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students practice what they learn, test their understanding, and pursue a personal-
ized study plan generated from their performance on sample tests and quizzes. In 
Homework or Study Plan mode, students have access to a wealth of tutorial features, 
including the following:

■ Instant feedback on exercises taken directly from the text helps students under-
stand and apply the concepts.

■ Links to the eText version of this textbook allow the student to quickly revisit 
a concept or an explanation.

■ Enhanced Pearson eText, available within the online course materials and 
offline via an iPad/Android app, allows instructors and students to highlight, 
bookmark, and take notes.

■ Learning aids help students analyze a problem in small steps, much the same 
way an instructor would do during office hours.

■ Temporary Access for students who are awaiting financial aid provides a grace 
period of temporary access.

Experiments in MyEconLab
Experiments are a fun and engaging way to promote active learning and mastery of 
important economic concepts. Pearson’s Experiment program is flexible and easy for 
instructors and students to use.

■ Single-player experiments, which can be assigned for homework, allow students 
to play against virtual players from anywhere at any time they have an Internet 
connection.

■ Multiplayer experiments allow instructors to assign and manage a real-time 
experiment with their classes.

■ Pre- and post-questions for each experiment are available for assignment in 
MyEconLab.

For a complete list of available experiments, visit www.myeconlab.com.

Features for Instructors
MyEconLab includes comprehensive homework, quiz, text, and tutorial options, where 
instructors can manage all assessment needs in one program.

■ All of the end-of-chapter questions are available for assignment and auto-grading.
■ All of the Solved Problems are available for assignment and auto-grading.
■ Test Bank questions are available for assignment or testing.
■ The Custom Exercise Builder allows instructors the flexibility of creating their 

own problems for assignments.
■ The powerful Gradebook records each student’s performance and time spent 

on the tests, study plan, and homework and can generate reports by student, 
class, or chapter.

■ Advanced Communication Tools enable students and instructors to communi-
cate through email, discussion board, chat, and ClassLive.

■ Customization options provide new and enhanced ways to share documents, 
add content, and rename menu items.

■ A prebuilt course option provides a turn-key method for instructors to create 
a MyEconLab course that includes assignments by chapter.

www.myeconlab.com
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Supplements
A full range of supplementary materials to support teaching and learning accompa-
nies this book.

■ The Online Instructor’s Manual revised by Jennifer Steele has many useful and 
creative teaching ideas. It also offers a chapter outline, additional discussion 
questions, additional questions and problems, and solutions for all additional 
questions and problems.

■ The Online Solutions Manual provides solutions for all the end-of-chapter ques-
tions in the text.

■ The Online Test Bank by Shana McDermott of the University of New Mexico, 
James Swanson of the University of Central Missouri, and Lourenço Paz of 
Syracuse University features problems of varying levels of complexity, suitable 
for homework assignments and exams. Many of these multiple-choice questions 
draw on current events.

■ The Computerized Test Bank reproduces the Test Bank material in the 
TestGen software, which is available for Windows and Macintosh. With 
TestGen, instructors can easily edit existing questions, add questions, generate 
tests, and print the tests in a variety of formats.

■ The Online PowerPoint Presentation by Ting Levy of Florida Atlantic 
University contains text figures and tables, as well as lecture notes. These 
slides allow instructors to walk through examples from the text during in-class 
presentations.

These teaching resources are available online for download at the Instructor 
Resource Center, www.pearsonhighered.com/perloff, and on the catalog page for 
Microeconomics.
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An Economist’s Theory of Reincarnation: If you’re good, you come back on a 
higher level. Cats come back as dogs, dogs come back as horses, and people—
if they’ve been really good like George Washington—come back as money.

Introduction 11
If each of us could get all the food, clothing, and toys we wanted without work-
ing, no one would study economics. Unfortunately, most of the good things in life 
are scarce—we can’t all have as much as we want. Thus, scarcity is the mother of 
economics.

Microeconomics is the study of how individuals and firms make themselves as well 
off as possible in a world of scarcity and the consequences of those individual deci-
sions for markets and the entire economy. In studying microeconomics, we examine 
how individual consumers and firms make decisions and how the interaction of many 
individual decisions affects markets and the entire economy.

Microeconomics is often called price theory to emphasize the important role that 
prices play. Microeconomics explains how the actions of all buyers and sellers deter-
mine prices and how prices influence the decisions and actions of individual buyers 
and sellers.

microeconomics
the study of how indi-
viduals and firms make 
themselves as well off 
as possible in a world of 
scarcity and the conse-
quences of those individ-
ual decisions for markets 
and the entire economy

In this chapter, we 
examine three main 
topics

1. Microeconomics: The Allocation of Scarce Resources. Microeconomics is the study of 
the allocation of scarce resources.

2. Models. Economists use models to make testable predictions.

3. Uses of Microeconomic Models. Individuals, governments, and frms use microeconomic 
models and predictions in decision making.

1.1 Microeconomics: The Allocation 
of Scarce Resources

Individuals and firms allocate their limited resources to make themselves as well 
off as possible. Consumers pick the mix of goods and services that makes them as 
happy as possible given their limited wealth. Firms decide which goods to produce, 
where to produce them, how much to produce to maximize their profits, and how 
to produce those levels of output at the lowest cost by using more or less of vari-
ous inputs such as labor, capital, materials, and energy. The owners of a depletable 
natural resource such as oil decide when to use it. Government decision makers—to
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benefit consumers, firms, or government bureaucrats—decide which goods and ser-
vices the government produces and whether to subsidize, tax, or regulate industries 
and consumers.

Trade-Offs
People make trade-offs because they can’t have everything. A society faces three key 
trade-offs:

■ Which goods and services to produce: If a society produces more cars, it must 
produce fewer of other goods and services, because there are only so many 
resources—workers, raw materials, capital, and energy—available to produce 
goods.

■ How to produce: To produce a given level of output, a firm must use more 
of one input if it uses less of another input. For example, cracker and cookie 
manufacturers switch between palm oil and coconut oil, depending on which 
is less expensive.

■ Who gets the goods and services: The more of society’s goods and services you 
get, the less someone else gets.

Who Makes the Decisions
These three allocation decisions may be made explicitly by the government or may 
reflect the interaction of independent decisions by many individual consumers and 
firms. In the former Soviet Union, the government told manufacturers how many cars 
of each type to make and which inputs to use to make them. The government also 
decided which consumers would get a car.

In most other countries, how many cars of each type are produced and who gets 
them are determined by how much it costs to make cars of a particular quality 
in the least expensive way and how much consumers are willing to pay for them. 
More consumers would own a handmade Rolls-Royce and fewer would buy a 
mass-produced Ford Taurus if a Rolls were not 13 times more expensive than a 
Taurus.

Prices Determine Allocations
Prices link the decisions about which goods and services to produce, how to produce 
them, and who gets them. Prices influence the decisions of individual consumers and 
firms, and the interactions of these decisions by consumers, firms, and the govern-
ment determine price.

Interactions between consumers and firms take place in a market, which is an 
exchange mechanism that allows buyers to trade with sellers. A market may be a 
town square where people go to trade food and clothing, or it may be an interna-
tional telecommunications network over which people buy and sell financial securi-
ties. Typically, when we talk about a single market, we refer to trade in a single good 
or group of goods that are closely related, such as soft drinks, movies, novels, or 
automobiles.

Most of this book concerns how prices are determined within a market. We show 
that the number of buyers and sellers in a market and the amount of information
they have help determine whether the price equals the cost of production. We also 
show that if there is no market—and hence no market price—serious problems, such 
as high levels of pollution, result.

market
an exchange mechanism 
that allows buyers to trade 
with sellers
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1.2 Models
Everything should be made as simple as possible, but not simpler.
—Albert Einstein

To explain how individuals and firms allocate resources and how market prices are 
determined, economists use a model: a description of the relationship between two 
or more economic variables. Economists also use models to predict how a change in 
one variable will affect another.

model
a description of the rela-
tionship between two or 
more economic variables

Application

Income Threshold
Model and China

According to an income threshold model, no one who has an income level below a 
particular threshold buys a particular consumer durable, such as a refrigerator or car. 
The theory also holds that almost everyone whose income is above that threshold 
buys the product.

If this theory is correct, we predict that, as most people’s incomes rise above the 
threshold in emergent economies, consumer durable purchases will increase from 
near zero to large numbers virtually overnight. This prediction is consistent with evi-
dence from Malaysia, where the income threshold for buying a car is about $4,000.

In China, incomes have risen rapidly and now exceed the threshold levels for many 
types of durable goods. As a result, many experts correctly predicted that the greatest 
consumer durable goods sales boom in history would take place there. Anticipating 
this boom, many companies have greatly increased their investments in durable goods 
manufacturing plants in China. Annual foreign direct investments have gone from 
$916 million a year in 1983 to $116 billion in 2011. In expectation of this growth 
potential, even traditional political opponents of the People’s Republic—Taiwan, 
South Korea, and Russia—are investing in China.

One of the most desirable durable goods is a car. Li Rifu, a 46-year-old Chinese 
farmer and watch repairman, thought that buying a car would improve the odds that 
his 22- and 24-year-old sons would find girlfriends, marry, and produce grandchil-
dren. Soon after Mr. Li purchased his Geely King Kong for the equivalent of $9,000, 
both sons met girlfriends, and his older son got married. Four-fifths of all new cars 
sold in China are bought by first-time customers. An influx of first-time buyers was 
responsible for China’s ninefold increase in car sales from 2000 to 2009. By 2010, 
China became the second largest producer of automobiles in the world, trailing 
only Germany. In addition, foreign automobile companies built Chinese plants. For 
example, Ford invested $600 million in its Chongqing factory in 2012.1

1The sources for Applications are available at the back of this book.

Simplifcations by Assumption
We stated the income threshold model in words, but we could have presented it 
using graphs or mathematics. Regardless of how the model is described, an economic 
model is a simplification of reality that contains only its most important features. 
Without simplifications, it is difficult to make predictions because the real world is 
too complex to analyze fully.

By analogy, if the manual accompanying your new TiVo recorder has a diagram 
showing the relationships between all the parts in the TiVo, the diagram will be 
overwhelming and useless. In contrast, if it shows a photo of the lights on the front 
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of the machine with labels describing the significance of each light, the manual is 
useful and informative.

Economists make many assumptions to simplify their models.2 When using the 
income threshold model to explain car purchasing behavior in China, we assume that 
factors other than income, such as the color of cars, are irrelevant to the decision to 
buy cars. Therefore, we ignore the color of cars that are sold in China in describing 
the relationship between average income and the number of cars consumers want. If 
this assumption is correct, by ignoring color, we make our analysis of the auto market 
simpler without losing important details. If we’re wrong and these ignored issues are 
important, our predictions may be inaccurate.

Throughout this book, we start with strong assumptions to simplify our models. 
Later, we add complexities. For example, in most of the book, we assume that consum-
ers know the price each firm charges. In many markets, such as the New York Stock 
Exchange, this assumption is realistic. It is not realistic in other markets, such as the 
market for used automobiles, in which consumers do not know the prices each firm 
charges. To devise an accurate model for markets in which consumers have limited 
information, we add consumer uncertainty about price into the model in Chapter 19.

Testing Theories
Blore’s Razor: When given a choice between two theories, take the one that is 
funnier.

Economic theory is the development and use of a model to test hypotheses, which 
are predictions about cause and effect. We are interested in models that make clear, 
testable predictions, such as “If the price rises, the quantity demanded falls.” A theory 
that said “People’s behavior depends on their tastes, and their tastes change randomly 
at random intervals” is not very useful because it does not lead to testable predictions.

Economists test theories by checking whether predictions are correct. If a predic-
tion does not come true, they may reject the theory.3 Economists use a model until 
it is refuted by evidence or until a better model is developed.

A good model makes sharp, clear predictions that are consistent with reality. 
Some very simple models make sharp predictions that are incorrect, and other more 
complex models make ambiguous predictions—any outcome is possible—which are 
untestable. The skill in model building is to chart a middle ground.

The purpose of this book is to teach you how to think like an economist in the sense 
that you can build testable theories using economic models or apply existing models 
to new situations. Although economists think alike in that they develop and use test-
able models, they often disagree. One may present a logically consistent argument that 
prices will go up next quarter. Another, using a different but equally logical theory, may 
contend that prices will fall. If the economists are reasonable, they agree that pure logic 
alone cannot resolve their dispute. Indeed, they agree that they’ll have to use empirical 
evidence—facts about the real world—to find out which prediction is correct.

2An economist, an engineer, and a physicist are stranded on a desert island with a can of beans but no 
can opener. How should they open the can? The engineer proposes hitting the can with a rock. The 
physicist suggests building a fire under it to build up pressure and burst the can open. The economist 
thinks for a while and then says, “Assume that we have a can opener. . . .”
3We can use evidence on whether a theory’s predictions are correct to refute the theory but not to 
prove it. If a model’s prediction is inconsistent with what actually happened, the model must be 
wrong, so we reject it. Even if the model’s prediction is consistent with reality, however, the model’s 
prediction may be correct for the wrong reason. Hence we cannot prove that the model is correct—we 
can only fail to reject it.
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Although one economist’s model may differ from another’s, a key assumption in 
most microeconomic models is that individuals allocate their scarce resources so as 
to make themselves as well off as possible. Of all affordable combinations of goods, 
consumers pick the bundle of goods that gives them the most possible enjoyment. 
Firms try to maximize their profits given limited resources and existing technol-
ogy. That resources are limited plays a crucial role in these models. Were it not for 
scarcity, people could consume unlimited amounts of goods and services, and sellers 
could become rich beyond limit.

As we show throughout this book, the maximizing behavior of individuals and 
firms determines society’s three main allocation decisions: which goods are produced, 
how they are produced, and who gets them. For example, diamond-studded pocket 
combs will be sold only if firms find it profitable to sell them. The firms will make 
and sell these combs only if consumers value the combs at least as much as it costs 
the firm to produce them. Consumers will buy the combs only if they get more plea-
sure from the combs than they would from the other goods they could buy with the 
same resources.

Positive Versus Normative
The use of models of maximizing behavior sometimes leads to predictions that seem 
harsh or heartless. For instance, a World Bank economist predicted that if an African 
government used price controls to keep the price of food low during a drought, food 
shortages would occur and people would starve. The predicted outcome is awful, but 
the economist was not heartless. The economist was only making a scientific predic-
tion about the relationship between cause and effect: Price controls (cause) lead to 
food shortages and starvation (effect).

Such a scientific prediction is known as a positive statement: a testable hypothesis 
about cause and effect. “Positive” does not mean that we are certain about the truth 
of our statement—it only indicates that we can test the truth of the statement.

If the World Bank economist is correct, should the government control prices? 
If the government believes the economist’s predictions, it knows that the low prices 
help those consumers who are lucky enough to be able to buy as much food as they 
want while hurting both the firms that sell food and the people who are unable to 
buy as much food as they want, some of whom may die. As a result, the government’s 
decision whether to use price controls turns on whether the government cares more 
about the winners or the losers. In other words, to decide on its policy, the govern-
ment makes a value judgment.

Instead of first making a prediction and testing it before making a value judgment 
to decide whether to use price controls, the government could make a value judg-
ment directly. The value judgment could be based on the belief that “because people 
should have prepared for the drought, the government should not try to help them 
by keeping food prices low.” Alternatively, the judgment could be based on the view 
that “people should be protected against price gouging during a drought, so the 
government should use price controls.”

These two statements are not scientific predictions. Each is a value judgment or 
normative statement: a conclusion as to whether something is good or bad. A nor-
mative statement cannot be tested because a value judgment cannot be refuted by 
evidence. It is a prescription rather than a prediction. A normative statement con-
cerns what somebody believes should happen; a positive statement concerns what 
will happen.

Although a normative conclusion can be drawn without first conducting a positive 
analysis, a policy debate will be more informed if positive analyses are conducted 

positive statement
a testable hypothesis 
about cause and effect

normative statement
a conclusion as to whether 
something is good or bad
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first.4 For instance, if your normative belief is that the government should help the 
poor, should you vote for a candidate who advocates a higher minimum wage (a law 
that requires that firms pay wages at or above a specified level)? One who believes in 
a European-style welfare system (guaranteeing health care, housing, and other basic 
goods and services)? A politician who wants an end to our current welfare system? 
Someone who wants to implement a negative income tax (in which the less income a 
person has, the more the government gives that person)? Or a candidate who favors 
job training programs? Positive economic analysis can be used to predict whether these 
programs will benefit poor people but not whether they are good or bad. Using these 
predictions and your value judgment, you can decide for whom to vote.

Economists’ emphasis on positive analysis has implications for what we study 
and even our use of language. For example, many economists stress that they study 
people’s wants rather than their needs. Although people need certain minimum levels 
of food, shelter, and clothing to survive, most people in developed economies have 
enough money to buy goods well in excess of the minimum levels necessary to main-
tain life. Consequently, in wealthy countries, calling something a “need” is often a 
value judgment. You almost certainly have been told by some elder that “you need
a college education.” That person was probably making a value judgment—“you 
should go to college”—rather than a scientific prediction that you will suffer terrible 
economic deprivation if you do not go to college. We can’t test such value judgments, 
but we can test a hypothesis such as “One-third of the college-age population wants
to go to college at current prices.”

1.3 Uses of Microeconomic Models
Because microeconomic models explain why economic decisions are made and allow 
us to make predictions, they can be very useful for individuals, governments, and 
firms in making decisions. Throughout this book, we consider examples of how 
microeconomics aids in actual decision making.

Individuals can use microeconomics to make purchasing and other decisions 
(Chapters 4 and  5). Consumers’ purchasing and investing decisions are affected by 
inflation and cost of living adjustments (Chapter 5). Whether it pays financially to 
go to college depends, in part, on interest rates (Chapter 16). Consumers decide for 
whom to vote based on candidates’ views on economic issues.

Firms must decide which production methods to use to minimize cost (Chapter 7) 
and maximize profit (starting with Chapter 8). They may choose a complex pricing 
scheme or advertise to raise profits (Chapter 12). They select strategies to maximize 
profit when competing with a small number of other firms (Chapters 13 and 14). 
Some firms reduce consumer information to raise profits (Chapter 19). Firms use 
economic principles to structure contracts with other firms (Chapter 20).

Your government’s elected and appointed officials use (or could use) economic 
models in many ways. Recent administrations have placed increased emphasis on 
economic analysis. Today, economic and environmental impact studies are required 
before many projects can commence. The President’s Council of Economic Advisers 
and other federal economists analyze and advise national government agencies on 
the likely economic effects of all major policies.

4Some economists draw the normative conclusion that, as social scientists, economists should restrict 
ourselves to positive analyses. Others argue that we shouldn’t give up our right to make value judg-
ments just like the next person (who happens to be biased, prejudiced, and pigheaded, unlike us).
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Summary
1. Microeconomics: The Allocation of Scarce 

Resources. Microeconomics is the study of the allo-
cation of scarce resources. Consumers, firms, and gov-
ernments must make allocation decisions. The three 
key trade-offs a society faces are which goods and ser-
vices to produce, how to produce them, and who gets 
them. These decisions are interrelated and depend on 
the prices that consumers and firms face and on gov-
ernment actions. Market prices affect the decisions of 
individual consumers and firms, and the interaction of 
the decisions of individual consumers and firms deter-
mines market prices. The organization of the market, 
especially the number of firms in the market and the 
information consumers and firms have, plays an impor-
tant role in determining whether the market price is 
equal to or higher than marginal cost.

2. Models. Models based on economic theories are used 
to predict the future or to answer questions about 
how some change, such as a tax increase, affects 

various sectors of the economy. A good theory is 
simple to use and makes clear, testable predictions 
that are not refuted by evidence. Most microeco-
nomic models are based on maximizing behavior. 
Economists use models to construct positive hypoth-
eses concerning how a cause leads to an effect. These 
positive questions can be tested. In contrast, norma-
tive statements, which are value judgments, cannot 
be tested.

3. Uses of Microeconomic Models. Individuals, govern-
ments, and firms use microeconomic models and pre-
dictions to make decisions. For example, to maximize 
its profits, a firm needs to know consumers’ decision-
making criteria, the trade-offs between various ways 
of producing and marketing its product, government 
regulations, and other factors. For large companies, 
beliefs about how a firm’s rivals will react to its 
actions play a critical role in how it forms its business 
strategies.

One major use of microeconomic models by governments is to predict the prob-
able impact of a policy before it is adopted. For example, economists predict the 
likely impact of a tax on the prices consumers pay and on the tax revenues raised 
(Chapter 3), whether a price control will create a shortage (Chapter 2), the differen-
tial effects of tariffs and quotas on trade (Chapter 9), and the effects of regulation on 
monopoly price and the quantity sold (Chapter 11).
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2 Supply
and Demand

Talk is cheap because supply exceeds demand.

2
Challenge

Quantities and 
Prices of 
Genetically 
Modifed Foods

Countries around the globe are debating whether to permit firms to grow or sell 
genetically modified (GM) foods, which have their DNA altered through genetic engi-
neering rather than through conventional breeding.1 The introduction of GM tech-
niques can affect both the quantity of a crop farmer’s supply and whether consumers
want to buy that crop.

The first commercial GM food was Calgene’s Flavr Savr tomato, which the com-
pany claimed resisted rotting and could stay on the vine longer to ripen to full flavor. 
It was first marketed in 1994 without any special labeling. Other common GM crops 
include canola, corn, cotton, rice, soybean, and sugar cane. Using GM techniques, 
farmers can produce more output at a given cost.

As of 2012, GM food crops, which are mostly insect-resistant, herbicide-tolerant, 
or stacked gene (has several traits) varieties of corn, soybean, and canola oilseed, were 
grown in 29 countries, but over 40% of the acreage was in the United States. In the 
United States in 2012, the share of crops that were GM was 88% for corn, 93% for 
soybean, and 94% for cotton.

Some scientists and consumer groups have raised safety concerns about GM crops. 
In some countries, certain GM foods have been banned. In 2008, the European 

Union (EU) was forced to end its de facto ban on GM 
crop imports when the World Trade Organization ruled 
that the ban lacked scientific merit and hence violated 
international trade rules. As of 2013, most of the EU still 
banned planting most GM crops. In the EU, Australia, 
and several other countries, governments have required 
that GM products be labeled. Although Japan has not 
approved the cultivation of GM crops, it is the nation 
with the greatest GM food consumption and does not 
require labeling.

According to some polls, 70% of consumers in Europe 
object to GM foods. Fears cause some consumers to refuse 
to buy a GM crop (or the entire crop if GM products can-
not be distinguished). Consumers in other countries, such 
as the United States, are less concerned about GM foods.

Whether a country approves GM crops turns on ques-
tions of safety and of economics. Will the use of GM 
seeds lead to lower prices and more food sold? What 
happens to prices and quantities sold if many consumers 
refuse to buy GM crops? (We will return to these ques-
tions at the end of this chapter.)

1Sources for Challenges, which appear at the beginning of chapters, and Applications, which appear 
throughout the chapters, are listed at the end of the book.
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2.1 Demand
Potential consumers decide how much of a good or service to buy on the basis of its 
price and many other factors, including their own tastes, information, prices of other 
goods, income, and government actions. Before concentrating on the role of price in 
determining demand, let’s look briefly at some of the other factors.

Consumers’ tastes determine what they buy. Consumers do not purchase foods 
they dislike, artwork they hate, or clothes they view as unfashionable or uncomfort-
able. Advertising may influence people’s tastes.

To analyze questions concerning the price and quantity responses from introducing 
new products or technologies, imposing government regulations or taxes, or other 
events, economists may use the supply-and-demand model. When asked, “What is 
the most important thing you know about economics?” a common reply is, “Supply 
equals demand.” This statement is a shorthand description of one of the simplest yet 
most powerful models of economics. The supply-and-demand model describes how 
consumers and suppliers interact to determine the quantity of a good or service sold 
in a market and the price at which it is sold. To use the model, you need to determine 
three things: buyers’ behavior, sellers’ behavior, and how they interact.

After reading this chapter, you should be adept enough at using the supply-and-
demand model to analyze some of the most important policy questions facing your 
country today, such as those concerning international trade, minimum wages, and 
price controls on health care.

After reading that grandiose claim, you may ask, “Is that all there is to economics? 
Can I become an expert economist that fast?” The answer to both these questions is 
no, of course. In addition, you need to learn the limits of this model and what other 
models to use when this one does not apply. (You must also learn the economists’ 
secret handshake.)

Even with its limitations, the supply-and-demand model is the most widely used 
economic model. It provides a good description of how competitive markets function. 
Competitive markets are those with many buyers and sellers, such as most agriculture 
markets, labor markets, and stock and commodity markets. Like all good theories, the 
supply-and-demand model can be tested—and possibly shown to be false. But in com-
petitive markets, where it works well, it allows us to make accurate predictions easily.

1. Demand. The quantity of a good or service that consumers demand depends on price and 
other factors such as consumers’ incomes and the price of related goods.

2. Supply. The quantity of a good or service that frms supply depends on price and other 
factors such as the cost of inputs frms use to produce the good or service.

3. Market Equilibrium. The interaction between consumers’ demand and frms’ supply deter-
mines the market price and quantity of a good or service that is bought and sold.

4. Shocking the Equilibrium. Changes in a factor that affect demand (such as consumers’ 
incomes), supply (such as a rise in the price of inputs), or a new government policy (such 
as a new tax) alter the market price and quantity of a good.

5. Equilibrium Effects of Government Interventions. Government policies may alter the 
equilibrium and cause the quantity supplied to differ from the quantity demanded.

6. When to Use the Supply-and-Demand Model. The supply-and-demand model applies 
only to competitive markets.

In this chapter, we 
examine six main 
topics




