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Environmental Policy, and Public 
Goods 
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of Demand and Supply

Chapter 7: The Economics of 
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The following chart helps you organize your syllabus based on your teaching 
preferences and objectives:
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Preface

Our approach in this new edition remains what it was in the first edition, published more 
than 10 years ago: To provide students and instructors with an economics text that delivers 
complete economics coverage with many real-world business examples. Our goal has been 
to teach economics in a “widget-free” way by using real-world business and policy examples. 
We are gratified by the enthusiastic response from students and instructors who used the 
first four editions of this book, which has made it one of the best-selling economic textbooks 
in the world. Much has happened, though, in the U.S. and world economies since we pre-
pared the previous edition. We have incorporated many of these developments in the new 
real-world examples used in this edition.

New to the Fifth Edition
While our basic approach of placing applications in the forefront of the discussion remains 
the same, this new edition has been thoroughly revised. One exciting new addition is the 
significant expansion of the digital resources available to students and instructors with ei-
ther the e-text version of the book or the MyEconLab supplement to the printed text. 

New digital features located in MyEconLab
MyEconLab is a unique online course management, testing, and tutorial resource. It is in-
cluded with the e-text version of the book or as a supplement to the print book. Students 
and instructors will find the following new online resources to accompany the fifth edition:

	 •	 Videos: There are approximately 60 Making the Connection features in the book that 
provide real-world reinforcement of key concepts. Each feature is now accompanied by 
a short video of the author explaining the key point of that Making the Connection. Each 
video is less than two minutes long and includes visuals, such as new photos or graphs, 
that are not in the main book. The goal of these videos is to summarize key content and 
bring the applications to life. Related assessment is included with each video. Our expe-
rience is that many students benefit from this type of online learning.

	 •	 Concept Checks: Each section of each learning objective concludes with an online 
Concept Check that contains one or two multiple choice, true/false, or fill-in questions. 
These checks act as “speed bumps” that encourage students to stop and check their un-
derstanding of fundamental terms and concepts before moving on to the next section. 
The goal of this digital resource is to help students assess their progress on a section-by-
section basis, so they can be better prepared for homework, quizzes, and exams.

	 •	 Animations: Graphs are the backbone of introductory economics, but many students 
struggle to understand and work with them. Each of the 157 numbered figures in the text 
has a supporting animated version online. The goal of this digital resource is to help stu-
dents understand shifts in curves, movements along curves, and changes in equilibrium val-
ues. Having an animated version of a graph helps students who have difficulty interpreting 
the static version found in the printed text. Graded practice exercises are included with the 
animations. Our experience is that many students benefit from this type of online learning.

	 •	 Interactive Solved Problems: Many students have difficulty applying economic con-
cepts to solving problems. The goal of this digital resource is to help students overcome 
this hurdle by giving them a model of how to solve an economic problem by breaking it 
down step by step. Each of the 37 Solved Problems in the printed text is accompanied by 
a similar problem online, so students can have more practice and build their problem-
solving skills. These interactive tutorials help students learn to think like economists and 
apply basic problem-solving skills to homework, quizzes, and exams. The goal is for stu-
dents to build skills they can use to analyze real-world economic issues they hear and read  
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about in the news. Each Solved Problem in MyEconLab and the digital eText also in-
cludes at least one additional graded practice exercise for students.

	 •	 Graphs Updated with Real-Time Data from FRED:  Figure 7.5, “Spend-
ing on Health Care around the World,” Figure 8.2, “Movements in Stock Mar-
ket Indexes,” and Figures 9.1 and 9.3, both on international trade, are continuously 
updated online with the latest available data from FRED (Federal Reserve Eco-
nomic Data), which is a comprehensive, up-to-date data set maintained by the  
Federal Reserve Bank of St. Louis. Students can display a pop-up graph that shows new 
data plotted in the graph. The goal of this digital feature is to help students understand 
how to work with data and understand how including new data affects graphs.

	 •	 Interactive Problems and Exercises Updated with Real-Time Data from FRED: 
Chapter 8, “Firms, the Stock Market, and Corporate Governance,” includes two real-
time data exercises that use the latest data from FRED. The goal of this digital feature 
is to help students become familiar with this key data source, learn how to locate data, 
and develop skills in interpreting data.

Summary of Changes to Chapters
	 •	 Chapter 5, “Externalities, Environmental Policy, and Public Goods,” includes new cov-

erage of the end of the sulfur dioxide cap-and-trade program. This discussion helps 
reinforce the interaction between economic analysis and politics in the formation of gov-
ernment policies.

	 •	 Chapter 7, “The Economics of Health Care,” was introduced in the fourth edition and 
proved popular with instructors and students. In revising the chapter for this edition, 
we added several new demand and supply graphs. Our purpose was to make the content 
more analytical and to make the chapter more effective as an example of applied de-
mand and supply analysis. We also extensively updated the discussion of the debate over 
President Obama’s Patient Protection and Affordable Care Act. Figure 7.5, “Spending 
on Health Care around the World,” is now continuously updated online with the latest 
available data from FRED.

	 •	 Chapter 8, “Firms, the Stock Market, and Corporate Governance,” includes Figure 8.2, 
“Movements in Stock Market Indexes.” This figure is now continuously updated online 
with the latest available data from FRED. The chapter also includes 2 new end-of-chapter 
Real-Time-Data Exercises that help students become familiar with a key data source, 
learn how to locate data, and develop skills in interpreting data. The exercise marked 
with a        allows students and instructors to use the very latest data from FRED.

	 •	 Chapter 9, “Comparative Advantage and the Gains from International Trade,” in-
cludes two figures that are continuously updated online with the latest available data 
from FRED: Figure 9.1, “International Trade Is of Increasing Importance to the United 
States,” and Figure 9.3, “International Trade As a Percentage of GDP.”

	 •	 Chapter 10, “Consumer Choice and Behavioral Economics,” has already provided ex-
tensive coverage of behavioral economics. We have found that many students find this 
material among the most interesting in the microeconomic chapters. We took advan-
tage of the problems Ron Johnson encountered as CEO of J.C. Penney to include a new 
section on “The Behavioral Economics of Shopping.” This section includes discussion 
of several behavioral studies of consumer choice.

	 •	 Chapter 18, “Public Choice, Taxes, and the Distribution of Income,” includes a new 
Making the Connection, “What Explains the 1 Percent?” that summarizes the recent 
debate over increasing income inequality in the United States.

Other Changes to Chapters
	 •	 All companies in the chapter openers have been either replaced with new companies or 

updated with current information.
	 •	 Chapters 1–4 include new An Inside Look newspaper articles and analyses to help stu-

dents apply economic thinking to current events and policy debates. Additional news-
paper articles and analysis are updated weekly on MyEconLab.
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	 •	 There are 13 new Making the Connection features to help students tie economic con-
cepts to current events and policy issues.

	 •	 There are 6 new Solved Problems. This feature helps students break down and answer an 
economic problem down step by step.

	 •	 To make room for the new content described earlier, we have cut approximately 14 
Making the Connections and 4 Solved Problems from the previous edition and trans-
ferred them to the book’s Instructor’s Manual where they are available for instructors 
who wish to continue using them.

	 •	 Figures and tables have been updated, using the latest data available.
	 •	 Many of the end-of-chapter problems have been either replaced or updated. To most 

chapters, we have added one or two new problems that include a graph for students to 
analyze. Chapter 8, “Firms, the Stock Market, and Corporate Governance,” includes a 
new category entitled Real-Time-Data Exercises.

	 •	 Finally, we have gone over the text literally line by line, tightening the discussion, 
rewriting unclear points, and making many other small changes. We are grateful to the 
instructors and students who made suggestions for improvements in the previous edi-
tion. We have done our best to incorporate as many of those suggestions as possible.

New Chapter Openers, Making the Connections, Solved 
Problems, and Inside Looks
Here are the new or heavily revised chapter-opening business cases and accompanying 
Inside Look newspaper articles. The business or issue introduced in the chapter opener is 
revisited within the chapter in either a new Making the Connection or a Solved Problem. The 
following are the features new to this edition. Please see the detailed table of contents for the 
list of features for all chapters.

Chapter 1, “Economics: Foundations and Models,” opens with a new discussion of 
why some doctors are leaving private practice and closes with An Inside Look news-
paper article and analysis of how technology, such as the smartphone, may change 
the way doctors and patients will interact.
Chapter 2, “Trade-offs, Comparative Advantage, and the Market System,” opens 
with a new discussion of the manufacturing decisions facing managers at Tesla  
Motors and closes with An Inside Look that discusses how managers at Mercedes-Benz 
face those same decisions. New Solved Problem 2.1 asks students to use a production pos-
sibilities frontier to analyze some of the choices managers at Tesla Motors face. This chap-
ter also has a new Making the Connection on comparative advantage and housework.
Chapter 3, “Where Prices Come From: The Interaction of Demand and Supply,” opens 
with a new discussion of the market for smartphones and closes with An Inside Look 
about challenges Google and Apple face in this market. This chapter has three new 
Making the Connections: “Forecasting the Demand for iPhones,” “Are Tablet Comput-
ers Substitutes for E-Readers?” and “Coke and Pepsi Are Hit by U.S. Demographics.”
Chapter 4, “Economic Efficiency, Government Price Setting, and Taxes,” opens with 
a new discussion of how the sharing economy for rooms affects rent control policy 
and closes with An Inside Look about how the sharing economy affects efficiency.
Chapter 5, “Externalities, Environmental Policy, and Public Goods,” opens with an 
updated discussion of how people respond to changes in the price of gasoline. New 
Solved Problem 5.3 is on the externalities of car driving.
Chapter 6, “Elasticity: The Responsiveness of Demand and Supply,” opens with a re-
vised and updated discussion of the price elasticity of gasoline. The chapter includes 
an entirely rewritten Making the Connection on “Price Elasticity, Cross-Price Elasticity, 
and Income Elasticity in the Market for Alcoholic Beverages.”
Chapter 7, “The Economics of Health Care,” opens with a new discussion of 
how much businesses and employees pay for health insurance and the role of the  
Patient Protection and Affordable Care Act of 2010. New Solved Problem 7.3 explores 
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whether young, healthy people should buy health insurance. The chapter includes 
new Figure 7.4 on the externalities of vaccinations and new Figure 7.8 on the third-
party payer system. It also includes a Making the Connection on how paying for 
health insurance affects the competitiveness of U.S. firms.
Chapter 8, “Firms, the Stock Market, and Corporate Governance,” opens with a new discus-
sion of the benefits and costs of becoming a publicly owned firm. New Solved Problem 8.2 
explores whether a CEO should also be a chairman of the board of the same firm. There’s 
also a new Making the Connection that explores the performance of Facebook’s stock.
Chapter 9, “Comparative Advantage and the Gains from International Trade,” opens 
with a new discussion of the U.S. tariff on Chinese tires. The chapter includes a new 
Making the Connection on how the tire tariff affected Goodyear and a new Making 
the Connection on how the tariff affected the wider economy.
Chapter 10, “Consumer Choice and Behavioral Economics,” opens with a new dis-
cussion of the failed pricing strategy at J.C. Penney. A new section discusses the 
behavioral economics of shopping. A new Making the Connection uses behavioral 
economics to explore consumer reaction to the J.C. Penney pricing strategy.
Chapter 11, “Technology, Production, and Costs,” opens with a new discussion of 
fracking, marginal costs, and energy prices.
Chapter 12, “Firms in Perfectly Competitive Markets,” opens with an updated dis-
cussion of organic foods at farmers’ markets. The chapter includes a new Making the 
Connection on the solar panel industry and a new Solved Problem 12.4 on when a 
movie studio should stop production of a movie.
Chapter 13, “Monopolistic Competition: The Competitive Model in a More Realistic 
Setting,” opens with an updated discussion of the challenges Starbucks faces from 
other coffeehouses and includes a new Making the Connection on e-cigarettes.
Chapter 14, “Oligopoly: Firms in Less Competitive Markets,” opens with a discus-
sion of the video game console market and the competition between Sony’s PlayStation 
and Microsoft’s Xbox. A new Solved Problem 14.2 explores competition between  
Wal-Mart and Amazon over same-day delivery.
Chapter 15, “Monopoly and Antitrust Policy,” opens with a discussion of a lobster 
restaurant in Maine and includes a new Making the Connection on trademark dis-
putes involving Hasbro’s Monopoly game.
Chapter 16, “Pricing Strategy,” opens with an updated coverage of pricing strategy at 
Walt Disney and includes a new Making the Connection on price discrimination and 
online shoppers.
Chapter 17, “The Markets for Labor and Other Factors of Production,” opens with a 
discussion of pitcher Zach Greinke of the Los Angeles Dodgers. The chapter includes 
a new Making the Connection that uses demand and supply to analyze the falling 
incomes of veterinarians.
Chapter 18, “Public Choice, Taxes, and the Distribution of Income,” opens with an 
updated coverage of the debate about tax policy and includes a new Making the Con-
nection about the “1 percenters.”

The Foundation:
Contextual Learning and Modern Organization

We believe a course is a success if students can apply what they have learned to both their 
personal lives and their careers, and if they have developed the analytical skills to under-
stand what they read in the media. That’s why we explain economic concepts by using many 
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real-world business examples and applications in the chapter openers, graphs, Making the 
Connection features, An Inside Look features, and end-of-chapter problems. This approach 
helps both business majors and liberal arts majors become educated consumers, voters, and 
citizens. In addition to our widget-free approach, we have a modern organization and place 
interesting policy topics early in the book to pique student interest.

We are convinced that students learn to apply economic principles best if they are taught 
in a familiar context. Whether they open an art studio, do social work, trade on Wall Street, 
work for the government, or tend bar, students benefit from understanding the economic 
forces behind their work. Though business students will have many opportunities to see eco-
nomic principles in action in various courses, liberal arts students may not. We therefore use 
many diverse real-world business and policy examples to illustrate economic concepts and 
develop educated consumers, voters, and citizens:

	 •	 A strong set of introductory chapters. The introductory chapters provide students 
with a solid foundation in the basics. We emphasize the key ideas of marginal analy-
sis and economic efficiency. In Chapter 4, “Economic Efficiency, Government Price 
Setting, and Taxes,” we use the concepts of consumer and producer surplus to mea-
sure the economic effects of price ceilings and price floors as they relate to the famil-
iar examples of rental properties and the minimum wage. (We revisit consumer and 
producer surplus in Chapter 9, “Comparative Advantage and the Gains from Inter-
national Trade,” where we discuss outsourcing and analyze government policies that 
affect trade; in Chapter 15, “Monopoly and Antitrust Policy,” where we examine the 
effect of market power on economic efficiency; and in Chapter 16, “Pricing Strategy,” 
where we examine the effect of firm pricing policy on economic efficiency.) In Chapter 8,  
“Firms, the Stock Market, and Corporate Governance,” we provide students with a ba-
sic understanding of how firms are organized, raise funds, and provide information 
to investors. We also illustrate how in a market system entrepreneurs meet consumer 
wants and efficiently organize production.

	 •	 Early coverage of policy issues. To expose students to policy issues early in the course, 
we discuss health care policy in Chapter 1, “Economics: Foundations and Models”; 
rent control and the minimum wage in Chapter 4, “Economic Efficiency, Government 
Price Setting, and Taxes”; air pollution, global warming, and public goods in Chapter 5,  
“Externalities, Environmental Policy, and Public Goods”; government policy toward  
illegal drugs in Chapter 6, “Elasticity: The Responsiveness of Demand and Supply”; and 
health care policy in Chapter 7, “The Economics of Health Care.”

	 •	 Complete coverage of monopolistic competition. We devote a full chapter, Chapter 13, 
“Monopolistic Competition: The Competitive Model in a More Realistic Setting,” to 
monopolistic competition prior to covering oligopoly and monopoly in Chapter 14, 
“Oligopoly: Firms in Less Competitive Markets,” and Chapter 15, “Monopoly and Anti-
trust Policy.” Although many instructors cover monopolistic competition very briefly or 
dispense with it entirely, we think it is an overlooked tool for reinforcing the basic mes-
sage of how markets work in a context that is much more familiar to students than are 
the agricultural examples that dominate other discussions of perfect competition. We 
use the monopolistic competition model to introduce the downward-sloping demand 
curve material usually introduced in a monopoly chapter. This approach helps students 
grasp the important point that nearly all firms—not just monopolies—face downward-
sloping demand curves. Covering monopolistic competition directly after perfect com-
petition also allows for the early discussion of topics such as brand management and 
sources of competitive success. Nevertheless, we wrote the chapter so that instructors 
who prefer to cover monopoly (Chapter 15, “Monopoly and Antitrust Policy”) directly 
after perfect competition (Chapter 12, “Firms in Perfectly Competitive Markets”) can 
do so without loss of continuity.

	 •	 Extensive, realistic game theory coverage. In Chapter 14, “Oligopoly: Firms in Less 
Competitive Markets,” we use game theory to analyze competition among oligopolists. 
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Game theory helps students understand how companies with market power make 
strategic decisions in many competitive situations. We use familiar companies such as  
Apple, Hewlett-Packard, Coca-Cola, PepsiCo, and Dell in our game theory applications.

	 •	 Unique coverage of pricing strategy. In Chapter 16, “Pricing Strategy,” we explore how 
firms use pricing strategies to increase profits. Students encounter pricing strategies 
everywhere—when they buy a movie ticket, book a flight for spring break, or research 
book prices online. We use these relevant, familiar examples to illustrate how com-
panies use strategies such as price discrimination, cost-plus pricing, and two-part 
tariffs.

Special Features:
A Real-World, Hands-on Approach to Learning 
Economics

Business Cases and An Inside Look News Articles
Each chapter-opening case provides a real-world context for learning, sparks students’ inter-
est in economics, and helps unify the chapter. The case describes an actual company facing a 
real situation. The company is integrated in the narrative, graphs, and pedagogical features of 
the chapter. Many of the chapter openers focus on the role of entrepreneurs in developing new 
products and bringing them to the market. For example, Chapter 2 discusses Elon Musk of Tesla 
Motors and Chapter 8 discusses Mark Zuckerberg of Facebook. Here are a few examples of com-
panies we explore in the chapter openers:

	 •	 Tesla Motors (Chapter 2, “Trade-offs, Comparative Advantage, and the Market System”)
	 •	 Apple (Chapter 3, “Where Prices Come From: The Interaction of Demand and Supply”)
	 •	 Facebook (Chapter 8, “Firms, the Stock Market, and Corporate Governance”)

69

Chapter

3
Where Prices Come 
From: The Interaction  
of Demand and Supply

Chapter Outline 
and Learning 
Objectives

3.1 The Demand Side of the Market, 
page 70

Discuss the variables that 
influence demand.

3.2 The Supply Side of the Market,  
page 78

Discuss the variables that 
influence supply.

3.3 Market Equilibrium: Putting Demand 
and Supply Together, page 82

Use a graph to illustrate market 
equilibrium.

3.4 The Effect of Demand and Supply 
Shifts on Equilibrium, page 85

Use demand and supply 
graphs to predict changes in 
prices and quantities.

Economics in Your Life

Will You Buy an Apple iPhone or a Samsung Galaxy?

Suppose you want to buy a smartphone and are choosing between an Apple iPhone and a Samsung 
Galaxy S. If you buy an iPhone, you will have access to more applications—or “apps”—that can 
increase the enjoyment and performance of your smartphone. In addition, the iPhone is thin, 
lightweight, and sleek looking. One strategy Samsung can use to overcome these advantages is 
to compete based on price and value. Would you choose to buy a Galaxy S if it had a lower price 
than a comparable iPhone? If your income increased, would it affect your decision about which 
 smartphone to buy? As you read this chapter, try to answer these questions. You can check your 
answers against those we provide on page 91 at the end of this chapter.

If you’re like most students, professors, and 
businesspeople, you carry your cellphone or 
smartphone everywhere you go. With a cell-
phone, you can make and receive phone calls 
and text messages. With a smartphone, you 
can do much more: send and receive e-mails, 
check Facebook and other social media sites,  
share photos, and stream videos. By 2013, 
more than two million smartphones were be-
ing sold per day worldwide.

Ten years ago, the BlackBerry, sold by 
the Canadian-based firm Research in Mo-
tion, was the only widely used smartphone. 
The BlackBerry was expensive, though, 
and most buyers were businesspeople who 
wanted to send and answer e-mails while 
away from the office. When Apple intro-
duced the iPhone in 2007, smartphones 
started to become popular with a wider mar-
ket of consumers, including students. With 
the release of the iPhone 3G in 2008, Apple 
announced that a section of its immensely 
popular iTunes music and video store would 
be devoted to applications (or “apps”) for the 
iPhone. Major software companies, as well 
as individuals writing their first software 
programs, have posted games, calendars, 
dictionaries, and many other types of apps 
to the iTunes store. Apple sold more than 
3 million iPhones within a month of launch-
ing the iPhone 3G.

Although initially Apple had a command-
ing share of the smartphone market, com-
petitors soon appeared. Companies such as 
Samsung, Nokia, HTC, LG, Huawei,  Microsoft, 
Sony, ZTE, and Panasonic  introduced  
smartphones. Most of these manufacturers fol-
lowed Apple in developing apps or providing 
users access to online app stores.

The intense competition among firms 
selling smartphones is a striking example of 
how the market responds to changes in con-
sumer tastes. As many consumers indicated 
that they would pay more for a smartphone 
than a regular cellphone, firms scrambled 
to meet the demand for smartphones. Al-
though intense competition is not always 
good news for firms trying to sell products, 
it is great news for consumers because it in-
creases the available choice of products and 
lowers the prices consumers pay for those 
products.

AN INSIDE LOOK on page 92 dis-
cusses how Google faced the problem of not 
having enough of its Nexus 4 smartphones 
to meet customer demand, while Apple wor-
ried about overproduction of its iPhone 5.

Sources: Brian X. Chen, “Smartphones Finally Surpass 
the Feature Phone,” New York Times, April 26, 2013; Eric 
 Pfanner, “Competition Designed to Spread Basic Technolo-
gies,” New York Times, April 18, 2013; and Brad Reed, “A 
Brief History of Smartphones,” pcworld.com, June 18, 2010.

Smartphones: The Indispensible Product?
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An Inside Look is a two-page feature that shows students how to apply the concepts 
from the chapter to the analysis of a news article. The feature appears at the end of 
Chapters 1–4. An Inside Look feature presents an excerpt from an article, analysis of  
the article, a graph(s), and critical thinking questions. Additional articles are located 
on MyEconLab, where they are continuously updated.

9392

c
 Apple expected sales of its iPhone 5 to 
decline in the first quarter of 2013 and 

chose to cut production of its smartphone 
in light of this expectation. A decrease in 
supply, such as Apple’s reduction in pro-
duction, is represented in Figure 2 by a shift 
from S1 to S3. All else equal, a decrease in 
supply would increase the equilibrium price 
from P1 to P2 and decrease the equilibrium 
quantity from Q1 to Q3.

Thinking Critically
1. Draw a demand and supply graph for 

the smartphone market. Show the 
change in the equilibrium price and 
quantity after Amazon enters the market 
by selling a smartphone.

2. Suppose that the federal government 
starts a new program that offers to re-
imburse low-income people for half the 
price of a new smartphone. Use a de-
mand and supply graph of the smart-
phone market to show the effect on 
equilibrium price and quantity as a result 
of Amazon entering the market and the 
government beginning this program.  
Can we be sure whether the equilibrium 
quantity of smartphones will increase?  
Can we be sure whether the equilib-
rium price of smartphones will increase?  
Briefly explain.

demand curve from D1 to D3, which illus-
trates the situation Apple faced for its 
iPhone 5. All else equal, a decrease in de-
mand would decrease equilibrium price from 
P1 to P3 and decrease equilibrium quantity 
from Q1 to Q3. Google faced an increase in 
demand for the Nexus 4, which is repre-
sented in Figure 1 by a shift to the right of the 
demand curve from D1 to D2. All else equal, 
an increase in demand would increase equi-
librium price from P1 to P2 and increase equi-
librium quantity from Q1 to Q2.

b
On the supply side, Google blamed the 
Nexus 4 manufacturer, LG, for not being 

able to supply enough product, and LG 
blamed Google for underestimating Nexus 4 
sales. Regardless of which company was 
ultimately at fault, Google needed to in-
crease the supply of its smartphones to 
meet the growing demand. By blaming 
Google for the supply problem, the execu-
tives at LG implied that their company had 
the capability of producing enough smart-
phones to cover the backlog of orders, so 
increasing the supply of Nexus 4 phones 
would apparently not be an issue on the 
manufacturing end. An increase in supply, 
which Google needed, is represented in Fig-
ure 2 by a shift from S1 to S2. All else equal, 
an increase in supply would decrease the 
equilibrium price from P1 to P3 and increase 
the equilibrium quantity from Q1 to Q2.

Key Points in the Article
The demand for Google’s Nexus 4 smart-
phone and the production problems 
prevented the company from supplying 
enough of the product to fill its orders. 
Google blamed the shortage on the phone’s 
manufacturer, LG, while LG executives 
claimed that Google severely underesti-
mated demand for the smartphone, espe-
cially in some European markets. Although 
Google was dealing with the problem of 
underproduction, Apple was worried about 
overproduction of its iPhone 5. In January 
2013, Apple cut orders from its iPhone 5 
manufacturers by as much as half due to 
falling demand. For both Google and Apple, 
the production issues resulted in declines in 
the companies’ stock prices.

Analyzing the News

a At the beginning of 2013, Apple and 
Google found themselves dealing with 

significant, but different, demand and supply 
issues. Apple reduced its orders of iPhone 5s 
from its manufacturers by as much as 
50 percent due to insufficient  demand, while 
Google sought ways to  increase production 
of its Nexus 4 due to high demand. Both 
companies misjudged the demand for their 
smartphones. Figure 1 below shows a de-
crease in demand as a shift to the left of the 

Apple cut component deliveries and 
its share price got beaten down. Can 
you imagine if Apple planned for 40 
million units, and were then forced 
to announce a ramp-up in produc-
tion to meet demand for 10 more mil-
lion iPhones? You can bet share prices 
would have soared.

Is it  any wonder Microsoft 
(NASDAQ: MSFT) hasn’t released 
sales data for its Surface tablet, or 
why it was initially rolled out on such 
a minimal basis, with temporary re-
tail outlets? If Microsoft CEO Steve 
Ballmer had shot for the moon rela-
tive to Surface sales, and didn’t meet 
those lofty expectations, he’d feel the 
wrath of shareholders all the way 
up in Redmond, Wa. Of course, if 
Ballmer undershot expectations, and 
then was having production difficulty 
filling orders, shareholders would 
again be on the warpath.

When it’s said and done, supply 
and demand forecasting isn’t an exact 
science. Sure, there’s information that 
can be gleaned from changes in orders 
and amounts, but let’s keep it in per-
spective. Do Google’s issues with LG 
threaten to derail the online leader? 
Of course not. Take the 4% drop in 
Google’s share price the past week for 
what it is: an opportunity.

Source: Tim Brugger, “Google’s Smartphone 
Production Problems,” Motley Fool, January 18, 
2013.

demand, a director in Google’s U.K. 
offices said, “Supplies with the manu-
facturer [LG] are erratic,” not ex-
actly a glowing recommendation for 
LG. One estimate put the number of 
Google Nexus 4 sales since its release 
a couple of months ago at 370,000; not 
bad, but paltry compared to Apple and 
 Samsung numbers. So, when in doubt, 
apparently you blame the supplier.

However, LG isn’t taking Google’s 
insinuations about production prob-
lems lying down. In a recent interview, 
an LG executive pulled no punches 
when asked what the problems were 
in keeping Nexus 4 phones in stock. 
According to the LG exec, Google 
underestimated demand, particularly 
in the U.K. and Germany, by as much 
as 10 times the number of Nexus 4’s 
needed to fill orders.
The price for being wrong

The impact of its Nexus 4 supply 
issues on Google’s bottom line will be 
negligible when it announces earn-
ings Jan. 22. The Nexus is, after all, 
relatively new to market and Google 
certainly has other sources of revenue. 
But Google’s inability to meet demand 
will hurt its share price in the near 
term, but will be little more than a 
hiccup in the overall scheme of things.

The flip side of Google’s produc-
tion issue is Apple. According to esti-
mates, Apple sold around 50 million 
smartphones in the recently com-
pleted Q4 of 2012. But because of de-
clining sales expectations this quarter, 

c

Google’s Smartphone 
Production Problems
Predicting mobile computing sales is 
a tough one, especially when rolling 
out a relatively new product. Unless 
the production numbers match sales 
expectations perfectly, investors are 
going to be disappointed. Just ask 
Apple (NASDAQ: AAPL).

On Monday [January 14, 2013], 
Apple cut orders from its iPhone 5 
manufacturers by as much as half due 
to lack of demand. Forget that pro-
duction changes often occur after the 
busy holiday shopping season, or that 
Apple could have previously placed 
massive orders to adjust supply chain 
problems with its new iPhone, or any 
other fair reason. Investors weren’t in-
terested. Apple stock proceeded to 
drop over 3%, and remains below 
$500 a share.

Google (NASDAQ: GOOG) and 
its Nexus 4 smartphone partner LG 
have found themselves in a similar 
situation as Apple, though on the op-
posite end of the spectrum. The prob-
lem for Google is too much demand 
internationally for its low-cost smart-
phone. It took all of 20 minutes for 
Google’s Play store to sell out of what 
was then its new Nexus 4 for the in-
ternational market, and the backlog of 
orders isn’t improving.
He said, she said

In response to concerns about 
production keeping up with Nexus 4 

a

b

Motley Fool

Google and Apple Face Supply and Demand 
Concerns in the Smartphone MarketAn InsIde Look

 Figure 1 
An increase in demand for smartphones shifts the demand curve to the right. All else equal, 
equilibrium price and equilibrium quantity both increase. A decrease in demand would have 
the opposite effect.
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 Figure 2 
An increase in supply of smartphones shifts the supply curve to the right. All else equal, 
equilibrium price decreases and equilibrium quantity increases. A decrease in supply 
would have the opposite effect.
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Economics in Your Life
After the chapter-opening real-world business case, we include a personal dimension to the 
chapter opener with a feature titled Economics in Your Life, which asks students to consider 
how economics affects their lives. The feature piques the interest of students and emphasizes 
the connection between the material they are learning and their experiences.
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Economics in Your Life

Will You Buy an Apple iPhone or a Samsung Galaxy?

Suppose you want to buy a smartphone and are choosing between an Apple iPhone and a Samsung 
Galaxy S. If you buy an iPhone, you will have access to more applications—or “apps”—that can 
increase the enjoyment and performance of your smartphone. In addition, the iPhone is thin, 
lightweight, and sleek looking. One strategy Samsung can use to overcome these advantages is 
to compete based on price and value. Would you choose to buy a Galaxy S if it had a lower price 
than a comparable iPhone? If your income increased, would it affect your decision about which 
 smartphone to buy? As you read this chapter, try to answer these questions. You can check your 
answers against those we provide on page 91 at the end of this chapter.

If you’re like most students, professors, and 
businesspeople, you carry your cellphone or 
smartphone everywhere you go. With a cell-
phone, you can make and receive phone calls 
and text messages. With a smartphone, you 
can do much more: send and receive e-mails, 
check Facebook and other social media sites,  
share photos, and stream videos. By 2013, 
more than two million smartphones were be-
ing sold per day worldwide.

Ten years ago, the BlackBerry, sold by 
the Canadian-based firm Research in Mo-
tion, was the only widely used smartphone. 
The BlackBerry was expensive, though, 
and most buyers were businesspeople who 
wanted to send and answer e-mails while 
away from the office. When Apple intro-
duced the iPhone in 2007, smartphones 
started to become popular with a wider mar-
ket of consumers, including students. With 
the release of the iPhone 3G in 2008, Apple 
announced that a section of its immensely 
popular iTunes music and video store would 
be devoted to applications (or “apps”) for the 
iPhone. Major software companies, as well 
as individuals writing their first software 
programs, have posted games, calendars, 
dictionaries, and many other types of apps 
to the iTunes store. Apple sold more than 
3 million iPhones within a month of launch-
ing the iPhone 3G.

Although initially Apple had a command-
ing share of the smartphone market, com-
petitors soon appeared. Companies such as 
Samsung, Nokia, HTC, LG, Huawei,  Microsoft, 
Sony, ZTE, and Panasonic  introduced  
smartphones. Most of these manufacturers fol-
lowed Apple in developing apps or providing 
users access to online app stores.

The intense competition among firms 
selling smartphones is a striking example of 
how the market responds to changes in con-
sumer tastes. As many consumers indicated 
that they would pay more for a smartphone 
than a regular cellphone, firms scrambled 
to meet the demand for smartphones. Al-
though intense competition is not always 
good news for firms trying to sell products, 
it is great news for consumers because it in-
creases the available choice of products and 
lowers the prices consumers pay for those 
products.

AN INSIDE LOOK on page 92 dis-
cusses how Google faced the problem of not 
having enough of its Nexus 4 smartphones 
to meet customer demand, while Apple wor-
ried about overproduction of its iPhone 5.

Sources: Brian X. Chen, “Smartphones Finally Surpass 
the Feature Phone,” New York Times, April 26, 2013; Eric 
 Pfanner, “Competition Designed to Spread Basic Technolo-
gies,” New York Times, April 18, 2013; and Brad Reed, “A 
Brief History of Smartphones,” pcworld.com, June 18, 2010.

Smartphones: The Indispensible Product?
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At the end of the chapter, we use the chapter concepts to answer the questions asked at 
the beginning of the chapter.
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The following are examples of the topics we cover in the Economics in Your Life feature:

	 •	 Will you buy an Apple iPhone or a Samsung Galaxy? (Chapter 3, “Where Prices Come 
From: The Interaction of Demand and Supply”)

	 •	 Is your take-home pay affected by what your employer spends on your health insur-
ance? (Chapter 7, “The Economics of Health Care”)

	 •	 Why can’t you find a cheap PlayStation 4? (chapter 14, “Oligopoly: Firms in Less 
Competitive Markets”)

Solved Problems
Many students have great difficulty handling applied economics problems. We help students 
overcome this hurdle by including in each chapter two or three worked-out problems tied 
to select chapter-opening learning objectives. Our goals are to keep students focused on the 
main ideas of each chapter and give them a model of how to solve an economic problem by 
breaking it down step by step. Additional exercises in the end-of-chapter Problems and Ap-
plications section are tied to every Solved Problem. Additional Solved Problems appear in the 
Instructor’s Manual and the print Study Guide. In addition, the Test Item File includes prob-
lems tied to the Solved Problems in the main book.
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supply causes the price of a good to fall, while everything else that affects the willingness 
of consumers to buy the good is constant. The result will be an increase in the quantity 
demanded but not an increase in demand. For demand to increase, the whole curve 
must shift. The point is the same for supply: If the price of the good falls but everything 
else that affects the willingness of sellers to supply the good is constant, the quantity 
supplied decreases, but the supply does not. For supply to decrease, the whole curve 
must shift. MyEconLab Concept Check

Conclusion
The interaction of demand and supply determines market equilibrium. The model of 
demand and supply is a powerful tool for predicting how changes in the actions of con-
sumers and firms will cause changes in equilibrium prices and quantities. As we have 
seen in this chapter, we can use the model to analyze markets that do not meet all the 
requirements for being perfectly competitive. As long as there is intense competition 
among sellers, the model of demand and supply can often successfully predict changes 
in prices and quantities. We will use this model in the next chapter to analyze economic 
efficiency and the results of government-imposed price floors and price ceilings.

Before moving on to Chapter 4, read An Inside Look on the next page for a discussion 
of how Google dealt with the problem of not having enough of its Nexus 4 smartphones 
to meet customer demand, and how Apple dealt with overproduction of its iPhone 5.

Will You Buy an Apple iPhone or a Samsung Galaxy?

At the beginning of this chapter, we asked you to consider two questions: Would you choose to 
buy a Samsung Galaxy S if it had a lower price than a comparable Apple iPhone? and Would your 
decision be affected if your income increased? To determine the answer to the first question, you 
have to recognize that the iPhone and the Galaxy S are substitutes. If you consider the two smart-
phones to be close substitutes, then you are likely to buy the one with the lower price. In the mar-
ket, if consumers generally believe that the iPhone and the Galaxy S are close substitutes, a fall in 
the price of the iPhone will increase the quantity of iPhones demanded and decrease the demand 
for Galaxy Ss. Suppose that you are currently leaning toward buying the Galaxy S because its price 
is lower than the price of the iPhone. If an increase in your income would cause you to change 
your decision and buy the iPhone, then the Galaxy S is an inferior good for you.

Continued from page 69

Economics in Your Life
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Solved Problem 3.4
What Has Caused the Decline in Beef Consumption?

Step 3: Answer part (b) using demand and supply analysis. The graph we drew in 
Step 2 showed the equilibrium price of beef increasing. But given the infor-
mation provided, the following graph would also be correct:
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   Unlike the graph in Step 2, which showed the equilibrium price increas-
ing, this graph shows the equilibrium price decreasing. The uncertainty about 
whether the equilibrium price will increase or decrease is consistent with 
what we saw in Table 3.3 when the demand curve and the supply curve both 
shift to the left. Therefore, we can answer part (b) by stating that we cannot be 
certain whether the equilibrium price of beef will increase or decrease.

Extra Credit: During 2012 and 2013, the equilibrium quantity of beef decreased while 
the equilibrium price of beef increased. We can conclude that both the decrease in de-
mand for beef and the decrease in the supply of beef contributed to the decline in beef 
consumption. That the price of beef rose indicates that the decrease in supply had a 
larger effect on equilibrium in the beef market than did the decrease in demand.
Sources: Theopolis Waters, “US Beef Prices Set New High as Spring Barbecue Season Heats Up,” www.reuters.com, May 3, 
2013; and Mark Bittman, “We’re Eating Less Meat. Why?” New York Times, January 10, 2012.

Your Turn: For more practice, do related problems 4.6, 4.7, and 4.8 on page 98 at the end of this 
chapter.

MyEconLab Study Plan

Whether you like to eat hamburger or roast beef, the source 
of the meat is a farmer who raises cattle. An article in the 
New York Times discussed how the cost to farmers of rais-
ing cattle for beef had been increasing. At the same time, 
consumer tastes had been changing, leading to a decline in 
the demand for beef. Use demand and supply graphs to il-
lustrate your answers to the following questions:

a. Can we use this information to be certain whether 
the equilibrium quantity of beef will increase or 
decrease?

b. Can we use this information to be certain whether 
the equilibrium price of beef will increase or 
decrease?

Solving the problem
Step 1: Review the chapter material. This problem is about how shifts in demand and 

supply curves affect the equilibrium price, so you may want to review the sec-
tion “The Effect of Shifts in Demand and Supply over Time,” which begins on 
page 87.

Step 2:  Answer part (a) using demand and supply analysis. You are given the infor-
mation that consumer tastes have changed, leading to a decline in demand for 
beef. So, the demand curve for beef has shifted to the left. You are also given the 
information that the cost of raising beef has increased. So, the supply curve for 
beef has also shifted to the left. The following graph shows both these shifts:
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   As Table 3.3 summarizes, if the demand curve and the supply curve both 
shift to the left, the equilibrium quantity must decrease. Therefore, we can 
answer part (a) by stating that we are certain that the equilibrium quantity of 
beef will decrease.

MyEconLab Interactive Animation
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