examples and applications

1 Adventures in Microeconomics
Application:
Better eBaying through Microeconomics 6

Theory and Data:

The Benefits of Studying Economics 9
Freakonomics:

Thomas Thwaites’s Toaster 4

Make the Grade:
Holding the Rest of the World Constant 5

2 Supply and Demand
Application:
Supply Shifts and the Video Game Crash of 1983 35

The Supply Curve of Housing and Housing Prices:
A Tale of Two Cities 39
Demand Elasticities and the Availability of
Substitutes 45

Theory and Data:
Changes in Taste and the Demand for Cigarettes 20

Freakonomics:
The Price of Fame: President Obama and the
Paparazzi 31

Figure It Out:
2.1 Equilibrium in Monthly Cell Phone Plans 28

2.2 Demand and Supply in a Paperback Book
Market 30

2.3 Demand and Supply in the Lemonade Market 33

2.4 Demand and Supply in the Market for
Asparagus 36

2.5 Calculating the Price Elasticity for Gym
Membership 49

2.6 Price Elasticity and the Demand for Cerea! and
Milk 54

Make the Grade:
Does Quantity Supplied Equal Quantity Demanded in
Equilibrium? 26

Did the Curve Shift, or Was It Just a Movement along
the Curve? 37

3 Using Supply and Demand to Analyze
Markets

Application:
The Value of Innovation 66
What Is LASIK Eye Surgery Worth to Patients? 68

How Much Did 9/11 Hurt the Airline Industry? 70
The Cost of the Black-Liquor Loophole 102

Theory and Data:
Does Public Health Insurance Crowd Out Private
Insurance? 88

Freakonomics:
Can Economic Incentives Get You Pregnant? 105

Figure It Out:
3.1 Surplus in the Newspaper Market 65

3.2 Changes in Surplus in the Tire Market 73
3.3 Tax Incidence in the Soda Market 99
3.4 Analyzing Subsidies in an Ethano! Market 103

Make the Grade:
Did | Measure Deadweight Loss Correctly? 97

4 Consumer Behavior
Application:
Indifference Curves for “Bads” 132

Theory and Data:
Indifference Curves of Phone Service Buyers 126

Indifference Curves of Phone Service Buyers
Revisited 145

Freakonomics:
Do Minnesotans Bleed Purple? 122

Figure it Out:
4.1 The Marginal Rate of Substitution for Music
Downloads and Concert Tickets 125

4.2 The Marginal Rate of Substitution for Baseball
and Reality Shows 131

4.3 A Budget Constraint for Candy Bars and Video
Games 137

4.4 Maximizing the Utility of Burgers and Fries 143
4.5 Pizza Promotion and Consumption 148

Make the Grade:
Draw Some Indifference Curves to Really Understand
the Concept 119

5 Individual and Market Demand

Application:
Engel Curves and House Sizes 171

Backward-Bending Labor Supply and Income Effects
in Leisure 187

In Search of Giffen Goods 194



Movies in a Theater and at Home—Substitutes or
Complements? 198

Theory and Data:

Golfers’ Backward-Bending Labor Supply Curves 189
Freakonomics:

Even Animals Like Sales 177

Figure It Out:
5.1 Distinguishing Normal from Luxury Goods:
Pancakes and Golf 173

5.2 Substitution Effects and the Demand for Theater
Tickets 178

5.3 Consumption of Cakes and Pies 186
5.4 Market Demand in @ Small Gasoline Market 202

Make the Grade:
Computing Substitution and Income Effects from a
Price Change 183

Simple Rules to Remember about Income and
Substitution Effects 195

Adding Demand Curves Horizontally, Not
Vertically 202

6 Producer Behavior
Application:
Do Firms Really Always Minimize Costs? 218
How Short Is the Short Run? 224
Technological Change in U.S. Manufacturing 242
Theory and Data:

Hospitals’ Input Choices and Medicare
Reimbursement Rules 237

Freakonomics:
Why Do Indian Fishermen Love Their Cell Phones So
Much? 244
Figure it Out:
6.1 Calculating the Marginal and Average Product of
Labor 223
6.2 Drawing a Firm’s Isocost Lines 232
6.3 Determining Whether a Firm Is Minimizing Its
Costs 235
6.4 Determining Returns to Scale 240

Make the Grade:

How to Determine a Production Function’s Returns to
Scale 240

7 Costs

Application:
Making Big Money by Not Operating Your Business—
a Lesson about Opportunity Cost 263
Why Do Film Studios Make Movies That They Know
Will Lose Money? 268

Economies of Scale and Makin’ Bacon 288

Theory and Data:
Gym Memberships 268

Freakonomics:
Paying for Papers: The Economics of Cheating 264

Figure it Out:
71 Calculating Accounting Cost, Economic Cost, and
Economic Profit 264

7.2 Calculating Marginal Cost 277

7.3 Finding a Firm’s Fixed, Variable, and Average
Costs 280

7.4 Solving for a Firm's Cost-Minimizing Combination
of Labor and Capital 285

7.5 Determining Economies and Diseconomies of
Scale 288

8 Supply in a Competitive Market
Application:
Do Firms Always Maximize Profits? 310
The Supply Curve of a Power Plant 316
The Short-Run Supply of Crude Oil 319

Short-Run Industry Supply and Producer Surplus in
Electricity Generation 323

The Increased Demand for Corn 333

Theory and Data:
Entry and Exit at Work in Markets—Residential Real
Estate 329

Freakonomics:
The Not-So-Simple Economics of Blackmail 330

Figure It Out:
8.1 Solving for the Profit-Maximizing Output Level 312

8.2 Determining the Shut-Down Price for a
Competitive Firm 313

8.3 Deriving the Industry Supply and Calculating
Producer Surplus 322

8.4 The Long-Run Impact of a Decrease in
Demand 334

Make the Grade:
A Tale of Three Curves 314

9 Market Power and Monopoly

Application:
Natural Monopoly in Satellite Radio 349

Controlling a Key Input—The Troubled History of
Fordlandia, Brazil 351

Market Power versus Market Share 366
Southwest Airlines 373
Internet File-Sharing and the Music Industry 379

Theory and Data:
Determining a New Drug’s Potential Market 381



Freakonomics:
Why Drug Dealers Want Peace, Not War 353

Figure It Out:
9.1 Calculating Marginal Revenue for a Firm with
Market Power 359

9.2 Determining the Profit-Maximizing Qutput
Quantity and Price 363

9.3 Determining the Effects of a Decrease in the
Demand on the Firm’s Profit-Maximizing Output
and Price 370

9.4 Calculating the Deadweight Loss of Market
Power 375

10 Market Power and Pricing Strategies

Application:
How Priceline Learned That You Can't Price-
Discriminate without Market Power 402

Theory and Data:
Segmenting by Location in the European Market for
Cars 413

Freakonomics:
Victoria’s Not-So-Secret Price Discrimination 411

When to Use It:
Perfect/First-Degree Price Discrimination 398

Segmenting/Third-Degree Price Discrimination 403
Block Pricing and Two-Part Tariffs 427

Figure It Out:
10.1 Calculating Producer and Consumer Surplus in
Perfect Price Discrimination 400

10.2 Solving for the Profit-Maximizing Price in
Segmenting 410

10.3 Evaluating the Incentive Compatibility of a
Quantity Discount 418

10.4 Determining the Profit-Maximizing Bundle
Price 425

10.5 Calculating the Optimal Two-Part Tariff 430

Make the Grade:
Is it Really Price Discrimination? 410

11 Imperfect Competition

Application:
An Example of Nash Equilibrium: Marketing
Movies 441

OPEC and the Control of Oil 445
The Indianapolis Concrete Cartel 448

Theory and Data:
Computer Parts | 452

Computer Parts lI—Differentiation Out of
Desperation 470

Freakonomics:
How the Government Lost the Fight against Big
Tobacco 449

Model Assumptions:
Collusion and Cartels 442

Bertrand Competition with identical Goods 450
Cournot Competition with Identical Goods 453
Stackelberg Competition with Identical Goods 461
Bertrand Competition with Differentiated Goods 465
Monopolistic Competition 471

Figure it Out:
1.1 Evaluating a Collusive Agreement 447

11.2 Determining the Cournot Equilibrium for Two
Firms 458

1.3 Determining the Optimal Pricing Strategy for a
Stackelberg First-Mover 464

1.4 Calculating the Impact of an Increase in
the Demand for One Firm’'s Product in a
Differentiated Bertrand Equilibrium 469

1.5 Calculating the Profit-Maximizing Price
and Output Quantity for a Monopolistically
Competitive Firm 475

12 Game Theory
Application:
Random Mixed Strategies in Soccer 494

Fun in the Sun: Wine Making for Irrational
Billionaires 496

Dr. Strangelove and the Perils of Secrecy 513

Theory and Data:
Incumbent Airlines’ Responses to Threatened Entry
by Southwest 515

Freakonomics:
How Game Theory Just Might Save Your Life 518

Figure It Out:
12.1 Solving for the Nash Equilibrium 490

12.2 Solving for Equilibria in Repeated Games 501
12.3 Nash Equilibria in a Sequential Game 507

12.4 Examining Strategic Moves in the Pharmaceutical
Industry 512

Make the Grade:
The Check Method 489

Backward Induction and Trimming Trees 505



13 Investment, Time, and Insurance
Application:
The Present Discounted Value of Bonds 534
Replacing Planes 539

Theory and Data:
The Insurance Value of Medicare 553

Freakonomics:
Apocalypse Now: How Much Will We Pay to Prevent
Disaster? 555

Figure It Out:
13.1 Calculating Present Discounted Value 536

13.2 Using Net Present Value Analysis 541

13.3 Determining the Market Interest Rate and Supply
of Capital 544

13.4 Calculating the Expected Returns of an
Investment 548

13.5 Examining the Relationship between Risk
Aversion and Expected Utility 556

14 General Equilibrium

Application:
General Equilibrium Interaction of Cities’ Housing and
Labor Markets 576

Qutput Efficiency among Manufacturing Firms in
India 597

Theory and Data:
The General Equilibrium of Carmageddon 575

Freakonomics:
Where Have All the Good Teachers Gone? 574

Figure It Out:
141 Solving for the General Equilibrium Price and
Quantity 571

14.2 Calculating Social Welfare 579

14.3 Using Edgeworth Boxes to Find Pareto
Improvements 587

14.4 Examining Production Efficiency in a
Two-Good Economy 592

14.5 Examining Output Efficiency in a
Two-Good Economy 595

15 Asymmetric Information

Application:
Reputations in Collectibles Sales 612

Adverse Selection and Compulsory Insurance 616
Usage-Based Auto Insurance 623
Advertising as a Signal of Quality 635

Theory and Data:
The Principal-Agent Problem in Residential Real
Estate Transactions 628

Freakonomics:
Yo-ho-ho . .. and Fair Treatment for AH? 627

Figure It Out:
15.1 Describing the Effects of Asymmetric Information
in the Market for Used Laptops 612
15.2 Examining Moral Hazard in a Market with and
without Insurance 620

15.3 Solving for the Nash Equilibrium in a Principal-
Agent Situation 629

15.4 Using Signals in the Used Car Market 635

16 Externalities and Public Goods

Application:
Reducing Spam 655

Would Higher Driving Taxes Make Us Happier
Drivers? 657

The Tragedy of the Commons Meets the Coase
Theorem in the Texas Qil Fields 670

Theory and Data:
The Positive Externality of LoJack 650

Freakonomics:
Is Fire Protection a Public Good? 677

Figure It Out:
16.1 Calculating the Socially Optimal Output and Price
in a Market with Externalities 647

16.2 Using a Pigouvian Tax to Achieve the Socially
Optimal Productive Output 656

16.3 Reducing Pollution through Government
Regulation 664

16.4 Analyzing the Socially Optimal Outcome in an
Industry with Pollution 669

16.5 Finding the Socially Optimal Quantity of a Public
Good 674

17 Behavioral and Experimental Economics
Application:
Sunk Cost Bias and the Breakdown of the Housing
Market 692
Freakonomics:

Going to the Ends of the World (Literally) to Test
Economic Theory 698



