
Contents

List of Case Studies page xi
Preface xiii
Acknowledgments xvi
Publisher’s Acknowledgements xvii

Introduction: Why and How We Use Microeconomics 1

Part I Price Theory: Merits and Limitations of the Market Mechanism 7

1 Theory of Consumer Behavior 9

1.1 Rational Behavior: Preferences and the Utility Function 9
1.2 Consumer Preferences and Indifference Curves 14
1.3 Optimal Consumption: Analysis with a Diagram 20
1.4 Important Digression: The Relationship between Mathematical Models

and Reality and Thinking like an Economist 22
1.5 Introduction to Marginal Analysis 29

(a) Marginal Utility 30
(b) How Utility Responds to Small Changes in Consumption 32
(c) The Relationship between the Marginal Rate of Substitution and

Marginal Utility 35
(d) Condition for Optimal Consumption 37

1.6 Properties of Optimal Consumption 40
Appendix: Is It Safe to Assume that Indifference Curves Are Bowed Toward 
the Origin? 43

1.7 A Tool for Measuring the Degrees of Substitution and Complementarity:
The Compensated Demand Function 45

1.8 The Expenditure Function 51
1.9 Income Effects and Substitution Effects 53

(a) Duality of Consumption 54
(b) The “Effective Decrease” in Income due to a Price Increase 55
(c) Price Change and Demand Change (the Slutsky Decomposition) 56

1.10 Price Elasticity 62
Problem Session 1 : Deriving Demand from Utility Maximization 67

vii



viii Contents

2 Theory of Firm Behavior 70

2.1 What Is a “Firm” in Economics? 70
2.2 Firm Behavior in the One-Input (Labor) Case 71

(a) Production Function 72
(b) Profit Maximization 76
(c) The Cost Function and the Supply Curve 81
(d) A Real-Life Example of a Cost Curve 91

2.3 Firm Behavior for the Two-Input (Labor and Capital) Case 94
(a) Returns to Scale 95
(b) Substitution between Inputs and the Marginal Rate of

Technical Substitution 96
(c) Profit Maximization 99
(d) The Long-Run Cost Function and the Supply Curve 110

2.4 Firm Behavior in the General Case (Many Inputs and Many Outputs) 115
2.5 Profit and Income Distribution: Why Is There Income Inequality? 119

Problem Session 2: The Production Function and the Workers' Share of
Income 123

3 Market Equilibrium 127

3.1 Partial Equilibrium Analysis 127
(a) Market Demand and Market Supply 127
(b) Long-Run Equilibrium at the Industry Level 131
(c) Consumer Surplus 135
(d) Putting Partial Equilibrium Analysis to Practical Use 140

3.2 What You Need to Know about the Trans-Pacific Partnership:
TPP and Liberalization of Rice Imports 143

3.3 General Equilibrium Analysis 158
(a) Viewing the Economy as a Whole: General Equilibrium Models 158
(b) Labor Supply 161
(c) General Equilibrium Models (continued) 164
(d) Properties of the Excess Demand Function 165
(e) Existence of an Equilibrium 169
(f) Analyzing an Exchange Economy: The Edgeworth Box 173
(g) Demonstrating the Efficiency of Market Mechanisms: The First

Fundamental Theorem of Welfare Economics 181
(h) Background to “Globalization”: Market Equilibrium and the Core 185
(i) The Second Fundamental Theorem of Welfare Economics and

Conditions for Efficiency
(i) The Second Fundamental Theorem of Welfare Economics and

■ • 195Economic Policy
(k) The Big Picture: Decentralized Decision-Making, Information,

and Incentives



Contents ix

4 Market Failures 203

4.1 Externalities 203
(a) Market Equilibrium with Externalities 204
(b) Pigovian Taxes 206
(c) Pigovian Subsidies 206
(d) Taxes or Subsidies? 208
(e) Some Important Remarks 211
(f) Negotiating Externalities Away: The Coase Theorem 212

4.2 Public Goods 216
(a) Optimal Supply of a Public Good: Partial Equilibrium Analysis 217
(b) Lindahl Equilibrium 218
(c) Optimal Supply of a Public Good: General Equilibrium Analysis 222

5 Monopolies 227

5.1 Behavior of a Monopolistic Firm 227
5.2 What Is Wrong with Monopolies? 230
5.3 Natural Monopolies and Price Regulation 233

Part II Game Theory and Economics of Information: New Frontiers in
Economic Theory 239

Introduction: Why Do We Need Game Theory? 239

6 Simultaneous-Move Games and Nash Equilibrium 243

.6.1 What Is a “Game”? 243
6.2 Nash Equilibrium 244

(a) Equilibrium in Four Games and Real-Life Situations 245
6.3 The Reason Why a Nash Equilibrium Arises 259
6.4 The Relationship Between an Individual’s Self-Interest and Socially

Desirable Outcomes 263
6.5 Application to Oligopoly (I): Quantity Competition and Price Competition 265

(a) Quantity Competition (Cournot Model) 265
(b) Price Competition (Bertrand Model) 268

6.6 Uncertainty and Expected Utility 271
6.7 Mixed-Strategy Equilibria and the Existence of Nash Equilibria 278

7 Dynamic Games and Credible Strategies 284

7.1 Bank Bailout 284
7.2 Subgame-Perfect Equilibrium 289

(a) Extensive Form and Strategies in Dynamic Games 289
(b) What Is a Subgame-Perfect Equilibrium? 293



X Contents

7.3 Application to Oligopoly (II): The Stackelberg Model 297
7.4 Commitment 302
7.5 Long-Term Relationships and Cooperation 309

8 Insurance and Moral Hazard 316

8.1 Efficient Risk-Sharing and the Role of Insurance 316
8.2 Moral Hazard: The Challenge We Face and What We Can Do 319

9 Adverse Selection and Signaling 331

9.1 What Is Adverse Selection? 331
9.2 Signaling 333
9.3 Signaling Equilibrium in the Labor Market 340

10 Last but Not Least: Let's Talk about Social Justice and Philosophy 355

10.1 The Root of Our Disagreements about Social Justice: The Moral
Standards of Community and the Moral Standards of Markets 355
(a) What Are the Moral Standards of Community? 357
(b) What Are the Moral Standards of Markets? 358
(c) The Failure of Socialism and the Limits of the Moral Standards

of Community 361
(d) The Roles of the Two Moral Standards 364

10.2 Who Benefits from Markets? The Compensation Principle and Social Justice 366

Appendixes 376
A Essential Mathematical Concepts: All You Need to Know to Read This Book 376
B Constrained Maximization Problems and the Method of Lagrange Multipliers 384
C Compensating Variation and Equivalent Variation 394
D A Step-by-Step Guide to Proving the Second Welfare Theorem 402
Index 428


