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CHAPTER

MODERN
MICROECONDMICS:
A RICH AND
M@VABLE FEAST
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IHTRODUCTION
e mmcroeconomicsyin the traditions of )\AdFShd“ gimi }Walms have enjoyced

emjoy greatl prestige in u[n(\cle_rn conomlc 1he & Th 5€ lmdllmms ernl-

4] [,u

FMMTELEC A7 e TIGE
pk C cadies. economasts have ventured bcy(md tire standard
neodlassical theory of veanpeliizon i h new’” reairms as_ the e o
man ke disequilibriom. the LIL\-'L]()pH\L nt of] _mogern rﬁ[if'l'u—Llu}l_.u_.‘_ and
the reevaluation ol the throries of regulalion and II]dU\EIldl'”k.)l_k..’«.\‘llu DO e L,

W “]l neaw :n«,;yl'.\,.

Belacioccononmice theary in partculay has, lmmmed ove
Cand .l]]l)htxlliﬂﬂb' Although'contemporary mic rocum()lulk
ctatic Marshallian principles, it has ;}ddcd i Much of this
modern development can be ascribed 16 what n?i"éhi'”he lelmcd a “Chicago™
wrhoul of thought. led over the past three decades mainly By = St
George Stigler (b 1911) and Gary Becker (. 1930) t\lillhhll” 5 rr.m’hl br re-

Al Lial )
called. made many mmportant

0N _respec

e-;"m pr mlucts. cuall\' “con-

Specilically, he abstracted Fram guakid
imn L,onmm ning and pluduu[‘g

cumces mformation. the cosis of time [Orgone

rands and the locations of sellers and Biyers. "The new twists of contempo-
is of lu"'

tar v mcrocconomic theory consist ol (1) providing a formal .-1::1.'."\
market outcomes change when we relax these and other
NMarshalhan assumptions about consumers and firms and (2) ;Lpplwm. the:
new tools to interesting and novel guestions thal were previously U

heyrand the purview of the economist (e.g.. crime. LlTlI_I_._LlSE,lIA_[:nil'y“

S these new developments

'\'L‘OPI‘ITLI"H.\ serve us :_,\.m*miu\ af how p-

[lllrily rooted in7
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2
%I cdnlig_ually shape presept and future ideas. Nove]’ Log_l_af,_z;}_e’:—ﬁérgmg 1o ad-
H dress modem. problems bLél 5uch lools_;?rq_r usual!y refinemeént fearl'i?:?'prm_
- i”‘“;c:lple‘s dlecovered in_the qlassacal,,and neoclassical ‘periods. “For’ example, the
| = new lheory of household produc.t:on pioncered by (Jary Becker rests on the
= pnnc:ples of unhly maximization estabhshed by Jevons, Menger and Walras,
Further extensions ‘of earlier theories of costs and benef:ls have resulted in an
economlc___heory of marmage, child™t xearmg, “and crime. Like other scientisls,
economists bunld the present and the future on lhe contributions of the past.
SRR e Y e e R
' e Lt A
e ; CONSUMPTION TECHNOLOGY: MODERN VIEWS . s
: d Traditional neoclassical microeconomics imposes a distincl cleavage between
{ producers and consumers, whereas contemporary ""i:.‘i:“:f‘.' OIMICS treals the
7: :?ea- ‘age amzluﬁ ation of the process by which goods are purchased
and consumed o S
: L e = :;“\ff’-mrw P h e
: i LS
= The Housshold as 3 Faciory - e

i s R o ) L -

i, feed,
¢ I heory of mc_Ajf‘ IQAA_QL—T‘:"/" p. 496). T“efmci‘»ldua! neo-
(! classical consumer becomes part of both h household production and consump-.
“ldwea. tion in this Broader approach. Most importantly, contemporary analysis rec-
“owen s pgnizes thatthe production and‘consumpuon of goods (children are sometimes
=l 1[ regarded as consumer gdods in Becker's model) rake~time. Time is an oppor-

y tum!_y cosl that ml{gt__g_g__ alculated along with the market pr:cps of any aood or
it Aactivity inmaking economic decisions. Earlier economisls (e g . Senior,

" Bohm BaWerk“‘“MarshaHJ also undérstood—the mature : i

N v hilXaiq

e

Sy g | sQurce and a conchamﬂ ut their CLJ_.__&T’;S were somelimm never
' fulh integraled o mainsiream econNOMic thcory.

B 23-1 gives a schematic view of the combination of markel coods and

) mecessary (o produce ultimate goods or services {“commodlnes " Jo A

T TNt as il [Ekes inpuTs—of-homan FESOUTEES; "¢apital, and (imi€ i6 bring children 1o

adulthood, the production and consumption of any ultimate good or service
PR v eUTay be viewed as combining inpuls to consume an oulput._lf we identify an,
D ; see that the production of such a good requires the combination of ‘niimerous |
L “'market L goods™” (those purchased directly by consumers in the marketplace)

A cmd tlme mpum,Alh]euc equipment, health foods of all sorts, medical ser-
YT Vices, and lime spent in doing éxercises and in consuming goods are all inputs
% #2n & process that yields thé ultimate go@—Fhe individual or the houséhold
2 transforms these inputs into outputs through 2 production function.

20 s s ed Ultimale consumption is therefore a function of both market goods and time
mpuis Since it takes time Lo see a play. read 2 book. or consume a meal. (he
LA o ':7 "r:_ TR :‘[-’ ) _l’,‘:-:_ T 3 i b

L g Yo 5, ; - :
o

YN HAUOAY} sajuly palitf] 9y} Ut uone(nsad Jo seale prolq jo amjamas jrinonn)

—ultimare good consumed by an mdlwdual such as if *healthful behavmr\ we
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LGOODS PRODUCTION IN THE HUUSE HOLD «

Market Goods

A8 6 LN

Ultimate Consumption Goods |

FIGURE 23-1

The household as a miniature factory combines market goods and time 10 produce ulimaite
consumption goods.
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full price of these activities must include the oppormmly cost of u:ung> Lume to

T SE—

engage in these consumption dLllVlllﬁ‘S “The measurement of this opporiunity
Cosl can be approximated by the n_mrkel wage of the mdwndual under LOI’]‘Sld-

Eer-sin o

cralwon. Assume, for example. that an individual who can make
‘ work i1s choosing belween i restaurant meal which fakes a)
al which rakes IS imnutes =-45;-.umr- fisrther that 1
ol both meals is $6. While both r]lt.df:; require the same ms EY Ouiiay, tive fuil
price of Lonsumpt'lon dn‘Ter:3 M.:;ubsiannally The full price of the fasi” food meal
is $8.50 (36 plus $2.50 in fo;g;ﬁ'é“mcome) versus 316 for the restaurant :nea|
(36 plus $10 in forgone income). The dctermmm,g factor in the individual’s (inal

decision will be the amount of utility each meal produces per (full-cost) dollar .
Y & P | mrr—— (:_D-'\_.)Nﬁ ! f“/{f\
F C:)‘* 7zl Ll L L (D &y iti. &

,he benefit of hxghl:Ww! household __ i
ouse bQia Lproduction—prog oducing and ra:.s_ldg_g chil-
ing ©ld Chores ang__gummtenance acllwtles“‘él‘i‘i‘“”""mdy"also
be: expressed in term foppor[umty cQsts. Also, when 1he" coSt t_of uthe is
pladed on an equal f'oon iwith the cost of;marg_el goods, new insights into the
traditional choice betwWeen work and leisure (now a choice belween markel
work, leisure, and hous?hold production) and new views of the consumption
patterns of households in terms of both quantity and quality are made possible.
The implications of the new consumer theocy are expressed in the Fo!low:ng
examples. AsmmDMMrjsc (with equal reductions in other
InCOlTlC) the o _L)_mD_I:lUJ__y_QD_SI__QLln home producl:orls Tises. and we expecl to

see more goods and less time used in household ] production. In general. the
development and widespread use of time rcduung appllanLeh may be ex- :

Iast-foed™

e

S

e

plained partly by this phenomenon. Greater use of child-care services. outside
contracting for household services. and the emergence of condominiums and
other low-maintenance housing (and lawn care) arrangements are all related (o
wage and e dl[‘llﬂé.\ INCreases over tme.
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,AnQJ_h_c;:;_imEglicaliﬁn of this new theory of consumer behavior involves -
—_— e —— TS e i 3 i
.. ferns of consumption. AS'-Fam‘l’l?‘_hing_:_pmcs?rrSE', EOods-intensive commaolitjes

“‘Ej"ﬁ‘fj‘a‘c‘liv‘“il‘:'es Termd-r5 be substituted f'o:‘-‘_lime—in!ensi'.-e ones

a bias against time-intensive p
produced by €Conomic growth. The development

producits is, jn 50me measure, 3 reflection of the increase

lime-intensjve €onsumptions. The decline of time-in:

ing and the substitution of high- (and incrcasing) qualsty

Out meals, all suitable for time-saving microwave cool

of the effect that Becker emphasizes.

Many mno d;:rgwan¢ntlons are S.LI’EHCS‘_:S__sEl:g__I‘.l?-eca:.si
which allow people lg_econQ_Lnlz_ﬁ:__Qyﬁ_r_g"qu_ggau ng lime
The growih of airline travel, port
“talking”" books (on casselles) provide rday e
not only do households Zomb.ne markel goods z2nd
als (e.g., a piano, printed music, and piano lessons
(e.g., music appreciation), but lhe Rroporiiorns infw
\E}lﬁg_{gg%?ver l|\m,§ﬂm§,§ﬁmarhc,_l_mggg~£§£%§§q INCOMes

P vt T W‘ﬁbmmﬂu—nm S il

Pl o it

r'oduction"a nd consump:

There is. in effecy,
won within the householg
"E-saving devicesg and
© OPportunity cosg ol
IVE “gourmet’’ cook-
frozen foods and take.-

'&- are a manifestatjon,

= -

-

they permip substitutions

-inlensive corfsuﬁ‘?ﬁivif)ﬁ's.

Az;-zape'recorders. and

xamples’ In Qther words.
Lime inputs as raw maler;j-
lo produce ultimate goods

=" lviore compleg Contemporary theories of consumer behavio
«valuations of K (unexplained behavior b

__—‘_-_-——-.— >
holds. For many vears, houseRolg production by

such as housekeeping and child care. was F:.S"'t_;i}in'gz_'i_y_.g

Econoni analysis. The usual choice exar_nin_ed w
ward one betweentnarie wOork _and leisuref When 3

,.L__..-..v.-m:mﬂbﬂ-:dh\m‘k‘ﬂ*a\-mﬂumqq‘ulu-lﬂ‘ :

gaged In a marke{ JOB* Re df'ﬁ"ﬁ‘_(;" W@;s:g'nj:oy_i__ng leisure,
The problem with such an unrealistic scenaro is that j

household work e ’
In 1977 Reubg_@_gfp_{]au (b. 1937) provided a{\choice

production)? Gronay, questioned thE‘i'z'hjb'lici! assum

“Work-leistire tradeofT, namely that the

>-theoretic frameworpfor

analyzing decisions between leisure. market (out-of.

home) ﬁwuork‘,qéfﬁ'd"home

k is always

_grealer thanihe Productivity of..hgm_e_w?px_g%c}'r cquivalently, that (he market

the quaniity of all goods (i.e., tangib]

Sererrar Frorltrsg orf E«‘f)nnnr_\ 2

7K. Figure 23.2 depicts the

> Measured on the horj-
e and’intangible oulput,

1 of taste stability is examined within the framework of household produc-
George Stigler and Gary Becker in their PAPEr “"De Gustibis Neon g
sce Rel’:rences)_ In addition. Stigler and Becker eive form 1o their concept by
"?‘-_'*f::;u:'orls of taste stabilitv Tor “addictions_ "t custom and tradition, ndvern’smg,

Ierswre Hame Production. ang Work-—The Theary of the A Hocation of Time Revisired

J

——
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£

An()ltlﬁumm(ws new theory of conswmer behavior involves par ;
. ferns of consumption. AS” fdrmiy incomes Tise, poods- intensive commodities T}
/( "~ and a(,twme"—l““rfﬂ‘“tc') be subalfi[ﬂed for time-intensive ones. There in effect, i

- a bias againstl time- inlensive pf “ducuon and consumption within lhe hOusehold g g

produced by economic growth. The development of time- saving devices and
products 1s, in some measure, a reflection of the increased opponumly (,()st of
lime-intensive consumptions. The decline of uime- intensive ‘‘gourmet’’ cook-
ing and the substitution of high- (and increasing) quality frozen foods and take-
out meals, all suitable for time- saving microwave cooking. are a manifestation
of the effect that Becker emphasizes.

Many modern mventmrus are successfu] because they perrmt substitutions

wiads bl

which allow people to economj_;g_by rea]locanng lime-intensive consumplions.
THe"EToWih of | :
growth of airline travel, porlable COmMpuUlers, videolape recorders, and

“*talking’” books (on cassetles) provide everyday ¢ examples. In other words.
' not only do households combine markel goods and time inputs as raw maleri-
[ als (e.g., a piano, printed music, STc, and piano IEbSOHS) to ploduce ultimate goods
(e.g., music appreciation), but the prOE“oru()nS in whnch lhey are C()mhmed

L a8

| _“anoe _over time.as,] marke( _wage rales and mcomes Lhange
SN O S D S

S
BN PR T I
e

-

| Household Produchion
-~ hiore compleX contemporary ithe ories.of consumer behavior permit ﬁt;tﬁ_, new
evaluations of h;;heﬁo(unexpldmed bchav:or .Eiv individuals zand Dy ouse-
lholds. For many years household producnon by individuals, mais or :'::1*-1

such as hougekee ing and child care, WwWas roulme!y ana 1mphcxtiy v lefl out
—=Conomit analysis. The usual choice exammcd was the s1mple “and s!ra;ghtforr

e
ward one betwee arkel work an !elsuret When an individual was not en-

e AR BT A D e T F A B bl L

gaged in a market J(SE"'hc or sH“_e‘;&_'ga§_enJoy1ng leisure, analytically speaking.

The problem with such an unreal:snc scenano is that it assigns no value 10
household work. Ot e

In 1977 Reuben Gronau (b. 1937) provided a\ghome theore:t:c framework for ; [

analyzing d»c:smns between, leisure, market (out- ofhome) work . and” home
producnom Gronzu questioned the implicit assumption “of the “iraditional
“work- ork-leisure tradeoff, namely_that the pr_gductwny of marketl work is always

_greater than the producuvsty ofhg;ne. wor}; Jor equwalemly that the market
wage always exceeds the lmphcn return to hOUSEWOTk Figure 23-2 depicls the
issues_that Gronau examined. In this diagram, lime is measured on the hori-

7ontal axis and the quanuty of al! g,oods (1 €.y iangible and intangible output,

' The assumption of taste stability is examined wilhin the fram:work of u household produc-
tion function by George Stigler and Gary Becker in their paper “De Gustibus Non Est
Drspu.randum - (see References). In addition. Stigler and Bccl-\tr pive form to their concep! by
investigating the implications of 1aste stability for’ “addictions.” custom and rradition. advertising.
Iachmns and fads.

‘l.etsure. Home: Production, and Wark—The Thzory of the Allacation of Time Revisited .
Jonernul Of Political Economy,

o e B =t
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Goods
1
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e
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| . 1 N |
o o] K A T Time
i Leisure Marke1 Home
R (\ taken waork production
kst FIGURE 23-2

When goods produced in the home are given economic value, the home producer will
ordinarily allocate efiort among three aclivities: home pro&clion, market work, and leisure.
i &8

leisure. elc.) is measured on the verlical axis. The function FT describes how
individuals may transform resources from the production of goods to the pro-
duction of leisure and/or household services. The distance from O to T is the
total time available. Time spent in leisure activities is measured A fightward
direction fram The origin O, whereas time spent in home production plus mar- =
kel work is measured in a lefiward direction from point 7. The difference be-
(ween the total available time and the sum of the time spent on leisure and
home production is the amount of markel=wQrk time engaged in. In this model.
P ) R, e e r—

| ch:!Llrc‘z_}vrwv_:“.n_g‘_d,,hguﬁe,,;:]_glaﬁ\"[\mgre equivalent to BMVi;‘, hmrcuts._or steren TVs.

- ="' Figure 23-2 the slope of the Rame-produciion transformation curve FGY
measures the marginal rlI'l.nd‘l:!'ti_!_ilzfj'[h";*m_g)d!;‘LLHT§; spent_in houg.pipduction versus
leisure. Neglecting for & moment the other aspects of the dingram. consider the

Hon e AR
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o

vertical line PT. As traditional theory had 1. the tradeolt facing the individual
between leisure and home production is always such that only leisure is cho-
- : Rt L b e L A e e b s P ——— L B— :

sen. Therejore, Lhe siope of B e everywhere greater than 1He slope ol the

s-rFaditional iheory “then. the individual never de-
vOleS "'l‘imﬁmc t
individual's choice set. Consequently, the return o markel work always dom-
inates the return 10 home production. By contrast, the contemporary approach
to this problem allows time TM"dévdled to home production 10 produce ON
“goods™ in lerms of hoq_é,ckéeﬁi'ri_hg‘,';'_rgﬁif&_—'éé?i:_",' and so On. T
Insofar as additional time devote

jon, because such time 1s not given value 1n the

d 1o home production will yield»diminishing
marginal productivity, the curve FGT is concave 10 l,hg_prj,gin..m,(). (The mar-
ginal product of each additional hour devoted to home productiQn declines.)
Whether zlaﬁ"‘i'fi&fi?iiiﬁgi'\?ill"éﬁ'é’ifég"iﬁ""ﬁﬁéﬂ{éf work depends upon the marginal
return to marke'(lWOrk"”{Fé”'r"s—u‘ﬁTﬁ'Gﬁ{i:“p‘rodu’clion'.’ When, al some point, the mar-
ginal return to market work ‘(expressed as’a wage rate) exceeds that of home
production, the individual undertakes some market work. In ter
3-2, il —curs when the individual faces the wage

| T

vem the tradeofi between leisure and all work

ms of Figure
rate represented by line

(market and home pro-
O ] ed by the preierence function U in Figure 23-2. the individ-
ual chooses OK 1n leisure time and KT in total work time. KAf of which 1s
devoted to markel work and MT devoled t me prodaciion.

insofay as Gronau’s model stregses the fact that ume IMPOS

straint on human behavior, it marks a new departure from traditionzl neoclas-
sical analysis. However, its conclusions rest on several simplifying assump-
tions. For example, it implicitly assﬁ'r_nes that individuals are able 10 choose
freely the number of hours devoted 1o market work. We all know that, in the

short run at least,.this may not be true. The fixed-penod. cight-hqur'\workday
‘\ = o L

tern countrics and in most Ly pes of

* N

(-}

~ o
i oaad

ee¢ a costly con

el CKEE=

is standard operating procedure in most wes
jobs. Nevertheless, the very existe

adjustments are likely. Thus we find twenty-four-hour grocery stor

other similar accommodations that allow workers 10 make partial adjustments
to the lime\*gmd producti‘v‘ity constraints that they face. Suc :
vations allow, workers Lo have more flexibility in making decisions and thereby
achieve higher, levels of utHity

in scheduling combinations of leisure., home
production, and market activity.

es*and

h marketing inno-

information and Search

The modern theory of consfbmption technology bas let

another genie oul the
bottle. In a Marshallian world,

consumers are assumed Lo be immediately

e

uct. By buy,zma_‘.c.»_wma.nd_ml1i.na_nig!z_,_msy,_:vi_ﬂ,dfiw?
value. One price for 2 product
ket is 1n_

aware, at zero cost, of any price differences in a given markel
g _..._,______._..._4-—...“-..-..-. 2 sy .

for a given prod-
market price 1o a single
will prevail when_a perfccnly,r.:ornpr:,liliyg:_ mar-
SR, s
equilibrium.

nce of this'rigidity implies that other market’
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Marqginal costs
and benelits ol
search

17

(e} s S, Search time
| 2
L
FIGURE 23-3
Advertising in its role .as inlormation reduces cptimal search time spent acjuinng goods and
servicing.

In 1961 George J. Stigler (b. 1911) enlarged and developed the argument
that information is an econ_gm_igy_g_g_og‘j‘__}yj:i__cmh__i;.__;_:_q__s_g!y__;_Q produce and obtain.?
For example, when gas stations put up s_ig__s___wj‘@‘_p_r_i__ces on them, an act of
producing information, they musl pay for the construction of the signs, includ-
ing raw materials and labor. Furthermore. consumers must spend valuable
time (and other resources) locking for the prices thal are posted. Since infor-
malion CONCEINing p_rices__@v_a_:ggg_l_yﬁ_io producé and Ohlain-lRJROSI—markets.
transaclion prices will be *“dispersed’” (more than one price) for the same com-
modity eveniwhen the ma rhel i equilibrium.

T ‘L\,r A Simple Information Model Figure 23-3 provides a framework for under-
*- T standing the. economics of information. The marginal cosl 10 the consumer of
searching for a lower price for some part

by MC in Figure 23-3. Since additiona
costly. MC nises over time. 1T vou

icular good or service is represented

| search is lypically more and more
, are in the markel for a used car. for exam-
ple. the marginal cost of search can be thought of as the costs of visiting and

e cononues ol lnlormation ' [

gar-tebd o4f

DPoliircal Fooorienin

e

—
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negonating with one or more used-car dealers. The level of the MC curve will
naturally vary across goods. It will be low, for example, when shopping lo1
clothes by mai_i—order_cql_alog, but it will be high when cearching for a new
home. (.o~ ¥ A ] e
{08 The marginal benefil curve (MB,) depicts the marginal benefit to the con-

WONURY

sumér_ol Searching for a lower price” AS The consumer checks the prices of

more and more sellers, the prospect of finding a lower price from the next

seller declines, and so MB, declines as search time INCreases. fl:.he,__m‘arginal

benefits of additional
dinanly Bﬁyh§"fh‘€'—é'6‘1§_sumcr 1o search lonper 10T a JowWerT price when the good In
question is a high-ticket item (e.g., consumer durables, such as houses, refrig-
erators, and automobiles), but it will usually nol pay 1o search widely for a
lower price of toothpicks or chewing gum. Generally, the larger the share of
the consumcll;‘__s“__pg_gggmr_epJ:Ssemed by any one expenditure, the greater the

i

benefit of longer search. 1.e., the further to the northeast the MBg curve will,
locate ﬁ"‘F‘i’g‘fif‘"é"."lﬁ“—?"."” &

The consumer will se g_r_c;h_gmjl,m;_matginaj,cnsl_ﬁm_c&l of search equals the
Targingggg_eﬁt_(_@)_g_f search. This coincides with the point of optimal or
earch, shown by point Eg in Figure 23.3. At levels of marginal cost
and benefit to the left of point Eg (ignore point E, and curve MB, for the
enefiis ©f More scal —hexecceathe extia costs. To the night

of point Eg, tihe marginal cosis of search exceed the m::rginzil benefits. P
represents the correct or equilibrium amount of search for a given consumer
for some particular good of service. Consumers employ such optimal search
procedures in their shopp'ii%% behavior, nol sO much in the rigid fashion of the
diagram, but in an intuitivé} instinctive manner. Since point.E.will not be the

ayment), the extr !

5
J

same for_all consumers for:all prqdu%gfmservic‘éks,‘lﬁe fact that information
—about pricg;ﬁ_Virsrl_c_ogt}_y__{g_p;q_@_pgg and to oBiaiR means that in most markers
~———herewill be a dispersion of final transaction prices and not a single pri_cé for @

product at all locations.* Again, as Stressed in earlier examples, this line of

reasoning recognizes time as part of the Jull cost of consuming goods and ser-
vices.

;;7:".

(_i)A New Role for Advertising Neoclassical writers such as Marshall (see
Chapter 15), and even post-Marshallians such as Chamberlin (see Chapter 18),
when Egt___g_vﬁgnly_g_ljggal af advenisigg__i_pm.z“x__‘_markret'economy_ at

deemphasized or ignored advertising. Static, competi
perfect information regard advertising as wasteful

leaslt
tive models that assume
and/or unnecessary. In con-
trast, the rlg_tvwgg_grjomics of search provides g_(alional ex;_:_nlj\_rj_xa_t_i.o_q_for-the ex-

4 Common sense and personal experience support Lhe idea of search costs. The following ux-
periment may be conducied in any community. Collect the prices for a s
ular quality such as 2 specific brand and size of as ’irin or loothpasle
stores. An array of prices will likely be observed s3Cross locations. which
Siigler’s thesis. Real-cost differences 10 consumers miy therelore pr
for different money priccs of a particular good or serVvICE.

ingle product af o partic-
at six or seven different
is a result consistent with
ovide u pl:mhihlc explanation

ﬁ;r_gh_ﬂillhg_l&so vary across markelts. For example. 106"




CHAPTER 23 MODERM MICROECCH sm S A RICH AMD MOVABLE FEAST 8158

istence of advertising. In the new mxgpc};;@mvmics 1«
means of p[odu_cirngktn_fg'ma;giQP, We have seen that palhering information is
Costly in terms of ime forgons and thal me has an implicit value.
piest of Llerms, adverising saves'lhe consumé'r time in his
quire information about prices Of qualities of producls_'
Consider an example whcreby'\he marginal cosl of an additional hour of
search is rISINg along curve MC, in Figure 23-3. AN additional search of onc
hour requires that the individual give up utility in ¢he form Of i
The curve MB, represents the marginal benelit 10 gearch (i.c.. information
gained). assuming that the consumer k‘n_g}y_zi_p_no__lb_ip_gj_\g_ou\ exisling prices. Op-
il search LG s therefore Sy for this cONsSUIMer. g gk T
Supposc- alternatively. that the copsumer originally had knowledge of some
(but not all) prices charged by some sellers and that the information was ob-
Lained through newspaper adverusing. Wwith such ipforrpation a

advertising 18 4 low-cast

In the sim-
or her effort 10 ac-

me forgonc.

h Iready in his O
find price ol {erentials as large
through search a8 in the former instance in which no price informati
firsthand. Therefore, l\;\_{_:’_[x_(_ﬂdiwl_"clgl?_ﬁi_ ) 2l oun!

terms of finding price reduclions) i,g_ig_ss__iﬁnﬁ the cas_e_\_vb_g_rga_,l,bg_c.onsum_e,c‘_s_larl5

with _some price information- Marginal penefits 10 search in the second case
may De Jdepicted as ?WBTI_%E:ﬂeCIing the fact that for any given amount of

gearch ume. additional beneffts 10 cearch are less if Cconsumers

— — -

her pOSSESSION. the consumer cannot expect 10
von was had
1o any given amount of search (in

have some n-
formalion shead of uime. The exislencs of a_d_xfe—r't'fﬁﬁg reduces the amount of
Lime consumers spend 1n gearching for lower 1;)r'ir:'é's. liﬂumers spend s
{irme searching for lower prices- LheylﬁeééSsari‘ly'ha\_"eAmore lime left Lo devote
{0 other, more desirable aclivities such as éa’Fﬁikﬁg‘inc'Orne from market work.
producing goods al home. or enjoying jeisure. .
There are, in effect, WO sucriﬁcc‘.:-;_:j_gyolved in consuming most goods: (1
the money price of the good and (2) the valuﬂrﬁfﬁ?lorgow and
other lfd\d&ll(’)ﬂ‘s cosls. Togelher these elements 'é‘érﬁs'fﬁwﬁvfemiﬁﬂﬁl'l“pgice of

any good oOr service. In the informed modern view . advertising econ
3

omizes on
. : i - : 4
cearch time ang therefore lowers the Tull prnice of goods and services.’

and Theoty Innovalions w}\-—-

hathan demand theory ;_xr;;s?g_p)_u;_s__,@_\lul/_Lj‘tmsug_m_g’_rs purctz-:‘ig_dg’gg_ggﬂg_r)_d_ ser-
.1ces that arg desired directly for heir utility. AS we have sgen. this approach
has been moditied oy 'mi“,ir'é:FEEE%"F’EYE;&\t}p.m_ff-n.l-s---u:r‘h..kéz"_:,._”_‘}?_,,}‘01{?31‘?"‘1 is..
viewed nowas purc'nasing cgmbinu\ions of pmarket goods uud_‘l_iln'c' 1o produce .
more ulumate and desirable commodities. A scparu\wé'."ﬁm related. oW devel

S o nportant Coptnbution e this topi Phillip Nelsoet

1 lsee Relerenees? '.‘ai.\'l.li\\‘_‘.l“l?ih\“v b
e n caenteh poods hose whose charagheTislivs

ave readihy determined felore purghasdad and
Capurenvy o~ (s schosy L hifisrensng e pramartls Jeterimined altes ]‘UlL“'l'._l‘;CI‘ I he

Haenry ol ETIESIASRINE weapre i Taw Loy e syl aadvor e as o PR B o e rigleon de
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FIGURE 23-4
mModern demand theory emphasizes that individuals do nol demand markel goods per se, but
the characteristics and altributes provided by market goods.

opment in modern demand_theory.emphasizes the atlributes of goods and ser-
vices rather than the good or service itself. This new perspective holds that
consumers do noI:t_:i_*e’r_n_"arklg;'_:}']ai*l&_'@i{i:;éac}aﬁ‘fqr__tﬁc direct utility provided by the
good OF service itself. but for the utility derived from certain combinations of
T '-«-;‘T;*u..":_EJZ“Iﬁ.grJj‘:q,’.“{_“i”.f::_':’;&'“é’{f_‘j. This feature of-denyand is represented graph-
ically in Figure 23-4, where 2 single market good {A) produces muliple char-
potoristicos or joint dimensions (A, T /N characterislics).

The demand for characteristics is well known to most consumers. hMost
goods z2ré Tapable of satisfying utility on the basis of several different dimen-

sions. For example; individuals purchase automobiles for reasons other than
mere transponalion—ﬂ—prestigé_.ﬂs"tpatus, and other psychological motives usually
are involved also. A Porsché producés these characteristics in different pro-
porticns than a small economy car, which, in turn, produces characteristics in
different proportions than a large Cadillac or Lincoln sedan. The point, com-
monly attributed to Kelvin Lancaster (b. 1924).% is that consumers actually de-
mand jointly produced characteristics rather than products or services them-
selves.

This new approach has some clear advantages over the traditional Marshal-
lian analysis of demand. For example, it provides a basis for examining goods
that are obviously related But thal cannot bé compared easily (or at all)in stan-
dard theory. Motorcycles, bicyclés,"'i;‘ubways.'bhses, taxis, railroads, airlines,
and walking shoes all provide one or more of the characteristics of automo-
biles, and yet standard theory provides no meaningful way to compare them.

Lancaster’s approach to co.r_i;s"u'rner behavior, along with Becker’'s innova-
tions discussed earlier, serves 1 ‘remind economists that the purchase of mar-
ket goods is merely gr_n__j_nlt:_rn]ga“i_”éﬁé"s'.‘tfo‘:-.p to the satisfaction of some more ul-
timate demand..The-demand for market goods is therefore a derived demand—
the demand for. an automobile or.a subway token is derived from a demand for

=

" A New Approach to Consumer Theory.™ Journal of Political Ecaonomy.
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Modern demand theory emphasizes that individuals do nol demand marke! goods per se, bul
the characteristics and attributes provided by markel goods,

4

opinent in modern demandilhcory_e_r_np_bﬁgs)izes the attributes of g00ds and ser-
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rived from certain combinations of
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This new approach has some clear advantages over the traditional Marshal-
lian analysis of demand. For example, it provides a basis for examining goods
that are obviously rélated but that cannol be compared easily (or ar allyin-stan-
dard theory. .‘q-'fb‘.'-c-r:}'cles, bicyclés.""éﬂbways," buses, taxis, railroads, airlines,

A shoes al] Provide one or more of the characteristics of automo-

Lancasiers approach to consumer behavior, along with Becker's innova-
tions discussed earlier, Serves to remind economists that the purchase of mar-
ket poods is merely an intermediate Step to the satisfaction of some more ul-
timate demand_The demand for market goods is therefore a derijved demand—
the demand for an zutomobijle c)r'_é_.l;ub\vay token is derived from a demand for

" UA New Arproach ta Consumer Theory.” Journal of Political Ec anomn
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certin utihity-creating atiributes (€ g.. transponation and other things) pro-
vided by the good or seyvice. It must be remembered that quality itself is one
of those attributes. This enlarged focus on goods as bundles of charactensucs,
where the characteristics are numerous and vanable, sheds hight on the some-
times sudden emergence (and rapid disappearance) of markel goods in the con-

sumption bundles of individuals or households.

iSummary: Consumption Technology

New developments relating to consumer behavior, including nuances of the
kind discussed here, dot the landscape of modern literature in micro-
economics. As with most new economic ideas, these, 100, have been cast in
ihe formal dress of mathematical models, and the result of the process has
been 10 expose the limilations of the new developments as well as their rele-
vance 1o real-world situations. On balance. however, the modern theory of
consumer behavior has widened the boundaries of microeconomic theory.

NEW '_FfHE_Qﬁlf_gstF THE FIRM

Broadly speaking, the economic function O
S

SF

dard

f a firm is to combine economic re-

in order 1o produce g0 SAsand services demanded by consumers. Stan-

heory tells us ithot fHirms that "succeéedin meeting these demands: effi-
£ e =

ciently survive and prosper while those Ihai__g_i"‘u\_p_(ii___@lé}j:_ losses and~f{ail. |}
traditional economic theory, cos"l"'éﬁr\kes'-bascd on resource pr
combined with demand and other revenue CUrves to make models of compet-
itive or monopolistic (including monopolistically competitive) firms. (Figures
20-2 and 20-3 of Cﬁ%p!er 20 are examples of such models.) This sort of analysis
describes firms and their mechanical activities, but it does nol answer some
deeper guestions. Why. for example, do firms exist at all?

d upon the division of labor. In a markel

ogductivity are

“economy the division of labor is vented in an incredible array of activities

based upon the different skills and talents of individuals. But what mechanism

or mechanisms ensure that . suéh ‘consumables as food, clothing. and airline
travel are produced when and where they are wanted? The answer is found in
the concept of economic coordination/ In order to explain why firms exist.
market coordination must be distinguished from firm coordination,_Market co-
‘c‘}.lj_g_i:i(gg}iqn exists when the price system dr‘rﬂgﬂ_f_‘y_gg_qiides signals (through sOp-
ply and demand) that guide production and consumplion.mlf__iwl_;m COL r_,g_i_p_f}_l__ion
exists when the division of labor is carried on and directed by managers. Mar-
kel coordinatien—is_by nature decentralized. whereas firm coordination is by

nature centralized. Eirm coordination is therefore not unlike central planning

A A Sheialist economy Within the fipmareSotnces drs not bought and sold but
are transferred through rl]:l_pqg_g(i_a]_.g:lc_.gLn_m;M\_‘rld.
In the language of economics. a firm is o voluntlary institution characterized
: i L e e T o aibm—— 4
by free contract. Employvees agree voluntarily to follgwWhe dictates of munag-

v ey vt



‘ @hy Firms? The Coasian Perspective

*———-the-costs and benefits betwe

ers. but.these ““commands’ are but a figurc of specch.
must mimic the price system by transferring and allocating resources-in-an-éfr-
ficient manner. given the prices of equivalent resources “outside’ the {irm.
But if market and firm coordination are so similar, why are firms necessary
at all? Why do some automobile manufacturers purchase tires for their cars
rather than make their own? Why do some firms purchasc advertising and
travel services from outside agencies (i.e., other firms) rather than produce
them within the firm. Why is market coordination uscd for 50me resource in-

puls and firm coordination used for others? Contemporary microeconomics
seeks to providc satisfactory answers to such questlions.

Successiul managersg

Why are firms necessary? In a classic paper entitled._ *The Nalture of the
Firm,"" published in 1937, Ronald Coase (b. 1910) proposed a simple and ele-

gant answer (0 the question. Coase argued that firms emerge and exist as a

e ety = g L 5 R e 2 i s S Tt 4
¢ least=eostmiesans of cconomic coordination. There

' are, in short, costs 1o using
HATKEr COOrdinalion The hiring BrAputs (e.g.. temporary labor) typically in-
velves transaction Costs. search costs, and negotiation costs. I contracts are
‘used, they must bé"'negoliatgg_aS'»veli as ps

thal market coordination provides ceriain bene

lits. The firm is only obligated
for a short term (a dav’s worth of labor) :

and 1s able (0 hire resources more
flexib!y. When firms hire = Kelly Girls T er other lemporary secretarial ser-

viceés, they are using market coordinatidon rather than firm coordidation.™
At some point. however, market coordination_may give way 1o _firm_coor-
dination. Entreprencurs begin (o USe it coordination when a cosfiparison of
en alternative forms of coordination indicates pos-
itive benefits 1o coordination swithin_rather_than without. It may pay to orga-
nize secreltarial tasks wirhin the firm by hiring a secrctary on a regular, longer-
term basis rather than hire temporary help. A firm

therefore emerges as a
conglomeration of resources thal are gathered together under the centralized

(quasi-socialistic) direction of a manager because il is cheaper than organizing
and direcii;ghrﬂescﬂurces throuéh overl (out[s'ide)' market mechanisms.

The next compelling question is. When do firms stop growing in size? Coase
argued that firms face a imii to_growth in_the form of rising marginal costs of
organization and direction. When the net benefils derived from internil orga-
nization and direction fall below the net benefits of orpanizing tasks through
market contracts: the ficm stops growing and apain resorts to market coordi-
nation. Economic reality Farely presents us with™in cither-or situation,

how-
ever. Many firms use borh forms_of_resource coordination simultaneously.

Market coordination may be more cflicient for some specialized tasks. e.p. .«

lemp’ secretary (o type rarely needed legal dociments. whereas frequent
and repetitive tasks mayv be accomplished a

tlower cost by a full-time secreliry
with a wide arrav of office skills.

As a practical matter. therefore. each task

ced. The other’sidz of the coin is™

el e e Ve, R
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within the firm may be examined from the standpoint of whether the net ben-
elits derived from inside coordination exceed those from outssde coordination.

‘m_‘j: Team Production and Shirking in the Firm

Coase’s innovative theory of the firm has spawned.a-number of_thcoretical ex-
tensions. One of the more promising off-shoots of the theory has been the
“‘team production”’ view of how activitics are organized within firms. Most of
the acuvities of ﬁrrns. including the production of goods and scrvices, involve
tearn effort, and a team, like a chain, is only as strong as its weakest link.

How, then, can the firm prevenl its team members from shirking or engaging in

unproduclive behavzor) One answer has becn glven by Armen Alchian and
Harold Demsetz.” who maintain that the manager actls as a leam monitor;1o
ensure effliciency in those instances where several individuals or groups of in-
dividuals must work together to accomplish a task. T N
Specialization, as ‘Adam Smith recognized long ago, leads Lo incréased pro-
ductivity. Bul without someone policing their behavior, all individuals have an
incentive to shirk. Yet at the same time workers have an incentive to be mon-
itored, since their returns are, to a large degree, adversely affected by the
shirking behavior of other members of the team. These circumstances explain
the emergence of the manager as the pérson givén the responsibility 1o disci-
pline thode who shirk znd 1o reward. superior performance
In the absence of teain production, mdlvg_ﬁai_pmdu»e.%;; :
markel compeltition, i.e., the actions ol rivals. The worker can shirk. but he or
she bears’the full costs’ of such behavior by rece:w__rl_g lower earnings. In such
circumstinces. an internal monitor is not necessary. Firms that employ mon-
itors obviously face incieased costs over those that do not, so it is only when
the benefits of increased productivity to team production outweigh the costs of
monitoring that team production replaces-individual-preduction. In the evolu-
lionary scheme of things. when leams can produce goods and services al a
lower cost than individuals can, firms emerge and survive. The Alchian-
Demsetz view therefore regards a firm aS The 16gicdl consequence of positive
nel benefits that derive from team production even in the face of the higher
’ costs of monitoring team performance.
The manager-as-monitor view of team production raises some rather obvi-
ous questions. Who, for instance, will monitor the manager? Does not the
manager also have an incentive to shirk? The answers to these questions are 10
be found in the institutional composition of the firm, specifically in the patiern
of incentives. both positive and negative, given (o managers. On the one hand.
managers are disciplined by the market. If they perform poorly, monitor-
managers will be fired und competing managers will be installed by owners or
stockholders. On the other hand. managers can be rewarded as residual claim-
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ants who share in the profits or rewards of team production. Mana
have both positive and negauive

gers thus
incentives to be €
production.

{fficient monitors of team

- OTHER APPLICATIONS AND EXTEMNSIONS
Interest

in the economics of informatio
microeconomics has raised

ities of products. The cent

n as a central part of
a number of provoc

ral gquestion concerns the dete
quality and the kind of information buyers and sellers
chase of products. If sellers possess information concerning p
that buyers do not, sellers may have incentives 10 s€
services. This rather obvious 0

the issue of quality.

the new
alive issues related to the gual-

rmination of product
have before the pur-

roduct gualities
1l substandard. products Or

d various approaches to

bservation has generale

vy "Asymmetric information: The “Lemons” Problem

T

PO

sitould *“signal® w
—57E EErlain WOTKeT alinbuls
strong “signalsTy With productivil) : jucal
math and language skills. As economic theory woul predict, employers will
tend to ufl_i_li_z;ﬂ:&qgjﬁgg_!ggb_ili_qggé-fﬁéréﬁipﬁaéize rharacteristics which can be
r{\_ﬁ_a__s_lgt;_d____r_djably,ﬂl_oxg cost. From the standpoint of the potential employee, it
should be noted that individuals have more coptrol Qver certain _desirable at-
tributes than others, €-8.. educalion versus physical appearance, race, OrSex:
~“Ever since Hayek (see Chapter 21)

pter 21) pioneered the notion of markels as pro-
cessors of information, it Nas en recognized thal price itself is a
Information can be asymmetric. The

asymmetric informat

analyzed by George Akerlof i a stu
arket ® In this market, it is difficult for the buy

the
DELlore e

{i.e., provide

T
e
o & ]

But how relialic

e | T s Z o
umplicaiions Ol
e AT

jon in economic mar-
dy of the automobile

er 10 gel complete information
t urchase. A new car may be dependabl'e and trouble-free, or it may
be in constant need of repair. The customer usually does not know, nor can he
or she know, if a car is a lemon_ar not until after the purchase.

Consider an instructive example from the used-car market, Used-car buyers
demand cars, among other things. on the basis of the used car's price and on
the probability that it is a lemon. If the initial price of used cars does not clear

the markel—suppose that price is ~'100 high™™ and quantity supp

lied exceeds

K -The Markel for ‘lemons : Quality

) Uncertainty and the Market Mechanism.’ Quarrerly
Jonrnal of Economics.
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within the family unit begomes an expression of speciatization that follows ra-
tional economic principles of cost and choice. Although this approach 15 con-
troversial, Becker's insights give meaning lo a number of social phenomena

that-sociologists-have Béeniatl pains to understand and explain. For example,

= . o PR - o b . i

consider marriage ratesiand birthrates. :
When marnage is Vi€,

cd as an incompletely defined contract that is entered
into according to the pér__c"ived costs and benefits of the participants
sible to brning those costs'and benefits explicitly inlo the decision ne}h%ron he
cost side. marriage means that each partner sacrifices some independe sc‘:)n\cﬂ
makes many compromises regarding personal habits, friendships, and the di-
rection of expenditures. On the benefit side. marriage provides companionship
and reciprocal caring and love, and it facilitates the production and rearing of
children. In addition to these benefits, however, marriage provides an oppor-
tunity to enjoy the economic gains from specialization and division of labor.
Traditionally, division of labor has placed the male marriage partner as the pri-
mary earner of market income through outside-the-home market worlk. Until
recent decades. in developed economies, the fernale pariner has more or less

specialized in household production and in child rearing. Although this pattern
is changing in develo

. 1L is pos-

E ped nations, the important point is that so long as skills
vary widely between spouses, the gains to hushand and wife from specizliza-
tien and trade are potentinlly

The “"women's

larpe and positive,
revoliztion™ of the past three or four decades has changed
tnis configuration for a significant number of individuals. Laws
have greatly lessened discrimination against women in the work

have, in increasing numbers, become engincers. lawyers,
many arcas of the market

and practices
place. Women
and physicians. In
place, opportunities for educational attainment and
other investments in human capital have been expanded for women. The result
is that skill levels of men and women are drawing closer together. With more
and more similar skills, the economic gains from specialization and trade be-
tween men and women within the organizationzl framework of marriage are
clearly lowered. On economic grounds alone (neglecting all other factors). eco-
nomic theory predicts that a reduction of the gains to marriage will lead 10 a
decline in marriage rates and an increase in divorce rates—preaisely the expe-
rience in recent times of many developed nations.

As more women have entered the (market) work force and as family in-
comes have risen, we have observed another phenomenon with economic im-
plications: a decline in the birthrate. Population growth requires a sustained
demand for children on the part of parents. Long ago the
argued that income increases would encourage an increase in the production of
children. which, in Ricardo’s scenario, would eventually lead to the stationary
state. Becker's analysis goes beyond the simple Malthusian framework of pop-
ulalion growth by adding an importiant additional consideration:
the level @f income thal explains population growth. but
price’” of children.

The full cost of raising ¢hildren depends not only on the direct expenditures
entailed but also on the opportuniny costs incurred by parents.

classical economists

itis not only
also the relative
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