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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 65 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 and assessment is
embedded in each video.

« 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 numbered figure in the text has a sup-
porting animated version online. The goal of this digital resource is to help students under-
stand shifts in curves, movements along curves, and changes in equilibrium values. 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 anima-
tions. Our experience is that many students benefit from this type of online learning.

« Interactive Solved Problems: Many students have difficulty applying economic concepts
to solving problems. The goal of this digital resource is to help students overcome this hur-
dle by giving them a model of how to solve an economic problem by breaking it down
step by step. Each Solved Problem 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 students to build skills they
can use to analyze real-world economic issues they hear and read about in the news. Each
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Solved Problem in MyEconLab and the digital eText also includes at least one additional
graded practice exercise for students.

Graphs Updated with Real-Time Data from FRED: Select graphs are continuously
updated online with the latest available data from FRED (Federal Reserve Economic
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: The
end-of-chapter problems in most chapters include 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, “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.

Chapter 8, “GDP: Measuring Total Production and Income,” includes a new discus-
sion of the 2013 revisions to how GDP is calculated. Included is a new Making the Con-
nection, “Adding More of Lady Gaga to GDP; that illustrates the new treatment by the
Bureau of Economic Analysis of spending on research and development, including
spending on the preparation of artistic works.

Chapter 11, “Long-Run Economic Growth: Sources and Policies,” includes a new sec-
tion on “Is the United States Headed for Another Productivity Slowdown?” Several
economists have recently made pessimistic forecasts of future U.S. growth rates. This
new section helps students understand that important debate.

Chapter 13, “Aggregate Demand and Aggregate Supply Analysis,” includes new coverage
of the Austrian model in the chapter appendix on macroeconomic schools of thought.

Chapter 14, “Money, Banks, and the Federal Reserve System,” includes a revised discus-
sion of open market operations. Responding to the requests of several instructors, we
now illustrate open markets using T-accounts.

Chapter 15, “Monetary Policy;” includes a new section on “Fed Forecasts” The disap-
pointing pace of recovery from the 2007 2009 recession has led to increased interest in
macroeconomic forecasting. In this new section, and elsewhere in the new edition, we
have expanded coverage of this topic.

Chapter 16, “Fiscal Policy;” has a revised discussion—including a new figure—on the
debate over the 2009 stimulus package.

Chapter 19, “The International Financial System,” has a revised discussion of the
current state of the euro, including a new Making the Connection, “Why Did Iceland
Recover So Quickly from the Financial Crisis?”

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.



o There are 19 new Making the Connection features to help students tie economic con-
cepts to current events and policy issues.

o There are 4 new Solved Problems. This feature helps students break down and answer an
economic problem down step by step.

o 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.

o 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. Select chapters have a new category entitled Real-Time-Data Exercises.

o Finally, we have gone over the text literally line by line, tightening the discussion, re-
writing unclear points, and making many other small changes. We are grateful to the
many instructors and students who made suggestions for improvements in the previous
edition. 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 Making the Connection feature or a Solved Problem feature. 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 possibilities
frontier to analyze some of the choices managers at Tesla Motors face. This chapter
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 Computers
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, “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 Pa-
tient Protection and Affordable Care Act of 2010. New Solved Problem 5.3 explores
whether young, healthy people should buy health insurance. The chapter includes
new Figure 5.4 on the externalities of vaccinations and new Figure 5.8 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.

PREFACE
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Chapter 6, “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 6.2
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 Facebooks stock.

Chapter 7, “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 8, “GDP: Measuring Total Production and Income,” opens with updated
coverage of how the business cycle affects Ford Motor Company and includes a
new Making the Connection about the 2013 changes to how the Bureau of Economic
Analysis calculates GDP.

Chapter 9, “Unemployment and Inflation,” opens with a discussion of Caterpillar’s
2013 decision to lay off workers and includes a new Making the Connection on how
to categorize those unemployed workers. A new Solved Problem 9.5 explores how to
calculate changes in real wages at Caterpillar.

Chapter 10, “Economic Growth, the Financial System, and Business Cycles,” opens
with a discussion of how the business cycle affects appliance maker Whirlpool and
includes a new section on the effect of the business cycle on Whirlpool. The chapter
includes a new Making the Connection on growth rates in India.

Chapter 11, “Long-Run Economic Growth: Sources and Policies,” covers the increase
in General Motors’ sales in China and the company’s plans to increase production ca-
pacity in that country. The chapter includes a new section on the pessimistic growth
forecasts of some economists.

Chapter 12, “Aggregate Expenditure and Output in the Short Run,” opens with an
updated opener on how fluctuating demand for computers affected Intel and in-
cludes a new Making the Connection on Intel moving into the market for perceptual
computing and a new Making the Connection on how to account for iPhone imports.

Chapter 13, “Aggregate Demand and Aggregate Supply Analysis,” opens with an up-
dated discussion of Federal Express and includes a new Making the Connection on
why wages are sticky. The appendix includes a new discussion of the Austrian model.

Chapter 14, “Money, Banks, and the Federal Reserve System,” opens with a new
discussion of the use of U.S. dollars in Zimbabwe and includes a new Making the
Connection about the new online currency, Bitcoin. The discussion of open market
operations now uses T-accounts.

Chapter 15, “Monetary Policy;” opens with a new discussion of how Federal Reserve policy
affects businesses. The chapter includes a new section, including a new Table 15.1, on Fed-
eral Reserve forecasts, and a new figure showing movements in housing prices and rents.

Chapter 16, “Fiscal Policy,” opens with an updated discussion of whether govern-
ment spending increases employment centered on the Tutor-Saliba construction
company. The chapter includes new Figure 16.14 on the effect of the 2009 stimulus
package on federal revenues and expenditures.

Chapter 17, “Inflation, Unemployment, and Federal Reserve Policy;” opens with a new
discussion of monetary policy centered on the Parker Hannifin Corporation. The
chapter includes a new Making the Connection on the debate over quantitative easing.

Chapter 18, “Macroeconomics in an Open Economy,” opens with an updated discus-
sion of why a strong U.S. dollar hurts McDonald’s profits and includes a new Making
the Connection on how a strong yen affects profits at Japanese companies.



Chapter 19, “The International Financial System,” opens with a new discussion
about how Volkswagen deals with fluctuating exchange rates and includes a new
Making the Connection about how Iceland recovered from the financial crisis of
2007-2009.

The Foundation:
Contextual Learning and Modern Organization

Students come to study macroeconomics with a strong interest in understanding events and de-
velopments in the economy. We try to capture that interest and develop students’ economic intu-
ition and understanding. We present macroeconomics in a way that is modern and based in the
real world of business and economic policy. And we believe we achieve this presentation without
making the analysis more difficult. We avoid the recent trend of using simplified versions of in-
termediate models, which are often more detailed and complex than what students need to un-
derstand the basic macroeconomic issues. Instead, we use a more realistic version of the familiar
aggregate demand and aggregate supply model to analyze short-run fluctuations and monetary
and fiscal policy. We also avoid the “dueling schools of thought” approach often used to teach
macroeconomics at the principles level. We emphasize the many areas of macroeconomics
where most economists agree. And we present throughout real business and policy situations to
develop students’ intuition. Here are a few highlights of our approach to macroeconomics:

o A broad discussion of macro statistics. Many students pay at least some attention to the
financial news and know that the release of statistics by federal agencies can cause move-
ments in stock and bond prices. A background in macroeconomic statistics helps clarify
some of the policy issues encountered in later chapters. In Chapter 8, “GDP: Measuring
Total Production and Income,” and Chapter 9, “Unemployment and Inflation,” we provide
students with an understanding of the uses and potential shortcomings of the key mac-
roeconomic statistics, without getting bogged down in the minutiae of how the statistics
are constructed. So, for instance, we discuss the important differences between the payroll
survey and the household survey for understanding conditions in the labor market. We
explain why financial markets react more strongly to news from the payroll survey. We
provide a discussion of the employment-population ratio, which is not covered in some
other books, but is regarded by many economists regard as a key measure of labor market
performance. Chapter 15, “Monetary Policy;” discusses why the Federal Reserve prefers to
measure inflation using the personal consumption expenditures price index rather than
the consumer price index.

« Early coverage of long-run topics. We place key macroeconomic issues in their long-
run context in Chapter 10, “Economic Growth, the Financial System, and Business Cy-
cles,” and Chapter 11, “Long-Run Economic Growth: Sources and Policies” Chapter 10
puts the business cycle in the context of underlying long-run growth and discusses what
actually happens during the phases of the business cycle. We believe this material is im-
portant if students are to have the understanding of business cycles they will need to in-
terpret economic events; this material is often discussed only briefly or omitted entirely
in other books. We know that many instructors prefer to have a short-run orientation to
their macro courses, with a strong emphasis on policy. Accordingly, we have structured
Chapter 10 so that its discussion of long-run growth would be sufficient for instructors
who want to move quickly to short-run analysis. Chapter 11 uses a simple neoclassical
growth model to explain important growth issues. We apply the model to topics such as
the decline of the Soviet economy, the long-run prospects for growth in China, the im-
plications of the slowdown in productivity growth for the U.S. economy, and the failure
of many developing countries to sustain high growth rates. And we challenge students
with the discussion “Why Isn't the Whole World Rich?”

PREFACE
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Price level 1. The economy begins in LRAS,
(GDP equilibrium at point A, with
deflator, SRAS; and AD; intersecting
2009 = 100) ata point on LRAS;.
SRAS,
A
110
0 $17.0 Real GDP

(trillions of 2009 dollars)

The first acetate overlay adds the shifts in the long- and short-run

aggregate supply curves.

The second acetate overlay adds the shifts in the aggregate

demand curve to complete the dynamic model.

5. The dynamic AD-AS model
allows us to give a more accurate
account of changes in real GDP
and the price level.

4. During the course of the year,
rising population and income,
increasing investment, and
increasing government purchases
cause the AD curve to shift, and the
economy ends in a new equilibrium
at point B.

AD,

A dynamic model of aggregate demand and aggre-
gate supply. We take a fresh approach to the standard
aggregate demand and aggregate supply (AD-AS)
model. We realize there is no good, simple alterna-
tive to using the AD-AS model when explaining
movements in the price level and in real GDP. But
we know that more instructors are dissatisfied with
the AD-AS model than with any other aspect of the
macro principles course. The key problem, of course,
is that AD-AS is a static model that attempts to ac-
count for dynamic changes in real GDP and the price
level. Our approach retains the basics of the AD-AS
model but makes it more accurate and useful by mak-
ing it more dynamic. We emphasize two points: First,
changes in the position of the short-run (upward-
sloping) aggregate supply curve depend mainly on
the state of expectations of the inflation rate. Second,
the existence of growth in the economy means that
the long-run (vertical) aggregate supply curve shifts
to the right every year. This “dynamic” AD-AS model
provides students with a more accurate understand-
ing of the causes and consequences of fluctuations in
real GDP and the price level. Chapter 13, “Aggregate
Demand and Aggregate Supply Analysis,” includes a
three-layer, full-color acetate for the key introduc-
tory dynamic AD-AS graph (Figure 13.8, “A Dynamic
Aggregate Demand and Aggregate Supply Model,” on
page 435 and reproduced on the right). We created
this acetate to help students see how the graph builds
step by step and to help make the graph easier for in-
structors to present. The acetate will help instructors
who want to use dynamic AD-AS in class but believe
the model needs to be developed carefully. We intro-
duce this model in Chapter 13 and use it to discuss
monetary policy in Chapter 15, “Monetary Policy,”
and fiscal policy in Chapter 16, “Fiscal Policy” The
material on dynamic AD-AS is presented in self-
contained sections in Chapters 13, 15, and 16, so in-
structors may safely omit the sections on the dynamic
AD-AS model without any loss in continuity to the
discussion of macroeconomic theory and policy.

« Extensive coverage of monetary policy. Because of
the central role monetary policy plays in the economy
and in students’ curiosity about business and financial
news, we devote two chapters—Chapters 15, “Mon-
etary Policy,” and 17, “Inflation, Unemployment, and
Federal Reserve Policy”—to the topic. We emphasize
the issues involved in the Fed’s choice of monetary
policy targets, and we include coverage of the Taylor
rule. We include coverage of the debate over the Fed’s
new policies, including quantitative easing.

Coverage of both the demand-side and supply-side effects of fiscal policy. Our dis-
cussion of fiscal policy in Chapter 16, “Fiscal Policy,” carefully distinguishes between



automatic stabilizers and discretionary fiscal policy. We also provide significant cover-
age of the supply-side effects of fiscal policy.

o A self-contained but thorough discussion of the Keynesian income-expenditure
approach. The Keynesian income-expenditure approach (the “45°-line diagram,” or
“Keynesian cross”) is useful for introducing students to the short-run relationship be-
tween spending and production. Many instructors, however, prefer to omit this mate-
rial. Therefore, we use the 45°-line diagram only in Chapter 12, “Aggregate Expenditure
and Output in the Short Run” The discussion of monetary and fiscal policy in Chapter
15, “Monetary Policy;” and Chapter 16, “Fiscal Policy,” respectively, uses only the AD-
AS model, making it possible to omit Chapter 12.

« Extensive international coverage. We include three chapters devoted to international
topics: Chapter 7, “Comparative Advantage and the Gains from International Trade,”
Chapter 18, “Macroeconomics in an Open Economy,” and Chapter 19, “The Interna-
tional Financial System.” Having a good understanding of the international trading and
financial systems is essential to understanding the macroeconomy and to satisfying
students’ curiosity about the economic world around them. In addition to the material
in our three international chapters, we weave international comparisons into the nar-
ratives of several other chapters, including our discussion of labor market policies in
Chapter 17, “Inflation, Unemployment, and Federal Reserve Policy,” and central bank-
ing in Chapter 14, “Money, Banks, and the Federal Reserve System.

« Flexible chapter organization. Because we realize that there are a variety of approaches
to teaching principles of macroeconomics, we have structured our chapters for maxi-
mum flexibility. For example, our discussion of long-run economic growth in Chapter 10,
“Economic Growth, the Financial System, and Business Cycles,” makes it possible for in-
structors to omit the more thorough discussion of these issues in Chapter 11, “Long-Run
Economic Growth: Sources and Policies” Our discussion of the Keynesian 45°-line dia-
gram is confined to Chapter 12, “Aggregate Expenditure and Output in the Short Run,” so
that instructors who do not use this approach can proceed directly to aggregate demand
and aggregate supply analysis in Chapter 13, “Aggregate Demand and Aggregate Supply
Analysis” While we devote two chapters to monetary policy, the first of these—Chapter 15,
“Monetary Policy”—is a self-contained discussion, so instructors may safely omit the
material in Chapter 17, “Inflation, Unemployment, and Federal Reserve Policy;” if they
choose to. Finally, instructors may choose to omit all three of the international chapters
(Chapter 7, “Comparative Advantage and the Gains from International Trade,” Chapter
18, “Macroeconomics in an Open Economy,” and Chapter 19, “The International Finan-
cial System”), cover just Chapter 7 on international trade, cover just Chapter 18, or cover
Chapters 18 and 19 while omitting Chapter 7. Please refer to the flexibility chart on pages
xxv-xxvi to help select the chapters and order best suited to your classroom needs.

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

PREFACE
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Motors, Chapter 6 discusses Mark Zuckerberg of Facebook, and Chapter 13 discusses Fred Smith
of FedEx. Here are a few examples of companies 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 6, “Firms, the Stock Market, and Corporate Governance”)

FedEx (Chapter 13, “Aggregate Demand and Aggregate Supply Analysis”)
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Smartphones: The Indispensible Product?

Ifyoure . prof d

businesspeople, you carry your cellphone or
smartphone everywhere you go. With a cell.
phone, you phone calls

Although initilly.
ing share of the smartphone market, com-
petitors soon appeared. Companies such as

HIC, LG, Huawei, Microsoft,

and text messages. With a smartphone, you

Sony, ZTE, and Panasonic introduced
ph

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 Rescarch 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 /Tunes 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
10 the iTunes store. Apple sold more than
3 million iPhones within a month of launch.
ing the iPhone 3G.

Economics in Your Life

lowed Appl
usersaccess to online app sores

“The intense competition among firms
selling smartphones s astriking 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 regalar cellphone, firms scrambled
to meet the demand for smartphones. Al-
thaugh intense competition is not always
£00d news for firms trying to sell products,

providing

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-
ied about overproduction of it iPhone 5.

‘Sources: Bian X. Gl “Smarphones Fraty Supass
e Fasurs P’ New York T, ors 26, 201 Erc
Plannor, Compeson Desgre

9es? Now Yok s, Apr 18, 2015 and
Bl Hitory of Smarphones?pevorcom, e 1,201

Will You Buy an Apple iPhone or a Samsung Galaxy?

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 f 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.

e iPhone and a Samsung

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.

Google and Apple Face Supply and Demand
AN INSIDE LOOK Concerns in the Smartphone Market

MOTLEY F(

Google’s Smartphone
Production Problems

demand, a director in Google's UK.
offices said, “Supplies with the manu-
facturer [LG] are erratic,” not ex-

dicting I

actly a glowing for
LG. One estimate put the number of

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 for 10 more mil

a tough one, especially when rolling
outa P

Google
370,000; not

the producti sales
expectations perfectly, investors are
going to be disappointed. Just ask
Apple (NASDAQ: AAPL)

On Monday (January 14, 20131,
‘Apple cut orders from its iPhone 5

bad, but paltry compared to Apple and
‘Samsung numbers. So, when in doubt,
apparently you blame the supplir.
However, LG ist taking Googlés
insinuations about production prob-

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 wih its new iPhone, or any
other fair reason. Investors werenit in-
terested. Apple stock proceeded to
drop over 3%, and remains below
5500 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
internationaly 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-

an LG exccutive pulled no punches
when asked what the problems were.
in keeping Nexus 4 phones in stock.
According to the LG exce, G
underestimated demand, particularly
in the UK. and Germany, by as much
25 10 times the number of Nexus 43
needed to fill orders.
“The price for being wrong

“The impact of its Nexus 4 supply
issues on Googles battom line will be
negligible when it announces carn-
ings Jan. 22. The Nexus is, after ll,
relatively new to market and Google
certainly has other sources of revenue.

oogle

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 nitialy rolled out on such
a minimal basis, with temporary re-
tail outlets? If Micrasoft CEO Steve
Ballmer had shot for the moon rela.
tive to Surface sales, and didt meet
those lofty expectations, hed 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 its said and done, supply
and demand forecasting isi't an exact
science. Sure, there’s information that
can be gleaned from changes in orders
and amounts, butlets keep it in per-
spective. Do Googles with LG

will hurt it share price in the near
term, but will be litle more than a
hiccup in the overal scheme of things.
@  he flipside of Googles produc-

ternational market, log
orders st improving,
He said, she said.

In response to concerns about
production keeping up with Nexus 4

tion issue is Appls
mates, Apple sold around 50 million
smartphones in the recently com-
pleted Q4 of 2012, But because of de-
clining sales expectations this quarter

threaten to derail the online leader?
OF course not. Take the 4% drop in
Google's share price the past week for
what it i: an opportunity.

Source: T ruger, “Google’s Smartphone

Key Points in the Arficle

The demand for Google's Nexus 4 smart
phone and the production problems
prevented the company from supplying
enough of the product to fil its orders.
Google bamed the shortage on the phone's
manufacturer, LG, whilo LG executives
claimed that Google soveroly underests
mated demand for the smartphone, espe.
clally In some European markets. Although

e comparies’ stock prces.
Analyzing the News
it the baginming of 2013, Apple and

Googie found themssives dealing witn

emand curve from D to Dy, which ls-
trates the situation Apple faced for its
{Phone 5. All else equa, a decrease i de-
mand would decreass equibrium prics fom
Py to Py and decrease squibrium quantty
fom @, t0 Q.

Appie expected sales of s Phone 5 to

ecine i the first quarer of 2013 and
ohose to cut production of ts smartphone.
in lght of this expectation. A decrease in
Supply, such as Apple’s recuction i pro-

emand for the Nexus 4, which i repre-

from S, 10 5, All ase equal, a decrease in

Sentedin Figure 1
Gamand curve rom D to Dy, Al ese equal,
an increase in demand would increase equ-
orum prce from P fo P and increase ecu-
orum quanty rom Q 10 .

On the supply side, Google blamed the.

INexus 4 manufactuer, LG, for not being
able to supply enough product, and LG

from P o P, and decraase the equilbrium
quantiy from @, 10 @y

Thinking Critically

change in the equilbrium price and

Sales. Regardiess of which company was.
uitimately at faul, Google naeded to in-
crease the supply of its smartphones o
meet the growing demand. By blaming
Google fo the supply probiem,the execu-
ives at LG implied tha theircompany had
the capabilty of producing enough smart-

by seling a smartphone.
2. Suppose that the federal government
starts a new program tht offers (0 e-
imburse low-income people for halfthe
price of @ new smartphone. Use a de-
mand and supply graph of the smart
phone marke to show the effect on

Issues. Appe reduced s ordersof iPhon 55
from its manufacturers by as much as
50 percent due o nsuffcient demand, whis
Google sought ways o increase production
of its Nexus 4 due to high demand. Both
comparies misjudged the demand fo thei
smartphones. Figure 1 below shows a ds-

phones to cover w0

ncreasing the supply of Nexus 4 phones
Would apparently not be an issue on the.
manufacturing end. An increase in supply,
which Google neade, s represented n Fig-
wre 2 by a shit rom 5, 10 5. All e equal,
an increase in supply. the.

of Amazon entering the market and the
‘government beginning this program.
Gan we b sure whether the equilbrum
quaniity of smartphones wil increase?
Gan we be sure whether the equill-

tphone) o ‘smartphone)
.
[ — . s
?, j— ”,
o
SEE
.
Py Py
s
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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.

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.

At the end of the chapter, we use the chapter concepts to answer the questions asked at
the beginning of the chapter.

Continued from page 69

Economics in Your Life

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.

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”)
o Is your take-home pay affected by what your employer spends on your health insur-
ance? (Chapter 5, “The Economics of Health Care”)
« Is an employer likely to cut your pay during a recession? (Chapter 13, “Aggregate De-
mand and Aggregate Supply Analysis”)

PREFACE
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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.

88 CHAPTER 3 Where Prices Come From:The Inferaction of Demand and Supply

Solved Problem 3.4

MyEconLab tnerscte Animation

What Has Caused the Decline in Beef Consumption?

‘Whether you like to eat hamburger or roast beef, the source
of the meat is a farmer who raises cattle. An article in the

Ne

A 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

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

lustrate your answers to the following questions:

Solving the Problem

Step 1:

Step 2:

Review the chapter material. This problem is about how shifts in demand and
supply curves affect the equilibrium price, 5o you may want t0 review the sec-
tion “The Effect of Shifts in Demand and Supply over Time; which begins on
page §7.

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 tothe lef. Y the
information that the cost of rasing beef has increased. So, the supply curve for
beef has also shifted to the left. hows both these shifts:
price|
(gotars s
per pounc)|
s
B
2
o
N,
0
0 2 Quanity
(pounds of beet)

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.

The Effect of Demand and Supply Shifs on Eqillbrium 89

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 correc:

Prc
(@oirs
perpoun) s
e
’ I
”
R
o,
3 oy
(pounds f boo)

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 lef. 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

Your Tum: 47,
chopter

theendortis  MyEconLab sy par

Don't Let This Happen to You

Remember: A Change in a Good'’s Price
Does Not Cause the Demand or Supply
Curve fo Shift

Suppose a student is asked to draw a demand and supply
graph to illustrate how an increase in the price of oranges
would affect the market for apples, with other variables be-
ing constant. He draws the graph on the left and explains
it as follows: “Because apples and oranges are substitutes,
an increase in the price of oranges will cause an initial shift
to the right in the demand curve for apples, from D; to D,.
However, because this initial shift in the demand curve for
apples results in a higher price for apples, P,, consumers
will find apples less desirable, and the demand curve will
shift to the left, from D, to D;, resulting in a final equilib-
rium price of P;” Do you agree or disagree with the stu-
dent’s analysis?

You should disagree. The student has correctly un-
derstood that an increase in the price of oranges will cause
the demand curve for apples to shift to the right. But, the
second demand curve shift the student describes, from D,

to Dj, will not take place. Changes in the price of a prod-
uct do not result in shifts in the product’s demand curve.
Changes in the price of a product result only in movements
along a demand curve.

The graph on the right shows the correct analysis. The
increase in the price of oranges causes the demand curve
for apples to increase from D; to D,. At the original price,
Py, the increase in demand initially results in a shortage of
apples equal to Q; — Q;. But, as we have seen, a shortage
causes the price to increase until the shortage is eliminated.
In this case, the price will rise to P,, where both the quan-
tity demanded and the quantity supplied are equal to Q,.
Notice that the increase in price causes a decrease in the
quantity demanded, from Q; to Q,, but does not cause a
decrease in demand.

MyEconLab study Plan

Your Turn: Test your understanding by doing related
problems 4.13 and 4.14 on pages 98-99 at the end of this
chapter.

Price of Price of
apples Supply apples Supply

Py \/ P>

P

-
D,
Py 2P
D,
3 D,
D, D,
0 Quantity of 0 Qq Q Q3 Quantity of

apples per month

apples per month

Don’t Let This Happen to You

We know from many years of teaching which
concepts students find most difficult. Each
chapter contains a box feature called Don’t
Let This Happen to You that alerts students
to the most common pitfalls in that chap-
ter’s material. We follow up with a related
question in the end-of-chapter Problems and
Applications section.

Making the Connection

Each chapter includes two to four Making the
Connection features that provide real-world
reinforcement of key concepts and help stu-
dents learn how to interpret what they read on
the Web and in newspapers. Most Making the
Connection features use relevant, stimulating,
and provocative news stories focused on busi-
nesses and policy issues. One-third of them
are new to this edition, and most others have


www.reuters.com

Connecti
MyEconab

Making | Forecasting the Demand
the | for iPhones

recemasnamenons 7 been updated. Several discuss health care,
which remains a pressing policy issue. Each
Making the Connection has at least one sup-
porting end-of-chapter problem to allow stu-
dents to test their understanding of the topic

discussed.

Graphs and Summary Tables

Graphs are an indispensable part of a prin-

ciples of economics course but are a major

chapter
require students to draw, read, and interpret graphs. Interactive

1.
2.
3.
4

stumbling block for many students. Every

except Chapter 1 includes end-of-chapter problems that
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: . b : : Price ‘A shift in th MyEconLab Animation
graphing exercises appear on the book’s supporting Web site. We | wotweper DT
smartphone) is a change in Figure 3.3
use four devices to help students read and interpret graphs: o, A Change in Demand versus a
. R Change in Quantity Demanded
. . $300 1f the price of smartphones falls from $300
Detalled Captlons to 8250, the result will be a movement
along the demand curve from point A to
point B—an increase in quantity demanded
Boxed notes s P s milon 105 mlon 1 cosun.
1 d d T ers’ incomes increase, or if another factor
_ along the changes that makes consumers want more
Color-coded curves . i oy e e s
. is a change in 2 curve will shift to the right—an increase
Summary tables with graphs (see pages 76, 81, and 427 for quaniy oovana 0, T s i e s
demanded. mand from D to D, causes the quantity of
— s s demanded at a price of $300
examples) ’ S e swwmen o o
smartphones per week)
10 million at point C.

76 CHAPTER 3 Where Prices Come From:The Inferaction of Demand and Supply
Table 3.1 Anincrease in ... shifts the demand curve ... because ...
Variables That Shift Market :
income (and the good Price consumers spend more of their
Demand Curves
is normal) higher incomes on the good.
—
Dy D,
0 Quantity
income (and the good Price consumers spend less of their
is inferior) higher incomes on the good.
—
D, by
4 Quantity
the price of a substitute Price consumers buy less of the
substitute good and more of this
—_— good.
Dy D,
4 Quantity
the price of a Price consumers buy less of the
complementary good complementary good and less of
— this good.
D D
0 Quantity
taste for the good Price consumers are willng to buy a
larger quantity of the good at
— every price.
Dy D,
0 Quantity
Price
population additional consumers result in a
greater quantity demanded at
- every price.
Dy D,
4 Quantity
Price
the expected price of the consumers buy more of the good
good in the future today to avoid the higher price
~ in the future.
Dy D,
0 Quantity
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Review Questions and Problems and Applications—
Grouped by Learning Objective to Improve Assessment

All the end-of-chapter material —Summary, Review Questions, and Problems and Applica-
tions—is grouped under learning objectives. The goals of this organization are to make it
easier for instructors to assign problems based on learning objectives, both in the book and
in MyEconLab, and to help students efficiently review material that they find difficult. If
students have difficulty with a particular learning objective, an instructor can easily iden-
tify which end-of-chapter questions and problems support that objective and assign them as
homework or discuss them in class. Every exercise in a chapter’s Problems and Applications
section is available in MyEconLab. Using MyEconLab, students can complete these and many
other exercises online, get tutorial help, and receive instant feedback and assistance on exer-
cises they answer incorrectly. Also, student learning will be enhanced by having the summary
material and problems grouped together by learning objective, which will allow them to focus
on the parts of the chapter they find most challenging. Each major section of the chapter,
paired with a learning objective, has at least two review questions and three problems.

As in the previous editions, we include one or more end-of-chapter problems that test
students’ understanding of the content presented in the Solved Problem, Making the Connec-
tion, and Don’t Let This Happen to You special features in the chapter. Instructors can cover a
feature in class and assign the corresponding problem for homework. The Test Item File also
includes test questions that pertain to these special features.

Real-Time-Data Exercises

Most chapters end with at least two 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. Real-Time-Data Analysis Exercises, marked with @, allow students and instructors to
use the very latest data from FRED.

Infegrated Supplements

The authors and Pearson Education/Prentice Hall have worked together to integrate the text,
print, and media resources to make teaching and learning easier.
MyEconLab is a unique online course management, testing, and tutorial resource.

MyEconLab

For the Instructor

Instructors can choose how much or how little time to spend setting up and using MyEcon-
Lab. Here is a snapshot of what instructors are saying about MyEconLab:

MyEconLab offers [students] a way to practice every week. They receive immediate
feedback and a feeling of personal attention. As a result, my teaching has become more
targeted and efficient.—Kelly Blanchard, Purdue University

Students tell me that offering them MyEconLab is almost like offering them individu-
al tutors.—Jefferson Edwards, Cypress Fairbanks College



MyEconLab’s eText is great—particularly in that it helps offset the skyrocketing
cost of textbooks. Naturally, students love that.—Doug Gehrke, Moraine Valley
Community College

Each chapter contains two preloaded homework exercise sets that can be used to build
an individualized study plan for each student. These study plan exercises contain tutorial re-
sources, including instant feedback, links to the appropriate learning objective in the eText,
pop-up definitions from the text, and step-by-step guided solutions, where appropriate. Af-
ter the initial setup of the course by the instructor, student use of these materials requires
no further instructor setup. The online grade book records each student’s performance and
time spent on the tests and study plan and generates reports by student or chapter.

Alternatively, instructors can fully customize MyEconLab to match their course exactly,
including reading assignments, homework assignments, video assignments, current news
assignments, and quizzes and tests. Assignable resources include:

« Preloaded exercise assignments sets for each chapter that include the student tutorial
resources mentioned earlier

o Preloaded quizzes for each chapter that are unique to the text and not repeated in the
study plan or homework exercise sets

o Study plan problems that are similar to the end-of-chapter problems and numbered ex-
actly like the book to make assigning homework easier

o Real-Time-Data Analysis Exercises, marked with @ , allow students and instructors to use
the very latest data from FRED. By completing the exercises, students become familiar
with a key data source, learn how to locate data, and develop skills in interpreting data.

Real-Time Data Analyvsis Exercise & Ly . L e -
: [ ECONOMIC RESEARCH

Chick the following Eeik 1o view GDP data from FRED® Then use that da1a to anewer the G FEDERAL AESERVE BANK OF 5T LOUIS

fellowing questions. || 4

FRED® Economic Data | Data Tools | Publications | Working Papers | Economists|

For this exercise you will need 1o enter data from FRED for nominal gross domestic product

(GDP) and real gross domestic product (GDPCI)
Home > FRED'® Economic Data > Categones > M
Uting the data ﬁm?‘k& nl;( the vaboes for the second quarter of 2013 (shawn as
2013 =04 =01 m Fred) for the following series IDs:
£ 2 " F ECOMOMIC DATA | 5T LOWS FED GDPIGNP
1Erter your mses exactly as th r in FRED,)
your responses exactly as they appea e Cotecoriés
Vi - gy
Series 1D Value [ Downioad Dats + Shares of GOP (75)
GDP 5165610 w1 3
B ¥ s
GDPCI S1HTRT b of chained 5 s S e I) Selacted Secies: [Addto DsaList| | Ade
Given these vahues, the GDP deflater for this period is 10638 _ (Evrer your respsnse rounded 180 Serles Real Gross Domestic Product
10 1o dactmal places.) Saduct Lags below to fiter | sillisns of Chained 2009 Dollars, Quartery,
5 ! series. Leam about tags. Atirsted Anruinl Riste
The GDP price deflaor for the second quaner of 2012 was 104.75. Using this valoe along wich [ - -
2 aillions of Chained 2009 Dollars, Annual, N
SHITES Related Tags Seasonaly Adyustad
Al parts shawsng 1 midlions of Chained 2009 Dollars, Quasterdy
e a, Adjusted Annual Rate

o In the eText available in MyEconLab, select figures labeled MyEconLab Real-time data
allow students to display a pop-up graph updated with real-time data from FRED.

Instrys
Real-Time Data Figure [ Close | -

MyEconlab Real-time data
-
= Nominal and Real GDP
@ | Nouminal GDP
I Real GDP

GOP (% tnons)
e BB FaE

Annzi

o N o

WGTD 1676 1680 19BS 1990 1995 2000 2005 S010
Year

"Bueal tune data provided by Federal Reserve Economse Data (FRED), Federal Reserve Bank of
Samt Lows.

Quastion is complete, ‘b iees 2000 2008 2010 2018
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o Current News Exercises, provide a turnkey way to assign gradable news-based exercises
in MyEconLab. Each week, Pearson scours the news, finds current macroeconomics
articles, creates an exercise around these news articles, and then automatically adds
them to MyEconLab. Assigning and grading current news-based exercises that deal with
the latest macroeconomic events and policy issues has never been more convenient.

x ONg ¢F ¥ 3N & K El w7
Homework: Assignment 3 Bloomberg oo | e | s
10OOVOVOW®® b [~ = — . B - )

Exarcise Score: O af 1 gt Assignmant Scorst (1% (0 oF 12 pts)

Less Tapering Becomes Tightening Credit No Matter What Fed Says Less Tapering Becomes Tlghter Credit No
W Matter What Fed Says

Source: Gage, Carsline Salas, "Less Tapering Becomes Tightening Credit No Matter What Fed Says."

iy Earving Saea Fipe - S 17_ 3047 1577 A 5T

= soumrNTs e

Carefully watch the video. read the article, and then answer the following questions. [ 191 - I

b

The jumpin U . Treasry vields also pushed higher

# 0 mortgage rates
band prices
home sales
wvehicle sales

Experts expect the Federal Reserve to ammmee # will lower monthly bend purchased to

(34 $85 billion.
(28 $10 nlhon.
Or §15 biltion S —
(0§20 billion
Fesieral Rearree Chaiman Res 5 Bemaske sent band yields a peresstage point highar just

Liick b0 seléct your answer, then dick Check Answer. by talking abeet adding strmsius ot 4 slower pace The mut serves a3 A waming fn menetary
Doy nat record Toe sy b

1 part remaining Chear Al
&, Daspeay The jump in yikds has pushed up the cost of mergages o
milions of Americana, cutbed demand for homes and

= T U T DO T TR T T U T T m e TR
Course Home = £

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

« Single-player experiments allow your students to play against virtual players from
anywhere at any time so long as they have an Internet connection.

o Multiplayer experiments allow you to assign and manage a real-time experiment
with your class.

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

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

o Test Item File questions that allow you to assign quizzes or homework that will look just
like your exams

o Econ Exercise Builder, which allows you to build customized exercises

Exercises include multiple-choice, graph drawing, and free-response items, many of
which are generated algorithmically so that each time a student works them, a different vari-
ation is presented.

MyEconLab grades every problem type except essays, even problems with graphs.
When working homework exercises, students receive immediate feedback, with links to ad-
ditional learning tools.

Customization and Communication

MyEconLab in MyLab/Mastering provides additional optional customization and commu-
nication tools. Instructors who teach distance-learning courses or very large lecture sections
find the MyLab/Mastering format useful because they can upload course documents and


www.myeconlab.com

assignments, customize the order of chapters, and use communication features such as Doc-
ument Sharing, Chat, ClassLive, and Discussion Board.

[Related to Sobved Problem £1] You have exams in econonnes and chemistry coméng up and & =

hotrs avadable for snidving. The following table shows the wade.offs vou face i allocating the Hme
vou will spend in stodving each subject.

Lre tihe mulripatn curve dravwing tool to plot a productivn] | resotrces and current technelogy
trade-off between your economics grade and chemmity grad
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B
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o
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For the Student

MyEconLab puts students in control of their learning through a collection of testing, prac-
tice, and study tools tied to the online, interactive version of the textbook and other media
resources. Here is a snapshot of what students are saying about MyEconLab:

It was very useful because it had EVERYTHING, from practice exams to exercises to
reading. Very helpful.—student, Northern Illinois University

I would recommend taking the quizzes on MyEconLab because it gives you a true ac-
count of whether or not you understand the material.—student, Montana Tech

It made me look through the book to find answers, so I did more reading.—student,
Northern Illinois University

Students can study on their own or can complete assignments created by their instruc-

tor. In MyEconLab’s structured environment, students practice what they learn, test their
understanding, and pursue a personalized study plan generated from their performance
on sample tests and from quizzes created by their instructors. In Homework or Study Plan
mode, students have access to a wealth of tutorial features, including:

As ol prices rase during 006, the derund for alterrative fuels increased. Ethancl cne shemative
fisel, is made frem corn. Accerding to an amicle & the il Sroer Journal, the price of tordlas, Tortila markst
wihich are made from com, also rese during 2008

"The price spike (i torillas] is part of  ripple effect from the

54
and !hrug-:aldr. “Toriflls Soup," Wall fwet fonrnes, Jrnmary

L Cliehe on the doon and use the madl for the corn market 12 iy

i

Show how the change in the price of corm, cansed by the sxveased demd
affected the market for tordlas.

1) Libe thet it circnwing dood to show the effoct oo the tortlla macket
of com. lakel this kne

tiiz shock.

Instant feedback on exercises that helps students understand and apply the concepts

Links to the eText to promote reading of the text just when the student needs to revisit a
concept or an explanation

Step-by-step guided solutions that force students to break down a problem in much the
same way an instructor would do during office hours

55

#a Power, “Tadustry Seeks to Rador Ethaned Levebi ba Foel.” 20 3 Markel for Com =
y 35,2007,
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o Pop-up key term definitions from the eText to help students master the vocabulary of
economics

« Links to the important features of the eText, such as Solved Problem, Making the
Connection, An Inside Look, and Don’t Let This Happen to You

o A graphing tool that is integrated into the various exercises to enable students to build
and manipulate graphs to better understand how concepts, numbers, and graphs
connect

Consider the market for college textbocks Sustrared in the fipore to the right
Suppose the recent Scondenic receasion has resulned in more stodents attending coliege.

In the figime 1o the right, show hovr this has Heely affected the markes for college textbooks

L3k
~©
=

e drawimg toal, draw exher 3 new supply curve (5.) or 3 new demand curve
v labe] veur e

. idicate the new market equiibrim (e,).

bove, and anly draw the riguired oljects a

]

Additional MyEconLab Tools
MyEconLab includes the following additional features:

o eText—In addition to the portions of eText available as pop-ups or links, a fully search-
able eText is available for students who wish to read and study in a fully electronic
environment.

« Print upgrade—For students who wish to complete assignments in MyEconLab but
read in print, Pearson offers registered MyEconLab users a loose-leaf version of the
print text at a significant discount.

o Glossary flashcards—Every key term is available as a flashcard, allowing students to
quiz themselves on vocabulary from one or more chapters at a time.

o MySearchLab—MySearchLab provides extensive help on the research process and four
exclusive databases of credible and reliable source material, including the New York
Times, the Financial Times, and peer-reviewed journals.

MyEconLab content has been created through the efforts of Chris Annala, State
University of New York-Geneseo; Charles Baum, Middle Tennessee State University; Peggy
Dalton, Frostburg State University; Carol Dole, Jacksonville University; David Foti, Lone
Star College; Sarah Ghosh, University of Scranton; Satyajit Ghosh, Universtity of Scranton;
Melissa Honig, Pearson Education; Woo Jung, University of Colorado; Courtney Kamauf,
Pearson Education; Chris Kauffman, University of Tennessee-Knoxville; Russell Kellogg,
University of Colorado-Denver; Noel Lotz, Pearson Education; Katherine McCann,
University of Delaware; Daniel Mizak, Frostburg State University; Christine Polek, University
of Massachusetts-Boston; Mark Scanlan, Stephen E Austin State University; Leonie L. Stone,
State University of New York-Geneseo; and Bert G. Wheeler, Cedarville University.

Other Resources for the Instructor

Instructor's Manual

Edward Scahill of the University of Scranton prepared the Instructor’s Manual,
which includes chapter-by-chapter summaries, learning objectives, extended ex-
amples and class exercises, teaching outlines incorporating key terms and defini-
tions, teaching tips, topics for class discussion, new Solved Problems, new Making



the Connection features, and solutions to all review questions, problems, and real-
time-data exercises in the book. The Instructor’s Manual is available in print and
for download from the Instructor’s Resource Center (www.pearsonhighered.com/
hubbard). The authors, Harry Ellis of the University of North Texas, and Robert Gillette of
the University of Kentucky prepared the solutions to the end-of-chapter review questions
and problems.

Test ltem File

Randy Methenitis of Richland College prepared the Test Item File, which includes 4,000 mul-
tiple-choice, true/false, short-answer, and graphing questions. There are questions to support
each key feature in the book. The Test Item File is available in print and for download from
the Instructor’s Resource Center (www.pearsonhighered.com/hubbard). Test questions are
annotated with the following information:

« Difficulty: 1 for straight recall, 2 for some analysis, 3 for complex analysis
« Type: multiple-choice, true/false, short-answer, essay

o Topic: the term or concept the question supports

o Learning outcome

o AACSB (see description that follows)

« Page number in the text

o Special feature in the main book: chapter-opening business example, Economics in
Your Life, Solved Problem, Making the Connection, and Don’t Let This Happen to You

The Association to Advance Collegiate Schools of Business (AACSB)
The Test Item File author has connected select questions to the general knowledge and skill
guidelines found in the AACSB Assurance of Learning Standards.

What Is the AACSB?

AACSB is a not-for-profit corporation of educational institutions, corporations, and other
organizations devoted to the promotion and improvement of higher education in business
administration and accounting. A collegiate institution offering degrees in business admin-
istration or accounting may volunteer for AACSB accreditation review. The AACSB makes
initial accreditation decisions and conducts periodic reviews to promote continuous qual-
ity improvement in management education. Pearson Education is a proud member of the
AACSB and is pleased to provide advice to help you apply AACSB Assurance of Learning
Standards.

What Are AACSB Assurance of Learning Standards?
One of the criteria for AACSB accreditation is the quality of curricula. Although no specific
courses are required, the AACSB expects a curriculum to include learning experiences in the
following categories of Assurance of Learning Standards:

« Communication

 Ethical Reasoning

o Analytic Skills

+ Use of Information Technology

o Multicultural and Diversity

o Reflective Thinking

Questions that test skills relevant to these standards are tagged with the appropriate

standard. For example, a question testing the moral questions associated with externalities
would receive the Ethical Reasoning tag.

PREFACE 17
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How Can Instructors Use the AACSB Tags?

Tagged questions help you measure whether students are grasping the course content that
aligns with the AACSB guidelines noted earlier. This in turn may suggest enrichment activi-
ties or other educational experiences to help students achieve these skills.

TestGen

The computerized TestGen package allows instructors to customize, save, and generate
classroom tests. The test program permits instructors to edit, add, or delete questions from
the Test Item File; analyze test results; and organize a database of tests and student results.
This software allows for extensive flexibility and ease of use. It provides many options for
organizing and displaying tests, along with search and sort features. The software and the
Test Item Files can be downloaded from the Instructor’s Resource Center (www.pearson-
highered.com/hubbard).

PowerPoint Lecture Presentation

Three sets of PowerPoint slides, prepared by Paul Holmes of State University of New York-
Fredonia, are available:

1. A comprehensive set of PowerPoint slides can be used by instructors for class pre-
sentations or by students for lecture preview or review. These slides include all the
graphs, tables, and equations in the textbook. Two versions are available—step-by-
step mode, in which you can build graphs as you would on a blackboard, and auto-
mated mode, in which you use a single click per slide.

2. A comprehensive set of PowerPoint slides have Classroom Response Systems (CRS)
questions built in so that instructors can incorporate CRS “clickers” into their class-
room lectures. For more information on Pearson Education’s partnership with CRS,
see the section “Classroom Response Systems.” Instructors can download these Pow-
erPoint presentations from the Instructor’s Resource Center (www.pearsonhighered.
com/hubbard).

3. A student version of the PowerPoint slides is available as .pdf files. This version al-
lows students to print the slides and bring them to class for note taking. Instruc-
tors can download these PowerPoint presentations from the Instructor’s Resource
Center (www.pearsonhighered.com/hubbard).

Classroom Response Systems

Classroom Response Systems (CRS) is an exciting new wireless polling technology that in-
creases the interactivity of large and small classrooms by enabling instructors to pose ques-
tions to their students, record results, and display the results instantly. Students can answer
questions easily, using compact remote-control transmitters. Pearson Education has part-
nerships with leading CRS providers and can show you everything you need to know about
setting up and using CRS. Pearson Education will provide the classroom hardware, text-
specific PowerPoint slides, software, and support, and will also show you how your stu-
dents can benefit! Please contact your local Pearson Education sales representative for more
information.

Other Resources for the Student

In addition to MyEconLab, Pearson provides the following resources.

Study Guide

Jim Lee of Texas A&M University, Corpus Christi, prepared the Study Guide, which rein-
forces the textbook and provides students with the following:

o Chapter summaries

« Discussion of each learning objective
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o Section-by-section reviews of the concepts presented

« Helpful study hints

o Additional Solved Problems to supplement those in the text
« Key terms with definitions

o Self-tests for each chapter, which include 40 multiple-choice questions plus a number of
short-answer and true/false questions, with accompanying answers and explanations

PowerPoint Slides

For student use as a study aid or note-taking guide, PowerPoint slides, prepared by Paul
Holmes of State University of New York-Fredonia, can be downloaded from MyEconLab or
the Instructor’s Resource Center and made available to students. The slides include:

« All graphs, tables, and equations in the text

o Figures in step-by-step mode and automated modes, using a single click per graph
curve

« End-of-chapter key terms with hyperlinks to relevant slides

Course

Instructors

CourseSmart goes beyond traditional expectations, providing instant online access to the
textbooks and course materials you need, at a lower cost to students. And, even as students
save money, you can save time and hassle with a digital textbook that allows you to search
the most relevant content at the very moment you need it. Whether it’s evaluating textbooks
or creating lecture notes to help students with difficult concepts, CourseSmart can make life
a little easier. See how when you visit www.coursesmart.com.

Students

CourseSmart goes beyond traditional expectations, providing instant, online access to the
textbooks and course materials students need, at lower cost. They can also search, highlight,
and take notes anywhere, any time. See all the benefits to students at www.coursesmart.com.
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Accuracy Review Board and

Reviewers

The guidance and recommendations of the following instructors helped us develop the revi-
sion plans for the fifth edition and the supplements package. While we could not incorpo-
rate every suggestion from every consultant board member, reviewer, or accuracy checker,
we do thank each and every one of you and acknowledge that your feedback was indispens-
able in developing this text. We greatly appreciate your assistance in making this the best
text it could be; you have helped teach a whole new generation of students about the exciting

world of economics.

Accuracy Review Board

Our accuracy checkers did a particularly painstaking and
thorough job of helping us proof the graphs, equations, and
features of the text and supplements. We are grateful for their
time and commitment:

Fatma Abdel-Raouf, Goldey-Beacom College

Lee A. Craig, North Carolina State University
Harold Elder, University of Alabama

Robert Gillette, University of Kentucky

Anthony Gyapong, Pennsylvania State University
Kristen Keith, University of Toledo

Randy Methenitis, Richland College

Fernando Quijano, Dickinson State University
Edward Scahill, University of Scranton

Julianne Treme, University of North Carolina-Wilmington
David N. van der Goes, University of New Mexico

Reviewers

The guidance and thoughtful recommendations of many in-
structors helped us develop and implement a revision plan
that improved the book’s content, enhanced the figures, and
strengthened the assessment features. We extend special
thanks to Edward Scahill of the University of Scranton for
helping us revise the chapter openers, to Randy Methenitis of
Richland College for helping us revise the An Inside Look fea-
ture in Chapters 1-4, and to Robert Gillette of the University
of Kentucky and Harry Ellis of University of North Texas for
helping us revise the end-of-chapter questions. We are grateful
for the comments and many helpful suggestions received from
the following reviewers:

Frank Albritton, Seminole State College
William P. Aldridge, University of Alabama

Genevieve Briand, Washington State University

Shirley Cassing, University of Pittsburgh

David Davenport, McLennan Community College

John Dogbey, University of Nebaska at Omaha

Kirk Doran, University of Notre Dame

Harold W. Elder, University of Alabama

Rudy Fichtenbaum, Wright State University

Alejandro Gelves, Midwestern State University

Robert Gillette, University of Kentucky

Allen C. Goodman, Wayne State University

Jamal G. Husein, Angelo State University

Mark Jablonowski, University of Hartford

Kristen Keith, University of Toledo

Carrie B. Kerekes, Florida Gulf Coast University

Michael H. Lampert, Truckee Meadows Community College

Keith D. Malone, University of North Alabama

Abraham Mathew, Indiana University—-Purdue University
Indianapolis

Barbara A. Moore, University of Central Florida

Shofiqur Rahman, University of Texas at El Paso

Edward Scahill, University of Scranton

Dosse Toulaboe, Fort Hays State University

Julianne Treme, University of North Carolina-Wilmington

Tara Westerhold, Western Illinois University

Zhen Zhu, University of Central Oklahoma
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Previous Edition Class Testers, Accuracy

Reviewers, and Consultants

Class Testers

We are grateful to both the instructors who class-tested man-
uscript of the first edition and their students for providing
useful recommendations on how to make chapters more inter-
esting, relevant, and comprehensive:

Charles A. Bennett, Gannon University

Anne E. Bresnock, University of California-Los Angeles,
and California State Polytechnic University-Pomona

Linda Childs-Leatherbury, Lincoln University, Pennsylvania

John Eastwood, Northern Arizona University

David Eaton, Murray State University

Paul Elgatian, St. Ambrose University

Patricia A. Freeman, Jackson State University

Robert Godby, University of Wyoming

Frank Gunter, Lehigh University

Ahmed Ispahani, University of LaVerne

Brendan Kennelly, Lehigh University and National Univer-
sity of Ireland-Galway

Ernest Massie, Franklin University

Carol McDonough, University of Massachusetts—Lowell
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A Word of Thanks

Once again, we benefited greatly from the dedication and professionalism of the Pearson
Economics team. Executive Editor David Alexander’s energy and support were indispens-
able. David helped mold the presentation and provided words of encouragement whenever
our energy flagged. Executive Development Editor Lena Buonanno worked tirelessly to en-
sure that this text was as good as it could be and to coordinate the many moving parts in-
volved in a project of this magnitude. This new edition posed particular challenges, and we
remain astonished at the amount of time, energy, and unfailing good humor she brings to
this project. As we worked on the first edition, Director of Key Markets David Theisen pro-
vided invaluable insight into how best to structure a principles text. His advice helped shape
nearly every chapter. We have worked with Executive Marketing Manager Lori DeShazo
on three different books: principles of economics, money and banking, and intermediate
macroeconomics, and we continue to be amazed at her energy and creativity in promoting
the field of economics. Lindsey Sloan helped create the videos that accompany the Making
the Connections, and she and Andra Skaalrud managed the extensive supplement package
that accompanies the book. Carla Thompson and Jonathan Boylan turned our manuscript
pages into a beautiful published book. We received excellent research assistance from Ed
Timmons, Matthew Saboe, David N. van der Goes, and Jason Hockenberry. We thank Pam
Smith, Elena Zeller, Jennifer Brailsford, and Cindy O’Brien for their careful proofreading of
first- and second-round page proofs.

As instructors, we recognize how important it is for students to view graphs that are
clear and accessible. We are fortunate to have Fernando Quijano of Dickinson State Univer-
sity render all the figures in our books and also our supplements. Market feedback on the
figures continues to be positive. We extend our thanks to Fernando not only for collaborat-
ing with us and creating the best figures possible but also for his patience with our demand-
ing schedule.

This fifth edition has several new media components, which required skilled and
patient creators and developers. We extend special thanks to Andy Taylor of Hodja Media
for preparing the video clips and to Paul Graf of the University of Indiana-Bloomington for
preparing the graph animations. In addition to preparing the graphs for the book, Fernando
Quijano also prepared the many layered, step-by-step graphs that appear in these anima-
tions. These videos and animations are an important part of our revision.

A good part of the burden of a project of this magnitude is borne by our families. We
appreciate the patience, support, and encouragement of our wives and children.
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CHAPTER

Chapter Outline
and Learning
Objectives

1.1

1.2

1.3

1.4

1.5

Three Key Economic Ideas,

page 4
Explain these three key
economic ideas: People are
rational; people respond to
economic incentives; and
optimal decisions are made at
the margin.

The Economic Problem That Every

Society Must Solve, page 8
Discuss how an economy
answers these questions: What
goods and services will be
produced? How will the goods
and services be produced?
Who will receive the goods
and services produced?

Economic Models, page 11
Understand the role of models
in economic analysis.

Microeconomics and

Macroeconomics, page 15
Distinguish between
microeconomics and
macroeconomics.

A Preview of Important Economic
Terms, page 16
Define important economic
ferms.

Appendix: Using Graphs and Formulas,

page 24
Review the use of graphs and
formulas.

Economics:
Foundations and Models




Is the Private Doctor’s Office

Going to Disappear?

Traditionally, most doctors in the United
States have worked in private practices that
they owned themselves or in partnership
with other doctors. Like other businesspeo-
ple, a doctor hires workers—nurses, physi-
cian’s assistants, and receptionists—and buys
or rents machinery and equipment. A doc-
tor’s income represents the profits from his
or her practice, or the difference between
the revenue received from patients and their
health insurance plans and the costs to the
doctor of wages, rent, loans, and insurance.
Increasingly, rather than owning a pri-
vate practice, many doctors have chosen
to work as salaried employees of hospitals.
Although in 2000 nearly 60 percent of doc-
tors were in private practice, by 2013 fewer
than 40 percent were. What explains the in-
creasing number of doctors who are giving
up their private practices to become sala-
ried employees of hospitals? Some doctors
choose private practice because they like
being their own boss. Other doctors prefer
the more regular hours of working for a hos-
pital, where they are less likely to be woken
up at 2 A.M. to treat a patient with a medical
emergency. Economists believe, though, that
the best explanation for doctors abandon-
ing private practice is that the doctors are
acting in response to changing economic in-
centives. In fact, one of the key ideas that we
will explore in this book is that we can often

predict behavior by assuming that people re-
spond to economic incentives.

The economic incentives doctors face
have changed in a number of ways. For ex-
ample, soaring health care costs have led
many private insurance companies, as well as
the federal and state governments, to reduce
the payments they make to doctors in return
for treating patients. As a result, doctors in
private practice have found their incomes
fluctuating, which makes the steady income
from a hospital salary more attractive. Con-
gress passed President Barack Obama’s pack-
age of health care changes in 2010. One rule
requires most doctors and hospitals to con-
vert to electronic medical record keeping.
Although this change may improve the qual-
ity of health care, the computer systems re-
quired are expensive. Doctors can avoid this
cost by leaving private practice for hospital
employment. Other new rules have increased
the amount of paperwork doctors must com-
plete to be paid for treating patients.

AN INSIDE LOOK on page 18 dis-
cusses how technological change is affecting
medical care.

Sources: Robert Kocher and Nikhil R. Sahni, “Hospitals’
Race to Employ Physicians,” New England Journal of Med-
icine, Vol. 364, No. 19, May 12, 2011, pp. 1790-1793; Ju-
lie Creswell and Reed Abelson, ‘A Hospital War Reflects a
Bind for Doctors in the U.S.,” New York Times, November 30,
2012; and Scott Gottlieb, “The Doctor Won't See You Now:
He's Clocked Out,” Wall Street Journal, March 14, 2013.

Economics in Your Life

Will There Be Plenty of Jobs Available in the Health Care Industry?

The U.S. Health Resources and Services Administration (HRSA) forecasts that there will be 866,400
doctors in the United States in 2020. The HRSA also forecasts that 922,000 doctors will be needed in
2020. In other words, this federal government agency forecasts that there will be a shortage of about
56,000 doctors in 2020. The U.S. Bureau of Labor Statistics forecasts that 9 of the 20 fastest growing
occupations over the next 10 years will be in the medical field. But the availability of these jobs de-
pends on the reliability of the forecasts. What is the basis for the forecasts on the availability of jobs
in health care, and how reliable are the forecasts? As you read this chapter, try to answer this ques-
tion. You can check your answer against the one we provide on page 17 at the end of this chapter.
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Scarcity A situation in which
unlimited wants exceed the limited
resources available to fulfill those
wants.

Economics The study of the choices
people make to attain their goals,
given their scarce resources.

Economic model A simplified
version of reality used to analyze real-
world economic situations.

1.1 LEARNING OBJECTIVE

Explain these three key
economic ideas: People are
rational; people respond to
economic incentives; and
optimal decisions are made at
the margin.

Market A group of buyers and
sellers of a good or service and the
institution or arrangement by which
they come together to trade.

n this book, we use economics to answer questions such as the following:

e How are the prices of goods and services determined?
e Why have health care costs risen so rapidly?

e Why do firms engage in international trade, and how do government policies af-
fect international trade?

e Why does the government control the prices of some goods and services, and
what are the effects of those controls?

Economists do not always agree on the answers to every question. In fact, as we will see,
economists engage in lively debate on some issues. In addition, new problems and issues are
constantly arising. So, economists are always at work developing new methods to analyze
economic questions.

All the topics we discuss in this book illustrate a basic fact of life: To attain our goals,
we must make choices. We must make choices because we live in a world of scarcity, which
means that although our wants are unlimited, the resources available to fulfill those wants
are limited. You might like to own a BMW and spend each summer vacationing at five-star
European hotels, but unless Bill Gates is a close and generous relative, you probably lack the
funds to fulfill these dreams. Every day, you make choices as you spend your limited income
on the many goods and services available. The finite amount of time you have also limits
your ability to attain your goals. If you spend an hour studying for your economics mid-
term, you have one hour less to study for your history midterm. Firms and the government
are in the same situation as you: They must also attain their goals with limited resources.
Economics is the study of the choices consumers, business managers, and government
officials make to attain their goals, given their scarce resources.

We begin this chapter by discussing three important economic ideas that we will re-
turn to many times in the following chapters: People are rational, people respond to economic
incentives, and optimal decisions are made at the margin. Then, we consider the three fun-
damental questions that any economy must answer: What goods and services will be pro-
duced? How will the goods and services be produced? and Who will receive the goods and
services produced? Next, we consider the role of economic models in analyzing economic
issues. Economic models are simplified versions of reality used to analyze real-world eco-
nomic situations. We will explore why economists use models and how they construct them.
Finally, we will discuss the difference between microeconomics and macroeconomics, and
we will preview some important economic terms.

Three Key Economic Ideas

As you try to achieve your goals, whether they involve buying a new computer or find-
ing a part-time job, you will interact with other people in markets. A market is a group
of buyers and sellers of a good or service and the institution or arrangement by which
they come together to trade. Examples of markets are the markets for smartphones,
houses, haircuts, stocks and bonds, and labor. Most of economics involves analyzing
what happens in markets. Throughout this book, as we study how people make choices
and interact in markets, we will return to three important ideas:

1. People are rational.
2. People respond to economic incentives.
3. Optimal decisions are made at the margin.



People Are Rational

Economists generally assume that people are rational. This assumption does not mean
that economists believe everyone knows everything or always makes the “best” decision.
It means that economists assume that consumers and firms use all available informa-
tion as they act to achieve their goals. Rational individuals weigh the benefits and costs
of each action, and they choose an action only if the benefits outweigh the costs. For
example, if Apple charges a price of $299 for its latest iPhone, economists assume that
the managers at Apple have estimated that this price will earn Apple the most profit.
The managers may be wrong; perhaps a price of $325 would be more profitable, but
economists assume that the managers at Apple have acted rationally, on the basis of the
information available to them, in choosing the price. Of course, not everyone behaves
rationally all the time. Still, the assumption of rational behavior is very useful in ex-
plaining most of the choices that people make. MyEconLab Concept Check

People Respond to Economic Incentives

Human beings act from a variety of motives, including envy, compassion, and religious
belief. While not ignoring other motives, economists emphasize that consumers and
firms consistently respond to economic incentives. This point may seem obvious, but it
is often overlooked. For example, according to an article in the Wall Street Journal, the
FBI couldn’t understand why banks were not taking steps to improve security in the face
of an increase in robberies: “FBI officials suggest that banks place uniformed, armed
guards outside their doors and install bullet-resistant plastic, known as a ‘bandit barrier;
in front of teller windows.” FBI officials were surprised that few banks took their advice.
But the article also reported that installing bullet-resistant plastic costs $10,000 to
$20,000, and a well-trained security guard receives $50,000 per year in salary and ben-
efits. The average loss in a bank robbery is only about $1,200. The economic incentive
to banks is clear: It is less costly to put up with bank robberies than to take additional
security measures. FBI agents may be surprised by how banks respond to the threat of
robberies—but economists are not.

In each chapter, the Making the Connection feature discusses a news story or an-
other application related to the chapter material. Read this Making the Connection for a
discussion of whether people respond to economic incentives even when deciding how
much to eat and how much to exercise. MyEconLab Concept Check

Making | Does Health Insurance Give People an

.the | Incentive to Become Obese?
Connection

MyEconLab video Obesity is an increasing problem in the United States. The U.S.

Centers for Disease Control and Prevention (CDC) defines obe-
sity for an adult as having a body mass index (BMI) of 30 or greater. The BMI measures
a person’s weight relative to the person’s height. (The exact formula is: BMI = (Weight
in pounds/Height in inches” X 703.) A BMI of 30 is equivalent to a person 5’4" being
30 pounds overweight. Obesity is related to a variety of diseases, including heart disease,
stroke, diabetes, and hypertension.

These two maps show the dramatic increase in obesity between 1994 and 2011. In
1994, in a majority of states between 10 percent and 14 percent of the adult population
was obese, and in no state was more than 20 percent of the adult population obese. By
2011, in every state at least 20 percent of the adult population was obese, and in about
three-quarters of the states, at least 25 percent of the adult population was obese.

Three Key Economic Ideas
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S0
Percentage of adult population that is obese Percentage of adult population that is obese
| [010%-14% W 15%—19% |[] 20%-24% [25%—29% [ 30% —<35%
(a) Obesity rates in 1994 (b) Obesity rates in 2011

Source: Centers for Disease Control and Prevention, “Prevalence of Self-Reported Obesity among U.S. Adults”

Many people who suffer from obesity have underlying medical conditions. For
these people, obesity is an unfortunate medical problem that they cannot control. The
fact that obesity is increasing, though, indicates that for some people obesity is the result
of diet and lifestyle choices. Potential explanations for the increase in obesity include
greater intake of high-calorie fast foods, insufficient exercise, and a decline in the physi-
cal activity associated with many jobs. The CDC recommends that teenagers get a mini-
mum of 60 minutes of aerobic exercise per day, a standard that only 15 percent of high
school students were meeting in 2013. In 1960, 50 percent of jobs in the United States
required at least moderate physical activity. By 2013, only 20 percent of jobs did. As a
result, a typical worker was burning off about 130 fewer calories per workday.

In addition to eating too much and not exercising enough, could health insurance
be a cause of obesity? Obese people tend to suffer more medical problems and so incur
higher medical costs. Obese people with health insurance that will reimburse them for
only part of their medical bills or who have no health insurance must pay some or all
of these higher medical bills themselves. People with health insurance that covers most
of their medical bills will not suffer as large a monetary cost from being obese. In other
words, by reducing some of the costs of obesity, health insurance may give people an
economic incentive to gain weight.

At first glance, this argument may seem implausible. Some people suffer from med-
ical conditions that can make physical activity difficult or that can cause weight gain
even with moderate eating, so they may become obese whether they have health insur-
ance or not. Some people are obese because of poor eating habits or lack of exercise, and
they probably don’t consider health insurance when deciding whether to have another
slice of chocolate cake or to watch television instead of going to the gym. But if econo-
mists are correct about the importance of economic incentives, then we would expect
that if we hold all other personal characteristics—such as age, gender, and income—
constant, people with health insurance will be more likely to be overweight than people
without health insurance.

Jay Bhattacharya and Kate Bundorf of Stanford University, Noemi Pace of the
University of Venice, and Neeraj Sood of the University of Southern California, have
analyzed the effects of health insurance on weight. Using a sample that followed nearly
80,000 people from 1989 to 2004, they found that after controlling for income, educa-
tion, race, gender, age, and other factors, people with health insurance were significantly
more likely to be overweight than people without health insurance. Having private
health insurance increased BMI by 1.3 points, and having public health insurance, such
as Medicaid, which is a program under which the government provides health care to
low-income people, increased BMI by 2.3 points. These findings suggest that people



respond to economic incentives even when making decisions about what they eat and
how much they exercise.

Sources: Centers for Disease Control and Prevention, “Prevalence of Self-Reported Obesity among U.S. Adults,” www.cdc
.gov; Katherine M. Flegal, Margaret D. Caroll, Cynthia L. Ogden, and Lester R. Curtin, “Prevalence and Trends in Obe-
sity among U.S. Adults, 1999-2008,” Journal of the American Medical Association, Vol. 303, No. 3, January 20, 2010,
pp- 235-241; Jay Bhattacharya, Kate Bundorf, Noemi Pace, and Neeraj Sood, “Does Health Insurance Make You Fat?” in
Michael Grossman and Naci H. Mocan, eds., Economic Aspects of Obesity, Chicago: University of Chicago Press, 2011; and
Tara Parker-Pope, “Less Active at Work, Americans Have Packed on Pounds,” New York Times, May 25, 2011.

Your Turn: Test your understanding by doing related problems 1.6 and 1.7 on page 20 at the end
of this chapter.

Optimal Decisions Are Made at the Margin

Some decisions are “all or nothing”” For instance, when an entrepreneur decides whether
to open a new restaurant, she starts the new restaurant or she doesn’t. When you decide
whether to enter graduate school or to take a job, you enter graduate school or you
don’t. But rather than being all or nothing, most decisions in life involve doing a little
more or a little less. If you are trying to decrease your spending and increase your sav-
ing, the decision is not really between saving all the money you earn or spending it
all. Rather, many small choices are involved, such as whether to buy a caffe mocha at
Starbucks every day or just three times per week.

Economists use the word marginal to mean “extra” or “additional.” Should you
watch another hour of television or spend that hour studying? The marginal benefit
(MB) of watching more television is the additional enjoyment you receive. The marginal
cost (MC) is the lower grade you receive from having studied a little less. Should Ap-
ple produce an additional 300,000 iPhones? Firms receive revenue from selling goods.
Apple’s marginal benefit is the additional revenue it receives from selling 300,000 more
iPhones. Apple’s marginal cost is the additional cost—for wages, parts, and so forth—of
producing 300,000 more iPhones. Economists reason that the optimal decision is to con-
tinue any activity up to the point where the marginal benefit equals the marginal cost—
MB = MC. Often we apply this rule without consciously thinking about it. Usually you
will know whether the additional enjoyment from watching a television program is
worth the additional cost involved in not spending that hour studying, without giving
the decision a lot of thought. In business situations, however, firms often have to make
careful calculations to determine, for example, whether the additional revenue received
from increasing production is greater or less than the additional cost of the production.
Economists refer to analysis that involves comparing marginal benefits and marginal
costs as marginal analysis.

In each chapter, you will see the feature Solved Problem. This feature will increase
your understanding of the material by leading you through the steps of solving an ap-
plied economic problem. After reading the problem, test your understanding by doing
the related problems that appear at the end of the chapter and in the study guide that ac-
companies this book. You can also complete Solved Problems on www.myeconlab.com
and receive tutorial help. MyEconLab Concept Check
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MyEconLab study Plan

Marginal analysis Analysis that
involves comparing marginal benefits
and marginal costs.

Solved Problem 1.1
A Doctor Makes a Decision at the Margin

MyEconLab Interactive Animation

A doctor receives complaints from patients that her office isn't the revenue from your practice will increase by $300,000 per
open enough hours. So the doctor asks her office manager to year when the office is open 9 hours per day” Do you agree
analyze the effect of keeping her office open 9 hours per day with the office manager’s reasoning? What, if any, additional
rather than 8 hours. The doctor’s office manager tells her: information do you need to decide whether the doctor should

“Keeping the office open an extra hour is a good idea because keep her office open an additional hour per day?


www.cdc.gov
www.cdc.gov
www.myeconlab.com



