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Economics is a living discipline, changing and evolv­
ing in response co developmenrs in che world economy 
and in response co che research of many chousands of 
economises chroughouc che world. Through fourceen 
edicions, Microeco110111ics has evolved wich che disci­
pline. Our purpose in chis edicion, as in che previous 
chirreen, is co provide scudencs wich an incroduccion 
co che major issues facing rhe world's economies, 
co che mechods char economises use co srudy chose 
issues, and co che policy problems char chose issues 
cre:ice. Our tre::irment is everywhere guided br three 
imporranc principles: 

1. Economics is sci<mtific, in rhe sense char it pro­
gresses through rhe syscemacic confronrnrio n 
of rheor)' by eviclern.:e. Nci rher cheory nor darn 
alone c::in te ll us much ::ibour che world, bur com­
bined they cell us a great de::il. 

2. Economics is 11sef11/, ::ind it should be seen by 
scudencs co be so. An understanding of eco­
nomic cheory combined wich knowledge abour 
che economy produces many imporcanr insights 
about economic policy. A lrhough we scress these 
insights, we :ire also careful co point out cases in 
which coo liccle is known ro support strong state­
mencs about public policy. Appreciating what is 
noc known is :is imporr:inc :is learning what is 
known. 

3. We strive :ilw:irs to be ho11est with our read­
ers. Although we know th:it economics is not 
alwars e:isy, we do nor ::ipprove of glossing 
over difficult bits of ::in::ilrsis without letting 
renders see wh:it is h:ippeni ng and what has 
been :iss111Tied. We t:ike whatever space is 
needed to explain why economists draw their 
conclusions, rather than just asserting the 
cond usion&. We :i lso tnke p::i ins to ovoid sim­
plifyi ng mnuers so much chat students would 
have to un le~rn what they have been caughc if 
they conci 1111e rhci r srucl)' beyond the introduc­
wry C<Jur&c. In shore, we h::ivc cried to follow 
Albert Einstein 's advice: 

Everylhiug s/Jo11/d he made as simple as possible, 
/Jut 11cJ/ si111p/el'. 

I Current Economic Issues 

In wricing che fourceench edition of M icrocconom­
ics, we have cried co reflccc che major economic issues 
chac we face in che e::irly twenty firsc cenrnrr. 

Living Standards and Economic Growth 

One of the most fu ndament:il economic issues is 
chc dccermination of overall living ~til ndards. Adam 
Smith wondered why &o rnc countries bcc(nnc wealthy 
while others rcmnin poor. Though we have learned 
much about chis topic in the p:isc 240 yca ri. since 
Adam Smith's landmark work, economises 1·ecognize 
chac there is sci I I much we du noc know. 

The imporcance of cechnologica l drnngc in decer­
mining increases in overall living st:rnclarcls is a theme 
char perrneaces both rhc microeconomics and macrn­
economics halves of chis book. Chapter 8 explores 
how firms de::il with technologic::il chonge at che 
micro level, and how changes in their economic envi­
ronment lead them co create new produces :rnd new 
produccion processes. Chopters I I an<l 12 discuss 
how imperfeccly eompecicive firms ofcen compete 
through cheir innovocive praccices, and che impor­
tance for policym::ikers of designing compecirion 
policy co keep chese proccices as energecic as possible. 

\Y/e ore convinced ch::ic no ocher incroduccory 
economics cexcbook places as much emph::isis on 
tec.:hnologic.::i l change :ind economic growth os we 
do in this book. Given the importance of continuing 
growth in living scancl:irds and undersea 11ding where 
chat growth comes from, we believe this emphasis is 
appropriate. We hope you agree. 

Flnanclal Crisis, Recession, and Recovery 

The col lapse of U.S. housing prices in 2007 led to 
a global fi nancial crisis the likes of which had not 
been witnessed in a century, and perhaps longer. A 
deep recession, experienced in many countries, fol ­
lowed quickly on irs heels. These dramatic events 
reawakened many people ro rwo csscnti<ll fact~ about 
economi c~. Fir&r, modern economics can a11d do go 
into recession. Thi~ essential fact h:id pcrhap~ been 
forgotten by many who had become complacent a ftcr 
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more than two de..:ades of economic prosperity. Sec· 
ond, Finan..:ial markets are crucia l to the operation 
of modern economies. Li ke an electricity system, the 
details of financial markets are a mystery to most 
people, and the system itself is often ignored when 
it is functio ning properly. But when fi nancial mar· 
kets ..:ease to work smoothly and interest rates rise 
while credit flows decline, we arc all reminded of their 
importance. ln this sense, the financial crisis of 2007-
2008 was like a global power fa ilure fo r the world 
economy. 

The financ ial crisis had micro causes and macro 
consequences. The challenges of appropriate regula­
tion for fi nancial and non fina ncial firms arc explored 
in Chapters 12 and 16. The market for financial 
capital and the determination of interest rates arc 
examined in Chapter 15. And debates regarding 
the apprupriare rule uf che guvernmenc i11 a marker 
economy occur rhruughour rhe book, including i11 
Chapters I, 5, 16, and 18. 

Globallzatlon 

Enormous 1:hanges have occurred throughout the 
world over the lase few decades. Flows of trade and 
investment !between countries have risen so dra· 
matically that it is now common to speak of the 
"globaliz.ation" of the world economy. Today it is no 
longer possible to study any economy without taking 
into account developments in the rest of the world. 

Throughout its history, Canada has been a 
trading nariun, and our policies relating to interna­
tional trade have ofcen been ac che centre of poli tica l 
debates. International trade shows up in many parts 
uf chis cexcbuok, buc ic is che exclusive focus of cwu 
cha peers. Cha peer 33 discusses the theory of chc gains 
fro m trade; Chapter 34 explores trade policy, with an 
emphasis on NAFTA and the WTO. 

The furces uf glubalizatiun are with us ru scay. In 
chis fourteenth edition uf Microeco11omics, we have 
do11e our besr ro ensure char srudents are made aware 
of the world ourside Canada and how events else­
where in the wurld affecr rhe Canadian ecunumy. 

The Role of Government 

Between 1980 and 2008, the political winds shi fted 
in Canada, the United States, and man)' ocher coun· 
tries. Political pa rties char previously advocated a 
greater nJle fo r government in the economy argued 
the benefits of limited government. But the poli tical 

winds shifted aga in with the arriva l of the fi narn.; ial 
crisis and global recession in 2008, which led gov· 
ernmencs che world over to take some unprecedented 
actions. Many soon argued chat we were observing 
the "end of laissez-fa ire" and witnessing the rew rn of 
"big government." But was chat really crue? 

T las the f1111damenta/ role of government changed 
significantly over the pasc 35 years? In order [() under­
stand the role of government in che economy, students 
must understand the benefits of free markets as well 
as the situations that cause markets to fai l. T hey must 
also understand that governments often intervene in 
the economy fu r reasons related more co equit)' chan 
to efficienq1. 

In chis fourteenth edition of Mic.roec.011omics, we 
continue ro incorporare rhe discussion of government 
policy as ufren as possible. Here are bur a few uf rhe 
many examples that we explore: 

• tax incidence (in Chapter 4) 
• che effects of minimum wages and ren~ controls 

(in Chapter .5) 
• economic regulation and competition poliq1 

(in Chapter 12) 
• pay equi ty policy (in Chapter 13) 
• environmental policies (in Chapter ·t 7) 
• rhe disincentive effects of income taxes (in 

Chapter 18) 
• trade policies (in Chapter 34) 

I The Book 

Economic gruwrh, financial crisis and recession, glo­
balizariun, and the rule of government are pressing 
issues of rhe day. Much of our smdy of economic 
principles and the Canadian economy has been 
shaped by these issues. In addition ru specific cov­
erage of growth and internationally orienred rupics, 
growth and globalizarion appear nacurally rhrough­
ouc the book in rhe trearmem of many copies once 
thought co be emirely "domestic." 

Most cha peers of Microeco11omics con rain some 
discussion of economic policy. We have rwo main 
goals in mind when we present rhese discussions: 

1. We aim [() give students practice in using cco· 
nomic the01·)1, because appl)1ing theory is both a 
wonderfully effective teaching method and a re li­
able test of students' grasp of 



2. We want co introdllce students co the major poli..:y 
issues of the day and to lee them discover that few 
policy debates are as "black and white" as they 
often appea r in the press. 

Buth guals refl ect our view chat students should see 
economics as useful i11 helpi11g us ru unders tand and 
deal with rhe wurld around us. 

Structure and Coverage 

To open Parr I, Chaprer I begins wirh an in formal 
presentation of six major issues of the day. We then 
introduce scarcity and choice, and chis leads co a dis­
cussion of the market as a coordinating device. Fina 11 )', 
we turn to alternative economic sysrems. Compari­
sons with command economies help cu es tablish what 
a marker economy is by showi11g what it is not. The 
Appendix ro Chaprer 1 provides a useful refresher 
on graphing. Chapter 2 makes the importanc disrinc­
tion berween positive and normative inquiries and 
goes un cu an incruducrury discussion uf che cunsrruc­
rion and resting of economic rheories. 

Parr 2 deals wi rh demand and supply. Afrer incro­
ducing price derermination and elasticity in Chapters 3 
and 4, we apply chese cools in Chapter 5. The case 
srudies are designed ro provide practice in applying the 
rools racher d1an ro give fu ll coverage of each case pre­
sented. Chapter 5 also has an inrnicive and thorough 
creacmenc of economic value and marker efficiency. 

Pare 3 presen rs the foundations of demand and 
supply. Tlhe theory of consumer behaviour is devel­
oped via marginal ucili ty theory in Chapter 6, which 
also provides an introduction co consumer surplus 
and an irn tuitive discussion of income and substi­
tu tion effects. The Appendix to Chapter 6 covers 
indifference curves, budget lines, and the derivation 
of demand curves using indifferen..:e theory. Chapter 7 
introduces the firm as an institution and develops 
shore-run costs. Chapter 8 covers long-run costs and 
the principle of substitution and goes on co consider 
shi fts in cost curves due to technological change. The 
latter topic is seldom if ever covered in the micro part 
of clemen tary textbooks, yet applied work on firms' 
responses to changing economic signals shows it to 
be extremcl)' important. 

The first two chapters of Part 4, Chapters 9 and 
10, present the standard the<J rics of perfect compeci­
tion and monopoly with a thorough discussion of price 
discrimination and some treatment of international 
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..:arte ls. Chapter ·1 ·1 deals with monopolistic compe· 
ti tion and oligopol)', which are the market structures 
most commonly found in Canadian industries. Stra­
tegic behaviour plays a central part in the analysis of 
this chapte r. The first half of Chapter 12 deals with 
rhc effidcnc)' of competition and the inefficicnc)' of 
monopol)'. The last half of the chapter deals with regu­
lation and competition polic)'· 

Part 5 begins with Chapter 13, which discusses 
rhe general principles of factor pricing and how factor 
prices arc influenced b)' fa ctor mobility. Chapter 14 
then examines the operation of labour markets, 
addressing issues such as wage differentials, discrimi­
nati<Jn, labour uni<JnS, and the "good jobs-bad jobs" 
debate. Chapter J 5 discusses inves tment in physical 
capital, rhe role uf rhe inreresr rare, and rhe uveral I 
functioning uf capital markers. 

The first chapter uf Pare 6 (Chapter 16) provides 
a general discussion of market success and marker 
fail ure and ouclines rhe argumenrs for and againsr 
guvernmenr inrervention in a market economy. Chap­
ter 17 deals with enviru11mencal regulaciu11, with a 
derailed discussion of market-based policies and a11 
imroduccion ro che issue of global climate change. 
Chapter 18 analyzes mxes, public expendicure, and 
the main elemenrs of Canadian social policy. These 
rh ree chapters expand on rhe basics of microeconomic 
analysis by providing cmrenc illus(racious of rhe rel­
evance of economic (heory to contemporary policy 
situations. 

We hope you fi nd rhis menu boch arcraccive 
and challenging; we hope srudencs find che ma(erial 
stimulating and enl ightening. Man)' of t he messages 
of economi..:s a re complex- if e..:onomi..: understand· 
ing were only a matter of common sense and simple 
observation, there would be no need for professional 
economises and no need fo r textbooks like this one. 
To understand e..:onomics, one must work hard. \Vork· 
ing at this book should help readers gain a better 
understanding of the world around them and of the 
policy problems faced by all levels of govern ment. 
Furthermore, in today's globalizcd world, the return 
w education is large. We li ke tQ chink chat we have 
contributed in some small pan ro the understanding 
that increased investment in human capital by the 
next generation is necessary to restore incomes to the 
rapid growth paths chat so beneficed our parents and 
our peers. Perhaps we ma)' even contribute w some 
income-enhancing accumulation of human capital b)' 
some of 
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Substantive Changes to 
This Edition 

We have revised and updated che entire rexc wirh 
guidance from an exrensive series of formal reviews 
and orher feedback from both users and nonusers 
of rhe previous editions of this book. As always, we 
have striven very hard ro improve the ceachabilitr 
and readabi lit)' of the book. \Vic have focu&cd the 
di~cu~sions i;o that c:11:h major point is emphasized 
as clearly a~ pos~ible, without discrac:ring che reader 
with no11C'1'>Cntial point1>. 1\dditi1111al TofJics, avail­
able on M )'Econ Lab (www.m)'cconlab.rnm), address 
theoretical, empirica l, and poliq1 di&cu&sions chat arc 
interesting but optional. (i\ complete liMing of the 
Additional Topics is provided fo l lowing the Cunrencs 
afcer rhe Lise of Boxes.) As in rccenc edi tions, we have 
kepr all cme marcrial in the main parr of rhe rexc. 
Three rypes of boxes (A ppl)•ing Economic Cunceprs, 
Lessons from Histuq•, and Extensions in Theuq•) are 
used tu show examples or extensions rhar can be 
skipped wirhour fea r of missing an essemial concept. 
Bur we chink ir would be a shame co skip coo many 
of chem, as there are many inreresting examples and 
polk)' discussions in rhese boxes. 

\Ylhar follows is a brief listing of rhe main changes 
char we have made ru rhe textbook. 

Part 1: What Is Economics? 
Chaprer I has been significanrlr rewritten and rear­
ranged. We now begin with a brief discussion of six 
ker issues in the Canadian and world economies, and 
chen rum co examine resoun:es and scardrr, coordi­
nacion in markets, and alternative economic systems. 
We have added a di~cu~~ion of the role of economic 
polic)'. In Chapter 2, we have improved our discussion 
of the nacurc of theories, cau~acion, and predictions, 
and we have added a new box dist:ussing where econ­
omists gee jobs and what kinds of work they do. 

Part 2: An Introduction to Demand and Supply 
In Chapter 3 on the basics of demand and supply, 
we have added a new box explaining why rhe model 
works well for commodities (like apples) bur not so 
well for differentiated produces (like il'hones). Chap· 
ter 4 on elasrit:ity begins with rhc ex::unple of rhe effect 
of the 20 I I Libyan war on the price of oil. We have 
also streamli ned rhe discussion of supplr elascicicy. 

Part 3: Consumers and Producers 
In Chapter 6, we have clarified the discussion of the 
condition fur utilit)' maximization, and the material 
on individual and market demand curves is now in 
the main rext rather than in an optional box. Chap­
ter 7 examines the shore run theory of the firm; we 
say more about the role of bank lending, have bec­
cer explanations for diminishing returns, and che 
box on flat cosc curves has been improved. We have 
expanded and clarified our discussion in Chapter 8 
of che principle of substicution and have added a new 
discussion on che imporram:e of produccivi cy growth 
in driving long-run living standards. 

Part 4: Market Structure and Efficiency 
Tn Chapter 9 on perfect competition, we have 
improved our discussion of whether firms should pro­
duce at all, che concept of che shut down price, and 
the meaning of loss minimi7,arion. 111 Chap[er I 0, we 
have clarified the comparison of price :rnd m::irginal 
cost for determining efficicnt:y. \Vic have added Potash 
and Canpotex as an example of an at:cive cartel, and 
car prices between Canada and the United Stares as 
an example of price discrimination. In Chapter I I, 
we have streamlined the discu~sion of monopolis­
tic competition, including an improved di~cus~ion of 
shore-run profiti. and lo~<.e<.. We have al~o added a new 
discus~ion about how profir maximization among 
oligopoli~t~ involve~ perception'> of rivals' re~ponscs 
and have included a new discussion about exrensiuns 
beyond simple game rheur)'· In Chapter 12, we have 
clarified rhe discussion abuur regularion uf nacural 
monopolies and we have added a new box on the reg­
ularion of Canadian banks mocivare<l by the need cu 
reduce risks and enhance scabiliC)'. \Vie have updated 
che discussion of Canadian cumpeciciun pulic)', includ­
ing rhe recenr example of rhe proposed joim venrure 
between Air Canada and United Conrinenral. 

Part S: Factor Markets 
Chapter 13 begins with a seccion on income disrribu 
rion, and we have added a new box 0 11 ris ing income 
inequali ty in Canada and rhc ocher OECD economies, 
and why ic matrers. We have also cnrire ly rewri t­
ten and shor tened rhc discussion of a firm's demand 
for a factor of production, and wha t determines che 
elascicicy of factor demand. Jn Chapter 15, we have 
improved our discussion of what events ch:inge a 
firm's demand fo r capital, and why honsehold saving 
is re laced co che interest rate. 



Part 8: Government in the Market Economy 
In Chapter 16, we have improved our discussion 
and diagram explaining the meaning of positive and 
negative extemalities. We have improved the box 
on che marker for lemons and also our explanation 
of rcnr sceki ng. We have also deleced rhe old mare­
ria I on ineffkient public choices and the box on the 
Arrow Impossibility Theorem, which many reviewers 
thought was too advanced. Jn Chapter 17 on environ­
menral regulation, we have improved our discussion 
of direct controls, including a passage about when 
ther are effective. We also have several changes in the 
section on climate change, including a new discus­
sion of the state of play after the Kyoto Protocol. Tn 
Chapter I 8, we have improved our discussions of the 
CST, the di~incentive effects of taxation, rhc fu nding 
paths for CST and CT TT, and rhc derails ~urrounding 
the OAS and the Child Tax Bcnefi ts. 

Part 12: Canada In the Global Economy 
Ch:iprer 33 on rhe gains from international rracle has 
been upd:Hed and revised, bur there is nu subs1:mrial 
change co irs srrucrure or messages. In Chaprer 34, 
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we have reworked and clarified our discussion of rhe 
case for protection. We have shortened the discussion 
of countervailing duties but expanded the discussion 
and exa mples of notional treatment in NAFTA. We 
have also streamlined our dis,ussion of the ongoing 
WTO Doha round. Our mcnti<m of the new Tr:ins 
Paci fie Partnership now leads us w a new box on the 
ongoing drive to diversify Canada 's trade. 

If )'ou arc moved to write to u~ (and we hope 1h:1t 
)'OU will be!), plea~e du. You can ~end an)' comment~ 
or question\ regarding the text (or an)' of rhc ~upplc­
mcntarr m:itcrial, ~m:h as the Instructor's Ma1111al, 
the Study G111de, the TestGen, or the wcb-b:i~cd 
Additional TcJfJics) to: 

Christopher Ragm1 
Deµt1rt111e11t of l::co11omics 

McGill U11i11ersity 
855 Sherbrooke St. West 

Mo111real, Quebec HJA 2T7 
1•-mail: chr1stopher.raga11@mcJ.:1/I.ca 



Welcome to what is most likely your first book about 
microeconomics! You are about co encounter what is 
for most people a new way of thinking, which often 
causes people co see things differently than they did 
before. But learning a new way of chinking is not 
always easy, and you should expect some hard work 
ahead. We do our best ro be as clear and logical as 
possible and ro illustrate our argumems whenever 
possible with current and interesting examples. 

Yoll must develop your own technique for study· 
ing, but the fo llowing suggestions may prove helpful. 
Begin by carefu lly considering the Learning Objec· 
t ives at the beginning of a chapter. Read the chapter 
itself relatively quickly in order to get the genera l 
idea of the a rgument. At this first reading, you may 
want to skip the boxes and any footnotes. Then, after 
reading the Summary and the Key Concepts (at the 
end of each chapter), reread the chapter more slowl)', 
making sure chat yt1u understand eac:h seep tJf the 
argument. 

With respect to the figures and tables, be sure you 
understand how the conc:l usions that arc stated in 
boldface ac the beginning of eac:h c:apcion have been 
reached. You should be prepared to spend rime on dif­
ficult sections; occasionally, you ma)' spend an hour 
on onl)' a few pages. Paper and pencil arc indispens­
able equipment in your reading. Ir is best to fo llow 
a di fficulr argument by building your own diagram 
while che argument unfolds rather than by relying 011 
che fin ished diagram as ic appears in che book. 

The end-of-chapter Study Exercises require you co 
practise usi1'1lg son1e of che concepts char you learned 
in che chapter. These will be excellenc preparation for 
your exams. Tu provide you with immediate feedback, 
we have pusced Suluciuns cu Selected Study Exercises 
on MyEconLab (www.myeconlab.com). We strongly 
advise char you should seek ro understand economics, 
nor co memorize ic. 

The red numbers in square brackets in che cexc 
refer ro a series of machen1acical noces char are found 
starting on page M-'I at the end of the book. For chose 
of you who like mathematics or prefer mathematical 
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argumem co verbal or geometric exposition, these may 
prove usefu l. Ochers may disregard chem. 

In chis edi tion of rhe book, we have incorporated 
many elements co help you review material and pre­
pare for examinations. A brief descri pcion of all the 
feacures in chis book is given in the separace section 
char follows. 

We encourage you co make use of MyEconLab 
chat accompanies chis book (W\vw.myeco11lab.com) 
at the outset of yollr swdies. MyF.conLab contains a 
wealth of valuable resources to help you. MyEcon­
Lab provides Solll tions to Selected Study Exercises. 
It also incllldes many additional practice qllestions, 
some of which are modelled on Study Exercises in 
the book. MyEconLab also contains many Additional 
Topics-these represent material written especia lly 
for this textbook and include many in teresting theo· 
rctical, empirical, and policy discussions. You can also 
find animations tJf some of the key figures in che ccxt, 
marked with the S)'mbol 1$} below the figure mun­
ber, as well as an electronic version of che textbook. 
For more details about MyEconLab, please sec the 
description on p. ii. 

We strongly suggest you make use of the excel­
lent Study Guide written expressly for chis text. The 
Study Guide is closely integrated with the book; it 
offers practice questions and exercises chac will tesc 
and rein force your understanding of che concepts and 
analytical techniques stressed in each chapter of the 
cext and will help you prepare for your examinations. 
Explanaciu11s are provided fur the answers tu many 
of che Mulriple-Choice Questions cu facilirace your 
independent scudy. Being able ro solve problems and 
co cummunicace and interpret your resulcs are impor­
canc goals in an intruductur)' course in ecunumics. The 
Study Guide can play a crucial role in your acquisi tion 
of these skills. 

Over the years, the book has benefited greatly 
from commems and suggestions we have received 
from students. Please 



We have made a careful cfforc wich chis edition co incorporacc fca cures chac 
will faci li~ace che ceaching and learning of economics. 

• A set of Learning Objectives at the beginning of each chapter, correlated 
co the Chapter Outline, clarifies che ski lls and knowledge co be learned in 
each chapter. These same learning objectives are used in the chapter sum­
maries, as well as in the Study Guide. 

• Major ideas are highlighted wi th a yellow background in the rexr. 

• Key ccrms arc boldfaced where chcy arc defined in chc body of chc ccxc and 
chey arc restated with their dcfinicions in the margins. Jn che index at the 
back of the book, each kC)' term and the page reference co i t~ definicion 
arc bol dfaccd. 

• \~lebl i n ks co usefu l Internee addresses are given in the margins. Each web­
link presents a URJ. address, along wi th a brief description of the material 
available there. Some links are co government home pages where you can 
obtain much addi tional data. Other links are co organizations such as 
OPEC, the UN, and the WTO. 

• The colour scheme for figiires consistently uses the same colour for each 
type of curve. For example, al I demand curves are blue and all supply 
curves are red. 

• A caption for each figure and cable summarizes the underlying economic 
reasoning. Each caption begins with a boldfaced scacement of the relevant 
economic conclusion. 

• Applying EcoMmic Concepts boxes demonstrate economics in action, 
providing examples of how cheorecical material relates w issues of cm­
renr inceresr. 

• Excensions in Theory boxes provide a deeper creacmem of a theoretical 
topic char is discussed in the text. 

• Lessons from Hiscory boxes conta i11 discussions uf a parricular policy 
debace or empirical finding char rakes place in a hiscorical comexr. 

• Photographs wirh short captions are inrerspersecl rhroughouc rhe chaprers 
co illuscrace some of che arguments. 

··--·-·-- .. _ .. ._ ... _ ....... _. ·-------. __ ... ___ ·-----.. 

~-=...-:::...-~-·--·----· .. 

l'~j,~l . J: I' . 
/ . ---- ---

xix 



XX FE ATUR ES OF THIS EDITION 

... , .......... _ 
... ;;£..7·:3.~ . .... .. 

~·--·- ..... -..... . :=;:~-==-·: 
- E:·c~..:.~-z~ 

... --.... -...a.-

e•••ep14;1 

...... _ ............ ... 
' .......... \••. 

;..:~=:-;-..;-· ........ . 
~~.,! .......................... _ ................. . ..... _ .. _ ...... _ ... 

i::~';=~t~:~~r:;::-: 
...... .,J 

' '" '~ .. = .. :::.•.:·=-~ 
~:-~:~: .. ~ ..... 
J •·• O •It• • • .... ~ ...... ·*-·· .. -.. , ... ·--··----···--........................ _. " .... - -... 
--~ .. ·-·..-•-
~.:;:';"!"-:,":.'::-~ ......... ~ .... ·-- . 
~~~;:~~ 
r.-:::-. .:. ....... --... ··­... - ... _., ... -··-··-
·~ :::'i ~:.::.: 

..... ....:.:.:~":::-' ·-. , ... ,., .. ,.,. .,_ ...... _ ........... 
;E:Ti0:~!~~ 
::.::-:.~.":!.':':"~:": • .......... _. ........ _ .. 

::~~?.~~ 
-:-:::-:"/ .~":::·.:.: ~: 
i:i'.-::: ::.:::=:=~~.:: 
_.;::.=.:::;.,".'x.:.::.: 
~.:f.1-;-...:;:-...;:.'!".:o . ..... ,... ....... ' 
::.::.:·:-.:!~·..:.·::; .,_, .. ___ ......... .. 
J•;;. .:.; •-...::.·~ •. ~ ... : --...... _ _..... -··•"' "·-·-···-·-:..-:~t.!.:- ... ·-··-.. , .. 
!i~'X.';..":.i: ;-.~ 

1•--M• . .. 

11r111llne Of Of.al Economi.&li 

• Chapter Summaries are organized using the same numbered heading as 
found in the body of the chapter. The relevant I.earning Obje..:tive (LO) 
numbers are given in red next to each heading in the summary . 

• Key Concepts are listed near the end of each cha peer . 

• A set of Study Exercises is provided fo r each chapter. These often quan· 
titative exercises requi re the student to analyze problems by means of 
computations, graphs, or explanations. 

• A set of Mathematical Notes is presenced in a separate section near the 
end of che book. Because marhemarical noracion and derivations are nor 
necessary w underscand che principles of economics buc are more helpful 
in advanced work, chis seems w be a sensible arrangemem. References in 
the text co these mathematical notes are given by means of red numbers in 
square brackets. 

• A Timclinc of Great Economists, extending from the mid-seventeenth 
ccncur)' co the late twentieth century, is presented nea r the end of the 
book. Along chis rimeline we have placed brief descriptions of che life and 
works of some greac economises, mosc of whom che reader will encouncer 
in rhe textbook. The rimeline also includes some major world evems cu 
give readers an appreciation of when these economises did cheir work. 

• For convenience, a list of rhe Common Abbreviations Used in the Text is 
given on 



A c:omprehensive sec of supplemencs has been carefully 
prepared to assisc studcncs and instructors in using this 
new edition. 

I MyEconlab 

The mo111enc you know. 
Educators know ic. Scudents know it. Tc's that 

inspired moment when something chat was difficult 
co understand suddenly makes perfect sense. Our 
MyLab produces have been designed and refined with 
a single purpose in mind-to help educators creace 
that moment of understanding with their scudents. 

My Econ Lab del ivers proven results in helping 
individual studencs succeed. It provides engaging cxpc­
ricm:es that pers<malizc, stimulate, and measure learning 
for each Student. And, it comes from a trusted partner 
with educational expercise and an eye on che future. 

MyEconlab can be used by itself or linked to 
any learning management sysccm. Visic MyEconlab 
tu learn more about how it combines proven learning 
applications wid1 powerful assessmenr. 

Myfa:unlab- the moment you know. 

MyEconLab provides studcnrs with personalized Study 
Plans and the opporwni ty for unli111 itcd practice. It also 
provides inscruccors with ready-to-use assignmcms chat 
can be graded electronically. For more information on 
MyEccmlab, please visic www.myeconlab.com. 

Pearson cTcxt gives studencs access co che tcxc 
whenever and wherever chey have access cu the 
Internee. cTexc pages look exactly like chc printed 
cexc, offering powerful new functional icy for studencs 
and inscrnccors. Users can create notes, high light texc 
in different culuurs, create buukmarks, zuum, click 
hyperlinked words and phrases tu view defii1icions, 
and view in single-page or twu-page view. Pearson 
eTexc allows for quick navigation ro key pares uf the 
eTexr using a table uf cunrents and provides full-text 
search. The eTexc may also offer li11ks ro assuciaced 
media files, enabling users co access videos, anima­
tions, ur urher activities as they read the rexL 

I Study Guide 

A robust Study Guide, wrictcn by Paul T. Dickinson 
and Guscavo lndarc, is available for microeconomics 
(978-0-32'1-82840-8). le is designed for use either in 
the classroom or by studencs on their own. The Study 
Guide uffers addicional study support and rein fo rce­
rne11c for each cext chapter. It is closely i11Cegrated 
wirh rhe rexcbook; offeri11g relevanr exercises for each 
chapter. Tu facil irate independenc scudy, explanariuns 
are provided for abuuc 70 percem of the answers cu 
the Additional Mulciple-Chuice Questiom. For each 
chapter, che Study Guide provides rhe fu~luwing help­
ful macerial: 

• Learning Objcccives marching chose in che ccxtbook 
• Cha peer Overview 
• I Tints and Tips 
• Chapcer Review consiscing uf Multiple-Choice 

Quescions, organized i11tu seccions marching rhe 
numbered secrions in the texcbuuk 

• Shure-Answer Questions 
• Exercises 
• Extension Exercises 
• Addiciu11al Mulciple-Chuice Quesciuns 
• Solutions co all of the Questions and Exercises 

above 
• Explanations fur the answers to at least 70 percent 

of the Addirional Multiple-Choice Questions 

I CourseSmart for Students 

CourscSmart goes beyond cradicional cxpectacions­
providing instanc, onlinc access co che ccxrbooks and 
course materials you need ac an average savings of 
60 percent. With inscant access from any computer and 
the abilicy co search your ccxc, you'll fi ne.I che conccnt 
yuu 11eed quickly, nu matcer where yuu are. And with 
unl ine cools like highlighti11g and note-caking, you can 
save time and scudy efficiencly. See al l 
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I Instructor's Resource CD-ROM 

The lllstructol''s Resource CD-ROM (978·0·32 I· 
88969·0) for this new edition contains the following 
items: 

• An lnscruccor's Manual (in borh Word and PDF for­
mat) wricten by Chriscopher Ragan. Ir indudes full 
solurions co all rhe Srudy Exercise~. 

• A Computeri1ed Testbank (J>earson TestGen) 
prepared by Ingrid Kristj:rnson and Christopher 
Ragan. The testb:rnk consists of 4000 multiple-choice 
questions, with an emphasis on applied questions 
(as opposed co reca ll questions) and quantitative 
questions (as opposed to qualitative questions). 
Approxi rrnately 60 pen.:ent of the questions test 
applied ski lls, about 20 percent of the questions are 
quanti tative, and about 20 percent of the questions 
have a grnph or t:ible. i\11 the q11estions have been 
<:arcfully diecked for :iccur:lcy. for eac:h queMion, 
the authors have provided the correct answer, iden­
tified the relevant section nu111ber in the textbook 
chapter, specified the concept being tested, assigned 
a level of difficulty (ea'>}', moderate, or challenging), 
identified the skil l tested (recall or applied), noted 
whether the que~ti(Jll is qualitative or quantitative, 
and noted whether the question involves a graph 
or table. TestGeu enables inscrucrors ro seard1 
for questions according to any of chese attributes 
ancl co sore questions inco any order desired. Wirh 
TestGe11, insrruccors can easil)1 eclir existing ques­
cions, acid questions, generate cescs, and print the 
rests in a variety of formats. TestGe11 also allows 
insrrucrors ro administer rests on a local area net­
work, have rhe resrs graded eleccronically, and have 
rhe resul ts prepared in elecrrunic or printed reports. 

• PowerPoint® Slides, covering rhe key concepts 
of each chapter, chac can be adapted for Jecrnre 
presenra ri ons. 

• Clicker Questions, consisting of more ch an 600 ques· 
riuns in l'owerl'uinr format, chat can be used wich 
any l'crso11al Response System. 

• An Image Library, consiscing of all the figures and 
rabies from che textbook in gi f format. These files 
can easily be imported inco l'owerl'oinr slides fo r 
class presentation. 

• Additional Topics, written by Christopher Ragan, 
offering optional topics 0 11 a wide variety of eco· 
nomi1.: subje1.:ts. A list of these topics is included in 
the rext; scuclcnrs can a1.:ccss them on MyEconLab 
(www.myeconlab.com). 

These insrru1.:ror supplements are also available 
for download from a password-prorecced section of 
Pearson Education Canada's on line catalogue (www. 
pearsoncanada.ca/highered). Navigate co your book's 
catalogue page co view a list of chose supplements 
that are available. ee your local Pearson representa· 
rive for derails and access. 

I CourseSmart for lnstructor_s __ _ 

CourscSmart goes bcrond traditional expeccations­
provicling instant, onl ine acce~~ w the textbooks and 
course matcriallt you need a l a lower cost for students. 
Ancl even as students save mone)', you can /Jave time 
and hassle with a digic:i l eTcxtbook that allows you 
co sear<.:h for the most rclcvanr concent ac rhe very 
moment )'ou need it. Whether it's evaluating textbooks 
or creari11g lecture notes ro help swdcncs wirh di fficult 
concepts, CourseSmart can m:ike Ii fe a linle easier. See 
how when you visic www.courses111arc.co111/insrru<.:tors. 

Technology Speclallsts 

Pearson's Technolog)' Specialists work wich facult)1 

and campus cour~c cle\igners to en<,urc that Pearson 
tcchnolog)' product'>, a~.,c~~ment toob, and online 
course materials arc tailored to meet your ~pccific: 
needs. Thi~ highly qualified ccam i., cleclicarcd to help­
ing scuclents cake full advantage of a wide range of 
educacional resources b)' assiscing in the imegrarion 
of a variety of instructional materials and media for­
mats. Your local Pearson Canada sales represencacive 
<.:an provide )'Ou wirh more details about chis service 
program. 

I Pearson Custom LI _b_ra_r_Y ____ _ 

For enrollments of ;ic lensc 2.5 studcncs, you can cre­
ate your own textbook by choosing the cha.peers char 
bcsc suit )1our own cour&c needs. To begin building 
your custom text, visit www.pea rMJ11c11stomlibra ry. 
com. You may also work with a dedica ted Pearson 
Custom edi ror ro creacc your ideal text-publishing 
your own original contell[ or mi xing and marching 
Pearson <.:onrenc. Concacr your local Pearson repre· 
sentacive co gee started. 
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CHAPTER OUTLINE 

1.1 WHAT IS ECONOMICS? 

1.2 THE COMPLEXITY OF MODERN ECONOMIES 

1.3 IS THERE AN ALTERNATIVE TO THE MARKET ECONOMY? 

MANY of the challenges we face in Canada and around 
che worlcl are primarily economic. Some are moscly 
environmental, social, or political, but with many issues 
there is also a significant economic dimension. Wars and 
civi l unrest throughout hiscory have often had economic 
roocs, with antagonists competing fo r control over vital 
resources; global climate change is a phenomenon that 
engages the attention of the scientific and environmental 
communiries, but the economic implications of boch che 

LEARNING OBJECTIVES (LO) 

After studying this chapter you will be able to 

1 explain the importance of scarcity, choice, and opportunity 
cost. and how all three concepts are illustrated by the 
production possibilities boundary. 

2 view the market economy as self-organizing in the sense 
that order emerges from a large number of decentralized 
decisions. 

3 explain how specialization gives rise to the need for trade, 
and that trade is greatly facilitated by money. 

4 identify the economy's decision makers and see how their 
actions create a circular flow of income and expenditure. 

5 see that all actual economies are mixed economies, 
having elements of free markeLS, tradition, and government 
intervention. 

problem and its ~ol uti ons will be tremendous; popula­
tion aging in Canada and ocher developed countries 
will have consequences fo r the structure of our soci­
eties, but it will also have significant economic effeccs; 
and the existence of poverty, whether in Canada or in 
the much poorer nations of the world, most certainly 
has economic causes and consequences. We begin by 
discussing several issues chat arc currently of 
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Productivity Growth Productivity growth lies at the heart of the long-term i1ncrease in 
Canadians' average living srandards. Pwducriviry is a measure uf how much uurpur (ur 
income) is produced by one hour of work effort, and it has been ris ing gradually over 
(he past cenrnry. In recem years, however, produc(iVi(y grow(h has been slowing in Can­
ada, and economises in universities and governments have been examining the cause of 
che slowdown and also examining whac policies, if any, might reverse chis trend. If your 
living srandards arc w improve over your lifetime as much as your grandparents' did 
over theirs, Canada's rate of productivity growth wi ll need to increase signi fican tl y. 

Population Aging The average age of the Canadian population is steadily rising, due both 
cu a lung-rerm decl ine in ferci liry and cu aii increase in average life-expecra11cy. This popu­
lation aging has several effects. First, since people evenmally retire as they approach their 
"golden years," there will be a decline in (he grow(h ra(e of Canada's labour force. As a 
result, some fi rms and industries will find it more difficu lt to fi nd workers, and wages 
are likely to rise as a result. Second, since our publicly funded health-care syscem rends co 
spend much more on seniors than it docs on Canadians under the age of 55, there wi ll be 
a significant increase in public health-care spending as a share of the total size of the econ­
omy. This will puc new and difficulr demands on govemmencs' fiscal posicions, and force 
chem either to increase tax rates or reduce spending in order to balance their budgets. This 
same demographic problem is being encountered in muse developed commies. 

Climate Change Climate change is a global phenomenon char will have importanr 
implications for mosc nations on Earch. The long-cerm increase in the emission of 
greenhouse gases-caused largely from (he burning of fossi l fuel s such as oil, coal, 
and natural gas-has led to an accumulation uf these gases in che acmusphere and is 
contri buting to a long-term increase in Earth's average temperature. The rise in temper· 
alure is leading cu the melting of polar ice caps, a slow increase in sea level, a creeping 
expansion of the world's great deserts, and reductions in agricultural produc[ivicy. Par­
ticularly troubling is that much of the burden of cl imate change appears co be fal ling 
on developing countries char arc lease able co bear the burden. Global climate change 
presencs a challenge for the design of better econom ic policy, aimed at reducing green­
house-gas emissions with our unduly slowing the growth of material living scanda rds. Ir 
also presents a challenge for global diplomacy, aimed at gerring all counrries- rich and 
poor- involved in a collective effort of reducing their emissions. 

Global Ananclal Stablllty The collapse of rhe U.S. housing rnarket in 2007- 2008 led co 
the fa ilure of several major fin ancial institutions and caused a global financia l crisis. 
The largest and most synchron ized worldwide recession in over 70 years fo llowed in 
its wa ke. Many clements came together to ca use these events, including new mortgage 
practices, innovative financial inscrumencs, expansionary monecar}' policy, regu lation 
in the fina ncial seccnr, and ma.ny ochers. The crisis led most of the world's major 
governments co intervene consuderably in their economies- by providing assistance 
cu their financial inscitutiuns, by directly 
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servii;es, a nd by providing liqllidity to their finan<.: ial markets. T:\y 2010 most of these 
economies had emerged from recession and were on rheir way ru healrhy economic 
recoveries. However, it was then clear chat governments needed to play a role in 
redesigning their financial syscems co reduce che likeluhood chac similar evencs would 
occur in the future. The quest fo r "financial stability" has become a polic)' imperative 
in many councries. 

Rising Government Debt The aggressive government response to the global financ ial 
crisis led w massive new public spending in an effon ro dampen che effecrs of che reces­
sion. These increases in government spending, however, cook place when the re<.:ession 
was causing a decline in governmenc tax revenues. As a resulc, govemmencs' budgec 
deficits increased fo r several years, and government debt in most countries increased 
significantly between 2008 and 2012. Even by 2010 it had become clear rhar govern­
ment debt in some European countries (especia lly Greece, Portugal, Ire land, Italy, and 
Spain) was so high that bondholders were no longer prepared to purd1ase new govern· 
menc bo11 ds or renew rheir exisci11g holdings of bo11ds. The resulting upward spike in 
interest rates made it almost impossible for these countries co ca rry out their regular 
business withouc special financial assistance from ocher governmems or from the lnrer­
national Monetary Fund. The political tensions created among European governments 
threatened to spell the end of Europe's common currency, the euro. The European 
"sovereign debt crisis" is scill la rgely unresolved. 

Globallzatlon Canada is a small nation chat relics significancly on trade with the rest of 
che world for ics prospericy. We sell our lumber and oil and beef co rhe world, as we do 
our cngin.ecring and legal and fi nancial services. /\s consumers we buy a wide variety 
of produces from the rest of the world, incl uding coffee, leather shoes, and fine wine; 
our firms also buy many inpurs from abroad, including machine cools, sofrware, and 
some specialized raw materials. ln short, inte rnadona l trade and the ongoing process 
of globalization are crucial co Canada's economic prosperiry. Yee globalization also 
presents some challenges. /\ decision co reduce ta ri ffs on imported goods generates 
overall benefits for Canada, bur ic also generates cemporary coses for chose Canadians 
who arc displaced from their previously protected occupations. And greater competi­
tion for Canadian firms from chose in developing coun cries leads co overall increases in 
domestic living standards, as Canadians now have access to cheaper goods. I Iowevcr, ic 
may also lead to a decline in some middle-level jobs in Canada that get replaced slowly 
with jobs in expanding sectors. 

These six issues are only a small sample of the many economic issues chat confront 
Canada and orher counrries. To undersrand any of chem ir is necessary co have a basic 
understanding of economics-how markers work, how prices arc determined, in what 
sense markets sometimes fai l co work well, and how government policy can be used to 
improve outcomes. These arc che main topics of this book. There is a lot to learn, and not 
many weeks in your college or universiry course. So, lee's gee scarred 
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factors ol producUon Resources 
used to produce ~<><ls and 
services; frequently divided Into 
the basic categories of land, 
labour, and capital. 

goods Tangible commodities, 
wch as cars or shoes. 

services Intangible 
oommoditles, such as haircuts 
or medical care. 

producUon The act ot making 
goods or serllices. 

consumption Ti'iu act of using 
goods or serlllccs to satisfy 
wants. 

11.1 What Is Economics? 

These issues wuuld nur marrer much if we lived in an ecunumy uf SLu.;h plenry char rhere 
was always enough ro fully sarisfy everyone's wants. If we could always gee al l che goods 
we wanted, it wouldn't be so important to be more productive in our work. Rapid 
gruwch i11 health-care spe11di11g would 11ut be such a problem if governments had 11u 
li mits on what they could spend, or if there were not problems associated with high 
levels of govcrnmcnr debt. And cherc would be no need co rradc with ocher rnuntrics if 
Canada cuuld easily and cheaply produce cuffee, clothing, electronic cumpunencs, and 
all chose ocher things chat we currencly import from fore ign lands. Bur such an economy 
wirh unlimited products is impossible. Wh),i 

The shore answer is because we live i11 a world of scarcity. Compared with the 
desires of individuals for produces such as berrer food, clothing, housing, education, 
holidays, health care, and entertainment, the cx isring supplies of resources arc clearly 
i11adequare. They are sufficie1ir cu produce only a small fraccio11 of rhe goods a11d ser­
vices rhac we desire. This scarciry gives rise ro rhe basic economic problem of choice. If 
we ca nnot have everything we want, we must choose what we will and wi ll nut have. 

One definition of eco11omi.cs comes from rhe grear economise Alfred Marshall 
(1842- 1924), who we will encounter ar several poims in chis book: "Economics is a 
study of mankind in the ordinaq1 business of life." A more informative definition is 

Economics is the study of the use of scarce resources to satisfy unlimited human 
wants. 

Scarcity is inevitable and is centra l co economic problems. What are society's 
resources? Wh)' is scarcity inevitable? What arc the consequences of scarcit)1 ? 

Resources 

A society's resources are ofce11 divided in to die three broad categories of land , 
labour, and capital. t a11d includes all natura l endowments, such as arable land, 
fores ts, lakes, crude oil , and minerals. Labour includes al l mental and physical 
human resources, includ ing ent repreneurial capacity and management skill s. Caf)ita l 
includes all manufactu red aids co production, such as cools, machinery, a nd bu il d­
ings. Economists call such reso urces factors of production because they are used to 
produce the things d1ac people desi re. We divide what is produced inco goods and 
services. Goods arc tangible (e.g., cars and shoes), and services arc intangible (e.g., 
haircuts and education). 

People use goods and services to sa tisfy many of their wants. The act of ma king them 
is called production, and the act of using chem co satisfy wants is called consumption. 
Goods are valued for the services they provide. for example, a car helps to satisfy its 
owner's desires fo r transportation, mobili ty, and possibly status. 

Scarcity and Choice 

For almosc all of che world 's 7 bill ion people, scarcity is real and ever-presem. As we 
said earlier, relative co our desires, existing resources are inadequate; there are enough 
ru prnduce only a 
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But aren't the advanced industrialized nations rich enough that s..:arcity is nearly 
banished? After all, they arc "affluent" societies. Whatever affluence ma)' mean, how­
ever, ir does nur rnean rhe end uf the problem uf scarcity. Canadian fa milies rhar earn 
$75 000 per year, the average after-tax income for a Canadian fa mi ly in 20'13 but a 
princely amount by world standards, have no trouble spending it on things that seem 
useful tu chem, and chey wuuld certainly have no trouble cu1wincing yuu that their 
resources are scarce relative to their desires. 

Because resources arc scarce, all societies face the problem of deciding what co 
produce :rnd how much each person will consume. Sucieries differ in who rnakes che 
choices and how they are 111ade, but the need to choose is co111mon to all. Just as sca r­
city implies the need for choice, so choice implies chc existence of cost. A decision to 

have more of one thing requires a decision co have less of something else. The less of 
"something else" can be thought of as the cost of having more of that "one thing." 

Scarcity implies that choices must he made, and makinK choices implies the existence 
of coses. 

Opportunity Cost To see how choice implies cost, we look first at a trivial example and 
then at one that affects al l of us; both examples involve precisely the same fu ndamental 
principles. 

Consider rhe choice David faces when he goes our fur pizza and beer wirh his 
friends. Suppose rhar he has only $16 for che niglH and rhar each beer coses $4 and each 
slice of pizza costs $2. Since David is both hungry and thirsty, he would like to have 
4 sl ices of pizza and 3 beers, bur chis would cosr 
$20 and is cherefore unaccainable given David's 
scarce resources of $'16. There are several com­
binacions, however, char are accainable: 8 slices of 

FIGURE 1·1 Choosing Between Pizza and Beer 

pizza and 0 beers; 6 sl ices of pizza and 1 beer; 
4 slices of pizza and 2 beers; 2 sl ices of pizza and 
3 beers; and 0 slices of pizza and 4 beers. 
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David's choices are illumaced in figure 1-1, 
which graphs the combinations of beers and slices 
uf pizza char David considers buying. The m11n­
bers of slices of pizza are shown 0 11 che horizon­
tal axis; the numbers of beers are shown on the 
verrical axis. The duwnwarcl-sloping line cunneccs 
che five possible combinarions of beer and pizza 
that use up all of David's resources- $16. This is 
David's budget line. Notice that puinr A shuws a 
combinaci on- 4 sl ices of pizza and 3 beers- char 
lies outsid!e the line because ics total cost is more 
rhan $16. Point A is unattainable ru David. If 
David could buy fractions of a beer and of a sl ice 
of pina, all points that lie on or inside the line 
would be attainable combinations. 

In chis secring David can ask himself, "Whac 
is the cost of one beer?" One answer is that the 
cosr is $4. An equivalem answer, assumi11g rhac 
he wanred co spend all of chis $ l 6 on rhese rwo 
items, is that the cost of one beer is the two slices 

Limited resources rorcc a choice among competing ahcrna­
civcs. Given a roral of $ 16 to spend on $2 slices of pizza and 
$4 beers, some choices arc un:mainablc, such as point A . 
T he five p<)i nrs on rhe g/cen line show all comb irl:ttions rhar 
:arc anainablc by spending rhc $ 16. If it were possible to buy 
pans of a beer and parts of a slice of pizza, then all combina­
t ions on the line and in the 14Ceen area would be attainable. If 
t he entire $ 16 is to be spent, rhe choice between more pizza 
and more beer involves an opportunity cost. The slope of the 
green line reflects opportuni ty costs. The opportunity cost of 
une extra slice of pizi.a is half of a beer; the opporrtuniry cost 
CJ f one cicrra beer is two slices of pizza. 
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~ APPLYING ECONOMIC CONCEPTS 1-1 

The Opportunity Cost of Your University Degree 

The opportunity cost of choosing one thing is wh3f must 
be given up as rhc bcsr altcrnarivc. Compuring rhc oppor­
tunity cost of a college or un iversity education is a good 
example ro ill ustrate which facrors are included in the com­
putation of opportunity cost. You may also be surprised to 
learn how expensive your university degree reall)• is!• 

chosen instead-your best altern:1tive to attending 
unive1·s iry. 

Suppose rhat your best altcrnarivc ro arrending uni­
versity w:ts ro gee :t job. In th is c:tsc, the opportunity cost 
of your university degree musr include the ea rn ings that 
you would have received had you taken that job. Sup­
pose that your (after-tax) annual earn ing,~ would have 
been $25 000 per yca1; for a rota I of $100000 if you had 
stayed at thar job for four years. To the direct expenses of 
$30000, we musr therefore add $'100000 for the earnings 
that you gave up by not taking a job. This brings the true 
cosr of your university degree-rhc opporrunicy cost-up 
to $1300001 

Suppose tha t a bachelor's degree requires four years 
of study and that each year you spend $6000 for tu ition 
fees- approximately the ave1·agc at Canadian unive1·si­
tics in 200-and ::1 fu rther$ J500 per year for books and 
materials. Docs this mean that the cost of a univc1·siry 
education is only $30000? Unforrunarcly nor; rhc rruc 
cosr of a un iversity degree w :t student is much higher. 

The key point is rhar the opportuniry cost of a uni­
versity education docs not include just the out-of-pocket 
expenses cin tu ition and books. You must aJs(i take 
into consideration what you are forced to gi11e up by 
choosing ro attend univers ity. Of course, if you were nor 
srudying you could have done any one of a number of 
things, but the relevant one is the 0 11e you would have 

Notice that the cost of food, lodging, clothing, and 
other living expenses did not ente r the calcularion of the 
opporniniry cost in th is example. The living expenses 
musr be incurred in eirher casc- wherher you arrcnd 
university or get a job. 

If rhe opportunity cost of a degree is S<) high, why 
do students choose ro go to universiry? Maybe srndents 

op1>01tunlty cost The cost of 
using 1usoul'C<ls for a ccnaln 
purposu, muasured by lllu bcncnt 
!ll\/l?n up by not usin.g them In 
their best eltematlve use. 

of pizza he muse give up co gee ic. In face, we say in chis case char rwo slices of p izza is che 
oppo1·t11nity cost of one beer, since they are the opportunity David must give up to get 
one excra beer. 

Every time a choice is made, opportunity costs are incurred. 

As simple as ic may seem, rhe idea of uppum111iry cusc is une uf rhe ce11Cral ins ights uf 
economics. Here is a precise defini tion: The oppo~tun ity cost of using resources for acer­
ta in purpose is the benefit given. up t;y 1wt 11si11g them in. the best alternative way. That is, 
ic is rhe cosc measured in terms of ocher goods and services rhac could have been obtained 
instead. Tf, for example, resources that could have produced 20 km of road are best used 
instead to produce one hospita l, the opportunity cost of a hospita l is 20 km of road; 
looked ar che ocher way round, rhe opporruniry cosc of 20 km of road is one hospita l. 

See Applying cconomic Concepts 1-1 for an example o f opporcunicy cosc char 
should seem qui te fa miliar to you: the opportuni ty cost of getting a universi ty degree. 

Production Possibilities Boundary A I though David's choice between pizza and beer 
may seem co be a trivial consumption decision, the nature of the decision is the same 
whatever the choice being made. Consider, for example, the choice that any conntry 
must face between producing mi litary goods (such as ships, tanks, and guns) and civil ian 
goods (such as food, clothing, and housing). 

If resources are fully and efficiencly employed, ic is noc possible co have more of boch. 
However, as the governmenc cues defence expendimres, resources needed co produce civil­
ian goods will be freed up. The opportunity cost of increased civilian 
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simply enjoy lc:irning :ind thus :ire prep:ircd to incur the 
high cosr co be in the univer·sicy environment. Or· maybe rhcy 
believe char a universiry degree will significantly increase 
their future c:t rning potenti:t l. In Ch:tprer 14 we wi ll see 
cha t chis is rn1c. In this case, they arc giving up fou r years 
of earnings at one salary so that they can invest in building 
their· skills in the hope of enjoying many more ye:m in the 
futu re at a considerably higher salary. 

Whatever the rcMon for :1 ttcndi11g college or un iver­
sity, the recognition that a post-secondary degree is very 
expensive should convince students to make the best use of 
their rime whi le they arc there. Read on ! 

The opporWttity cost to a11 ittdi11id11a/ co111p/cti11g a 1111i11ersity 
degree in Canada is large. It i11c/11des the direct cost of t11ition 
a11d books as well as t/Je eam i11gs forgo11c while alle11di11g 
university. 

•This box consiJ crs only the cost / (J the st11dc11t of " uni versity 
Jcgree. For reasons that will he J iscusscd in Jctail in Part Six 
of [his hook, provincial govt'rn111t'nCs ht:ivil )r subsidize poSC· 

secondary education in Canada. Hecnuse of this subsidy, the cost 
to society of n lll1iversiry degree is ge11ernlly much higher 1ht1n rhe 
cost to a11 individual srudenc. 

rhe forgone milirary oucpuc. Or, if we were considering an increase in milicary oucpuc, rhe 
opporruni cy cost of increased mili tary output would be the forgone civilian goods. 

The choice is ill usrrared in Figure 1-2. Because resources are scarce, some 
combinac.ions- rhose rhar would require more rhan rhe coral available supply of 
resources fo r their production-cannot be atc:a ined. Tlhe negatively sloped curve on the 
graph divides rhe cumbinarions char can be acrained from chose rhar cannoc. Poincs above 
and co rhe righr of rhis curve cannm be arrained because rhere are nor enough resources, 
points below and to the left of the curve can be atc:a ined without using all of the available 
resources, and poincs on che curve can just be ;mained if all rhe available resources are used 
efficiently. The curve is called the pt'oduction possibilities boundary. (Sometimes "boundary" 
is replaced with "curve" or "frontier.") It has a negative slope because when al l resources are 
being used efficiendy, producing more of one good requires producing less of ochers. 

I\ production possihilities houndary illustrates three concepts: scarcity, choice, and 
opportunity cost. Scarcicy is indicated by the unatcainahlc combinations outside 
the boundary; choice, by the need to choose among the alternative atrainablc points 
along the houndary; and opportunity cost, hy the negative slope ol: the houndary. 

The shape of che production possibilities boundaa-y in Figure 1-2 implies that an 
increasing amounr of civilian producrion musr be given up ro achieve equal successive 
increases in milicary production. This shape, referred r.o as concave co the origin, incli­
cates that the opportuni ty cost of either good increases as we increase che amount of it 
char is produced. A scraighr-l ine boundary, as in Figure 1 -'I , indicares (hac (he opporcun­
ity cosr of one good srays conscanr, no matrer how much of it is produced. 

l)n>duc:tion PO<SSlbllltles boundary 
A CUl\itl s11<1>11ng ~1-.011 alu.'tllatll/e 
combinations of commodities 
can jusl be altained it alt available 
resouiws are used efficiently; 
It Is lhe boondllry betWCoo 
attalnablo and unattalnablo outpUl 
comtinatlons. 
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AGURE 1·2 A Production Possibilities Boundary 
The concave shape in Figure 1-2 is the way economists usu­

all)1 draw a coun t1')"s production possibilities boundary. The 
shape occurs because each factor of production is noc equally 
useful in producing al l goods. To see why differences among 
factors of production arc so important, suppose we begin at 
poinc c in Figure 1-2, where mosc resources are devoced co 
the production of mi litary goods, and then consider gradually 
shifting more and more resources coward chc production of 
civilian goods. We mighr begin by shifting nmrienc-rich land 
chat is particularly well suited to growing wheat. This land may 
not be very useful for making military equipment, but it is very 
useful for making cenain civilian goods (l ike bread). This shifr 
of resources will therefore lead to a small reduction in mil­
itary output but a substantial increase in civi lian output. Thus, 
(he opporrnnicy cos( of producing a few more unirs of civilian 
goods, which is equal to the forgone military output, is small. 
But as we shift more and more resources toward the produc­
(ion of civilian goods, and therefore move along r11e produc­
tion possibilities boundary toward point a, we must shift more 
and more resources that arc actually quite well suited to the 
produc(ion of military oucpur, like aerospace engineers or rhe 
minerals needed to make gunpowder. As we produce more and 
more civi lian goods (by devoting more and more resources to 
producing chem), rhe amount of mil itary oucpur char must be 
forgone to produce one extra uni t of civi lian goods rises. That 
is, the opportunity cost of producing one good rises as more of 
char good is produced. 
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Q uantity of Military Goods 

The negatively sloped boundary shows the com­
binarions chat arc attainable when all resources 
arc used efficiently. The producrion possibilirics 
boundt1ry scparares rhc arrt1int1blc co111bint1tions 
of goods, such as a, b, c, and d, from unatr:tin­
ablc cort1bin:ttions, such :ts e and ( Points"· b, 
and c rcp1·csenr full and c(ficienr use of S<)ciecy's 
resources. Poinc d represents either inc(ficicnt 
use of resources or failure rouse all rhe available 
resources. If producrion changes from poinr n 
ro point b, an opporrunit)' cosr is involvcd.111c 
opporrunicy cost of producing !:;x more mi litary 
goods is rlne necessary reduction in the produc­
tion of civilian goods equa l to l\y. Four Key Economic Problems 

resource allocation The 
allocation 01 an economy's 
scarce resourtes among 
alternative U51!5. 

Modern economies involve mi ll ions of complex production 
and consumption activities. Despite this complcxit)', however, 

che basic decisions chac muse be made are noc very differenc from chose chac were 
made in ancient and primi tive economies in which people worked with few tools and 
bartered with their neighbours. Nor is the essence of rhc decisions in modern, com­
plex economies differenr from chose in current-day developing economies, where many 
people stniggle for their daily survival. In al l cases, sca rcity, opportuni ty cost, and the 
need fo r choice play crucial roles. Whatever the economic S)'Stem, whcrher modern or 
ancient or complex or primicive, chere are four key economic problems. 

1. What Is Produced and How? This quesrion concerns the allocation of scarce resour­
ces among alterna(ive uses. This resource allocarion determines the quantities of various 
goods char are produced. Choosing cu produce a particular combination of gouds means 
choosing a particular allocarion of resources among the i11duscries or regions producing 
che goods. What derermines which goods are produced and which ones are nur? 

Furthermore, because resources are scarce, it is desirable chat they be used efficientl y. 
I fence, it matters which of the available methods of production is used to produce 
each of che goods. Whar decerm in es which merhods of produc(ion ger used and which 
ones do not? Any economy must have some mechanism by which these decisions about 
resource allocation 
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ls there some combination of the production of goods 
chat is "better" than ochers? Jf so, ~hou ld govern men cs tr)' to 
airer che pacrern uf pruduccion in chis direcciun? Cuuld rhey 
ad1ieve this if they tried? 

FIGURE 1-3 The Effect of Economic Growth 
on the Production Possibilities 
Boundary 

2. What Is Consumed and by Whom? Economises seek co under­
srand whac decermines rhe discri bucion of a na rion's rocal 
oucpuc among its people. Who gees a loc, who gees a liccle, 
and why? Should governmencs care abouc chis distribu­
tion of consumption and, if so, whac cools do rhey have co 
alter it? 

Prnduction possibilities 

bmmd•~ J gmwd• 

If production takes place on the production possibilities 
boundary, rhen how abouc consumption? Will che economy 
consume exactly the same goods th~H it produces? Or will 
the counc1fs abil ity to trade with ocher countries permit 
the economy ro consume a different combinacion of goods? 

possihilitic.' 
boundnry 

brforr~ 
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3. Why Are Resources Sometimes Idle? Someri mes large 11 um­
bers of workers who would like co have jobs are unable co 
find employers co hire chem. Ac che same cime, che managers 
and owners of offices and faccories could operare ac a higher 
level uf acciviry-rhar is, chey could produce mure gouds and 
services. For some reason, howeve1; chese resources- land, 
labour, and faccories-l ie idle. Thus, in cerms of Figure 1-2, 
che economy somecimes operaces inside ics production pos­
si bilicies boundar·y. 

Qua111icy of Milicary Coods 

Why are resources sometimes idle? Should governments 
wurry abuuc such idle resources, or is chere sume reason co 
believe rhac such occasional idleness is necessary for a well­
functioning economy? Ts there anything governments can do 
co reduce such idleness? 

Economic growth shifts the boundary out ward 
and makes it possible to produce more of all prod­
ucts. Rcforc growth in productive capacity, points 
<1, b, and c were on the production possibilities 
boundary and points e and r were unattainable. 
Afte1· g1·owrh, points e and f' and manr orhc1· pre­
viously unarcainablc combinations arc acrainablc. 

4. Is Productive Capacity Growing? The capacity co produce goods and services grows 
rapidly in some countries, grows slowly in ochers, and actually declines in ochers. Growth 
in productive capacit)1 can be represented by an outwa rd shift of the production possi­
bilities boundar)', as shown in Pigure 1-.3. Jf an ecQnQm)''S capacity to produce g<Jods and 
services is growing, some combinations rhar arc unatca inablc today will become attain­
able in die fucure. Whac are the decerminams of such growth? Are chere some undesirable 
side effects of growch? Can guvernmencs do anything cu influence economic growch? 

Economics and Government Policy 

Questions relating co whac is produced and how, and what is consumed and by whom, fa ll 
wichin the realm of microeconomics. Microeconomics is che scudy of che causes and conse­
quences of the allocation of resources as it is affected by the workings of the price S)1srcm and 
governmem policies char seek ro influence ic. Questions relacing co rhe idleness of resources 
and the growth of rhe economy's producrive capacicy fall within the realm of macroeconom­
ics. Macroeconomics is the study of the determination of economic aggregates, such as total 
ourput, rocal employmenr., interest rares, the price level, and rhe race of economic growth. 

The design and effecciveness of governmenc policy is relevanc co discussing all four 
economic problems. When asking what combination of goods and services is produced in 

microeconomics The st\Jdy of 
the causes e~d consequences 
ol lho allocallun ol rusourcts as 
It Is allcctcd by Ilic workings of 
the price system. 

macroeconomics The st\Jdy ol 
llw dottrmlnadun of ucunumlc 
aggregales such as lolal oolput, 
the price leve-1, emplO)lll1ent, end 
erowth. 




