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We are teachers of economics. That is what we do. We teach students of 
all majors and interest levels, and have done so for, well . . . ​a very long 
time.

	 The Mateer/Coppock Principles of Economics text, on which this book is 
based, has been a resounding success. It has been adopted widely because it 
is a book by teachers for teachers, and it has a strong student focus. The task 
of adapting this text for the survey level has followed the same recipe for suc-
cess.
	 The one-semester survey course presents unique challenges to instructors. 
For most students, this course is unrelated to their major. It will be the only 
economics course that they will ever take, and many approach it with trepi-
dation, perhaps even genuine fear.
	 While this challenge is very real, there are also unique opportunities. 
Beyond this course, students will likely have no further formal education 
on many of the important issues that arise in this class, such as why the 
price of college keeps rising, why wages are stagnant, how monetary policy 
and fiscal policy affect them, and why credit-card debt can be a very serious 
problem. Economics and the economic way of thinking are extremely impor-
tant for students, even if they don’t yet know that. Teaching this subject to 
non-business students is an opportunity to help them learn about topics that 
will affect their lives far beyond graduation.
	 Thus, the survey course is not the same thing as a principles course, mainly 
because it is terminal. It needs to be taught differently from the principles 
course, and a survey text needs to be fundamentally different from a prin-
ciples text. When we reviewed the existing survey books, we found that most 
are slimmed-down versions of existing principles texts. While that approach 
to writing a survey text helps to ensure that relevant topics are covered, sim-
ply transferring material from a principles book is not an effective approach 
for helping students learn economics in the survey course.
	 Why? Simply condensing a principles textbook doesn’t take into account 
the areas that students consistently find problematic. Understanding cost 
curves is important for business and economics students, but survey students 
do not need to cover this topic in the same detail. They need to see graphs, 
but these graphs should be streamlined and easy to read, with no extrane-
ous information. Similarly, while it is important for a business or economics 
major to know the minutiae of the market-structure models, a basic knowl-
edge of the differences between competition and monopoly is more than 
sufficient for students who are getting the broader picture that comes in the 
survey course—which is, after all, a survey of economics.
	 Our years of experience in the classroom—both the principles classroom 
and the survey classroom—have taught us an important lesson: when ideas 
resonate with students, and stick with them through reinforcement, students 
are more likely to carry the basic ideas of economics into their lives beyond 
the classroom. In transforming the Mateer/Coppock principles text into a sur-
vey text, we had one key goal in mind: to write a textbook that connects to 
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students where they are. No other text that we know of uses the experiences of 
modern students to reinforce new terminology with examples from everyday 
life in everyday language. While they may not know it, students are key par-
ticipants in the economy and their experiences should be the platform from 
which our instruction begins. Essentials of Economics uses examples that reso-
nate in students’ lives (for instance, the market for cell phones, student-loan 
and credit-card payments, computing devices, ride-sharing).
	 So, ultimately, we wanted to develop a textbook that would engage stu-
dents, one that is enjoyable to read week in and week out, a concise presenta-
tion of the discipline that encourages students to think about how economics 
affects their lives. As economists, we know that the “dismal science” isn’t 
really dismal at all; rather, it’s full of insights that help us better understand 
ourselves and the events going on around us. Essentials of Economics will help 
your students learn to think like economists by showing them how to make 
better choices in the workplace, their personal investments, their long-term 
planning, their voting—indeed, in all their critical choices. We hope that 
Essentials of Economics will be your partner in success in helping your students 
live more fulfilled and satisfying lives.
	 What does this classroom-inspired, student-centered text look like?
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A Simple Narrative
First and foremost, we keep the narrative simple. We always bear in mind all 
those offi ce-hour conversations with students where we searched for some 
way to make sense of this foreign language—for them—that is economics. It 
is incredibly satisfying when you fi nd the right expression, explanation, or 
example that creates the “Oh, now I get it . . .” moment with your student. 
We have fi lled the narrative with those successful “now I get it” passages.

econom Ics  In t He ReAL WoRLD

Breaking the curse of the Bambino: How opportunity co st causes a Drop 
in Hospital Visits While the Red sox play

If you’re injured or severely ill, you head straight to the 
emergency room, right? Not so fast! A 2005 study pub-
lished in the Annals of Emergency Medicine found that 
visits to the ER in the Boston area fell by as much as 
15% when the Red Sox were playing games in the 2004 
playoffs. Part of the decline is attributable to more peo-
ple sitting inside at  home—  presumably watching the 
 ballgame—  instead of engaging in activities that might 
get them hurt. But the study also determined that this 
didn’t explain the entire decline in  emergency-  room 
visits. It turns out that a surprising number of people 
are willing to put off seeking medical attention for a few 
hours. Apparently, for some people the opportunity cost 
of seeking medical attention is high enough to postpone 
care until after the Red Sox game. ✷

Trade-  offs are important at many levels. For instance, there is a  trade-  off 
between security and convenience. When you use your credit card or shop 
online, there is the possibility that your personal information will be compro-
mised. Companies store your personal data electronically when they issue 
credit cards. It’s a fact of life in the information age: whenever data is stored, 
that data needs to be protected. If it isn’t, it can be stolen.

There have been many news stories about breaches 
of information security. In late 2013, hackers stole finan-
cial information for over 70 million Target customers 
by compromising  credit-  card readers with a malicious 
software code, sometimes called malware. When the 
credit card was swiped, the customers’ information was 
made available to the hackers. This lapse in security cost 
Target over $200 million in  public-  relations expenses, 
damage control, and updated technology, not to men-
tion an untold loss of sales as customers worried that 
the company hadn’t fixed the problem. However, Target 
could have easily prevented the problem. If Target had 
accepted only cash for transactions, there would have 
been no  credit-  card information to steal. Taking down 
the company’s web site would have prevented hackers 

Emergency room beds are empty. Are the Sox playing?

Swipe a credit card, compromise your financial data?
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from stealing information via the Internet. Target could have then advertised 
itself as the most secure major retailer in America. No hacker could ever steal 
customers’ financial information from Target simply because Target wouldn’t 
have that information. However, taking down its web site or not accepting 
credit cards would severely harm Target’s bottom line. Customers who are 
used to the convenience of using credit cards would stop patronizing the 
store. Online shoppers would surf to another store’s web site and buy there 
instead. In the current environment, customers are willing to trade off secu-
rity for convenience. How do we know this? They keep shopping on the 
Internet, and many customers have returned to Target.

Decisions are Made at the Margin
If choices always involve costs, how do people make choices that will generate 
the best results for themselves? Economists systematically evaluate a course 
of action through a process called economic thinking. Economic thinking 
involves a purposeful evaluation of the available opportunities to make the 
best decision possible. In this context, economic thinkers use a process called 
marginal analysis to break down decisions into smaller parts. Often, the choice 
is not between doing and not doing something, but between doing more or 
less of something. For instance, if you take on a  part-  time job while in school, 
you probably wrestle with the question of how many hours to work. If you 
work a little more, you can earn additional income. If you work a little less, 
you have more time to study. Working more has a tangible benefit (more 
money) and a tangible cost (poor grades). All of this should sound famil-
iar from our earlier discussion about opportunity costs. The cost of working 
more is what you have to give  up—  in this case, a higher grade. Studying more 
entails giving up more income.

An economist would say that your  decision—  weighing how much money 
you want against the grades you  want—  is a decision at the margin. What 
exactly does the word “margin” mean? There are many different definitions. 
To a reader, the margin is the blank space bordering a page. A “margin” can 
also be thought of as the size of a victory. In economics, marginal thinking 
requires  decision-  makers to evaluate whether the benefit of one more unit of 
something is greater than its cost. Understanding how to analyze decisions at 
the margin is essential to becoming a good economist.

For example, have you ever wondered why people straighten their places, 
vacuum, dust, scrub their bathrooms, clean out their garages, and wash their 
windows, but leave dust bunnies under the refrigerator? The answer lies in 
thinking at the margin. Moving the refrigerator out from the wall to clean 
requires a significant effort for a small benefit. Guests who enter the kitchen 
can’t see under the refrigerator. So most of us ignore the dust bunnies and 

marginal 
thinking

economic thinking requires 
a purposeful evaluation of 
the available opportunities 
to make the best decision 
possible.

marginal thinking requires 
 decision-  makers to evaluate 
whether the benefit of one 
more unit of something is 
greater than its cost.
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Examples and Cases That Resonate 
and Therefore Stick: Economics in the 
Real World
Nothing makes this material stick for students like good examples and cases, and 
we have peppered our book with them. They are not in boxed inserts. They are 
part of the narrative, set off with an Economics in the Real World heading.

How Does the Economy Work? / 41

eCOnOmiCs in  The Real  WORld

Why lebron James has someone else help him move
LeBron James is a pretty big  guy—  6’8’’ and 
roughly 250 pounds. In the summer of 2014, 
he decided to move from Miami to Cleveland 
to play with his hometown basketball team. 
Given his size and strength, you might think 
that LeBron would have moved his household 
himself. But despite the fact that he could 
replace two or more ordinary movers, he kept 
playing basketball and hired movers. Let’s 
examine the situation to see if this was a wise 
decision.

LeBron has an absolute advantage in both 
playing basketball and moving furniture. But, 
as we have seen, an absolute advantage doesn’t 
mean that he should do both tasks himself. 
Even though his move happened during the  off-  season, taking time away 
from his practice and workout schedule is an opportunity cost he has to face 
(not to mention the possibility of injury). The movers, with a much lower 
opportunity cost of their time, have a comparative advantage in  moving—  so 
LeBron made a smart decision to hire them!

However, when LeBron retires, the value of his time will be lower. If the 
opportunity cost of his time becomes low enough, it’s conceivable that the 
next time he changes residence, he’ll move himself rather than pay movers. ✷

How Does the Economy Work?
Models are useful in explaining individual behavior, but they can also 
 illustrate interactions between larger groups. Let’s consider how the economy 
as a whole works in the context of what economists call the circular flow 
model.

The Circular Flow Model
The circular flow model is a model that shows how resources and final goods 
and services flow through the economy. In the model there are two groups, 
households and firms, that want to trade with each other. Households are 
the people we usually think of as consumers. Firms are businesses. House-
holds want the goods and services produced by the firms, and firms want 
the resources owned by the households in order to make goods and provide 
services. The model shows how households get the things firms produce and 
how firms acquire the resources to produce those things. Both of these trades 
happen in a market.

The circular flow model is 
a model that shows how 
resources and final goods 
and services flow through the 
economy.

Will LeBron ever ask his teammates, “Guys . . . can you help me 
move this weekend?” 
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What Is Aggregate Demand? / 359

such as national elections or international turmoil. When these sentiments 
change, they shift aggregate demand.

expected prices
Expectations also matter when it comes to future prices. When people expect 
higher prices in the future, they’re more likely to spend today, so current 
aggregate demand increases. Consider a nation with rampant inflation. 
When people in this nation get paid, they’ll spend their income quickly to 
take advantage of today’s lower prices. If, instead, people expect lower prices 
in the future, today’s aggregate demand will decline.

Foreign income and Wealth
When the income of people in foreign nations grows, their demand 
for U.S. goods increases. For the United States, this means that exports will 
increase, causing net exports to increase as well. Since net exports are a part 
of aggregate demand, when foreign citizens buy more U.S. goods and services 
the result is increased aggregate demand in the United States. In contrast, if 
a foreign nation goes into recession, its demand for U.S. goods and services 
falls. One recent positive example is the growth of large emerging economies 
and their demand for U.S.  goods. As Brazil, China, and India have grown 
wealthier, their demand for U.S. goods and services has increased.

In China, people say that they would 
rather drive a Buick.

economicS in  the  ReAL WoRLD

General motors Sales Up in china, but Down in europe
General Motors, one of the world’s largest car manufacturers, now 
sells over 250,000 vehicles per month in China. GM announced in 
November 2014 that it had already sold more than 3 million  vehicles 
in China, well ahead of its 2013 numbers. Sales of the  Cadillac line 
were particularly strong, rising 58% from 2013. This trend is  contrary 
to the growth of the luxury car’s performance in the United States, 
where 2014 sales were slightly down from 2013.

GM’s Buick product line does exceptionally well in China. Buick 
now sells about four times as many cars in China as in the United 
States. This sales growth for GM is thanks in large part to the  growing 
incomes of many Chinese citizens.

The bad news for GM comes from Europe. Increased sales in China 
have been offset by slowing sales in Europe, where many economies 
were recovering from recessions, but only mildly. By  mid-  2014, GM 
was continuing to see declining sales of its cars in Europe. ✷

Value of the Dollar
Exchange rates are another international factor that shifts aggregate demand. 
We cover these in more detail in Chapter  18. For now, think in terms of 
the value of the dollar in world markets. When the value of the dollar 
rises  relative to the currency of other nations, Americans find that imports 
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Reinforcers: Practice What You Know
Practice What You Know exercises allow students to self-assess while read-
ing and provide a bit of hand-holding; they ask questions and then provide 
worked-out solutions. While other survey texts have in-chapter questions, no 
other book consistently frames these exercises within real-world situations to 
which students relate.

What Are Externalities, and How Do They Affect Markets? / 267

externalities: Fracking
In 2003, energy companies began using a process 
known as hydraulic fracturing, or fracking, to extract 
underground reserves of natural gas in certain states, 
including Pennsylvania, Texas, West Virginia, and Wy-
oming. Fracking involves injecting water, chemicals, 
and sand into rock formations more than a mile deep. 
This process taps the natural gas that is trapped in 
those rocks, allowing it to escape up the well. The gas 
comes to the surface along with much of the water 
and chemical mixture, which now must be disposed 
of. Unfortunately, the chemicals in the mix make the 
water toxic. Consequently, as fracking activities have 
expanded to more areas, controversy has grown about 
the potential environmental effects of the process.

Question: What negative externalities might fracking generate?

Answer: People who live near wells worry about the amount of pollutants in the 
water mixture and the potential for them to leach into drinking water supplies. 
Additionally, the drilling of a well is a noisy process. Drilling occurs 24 hours 
a day for a period of a few weeks. This noise pollution affects anyone who 
lives close by. Another issue is that the gas has to be transported away from 
the well in trucks. Additional truck traffic can potentially damage local roads.

Question: What positive externalities might fracking generate?

Answer: Fracking has brought tremendous economic growth to the areas where 
it is occurring. The resulting jobs have employed many people, providing 
them with a good income. Local hotels and restaurants have seen an increase 
in business as temporary employees move from one area to another. As 
permanent employees take over well operation, housing prices climb as a 
result of increasing demand. Rising house prices benefit local homeowners.

How would a natural gas well affect your local area?

pRActice WHA t YoU KnoW

significant direct benefits. Even noisy neighbors disregard the burden their 
actions place on others, otherwise they might keep the volume down.

In general, society would benefit if all consumers and producers consid-
ered both the internal and the external costs of their actions. If you took into 
account the pollution your car emitted while you travel to the grocery store, 
knowing the true cost of your driving would likely change your behavior. 
You would probably plan more carefully to reduce the number of times you 
have to travel during the week. Since most people don’t consider the external 
costs that they generate, governments design policies that create incentives 
for firms and people to limit the amount of pollution they emit.

An effort by the city government of Washington, D.C., shows the poten-
tial power of incentives to alter behavior that generates negative externalities. incentives
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Where Does the Demand for Labor Come From? / 229

Changes in the Demand for Labor
We know that customers desire good food and that restaurants like Agaves 
hire workers to satisfy their customers. Figure 8.1 illustrates the relationship 
between wages for workers and the number of workers that Agaves wants to 
hire. Notice that the demand curve for labor is  downward-  sloping; this tells 

Value of the marginal product of Labor: Flower Barrettes

Question: penny can make five flower barrettes each hour. she works eight hours 
each day. penny is paid $75.00 a day. the firm can sell the barrettes for $1.99 each. 
What is penny’s Vmp of labor? What is the barrette firm’s marginal profit from hiring 
her?

Answer: In eight hours, Penny can make 40 barrettes. Since each barrette 
sells for $1.99, her value of the marginal product of labor, or VMPlabor , 
is 40 * $1.99, or $79.60. Since her VMPlabor is greater than the daily 
wage she receives, the marginal profit from hiring her is $79.60 - $75, or 
$4.60.

How many flower barrettes 
could you make in an hour?

pRActice WHA t YoU KnoW
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Additional Reinforcers: Economics for 
Life, Economics in the Media
Two additional elements will help to reinforce the material with your stu-
dents. The fi rst, Economics for Life, appears near the end of each chapter 
and applies economic reasoning to important decisions that your students 
will face in their early adulthood, such as buying or leasing a car. The second, 
Economics in the Media, analyze classic scenes from movies and TV shows 
that deal directly with economics. One of us has written the book (literally!) 
on economics in the movies, and we have used these clips year after year to 
make economics stick with students.

Conclusion / 377

Conclusion
We began this chapter with the misconception that recessions are normal 
occurrences that happen every few years. In fact, they are anything but 
normal. They occur with unpredictable frequency and are caused by many 
 different factors. Recessions in business cycles are often caused by changes in 
aggregate demand, but the same symptoms can also reflect  short-  run aggre-
gate supply shifts.

tA BLe 12.1
Summary of Results from Aggregate Demand Shifts

Increase in aggregate demand Decrease in aggregate demand

Short run Long run Short run Long run

Real GDP (Y) Y rises Y returns to original level Y falls Y returns to original level

Unemployment (u) u falls u returns to original level u rises u returns to original level

Price level (P) P rises P rises even further P falls P falls even further

econom
icS FoR LiFe

Recessions are hard on almost everyone in an 
economy, but there are ways you can shield yourself 
from unemployment.

The first thing you need is a college degree. In 
October 2014, the U.S. national unemployment rate 
was 5.9% for the entire labor force, but just 3.1% 
for college graduates.

Unemployment can occur in the macroeconomy 
when wages are sticky, meaning that they don’t 
respond to changes in the economy. This outcome 
applies to individuals too. If you do happen to 
lose your job, you may need to consider accept-
ing a lower wage or even a change of career so as 
to obtain another job. The more flexible your wage 
range, the less likely you are to experience  long-  term 
unemployment.

Finally, if you lose your job, be sure to take 
advantage of all the modern  job-  search tools avail-
able today. There are millions of jobs available, even 
when unemployment rates are very  high—  you just 

need to know how to find those jobs. For example, 
the web site indeed.com turns up thousands of 
job vacancies for almost any job description. As of 
November 2014, searching for either “accountant” 
or “CPA” yielded nearly 39,000 results, a search for 
“civil engineer” yielded 13,732 results, and “mar-
keting” yielded 289,884 results.

 Recession-  proof Your Job

Don’t let this happen to you!
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432 / CHAPTER 14 Savings, Investment, and the Market for Loanable Funds

with the Internet has made investment in computer equipment (capital) 
more attractive. This means that investment in capital yields greater returns, 
which in turn increases the demand for loans. When capital is more pro-
ductive, firms are more likely to borrow to finance purchases of this type of 
capital.

Investor Confidence

Despicable Me

In the movie Despicable Me (2010), we find the 
aging villain Gru trying to compete with other, 
younger villains. His plan to steal the moon would 
get him back in the criminal headlines, but he 
doesn’t have the finances to put his plan into action. 
Like any entrepreneur looking to get his busi-
ness venture off the ground, Gru goes to the bank 
hoping to secure a loan. Being a villain, he goes 
to the Bank of Evil (Formerly Lehman Brothers) 
and presents his business plan. While impressed 
with his audacity, Mr. Perkins, the bank manager, 
insists on  seeing more progress before extending 
the loan. Gru has financed other schemes through 
the bank that haven’t panned out, and Mr. Perkins 
is  understandably reluctant to lend Gru more money 
when the return on investment is so uncertain. 
Mr. Perkins also informs Gru that there are bet-
ter risks in the  market—  villains with more recent 
successes who are also seeking funding. Therefore, 

How Does a criminal get a Loan?
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Mr. Perkins demands to see the shrink ray, which 
Gru will use in his plot to steal the moon, as a 
form of collateral.

This animated version of the lending process 
isn’t all that far off from what happens in the 
real world. Banks do want to lend to businesses, 
but they want to make sure a new business has a 
chance of success. Otherwise, the borrower will be 
less likely to repay the loans, and that is bad for 
the  bank—  even an evil bank.

Gru: Evil villain, motivated entrepreneur, or both?
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Is It Better to Buy or Rent a House? / 575

pay an extra $50 a month for the life of the loan, you’ll save $20,779 in inter-
est payments and cut almost three years off your mortgage. Amazing! If you 
pay an extra $100 every month, you’ll save over $37,000 in interest payments 
and reduce the life of the mortgage by more than five years!

the Costs and Benefits of home Ownership
Home ownership is expensive. There is homeowner’s insurance to pay and 
property taxes to pay. If there is damage to your home or property, you have 
to pay to have it fixed. Leaks in the basement need 
to be repaired, the driveway needs to be cleared dur-
ing the winter, the grass needs to be cut, occasional 
broken windows need to be  replaced—  and the home-
owner pays for (or does) all of this. Homeowners also 
have to pay for  utilities—  water, sewer, electric, cable, 
and trash  pick-  up. That adds up!

If you’re a renter, many of these headaches go 
away. You pay a fixed amount for your rent, which 
may include some of your utilities and almost always 
provides for snow removal and lawn care. In addi-
tion, you don’t have to pay property taxes directly 
(although your rent does pay part of them) or pay for 
homeowner’s insurance (although you might want to 
buy renter’s insurance to guard against theft or fire).

Why do so many people want to own a home when there are so many 
added costs associated with the purchase? Much of this decision has to do 
with building equity. There are also tax implications to owning your own 
home. Let’s look at both of these issues.

equity
Equity refers to the part of an asset that you own. When you own a home 
and decide to sell it, you first pay off any remaining mortgage. In other words, 
you pay what you still owe the lender. Whatever is left afterwards belongs to 
you. If you move out of an apartment, you don’t get anything; in fact, if you 
break your lease agreement early, you may even have to pay a penalty. The 
longer you stay in your home paying down your mortgage, the more equity 
you build up. This equity is valuable because it represents how much of the 
home and property is yours.

Equity also allows you to use your home as collateral. If you need to bor-
row money, perhaps for a  home-  improvement project, a vacation, or even to 
attend college, you can take out a second mortgage. This is a loan using your 
home as a promise that you will repay the lender. A mortgage is a securitized 
 loan—  that is, a loan that uses an asset as collateral. If you don’t repay the 
loan, the lender can take your house. Since lenders assume that you don’t 
want to lose your house, they accept your equity in your home as security. A 
securitized loan typically has a much lower interest rate than a  non-  securitized 
loan because the lender gets something even if you don’t pay back the money 
you borrowed. Credit cards are  non-  securitized, which is one of the reasons 
the interest rates on credit cards are so high.

As a homeowner, fixing this is your responsibility.

equity refers to the part of 
an asset that you own. In 
the case of a house, equity 
comes down to what part of 
the selling price you get to 
keep after paying off the bal-
ance on your mortgage.

A securitized loan is a loan 
in which a borrower’s asset 
serves as collateral.

213344_19_560-589_r2_gk.indd   575 31/07/15   1:24 PM

How Do Interest Rates Affect Borrowers? / 569

Get Shorty

Perhaps you’ve heard the term “loan shark.” A loan 
shark is someone who is essentially a lender of last 
resort. People who can’t find a lender anywhere 
might resort to a private individual who charges very 
high interest rates. There are rules regulating how 
much interest a legitimate lender can charge. How-
ever, loan sharks typically work outside the normal 
legal system. Thus, they charge rates that far exceed 
the legal limits. If you have to borrow money from a 
loan shark, you may end up paying back double or 
triple what you borrowed in a very short time because 
of the exorbitant interest rate.

In the movie Get Shorty (1995), Chili Palmer 
is chasing down Leo Davoe to collect on a debt. He 
also starts chasing Harry Zimm, who owes money to 
someone else. Chili isn’t into breaking legs; rather, 
he sees the potential to acquire some legitimate 
money by making a movie about loan sharking. 

Loan sharks

econom
ics in THe m

edia

Unfortunately, Chili’s boss isn’t so forgiving and 
starts acting like a real loan shark by beating Zimm 
within an inch of his life. Eventually, all of the bad 
guys end up in jail, and Chili ends up in the movie 
business.

Time to pay up.

How Do Interest Rates Affect 
Borrowers?
Now we’ll return to your credit card bill. Let’s say that the minimum pay-
ment, the smallest amount the credit card company requires you to pay each 
month so as not to damage your credit score, is $2. “Fine,” you say to yourself. 
“That means it’ll take about five months to pay off my $10.50 Blake Shelton 
music purchase.” You calculate that $2 a month for five months equals $10, 
and if you add 50 cents to the last payment you’re free and clear. That would 
be the case if interest payments weren’t included; however, there are interest 
payments to make, and you need to take that into consideration. But here is 
where you can get yourself into real trouble if you make only the minimum 
payment every month: the interest compounds. In the context of borrowing, 
compounding means that interest is added to your balance, so you end up 
paying interest on the increasingly higher balance.

On the saver’s side, compounding interest can be a very good thing. When 
you’re saving money, compounding interest helps you save more. (We’ll see 
how this type of compounding works a little later in this chapter.) Unfortu-
nately, when you’re borrowing money, compounding interest can cause your 
repayment plan to drag on and on and on.

The minimum payment is 
the smallest amount that a 
lender requires a borrower to 
pay each month so as not to 
damage the borrower’s credit 
score.

compounding of interest (in 
the context of borrowing 
money) means that inter-
est is added to an account 
balance so that the borrower 
ends up paying interest 
on an increasingly higher 
balance. In the context of 
saving, compounding means 
that interest is added to your 
total savings: you get paid 
interest on your savings plus 
any prior interest earned.
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Bonus Chapter: Personal Finance
Too many students (and adults) have little to no understanding of the mas-
sive debts they can incur via student loans and credit-card debt. Chapter 19, 
“Personal Finance,” is a primer on student and consumer borrowing, interest 
rates, personal debt, and home purchases. The chapter covers both the short 
run and the long run: Students who read this chapter will think twice before 
making their next credit-card purchase while also thinking about the deci-
sion to rent vs. buy and how to save for retirement.
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Big-Picture Pedagogy
Chapter-Opening Misconceptions
When we fi rst started teaching we assumed that 
most of our students were taking economics for 
the fi rst time and were therefore blank slates on 
which we could draw. We were wrong. We now 
realize that students come to our classes with a 
number of strongly held misconceptions about 
economics and the economy, so we begin each 
chapter recognizing these misconceptions and 
then establishing what we will do to help students 
onto the path of accurate knowledge.

Big Questions
After the opening misconception, we present the 
learning goals for the chapter in the form of Big 
Questions. We come back to the Big Questions in 
the conclusion to the chapter with a summary 
titled Answering the Big  Questions.

mis COnCePTiOn

94

market effi ciency4
CHAPTER

You are probably familiar with the minimum wage, which is an example 

of a price control. If you’ve ever worked for the minimum wage, you 

probably think that raising it sounds like a great idea. You may 

support  minimum-  wage legislation because you believe it will 

help struggling workers to make ends meet. After all, it seems 

reasonable that fi rms should pay a living wage to cover necessities.

Price controls are not a new idea. The fi rst recorded attempt to con-

trol prices was four thousand years ago in ancient Babylon, when King 

Hammurabi decreed how much corn a farmer could pay for a cow. Simi-

lar attempts to control prices occurred in ancient Egypt, Greece, and 

Rome. Each attempt ended badly. In Egypt, farmers revolted against 

tight price controls and intrusive inspections, eventually causing the 

economy to collapse. In Greece, the Athenian government set the price 

of grain at a very low level. Predictably, the quantity of grain supplied 

dried up. In 301 CE, the Roman government under Emperor Diocletian 

prescribed the maximum price of beef, grains, clothing, and many other 

items. Almost immediately, markets for these goods disappeared.

History has shown us that price controls generally do not work. Why? 

Because they disrupt the normal functioning of the market. By the end 

of this chapter, we hope you will understand the importance of market 

effi ciency and how price controls (such as  minimum-  wage laws) erode 

that effi ciency. Higher wages or lower prices may sound good on the sur-

face, but there are always  trade-  offs. However, interfering with markets 

can lead to unintended consequences. 

The minimum wage helps everyone earn a living wage.
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 Costs and Production

What Are the Roles of Profi ts?
Profi ts play three very important roles in the economy. First, they provide 
fi nancial incentives. Second, profi ts make sure that resources are being 
directed to the businesses that are providing things customers value most. 
Third, profi ts determine which companies stay in business and which ones 
do not. It is essentially survival of the fi ttest. If you operate a  well-  run com-
pany providing valuable products, you will survive. If not, your business will 
fail.

To earn a profi t, a fi rm must produce goods or services that consumers 
are willing to pay for. These goods and services are known as its output. 
By selling its output, the fi rm generates revenue. It must also control its 
costs. To do so, the fi rm must use resources effi ciently. Those resources, or 
inputs, are the things a fi rm needs to make its output. There are four catego-
ries of inputs, known as the factors of production: labor, land, capital, and 
entrepreneurship.

  Labor generally consists of workers and the skills those workers bring to 
a job.

  Land consists of the geographic location and natural resources used in 
production.

  Capital consists of all the  man-  made resources that workers use to create 

are the 

bIG QUESTIOnS
✷ What are the roles of profits?

✷ How are profits and losses calculated?

✷ How much should a firm produce?

If you add up all the sales for all of the millions of items that 

Walmart sold in 2014, you get $485 billion. But to determine the com-

pany’s profi t you need to subtract all of Walmart’s costs from its sales. 

If a company’s costs are greater than its revenues, then no matter how 

much it sells, it isn’t profi table. ICBC and Apple don’t sell the volume of 

items that Walmart does, but they’re able to keep revenues above costs 

better than Walmart, so they are more profi table.

152 / CHAPTER 5 Costs and Production

AnSWERInG ThE bIG QUESTIOnS

 What are the roles of profi ts?
✷ Profi ts provide the fi nancial incentive for entrepreneurs to enter a 

 business. Without the prospect of fi nancial gain, very few people would 
take the risk of starting a business.

✷ Profi ts also direct (allocate) resources to businesses that are producing 
things consumers want. If you don’t make a profi t, it’s diffi cult to afford 
the inputs necessary to continue production.

✷ Profi ts determine which companies stay in business and which ones do 
not. A company that isn’t making profi ts isn’t covering its costs and will 
have to shut down.

 how are profi ts and losses calculated?
✷ Profi ts and losses are determined by calculating the difference between 

expenses and revenue.
✷ Economists break cost into two components: explicit costs, which 

are easy to calculate, and implicit costs, which are hard to calculate. 
Economic profi t accounts for both explicit costs and implicit costs. 
If a business has an economic profi t, its revenues are larger than the 
 combination of its explicit and implicit costs.

 how much should a fi rm produce?
✷ A fi rm should produce an output that is consistent with the largest pos-

sible economic profi t.
✷ In any  short-  run production process, diminishing marginal product will 

occur at the point at which additional units of a variable input do not 
generate as much output as before. Diminishing marginal output occurs 
because each fi rm has separate fi xed and variable inputs.

✷ To maximize profi ts, fi rms need to produce at the point where marginal 
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Solved Problems
We conclude each chapter with a full set of problems, including at least two 
fully solved problems that appear on the last page of the chapter.

Conclusion / 193

SOl VeD PRObleMS

6. There is a  two-  part answer here. The first graph 
shows the monopolist making a profit:

Quantity

Costs and
revenue MC ATC

D1

P

C

Q1

MR1

Pro�t

Now we show what happens if demand falls:

Quantity

Costs and
revenue MC ATC

D2

P = C

Q2

MR2

Lower demand causes the price to fall, the out-
put to decline, and the profit to disappear. Note: 
When the demand curve falls, the marginal rev-
enue curve falls as well.

9. The cardboard firm manufactures a product 
that is a component used mostly by other 
firms that need to package final products for 
sale. As a result, any efforts at advertising will 
only raise costs without increasing the demand 
for cardboard. This contrasts with the book-
seller, who advertises to attract consumers to 
the store. More traffic means more purchases 
of books and other items sold in the store. 
The bookstore has some market power. In 
this case, it pays to advertise. A cardboard 
manufacturing firm sells exactly the same 
product as other cardboard producers, so it 
has no monopoly power, and any advertising 
expenses will only make its cost higher than its 
rivals’.

Solved Problems / 193
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Essentials of Economics:  
Structure and Content
Essentials of Economics is structured as a typical survey text, with microeco-
nomic topics preceding macroeconomics. The order of chapters will also 
appear familiar, but the similarities end there. This book has been specifically 
designed to meet the needs of students who will not be taking another course 
on economics. Therefore, the content focuses not only on understanding the 
basics, but also on how economics applies to life.
	 The first half of the text covers microeconomics. Basic introductory chap-
ters address four ways to think like an economist (opportunity cost, marginal 
thinking, incentives, and trade creates value) and how economists approach 
the subject. These chapters explain what economics is all about and lay the 
groundwork for the rest of the book.
	 We then discuss markets, emphasizing the importance of markets as 
mechanisms for distributing goods. To avoid muddying the waters too much, 
we provide two appendixes, one on multiple demand and supply shifts, and 
another explaining basic concepts of elasticity. These topics can be addressed 
or not, depending on instructor preference.
	 While we have certainly not abandoned the use of graphs, we have mini-
mized their complexity, especially when examining a firm’s costs. The focus 
is on marginal decision-making, as this is the most important concept in 
the choices that businesses make. Market structure is streamlined to a single 
chapter. Including competitive and monopolistic firms in one chapter forced 
us to target the basics of market structure and be judicious with our use of 
graphs.
	 Following the discussion of market structures, we include a chapter on 
behavioral economics and game theory. An understanding of these topics is 
helpful to students who major in a number of areas (including psychology 
and political science) and the topics themselves have become quite popular 
as areas of research and discussion within the economics profession.
	 The labor chapter emphasizes the factors that affect wages. Students are 
paying a tremendous amount of money to attend college and if they hope to 
repay their student loans, an understanding of what and why people get paid 
will be of great use.
	 The chapter on the role of government helps students to consider the 
consequences of government action. In most survey texts, if this topic is cov-
ered at all, the solutions to market failure are deemed to be governmental in 
nature with few or no potential side effects. We highlight the idea that even 
the best intentions have costs and consequences.
	 The macro section of the text condenses the mundane measurements of 
the macroeconomy, providing an opportunity to explore how different parts 
of the macroeconomy work. We introduce GDP, unemployment, and infla-
tion (the key macro variables) in the opening macro chapter, and then devote 
a single chapter to the measurement of all three variables.
	 The aggregate demand and supply chapter appears earlier in this text than 
in most. One reason for this decision is the idea that students will still recall 
how the basic market model works. With the usual tweaks, the aggregate model 
works in a similar fashion. Additionally, understanding the AD/AS tool before 
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they learn about growth and policy will allow students to more effectively 
analyze the changes in the three major macro variables. Combining AD/AS 
with a discussion of business cycles also helps students understand the ratio-
nale behind policies designed to increase growth, when these policies should 
be adopted, and the problems with timing. In short, macroeconomic policy 
has a direct effect on students’ lives, and a better understanding of policymak-
ers’ intentions will help students better understand government policies.
	 Students need to be aware that economics is always evolving. The tools 
we use are different today than those we used in the past. Bits of economic 
history are woven throughout the pages of this text, showing students how 
the great thinkers and past events influence modern economics. Adam Smith 
informs the role of government. Reference to the classical and Keynesian 
debates illustrates the difficulty that macro policymakers encounter when 
trying to reach consensus. The post–World War II change to activist policy, 
along with some background on the Fed, also provides context regarding how 
we arrived at our current state of economic understanding. Providing history 
and perspective is also a way to engage students from a variety of majors, 
from the liberal arts through the social sciences and beyond.
	 Because it is vitally important for students to have some idea of basic 
finance, the final chapter focuses on personal finance. The question arises: 
Why include such a chapter? The answer: When students think about eco-
nomics, their first thoughts are not usually centered on GDP, market struc-
ture, or even incentives. Rather, they think of the stock market and money. 
Students who are not business oriented, and even some who are, expect that 
they will learn a little something about finance when they sign up for an 
economics class. And why shouldn’t they? We say we want students to make 
better choices. Many of the bad choices people make involve their finances. 
So, let’s provide them with some context to help them make better choices. 
The personal finance chapter does exactly that.

Supplements and Media
InQuizitive
InQuizitive isn’t your average homework assignment. InQuizitive is a new 
formative, adaptive learning tool that improves student understanding of 
important learning objectives. Students progress through three different lev-
els in each activity, are never allowed to give up on a question, and wager 
points as they go. Personalized quiz questions, game-like elements, and rich 
answer-specific feedback engage and motivate students as they learn.
	 InQuizitive for Essentials of Economics includes a variety of dynamic ques-
tion types beyond basic multiple-choice. Image-click, numeric entry, and var-
ious graph-interpretation questions build economic skills and better prepare 
students for lectures, quizzes, and exams. The efficacy of formative assessment 
is backed by education and psychology research. Performance-specific feed-
back, varied question types, and gaming elements built into InQuizitive have 
been shown to increase student retention of material and student engage-
ment. For more information on research supporting formative assessment, 
visit inquizitive.wwnorton.com.
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