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PREFACE

Welcome to the 21st edition of Economics, the best-selling 
economics textbook in the world. An estimated 15 million 
students have used Economics or its companion editions, 
Macroeconomics and Microeconomics. Economics has 
been adapted into Australian and Canadian editions and 
translated into Italian, Russian, Chinese, French, Spanish, 
Portuguese, and other languages. We are pleased that 
Economics continues to meet the market test: nearly one 
out of five U.S. students in principles courses used the 
20th edition.

Fundamental Objectives
We have three main goals for Economics:

 ∙ Help the beginning student master the principles 
essential for understanding the economizing problem, 
specific economic issues, and policy alternatives.

 ∙ Help the student understand and apply the economic 
perspective and reason accurately and objectively about 
economic matters.

 ∙ Promote a lasting student interest in economics and the 
economy.

What’s New and Improved?
One of the benefits of writing a successful text is the oppor-
tunity to revise—to delete the outdated and install the new, to 
rewrite misleading or ambiguous statements, to introduce 
more relevant illustrations, to improve the organizational 
structure, and to enhance the learning aids.
 We trust that you will agree that we have used this op-
portunity wisely and fully. Some of the more significant 
changes include the following. 

Separate Presentations of 
Monopolistic Competition  
and Oligopoly
In response to instructor feedback, we have split the material 
on monopolistic competition and oligopoly that had together 
comprised a single chapter in previous editions into two sepa-
rate chapters. The separated chapters have been made modular 
so that skipping either or covering both will be equally viable 
options for instructors. This should be particularly helpful to 
instructors who want to spend more time on oligopoly.

Onboarding of Web Chapters  
and COI Material
Economics is everywhere, so the 21st edition continues our 
commitment to providing instructors with accessible and in-
tuitive coverage of a wide variety of economic subject areas. 
To that end, we are happy to report that we have been able to 
pull material that appeared only online in previous editions 
into the printed book. That includes what were previously 
two full-length Web Chapters as well as a large fraction of the 
material that had been posted online as Content Options for 
Instructors (COIs).
 “Technology, R&D, and Efficiency,” which had previ-
ously been a Web Chapter, is now Chapter 15, while “The 
Economics of Developing Countries,” also previously a Web 
Chapter, is now Chapter 42.  Those chapters as well as the 
material on “Previous Exchange Rate Systems” that had been 
posted online as Content Options for Instructors 2 (COI2) are 
now integrated directly into the printed book, the latter be-
coming an appendix to Chapter 41 (The Balance of Payments, 
Exchange Rates, and Trade Deficits).  The only online mate-
rial that was not brought into the book was COI1, “The 
United States in the Global Economy.” That content largely 
duplicated material that appeared in other chapters and was 
not much used, so it will no longer be supported either online 
or in print.  
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Modernized Presentation of Fixed 
Exchange Rates and Currency Interventions
For this new edition, we have reorganized and rewritten large 
parts of Chapter 41 (The Balance of Payments, Exchange 
Rates, and Trade Deficits). The key revision has to do with our 
presentation of fixed exchange rates. We now show with 
greater clarity that under a fixed exchange rate regime, changes 
in the balance of payments generate automatic changes in both 
foreign exchange reserves and the domestic money supply that 
then have to be dealt with by a nation’s central bank. Our new 
presentation uses China as an example of these forces and how 
they often lead to “sterilization” actions on the part of the cen-
tral banks that are engaged in currency pegs. Our new presen-
tation also clarifies the relationship between trade deficits and 
foreign exchange reserves under a currency peg.  
 We have also inserted additional examples into our pre-
sentation of flexible exchange rates and have introduced a new 
Last Word on optimal currency areas to give students insight 
into some of the European Monetary Union’s current prob-
lems and how they relate to the fact that a monetary union is 
equivalent to simultaneous multilateral currency pegs. For in-
structors who wish to give a larger historical perspective, we 
have created a brief appendix that covers the gold standard era 
as well as the Bretton Woods period. This material was previ-
ously available in Content Options for Instructors 1 (COI2).

New “Consider This” and  
“Last Word” Pieces
Our “Consider This” boxes are used to provide analogies, 
 examples, or stories that help drive home central economic 
ideas in a student-oriented, real-world manner. For instance, 
a “Consider This” box titled “McHits and  McMisses” ill-

ustrates consumer 
 sovereignty through a 
listing of successful 
and unsuccessful prod-
ucts. How businesses 
exploit price discrimi-
nation is driven home 
in a “Consider This” 
box that explains why 
ballparks charge dif-
ferent admission prices 
for adults and children 
but only one set of 
prices at their conces-
sion stands. These brief 
vignettes, each accom-
panied by a photo, il-
lustrate key points in a 
lively, colorful, and 
e a s y - t o - r e m e m b e r 

way. We have added 9 new “Consider This” boxes in this 
edition.
 Our “Last Word” pieces are lengthier applications or 
case studies that are placed near the end of each chapter. For 
example, the “Last Word” section for Chapter 1 (Limits, 
Alternatives, and Choices) examines pitfalls to sound 
 economic reasoning, while the “Last Word” section for 
Chapter 4 (Market Failures: Public Goods and Externalities) 
examines cap-and-trade versus carbon taxes as policy re-
sponses to excessive carbon dioxide emissions. There are 11 
new “Last Word” sections in this edition.
 If you are unfamiliar with Economics, we encourage you 
to thumb through the chapters to take a quick look at these 
highly visible features.

Enhanced Coverage of Game  
Theory and Strategic Behavior
The online economy and the tech sector present students with 
many high-profile examples of oligopolistic firms and indus-
tries. A grasp of strategic behavior is consequently more im-
portant than ever for principles students. To that end, the 21st 
edition features extended coverage of game theory and strate-
gic behavior. The new material covers topics related to se-
quential games, including backward induction, the game-tree 
(extensive form) representation of strategic games, and sub-
game perfect Nash equilibrium.
 In previous editions, a substantial portion of our game 
theory coverage appeared in an appendix to a chapter that 
covered both monopolistic competition and oligopoly. With 
the material on monopolistic competition now located in a 
separate chapter, we have been able to eliminate the appendix 
and fully integrate the game theory material that had  appeared 
there with the treatment of oligopoly that had appeared in the 
main body of text. The result is our new Chapter 14, which is 
titled, “Oligopoly and Strategic Behavior.”
 This integrated presentation facilitates student comprehen-
sion of both game theory and oligopoly because strategic 
 interactions are always presented in an accessible, intuitive 

PART THREE Consumer Behavior170

Unfortunately, our brains were designed for our ances-
tors’ more immediate concerns. Thus, we often have diffi-
culty with long-run planning and decisions that involve 
trade-offs between the present and the future. Two of the ma-
jor stumbling blocks are myopia and time inconsistency.

Myopia
In biology, myopia, or nearsightedness, refers to a defect of 
the eye that makes distant objects appear fuzzy, out of focus, 
and hard to see. By analogy, economists use the word myopia 
to describe the fact that our brains have a hard time conceptu-
alizing the future. Compared with the present, the future 
seems fuzzy, out of focus, and hard to see.

As an example, our brains are very good at weighing cur-
rent benefits against current costs in order to make immediate 
decisions. But our brains almost seem “future blind” when it 
comes to conceptualizing either future costs or future benefits. 
As a result, we have difficulty evaluating possibilities that will 
occur more than a few weeks or months into the future.

The primary consequence of myopia is that when people 
are forced to choose between something that will generate 
benefits quickly and something that won’t yield benefits for a 
long time, they will have a very strong tendency to favor the 
more immediate option. As an example, imagine that Terence 
has $1,000 that he can either spend on a vacation next month 
or save for his retirement in 30 years.

Myopia will cause him to have great difficulty imagining 
the additional spending power that he will be able to enjoy in 
30 years if he saves the money. On the other hand, it is very 
easy for him to imagine all the fun he could have next month 
if he were to go on vacation. As a result, he will be strongly 
biased toward spending the money next month. With myopia 
obscuring the benefits of the long-term option, the short-term 
option will seem much more attractive.

Myopia also makes it hard to stick with a diet or follow an 
exercise plan. Compared with the immediate and clearly vis-
ible pleasures of eating doughnuts or hanging out, the future 
benefits from eating better or exercising consistently are just 
too hazy in most people’s minds to be very attractive.

Time Inconsistency
Time inconsistency is the tendency to systematically mis-
judge at the present time what you will want to do at some 
future time. This misperception causes a disconnect between 
what you currently think you will want to do at some particu-
lar point in the future and what you actually end up wanting 
to do when that moment arrives. It is as though your present 
self does not understand what your future self will want.

Waking up early is a good example. At 8 p.m. on a Tues-
day, you may really like the idea of waking up early the next 
morning so that you can exercise before starting the rest of 
your day. So you set your alarm 90 minutes earlier than you 

CONSIDER THIS . . .

A Bright Idea
In sunny areas, a solar 
panel can make up for 
the cost of its installation 
in just a few years by 
greatly reducing or even 
eliminating a household’s 
electricity bill. After 
those years of payback 
are finished, there will be 

almost nothing but benefits because the solar panel will 
continue to provide free electricity at only modest mainte-
nance costs. Consequently, nearly every household in sunny 
areas could rationally profit from installing solar panels. 
 Unfortunately, myopia discourages most people from 
wanting to reap the net benefits. Because people are myo-
pic, they focus too strongly on the upfront costs of installing 
solar panels while at the same time discounting the long-
run benefits from being able to generate their own electric-
ity. The result is major inefficiency as most homeowners 
end up foregoing solar panels. 
 A company called Solar City has figured out a way to 
work with rather than against people’s myopia. It does so by 
offering leasing and financing options that eliminate the 
need for consumers to pay for the upfront costs of install-
ing a solar system. Instead, Solar City pays for the upfront 
costs and then makes its money by splitting the resulting 
savings on monthly electricity bills with consumers.
 This arrangement actually benefits from myopia because 
consumers get to focus on instant savings rather than initial 
costs. The same strategy can also be used to promote other 
investments that would normally be discouraged by myopia, 
such as installing energy-efficient furnaces, air condition-
ers, and appliances. 

Source: © Federico Rostagno/ 
Shutterstock.com 

normally do. But when your alarm goes off the next morning 
at that earlier time, you loath the concept, throw the alarm 
across the room, and go back to sleep. That switch in your 
preferences from the night before is the essence of time in-
consistency. Your future self ends up disagreeing with your 
current self.

Self-Control Problems Time inconsistency is important 
because it is a major cause of self-control problems. To see 
why, imagine that before heading out to a restaurant with 
friends, you think that you will be happy sticking to your diet 
and only ordering a salad. After all, that particular restaurant 
has very tasty salads. But then, after you get there, you find 
the dessert menu overwhelmingly attractive and end up or-
dering two servings of cheesecake.

Because you were time inconsistent and didn’t under-
stand what your future self would want, you placed yourself 
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Antitrust Online
The Internet Has Presented Antitrust Authorities with Both Old and New Causes for Concern.

LAST WORD 

The Airline Tariff Publishing case was the first important example 
of how digital communication platforms could be used by busi-
nesses to engage in price-fixing. In the late 1980s, U.S. airlines be-
gan to post both current and future prices for airline tickets on a 
centralized computer system known as the Airline Tariff Publishing 
Company. The system was set up so that travel agents could com-
parison shop for their clients. But the airlines used the system’s abil-
ity to list start dates and end dates for ticket purchases as a way of 
colluding.
 As an example, suppose that American Airlines and Delta 
Airlines had both been charging $200 for a one-way ticket between 
New York and Chicago. American could then post a higher price of 
$250 for the route with the stipulation that nobody could start buy-
ing tickets at that price until the next month. Delta could then re-
spond by also saying that it would start selling tickets at the higher 
price next month. In that way, the two airlines could tacitly coordi-
nate their price setting ahead of time so as to collude on a major 
price increase.
 The antitrust authorities at the U.S. Department of Justice stopped 
this practice in 1994 by getting the airlines to agree to the behavioral 
remedy that any fare changes would have to become immediately 
available to consumers. Airlines could no longer use suggested future 
prices as a way of signaling each other about how to collude.
 The monopoly power gained during the 1990s and early 2000s 
by online giants such as Microsoft and Google has also led to busi-
ness practices that have raised the ire of antitrust authorities. 
Microsoft, for example, was fined $2.7 billion after being convicted 
in 2000 of using the near-monopoly (95 percent market share) dom-
inance of its Windows operating system software to coerce com-
puter makers into favoring Microsoft’s Internet Explorer web 
browser over rival browsers such as Netscape Navigator.
 More recently, Google was indicted in 2015 by European Union 
antitrust officials for allegedly using its 90 percent share of the mar-
ket for Internet searches in Europe to favor its Google Shopping 
price-comparison service over price-comparison services run by ri-
val firms. For example, if a person in Germany types “prices for 
used iPhones” into Google’s search bar, the top of the search results 
page will feature images of several used iPhones for sale on Google 
Shopping. By contrast, anyone wanting comparison prices for used 
iPhones that are listed on other price-comparison sites will have to 
click on links further down on the search-results page to get to those 
other sites and their respective lists of used iPhone prices. Google 
faces up to €6.6 billion in fines if convicted.

 The most recent threat to competition spawned by the Internet is 
the rise of collusion via pieces of software that use pricing algo-
rithms (automatically applied rules for setting prices) to constantly 
adjust a company’s the online prices in response to seeing what rival 
firms are charging for similar products. The problem for regulators 
is that the pricing algorithms of different firms could end up inter-
acting in ways that collusively raise prices for consumers. This is 
especially true for pieces of software that use artificial intelligence 
to learn how to achieve preset goals. Two such pieces of software 
could each be programmed to try to maximize profits and, as they 
interacted with each other, “realize” that the best way to do so is by 
coordinating rather than competing.
 That possibility is especially challenging because, given the way 
antitrust laws are currently written, firms can be prosecuted for col-
lusion only if they make an anticompetitive “agreement” with each 
other. If the algorithms come to collude on their own, there is no 
such agreement to prosecute. In fact, the behavior of the two pieces 
of software could just as easily be interpreted as independent paral-
lel conduct rather than coordination since they don’t even directly 
communicate with each other. And, in addition, should asking a 
piece of software to try to figure out how to maximize profits be il-
legal just by itself?
 These issues are still very much up in the air but being faced 
squarely by U.S. regulators, who made their first prosecution against 
the collusive use of algorithmic pricing software in 2015 and who 
established the Office of Technology Research and Investigation as 
part of the Federal Trade Commission’s Bureau of Consumer 
Protection that same year.  

© grzegorz knec/Alamy Stock Photo
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 context. Students already understand that Google’s actions af-
fect those of rivals like Facebook, and vice versa. So integrating 
oligopoly with game theory illuminates both sets of material.

New Discussions of Unconventional 
Monetary Policy and Interest-Rate 
Normalization
Our macroeconomics chapters on monetary policy have been 
rewritten in many places to reflect the historically unprece-
dented monetary policy regimes that have been instituted by 
central banks since the Financial Crisis. Thus, for instance, 
we have included material that will allow students to compre-
hend the negative interest rates that are now common in 
Europe. Also necessary was a revised treatment of the federal 
funds rate to reflect the fact that monetary policy has been 
implemented in recent years in the United States by means of 
open-market interventions aimed at quantitative easing rather 
than open-market interventions aimed at lowering the federal 
funds rate, which has been stuck near the zero lower bound 
since the Great Recession. 
 We have also been sure to include intuitive coverage of 
the monetary policy tools that the Federal Reserve says it will 
be using in coming years to “normalize” monetary policy and 
raise short-term interest rates in the context of massive excess 
bank reserves. To that end, we have truncated our coverage of 
the federal funds market because the Fed has stated that it 
intends to normalize via the repo market and the interest rate 
that it pays banks on excess reserves (IOER). We cover those 
mechanisms in detail and explain how the Fed intends to use 
them in coming years.  

Tested Content for Peer Instruction
Economics has been at the forefront of pedagogical innova-
tion since our first edition, when we debuted the first separate 
student study guide and the first explanations next to each 
figure so that students could understand what was going on 
without having to hunt around in the main text for an explana-
tion.  Successive editions have brought additional firsts, from 
being the first with prepared overhead slides to being the first 
with SmartBook and adaptive-learning technology.
 While technology has made learning with Economics 
more efficient for the individual student, we wanted to offer 
new methods to enhance the effectiveness of the classroom ex-
perience as well. We are consequently proud that we are now 
going to be the first textbook to offer Peer Instruction materials 
that are highly effective, comprehensive, and classroom-tested.
 Peer Instruction was pioneered by Eric Mazur of Harvard 
University’s Physics Department. It is a student-focused, in-
teractive teaching method that has been shown to massively 
increase the depth of student understanding across a wide 
 variety of disciplines. It works by having students, in groups, 
ponder and discuss questions about challenging scenarios 
 before their instructor steps in to clear up any lingering 

 misconceptions. Along the way, students first answer each 
question individually before voting as a team after a discus-
sion. Those two answers—individual, then group—provided 
the evidence for the effectiveness of Peer Instruction.
 As explained by Harvard psychologist Stephen Pinker, 
the group discussions lead to a deeper and more intuitive un-
derstanding of concepts and theories than can usually be 
achieved with lecture-based instruction. That is the case be-
cause beginners are often better than experts at explaining 
challenging ideas to other beginners. The problem with 
 experts—that is, instructors like you and me—is that the pro-
cess of becoming an expert rewires the brain so that the ex-
pert can no longer think like a beginner. Our own expertise 
makes it difficult to see where students are getting confused 
and it is consequently very useful to unleash the power of 
Peer Instruction to help beginners tackle new material.
 The effectiveness of Peer Instruction depends, however, 
on the quality of the questions and scenarios that students are 
asked to ponder. Developing good questions and effective 
scenarios is highly time intensive and often a matter of ex-
perimentation; you just don’t know how well a question or 
scenario will work until you try it. It is not a surprise, then, 
that today’s busy instructors often shy away from Peer 
Instruction because of the high start-up costs and the time 
required to develop truly effective questions and scenarios.
 Fortunately for you, we did all the work. Author Sean 
Flynn and Todd Fitch of the University of San Francisco have 
field-tested hundreds of questions and scenarios for effective-
ness. So with this 21st edition of McConnell, we are ready to 
offer a fully supported set of Peer Instruction material tied 
directly to each of the learning objectives in Economics. The 
questions and scenarios, as well as resources to help organize 
a Peer Instruction classroom can be found in Connect.
 If you have ever been in a situation in which more experi-
enced students helped to teach newer students, you have seen 
the power of Peer Instruction. Our new materials bring us 
back to that paradigm. So while we are first once again with 
Peer Instruction in economics, credit belongs to the pioneer-
ing work of dedicated teachers like Eric Mazur and Stephen 
Pinker for making this method available across disciplines.

Full Support for Flipped Classroom 
Teaching Strategies
We have also designed our new Peer Instruction materials to 
facilitate flipped-classroom teaching strategies, wherein stu-
dents learn basic material at home, before lecture, before be-
ing challenged in class to reach higher levels of understanding. 
In K–12 math programs, for example, students study short 
videos on new content at home before coming to class to work 
problems. That sequence of learning activities assures that an 
instructor is present at the stage where students encounter the 
most difficulties, namely, when they attempt to apply the ma-
terial. By contrast, the traditional (non-flipped) method for 
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teaching elementary math presents new content in class before 
sending students home to work problems by themselves. That 
sequence leaves students without expert help when they are 
most vulnerable to misunderstandings and errors. 
 We have designed our new Peer Instruction materials to 
facilitate the flipped-classroom method by leveraging the 
adaptive learning materials that are already available in our 
Connect online learning platform. In particular, students can 
be assigned new material before lecture via SmartBook, 
which is an adaptive-learning technology that tutors students 
through the basic concepts and skills presented in each sec-
tion of the book. We also recommend that students work be-
fore class on end-of-chapter problems and LearnSmart 
(which also come with adaptive feedback thanks to Connect). 
 Those pre-class activities will allow students to master the 
lower levels of Bloom’s Taxonomy of learning objectives—
things like remembering and understanding—before they come 
to class. They will then be ready to attack the higher levels of 
Bloom’s Taxonomy—things like applying, analyzing, and 
evaluating. That’s where our new Peer Instruction material 
comes in. Students who have each already worked their way 
through the lower levels of Bloom’s Taxonomy come together 
in class under the instruction of an expert—their teacher—to 
work in unison on the higher levels of understanding that are 
the ultimate goal of economics instruction.
 We are consequently happy to be offering students and 
instructors yet another first, namely, the first high-quality, 
proven, flipped-classroom package available for principles of 
economics classes. Not every instructor will choose to use 
this material, but we are confident that those who do will 
wish that it had arrived much sooner.  For those instructors 
who are new to either Peer Instruction or the flipped-class-
room method, we will be offering extensive complimentary 
training and support via online seminars and message boards. 
If you are eager to try these new methods, we will be happy 
to help you get going and keep going.

Current Discussions and Examples
The 21st edition of Economics refers to and discusses many 
current topics. Examples include surpluses and shortages of 
tickets at the Olympics; the myriad impacts of ethanol subsi-
dies; creative destruction; applications of behavioral econom-
ics; applications of game theory; the most rapidly expanding 
and disappearing U.S. jobs; oil and gasoline prices; cap-and-
trade systems and carbon taxes; occupational licensing; state 
lotteries; consumption versus income inequality; the impact of 
electronic medical records on health care costs; the  surprising 
fall in illegal immigration after the 2007–2009 recession; con-
ditional and unconditional cash transfers; the difficulty of tar-
geting fiscal stimulus; the rapid rise in college tuition; the 
slow recovery from the Great Recession; ballooning federal 
budget deficits and public debt; the long-run funding short-
falls in Social Security and Medicare; the effect of rising 

 dependency ratios on economic growth; innovative Federal 
Reserve policies, including quantitative easing, the zero inter-
est rate policy, and explicit inflation targets; the massive ex-
cess reserves in the banking system; the jump in the size of the 
Fed’s balance sheet; the effect of the zero interest rate policy 
on savers; regulation of “too big to fail” banks; trade adjust-
ment assistance; the European Union and the Eurozone; 
changes in exchange rates; and many other current topics.

Chapter-by-Chapter Changes
Each chapter of Economics, 21st edition, contains updated 
data reflecting the current economy, revised Learning 
Objectives, and reorganized and expanded end-of-chapter 
content. Every chapter also contains one or more Quick 
Review boxes to help students review and solidify content as 
they are reading along.
 Chapter-specific updates include:

Chapter 1: Limits, Alternatives, and Choices features two  
refreshed Consider This pieces as well as revised new exam-
ples and working improvements to clarify the main concepts.
Chapter 2: The Market System and the Circular Flow con-
tains updated examples and a brief new introduction to the 
concept of residual claimant.
Chapter 3: Demand, Supply, and Market Equilibrium in-
cludes a new Last Word on how student lending raises college 
tuition as well as data updates and updated examples.
Chapter 4: Market Failures: Public Goods and 
Externalities features updated examples and a new Key Word 
on Pigovian taxes.
Chapter 5: Government’s Role and Government Failure has 
a new Consider This on government agencies violating gov-
ernment laws, several new examples, and wording revisions 
for increased clarity.
Chapter 6: Elasticity contains several updated examples.
Chapter 7: Utility Maximization  incorporates updated ex-
amples and a new Consider This vignette on consumers ap-
plying maximizing behavior to the calorie data that are now 
printed on restaurant menus.
Chapter 8: Behavioral Economics contains a new Consider 
This piece on the myopia-busting business model employed 
by Solar City as well as a new Last Word describing the ac-
tivities of the Behavioral Insights Team.
Chapter 9: Businesses and the Costs of Production incorpo-
rates a few wording updates to facilitate rapid comprehension.
Chapter 10: Pure Competition in the Short Run  features 
several wording changes to improve student understanding of 
the end-of-chapter questions and problems.
Chapter 11: Pure Competition in the Long Run contains 
several updated examples to keep the content relevant for 
 today’s students.
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Chapter 12: Pure Monopoly has a new Last Word about indi-
vidualized online price discrimination as well as updated 
 examples.
Chapter 13: Monopolistic Competition was previously part 
of a chapter that covered both monopolistic competition and 
oligopoly. We have split that chapter into two parts for the 
21st edition so that instructors who wish to skip either set of 
material may easily do so.
Chapter 14: Oligopoly and Strategic Behavior was previously 
part of a chapter that covered both monopolistic competition 
and oligopoly. The material on oligopoly constitutes the basis 
for this stand-alone chapter, which also extends the game theory 
material found in the previous edition. Our extended coverage 
of game theory and strategic behavior includes extensive-form 
(game-tree) representations of sequential games and the con-
cept of subgame-perfect Nash equilibrium. As with prior edi-
tions, all game theory material is kept concrete by presenting it 
in the context of strategic behavior among oligopoly firms.
Chapter 15: Technology, R&D, and Efficiency was previ-
ously a Web Chapter available only online. It has been 
brought into the main body of the book and contains exten-
sive data updates as well as several new examples.
Chapter 16: The Demand for Resources incorporates light 
data updates as well as an entirely new Last Word on capital-
labor substitution. This discussion uses ATM machines as its 
main example, just as the Last Word in the previous edition 
did. But an update was required because recent research indi-
cates that the main premise of the old Last Word no longer 
holds true: ATMs did not in fact replace human tellers in the 
aggregate, at least not after managers adjusted to the new 
technology. The new Last Word updates the story.
Chapter 17: Wage Determination features extensive data up-
dates, improved wording for clarity, and a new Last Word on 
how unnecessary occupational licensing requirements are re-
ducing employment opportunities.
Chapter 18: Rent, Interest, and Profit incorporates wording 
improvements, data updates, and a new Consider This on the 
subject of profits.
Chapter 19: Natural Resource and Energy Economics has 
extensive data updates and a new Consider This boxed piece 
on how the current limitations of electricity-storage technol-
ogy stymie the wider adoption of renewable energy sources 
such as solar and wind power.
Chapter 20: Public Finance: Expenditures and Taxes con-
tains extensive data updates and several new examples.
Chapter 21: Antitrust Policy and Regulation has a new Last 
Word that covers both antitrust prosecutions against human 
managers who intentionally engage in anticompetitive prac-
tices as well as the newly evolving area of price-fixing by ar-
tificial intelligence algorithms that unintentionally collude to 
fix prices when they interact with each other.

Chapter 22: Agriculture: Economics and Policy features 
 extensive data updates as well as a new section on the 
Agricultural Act of 2014.
Chapter 23: Income Inequality, Poverty, and Discrimination 
contains a new Consider This about welfare cliffs as well as 
 extensive data updates and several new examples.
Chapter 24: Health Care contains many data updates as well 
as a completely revised Consider This on the problems that 
have been encountered during the implementation of the 
Patient Protection and Affordable Care Act.
Chapter 25: Immigration contains several new examples 
about the economic contributions of immigrants as well as 
comprehensive data updates.
Chapter 26: An Introduction to Macroeconomics incorpo-
rates data updates, wording improvements, and several new 
examples.
Chapter 27: Measuring Domestic Output and National 
Income features extensive data updates and a short new sec-
tion discussing the importance of paying attention to interme-
diate economic activity as measured by gross output.
Chapter 28: Economic Growth contains data updates, new 
examples, and a new discussion of the slowdown in produc-
tivity growth that has occurred since the Great Recession.
Chapter 29: Business Cycles, Unemployment, and Inflation 
features both a new Consider This on deflationary spirals as 
well as an extended discussion of negative interest rates.
Chapter 30: Basic Macroeconomic Relationships features 
data updates and a new Last Word that humorously illustrates 
the multiplier concept in the same parody style that was used 
in the Last Word piece that this all-new story replaces.
Chapter 31: The Aggregate Expenditures Model contains 
data updates and minor wording improvements.
Chapter 32: Aggregate Demand and Aggregate Supply 
 incorporates updates to both data and examples.
Chapter 33: Fiscal Policy, Deficits, and Debt uses extensive 
data updates to reflect the current U.S. fiscal situation and 
place it in an international context.
Chapter 34: Money, Banking, and Financial Institutions 
features a new Last Word on central bank bailouts for insol-
vent as well as illiquid financial institutions, a policy derided 
by some as “extend and pretend.”
Chapter 35: Money Creation incorporates a few data updates 
as well as a new section explaining the demise of the federal 
funds market after the Financial Crisis of 2007–2008.
Chapter 36: Interest Rates and Monetary Policy features 
new material on the unorthodox monetary policy of the last 
10 years. Coverage of the federal funds market has been 
slashed, reflecting the fact that the massive excess reserves in 
the banking system mean that the Fed now uses open-market 
operations for quantitative easing rather than adjustments to 
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the federal funds rate (which is constantly forced toward zero 
by those massive excess bank reserves). We also give an in-
depth explanation of the Federal Reserve’s plan to normalize 
monetary policy by using reverse repos and the rate of inter-
est on excess reserves (IOER) to raise short-term interest 
rates in the coming years. To aid comprehension of how  
repos and reverse repos work, we have also added a new 
Consider This piece.
Chapter 37: Financial Economics has extensive data up-
dates and a new Consider This on how increased institutional 
stock ownership may have exacerbated the principal-agent 
problem and thereby engendered a greater amount of self-
serving behavior on the part of corporate managers.
Chapter 38: Extending the Analysis of Aggregate Supply in-
corporates data updates and new material that updates our dis-
cussion of the empirical validity of the Phillips Curve by 
including the most recent data on inflation and unemployment.
Chapter 39: Current Issues in Macro Theory and Policy 
contains a new section explaining the Federal Reserve’s 
2-percent inflation target as well as a new Last Word describ-
ing Market Monetarism.
Chapter 40: International Trade contains new examples and 
data updates.
Chapter 41: The Balance of Payments, Exchange Rates, 
and Trade Deficits is heavily revised for this edition. There 
is an entirely new presentation of fixed exchange rates and 
how the balance of payments under a fixed exchange rate 
determines the direction of change of both foreign exchange 
reserves as well as the domestic money supply.  This pre-
sentation is illustrated with a new Consider This on China’s 
currency peg as well as a new Last Word on whether com-
mon currencies (which are implicit pegs) are a good idea. 
This chapter also has a new appendix that includes the ma-
terial on previous (pre-Bretton Woods) exchange rate sys-
tems that was previously presented in Content Options for 
Instructors 2 (COI2).
Chapter 42: The Economics of Developing Countries has an 
updated discussion on China’s recently terminated one-child 
policy as well as a new Last Word that reviews the poverty-
fighting effectiveness of microcredit, conditional cash trans-
fers, and unconditional cash transfers.

Distinguishing Features
Comprehensive Explanations at an Appropriate Level  
Economics is comprehensive, analytical, and challenging yet 
fully accessible to a wide range of students. The thoroughness 
and accessibility enable instructors to select topics for special 
classroom emphasis with confidence that students can read 
and comprehend other independently assigned material in the 
book. Where needed, an extra sentence of explanation is pro-
vided. Brevity at the expense of clarity is false economy.

Fundamentals of the Market System Many economies 
throughout the world are still making difficult transitions 
from planning to markets while a handful of other countries 
such as Venezuela seem to be trying to reestablish 
 government-controlled, centrally planned economies. Our de-
tailed description of the institutions and operation of the mar-
ket system in Chapter 2 (The Market System and the Circular 
Flow) is therefore even more relevant than before. We pay 
particular attention to property rights, entrepreneurship, free-
dom of enterprise and choice, competition, and the role of 
profits because these concepts are often misunderstood by 
beginning students worldwide.

Extensive Treatment of International Economics We 
give the principles and institutions of the global economy ex-
tensive treatment. The appendix to Chapter 3 (Demand, Sup-
ply, and Market Equilibrium) has an application on exchange 
rates. Chapter 40 (International Trade) examines key facts of 
international trade, specialization and comparative advan-
tage, arguments for protectionism, impacts of tariffs and sub-
sidies, and various trade agreements. Chapter 41  (The 
Balance of Payments, Exchange Rates, and Trade Deficits) 
discusses the balance of payments, fixed and floating ex-
change rates, and U.S. trade deficits. Chapter 42 (The Eco-
nomics of Developing Countries) takes a look at the special 
problems faced by developing countries and how developed 
countries try to help them.
 Chapter 40 (International Trade) is constructed such that 
instructors who want to cover international trade early in the 
course can assign it immediately after Chapter 3. Chapter 
40 requires only a good understanding of production possibili-
ties analysis and supply and demand analysis to comprehend.
 International competition, trade flows, and financial 
flows are integrated throughout the micro and macro sec-
tions. “Global Perspective” boxes add to the international fla-
vor of the book.

Early and Extensive Treatment of Government The pub-
lic sector is an integral component of modern capitalism. This 
book introduces the role of government early. Chapter 4 (Mar-
ket Failures: Public Goods and Externalities) systematically 
discusses public goods and government policies toward exter-
nalities. Chapter 5 (Government’s Role and Government Fail-
ure) details the factors that cause government failure. And 
Chapter 20 (Public Finance: Expenditures and Taxes) exam-
ines taxation and government expenditures in detail. Both the 
micro and the macro sections of the text include issue- and 
policy-oriented chapters.

Stress on the Theory of the Firm We have given much at-
tention to microeconomics in general and to the theory of the 
firm in particular, for two reasons. First, the concepts of micro-
economics are difficult for most beginning students; abbreviated 
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expositions usually compound these difficulties by raising more 
questions than they answer. Second, we wanted to couple analy-
sis of the various market structures with a discussion of the im-
pact of each market arrangement on price, output levels, resource 
allocation, and the rate of technological advance.

Step-by-Step, Two-Path Macro As in the previous edi-
tion, our macro continues to be distinguished by a systematic 
step-by-step approach to developing ideas and building mod-
els. Explicit assumptions about price and wage stickiness are 
posited and then systematically peeled away, yielding new 
models and extensions, all in the broader context of growth, 
expectations, shocks, and degrees of price and wage sticki-
ness over time.
 In crafting this step-by-step macro approach, we took 
care to preserve the “two-path macro” that many instructors 
appreciated. Instructors who want to bypass the immediate 
short-run model (Chapter 31: The Aggregate Expenditures 
Model) can proceed without loss of continuity directly to the 
short-run AD-AS model (Chapter 32: Aggregate Demand 
and Aggregate Supply), fiscal policy, money and banking, 
monetary policy, and the long-run AD-AS analysis.

Emphasis on Technological Change and Economic 
Growth This edition continues to emphasize economic 
growth. Chapter 1 (Limits, Alternatives, and Choices) uses the 
production possibilities curve to show the basic ingredients of 
growth. Chapter 28 (Economic Growth) explains how growth 
is measured and presents the facts of growth. It also discusses 
the causes of growth, looks at productivity growth, and ad-
dresses some controversies surrounding economic growth. 
Chapter 28’s “Last Word” examines whether economic growth 
can survive demographic decline. Chapter 42 focuses on devel-
oping countries and the growth obstacles they confront. Chap-
ter 15 (Technology, R&D, and Efficiency) provides an explicit 
and cohesive discussion of the microeconomics of technologi-
cal advance, including topics such as invention, innovation, 
and diffusion; start-up firms; R&D decision making; market 
structure and R&D effort; and creative destruction.

Focus on Economic Policy and Issues For many 
 students, the micro chapters on antitrust, agriculture, income 
inequality, health care, and immigration, along with the 
macro chapters on fiscal policy and monetary policy, are 
where the action is centered. We guide that action along logi-
cal lines through the application of appropriate analytical 
tools. In the micro, we favor inclusiveness; instructors can 
effectively choose two or three chapters from Part 6.

Organizational Alternatives
Although instructors generally agree on the content of prin-
ciples of economics courses, they sometimes differ on how to 
arrange the material. Economics includes 11 parts, and thus 

provides considerable organizational flexibility. We place micro-
economics before macroeconomics because this ordering 
is consistent with how contemporary economists view the di-
rection of linkage between the two components. The intro-
ductory material of Parts 1 and 2, however, can be followed 
immediately by the macro analysis of Parts 7 and 8. Similarly, 
the two-path macro enables covering the full aggregate ex-
penditures model or advancing directly from the basic macro 
relationships chapter to the AD-AS model.
 Some instructors will prefer to intersperse the microeco-
nomics of Parts 4 and 5 with the issues chapters of Part 6. 
Chapter 22 on agriculture may follow Chapters 10 and 11 on 
pure competition; Chapter 21 on antitrust and regulation may 
follow Chapters 12, 13, 14, and 15 on imperfect competition 
models and technological advance. Chapter 25 on immigra-
tion may follow Chapter 17 on wages; and Chapter 23 on 
 income inequality may follow Chapters 17 and 18 on distrib-
utive shares of national income.
 Instructors who teach the typical two-semester course 
and feel comfortable with the book’s organization will find 
that, by putting Parts 1 to 6 in the first semester and Parts 7 to 
11 in the second, the material is divided logically between the 
two semesters.
 Finally, Chapter 40 on international trade can easily be 
moved up to immediately after Chapter 3 on supply and de-
mand for instructors who want an early discussion of interna-
tional trade.

Pedagogical Aids
Economics is highly student-oriented. The 21st edition is also 
accompanied by a variety of high-quality supplements that 
help students master the subject and help instructors imple-
ment customized courses.

Digital Tools
Adaptive Reading Experience. SmartBook contains the 
same content as the print book, but actively tailors that content 
to the needs of the individual through adaptive probing. In-
structors can assign SmartBook reading assignments for points 
to create incentives for students to come to class prepared.

Extensive Algorithmic and Graphing Assessment.   
Robust, auto-gradable question banks for each chapter now 
include even more questions that make use of the Connect 
graphing tool. More questions featuring algorithmic varia-
tions have also been added.

Interactive Graphs. This new assignable resource within 
Connect helps students see the relevance of subject matter by 
providing visual displays of real data for students to manipu-
late. All graphs are accompanied by assignable assessment 
questions and feedback to guide students through the experi-
ence of learning to read and interpret graphs and data.
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Videos New to this edition are videos that provide support 
for key economics topics. These short, engaging explanations 
are presented at the moment students may be struggling to 
help them connect the dots and grasp challenging concepts.

Math Preparedness Tutorials. Our math preparedness as-
signments have been reworked to help students refresh on im-
portant prerequisite topics necessary to be successful in 
economics. 

Digital Image Library Every graph and table in the text is 
available in the Instructor’s Resource section in Connect.

Three Reorganized Test Banks The Economics test 
banks contain around 14,000 multiple-choice and true-false 
questions, many of which were written by the text authors. 
While previous editions grouped these questions into two 
separate test banks, this edition uses a consolidated test bank 
with advanced tagging features that will allow instructors to 
choose familiar questions from Test Banks I and II or create 
new assignments from the full variety of questions in each 
chapter. Each test bank question for Economics also maps to 
a specific learning objective. Randy Grant revised Test Bank 
I for the 21st edition. Felix Kwan of Maryville University up-
dated Test Bank II. All Test Bank questions are organized by 
learning objective, topic, AACSB Assurance of Learning, and 
Bloom’s Taxonomy guidelines.
 Test Bank III, written by William Walstad, contains 
more than 600 pages of short-answer questions and problems 
created in the style of the book’s end-of-chapter questions. 
Test Bank III can be used to construct student assignments or 
design essay and problem exams. Suggested answers to the 
essay and problem questions are included. In all, nearly 
15,000 questions give instructors maximum testing flexibility 
while ensuring the fullest possible text correlation.

Computerized Test Bank Online TestGen is a complete, 
state-of-the-art test generator and editing application soft-
ware that allows instructors to quickly and easily select test 
items from McGraw Hill’s test bank content. The instructors 
can then organize, edit, and customize questions and answers 
to rapidly generate tests for paper or online administration. 
Questions can include stylized text, symbols, graphics, and 
equations that are inserted directly into questions using built-
in mathematical templates. TestGen’s random generator pro-
vides the option to display different text or calculated 
number values each time questions are used. With both 
quick-and-simple test creation and flexible and robust edit-
ing tools, TestGen is a complete test generator system for 
today’s educators.
 You can use our test bank software, TestGen, or Connect 
Economics to easily query for learning outcomes and objec-
tives that directly relate to the learning objectives for your 

course. You can then use the reporting features to aggregate 
student results in a similar fashion, making the collection and 
presentation of assurance-of-learning data simple and easy.

AACSB Statement The McGraw-Hill Companies is a proud 
corporate member of the Association to Advance Collegiate 
Schools of Business (AACSB) International. Understanding 
the importance and value of AACSB accreditation, Economics 
has sought to recognize the curricula guidelines detailed in the 
AACSB standards for business accreditation by connecting 
end-of-chapter questions in Economics and the accompanying 
test banks to the general knowledge and skill guidelines found 
in the AACSB standards.
 This AACSB Statement for Economics is provided only as 
a guide for the users of this text. The AACSB leaves content 
coverage and assessment within the purview of individual 
schools, their respective missions, and their respective faculty. 
While Economics and its teaching package make no claim of any 
specific AACSB qualification or evaluation, we have, within 
Economics labeled selected questions according to the eight 
 general knowledge and skills areas emphasized by AACSB.

Supplements for Students and Instructors
Study Guide One of the world’s leading experts on  economic 
education, William Walstad of the University of Nebraska– 
Lincoln, prepared the Study Guide. Many students find either the 
printed or digital version indispensable. Each chapter contains an 
introductory statement, a checklist of behavioral objectives, an 
outline, a list of important terms, fill-in questions, problems and 
projects, objective questions, and discussion questions.
 The Guide comprises a superb “portable tutor” for the 
principles student. Separate Study Guides are available for the 
macro and micro editions of the text.

Instructor’s Manual Shawn Knabb of Western Washington 
University revised and updated the Instructor’s Manual to ac-
company the 21st edition of the text. The revised Instructor’s 
Manual includes:

 ∙ Chapter summaries.
 ∙ Listings of “what’s new” in each chapter.
 ∙ Teaching tips and suggestions.
 ∙ Learning objectives.
 ∙ Chapter outlines.
 ∙ Extra questions and problems.
 ∙ Answers to the end-of-chapter questions and problems, 

plus correlation guides mapping content to learning 
objectives.

The Instructor’s Manual is available in the Instructor’s 
Resource section, accessible through the Library tab in 
Connect.
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PowerPoint Presentations A dedicated team of instruc-
tors updated the PowerPoint presentations for the 21st edi-
tion: Stephanie Campbell of Mineral Area College and Amy 
Chataginer of Mississippi Gulf Coast Community College. 
Each chapter is accompanied by a concise yet thorough tour 
of the key concepts. Instructors can use these presentations in 
the classroom, and students can use them on their computers.

Digital Solutions
McGraw-Hill Connect® Economics

Less Managing. More Teaching. 
Greater Learning. Connect Eco-

nomics is an online assignment and assessment solution that 
offers a number of powerful tools and features that make 
managing assignments easier so faculty can spend more time 
teaching. With Connect Economics, students can engage with 
their coursework anytime and anywhere, making the learning 
process more accessible and efficient.

Learning Management System Integration
McGraw-Hill Campus is a one-stop 
teaching and learning experience 
available to use with any learning 

management system. McGraw-Hill Campus provides single 
sign-on to faculty and students for all McGraw-Hill material 
and technology from within a school’s website. McGraw-Hill 
Campus also allows instructors instant access to all supple-
ments and teaching materials for all McGraw-Hill products.
 Blackboard and Canvas users also benefit from McGraw-
Hill’s industry-leading integration, providing single sign-on 
access to all Connect assignments and automatic feeding of 
assignment results to the Blackboard grade book.

Tegrity Campus: Lectures 24/7
Tegrity Campus is a service that 
makes class time available 24/7 by 
automatically capturing every lec-

ture in a searchable format for students to review when 
they study and complete assignments. With a simple one-
click start-and-stop process, you capture all computer 
screens and corresponding audio. Students can replay any 
part of any class with easy-to-use browser-based viewing 
on a PC or Mac.
 Educators know that the more students can see, hear, and 
experience class resources, the better they learn. In fact, stud-
ies prove it. With Tegrity Campus, students quickly recall key 
moments by using Tegrity Campus’s unique search feature. 
This search function helps students efficiently find what they 
need, when they need it, across an entire semester of class 
recordings. Help turn all your students’ study time into learn-
ing moments immediately supported by your lecture.

 To learn more about Tegrity, you can watch a two- 
minute Flash demo at tegritycampus.mhhe.com.

McGraw-Hill Customer Care Contact 
Information
Getting the most from new technology can be challenging. So 
McGraw-Hill offers a large suite of complementary support 
services for faculty using Economics. You can contact our 
Product Specialists 24 hours a day to set up online technology 
instruction. Or you can contact customer support at any time 
by either calling 800-331-5094 or by visiting the Customer 
Experience Group (CXG) Support Center at www.mhhe 
.com/support. They will put you in touch with a Technical 
Support Analyst familiar with Economics and its technology 
offerings. And, of course, our online knowledge bank of 
Frequently Asked Questions is always available at the just-
mentioned website for instant answers to the most common 
technology questions. 

Acknowledgments
We give special thanks to Ryan Umbeck, Peter Staples, 
Peggy Dalton, and Matt McMahon for their hard work up-
dating the questions and problems in Connect, as well as the 
material they created for the additional Connect 
Problems. Thank you Jody Lotz for her dedicated copy edit-
ing of the Connect end-of-chapter material. Laura 
Maghoney’s expert revision of the SmartBook content and 
consultation on many other elements of this project were 
invaluable. Thanks to the many dedicated instructors who 
accuracy-checked the end-of-chapter content, test banks, 
and Instructor’s Manuals: Per Norander, Ribhi Daoud, 
Gretchen Mester, Erwin Erhardt, and Xavier Whitacre. We 
offer our deepest gratitude to the amazing Laureen Cantwell 
for her research assistance. Finally, we thank William 
Walstad and Tom Barbiero (the coauthor of our Canadian 
edition) for their helpful ideas and insights.
 We are greatly indebted to an all-star group of profes-
sionals at McGraw-Hill—in particular James Heine, Virgil 
Lloyd, Trina Maurer, Harvey Yep,   Bruce Gin, Tara 
McDermott, Adam Huenecke, and Katie Hoenicke—for their 
publishing and marketing expertise. 
 The 21st edition has benefited from a number of percep-
tive formal reviews. The reviewers, listed at the end of the 
preface, were a rich source of suggestions for this revision. To 
each of you, and others we may have inadvertently over-
looked, thank you for your considerable help in improving 
Economics.

Sean M. Flynn
Stanley L. Brue

Campbell R. McConnell

Secure

Simple

Seamless



xix

Richard Agesa, Marshall University
Carlos Aguilar, El Paso Community College, Valle Verde
Yamin Ahmad, University of Wisconsin–Whitewater
Eun Ahn, University of Hawaii, West Oahu
Miki Anderson, Pikes Peak Community College
Giuliana Andreopoulos, William Paterson University
Thomas Andrews, West Chester University of Pennsylvania
Fatma Antar, Manchester Community College
Len Anyanwu, Union County College
Emmanuel Asigbee, Kirkwood Community College
John Atkins, Pensacola State College
Moses Ayiku, Essex County College
Wendy Bailey, Troy University
Dean Baim, Pepperdine University
Herman Baine, Broward College
Tyra Barrett, Pellissippi State Community College
David Barrus, Brigham Young University, Idaho
Jill Beccaris-Pescatore, Montgomery County Community College
Kevin Beckwith, Salem State University
Christian Beer, Cape Fear Community College
Robert Belsterling, Pennsylvania State University, Altoona
Laura Jean Bhadra, Northern Virginia Community College, Manassas
Priscilla Block, Broward College
Augustine Boakye, Essex County College
Stephanie Campbell, Mineral Area College
Bruce Carpenter, Mansfield University
Tom Cate, Northern Kentucky University
Semih Emre Çekin, Texas Tech University
Suparna Chakraborty, University of San Francisco
Claude Chang, Johnson & Wales University
Amy Chataginer, Mississippi Gulf Coast Community College–Gautier
Shuo Chen, State University of New York–Geneseo
Jon Chesbro, Montana Tech of the University of Montana
Amod Choudhary, Lehman College
Constantinos Christofides, East Stroudsburg University
Kathy Clark, Edison College, Fort Myers
Wes Clark, Midlands Technical College
Jane Clary, College of Charleston
Jane Cline, Forsyth Technical Community College
Patricia Daigle, Mount Wachusett Community College
Anthony Daniele, St. Petersburg College–Gibbs
Rosa Lee Danielson, College of DuPage
Ribhi Daoud, Sinclair Community College
Maria Davis, Indian River State College, Central
William L. Davis, University of Tennessee–Martin
Richard Dixon, Thomas Nelson Community College
Tanya Downing, Cuesta College
Scott Dressler, Villanova University
Brad Duerson, Des Moines Area Community College
Mark J. Eschenfelder, Robert Morris University
Maxwell Eseonu, Virginia State University
Michael Fenick, Broward College

REVIEWERS



Prefacexx

Tyrone Ferdnance, Hampton University
Jeffrey Forrest, St. Louis Community College–Florissant Valley
Richard Fowles, University of Utah, Salt Lake City
Mark Frascatore, Clarkson University
Shelby Frost, Georgia State University
Sudip Ghosh, Penn State University–Berks
Daniel Giedeman, Grand Valley State University
Scott Gilbert, Southern Illinois University
James Giordano, Villanova University
Susan Glanz, St. John’s University
Lowell Glenn, Utah Valley University
Terri Gonzales, Delgado Community College
Michael Goode, Central Piedmont Community College
Moonsu Han, North Shore Community College
Charlie Harrington, Nova Southeastern University, Main
Virden Harrison, Modesto Junior College
Richard R. Hawkins, University of West Florida
Kim Hawtrey, Hope College
Glenn Haynes, Western Illinois University
Mark Healy, Harper College
Dennis Heiner, College of Southern Idaho
Michael Heslop, Northern Virginia Community College,  

Annandale
Calvin Hoy, County College of Morris
Jesse Hoyt Hill, Tarrant County College
Jim Hubert, Seattle Central Community College
Greg W. Hunter, California State Polytechnic  

University, Pomona
Christos Ioannou, University of Minnesota–Minneapolis
Faridul Islam, Utah Valley University
Mahshid Jalilvand, University of Wisconsin–Stout
Ricot Jean, Valencia Community College–Osceola
Jonatan Jelen, City College of New York
Stephen Kaifa, County College of Morris
Brad Kamp, University of South Florida, Sarasota-Manatee
Gus Karam, Pace University, Pleasantville 
Kevin Kelley, Northwest Vista College
Chris Klein, Middle Tennessee State University
Barry Kotlove, Edmonds Community College
Richard Kramer, New England College
Felix Kwan, Maryville University
Ted Labay, Bishop State Community College
Tina Lance, Germanna Community College–Fredericksburg
Sarah Leahy, Brookdale Community College
Yu-Feng Lee, New Mexico State University–Las Cruces
Adam Y.C. Lei, Midwestern State University
Phillip Letting, Harrisburg Area Community College
Brian Lynch, Lake Land College
Zagros Madjd-Sadjadi, Winston-Salem State University
Laura Maghoney, Solano Community College
Vincent Mangum, Grambling State University
Benjamin Matta, New Mexico State University–Las Cruces

Pete Mavrokordatos, Tarrant County College–Northeast Campus
Frederick May, Trident Technical College
Katherine McClain, University of Georgia
Michael McIntyre, Copiah-Lincoln Community College
Robert McKizzie, Tarrant County College–Southeast Campus
Kevin McWoodson, Moraine Valley Community College
Edwin Mensah, University of North Carolina at Pembroke
Randy Methenitis, Richland College
Ida Mirzaie, The Ohio State University
David Mitch, University of Maryland–Baltimore County
Ramesh Mohan, Bryant University
Daniel Morvey, Piedmont Technical College
Shahriar Mostashari, Campbell University
Stefan Mullinax, College of Lake County
Ted Muzio, St. John’s University
Cliff Nowell, Weber State University
Alex Obiya, San Diego City College
Albert Okunade, University of Memphis
Mary Ellen Overbay, Seton Hall University
Tammy Parker, University of Louisiana at Monroe
Alberto Alexander Perez, Harford Community College
David Petersen, American River College
Mary Anne Pettit, Southern Illinois University–Edwardsville
Jeff Phillips, Morrisville State College
Robert Poulton, Graceland University
Dezzie Prewitt, Rio Hondo College
Joe Prinzinger, Lynchburg College
Jaishankar Raman, Valparaiso University
Natalie Reaves, Rowan University
Virginia Reilly, Ocean County College
Tim Reynolds, Alvin Community College
Jose Rafael Rodriguez-Solis, Nova Community College,  

Annandale
John Romps, Saint Anselm College
Melissa Rueterbusch, Mott Community College
Tom Scheiding, Elizabethtown College
Amy Schmidt, Saint Anselm College
Ron Schuelke, Santa Rosa Junior College
Sangheon Shin, Alabama State University
Alexandra Shiu, McLennan Community College
Dorothy Siden, Salem State University
Robert Simonson, Minnesota State University, Mankato
Timothy Simpson, Central New Mexico Community College
Jonathan Sleeper, Indian River State College
Jose Rodriguez Solis, Northern Virginia Community College
Camille Soltau-Nelson, Oregon State University
Robert Sonora, Fort Lewis College
Maritza Sotomayor, Utah Valley University, Orem
Nick Spangenberg, Ozarks Technical Community College
Dennis Spector, Naugatuck Valley Community College
Thomas Stevens, University of Massachusetts, Amherst
Tamika Steward, Tarrant County College, Southeast



Preface xxi

Robin Sturik, Cuyahoga Community College Western–Parma
Travis Taylor, Christopher Newport University
Ross Thomas, Central New Mexico Community College
Mark Thompson, Augusta State University
Deborah Thorsen, Palm Beach State College
Michael Toma, Armstrong Atlantic State University
Dosse Toulaboe, Fort Hays State University

Jeff Vance, Sinclair Community College
Cheryl Wachenheim, North Dakota State University–Fargo
Christine Wathen, Middlesex County College
Wendy Wysocki, Monroe County Community College
Edward Zajicek, Winston-Salem State University
Sourushe Zandvakili, University of Cincinnati 



®

McGraw-Hill Connect®   
Learn Without Limits
Connect is a teaching and learning platform 
that is proven to deliver better results for 
students and instructors. 

Connect empowers students by continually 
adapting to deliver precisely what they  
need, when they need it, and how they need 
it, so your class time is more engaging and 
effective.

Connect Insight® 
Connect Insight is Connect’s new one- 
of-a-kind visual analytics dashboard that  
provides at-a-glance information regarding 
student performance, which is immediately 
actionable. By presenting assignment, 
assessment, and topical performance results 
together with a time metric that is easily 
visible for aggregate or individual results, 
Connect Insight gives the user the ability to 
take a just-in-time approach to teaching and 
learning, which was never before available. 
Connect Insight presents data that helps 
instructors improve class performance in a 
way that is efficient and effective.

73% of instructors who use 
Connect require it; instructor 

satisfaction increases by 28% when 
Connect is required.

Analytics

©Getty Images/iStockphoto 

Using Connect improves retention  
rates by 19.8%, passing rates by  
12.7%, and exam scores by 9.1%.

Required=Results



SmartBook®  

Proven to help students improve grades and  
study more efficiently, SmartBook contains the 
same content within the print book, but actively 
tailors that content to the needs of the individual. 
SmartBook’s adaptive technology provides precise, 
personalized instruction on what the student 
should do next, guiding the student to master  
and remember key concepts, targeting gaps in 
knowledge and offering customized feedback,  
and driving the student toward comprehension  
and retention of the subject matter. Available on 
tablets, SmartBook puts learning at the student’s 
fingertips—anywhere, anytime.

Adaptive

Over 8 billion questions have been 
answered, making McGraw-Hill 

Education products more intelligent, 
reliable, and precise.

THE ADAPTIVE 
READING EXPERIENCE 
DESIGNED TO TRANSFORM 
THE WAY STUDENTS READ

More students earn A’s and  
B’s when they use McGraw-Hill 
Education Adaptive products.

www.mheducation.com



xxiv

BRIEF CONTENTS

Preface x

PART ONE
Introduction to Economics and the Economy
 1 Limits, Alternatives, and Choices 1

 2 The Market System and the Circular Flow 27

PART TWO
Price, Quantity, and Efficiency
 3 Demand, Supply, and Market Equilibrium 47

 4 Market Failures: Public Goods and Externalities 76

 5 Government’s Role and Government Failure 102

PART THREE
Consumer Behavior
 6 Elasticity 122

 7 Utility Maximization 139

 8 Behavioral Economics 159

PART FOUR
Microeconomics of Product Markets
 9 Businesses and the Costs of Production 180

 10 Pure Competition in the Short Run 202

 11 Pure Competition in the Long Run 220

 12 Pure Monopoly 234

 13 Monopolistic Competition 256

 14 Oligopoly and Strategic Behavior 267

 15 Technology, R&D, and Efficiency 292

PART FIVE
Microeconomics of Resource  
Markets and Government
 16 The Demand for Resources 312

 17 Wage Determination 329

 18 Rent, Interest, and Profit 357

 19 Natural Resource and Energy Economics 376

 20 Public Finance: Expenditures and Taxes 399

PART SIX
Microeconomic Issues and Policies
 21 Antitrust Policy and Regulation 421

 22 Agriculture: Economics and Policy 437

 23 Income Inequality, Poverty, and Discrimination 455

 24 Health Care 479

 25 Immigration 500 

PART SEVEN
GDP, Growth, and Instability
 26 An Introduction to Macroeconomics 517

 27 Measuring Domestic Output and National Income 531

 28 Economic Growth 552

 29 Business Cycles, Unemployment, and Inflation 573

PART EIGHT
Macroeconomic Models and Fiscal Policy
 30 Basic Macroeconomic Relationships 595

 31 The Aggregate Expenditures Model 615

 32 Aggregate Demand and Aggregate Supply 637

 33 Fiscal Policy, Deficits, and Debt 660

PART NINE
Money, Banking, and Monetary Policy
 34 Money, Banking, and Financial Institutions 683

 35 Money Creation 702

 36 Interest Rates and Monetary Policy 717

 37 Financial Economics 746

PART TEN
Extensions and Issues
 38 Extending the Analysis of Aggregate Supply 767

 39 Current Issues in Macro Theory and Policy 787

PART ELEVEN
International Economics
 40 International Trade 804

 41  The Balance of Payments, Exchange Rates,  
and Trade Deficits 830

 42 The Economics of Developing Countries 857

  Tables 876
  Glossary G-0
  Index I-1



CONTENTS

List of Key Graphs ix

Preface x

Reviewers xix

PART ONE

Introduction to Economics and  
the Economy 1

Chapter 1
Limits, Alternatives, and Choices 2
The Economic Perspective 3

Scarcity and Choice / Purposeful Behavior / Marginal 
Analysis: Comparing Benefits and Costs
Consider This: Free for All? 3
Consider This: Fast-Food Lines 4

Theories, Principles, and Models 4
Microeconomics and Macroeconomics 5

Microeconomics / Macroeconomics / Positive and 
Normative Economics

Individual’s Economizing Problem 6
Limited Income / Unlimited Wants / A Budget Line
Consider This: Did Zuckerberg, Seacrest, and Swift Make 
Bad Choices? 8

Society’s Economizing Problem 9
Scarce Resources / Resource Categories

Production Possibilities Model 9
Production Possibilities Table / Production Possibilities 
Curve / Law of Increasing Opportunity Costs / Optimal 
Allocation
Consider This: The Economics of War 12

Unemployment, Growth, and the Future 13
A Growing Economy / Present Choices and Future 
Possibilities / A Qualification: International Trade
Last Word: Pitfalls to Sound Economic Reasoning 16

Chapter 1 Appendix: Graphs and Their Meaning 21

Chapter 2
The Market System and the Circular Flow 27
Economic Systems 27

Laissez-Faire Capitalism / The Command System /  
The Market System

Characteristics of the Market System 29
Private Property / Freedom of Enterprise and Choice /  
Self-Interest / Competition / Markets and Prices /  
Technology and Capital Goods / Specialization / Use of 
Money / Active, but Limited, Government

Five Fundamental Questions 32
What Will Be Produced? / How Will the Goods and 
Services Be Produced? / Who Will Get the 
Output? / How Will the System Accommodate 
Change? / How Will the System Promote Progress?
Consider This: McHits and McMisses 33

The “Invisible Hand” 36
The Demise of the Command Systems / The Incentive 
Problem
Consider This: The Two Koreas 37

xxv



Contentsxxvi

Externalities 88
Negative Externalities / Positive Externalities /  
Government Intervention / 
Consider This: The Fable of the Bees 90

Society’s Optimal Amount of Externality Reduction 91
MC, MB, and Equilibrium Quantity / Shifts in Locations of 
the Curves / Government’s Role in the Economy
Last Word: Carbon Dioxide Emissions, Cap and Trade, and 
Carbon Taxes 93

Chapter 4 Appendix: Information Failures 98

Chapter 5
Government’s Role and Government Failure 102
Government’s Economic Role 102

Government’s Right to Coerce / The Problem of Directing 
and Managing Government
Consider This: Does Big Government Equal Bad 
Government? 103

Government Failure 104
Representative Democracy and the Principal-Agent  
Problem / Clear Benefits, Hidden Costs / Unfunded 
Liabilities / Chronic Budget Deficits / Misdirection of 
Stabilization Policy / Limited and Bundled Choice /  
Bureaucracy and Inefficiency / Inefficient Regulation and 
Intervention / Corruption / Imperfect Institutions
Consider This: Mohair and the Collective Action Problem 105
Consider This: Government, Scofflaw 108
Last Word: “Government Failure” in the News 112

Chapter 5 Appendix: Public Choice Theory and  
Voting Paradoxes 115

Consider This: Voter Failure 118

PART THREE

Consumer Behavior 121

Chapter 6
Elasticity 122
Price Elasticity of Demand 122

The Price-Elasticity Coefficient and 
Formula / Interpretations of Ed

The Total-Revenue Test 124
Elastic Demand / Inelastic Demand / Unit 
Elasticity / Price Elasticity along a Linear Demand 
Curve / Price Elasticity and the Total-Revenue Curve
Consider This: A Bit of a Stretch 126

Determinants of Price Elasticity of Demand 128
Applications of Price Elasticity of Demand

Price Elasticity of Supply 130
Price Elasticity of Supply: The Immediate Market Period /  
Price Elasticity of Supply: The Short Run / Price Elasticity 
of Supply: The Long Run / Applications of Price Elasticity  
of Supply
Consider This: Elasticity and College Costs 131

Cross Elasticity and Income Elasticity of Demand 133
Cross Elasticity of Demand / Income Elasticity of Demand

The Circular Flow Model 37
Households / Businesses / Product Market / Resource 
Market

How the Market System Deals with Risk 39
The Profit System / Shielding Employees and Suppliers 
from Business Risk / Benefits of Restricting Business Risk 
to Owners
Consider This: Insurance 40
Last Word: Shuffling the Deck 41

PART TWO

Price, Quantity, and Efficiency 46

Chapter 3
Demand, Supply, and Market Equilibrium 47
Markets 48
Demand 48

Law of Demand / The Demand Curve / Market Demand /  
Changes in Demand / Changes in Quantity Demanded

Supply 53
Law of Supply / The Supply Curve / Market 
Supply / Determinants of Supply / Changes in 
Supply / Changes in Quantity Supplied

Market Equilibrium 56
Equilibrium Price and Quantity / Rationing Function of 
Prices / Efficient Allocation 
Consider This:  Uber and Dynamic Pricing 58

Changes in Supply, Demand, and Equilibrium 58
Changes in Demand / Changes in Supply / Complex Cases
Consider This: Salsa and Coffee Beans 60

Application: Government-Set Prices 60
Price Ceilings on Gasoline / Rent Controls / Price Floors 
on Wheat
Last Word: Student Loans and Tuition Costs 62

Chapter 3 Appendix: Additional Examples of  
Supply and Demand 69

Chapter 4
Market Failures: Public Goods and  
Externalities 76
Market Failures in Competitive Markets 77

Demand-Side Market Failures / Supply-Side Market 
Failures

Efficiently Functioning Markets 77
Consumer Surplus / Producer Surplus / Efficiency 
Revisited / Efficiency Losses (or Deadweight Losses)

Public Goods 82
Private Goods Characteristics / Public Goods 
Characteristics / Optimal Quantity of a Public 
Good / Demand for Public Goods / Comparing MB and 
MC / Cost-Benefit Analysis / Quasi-Public Goods / The 
Reallocation Process
Consider This: Street Entertainers 84
Consider This: Responding to Digital Free Riding 85



Contents xxvii

Last Word: Elasticity and Pricing Power: Why Different 
Consumers Pay Different Prices 134

Chapter 7
Utility Maximization 139
Law of Diminishing Marginal Utility 139

Terminology / Total Utility and Marginal Utility / Marginal 
Utility and Demand

Theory of Consumer Behavior 142
Consumer Choice and the Budget Constraint /  
Utility-Maximizing Rule / Numerical Example /  
Algebraic Generalization
Consider This: There’s No Accounting for Taste 144

Utility Maximization and the Demand Curve 144
Deriving the Demand Schedule and Curve

Income and Substitution Effects 145
Applications and Extensions 146

iPads / The Diamond-Water Paradox / Opportunity Cost 
and the Value of Time / Medical Care Purchases / Cash 
and Noncash Gifts
Last Word: Criminal Behavior 147

Chapter 7 Appendix: Indifference Curve Analysis 152
Consider This: Indifference Maps and  
Topographical Maps  156

Chapter 8
Behavioral Economics 159
Systematic Errors and the Origin of Behavioral Economics 160

Comparing Behavioral Economics with Neoclassical 
Economics
Consider This: Wannamaker’s Lament 162

Our Efficient, Error-Prone Brains 162
Heuristics Are Energy Savers / Brain Modularity

Prospect Theory 166
Losses and Shrinking Packages / Framing Effects and 
Advertising / Anchoring and Credit Card Bills / Mental 
Accounting and Overpriced Warranties / The Endowment 
Effect and Market Transactions / Status Quo Bias
Consider This: Rising Consumption and the Hedonic 
Treadmill 166

Myopia and Time Inconsistency 169
Myopia / Time Inconsistency
Consider This: A Bright Idea 170

Fairness and Self-Interest 171
Field Evidence for Fairness / Experimental Evidence for 
Fairness
Last Word: The Behavioral Insights Team 174

PART FOUR

Microeconomics of Product Markets 179

Chapter 9
Businesses and the Costs of Production 180
Economic Costs 180

Explicit and Implicit Costs / Accounting Profit and Normal 
Profit / Economic Profit / Short Run and Long Run

Short-Run Production Relationships 183
Law of Diminishing Returns
Consider This: Diminishing Returns from Study 184

Short-Run Production Costs 187
Fixed, Variable, and Total Costs / Per-Unit, or Average, 
Costs / Marginal Cost / Shifts of the Cost Curves
Consider This: Ignoring Sunk Costs 189

Long-Run Production Costs 192
Firm Size and Costs / The Long-Run Cost 
Curve / Economies and Diseconomies of 
Scale / Minimum Efficient Scale and Industry Structure
Last Word: 3-D Printers 196

Applications and Illustrations 197
Rising Gasoline Prices / Successful Start-Up Firms /  
The Verson Stamping Machine / The Daily 
Newspaper / Aircraft and Concrete Plants

Chapter 10
Pure Competition in the Short Run 202
Four Market Models 202
Pure Competition: Characteristics and  
Occurrence 203
Demand as Seen by a Purely Competitive Seller 204

Perfectly Elastic Demand / Average, Total, and Marginal 
Revenue

Profit Maximization in the Short Run:  
Total-Revenue–Total-Cost Approach 205
Profit Maximization in the Short Run: Marginal- 
Revenue–Marginal-Cost Approach 206

Profit-Maximizing Case / Loss-Minimizing Case /  
Shutdown Case

Marginal Cost and Short-Run Supply 211
Generalized Depiction / Diminishing Returns, Production 
Costs, and Product Supply / Changes in Supply / Firm 
and Industry: Equilibrium Price
Consider This: The “Still There” Motel 213
Last Word: Fixed Costs: Digging Yourself Out of a 
Hole 214

Chapter 11
Pure Competition in the Long Run 220
The Long Run in Pure Competition 220

Profit Maximization in the Long Run

The Long-Run Adjustment Process in Pure Competition 221
Long-Run Equilibrium

Long-Run Supply Curves 223
Long-Run Supply for a Constant-Cost Industry / Long-Run 
Supply for an Increasing-Cost Industry / Long-Run Supply 
for a Decreasing-Cost Industry

Pure Competition and Efficiency 225
Productive Efficiency: P = Minimum ATC / Allocative 
Efficiency: P = MC / Maximum Consumer and Producer 
Surplus / Dynamic Adjustments / “Invisible Hand” Revisited
Last Word: A Patent Failure? 228



Contentsxxviii

Technological Advance and Competition 228
Creative Destruction
Consider This: Running a Company Is Hard  
Business 230

Chapter 12
Pure Monopoly 234
An Introduction to Pure Monopoly 234

Examples of Monopoly / Dual Objectives of the 
 Study of Monopoly

Barriers to Entry 235
Economies of Scale / Legal Barriers to Entry: Patents and 
Licenses / Ownership or Control of Essential 
Resources / Pricing and Other Strategic Barriers  
to Entry

Monopoly Demand 237
Marginal Revenue Is Less Than Price / The Monopolist Is 
a Price Maker / The Monopolist Sets Prices in the Elastic 
Region of Demand

Output and Price Determination 240
Cost Data / MR = MC Rule / No Monopoly Supply 
Curve / Misconceptions Concerning Monopoly 
Pricing / Possibility of Losses by Monopolist

Economic Effects of Monopoly 243
Price, Output, and Efficiency / Income Transfer /  
Cost Complications / Assessment and Policy  
Options

Price Discrimination 247
Conditions / Examples of Price Discrimination /  
Graphical Analysis
Consider This: Some Price Differences at the  
Ballpark 248

Regulated Monopoly 249
Socially Optimal Price: P = MC / Fair-Return Price:  
P = ATC / Dilemma of Regulation
Last Word: Personalized Pricing 251

Chapter 13
Monopolistic Competition 256
Monopolistic Competition 256

Relatively Large Number of Sellers / Differentiated 
Products / Easy Entry and 
Exit / Advertising / Monopolistically Competitive 
Industries

Price and Output in Monopolistic Competition 259
The Firm’s Demand Curve / The Short Run: Profit or 
Loss / The Long Run: Only a Normal Profit

Monopolistic Competition and Efficiency 261
Neither Productive nor Allocative Efficiency / Excess 
Capacity

Product Variety 262
Benefits of Product Variety / Further Complexity
Last Word: Higher Wages, More McRestaurants 263
Consider This: The Spice of Life 264

Chapter 14
Oligopoly and Strategic Behavior 267
Oligopoly 268

A Few Large Producers / Homogeneous or Differentiated 
Products / Control over Price, but Mutual Interdependence /  
Entry Barriers / Mergers / Oligopolistic Industries
Consider This: Creative Strategic Behavior 269

Oligopoly Behavior: A Game Theory Overview 270
Mutual Interdependence Revisited / Collusion /  
Incentive to Cheat
Consider This: The Prisoner’s Dilemma 271

Three Oligopoly Models 272
Kinked-Demand Theory: Noncollusive Oligopoly / Cartels 
and Other Collusion / Price Leadership Model

Oligopoly and Advertising 278
Positive Effects of Advertising / Potential Negative Effects 
of Advertising

Oligopoly and Efficiency 279
Productive and Allocative Efficiency / Qualifications

Additional Game Theory Applications 280
A One-Time Game: Strategies and Equilibrium / Credible 
and Empty Threats / Repeated Games and Reciprocity 
Strategies / First-Mover Advantages and Preemption of 
Entry / Extensive Form Representation of Sequential 
Games / A Leader-Follower (Stackelberg  
Duopoly) Game
Last Word: Internet Oligopolies 286

Chapter 15
Technology, R&D, and Efficiency 292
Invention, Innovation, and Diffusion 293

Invention / Innovation / Diffusion / R&D 
Expenditures / Modern View of Technological  
Advance

Role of Entrepreneurs and Other Innovators 295
Forming Start-Ups / Innovating within Existing 
Firms / Anticipating the Future / Exploiting University 
and Government Scientific Research

A Firm’s Optimal Amount of R&D 296
Interest-Rate Cost of Funds / Expected Rate of 
Return / Optimal R&D Expenditures

Increased Profit via Innovation 299
Increased Revenue via Product Innovation / Reduced Cost 
via Process Innovation

Imitation and R&D Incentives 301
Benefits of Being First / Profitable Buyouts
Consider This: Trade Secrets 302

Role of Market Structure 303
Market Structure and Technological Advance / Inverted-U 
Theory of R&D / Market Structure and Technological 
Advance: The Evidence

Technological Advance and Efficiency 305
Productive Efficiency / Allocative Efficiency / Creative 
Destruction
Last Word: The Relative Decline of Federal  
R&D Spending 306



Contents xxix

PART FIVE

Microeconomics of Resource  
Markets and Government 311

Chapter 16
The Demand for Resources 312
Significance of Resource Pricing 313
Marginal Productivity Theory of Resource Demand 313

Resource Demand as a Derived Demand / Marginal 
Revenue Product / Rule for Employing Resources: MRP = 
MRC / MRP as Resource Demand Schedule / Resource 
Demand under Imperfect Product Market 
Competition / Market Demand for a Resource

Determinants of Resource Demand 316
Changes in Product Demand / Changes in 
Productivity / Changes in the Prices of Other 
Resources / Occupational Employment Trends
Consider This: Superstars 317

Elasticity of Resource Demand 320
Optimal Combination of Resources 321

The Least-Cost Rule / The Profit-Maximizing 
Rule / Numerical Illustration

Marginal Productivity Theory of Income  
Distribution 325

Last Word: Labor and Capital: Substitutes or 
Complements? 324

Chapter 17
Wage Determination 329
Labor, Wages, and Earnings 330

General Level of Wages / Role of Productivity / Real 
Wages and Productivity / Long-Run Trend of  
Real Wages

A Purely Competitive Labor Market 332
Market Demand for Labor / Market Supply of 
Labor / Labor Market Equilibrium
Consider This: Fringe Benefits vs. Take-Home Pay 334

Monopsony Model 334
Upsloping Labor Supply to Firm / MRC Higher Than the 
Wage Rate / Equilibrium Wage and Employment /  
Examples of Monopsony Power

Three Union Models 336
Demand-Enhancement Model / Exclusive or Craft Union 
Model / Inclusive or Industrial Union Model /  
Wage Increases and Job Loss

Bilateral Monopoly Model 339
Indeterminate Outcome of Bilateral Monopoly /  
Desirability of Bilateral Monopoly

The Minimum-Wage Controversy 339
Case against the Minimum Wage / Case for the Minimum 
Wage / Evidence and Conclusions

Wage Differentials 340
Marginal Revenue Productivity / Noncompeting Groups /  
Compensating Differences / Market Imperfections
Consider This: My Entire Life 343

Pay for Performance 344
The Principal-Agent Problem / Addenda: Negative Side 
Effects of Pay for Performance
Last Word: Occupational Licensing 346

Chapter 17 Appendix: Labor Unions and  
Their Impacts 351

Chapter 18
Rent, Interest, and Profit 357
Economic Rent 358

Perfectly Inelastic Supply / Equilibrium Rent and Changes 
in Demand / Productivity Differences and Rent 
Differences / Land Rent: A Surplus Payment / Land 
Ownership: Fairness versus Allocative 
Efficiency / Application: A Single Tax on Land

Interest 361
Money Is Not a Resource / Interest Rates and Interest 
Income / Range of Interest Rates / Pure Rate of Interest

Loanable Funds Theory of Interest Rates 362
Supply of Loanable Funds / Demand for Loanable 
Funds / Extending the Model

Time-Value of Money 364
Compound Interest / Future Value and Present Value
Consider This: That Is Interest 365

Role of Interest Rates 365
Interest and Total Output / Interest and the Allocation of 
Capital / Interest and R&D Spending / Nominal and Real 
Interest Rates / Application: Usury Laws

Economic Profit 367
Entrepreneurship and Profit / Insurable and Uninsurable 
Risks / Sources of Uninsurable Risks / Profit as 
Compensation for Bearing Uninsurable Risks / Sources of 
Economic Profit / Profit Rations 
Entrepreneurship / Entrepreneurs, Profits, and Corporate 
Stockholders
Consider This: Profits and Efficiency 369
Last Word: Determining the Price of Credit 370

Income Shares 372

Chapter 19
Natural Resource and Energy Economics 376
Resource Supplies: Doom or Boom? 376

Population Growth / Resource Consumption per Person
Consider This: Can Governments Raise Birthrates? 378

Energy Economics 381
Energy Efficiency Is Increasing / Efficient Electricity Use

Running Out of Energy? 383
Consider This: Storage Wars 384

Natural Resource Economics 385
Renewables vs. Nonrenewables / Optimal Resource 
Management / Using Present Values to Evaluate Future 
Possibilities / Nonrenewable Resources / Incomplete 
Property Rights Lead to Excessive Present 
Use / Application: Conflict Diamonds



Contentsxxx

Renewable Resources 389
Elephant Preservation / Forest Management / Optimal 
Fisheries Management / Policies to Limit Catch Sizes
Consider This: The Tragedy of the Commons 393
Last Word: Is Economic Growth Bad for the 
Environment? 394

Chapter 20
Public Finance: Expenditures and Taxes 399
Government and the Circular Flow 400
Government Finance 401

Government Purchases and Transfers / Government 
Revenues

Federal Finance 402
Federal Expenditures / Federal Tax Revenues

State and Local Finance 404
State Finances / Local Finances
Consider This: State Lotteries: A Good Bet? 405

Local, State, and Federal Employment 406
Apportioning the Tax Burden 406

Benefits Received versus Ability to Pay / Progressive, 
Proportional, and Regressive Taxes
Consider This: The VAT: A Very Alluring Tax? 409

Tax Incidence and Efficiency Loss 409
Elasticity and Tax Incidence / Efficiency Loss of a Tax

Probable Incidence of U.S. Taxes 412
Personal Income Tax / Payroll Taxes / Corporate Income 
Tax / Sales and Excise Taxes / Property Taxes / The U.S. 
Tax Structure
Last Word: Taxation and Spending: Redistribution versus 
Recycling 414

PART SIX

Microeconomic Issues and Policies 420

Chapter 21
Antitrust Policy and Regulation 421
The Antitrust Laws 421

Historical Background / Sherman Act of 1890 / Clayton 
Act of 1914 / Federal Trade Commission Act of 
1914 / Celler-Kefauver Act of 1950

Antitrust Policy: Issues and Impacts 423
Issues of Interpretation / Issues of 
Enforcement / Effectiveness of Antitrust Laws
Consider This: Of Airfare and eBooks (and Other Things 
In Common) 427

Industrial Regulation 428
Natural Monopoly / Problems with Industrial 
Regulation / Legal Cartel Theory / Deregulation

Social Regulation 430
Distinguishing Features / The Optimal Level of Social 
Regulation / Two Reminders
Last Word: Antitrust Online 433

Chapter 22
Agriculture: Economics and Policy 437
Economics of Agriculture 437

The Short Run: Price and Income Instability

The Long Run: A Declining Industry 441
Technology and Supply Increases / Lagging 
Demand / Graphical Portrayal / Consequences /  
Farm-Household Income
Consider This: Risky Business 442

Economics of Farm Policy 444
Rationale for Farm Subsidies / Background: The Parity 
Concept / Economics of Price Supports / Reduction of 
Surpluses
Consider This: Putting Corn in Your  
Gas Tank 447

Criticisms and Politics 447
Criticisms of the Parity Concept / Criticisms of the Price-
Support System / The Politics of Farm Policy

Recent Farm Policies 449
Freedom to Farm Act of 1996 / The Food, Conservation, 
and Energy Act of 2008 / The Agricultural Act 
of 2014
Last Word: The Sugar Program: A  
Sweet Deal 450

Chapter 23
Income Inequality, Poverty, and  
Discrimination 455
Facts about Income Inequality 456

Distribution by Income Category / Distribution by Quintiles 
(Fifths) / The Lorenz Curve and Gini Ratio / Income 
Mobility: The Time Dimension / Effect of Government 
Redistribution

Causes of Income Inequality 458
Ability / Education and 
Training / Discrimination / Preferences and 
Risks / Unequal Distribution of Wealth / Market 
Power / Luck, Connections, and Misfortune

Income Inequality over Time 460
Rising Income Inequality since 1975 / Causes of Growing 
Inequality
Consider This: Laughing at The Lego 
Movie 462

Equality versus Efficiency 462
The Case for Equality: Maximizing Total Utility / The Case 
for Inequality: Incentives and Efficiency / The Equality-
Efficiency Trade-off
Consider This: Slicing the Pizza 464

The Economics of Poverty 464
Definition of Poverty / Incidence of Poverty / Poverty 
Trends / Measurement Issues

The U.S. Income-Maintenance System 466
Social Insurance Programs / Public Assistance  
Programs
Consider This: Welfare Cliffs 468



Contents xxxi

Economic Analysis of Discrimination 469
Taste-for-Discrimination Model / Statistical 
Discrimination / Occupational Segregation: The Crowding 
Model / Cost to Society as Well as to Individuals
Last Word: U.S. Family Wealth and Its Distribution 473

Chapter 24
Health Care 479
The Health Care Industry 479

The U.S. Emphasis on Private Health Insurance / Twin 
Problems: Costs and Access / High and Rising Health 
Care Costs / Quality of Care: Are We Healthier?

Economic Implications of Rising Costs? 482
Reduced Access to Care / Labor Market 
Effects / Personal Bankruptcies / Impact on Government 
Budgets / Too Much Spending?

Limited Access 484
Why the Rapid Rise in Costs? 484

Peculiarities of the Health Care Market / The Increasing 
Demand for Health Care / Role of Health 
Insurance / Supply Factors in Rising Health Care 
Prices / Relative Importance
Consider This: Why Do Hospitals Sometimes Charge $25 
for an Aspirin? 486
Consider This: Electronic Medical Records 490

Cost Containment: Altering Incentives 491
Deductibles and Copayments / Health Savings 
Accounts / Managed Care / Medicare and DRG / Limits 
on Malpractice Awards

The Patient Protection and Affordable Care Act 493
Major Provisions / Objections and Alternatives
Consider This: PPACA Implementation Problems 494
Last Word: Singapore’s Efficient and Effective Health 
Care System 495

Chapter 25
Immigration 500
Number of Immigrants 500

Legal Immigrants / Illegal Immigrants

The Decision to Migrate 502
Earnings Opportunities / Moving Costs / Factors 
Affecting Costs and Benefits

Economic Effects of Immigration 504
Personal Gains / Impacts on Wage Rates, Efficiency, and 
Output / Income Shares / Complications and 
Modifications / Fiscal Impacts / Research Findings
Consider This: Stars and Stripes 506

The Illegal Immigration Debate 509
Employment Effects / Wage Effects / Price 
Effects / Fiscal Impacts on Local and State 
Governments / Other Concerns
Last Word: The Startling Slowdown in Illegal 
Immigration 511

Optimal Immigration 512

PART SEVEN

GDP, Growth, and Instability 516

Chapter 26
An Introduction to Macroeconomics 517
Performance and Policy 517
The Miracle of Modern Economic Growth 519
Saving, Investment, and Choosing between  
Present and Future Consumption 520

Banks and Other Financial Institutions
Consider This: Economic versus Financial  
Investment 521

Uncertainty, Expectations, and Shocks 521
The Importance of Expectations and Shocks / Demand 
Shocks and Sticky Prices / Example: A Single Firm Dealing 
with Demand Shocks and Sticky Prices / Generalizing 
from a Single Firm to the Entire Economy
Consider This: The Great Recession 525

How Sticky Are Prices? 525
Categorizing Macroeconomic Models Using  
Price Stickiness 526

Last Word: Debating the Great Recession 527

Chapter 27
Measuring Domestic Output and  
National Income 531
Assessing the Economy’s Performance 531

Gross Domestic Product / A Monetary 
Measure / Avoiding Multiple Counting / GDP Excludes 
Nonproduction Transactions / Two Ways of Looking at 
GDP: Spending and Income

The Expenditures Approach 535
Personal Consumption Expenditures (C) / Gross Private 
Domestic Investment (Ig) / Government Purchases (G) / Net 
Exports (Xn) / Putting It All Together: GDP = C + Ig + G + Xn
Consider This: Stocks versus Flows 537

The Income Approach 538
Compensation of Employees / Rents / Interest /  
Proprietors’ Income / Corporate Profits / Taxes  
on Production and Imports / From National Income  
to GDP

Other National Accounts 539
Net Domestic Product / National Income / Personal 
Income / Disposable Income / The Circular Flow Revisited

Nominal GDP versus Real GDP 541
Adjustment Process in a One-Product Economy / An 
Alternative Method / Real-World Considerations and Data

Shortcomings of GDP 545
Nonmarket Activities / Leisure / Improved Product 
Quality / The Underground Economy / GDP and the 
Environment / Composition and Distribution of 
Output / Noneconomic Sources of Well-Being / The 
Importance of Intermediate Output
Last Word: Magical Mystery Tour 547



Contentsxxxii

Chapter 28
Economic Growth 552
Economic Growth 553

Growth as a Goal / Arithmetic of Growth / Growth in  
the United States

Modern Economic Growth 554
The Uneven Distribution of Growth / Catching Up Is 
Possible / Institutional Structures That Promote Modern 
Economic Growth
Consider This: Economic Growth Rates Matter! 557
Consider This: Patents and Innovation 559

Determinants of Growth 559
Supply Factors / Demand Factor / Efficiency 
Factor / Production Possibilities Analysis

Accounting for Growth 561
Labor Inputs versus Labor Productivity / Technological 
Advance / Quantity of Capital / Education and 
Training / Economies of Scale and Resource Allocation
Consider This: Women, the Labor Force, and Economic 
Growth 562

Recent Fluctuations in the Average Rate of  
Productivity Growth 564

Reasons for the Rise in the Average Rate of Productivity 
Growth between 1995 and 2010 / Implications for 
Economic Growth / The Recent Productivity Slow Down

Is Growth Desirable and Sustainable? 567
The Antigrowth View / In Defense of Economic Growth
Last Word: Can Economic Growth Survive Population 
Decline? 568

Chapter 29
Business Cycles, Unemployment,  
and Inflation 573
The Business Cycle 573

Phases of the Business Cycle / Causation: A First 
Glance / Cyclical Impact: Durables and Nondurables

Unemployment 576
Measurement of Unemployment / Types of 
Unemployment / Definition of Full Employment /  
Economic Cost of Unemployment / Noneconomic 
Costs / International Comparisons
Consider This: Downwardly Sticky Wages and 
Unemployment 577

Inflation 582
Meaning of Inflation / Measurement of Inflation / Facts of 
Inflation / Types of Inflation / Complexities / Core Inflation
Consider This: Clipping Coins 584

Redistribution Effects of Inflation 585
Nominal and Real Income / Anticipations / Who Is Hurt 
by Inflation? / Who Is Unaffected or Helped by 
Inflation? / Anticipated Inflation / Negative Nominal 
Interest Rates / Other Redistribution Issues
Consider This: The Specter of Deflation 588

Does Inflation Affect Output? 588
Cost-Push Inflation and Real Output / Demand-Pull 
Inflation and Real Output / Hyperinflation
Last Word: Unemployment after the Great Recession 589

PART EIGHT

Macroeconomic Models and  
Fiscal Policy 594

Chapter 30
Basic Macroeconomic Relationships 595
The Income-Consumption and Income-Saving  
Relationships 595

The Consumption Schedule / The Saving 
Schedule / Average and Marginal Propensities

Nonincome Determinants of Consumption  
and Saving 600

Other Important Considerations
Consider This: The Great Recession and the  
Paradox of Thrift 602

The Interest-Rate–Investment Relationship 602
Expected Rate of Return / The Real Interest 
Rate / Investment Demand Curve

Shifts of the Investment Demand Curve 605
Instability of Investment
Consider This: The Great Recession and the  
Investment Riddle 607

The Multiplier Effect 607
Rationale / The Multiplier and the Marginal 
Propensities / How Large Is the Actual Multiplier  
Effect?
Last Word: Toppling Dominoes 610

Chapter 31
The Aggregate Expenditures  
Model  615
Assumptions and Simplifications 616
Consumption and Investment Schedules 616
Equilibrium GDP: C + Ig = GDP 617

Tabular Analysis / Graphical Analysis

Other Features of Equilibrium GDP 620
Saving Equals Planned Investment / No Unplanned 
Changes in Inventories

Changes in Equilibrium GDP and the Multiplier 621
Adding International Trade 622

Net Exports and Aggregate Expenditures / The Net  
Export Schedule / Net Exports and Equilibrium 
GDP / International Economic Linkages

Adding the Public Sector 625
Government Purchases and Equilibrium GDP / Taxation 
and Equilibrium GDP

Equilibrium versus Full-Employment GDP 628
Recessionary Expenditure Gap / Inflationary  
Expenditure Gap / Application: The Recession of 
2007–2009
Last Word: Say’s Law, the Great Depression, and 
Keynes 631



Contents xxxiii

Chapter 32
Aggregate Demand and Aggregate  
Supply  637
Aggregate Demand 638

Aggregate Demand Curve

Changes in Aggregate Demand 639
Consumer Spending / Investment Spending /  
Government Spending / Net Export Spending

Aggregate Supply 642
Aggregate Supply in the Immediate Short Run /  
Aggregate Supply in the Short Run / Aggregate  
Supply in the Long Run / Focusing on the Short Run

Changes in Aggregate Supply 645
Input Prices / Productivity / Legal-Institutional 
Environment

Equilibrium in the AD-AS Model 647
Changes in Equilibrium 647

Increases in AD: Demand-Pull Inflation / Decreases  
in AD: Recession and Cyclical Unemployment / Decreases 
in AS: Cost-Push Inflation / Increases in AS: Full 
Employment with Price-Level Stability
Consider This: Ratchet Effect 650
Last Word: Stimulus and the Great Recession 652

Chapter 32 Appendix: The Relationship of the  
Aggregate Demand Curve to the Aggregate  
Expenditures Model 657

Chapter 33
Fiscal Policy, Deficits, and Debt 660
Fiscal Policy and the AD-AS Model 660

Expansionary Fiscal Policy / Contractionary Fiscal 
Policy / Policy Options: G or T?

Built-In Stability 664
Automatic or Built-In Stabilizers

Evaluating How Expansionary or Contractionary  
Fiscal Policy Is Determined 665

Cyclically Adjusted Budget

Recent and Projected U.S. Fiscal Policy 667
Fiscal Policy from 2000 to 2007 / Fiscal Policy during 
and after the Great Recession / Past and Projected 
Budget Deficits and Surpluses

Problems, Criticisms, and Complications  
of Implementing Fiscal Policy 669

Problems of Timing / Political Considerations / Future Policy 
Reversals / Offsetting State and Local Finance / Crowding-
Out Effect / Current Thinking on Fiscal Policy

The U.S. Public Debt 672
Ownership / Debt and GDP / International 
Comparisons / Interest Charges / False 
Concerns / Bankruptcy / Burdening Future 
Generations / Substantive Issues / Income 
Distribution / Incentives / Foreign-Owned Public 
Debt / Crowding-Out Effect Revisited
Last Word: The Social Security and Medicare 
Shortfalls 676

PART NINE

Money, Banking, and Monetary 
Policy 682

Chapter 34
Money, Banking, and Financial  
Institutions 683
The Functions of Money 684
The Components of the Money Supply 684

Money Definition M 1 / Money Definition M 2
Consider This: Are Credit Cards Money? 687

What “Backs” the Money Supply? 687
Money as Debt / Value of Money / Money and 
Prices / Stabilizing Money’s Purchasing Power

The Federal Reserve and the Banking System 689
Historical Background / Board of Governors / The 12 
Federal Reserve Banks / FOMC / Commercial Banks  
and Thrifts

Fed Functions, Responsibilities, and Independence 692
Federal Reserve Independence

The Financial Crisis of 2007 and 2008 693
The Mortgage Default Crisis / Securitization / Failures 
and Near-Failures of Financial Firms

The Policy Response to the Financial Crisis 695
The Treasury Bailout: TARP / The Fed’s Lender-of- Last-
Resort Activities

The Postcrisis U.S. Financial Services Industry 696
Last Word: Extend and Pretend 698

Chapter 35
Money Creation 702
The Fractional Reserve System 702

Illustrating the Idea: The Goldsmiths / Significant 
Characteristics of Fractional Reserve Banking

A Single Commercial Bank 703
Transaction 1: Creating a Bank / Transaction 2: Acquiring 
Property and Equipment / Transaction 3: Accepting 
Deposits / Transaction 4: Depositing Reserves in a 
Federal Reserve Bank / Transaction 5: Clearing a Check 
Drawn against the Bank

Money-Creating Transactions of a  
Commercial Bank 707

Transaction 6: Granting a Loan / Transaction 7: Buying 
Government Securities / Profits, Liquidity, and the Federal 
Funds Market

The Banking System: Multiple-Deposit Expansion 710
The Banking System’s Lending Potential

The Monetary Multiplier 712
Reversibility: The Multiple Destruction of Money
Last Word: Banking, Leverage, and Financial  
Instability 713



Contentsxxxiv

Chapter 36
Interest Rates and Monetary Policy 717
Interest Rates 717

The Demand for Money / The Equilibrium Interest 
Rate / Interest Rates and Bond Prices

The Consolidated Balance Sheet of the Federal 
Reserve Banks 720

Assets / Liabilities

Tools of Monetary Policy 721
Open-Market Operations / The Reserve Ratio / The 
Discount Rate / Interest on Reserves / Relative 
Importance
Consider This: Repo, Man 725

Targeting the Federal Funds Rate 727
Expansionary Monetary Policy / Restrictive Monetary 
Policy / The Taylor Rule

Monetary Policy, Real GDP, and the Price Level 732
Cause-Effect Chain / Effects of an Expansionary 
Monetary Policy / Effects of a Restrictive 
Monetary Policy

Monetary Policy: Evaluation and Issues 736
Recent U.S. Monetary Policy / Problems and 
Complications
Last Word: Less Than Zero 738

The “Big Picture” 739

Chapter 37
Financial Economics 746
Financial Investment 747
Present Value 747

Compound Interest / The Present Value 
Model / Applications

Some Popular Investments 750
Stocks / Bonds / Mutual Funds

Calculating Investment Returns 752
Percentage Rates of Return / The Inverse  
Relationship between Asset Prices and Rates  
of Return
Consider This: Corporate Ownership 752

Arbitrage 753
Risk  753

Diversification

Comparing Risky Investments 755
Average Expected Rate of Return / Beta / Relationship of 
Risk and Average Expected Rates of Return / The Risk-
Free Rate of Return

The Security Market Line 757
Security Market Line: Applications
Last Word: Index Funds versus Actively Managed 
Funds 761

PART TEN

Extensions and Issues 766

Chapter 38
Extending the Analysis of Aggregate Supply 767
From Short Run to Long Run 768

Short-Run Aggregate Supply / Long-Run Aggregate 
Supply / Long-Run Equilibrium in the AD-AS Model

Applying the Extended AD-AS Model 770
Demand-Pull Inflation in the Extended AD-AS Model /  
Cost-Push Inflation in the Extended AD-AS Model /  
Recession and the Extended AD-AS Model / Economic 
Growth with Ongoing Inflation

The Inflation-Unemployment Relationship 774
The Phillips Curve / Aggregate Supply Shocks and the 
Phillips Curve

The Long-Run Phillips Curve 778
Short-Run Phillips Curve / Long-Run Vertical Phillips 
Curve / Disinflation

Taxation and Aggregate Supply 779
Taxes and Incentives to Work / Incentives to Save and 
Invest / The Laffer Curve / Criticisms of the Laffer 
Curve / Rebuttal and Evaluation
Consider This: Sherwood Forest 781
Last Word: Do Tax Increases Reduce Real GDP? 782

Chapter 39
Current Issues in Macro Theory and Policy 787
What Causes Macro Instability? 787

Mainstream View / Monetarist View / Real-Business- 
Cycle View / Coordination Failures
Consider This: Too Much Money? 790

Does the Economy “Self-Correct”? 791
New Classical View of Self-Correction / Mainstream View 
of Self-Correction

Rules or Discretion? 795
In Support of Policy Rules / In Defense of Discretionary 
Stabilization Policy / Policy Successes
Consider This: On the Road Again 795

Summary of Alternative Views 798
Last Word: Market Monetarism 799

PART ELEVEN

International Economics 803

Chapter 40
International Trade 804
Some Key Trade Facts 805
The Economic Basis for Trade 806

Comparative Advantage / Two Isolated 
Nations / Specializing Based on Comparative 



Contents xxxv

Advantage / Terms of Trade / Gains from Trade / Trade 
with Increasing Costs / The Case for Free Trade
Consider This: A CPA and a House Painter 807
Consider This: Misunderstanding the Gains from 
Trade 812

Supply and Demand Analysis of Exports  
and Imports 813

Supply and Demand in the United States / Supply  
and Demand in Canada / Equilibrium World Price,  
Exports, and Imports

Trade Barriers and Export Subsidies 817
Economic Impact of Tariffs / Economic Impact of 
Quotas / Net Costs of Tariffs and Quotas
Consider This: Buy American? 817

The Case for Protection: A Critical Review 819
Military Self-Sufficiency Argument / Diversification- 
for-Stability Argument / Infant Industry Argument /  
Protection-against-Dumping Argument / Increased 
Domestic Employment Argument / Cheap Foreign Labor 
Argument

Multilateral Trade Agreements and Free-Trade Zones 822
General Agreement on Tariffs and Trade / World Trade 
Organization / The European Union / North American 
Free Trade Agreement / Recognizing Those Hurt by Free 
Trade / Trade Adjustment Assistance / Offshoring of Jobs
Last Word: Petition of the Candlemakers, 1845 825

Chapter 41
The Balance of Payments, Exchange  
Rates, and Trade Deficits 830
International Financial Transactions 830
The Balance of Payments 831

Current Account / Capital and Financial  
Account / Why the Balance? 

Flexible Exchange Rates 834
Depreciation and Appreciation / Determinants of 
Exchange Rates / Disadvantages of Flexible Exchange 
Rates

Fixed Exchange Rates 839
Foreign Exchange Market / Official Reserves / The Sizes 
of Currency Purchases and Sales / Small and Alternating 
Changes in FX Reserves and the Domestic Money 
Supply / Large and Continuous Changes in FX Reserves 
and the Domestic Money Supply / Confusing Payments 
Terminology
Consider This: China’s Inflationary Peg 842

The Current Exchange Rate System: The Managed Float 844
Recent U.S. Trade Deficits 846

Causes of the Trade Deficits / Implications of U.S.  
Trade Deficits
Last Word: Are Common Currencies Common Sense? 848

Chapter 41 Appendix Previous International  
Exchange-Rate Systems 853

Chapter 42
The Economics of Developing Countries 857
The Rich and the Poor 857

Classifications / Comparisons / Growth, Decline, and 
Income Gaps / The Human Realities of Poverty

Obstacles to Economic Development 860
Natural Resources / Human Resources / Capital 
Accumulation / Technological Advance / Sociocultural 
and Institutional Factors

The Vicious Circle 866
The Role of Government 867

A Positive Role / Public-Sector Problems

The Role of Advanced Nations 869
Expanding Trade / Admitting Temporary 
Workers / Discouraging Arms Sales / Foreign Aid: Public 
Loans and Grants / Flows of Private Capital
Last Word: Microfinance and Cash Transfers 872

Tables 876
Glossary G-0
Index I-1





CHAPTER 1 Limits, Alternatives, and Choices

CHAPTER 2 The Market System and  
the Circular Flow

1Introduction to 
Economics and 
the Economy

Part ONE



2

C h a p t e r1

LO1.8 (Appendix) Understand graphs, curves, and 
slopes as they relate to economics.

(At the end of this chapter is an appendix is on under-
standing graphs. If you need a quick review of this 
mathematical tool, you might benefit by reading the ap-
pendix first.) People’s wants are numerous and varied. 
Biologically, people need only air, water, food, clothing, 
and shelter. But in modern societies people also desire 
goods and services that provide a more comfortable or 
affluent standard of living. We want bottled water, soft 
drinks, and fruit juices, not just water from the creek. We 
want salads, burgers, and pizzas, not just berries and 
nuts. We want jeans, suits, and coats, not just woven 
reeds. We want apartments, condominiums, or houses, 
not just mud huts. And, as the saying goes, “That is not 
the half of it.” We also want flat-panel TVs, Internet ser-
vice, education, national defense, cell phones, health 
care, and much more.
 Fortunately, society possesses productive resources, 
such as labor and managerial talent, tools and machinery, 
and land and mineral deposits. These resources, employed 
in the economic system (or simply the economy), help us 

Learning Objectives

LO1.1 Define economics and the features of the 
economic perspective.

LO1.2 Describe the role of economic theory in 
economics.

LO1.3 Distinguish microeconomics from 
macroeconomics and positive economics  
from normative economics.

LO1.4 Explain the individual’s economizing problem 
and how trade-offs, opportunity costs, and 
attainable combinations can be illustrated 
with budget lines.

LO1.5 List the categories of scarce resources and 
delineate the nature of society’s economizing 
problem.

LO1.6 Apply production possibilities analysis,  
increasing opportunity costs, and economic 
growth.

LO1.7 Explain how economic growth and 
international trade increase consumption 
possibilities.

Limits, Alternatives,  
and Choices
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produce goods and services that satisfy many of our 
 economic wants. But the blunt reality is that our economic 
wants far exceed the productive capacity of our scarce 
(limited) resources. We are forced to make choices. This 

unyielding truth underlies the definition of econom-
ics, which is the social science concerned with how indi-
viduals, institutions, and society make optimal (best) choices 
under conditions of scarcity.

The Economic Perspective
LO1.1 Define economics and the features of the economic 
perspective.
Economists view things from a unique perspective. This eco-
nomic perspective, or economic way of thinking, has several 
critical and closely interrelated features.

Scarcity and Choice
The economic resources needed to make goods and services 
are in limited supply. This scarcity restricts options and 
 demands choices. Because we “can’t have it all,” we must 
 decide what we will have and what we must forgo.

At the core of economics is the idea that “there is no free 
lunch.” You may be treated to lunch, making it “free” from 
your perspective, but someone bears a cost. Because all re-
sources are either privately or collectively owned by mem-
bers of society, ultimately society bears the cost. Scarce in-
puts of land, equipment, farm labor, the labor of cooks and 
waiters, and managerial talent are required. Because society 
could have used these resources to produce other things, it 
sacrifices those other goods and services in making the lunch 
available. Economists call such sacrifices opportunity costs: 
To obtain more of one thing, society forgoes the opportunity 
of getting the next best thing that could have been created 
with those resources. That sacrifice is the opportunity cost of 
the choice.

Purposeful Behavior
Economics assumes that human behavior reflects “rational self-
interest.” Individuals look for and pursue opportunities to in-
crease their utility—the pleasure, happiness, or satisfaction 
obtained from consuming a good or service. They allocate their 
time, energy, and money to maximize their satisfaction. Be-
cause they weigh costs and benefits, their economic decisions 
are “purposeful” or “rational,” not “random” or “chaotic.”

Consumers are purposeful in deciding what goods and 
services to buy. Business firms are purposeful in deciding 
what products to produce and how to produce them. Govern-
ment entities are purposeful in deciding what public services 
to provide and how to finance them.

“Purposeful behavior” does not assume that people and 
institutions are immune from faulty logic and therefore are 
perfect decision makers. They sometimes make mistakes. Nor 
does it mean that people’s decisions are unaffected by 
 emotion or the decisions of those around them. Indeed, 

 economists acknowledge that people are sometimes impul-
sive or emulative. “Purposeful behavior” simply means that 
people make decisions with some desired outcome in mind.

Rational self-interest is not the same as selfishness. In the 
economy, increasing one’s own wage, rent, interest, or profit 
normally requires identifying and satisfying somebody else’s 
wants! Also, people make personal sacrifices for others. They 
contribute time and money to charities because they derive 
pleasure from doing so. Parents help pay for their children’s 
education for the same reason. These self-interested, but un-
selfish, acts help maximize the givers’ satisfaction as much as 
any personal purchase of goods or services. Self-interested 
behavior is simply behavior designed to increase personal sat-
isfaction, however it may be derived.

CONSIDER THIS . . .

Free for All?
Free products are seem-
ingly everywhere. Sellers 
offer free apps, free cell 
phones, and free checking 
accounts. Dentists give out 
free toothbrushes. At state 
visitor centers, there are 
free brochures and maps.

Does the presence of 
so many free products 

contradict the economist’s assertion that “There is no free 
lunch”? No! Resources are used to produce each of these 
products, and because those resources have alternative 
uses, society gives up something else to get the “free” good. 
Because alternatives must be forsaken, there is no such 
thing as a free lunch.
 So why are these goods offered for free? In a word: mar-
keting! Firms sometimes offer free products to entice peo-
ple to try them, hoping they will then purchase those goods 
later. Getting to try out the free version of an app may even-
tually entice you to buy the pay version that has more fea-
tures. In other cases, a product is free only in conjunction 
with a larger purchase. To get the free bottle of soda, you 
must buy the large pizza. To get the free cell phone, you 
need to sign up for a year’s worth of cell phone service.
 But while “free” products may come at no cost to the in-
dividuals receiving them, they are never free to society be-
cause their manufacture requires the use of resources that 
could have been put to alternative uses.

Source: © Mar Photographics/Alamy 
Stock Photo
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Marginal Analysis: Comparing  
Benefits and Costs
The economic perspective focuses largely on marginal 
 analysis—comparisons of marginal benefits and marginal 
costs, usually for decision making. To economists,  “marginal” 

CONSIDER THIS . . .

Fast-Food Lines
The economic per-
spective is useful in 
analyzing all sorts of 
behaviors. Consider 
an everyday example: 
the behavior of fast-
food customers. When 
customers enter the 
restaurant, they go to 

the shortest line, believing that line will minimize their time 
cost of obtaining food. They are acting purposefully; time is 
limited, and people prefer using it in some way other than 
standing in line.
 If one fast-food line is temporarily shorter than other 
lines, some people will move to that line. These movers ap-
parently view the time saving from the shorter line (mar-
ginal benefit) as exceeding the cost of moving from their 
present line (marginal cost). The line switching tends to 
equalize line lengths. No further movement of customers 
between lines occurs once all lines are about equal.
 Fast-food customers face another cost-benefit decision 
when a clerk opens a new station at the counter. Should 
they move to the new station or stay put? Those who shift 
to the new line decide that the time saving from the move 
exceeds the extra cost of physically moving. In so deciding, 
customers must also consider just how quickly they can get 
to the new station compared with others who may be con-
templating the same move. (Those who hesitate are lost!)
 Customers at the fast-food establishment do not have 
perfect information when they select lines. Thus, not all de-
cisions turn out as expected. For example, you might enter 
a short line only to find that someone in front of you is or-
dering hamburgers and fries for 40 people in the Greyhound 
bus parked out back (and also that the guy taking orders in 
your new line is a trainee)! Nevertheless, at the time you 
made your decision, you thought it was optimal.
 Finally, customers must decide what food to order when 
they arrive at the counter. In making their choices, they 
again compare marginal costs and marginal benefits in at-
tempting to obtain the greatest personal satisfaction for 
their expenditure.
 Economists believe that what is true for the behavior of 
customers at fast-food restaurants is true for economic be-
havior in general. Faced with an array of choices, consum-
ers, workers, and businesses rationally compare marginal 
costs and marginal benefits when making decisions.

Source: © Syracuse Newspapers/The 
Image Works

means “extra,” “additional,” or “a change in.” Most choices 
or decisions involve changes in the status quo, meaning the 
existing state of affairs.

Should you attend school for another year? Should you 
study an extra hour for an exam? Should you supersize your 
fries? Similarly, should a business expand or reduce its out-
put? Should government increase or decrease its funding for a 
missile defense system?

Each option involves marginal benefits and, because of 
scarce resources, marginal costs. In making choices ratio-
nally, the decision maker must compare those two amounts. 
Example: You and your fiancée are shopping for an engage-
ment ring. Should you buy a 1

2-carat diamond, a 3
4-carat dia-

mond, a 1-carat diamond, or something even larger? The 
marginal cost of a larger-size diamond is the added expense 
beyond the cost of the smaller-size diamond. The marginal 
benefit is the perceived lifetime pleasure (utility) from the 
larger-size stone. If the marginal benefit of the larger dia-
mond exceeds its marginal cost (and you can afford it), buy 
the larger stone. But if the marginal cost is more than the 
marginal benefit, you should buy the smaller diamond in-
stead—even if you can afford the larger stone!

In a world of scarcity, the decision to obtain the marginal 
benefit associated with some specific option always includes 
the marginal cost of forgoing something else. The money 
spent on the larger-size diamond means forgoing some other 
product. An opportunity cost—the value of the next best 
thing forgone—is always present whenever a choice is made.

Theories, Principles, and Models
LO1.2 Describe the role of economic theory in economics.
Like the physical and life sciences, as well as other social sci-
ences, economics relies on the scientific method. That pro-
cedure consists of several elements:

 ∙ Observing real-world behavior and outcomes.
 ∙ Based on those observations, formulating a possible 

explanation of cause and effect (hypothesis).
 ∙ Testing this explanation by comparing the outcomes of 

specific events to the outcome predicted by the hypothesis.
 ∙ Accepting, rejecting, and modifying the hypothesis, 

based on these comparisons.
 ∙ Continuing to test the hypothesis against the facts. If 

favorable results accumulate, the hypothesis evolves into 
a theory. A very well-tested and widely accepted theory 
is referred to as an economic law or an economic 
principle—a statement about economic behavior or the 
economy that enables prediction of the probable effects 
of certain actions. Combinations of such laws or 
principles are incorporated into models, which are 
simplified representations of how something works, 
such as a market or segment of the economy.
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Economists develop theories of the behavior of indi-
viduals (consumers, workers) and institutions (businesses, 
governments) engaged in the production, exchange, and 
consumption of goods and services. Theories, principles, 
and models are “purposeful simplifications.” The full 
scope of economic reality itself is too complex and bewil-
dering to be understood as a whole. In developing theo-
ries, principles, and models economists remove the clutter 
and simplify.

Economic principles and models are highly useful in ana-
lyzing economic behavior and understanding how the econ-
omy operates. They are the tools for ascertaining cause and 
effect (or action and outcome) within the economic system. 
Good theories do a good job of explaining and predicting. 
They are supported by facts concerning how individuals and 
institutions actually behave in producing, exchanging, and 
consuming goods and services.

There are some other things you should know about eco-
nomic principles.

 ∙ Generalizations Economic principles are 
generalizations relating to economic behavior or to 
the economy itself. Economic principles are 
expressed as the tendencies of typical or average 
consumers, workers, or business firms. For example, 
economists say that consumers buy more of a 
particular product when its price falls. Economists 
recognize that some consumers may increase their 
purchases by a large amount, others by a small 
amount, and a few not at all. This “price-quantity” 
principle, however, holds for the typical consumer 
and for consumers as a group.

 ∙ Other-things-equal assumption In constructing  
their theories, economists use the ceteris paribus or 
other-things-equal assumption—the assumption 
that factors other than those being considered do not 
change. They assume that all variables except those 
under immediate consideration are held constant for a 
particular analysis. For example, consider the 
relationship between the price of Pepsi and the 
amount of Pepsi that is purchased. Assume that of all 
the factors that might influence the amount of Pepsi 
purchased (for example, the price of Pepsi, the price 
of Coca-Cola, and consumer incomes and 
preferences), only the price of Pepsi varies. This is 
helpful because the economist can then focus on the 
relationship between the price of Pepsi and purchases 
of Pepsi in isolation without being confused by 
changes in other variables.

 ∙ Graphical expression Many economic models are 
expressed graphically. Be sure to read the special 
appendix at the end of this chapter as a review of 
graphs.

Microeconomics and 
Macroeconomics
LO1.3 Distinguish microeconomics from macroeconomics and 
positive economics from normative economics.
Economists develop economic principles and models at two 
levels.

Microeconomics
Microeconomics is the part of economics concerned with 
decision making by individual customers, workers, house-
holds, and business firms. At this level of analysis, we ob-
serve the details of their behavior under a figurative 
microscope. We measure the price of a specific product, the 
number of workers employed by a single firm, the revenue 
or income of a particular firm or household, or the expendi-
tures of a specific firm, government entity, or family. In 
micro economics, we examine the sand, rocks, and shells, 
not the beach.

Macroeconomics
Macroeconomics examines the performance and behavior of 
the economy as a whole. It focuses its attention on economic 
growth, the business cycle, interest rates, inflation, and the 
behavior of major economic aggregates such as the govern-
ment, household, and business sectors. An aggregate is a col-
lection of specific economic units treated as if they were one 
unit. Therefore, we might lump together the millions of con-
sumers in the U.S. economy and treat them as if they were 
one huge unit called “consumers.”

In using aggregates, macroeconomics seeks to obtain an 
overview, or general outline, of the structure of the economy 
and the relationships of its major aggregates. Macroeconomics 
speaks of such economic measures as total output, total 
 employment, total income, aggregate expenditures, and the 
general level of prices in analyzing various economic 
 problems. Very little attention is given to the specific units 
 making up the various aggregates.

Figuratively, macroeconomics looks at the beach, not the 
pieces of sand, the rocks, and the shells.

The micro–macro distinction does not mean that eco-
nomics is so highly compartmentalized that every topic can 
be readily labeled as either micro or macro; many topics 
and subdivisions of economics are rooted in both. Exam-
ple: While the problem of unemployment is usually treated 
as a macroeconomic topic (because unemployment relates 
to aggregate production), economists recognize that the de-
cisions made by individual workers on how long to search 
for jobs and the way specific labor markets encourage or 
impede hiring are also critical in determining the unem-
ployment rate.



PART ONE Introduction to Economics and the Economy6

Positive and Normative Economics
Both microeconomics and macroeconomics contain elements 
of positive economics and normative economics. Positive 
economics focuses on facts and cause-and-effect relation-
ships. It includes description, theory development, and theory 
testing. Positive economics avoids value judgments. It tries to 
establish scientific statements about economic behavior and 
deals with what the economy is actually like. Such scientific-
based analysis is critical to good policy analysis.

Economic policy, on the other hand, involves normative 
economics, which incorporates value judgments about what 
the economy should be like or what particular policy actions 
should be recommended to achieve a desirable goal. Norma-
tive economics looks at the desirability of certain aspects of 
the economy. It underlies expressions of support for particu-
lar economic policies.

Positive economics concerns what is, whereas normative 
economics embodies subjective feelings about what ought to 
be. Examples: Positive statement: “The unemployment rate in 
France is higher than that in the United States.” Normative 
statement: “France ought to undertake policies to make its la-
bor market more flexible to reduce unemployment rates.” 
Whenever words such as “ought” or “should” appear in a sen-
tence, you are very likely encountering a normative statement.

Most of the disagreement among economists involves 
normative, value-based policy questions. Of course, econo-
mists sometime disagree about which theories or models best 
represent the economy and its parts, but they agree on a full 
range of economic principles. Most economic controversy 
thus reflects differing opinions or value judgments about 
what society should be like.

Individual’s Economizing Problem
LO1.4 Explain the individual’s economizing problem and how 
trade-offs, opportunity costs, and attainable combinations can 
be illustrated with budget lines.
A close examination of the economizing problem—the 
need to make choices because economic wants exceed 
economic means—will enhance your understanding of 
economic models and the difference between microeco-
nomic and macroeconomic analysis. Let’s first build a 
 microeconomic model of the economizing problem faced 
by an individual.

Limited Income
We all have a finite amount of income, even the wealthiest 
among us. Even Bill Gates must decide how to spend his 
money! And the majority of us have much more limited 
means. Our income comes to us in the form of wages, in-
terest, rent, and profit, although we may also receive 
money from government programs or family members. As 
Global Perspective 1.1 shows, the average income of 
Americans in 2014 was $55,200. In the poorest nations, it 
was less than $500.

✓ Economics examines how individuals, institutions, and 
society make choices under conditions of scarcity.

✓ The economic perspective stresses (a) resource scar-
city and the necessity of making choices, (b) the as-
sumption of purposeful (or rational) behavior, and (c) 
comparisons of marginal benefit and marginal cost.

✓ In choosing the best option, people incur an opportu-
nity cost—the value of the next-best option.

✓ Economists use the scientific method to establish 
economic theories—cause-effect generalizations 
about the economic behavior of individuals and 
 institutions.

✓ Microeconomics focuses on specific decision-making 
units within the economy. Macroeconomics examines 
the economy as a whole.

✓ Positive economics deals with factual statements 
(“what is”); normative economics involves value 
 judgments (“what ought to be”).

QUICK REVIEW 1.1

GLOBAL PERSPECTIVE 1.1

Average Income, Selected Nations
Average income (total income/population) and therefore typi-
cal individual budget constraints vary greatly among nations.

Country
Country Per Capita Income, 2014

(U.S. dollars, based on exchange rates)

Norway $103,630

Sweden

Singapore

United States

France

South Korea

Mexico

China

India

Iraq

Madagascar

Malawi

 6 1 ,61 0

55,150

55,200

42,960

27,090

9,870

7,400

1,570

6,500

440

250

Source: The World Bank, www.worldbank.org.
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Unlimited Wants
For better or worse, most people have virtually unlimited 
wants. We desire various goods and services that provide 
utility. Our wants extend over a wide range of products, 
from necessities (for example, food, shelter, and clothing) 
to luxuries (for example, perfumes, yachts, and sports cars). 
Some wants such as basic food, clothing, and shelter have 
biological roots. Other wants, for example, specific kinds 
of food, clothing, and shelter, arise from the conventions 
and customs of society.

Over time, as new and improved products are intro-
duced, economic wants tend to change and multiply. Only 
recently have people wanted wi-fi connections, tablet com-
puters, or flying drones because those products did not ex-
ist a few decades ago. Also, the satisfaction of certain 
wants may trigger others: the acquisition of a Ford Focus 
or a Honda Civic has been known to whet the appetite for 
a Lexus or a Mercedes.

Services, as well as goods, satisfy our wants. Car repair 
work, the removal of an inflamed appendix, legal and ac-
counting advice, and haircuts all satisfy human wants. Actu-
ally, we buy many goods, such as automobiles and washing 
machines, for the services they render. The differences be-
tween goods and services are often smaller than they appear 
to be.

For most people, the desires for goods and services can-
not be fully satisfied. Bill Gates may have all that he wants 
for himself, but his massive charitable giving suggests that he 
keenly wants better health care for the world’s poor. Our de-
sires for a particular good or service can be satisfied; over a 
short period of time we can surely get enough toothpaste or 
pasta. And one appendectomy is plenty. But our broader de-
sire for more goods and services and higher-quality goods 
and services seems to be another story.

Because we have only limited income (usually through 
our work) but seemingly insatiable wants, it is in our self- 
interest to economize: to pick and choose goods and ser-
vices that maximize our satisfaction given the limitations 
we face.

A Budget Line
We can clarify the economizing problem facing consumers 
by visualizing a budget line (or, more technically, a budget 
constraint). It is a schedule or curve that shows various com-
binations of two products a consumer can purchase with a 
specific money income. Although we assume two products, 
the analysis generalizes to the full range of products available 
to consumers.

To understand the idea of a budget line, suppose that you 
received an Amazon gift card as a birthday present. The $120 
card is soon to expire. You go online to Amazon.com and 
confine your purchase decisions to two alternatives: movies 
and paperback books. Movies are $20 each and paperback 
books are $10 each. Your purchase options are shown in the 
table in Figure 1.1.

At one extreme, you might spend all of your $120 “in-
come” on 6 movies at $20 each and have nothing left to spend 
on books. Or, by giving up 2 movies and thereby gaining $40, 
you can have 4 movies at $20 each and 4 books at $10 each. 
And so on to the other extreme, at which you could buy 
12 books at $10 each, spending your entire gift card on books 
with nothing left to spend on movies.

The graph in Figure 1.1 shows the budget line. Note that 
the graph is not restricted to whole units of movies and books 
as is the table. Every point on the graph represents a possible 
combination of movies and books, including fractional quan-
tities. The slope of the graphed budget line measures the ratio 
of the price of books (Pb) to the price of movies (Pm); more 

FIGURE 1.1 A consumer’s budget line. The budget line (or budget constraint) shows all the combinations of any two products that can be purchased, given 
the prices of the products and the consumer’s money income.

The Budget Line: Whole-Unit Combinations of Movies and 
Paperback Books Attainable with an Income of $120

 Units of Movies Units of Books 
 (Price = $20) (Price = $10)  Total Expenditure

 6  0 $120 (= $120 + $0)

 5  2 $120 (= $100 + $20)

 4  4 $120 (= $80 + $40)

 3  6 $120 (= $60 + $60)

 2  8 $120 (= $40 + $80)

 1 10 $120 (= $20 + $100)

 0 12 $120 (= $0 + $120)

Income = $120
Pm = $20

12

10

8

6

4

2

2 4 6 8 10 12 14

Quantity of paperback books

Q
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Unattainable

Attainable

Income = $120
Pb = $10

0

= 6

= 12
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precisely, the slope is Pb∕Pm = $−10∕$+20 = −1
2. So you 

must forgo 1 movie (measured on the vertical axis) to buy 
2 books (measured on the horizontal axis). This yields a slope 
of −1

2 or −.5.
The budget line illustrates several ideas.

Attainable and Unattainable Combinations All the 
combinations of movies and books on or inside the budget 
line are attainable from the $120 of money income. You can 
afford to buy, for example, 3 movies at $20 each and 6 books 
at $10 each. You also can obviously afford to buy 2 movies 
and 5 books, thereby using up only $90 of the $120 available 
on your gift card. But to achieve maximum utility you will 
want to spend the full $120. The budget line shows all combi-
nations that cost exactly the full $120.

In contrast, all combinations beyond the budget line are 
unattainable. The $120 limit simply does not allow you to 
purchase, for example, 5 movies at $20 each and 5 books at 
$10 each. That $150 expenditure would clearly exceed the 
$120 limit. In Figure 1.1 the attainable combinations are on 
and within the budget line; the unattainable combinations are 
beyond the budget line.

Trade-Offs and Opportunity Costs The budget line in 
Figure 1.1 illustrates the idea of trade-offs arising from lim-
ited income. To obtain more movies, you have to give up 
some books. For example, to obtain the first movie, you trade 
off 2 books. So the opportunity cost of the first movie is  
2 books. To obtain the second movie the opportunity cost is 
also 2 books. The straight-line budget constraint, with  
its constant slope, indicates constant opportunity cost. That 
is, the opportunity cost of 1 extra movie remains the same  
(= 2 books) as more movies are purchased. And, in reverse, the 
opportunity cost of 1 extra book does not change ( = 1

2 movie) 
as more books are bought.

Choice Limited income forces people to choose what to 
buy and what to forgo to fulfill wants. You will select the 
combination of movies and paperback books that you think 
is “best.” That is, you will evaluate your marginal benefits 
and marginal costs (here, product price) to make choices 
that maximize your satisfaction. Other people, with the 
same $120 gift card, would undoubtedly make different 
choices.

Income Changes The location of the budget line varies 
with money income. An increase in money income shifts the 
budget line to the right; a decrease in money income shifts it 
to the left. To verify this, recalculate the table in Figure 1.1, 
assuming the card value (income) is (a) $240 and (b) $60, and 
plot the new budget lines in the graph. No wonder people like 
to have more income: That shifts their budget lines outward 

CONSIDER THIS . . .

Did Zuckerberg, 
Seacrest, and Swift 
Make Bad Choices?
Opportunity costs come into 
play in decisions well beyond 
simple buying decisions. 
Consider the different 
choices people make with re-
spect to college. The average 
salaries earned by college 
graduates are nearly twice 
as high as those earned by 
persons with just high school 
diplomas. For most capable 
students, “Go to college, stay 
in college, and earn a de-
gree” is very sound advice.

 Yet Facebook founder Mark Zuckerberg and media per-
sonality Ryan Seacrest both dropped out of college, while 
pop singer Taylor Swift never even bothered to start 
classes. What were they thinking? Unlike most students, 
Zuckerberg faced enormous opportunity costs for staying 
in college. He had a vision for his company, and dropping 
out helped to ensure Facebook’s success. Similarly, 
Seacrest landed a professional DJ job at his local radio sta-
tion when he was in high school before moving to Hollywood 
and eventually becoming America’s top radio and TV per-
sonality. Finishing his college degree might have interrupted 
the string of successes that made his career possible. And 
Swift knew that staying on top in the world of pop takes 
unceasing work. So after her first album became a massive 
hit for her at age 16, it made sense for her to skip college in 
order to relentlessly pursue continuing success.
 So Zuckerberg, Seacrest, and Swift understood oppor-
tunity costs and made their choices accordingly. The size 
of opportunity costs matters greatly in making individual 
decisions.

Source: © Helga Esteb/Shutter-
stock.com

✓ Because wants exceed incomes, individuals face an 
economizing problem; they must decide what to buy 
and what to forgo.

✓ A budget line (budget constraint) shows the various 
combinations of two goods that a consumer can  
purchase with a specific money income.

✓ Straight-line budget constraints imply constant  
opportunity costs for both goods.

QUICK REVIEW 1.2

and enables them to buy more goods and services. But even 
with more income, people will still face spending trade-offs, 
choices, and opportunity costs.
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Society’s Economizing Problem
LO1.5 List the categories of scarce resources and delineate 
the nature of society’s economizing problem.
Society must also make choices under conditions of scarcity. It, 
too, faces an economizing problem. Should it devote more of its 
limited resources to the criminal justice system (police, courts, 
and prisons) or to education (teachers, books, and schools)? If it 
decides to devote more resources to both, what other goods and 
services does it forgo? Health care? Energy development?

Scarce Resources
Society has limited or scarce economic resources, meaning 
all natural, human, and manufactured resources that go into 
the production of goods and services. This includes the entire 
set of factory and farm buildings and all the equipment, tools, 
and machinery used to produce manufactured goods and agri-
cultural products; all transportation and communication fa-
cilities; all types of labor; and land and mineral resources.

Resource Categories
Economists classify economic resources into four general 
categories.

Land Land means much more to the economist than it does 
to most people. To the economist land includes all natural 
resources (“gifts of nature”) used in the production process. 
These include forests, mineral and oil deposits, water re-
sources, wind power, sunlight, and arable land.

Labor The resource labor consists of the physical actions 
and mental activities that people contribute to the production 
of goods and services. The work-related activities of a logger, 
retail clerk, machinist, teacher, professional football player, and 
nuclear physicist all fall under the general heading “labor.”

Capital For economists, capital (or capital goods) includes 
all manufactured aids used in producing consumer goods and 
services. Included are all factory, storage, transportation, and 
distribution facilities, as well as tools and machinery. 
Economists use the term investment to describe spending that 
pays for the production and accumulation of capital goods.

Capital goods differ from consumer goods because con-
sumer goods satisfy wants directly, whereas capital goods do 
so indirectly by aiding the production of consumer goods. For 
example, large commercial baking ovens (capital goods) help 
make loaves of bread (consumer goods). Note that the term 
“capital” as used by economists refers not to money but to 
tools, machinery, and other productive equipment. Because 
money produces nothing, economists do not include it as an 
economic resource. Money (or money capital or financial 
capital) is simply a means for purchasing goods and services, 
including capital goods.

Entrepreneurial Ability Finally, there is the special hu-
man resource, distinct from labor, called entrepreneurial 
ability. It is supplied by entrepreneurs, who perform several 
critically important economic functions:

 ∙ The entrepreneur takes the initiative in combining the 
resources of land, labor, and capital to produce a good 
or a service. Both a sparkplug and a catalyst, the 
entrepreneur is the driving force behind production and 
the agent who combines the other resources in what is 
hoped will be a successful business venture.

 ∙ The entrepreneur makes the strategic business decisions 
that set the course of an enterprise.

 ∙ The entrepreneur innovates. He or she commercializes 
new products, new production techniques, or even new 
forms of business organization.

 ∙ The entrepreneur bears risk. Innovation is risky, as 
nearly all new products and ideas are subject to the 
possibility of failure as well as success. Progress would 
cease without entrepreneurs who are willing to take on 
risk by devoting their time, effort, and ability—as well 
as their own money and the money of others—to 
commercializing new products and ideas that may 
enhance society’s standard of living.

Because land, labor, capital, and entrepreneurial ability 
are combined to produce goods and services, they are called 
the factors of production, or simply “inputs.”

Production Possibilities Model
LO1.6 Apply production possibilities analysis, increasing 
opportunity costs, and economic growth.
Society uses its scarce resources to produce goods and ser-
vices. The alternatives and choices it faces can best be under-
stood through a macroeconomic model of production 
possibilities. To keep things simple, let’s initially assume:

 ∙ Full employment The economy is employing all of its 
available resources.

 ∙ Fixed resources The quantity and quality of the factors 
of production are fixed.

 ∙ Fixed technology The state of technology (the methods 
used to produce output) is constant.

 ∙ Two goods The economy is producing only two 
goods: pizzas and industrial robots. Pizzas symbolize 
consumer goods, products that satisfy our wants 
directly; industrial robots (for example, the kind  
used to weld automobile frames) symbolize capital 
goods, products that satisfy our wants indirectly by 
making possible more efficient production of 
consumer goods.




