—
e
-
[ Y
-

principles of

economics

Asarta | Butters




Asarta / Butters

Principles of Economics

Print Companion to Accompany
Connect Master: Economics



The McGraw-Hill Series Economics

ESSENTIALS OF ECONOMICS

Brue, McConnell, and Flynn
Essentials of Economics
Third Edition

Mandel
Economics: The Basics

Second Edition

Schiller
Essentials of Economics
Ninth Edition

PRINCIPLES OF ECONOMICS

Asarta and Butters
Connect Master: Economics
First Edition

Colander

Economics, Microeconomics, and
Macroeconomics

Ninth Edition

Frank, Bernanke, Antonovics, and
Heffetz

Principles of Economics, Principles of
Microeconomics, Principles of

Macroeconomics
Sixth Edition

Frank and Bernanke

Brief Editions: Principles of Economics,
Principles of Microeconomics, Principles of
Macroeconomics

Second Edition

Karlan and Morduch
Economics, Microeconomics, and
Macroeconomics

First Edition

McConnell, Brue, and Flynn
Economics, Microeconomics, and
Macroeconomics

Twentieth Edition

McConnell, Brue, and Flynn
Brief Editions: Microeconomics and
Macroeconomics

Second Edition

Samuelson and Nordhaus
Economics, Microeconomics, and
Macroeconomics

Nineteenth Edition

Schiller

The Economy Today, The Micro Economy
Today, and The Macro Economy Today
Fourteenth Edition

Slavin

Economics, Microeconomics, and
Macroeconomics

Eleventh Edition

ECONOMICS OF SOCIAL ISSUES

Guell

Issues in Economics Today
Seventh Edition

Sharp, Register, and Grimes
Economics of Social Issues
Twenty-First Edition

Econometrics

Gujarati and Porter

Basic Econometrics
Fifth Edition

Gujarati and Porter
Essentials of Econometrics
Fourth Edition

Hilmer and Hilmer
Practical Econometrics
First Edition

MANAGERIAL ECONOMICS

Baye and Prince
Managerial Economics and Business Strategy
Eighth Edition

Brickley, Smith, and Zimmerman
Managerial Economics and Organizational

Architecture
Sixth Edition

Thomas and Maurice

Managerial Economics
Twelfth Edition

INTERMEDIATE ECONOMICS

Bernheim and Whinston
Microeconomics
Second Edition

Dornbusch, Fischer, and Startz
Macroeconomics
Twelfth Edition

Frank

Microeconomics and Behavior
Ninth Edition

ADVANCED ECONOMICS

Romer
Advanced Macroeconomics
Fourth Edition

MONEY AND BANKING

Cecchetti and Schoenholtz
Money, Banking, and Financial Markets
Fourth Edition

URBAN ECONOMICS

O’Sullivan
Urban Economics
Eighth Edition

LABOR ECONOMICS

Borjas
Labor Economics
Seventh Edition

McConnell, Brue, and Macpherson
Contemporary Labor Economics
Tenth Edition

PUBLIC FINANCE

Rosen and Gayer

Public Finance
Tenth Edition

Seidman
Public Finance
First Edition

ENVIRONMENTAL ECONOMICS

Field and Field
Environmental Economics: An Introduction
Sixth Edition

INTERNATIONAL ECONOMICS

Appleyard and Field
International Economics
Eighth Edition

King and King

International Economics, Globalization, and
Policy: A Reader

Fifth Edition

Pugel
International Economics
Sixteenth Edition




Asarta / Butters

Principles of Economics

Print Companion to Accompany
Connect Master: Economics

Carlos J. Asarta Roger B. Butters
University of Delaware Hillsdale College

With special contribution by
David M. Switzer

St. Cloud State University

Mc
Graw

Hill

Education




Mc
Graw

Education

PRINCIPLES OF ECONOMICS

Published by McGraw-Hill Education, 2 Penn Plaza, New York, NY 10121. Copyright © 2016 by
McGraw-Hill Education. All rights reserved. Printed in the United States of America. No part of this
publication may be reproduced or distributed in any form or by any means, or stored in a database or
retrieval system, without the prior written consent of McGraw-Hill Education, including, but not limited
to, in any network or other electronic storage or transmission, or broadcast for distance learning.

Some ancillaries, including electronic and print components, may not be available to customers outside
the United States.

This book is printed on acid-free paper.
1234567890QVS/QVS10987635

ISBN 978-0-07-802184-8
MHID 0-07-802184-7

Senior Vice President, Products & Markets: Kurt L. Strand

Vice President, General Manager, Products & Markets: Marty Lange
Vice President, Content Design & Delivery: Kimberly Meriwether David
Managing Director: James Heine

Brand Manager: Katie Hoenicke

Director, Product Development: Rose Koos

Lead Product Developer: Ann Torbert

Product Developer: Alyssa Lincoln

Market Development Manager: Trina Maurer

Marketing Manager: Virgil Lloyd

Marketing Specialist: Dave O’Donnell

Director of Digital Content Development: Douglas Ruby

Digital Product Analyst: Kevin Shanahan

Director, Content Design & Delivery: Linda Avenarius

Program Manager: Mark Christianson

Content Project Managers: Kathryn D. Wright, Bruce Gin, and Karen Jozefowicz
Buyer: Jennifer Pickel

Design: Matt Diamond

Content Licensing Specialists: Beth Thole and Ann Marie Jannette
Cover Image: Itlada/Shutterstock

Compositor: Aptara®, Inc.

Printer: Quad/Graphics

All credits appearing on page or at the end of the book are considered to be an extension of the copyright
page.

Library of Congress Cataloging-in-Publication Data

Butters, Roger B.

Principles of economics : print companion to accompany connect master : economics / Roger Butters,
Hillsdale College, Carlos Asarta, University of Delaware; with special contribution by David Switzer,
St. Cloud State Umiversity.—1 Edition.

pages cm.—(Essentials of economics)
ISBN 978-0-07-802184-8 (alk. paper)—ISBN 0-07-802184-7 (alk. paper)
1. Economics. I. Asarta, Carlos (Carlos Jose) II. Title.
HB171.5.B9768 2016
330—dc23
2015029083

The Internet addresses listed in the text were accurate at the time of publication. The inclusion of a
website does not indicate an endorsement by the authors or McGraw-Hill Education, and McGraw-Hill
Education does not guarantee the accuracy of the information presented at these sites.

www.mhhe.com



=, " .L_-":..-.

/ Dedications

To my wife Kim, our children
Cristian, Kenedi, and Cloe,

and my parents Alberto and Clara.
—Carlos J. Asarta

To my wife, my children, my parents,
and my friends; because | knew you,
| have been changed for good.

—Roger Butters

To my wife, Sam, for having
more faith in me than | have in myself.

And to Carlos, Roger, and the amazing
team at McGraw-Hill, for allowing me

to be part of this incredible project.

—Dave Switzer



Brief Contents

' About the Authors

Carlos J. Asarta

Carlos J. Asarta, Ph.D., is
the director of the Center
for Economic Education
and Entrepreneurship
(CEEE) and associate
professor in the Depart-
ment of Economics at the
University of Delaware.
He holds master’'s and
doctorate degrees in
economics from the
University of Nebraska—Lincoln. His scholarly work
focuses on the areas of economic education, assess-
ment, and economic and financial literacy.

Carlos is the recipient of several teaching, service,
and research awards, including the University of Dela-
ware Alfred Lerner College of Business and Econom-
ics Outstanding Teacher Award, the Association of
Students of the University of Nebraska Outstanding
Educator of the Year Award, the Rising Star Award
from the Council for Economic Education, and the
Phillip Saunders Best Research Paper Award from the
National Association of Economic Educators. He is a
dynamic and engaging presenter and is proficient in
both English and Spanish.

As CEEE director, Carlos oversees the annual pro-
duction of more than 100 in-service and pre-service
teacher training programs, graduate courses, and stu-
dent programs. He leads the unique Master of Arts in
Economics and Entrepreneurship for Educators degree,
exponentially broadening the center’s global impact,
and serves as a dissertation adviser in the Ph.D. pro-
gram in economic education. Carlos previously served
as chair of the University of Nebraska—Lincoln Teaching
Council and is currently a member of the Coordinating
Committee on Education at the University of Delaware.

David Switzer

Vi

Roger Butters

Roger Butters is an interna-
tionally known educational
visionary, technological in-
novator, and agent of
change. He is at the fore-
front of online education
with almost two decades of
experience developing and
using dynamic educational
materials in the digital class-
room. A pioneer in leverag-
ing the Internet to assess student knowledge, Roger is
the creator of online academic competitions used by
thousands of students and educators each year. He also
builds and manages the digital tools used to revise and
validate nationally normed tests such as the Test of Eco-
nomic Literacy and the Test of Economic Knowledge.

Roger’s primary research interests are in the fields of
economic education and regional economics. His major
contributions to the field include demonstrating the
equivalence of online and traditional, paper-and-pencil
testing formats. Roger is a recipient of the Phillip Saunders
Best Research Paper Award from the National Asso-
ciation of Economic Educators and is the inaugural
recipient of the Council for Economic Education’s “Rising
Star Award.” He feels especially honored to have been
awarded the rank of Admiral in the Navy of the State of
Nebraska for his work promoting economic literacy.

Roger is a frequent keynote speaker at confer-
ences, seminars, civic forums, and public events. He
has lectured on issues of economic education and in-
ternational finance at universities in North and South
America, Asia, and Europe.

Roger holds a master’s degree in managerial eco-
nomics from the Marriott School of Management and a
master’s and doctorate in economics from the University
of California—Davis. A professor with the Foundation for
Teaching Economics and past president of the Nebraska
Council on Economic Education, Roger is currently an
associate professor of economics at Hillsdale College.

David Switzer is an associate professor in the Economics Department at St. Cloud State
University, Faculty Director of University Assessment for SCSU, and Assessment Coordina-
tor for SCSU’s School of Public Affairs. He holds master’s and doctorate degrees in eco-
nomics from Washington University in St. Louis. His scholarly work focuses on the
economics of the motion picture industry, as well as economic education.



e - -
i A

>

Brief Contents

m Fundamentals 1

B Demand 47
Supply 71

Market Equilibrium
and Policy 93

Market Efficiency 127
¥Z3 Elasticity 175

kx| Market Failures 231
Consumer Choice 243
By Production 257

' Perfect Competition 289
h Pure Monopoly 325

ﬁl Monopolistic Competition
and Oligopoly 351

(M Resources 381

.41 Resource Prices and
Utilization 397

Public Finance

Measuring Output

and Income 431

415

469

Economic Growth
Business Cycles,

Unemployment, and
Inflation 485

3 A ggregate Expenditures

Model 521

LUty Aggregate Demand and
Aggregate Supply 569

.. Fiscal Policy 619
Money 643

Monetary Policy ~ 687

Competing Views in

Macroeconomic Theory 725
=e=d International Trade 729
International Finance 783

a Helpful Hints

801
o Math Coach 867
Key Formulas 873
Glossary 885
Index 897

Vil



Contents

Fundamentals 1
Introduction to Microeconomics and Macroeconomics 2

Resources 4

Scarcity 6

Opportunity Cost 7

Rational Decision Making 9

Marginal Benefits and Marginal Costs 13
Marginal Benefits and Costs in Equilibrium 17
A Simple Model of Production 19
Production Possibilities Frontier 22
Opportunity Cost—Production 26
Comparative Advantage 29
Specialization 32

Terms of Trade 35

Gains from Trade 37

Increasing Opportunity Costs 40
Circular Flow Model 44

Demand 47
Introduction to Markets and Prices 48
The Demand Curve 49

The Law of Demand —Marginal Benefit, Purchasing Power, and
Substitutes 52

Market Demand 54
Change in Demand 57

Determinants of Demand—Income 60

Determinants of Demand—Tastes and Preferences, Number of
Buyers, and Expectations 63

Determinants of Demand—Substitutes and Complements 66

Supply 71
The Supply Curve 72
Market Supply 75

Vil



Change in Supply 78
Determinants of Supply— Taxes and Subsidies 81
Determinants of Supply—Resources and Technology 86

Determinants of Supply—Price Expectations and Number
of Sellers 89

Market Equilibrium and Policy 93
Demand, Supply, and Equilibrium 94
Disequilibriums —Surpluses and Shortages 97
Change in Equilibrium—Change in Demand 101
Change in Equilibrium—Change in Supply 107
Change in Equilibrium—Complex Changes 111
Price Ceilings 114

Price Floors 117

A Tax on Suppliers 119

A Tax on Demanders 122

Market Efficiency 127

Consumer Surplus 128

Producer Surplus 137

Economic Surplus and Maximizing the Gains from Trade 141
Deadweight Loss 146

Productive and Allocative Efficiency 151

Price Ceilings— An Efficiency Analysis 154

Price Floors—An Efficiency Analysis 158

Taxes—An Efficiency Analysis 162

The Math behind Efficiency Analysis 166

Elasticity 175

Elasticity 176

Price Elasticity of Demand 177

Price Elasticity of Demand (Midpoint Formula) 180

The Midpoint Formula—Percentage Changes 182

Elastic, Inelastic, and Unit-Elastic Demand 185

Linear Demand and Price Elasticity 189

Linear Demand and Price Elasticity (Midpoint Formula) 193
Elasticity of Demand and Total Revenue 197

Determinants of Elasticity —Demand: Substitutes and Income 200

Determinants of Elasticity —Demand: Necessities,
Luxuries, and Time 203

IX



Cross-Price Elasticity of Demand for Substitutes 207
Cross-Price Elasticity of Demand for Complements 210
Income Elasticity of Demand 213

Price Elasticity of Supply 215

Price Elasticity of Supply (Midpoint Formula) 219
Elastic, Inelastic and Unit-Elastic Supply 223

Elasticity of Supply —Immediate Period, Short Run,
and Long Run 227

Market Faillures 231

Marginal Benefits and Costs —Private and Social 232
Positive Externalities 234

Negative Externalities 236

Public Goods 239

Consumer Choice 243

Utility and Marginal Utility 244

The Law of Diminishing Marginal Utility 246
Utility Maximization 250

Equal Marginal Principle 251

Production 257
Explicit and Implicit Costs 258

Economic and Accounting Profits 260

Short-Run Relationships—Total, Marginal, and Average Product 263
Short-Run Relationships —Fixed, Variable, and Total Costs 267
Short-Run Relationships —Average Costs 270

Short-Run Relationships —Marginal Costs 273

Marginal, Average Total, and Average Variable Cost 276

Long-Run Relationships—Long-Run Cost Curve 280

Long-Run Relationships—Economies of Scale, Constant Returns to
Scale, and Diseconomies of Scale 284

Perfect Competition 289
Characteristics of Perfect Competition 290
Firm Demand and Market Equilibrium 292
Operations in the Short Run 296

Short-Run Economic and Normal Profits 299

Short-Run Economic Losses and Shutting Down 304
Short-Run Supply 310



Equilibrium, Efficiency, and Market Dynamics in the Long Run 316
Market Dynamics and Changing Costs 321

Pure Monopoly 325

Characteristics of a Pure Monopoly 326

Marginal Revenue 327

Profit Maximization 332

Economic Efficiency 338

Price Discrimination—Third Degree 341
Regulation 345

Monopolistic Competition and Oligopoly 351
Characteristics of Monopolistic Competition 352

Firm Demand 354

Short-Run Equilibrium 358

Economic Efficiency 366

Characteristics of Oligopoly 372
Game Theory 374

Resources 381

Marginal Revenue Product 382
Marginal Resource Cost 385
The Demand for Resources 388
Optimal Resource Utilization 390
Determinants of Demand 393

Resource Prices and Utilization 397
Wage Determination—Productivity and Prices 398

Nominal versus Real Wages 401
Competitive Labor Markets and Wages 404
Inclusive Unions and Wages 409

Public Finance 415

Circular Flow Model—Government 416

Federal, State, and Local Revenues and Expenditures 419
Progressive, Proportional, and Regressive Taxes 421
Budget Deficits and Surpluses 424

National Public Debt 427



Measuring Output and Income 431
Gross Domestic Product 432

The Expenditures Approach—Personal Consumption and
Government Expenditures 435

The Expenditures Approach—Gross Investment 438

The Expenditures Approach— Gross versus Net Investment 441
The Expenditures Approach—Net Exports 444

The Expenditures Approach 447

The Income Approach 451

Real GDP 454

Real GDP per Capita 458

GDP Price Index 463

GDP—An Imperfect Measure 466

Economic Growth 469
A Historical View of Economic Growth 470
Economic Growth and the Production Possibilities Frontier 472

Measuring Economic Growth Using Real GDP 478
Rule of 72 481

Business Cycles, Unemployment, and Inflation 485
The Business Cycle 486

The Labor Force 489

Cyclical, Frictional, and Structural Unemployment 492

The Unemployment Rate 495

The Natural Rate of Unemployment 497

Inflation 501

The Consumer Price Index 503

Calculating the Consumer Price Index 505

Measuring Inflation with the Consumer Price Index 510
Nominal and Real Income 513

Aggregate Expenditures Model 521

Introduction to Aggregate Expenditures 522

The Marginal Propensities to Consume and Save 524
Consumption and Income 529

Savings and Income 533

The Investment Demand Curve 537

The Investment, Government Purchases, and
Net Exports Schedules 541

Xl



The Aggregate Expenditures Model Equilibriums 545
The Expenditures Multiplier 549

The Tax Multiplier 553

The Math behind the Aggregate Expenditures Model 556
Equilibrium Dynamics 561

ldentifying Inflationary and Recessionary Gaps 564

Aggregate Demand and Aggregate Supply 569
Aggregate Demand 570

Aggregate Expenditures and Aggregate Demand 573
Real Balances, Interest Rates, and Foreign Purchases 577

Determinants of Aggregate Demand —Taxes and Consumer and
Investment Spending 579

Determinants of Aggregate Demand —Government and Net Exports
Spending 585

Aggregate Supply in the Short Run 590

Determinants of Aggregate Supply— Resource Prices and
Productivity 592

Aggregate Supply in the Long Run 595

Aggregate Demand and Aggregate Supply in Equilibrium 600
Equilibrium Dynamics 604

Equilibrium—Recessions and Expansions 609

Cost-Push and Demand-Pull Inflation 613

Stagflation 615

. Fiscal Policy 619

Expansionary and Contractionary Fiscal Policy 620

| A |,

y Problem Solving—Government Purchases 623

Problem Solving—Taxes 629
Automatic Stabilizers 635
Limitations of Fiscal Policy 640

Money 643

Money 644
The Money Supply 647
The Federal Reserve—Structure 650

The Federal Reserve—Functions 653

Banking 655

Fractional Reserve Banking—Reserve Requirements 659
The Money Multiplier 661

Money Demand 665

Xl



The Money Supply Curve 669
Interest—The Money Market 672
Interest —Market Dynamics 675
Interest Rates and Asset Demand 680
The Fisher Equation 683

Monetary Policy 687

Interest Rates and Investment 688

Interest Rates and Aggregate Demand 691

Open Market Operations 697

Reserve Ratio 699

Discount Rate 703

Federal Funds Rate 706

Targeting the Federal Funds Rate 708

Changing the Federal Funds Rate 710

Expansionary and Contractionary Monetary Policy 715
The Math behind Monetary Policy 719

Competing Views in Macroeconomic Theory 725
Competing Views in Macroeconomics 726

International Trade 729
International Trade 730

Comparative Advantage 732

Specialization 735

Terms of Trade 739

Gains from Specialization and Trade 741

The Small-Country Model—World Price 746
Welfare Effects of International Trade—Exports 750
Welfare Effects of International Trade—Imports 754
Introduction to Barriers to Trade 758

Tariffs 763

Tariffs —Welfare Analysis 767

Quotas 772

Quotas—Welfare Analysis 775

International Finance 783

Exchange Rates 784

Exchange Rate Markets 785

Flexible Exchange Rates—Single Shifts 789
Flexible Exchange Rates—Complex Shifts 792
Fixed Exchange Rates 796

Xiv



s A Note to Students

This text 1s an accompaniment to the digital product that your instructor has chosen to use
in your course. It 1s a print output of the various learning resources you will see in the
digital platform and 1s intended to be used only as a supplement to the digital product. The
videos live exclusively 1n a digital format.

What Is Economics? Why Study It?

What 1s economics? That’s a great question, but not one with a simple answer.

A dictionary will say something like this: “Economics 1s the study of the production,
distribution, and consumption of goods and services.” A traditional textbook might define
it like this: “Economics is a social science that studies people and the choices they make in
the tface of scarce resources.” Our product 1s no dictionary, and it’s definitely not a tradi-
tional textbook, so our definition differs a bit too.

Have you ever been 1n a dark room trying to find your way tfrom one side to the other?
We all have, and along the way we’ve stubbed toes, banged shins, and stumbled. That’s a
problem, and the way to solve 1t 1s to turn on a light so you can see the path to take, under-
stand the obstacles, and make better choices. When you turn on a light, the world around
you 1s 1lluminated, so instead of stumbling from one place to another, you can move with
confidence to your final destination.

Economics, then, really is about people and the choices they make 1in a world of scarce
resources. But 1t’s also more: It’s a way of thinking and of viewing the world that turns on
the lights. Economics 1lluminates your world because 1t shows you how decisions are con-
nected to outcomes. It connects you to the world by giving you the tools to understand the
choices you and those around you make.

When you understand how and why choices are made, you can extend that knowledge
to understand the economic phenomena around you—what determines the price of a good
or service, how a tax might attect the price and the quantity available of a good, or why
some businesses charge different prices to different customers for the same products. Eco-
nomics gives you insight into issues like pollution, taxation, government purchases, incen-
tives, international trade, the job market, and economic growth.

As economist John Maynard Keynes said, economics 1s ““a method rather than a doctrine,
an apparatus of the mind, a technique of thinking which helps its possessor to draw correct
conclusions.” In short, economics gives you the ability to observe the world around you,
providing the tools you need to think through difficult i1ssues and draw your own conclusions.

As you use economics to observe the world around you, that world becomes less contusing
and much more interesting. Economics empowers you to proactively shape your own world
instead of reactively responding to it. The economic way of thinking allows you to think two
moves ahead—to anticipate the intended and unintended consequences of an action.

We can guarantee you that as you study, learn, and master the economic content in this
class, you will develop an economic way of thinking. That new way of thinking will turn
on the light. That light 1s powerful: It will change how you see the world and will empower
you to succeed 1n it. It will help you choose the path that goes where your talents and re-
sources can take you.

Why Is This Product Unlike My Other Textbooks?

We’'ve been teaching economics for years, and much has changed. Most classrooms now
come with wireless Internet, and students use smartphones, laptops, and tablets for learn-
ing and completing their coursework. For quick access to information, you probably turn

XV



to Google, YouTube, and other online resources as much as your textbooks, if not more.
You and your classmates are the most digitally oriented learners we’ve ever seen!

What we’ve done with our materials is that instead of sending you through page after
page of text, we’ve broken down each economic principle into small, manageable portions
and delivered them through a digital platform. We know you want to learn any time or any
place, so that’s why our materials were created for the digital environments you use most.

Students in focus groups told us that they search YouTube whenever they need help
understanding something. And they prefer short videos focusing on one concept at a time.
Their feedback matches our vision. Here you’ll find many short videos covering the con-
cepts 1n microeconomics or macroeconomics that your instructor wants you to master. Play
and replay each video at the pace that works best for you.

We’ve also created step-by-step examples to show you how to work through economic
problems; helpful hints to help you steer clear of common mistakes; real-world applica-
tions that tie economic principles back to your life; and questions that measure your under-
standing of each concept and help you prepare for exams.

All of this 1s powered by Connect Master, a revolutionary, adaptive learning product
that identifies the exact areas where you are struggling and provides precisely the learning
resources that offer you the greatest result. This personalized, focused experience 1dentifies
your unique path so you can progress through the course more efficiently, productively,
and confidently. All of this and more can be found within your Connect Master: Econom-
iCcs COurse.

So this isn’t just a textbook forced into an ebook format. This is a learning application
built for how you actually live and learn. Our goal is to provide you with a highly reward-
ing educational experience, probably unlike any you’ve ever encountered. Around the
country (and, in fact, the world), students like you have been testing and using our learning
resources in this new application and have responded with enthusiasm to the innovative
approach. We trust you will too!

Enjoy this class. For us, economics is more than just a college credit or a grade. It’s a
way of life that rewards and satisfies. It’s a way of seeing the world. We hope that what
we’ve created will leave you feeling the same.

Carlos J. Asarta Roger Butters
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P eatures

This product contains a feature set specifically tailored to its concept-based approach. Each
concept contains a set of features that relate solely to that specitic concept, so you can learn
economics 1n manageable pieces. The various features that are included in this product are
detailed below.

Videos

Each concept 1n this product focuses on a very specific learning objective, and each con-
cept 1s anchored by a 2- to 4-minute video. These videos are written by and star the au-
thors, Carlos Asarta and Roger Butters, who walk you through the concepts using graphs,
tables, animation, and thorough but simple explanations.

Key Terms & Formulas
Key terms and/or formulas are presented wherever they are relevant to a concept. Key terms

are defined, and sometimes they are used 1n context in a paragraph. Key formulas you’ll need
to know for any math related to the concept are conveniently located in one place.

Helpful Hints

These may be an explanation of a concept that 1s known to be particularly troublesome to
students or a tip for remembering certain economic terminology. This feature 1s meant to
help you understand even the trickiest parts of economics. It’s important to know that the
Helptul Hints are located at the back of the text, arranged by topic and alphabetically
within each topic. Concepts will call out Helptul Hints by name for easy reference.

Math Coach

This feature 1s intended to help you refresh the basic math skills you’ll need for this course,
whether it’s calculating the area of a triangle, solving for variables, or doing other calcula-
tions. All Math Coach items are located at the back of the text. Concepts will call out math
coaches by name for easy reference.

Worked Examples

These examples walk you through an application of the concept, step-by-step. The worked
examples take the conceptual 1deas and put them into practice. They typically mirror the
types of questions you'll be asked 1in quizzes or on homework. This teature 1s intended to
help guide you through a problem before you are assessed on it.

Why This Matters

This feature links economics to your life by providing real-world examples of the eco-
nomic concepts you're studying. This type of application will help you go beyond a base-
line understanding of the concept, into understanding why the concept 1s important.

Making Connections

Although this product presents economic concepts 1n small, granular pieces, some con-
cepts 1n economics naturally relate to each other. The Making Connections feature dis-
cusses the connection between two or more concepts in economics—whether they’re in the
same or different topics—so you can understand the bigger picture.

XVil



XVili

T
=

I Acknowledgments Walkthrough

When we first imagined building a product like this, we knew 1t would be a lot of work, but
we had no 1dea what was 1n store for us. It’s been a long road, one we are extremely thank-
tul for having the opportunity to travel, and we couldn’t have done 1t without the support of
many talented individuals.

Special thanks go to Jeff Sarbaum and David Switzer, for their critical role and keen
insight 1n reviewing our video scripts for clarity and accuracy. We also thank Bill
Teague for his tireless efforts crafting the script language to be succinct and yet still
approachable. We also owe David Switzer an inordinate amount of appreciation for his
support 1n writing the different features you’ll see 1n this print companion and online.
Thanks also go to Kevin Sylwester for helping write a number of features for the macro
chapters.

Thanks are also due to Oscar Huapaya, Max Nagiel, Enrique Cano, and Alejandra
Siroka for helping us translate the English scripts into Spanish.

We certainly can’t forget to say thank you to Kevin Bertotti, Josh Colvert, and the entire
team at 1TVK for filming and producing our videos. They brought such enthusiasm and
creativity to the project, and the videos are certainly better for it.

We also wish to thank the many individuals who helped shape the digital product: John
Swinton, Chris Kauffman, Carsten Lange, and Per Norander, for writing Connect exer-
cises; Gbenga Ajilore, Scott Hunt, Gary Benson, and Attila Cseh, for providing guidance
around the design and interactivity of the Connect Master learning resources; Scott Houser,
Russell Kellogg, Peggy Dalton, and Amanda Freeman, for authoring and editing resources,
questions, and learning objectives; and Susan Bell, Attila Cseh, Scott Hunt, Adam Hoffer,
and Susanne Toney, for accuracy-checking the many digital components.

In addition to our core digital product, we thank the tollowing team of individuals who
helped put together our instructor resources: Shawn Knabb, for the test bank; Diego Méndez-
Carbajo, for the FRED exercises; Michael Clark, for the PowerPoint presentations;
David Switzer, for the Instructor’s Guide; Jane Cline, for the discussion and clicker ques-
tions; Thomas Knight, for the worksheets; and Barbara Flowers and her FRED team, for
the course activities.

We are indebted to the professionals at McGraw-Hill Education, who were crucial
resources to us throughout the development of this product. Thanks are owed to
Douglas Reiner, for sharing our vision and providing us with the opportunity to create
this product; Scott Smith, for the passion and dedication he brought to the development
of the product; James Heine, for helping us traverse the long path to market and always
trusting 1in our aspirations; Katie Hoenicke, tor her unconditional support first as our
marketing manager and then as our brand manager; Douglas Ruby and Kevin Shanahan,
tor leading the digital development and implementation of the product; Ann Torbert,
Alyssa Lincoln, and Casey Rash, for tirelessly leading the editorial work involved in the
development of the product; Kathryn Wright and Bruce Gin, for handling all the pro-
duction details needed to get this out to market; and Lynn Breithaupt, Trina Maurer,
Virgil Lloyd, and Dave O’Donnell, for their energy and dedication to the marketing ot
our product.

This product went through a lengthy development process, and during that time we re-
ceived valuable teedback, criticisms, and suggestions from a number of faculty. Whether
you attended a focus group or a symposium, reviewed the materials, or participated in a
class test, we can’t thank you enough for sharing your insights.



Our sincere thanks to:

Charity-Joy Acchiardo, University of Arizona
Olugbenga Ajilore, University of Toledo
Nazli Sila Alan, Fairfield University

Terry Alexander, lowa State University
Rashid Al-Hmoud, Texas Tech University
Len Anyanwu, Union County College

Ariel Belasen, Southern lllinois University—
Edwardsville

Adrian Austin, University of West Georgia
Diana Bajrami, Diablo Valley College
Lila Balla, Lindenwood University

Janis Barry-Figueroa, Fordham University—
Rose Hill Campus

Susan Bell, Seminole State College

Gary Benson, Southeast Community
College

Charles Scott Benson, Jr.,, Idaho State
University

Doleswar Bhandari, University of New
Mexico—-Gallup

Anoop Bhargava, Finger Lakes Community
College

Prasun Bhattacharjee, East Tennessee State
University

Jnanadoy Bhattacharya, Northwest Florida
State College

Richard Bieker, Delaware State University
Jennis Biser, Austin Peay State University

Harmanna Bloemen, Houston Community
College—Northeast College

Antonio Bojanic, California State University—
Sacramento

Walter Boyle, Fayetteville Technical
Community College

Laura Bucila, Texas Christian University
Kaycea Campbell, West Los Angeles College
Laura Carolevschi, Winona State University
Semih Cekin, Texas Tech University

Anthony Chan, Santa Monica Community
College

June Charles, North Lake College
Cindy Clement, University of Maryland
Marcelo Clerici-Arias, Stanford University

Jane Cline, Forsyth Technical Community
College

Howard Cochran, Belmont University
Michael Coon, Hood College
Ana Corrales, Miami Dade College

Patrick Crowley, Texas A&M University—
Corpus Christi

Richard Croxdale, Austin Community
College—Rio Grande

Attila Cseh, Valdosta State University

Chifeng Dai, Southern lllinois University—
Carbondale

John Dawson, Appalachian State University
Seife Dendir, Radford University

Laura Dickens, St Charles Community College
Ralph Dieter, East Los Angeles College

Can Dogan, University of Houston

Carol Dole, Jacksonville University

Kirk Doran, University of Notre Dame

Susan Doty, University of Texas—Tyler

Nabamita Dutta, University of Wisconsin—-La
Crosse

Kevin Egan, University of Toledo

Edward Einhouse, Finger Lakes Community
College

Fatma Abba El-Hamidi, University of
Pittsburgh

Maxwell Eseonu, Virginia State University
Christina Esquivel, Navarro College
Jose Esteban, Palomar College

Patricia Euzent, University of Central
Florida—-Orlando

Abdelaziz Farah, Orange County
Community College

Virginia Fierro-Renoy, Keiser University
Donna Fisher, Georgia Southern

Mary Flannery, University of Notre Dame
Fred Foldvary, Santa Clara University
Jennifer Fowler, Belmont University

Alka Gandhi, Northern Virginia Community
College

Doris Geide-Stevenson, Weber State
University

Alejandro Gelves, Midwestern State
University

Lisa Giddings, University of Wisconsin—La
Crosse

Scott Gilbert, Southern lllinois University—
Carbondale

Michael Goode, Central Piedmont
Community College

Gene Gotwalt, Pima Community
College—Downtown Campus

Glenn Graham, State University of New
York—Oswego

Max Grunbaum Nagiel, Daytona State
College—Daytona Beach

James Haischer, Polk State College
Becky Haney, Calvin College

Richard Hansen, Hillsborough Community

College—Brandon
XIX



David Harris, Benedictine College

William Heisse, Saint Charles Community
College

Debbie Henney, Mesa Community College

Wayne Hickenbottom, University of
Texas—Austin

Andrew Hill, Temple University/Philadelphia
Fed

Holly Hitzemann, University of New
Mexico—Gallup

Adam Hoffer, University of Wisconsin—La
Crosse

Paul Holbrook, Coconino Community
College

Don Holley, Boise State University
Scott Houser, Colorado School of Mines

Larry Huckins, Baruch College

Scott Hunt, Columbus State Community
College

Kyle Hurst, University of Colorado—-Denver

Anisul Islam, University of Houston—
Downtown

Miren Ivankovic, Clemson University
Marion Jacobs, University of Delaware
Hussain Jafri, Tarleton State University

Harvey James, University of Missouri—
Columbia

Michael Jones, Bridgewater State University

Ahmad Kader, University of Nevada—Las
Vegas

Stephen Kaifa, County College of Morris
Mary Kassis, University of West Georgia
Chris Kauffman, Tusculum College

Russell Kellogg, University of
Colorado—-Denver

Wahhab Khandker, University of Wisconsin—
La Crosse

Zack Klingensmith, Allegheny College
Brandon Koford, Weber State University

Soloman Kone, LaGuardia Community
College

Daniel Kuester, Kansas State University

Patricia Kuzyk, Washington State
University—Pullman

Philip Lane, Fairfield University

Carsten Lange, California State Polytechnic
University—Pomona

Vicky Langston, Columbus State University

Paul Larson, Anne Arundel Community
College

Jim Lee, Texas A&M University—Corpus
Christi

Gregory Lindeblom, Broward College—
South

Xuepeng Liu, Kennesaw State University
Rita Madarassy, Santa Clara University
David Mahon, Miami Dade College

Lucy Malakar, Lorain County Community
College

Daniel Marburger, Arkansas State University
Timothy Mason, Eastern lllinois University

Philip Mayer, Jr., Three Rivers Community
College

Leon Maynard, Boise State University
Scott McGann, Grossmont College
Mike Mcllhon, Metropolitan State University

Chris McNamara, Finger Lakes Community
College

Saul Mekies, Kirkwood Community College

Diego Méndez-Carbajo, /llinois Wesleyan
University

Gretchen Mester, Anne Arundel Community
College

Martin Milkman, Murray State University

Laurie Miller, University of Nebraska—
Lincoln

Susan Miller, County College of Morris
Victoria Miller, Piedmont Technical College

Rosemary Minyard, Pfeiffer University
Charlotte

Thomas Mitchell, Southern lllinois
University—Carbondale

Franklin Mixon, Columbus State University
Shahruz Mohtadi, Suffolk University
Erin Moody, University of Maryland

Barbara Moore, University of Central
Florida—Orlando

Stephen Morris, University of California—
San Diego

Tahmina Morshed, Mt. San Jacinto College—
Menifee

Daniel Morvey, Piedmont Technical College

Victor Moussoki, Lone Star College—
Tomball

Stefan Mullinax, College of Lake County
Mike Munoz, Northwest Vista College
John Nagel, Canisius College

Max Nagiel, Daytona State

Abm Nasir, North Carolina Central
University

Johnny Neist, Herzing University Online
John Neri, University of Maryland

Eric Nielsen, Saint Louis Community
College—Meramec



Per Norander, University of North
Carolina—Charlotte

John Nordstrom, College of Western Idaho
Richard Numrich, College of Southern Nevada

John Nunley, University of Wisconsin—La
Crosse

Dimitrios Pachis, Eastern Connecticut State
University

Debashis Pal, University of Cincinnati

Mohammed Partapurwala, Monroe
Community College

Andrew Perumal, University of
Massachusetts—Boston

Brian Peterson, Central College

Ryan Phelps, Stephen F. Austin State
University

Pam Phillips, Tri County Technical College
Oscar Plaza, South Texas College

Alejandro Prera, Washington State
University

Thomas Prusa, Rutgers University—New
Brunswick

Ratha Ramoo, Diablo Valley College

Kathy Ratte, University of Colorado—
Colorado Springs

Adam Rennhoff, Middle Tennessee State
University

Timothy Reynolds, Alvin Community College

Kacey Rodgers, Northwestern State
University

Antonio Rodriguez, Texas A&M International
University

Craig Rogers, Canisius College
Rong Rong, Weber State University

Marina Rubenkov, Milwaukee Area
Technical College

Martin Sabo, Community College of Denver

Ravi Samitamana, Daytona State College—
Daytona Beach

Connie Sanzo, Pima Community College—
Downtown Campus

Jeff Sarbaum, University of North Carolina—
Greensboro

Saied Sarkarat, West Virginia University—
Parkersburg

George Sarraf, University of California—
Irvine

Jennifer Savage, Orange Coast College

Douglas Schneiderheinze, Lewis & Clark
Community College

Janet Scott, Southeast Community College

Gasper Sekelj, State University of New
York—Canton

James Self, Indiana University—Bloomington
Caitlin Serpa, Merced College
Shay Pursel, Defiance College

Gary Shelley, East Tennessee State
University—Johnson City

Mark Showalter, Brigham Young University—
Provo

Timothy Simpson, Central New Mexico
Community College

Kara Smith, Belmont University

Warren Smith, Palim Beach State College—
Lake Worth

Sovathana Sokhom, Loyola Marymount
University

Luz Sosa, Milwaukee Area Technical
College

Souren Soumbatiants, Franklin University
John Spillner, Dominican College

Taylor Stevenson, East Tennessee State
University—Johnson City

Christiana Stoddard, Montana State
University—Bozeman

Michael Stroup, Stephen F. Austin State
University

Laura Sturgis, York Technical College

Subramanian Kumarappan, Ohio State
University ATI

Abdulhamid Sukar, Cameron University
David Switzer, St. Cloud State University

Kevin Sylwester, Southern lllinois
University—Carbondale

Vera Tabakova, East Carolina University
Manjuri Talukdar, Northern lllinois University
Alex Tanter, Tarleton State University

Eric Taylor, Central Piedmont Community
College

Justin Tevie, University of New Mexico—
Gallup

Darryl Thorne, Valencia College East

Deborah Thorsen, Palm Beach State
College—Lake Worth

David Torres, University of Texas—El Paso
Julie Trivitt, Arkansas Technical University

Patricia Turco, Milwaukee Area Technical
College

Joseph Urso, Kean University

Don Uy-Barreta, Deanza College
Jeffery Vicek, Parkland College

Jennifer Vincen, Champlain College
Michael Visser, Sonoma State University

Larry Waldman, University of New Mexico—
Gallup

XXi



XXii

Richard Warren, Southern Illinois University—
Edwardsville

Christine Wathen, Middlesex County
College

Bruce Watson, Harvard Extension—
Cambridge

Darrill Watson, Tarleton State University
Roger Wehr, University of Texas—Arlington

Don Weimer, Milwaukee Area Technical
College

Mark Wheeler, Western Michigan
University—Kalamazoo

Vereda Williams, North Carolina A&T State
University

Doug Wills, University of Washington

Laurie Wolff, Southern lllinois University—
Edwardsville

Bart Womack, San Juan College

Jadrian Wooten, Washington State
University

Lili Xie, University of California—San Diego

Guy Yamashiro, California State University—
Long Beach

Thank you. This product wouldn’t be the same without you.

Carlos J. Asarta

Roger Butters



The Rolling Stones is one of the most famous, and
most successful, rock bands of all time. If you've
listened to their music, you’ve probably learned
one of the most fundamental ideas in economics,
“You can’t always get what you want.” Most people
associate the word economics with words like
prices, money, or profits. Actually, though,
economics is really about how people, like you,

make choices in a world of scarcity.

Scarcity simply means that resources like labor, land,

machinery, and entrepreneurial skill are limited, so as

the Stones have taught us, we can’t satisfy the

© Ragnar Singsaas/Getty Images unlimited wants we all have. For example, you might
want a car, a house, food, clothing, medicine,

education, and a thousand other things. But since the resources at your disposal are limited (scarce), you

have to make choices: Do you buy a car now or an education? Do you rent a large apartment or enjoy

nicer clothing and higher-quality food? To quote Mick Jagger, “You can’t always get what you want.” Or,

as an economist would put it, you can’t get something you want without giving up something else.

Understanding how people make choices, and how resources and scarcity affect the costs and
benefits of those choices, is the first, fundamental, step in learning the economic way of thinking.
Once you understand how choices are made, you’ll be able to see where prices come from, how
money fits into the grand scheme of things, and what drives profits. So, although prices, money,
and profits are a part of studying economics, the real lesson to be learned is about the choices
people make. You’ll find economics at work anytime you find someone making a choice; that’s why
economists say, “Economics is everywhere.” As a parting note, Mick Jagger chose to study at the

London School of Economics, so it’s no surprise that we find economics in the music he wrote.




Within this topic, we address the following learning objectives:

» Define microeconomics and macroeconomics.

» ldentify the various resource categories used in economics.

» Define scarcity and explain its importance in economics.

» ldentify the opportunity cost of a choice.

»  Explain rational decision making.

» Define marginal benefit and marginal cost.

» Describe the relationship between marginal benefits and costs in equilibrium.

»  Explain how resources are combined to produce output.

» Construct and interpret a production possibilities frontier.

» Calculate and explain opportunity cost using a production possibilities frontier.

» |ldentify comparative advantage using opportunity costs.

» ldentify patterns of specialization using comparative advantage.

» ldentify the terms of trade using comparative advantage.

» lllustrate the gains from trade in a production possibilities frontier model.

» lllustrate how increasing opportunity costs affect the production possibilities frontier.
» Model the flow of resources, output, and monetary transactions in a simple economy.

Introduction to Microeconomics
and Macroeconomics

LEARNING OBJECTIVE: Define microeconomics and macroeconomics.

The subject of economics can be divided into two main categories: microeconomics and macroeconomics.
In fact, you may be taking a course right now that focuses on only one of them, so it’s important to know
the difference between the two.

Microeconomics typically deals with individual households and markets, like the market for gasoline. In
microeconomics, you’ll explore how market prices are determined and how they will adjust to a variety of
different events, like the weather or even government regulation.

Macroeconomics examines the entire economy of a state, a country, or even the world. It deals with
large-scale 1ssues of an economy, like total output, average price levels (and inflation), and unemployment.
In macroeconomics, you’ll learn how the whole economy can be aiffected by important national and global
events, like wars, natural disasters, and technological innovation, as well as by the decisions made by gov-
ernment policy makers.

KEY TERMS

microeconomics The study of the economy at the small-scale level, examining
individuals and specific markets.

macroeconomics The study of the economy at the large-scale level, examining total
output, the price level, and other aggregate measures of the economy.

_



See the following Helpful Hint for information that will help you avoid common
errors or misconceptions about this concept:

Aggregate = Total

WORKED EXAMPLE

Each of the following topics could be studied 1n economics. Determine whether each i1s
better categorized as microeconomics Or macroeconomics.

PART A: The effect of rent controls, or regulated rent prices, on tenants.

Solution: Since this 1s dealing with one market, the market for rental housing, it is
an 1ssue for microeconomics.

PART B: The effect of an increase in the federal minimum wage on unemployment.

Solution: Since the federal minimum wage affects the entire U.S. economy, it is an
1ssue for macroeconomics.

PART C: The effect that gasoline taxes have on the amount of miles driven by automobile
OWNErs.

Solution: This topic deals with one specific market: gasoline. Thus, it would be an
i1ssue studied in microeconomics.

PART D: The effect on federal tax revenues of a proposed plan to simplify the tax code
with just two rates: 10% on all income up to $100,000 and 25% on all income above

$100,000.

Solution: Federal taxes affect everyone in the United States, so this would be an
1ssue for macroeconomics.

PART E: The effect of the North American Free Trade Agreement (NAFTA) on output

and unemployment in the three countries involved: Canada, Mexico, and the United
States.

Solution: This 1ssue involves 1imports and exports of all products traded among
these three countries, so i1t would be an 1ssue for macroeconomics.

Generally speaking, if the issue affects one or two markets, like the market for doctors and
hospitals, it’s a micro issue. If the issue is one that affects all markets or all people, like
income taxes or inflation, it’s a macro 1ssue.

SUMMARY

The two main branches of economics are microeconomics and macroeconomics. Mi-
croeconomics studies the economy at the small-scale level, examining individuals and
specific markets. Macroeconomics studies the economy at the large-scale level, exam-
ining total output, the price level, and other aggregate measures of the economy. Both
branches deal with i1ssues of trade and government intervention, but they do so at dif-
ferent levels.

Microeconomics deals with how imports and exports affect one existing market, while
macroeconomics looks at total imports and exports for the entire country. Similarly, micro-
economics deals with how government regulation can impact prices and output in one
specific market, while macroeconomics deals with large-scale policy issues, like a change
in defense spending or an increase in income taxes.



Resources

LEARNING OBJECTIVE: |dentify the various resource categories used in economics.

Economics 1s the study of how individuals and societies allocate scarce resources among many competing
uses. For example, a tree that 1s used to make a table cannot be used to build a house. So how we choose to
employ the resources that are available to us ultimately determines which goods and services get produced.
In this section, we’ll explore the different types of resources used in production and lay the foundation for
understanding how markets transform resources into the goods and services we consume every day.

KEY TERMS

resource Any item, whether a gift of nature, the result of production, or the result of
human effort, that is used to produce goods and services.

land All natural resources used in production; sometimes referred to as “gifts of nature.”
labor All physical and mental activity devoted to producing goods and services.

capital The tools, machinery, infrastructure, and knowledge used to produce goods and
services. Capital is sometimes divided into “physical” and “human” capital. Physical
capital refers to tangible items that are created to increase productivity; human capital
refers to the knowledge and skills that people acquire in order to increase productivity.

entrepreneurial ability The talent or ability to combine land, labor, and capital to produce
goods and services. Entrepreneurial ability is different from human capital in that it
primarily involves assuming risk and organizing resources into a productive process.

See the following Helpful Hint for information that will help you avoid common
errors or misconceptions about this concept:

Using the Word Capital

WORKED EXAMPLE

Julia has decided to fulfill her lifelong dream of running her own bakery. For each of the
following, determine whether the item mentioned is an example of land, labor, capital, or

entrepreneurial ability or whether it 1s not a resource at all.
PART A: The oven used by Julia to produce cupcakes.

Solution: The term capital describes anything we produce that is then used to make other
goods and services. The key point is that capital does not end up in the good or service
itself. The oven that Julia uses to produce cupcakes 1s capital: The oven 1s necessary to
produce the cupcakes, and at the end of the day, the oven 1s still there to help produce
more cupcakes tomorrow. If we wanted to be more specific, we would say that the oven
1s physical capital, as 1t 1s a tangible resource used in the productive process.

PART B: The wheat used by Julia to produce flour, which goes into her cupcakes.

Solution: Land refers not just to physical land but also to the oil, water, and
minerals under the land; to the flora and fauna that live on the land; and to the air or
water above it. Thus, anything that grows from the land is categorized as land, so
wheat and other edible ingredients would fall in the category “land.”



PART C: The money Julia used to buy the land and construct the building that houses the
bakery.

Solution: Money 1s not a resource. It was used to purchase land (wheat) and capital
(the building), but because money itself 1s not used in production, it 1s not a resource.

PART D: The education Julia received that taught her how to be a pastry chef.

Solution: Remember, capital 1s anything we produce that is then used to make
other goods and services. Education is human capital, as it makes Julia more
productive and allows her to produce more cupcakes than before.

PART E: The effort Julia uses when she mixes her batter, bakes her cakes, and puts icing
on them.

Solution: The term /labor describes all human effort in production, whether
physical or mental. Examples include mixing batter by hand, operating a stand
mixer to mix even more batter, and thinking of and implementing ways to improve
the taste of the batter.

PART F: The talent that Julia has to efficiently produce cupcakes.

Solution: The term entrepreneurial ability 1s the ability and vision to combine land,
labor, and capital into a productive process, taking on the risks and rewards that are
inherent in any new venture. Entrepreneurial ability 1s necessary to develop new
productive processes that are better, faster, or cheaper or to make a previously
unknown product, hoping consumers will think it’s great. Sometimes this works out
spectacularly, as Steve Jobs found out when he helped bring the 1Pod, 1Phone, and
1Pad to market. Sometimes it doesn’t, as Dean Kamen, the inventor of the Segway,
discovered after numerous failed attempts to get people to give up walking and ride
around on his two-wheeled invention. Julia’s talent would fall under the category of
entrepreneurial ability.

WHY THIS MATTERS ... TO EVERYONE

Resources are the foundation of all productive activity. Indeed, they are the foundation of
all human activity. So how resources are used is one of the most important issues any so-
ciety faces. If a society uses resources too quickly, wastes resources, or destroys them, its
ability to produce needed goods and services is permanently reduced—or its people are
permanently poorer than they could have been. Issues such as deforestation, pollution,
extinction, and education are all important and must be carefully considered, since they
affect the quality and quantity of resources that will be available today and in the future.
Every person’s and, ultimately, every economy’s standard of living depends on the effec-
tive use of resources.

SUMMARY

The goods and services you consume every day are produced using scarce resources. In
economics we classify a resource into one of four categories: land, labor, capital, and en-
trepreneurial ability. Land includes all natural resources, or “gifts of nature.” Labor 1s hu-
man effort, both physical and mental. Capital consists of the tools, machinery,
infrastructure, and knowledge used to produce goods and services. Finally, entrepreneurial
ability 1s the talent to assume risk and combine the land, labor, and capital into a productive
process.



Scarcity

LEARNING OBJECTIVE: Define scarcity and explain its importance in economics.

The term scarcity reflects the fact that unlimited wants cannot be completely satisfied with limited re-
sources. For example, the aluminum used to produce a can of soda cannot simultaneously be used to create
the hood of a car. Because resources are scarce, individuals and societies must allocate them among com-
peting uses, sacrificing one want or need in favor of another. Just how such choices are made 1s one of the
key contributions of economics to human understanding. Economics is, in fact, a powerful science that can
open a world of understanding, and it all begins with understanding scarcity.

KEY TERMS

scarcity A condition that results from the inability of limited resources to satisfy
unlimited wants.

Because your time is subject to scarcity, you have to decide whether you’re better off
studying for your economics exam or going to a movie with friends. Similarly, due to the
scarcity of natural resources, we can’t have all the housing and all the forests we may want,
since cutting down a tree to build a house means less forest.

relative scarcity The comparison of the scarcity of one good, service, or resource to that
of another.

A major problem faced by developing countries is the relative scarcity of drinkable water as
compared to water in general.

allocation The process of assigning a good, service, or resource to one use instead of
another.

At a local town council, people debated a proposal that would change the allocation of public
space for recreational use by demolishing a skating park and building an arboretum.

EE——————————————————————————————————————————————————

WORKED EXAMPLE

Using your understanding of scarcity, for each pair of items, determine which is relatively
more scarce.

PART A: Water versus drinkable water.

Solution: While approximately 70% of the earth’s area 1s covered with water, most
of 1t 1s saltwater and therefore not drinkable. Thus, drinkable water 1s relatively
more scarce.

PART B: Automobiles versus Chevrolet Camaros.

Solution: Chevrolet Camaros represent a small subset of the number of automobiles
1n existence, so there are far fewer Camaros than automobiles; Camaros are

relatively more scarce.

PART C: Energy versus wind energy.

Solution: Energy can be provided from a wide variety of sources, such as coal,
natural gas, nuclear power, and solar power. Wind energy represents a small subset
of the types of energy available. (In 2012, only 3% of U.S. energy was derived from
wind.) So wind energy 1s relatively more scarce.



PART D: Food versus tomatoes.

Solution: Tomatoes represent a small subset of food, so tomatoes are relatively
more scarce than food in general.

WHY THIS MATTERS ... TO YOU

In a world without scarcity, we could have everything we wanted. What would that world
look like? There would be unlimited time to do all the things you could ever want to do.
There would be an unlimited amount of resources, so we could produce cars, homes, food,
computers, and everything else in unlimited quantities. Although it sounds ideal, this descrip-
tion clearly does not apply to the world in which we live. Everyone, even the very rich, faces
scarcity. If you won hundreds of millions of dollars from the lottery, you might be able to

¥,

afford everything you had ever wanted—but you also might find that now you would want
things you had never before even considered purchasing, such as a private plane or a yacht.

Even with your hundreds of millions of dollars, you—and everyone else in the world—
still would face a scarcity of time. A day spent flying from Australia to Paris is a day that you
couldn’t spend cruising on your yacht. If you hadn’t won the lottery, you might be deciding
between two different “free” activities: a day at the park or a day at the beach. Since you can’t
be in two places at once, you still have a choice to make. So even “free” activities aren’t re-
ally free, since you have to give up something, or pay a cost, to participate in them.

That’s where economics 1s helpful. Economics teaches you how to weigh the costs and
benefits of the decisions you make, so you can spend your time and money in a way that
makes you as happy as possible. By recognizing that your time 1s limited, you are forced to
consider the things you could be doing with your time—in a way that some people never
consider before they study economics. You may learn to see your time as a more valuable
resource and find, as a result, that you’re more productive with your time.

Economics provides tools that describe how people make choices when faced with scar-
city. If you can master the tools that explain how and why people make choices, you’ll
have insight into what drives decision making by individuals, businesses, and governments.
Knowing how and why choices are made gives you the ability to influence and shape your
world, instead of just letting the world shape you.

SUMMARY

Scarcity is a condition of existence in which unlimited wants cannot be satisfied by the lim-
ited resources that are available. Since resources are scarce, they must be allocated among
competing uses. Generally, when a resource 1s used to satisfy one want, it is not available to
satisfy another. Although all resources are scarce, some are more scarce than others. The term
relative scarcity 1s used to describe the scarcity of one item relative to another.

Opportunity Cost

LEARNING OBJECTIVE: Identify the opportunity cost of a choice.

Because the world 1s characterized by scarcity, people must allocate the resources at their disposal to many
competing uses. Time spent with a friend means less time spent studying. Time spent cleaning your room
can’t be used for cleaning your car. So every time you choose to use resources for one activity, you are
choosing to not use them for another. The activity or opportunity you gave up is the cost of your choice, and
in economics we call that cost the opportunity cost.



