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PREFACE 

I have modified the learning and teaching package for this 20th edition of Economics 
Today to make learning more efficient for your students. At the same time, the hall
mark of each previous edition has been maintained-teaching and learning through 
examples. 

Solving Learning and Teaching Challenges 

Improving Student Success Through Videos and Animation 
Depending on which version you choose for your students, there are available: 

• Concept videos with voiceovers 

• Concept videos with on-screen live instructor presence 

• Improved animated graphs, often with live instructor presence 

In addition, for those of you who require that your students access an online version 
of the text, all of the Self Check exercises have easily viewable click-on answers avail
able. These Self Checks are numbered for easy reference by you. 

Learning Economic Skills That Are Practical 
An increasing number of beginning economics students want concrete examples 
about economics that can help them today and tomorrow in their real life. To this 
end, I have done the following in this new edition: 

• I have added short paragraphs throughout the text, which relate previously dis
cussed theory with practical applications. 

• I have also added Real Application questions throughout. These questions relate 
to careers, managerial decision making, future household behavior, and voting 
choices, to list just a few. 

• Each chapter ends with a feature called Economics in Your Life, plus an additional 
Real Application question. 

• Each chapter-ending Issue and Application ends with a Real Application question. 

What's New to This Edition 

Explaining Artificial Intelligence (Al) Applications in the Real World 
New to this edition, I have added a feature entitled Al-Decision-Making Through 
Data. There are almost three dozen of these, including: 

• The Global Tourism Industry (Chapter 3) 

• Contemplating Big Data as a Public Good (Chapter 5) 

• Preserving National Tax Bases (Chapter 6) 

xi 



Xii PREFACE 

Other New Features 
Already mentioned are the chapter-ending features called Economics in Your Life. 
Another new feature is What Happens When . . .. This new feature will help 
students apply previously discussed theory. Some examples are: 

• What Happens When ... people's actual reactions to incentives differ from how 
they claim they would respond in answers to survey questions? (Chapter 1) 

• What Happens When ... both buyers and sellers anticipate that the price of an 
item will increase in the future? (Chapter 3) 

• What Happens When ... the New York City government effectively raises the 
legal minimum price of cigarettes within the city's boundaries to almost twice the 
average U.S. price? (Chapter 4) 

All Other Features That Are New to This Edition 
Economics Today has always been known to provide the latest high-interest features. 
To this end, I have replaced every feature in the text, including: 

• All chapter-opening Did You Know That . . . features 

• All Examples, Policy Examples, and International Examples 

• All Behavioral Economics Examples 

• All Issues and Applications 
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1 The Nature of Economics 

LEARNING OBJECTIVES 

After reading this chapter, you should be 
able to: 

m 

m 

m 
m 
m 

Define economics and discuss t he 
difference between microeconom ics and 
macroeconomics 

Ident ify the three basic economic 
quest ions and the two opposing sets of 
answers 

Eval uate t he role that rat ional self -i nterest 
plays in economic analysis 

Explain why economics is a science 

Dist inguish between positive and 
normative economics 

I n 1950, t he typical woman who married did so at 

age 20. Now, however, she is wait ing until age 27. 
Furthermore, a larger number of women are choosing 

not to marry at all. Contributing to delayed marriages 

and nonmarr iages is the fact that fewer women are 

agreeing to marry non-college-educated men emp loyed 
by or seeking to work in manufact uring industries. In 

this chapter, you wil l learn that dimin ished prospects 

for male employment by manufacturing firms and 

decreased male earn ings at these companies have 
provided women wit h economic incentives that reduce 

their wi ll ingness to marry these men. Indeed, you wil l 

learn t hat such incent ives play sign ificant roles in most 
dec isions made by all ind ividuals, includ ing choices 

about when and whether to marry. 

1 
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Incentives 
Rewards or penalties for engaging in 
a particular activity. 

m Define econom ics and 
discuss the difference 
between microeconomics and 
macroeconomics 

Economics 
The study of how people allocate their 
limited resources to satisfy their 
unlimited wants. 

Resources 
Things used to produce goods and services 
to satisfy people's wants. 

Wants 
What people would buy if their incomes 
were unlimited. 

DID YOU KNOW THAT ... 

more than one out of every fou r vehicles on Russian roads is equipped with a dashboard camera? Russian resi
dents likely are no more tech savvy than residents of many other nations, but they have stronger incentives to 
document auto accidents that may occur while they are driving. Russia's Arctic winter conditions and poor 
maintenance of many of its roads contribute to large numbers of accidents that drivers might wish to document 
in case thei r insurers question whether they or other drivers were at fault. In addition, Russian Highway Patrol 
officers commonly stop drivers who have committed no driving offenses and threaten them with tickets unless 
they pay bribes. Furthermore, criminal organizations commonly stage accidents or provide damaged vehicles as 
evidence for fil ing insurance claims against motorists. Taken together, the prevalence of icy roads, police cor
ruption, and faked accident claims gives drivers in Russia particularly strong incentives to install dashboa rd 
cameras and compile video documentation of every second their veh icles spend on the road. 

In th is chapter, you will learn why contemplating the nature of self-interested responses to incentives is 
the starting point for analyzing choices peop le make in all walks of life. After all , how much time you devote 
to studying economics in th is introductory course depends in part on the incentives established by your 
instructor's grading system. As you will see, self- interest and incentives are the underpinn ings for all the 
decisions you and others around you make each day. 

The Power of Economic Analysis 
Simply knowing that self-interest and incentives are central to any decision-making 
process is not sufficient for predicting the choices that people will actually make. You 
also have to develop a framework that will allow you to analyze solutions to each 
economic problem. You must do so whether you are trying to decide how much to 
study, which courses to take, or to finish school, or whether you are evaluating if the 
U .S. government should provide more grants to universities or raise taxes. The 
framework that you will learn in this text is the economic way of thinking. 

This framework gives you power-the power to reach informed judgments about 
what is happening in the world. You can, of course, live your life without the power of 
economic analysis as part of your analytical framework. Indeed, most people do. 
Economists believe, though, that economic analysis can help you make better deci
sions concerning your career, your education, financing your home, and other impor
tant matters. 

In the business world, the power of economic analysis can help increase your com
petitive edge as an employee or as the owner of a business. As a voter, for the rest of 
your life you will be asked to make judgments about policies that are advocated by 
political parties. Many of these policies will deal with questions related to interna
tional economics, such as whether the U.S. government should encourage or discour
age immigration or restrict other countries from selling their goods here. 

Defining Economics 
Economics is part of the social sciences and, as such, seeks explanations of real events. 
All social sciences analyze human behavior, as opposed to the physical sciences, which 
generally analyze the behavior of electrons, atoms, and other nonhuman phenomena. 

Economics is the st.udy of how people allocate their limited resources in an 
attempt to satisfY their unlimited wants. As such, economics is the st.udy of how 
people make choices. 

To understand this definition fully, two other words need explaining: resources and 
wants. Resources are things that have value and, more specifically, are used to pro
duce goods and services that satisfy people 's wants. Wants are all of the items that 
people would purchase if they had unlimited income. 
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Whenever an individual, a business, or a nation faces alternatives, a choice must be 
made, and economics helps us study how those choices are made. For example, you 
have to choose how to spend your limited income. You also have to choose how to 
spend your limited time. You may have to choose how many of your company's limited 
resources to allocate to advertising and how many to allocate to new-product research. 
In economics, we examine situations in which individuals choose how to do things, 
when to do things, and with whom to do them. Ultimately, the purpose of economics 
is to explain choices. 

Microeconomics versus Macroeconomics 
Economics is typically divided into two types of analysis: microeconomics and 
macroeconomics. 

Microeconomics is the part of economic analysis that studies decision making 
undertaken by individuals (or households) and by firms. It is like looking 
through a microscope to focus on the small parts of our economy. 

Macroeconomics is the part of economic analysis that studies the behavior of the 
economy as a whole. It deals with economywide phenomena such as changes in 
unemployment, in the general price level, and in national income. 

Microeconomic analysis, for example, is concerned with the effects of changes in the 
price of gasoline relative to that of other energy sources. It examines the effects of new 
taxes on a specific product or industry. If the government establishes new health care 
regulations, how individual firms and consumers will react to those regulations would 
be in the realm of microeconomics. The effects of higher wages brought about by an 
effective union strike would also be analyzed using the tools of microeconomics. 

In contrast, issues such as the rate of inflation, the amount of economywide unem
ployment, and the yearly growth in the output of goods and services in the nation all 
fall into the realm of macroeconomic analysis. In other words, macroeconomics deals 
with aggregates, or totals-such as total output in an economy. 

Be aware, however, of the blending of microeconomics and macroeconomics in 
modern economic theory. Modern economists are increasingly using microeconomic 
analysis- the study of decision making by individuals and by firms- as the basis of 
macroeconomic analysis. They do this because even though macroeconomic analysis 
focuses on aggregates, those aggregates are the result of choices made by individuals 
and firms. 

Recent technological developments have contributed further to the theoretical 
blending of microeconomics and macroeconomics. Increasingly, businesses, govern
ments, and even individuals are turning to artificial intelligence (AI) technologies, 
which are digital-app-based or -assisted tools utilized in making and implementing 
decisions. AI technologies often implement sophisticated and typically automated 
data-analytics methods for working with very substantial volumes of information, com
monly known as big data, to reveal previously hidden relationships. In the past, people 
applied their skills in using basic statistical techniques to examine and learn from large 
sets of data. To a growing extent, however, people now have adopted machine learning, 
or the application of simple or sophisticated AI-guided programming of digital devices, 
to search through massive bodies of data that human minds might struggle to compre
hend. Increasingly, AI technologies also entail the use of virtual-reality techniques, which 
allow people to view or perceive fully artificial environments, or augmented-reality 
methods, which enable individuals to observe virtual overlays of information alongside 
real images. With such AI technologies, businesses, governments, and consumers can 
make more informed decisions. Furthermore, a growing number of economists also 
are employing AI technologies to examine people's decision making and choices. 

Why does the application of big data analytics potentially have microeconomic and 
macroeconomic implications? 

Microeconomics 
The study of decision making undertaken 
by individua ls (or households) and by 
firms. 

Macroeconomics 
The study of the behavior of the economy 
as a whole, including such economywide 
phenomena as changes in unemployment, 
the general price level, and national 
income. 

Aggregates 
Total amounts or quantities. Aggregate 
demand, for example, is total planned 
expenditures throughout a nation. 

Artificial intelligence (Al) technologies 
The development and implementation of 
methods of utilizing automated data
analytics techn iques, mach ine learning, or 
virtual- or augmented-reality techniques to 
examine and evaluate information in an 
effort to help consumers, businesses, and 
governments to make decisions. 
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Al DECISION MAKING THROUGH DATA 

Microeconomic and Macroeconomic Applications total outputs of goods and services, levels of employment of workers, and 
so on for many of the world's economies over a lengthy interva l. The 
nature of analyzing such very large sets of data via automated data
analytics techniques is macro economic. 

Al techno logies can be appl ied to both microeconomic and macroeco
nomic issues. At the level of a company, for instance, data-analytics 
techniques ca n be appl ied to vast amounts of information on prices of 
products, quality features, num bers of units, amounts purchased, and 
so on. For example, U.S. companies, such as Amazon, Apple, and Google, 
currently are spending tens of billions of dollars per year on digital 
equipment used to conduct automated data ana lytics. Information about 
prices, characteristics, and quantities purchased can be subjected to a 
variety of automated data-analytics techn iques. Even though substan
tial volumes of individual bits of information may be contained in such 
a large set of data , the scope of such an eva luation would be micro 
economic. 

In spite of the differences in microeconomic and macroeconomic 
scopes of various large sets of data, the methods of big data analytics 
used to study the datasets are similar. This fact helps to explain why the 
advent of Al technologies has tended to increase the blending of micro
economics and macroeconom ics. 

FOR CRITICAL THINKING 

Why do you suppose that economists might sometimes disagree about 
whether to classify as a microeconomic or macroeconomic endeavor the 
application of big data analytics to massive volumes of information 
encompassing virtually all of a nation's industries and interactions 
among those industries? 

In contrast, practitioners of big data analytics use the techniques to 
contemplate large sets of data involving economic aggregates. For ex
ample, central banks interested in coordinating their policies must 
evaluate considerable information encompassing annual price levels, Sources are listed at the end of this chapter. 

I!) Identi fy the three 
basic economic quest ions 
and the two opposing sets 
of answers 

Economic system 
A society's institutional mechanism for 
determining the way scarce resources are 
used to satisfy human desires. 

ECONOMICS IN YOUR LIFE 
To contemplate a recent example 
from U.S. housing finance regarding 
choosing among answers to the 
three basic economic questions, 
take a look at Government 
Involvement Enables a Private 
U.S. Housing Finance Company to 
Provide "Cheap" Loans on page 12. 

The Three Basic Economic Questions and 
Two Opposing Sets of Answers 
In every nation, three fundamental questions must be addressed irrespective of the 
form of its government or who heads that government, how rich or how poor the 
nation may be, or what type of economic system-the institutional mechanism 
through which resources are utilized to satisfy human wants-has been chosen. 

The Three Basic Questions 
The three fundamental questions of economics concern the problem of how to allo
cate society's scarce resources: 

1. What and how much will be produced? Some mechanism must exist for determining 
which items will be produced while others remain inventors' pipe dreams or indi
viduals' unfulfilled desires. 

2. How will items be produced? T here are many ways to produce a desired item. It is 
possible to use more labor and fewer machines, or vice versa. It is possible, for 
instance, to produce an item with an aim to maximize the number of people 
employed. Alternatively, an item may be produced with an aim to minimize the 
total expenses that members of society incur. Somehow, a decision must be made 
about the mix of resources used in production, the way in which they are organized, 
and how they are brought together at a particular location. 

3. For whom will items be produced? Once an item is produced, who should be able to 
obtain it? People use scarce resources to produce any item, so typically people value 
access to that item. T hus, determining a mechanism for distributing produced 
items is a crucial issue for any society. 

Now that you know the questions an economic system must answer, how do cur
rent systems actually answer them? 
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Two Opposing Sets of Answers 
At any point in time, every nation has its own economic system. How a nation's resi
dents go about answering the three basic economic questions depends on that nation's 
economic system. 

Centralized Command and Control Throughout history, one common type of eco
nomic system has been command and control (also called central planning). Such a system 
is operated by a centralized authority, such as a king or queen, a dictator, a central 
government, or some other type of authority. Such an entity assumes responsibility 
for addressing fundamental economic issues. Under command and control, this 
authority decides what items to produce and how many, determines how the scarce 
resources will be organized in the items' production, and identifies who will be able to 
obtain the items. 

For instance, in a command-and-control economic system, a government 
might decide that particular types of automobiles ought to be produced in certain 
numbers. The government might issue specific rules for how to manage the pro
duction of these vehicles, or it might even establish ownership over those resources 
so that it can make all such resource allocation decisions directly. Finally, the 
government may then decide who will be authorized to purchase or otherwise 
utilize the vehicles. 

The Price System The alternative to command and control is the price system (also 
called a market system), which is a shorthand term describing an economic system that 
answers the three basic economic questions via decentralized decision making. Under 
a pure price system, individuals and families own all of the scarce resources used in 
production. Consequently, choices about what and how many items to produce are 
left to private parties to determine on their own initiative, as are decisions about how 
to go about producing those items. Furthermore, individuals and families choose how 
to allocate their own incomes to obtain the produced items at prices established via 
privately organized mechanisms. 

In the price system, which you will learn about in considerable detail in later 
chapters, prices define the terms under which people agree to make exchanges. Prices 
signal to everyone within a price system which resources are relatively scarce and 
which are relatively abundant. This signaling aspect of the price system provides infor
mation to individual buyers and sellers about what and how many items should be 
produced, how production of items should be organized, and who will choose to buy 
the produced items. 

Thus, in a price system, individuals and families own the facilities used to produce 
automobiles. They decide which types of automobiles to produce, how many of them 
to produce, and how to bring labor and machines together within their facilities to 
generate the desired production. Other individuals and families decide how much of 
their earnings they wish to spend on automobiles. 

Mixed Economic Systems By and large, the economic systems of the world's nations 
are mixed economic systems that incorporate aspects of both centralized command 
and control and a decentralized price system. At any given time, some nations lean 
toward centralized mechanisms of command and control and allow relatively little 
scope for decentralized decision making. At the same time, other nations limit the 
extent to which a central authority dictates answers to the three basic economic ques
tions, leaving people mostly free to utilize a decentralized price system to generate 
their own answers. 

A given country may reach different decisions at different times about how much to 
rely on command and control versus a price system to answer its three basic economic 
questions. Until 2008, for instance, U.S. residents preferred to rely mainly on a decen
tralized price system to decide which and how many financial services to produce and 
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DJ Evaluate the role that 
rationa l self-interest plays in 
econom ic analysis 

Rationality assumption 
The assumption that people do not 
intentionally make decisions that would 
leave them worse off. 

how to produce them. During some years since then, the U.S. government has owned 
substantial fractions of financial firms and hence has exerted considerable command
and-control authority over production of financial services. 

The Economic Approach: Systematic Decisions 
Economists assume that individuals act as if they systematically pursue self-motivated 
interests and respond predictably to perceived opportunities to attain those interests. 
This central insight of economics was first clearly articulated by Adam Smith in 1776. 
Smith wrote in his most famous book, An Inquiry into the Nature and Causes of the 
Wealth of Nations, that "it is not from the benevolence [good will] of the butcher, the 
brewer, or the baker that we expect our dinner, but from their regard to their own 
interest." Thus, the typical person about whom economists make behavioral predic
tions is assumed to act as though he or she systematically pursues self-motivated 
interest. 

The Rationality Assumption 
The rationality assumption of economics, simply stated, is as follows: 

We assume that individuals do not intentionally make decisions that would leave 
them worse off. 

The distinction here is between what people may think-the realm of psychology 
and psychiatry and perhaps sociology-and what they do. Economics does not 
involve itself in analyzing individual or group thought processes. Economics looks at 
what people actually do in life with their limited resources . It does little good to 
criticize the rationality assumption by stating, "Nobody thinks that way" or "I never 
think that way" or "How unrealistic! That's as irrational as anyone can get!" In a 
world in which people can be atypical in countless ways, economists find it useful to 
concentrate on discovering the baseline. Knowing what happens on average is a 
good place to start. In this way, we avoid building our thinking on exceptions rather 
than on reality. 

Take the example of driving. When you consider passing another car on a two-lane 
highway with oncoming traffic, you have to make very quick decisions: You must esti
mate the speed of the car that you are going to pass, the speed of the oncoming cars, 
the distance between your car and the oncoming cars, and your car's potential rate of 
acceleration. If we were to apply a model to your behavior, we would use the rules of 
calculus. In actual fact, you and most other drivers in such a situation do not actually 
think of using the rules of calculus, but to predict your behavior, we could make the 
prediction as if you understood those rules. 

Responding to Incentives 
If it can be assumed that individuals never intentionally make decisions that would 
leave them worse off, then they will respond to changes in incentives. Indeed, much of 
human behavior can be explained in terms of how individuals respond to changing 
incentives over time. 

Schoolchildren are motivated to do better by a variety of incentive systems, rang
ing from gold stars and certificates of achievement when they are young, to better 
grades with accompanying promises of a "better life" as they get older. Of course, 
negative incentives affect our behavior, too. Penalties, punishments, and other 
forms of negative incentives can raise the total cost of engaging in various 
activities. 

How have earnings-based and tuition-expense-related incentives of pursuing a col
lege degree changed in recent years? 
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EXAMPLE 

The Altered Incentives Confronting Prospective College Students 

In 1975, an individual considering enrolling in a college and success
fully completing about four years of coursework required for a bachelor's 
degree cou ld anticipate an inflation-adjusted annual payoff of about 
$20,000 every year following graduation. By 2000, this inflation
adjusted annual earnings incentive to earn a co llege degree had 
increased to about $33,000. This substantial jump in average annual 
income helps to explain why the percentage of U.S. adults holding col
lege degrees stead ily increased from 13 percent in 1975 to 33 percent 
today. 

Since 2000, however, the average inflation-adjusted annual earn
ings ga in from obta ining a college degree has dropped to about 

Defining Self-Interest 

$29,500 per year. Accompanying this 11 percent decrease in the antici
pated earnings payoff from a college degree has been an inflat ion
adjusted increase in average tuition and fees of 75 percent over the 
same interval. Thus, today's do llars-and-cents incentives to pursue a 
college degree are much weaker than was true a generation ago. 

REAL APPLICATION 

Sometimes adults tell young people to "get all the education you can 
get. " Does that mean you should necessarily obtain an advanced degree? 

Sources are listed at the end of this chapter. 

Self-interest does not always mean increasing one's wealth measured in dollars and 
cents. We assume that individuals seek many goals, not just increased wealth measured 
in monetary terms. Thus, the self-interest part of our economic-person assumption 
includes goals relating to prestige, friendship, love, power, helping others, creating 
works of art, and many other matters. We can also think in terms of enlightened self
interest, whereby individuals, in the pursuit of what makes them better off, also 
achieve the betterment of others around them. In brief, individuals are assumed to 
want the ability to further their goals by making decisions about how items around 
them are used. The head of a charitable organization usually will not turn down an 
additional contribution, because accepting the funds yields control over how they are 
used, even though their use is for other people's benefit. 

Does the fact that many people donate to charity necessarily imply that the donors 
only wish to help others? 

BEHAVIORAL EXAMPLE 
Assessing Whether Charitable Donations Reflect Caring for Others or for Oneself 

When contemplating making a charitable donation, people often consider 
two motivations. The first is a desire to help others. The second is the pos
sibility of benefiting from incentives that governments provide to those 
who make donations, such as certain tax deductions granted to charitable 
donors by tax authorities. 

Three behavioral economists- Eiji Yamamura of Seinan Gaku in Univer
sity, Yoshiro Tsutsui of Kanan University, and Furnia Ohtake of Osaka 
University-have studied how these motivations interacted in Japan during 
the years following an unusually damaging ea rthquake in the eastern part 
of the country. Under Japan's tax laws, people were allowed to respond to 
the earthquake by directing portions of their local tax payments, potentially 
supplemented with extra donations, to municipa lities that suffered most 
from the quake. At the same time, however, municipal governments in 
Japan could compete for directed tax payments and donations by offering 
donors reciprocal gifts, including gift cards, digital devices, home appli
ances, jewelry, and even gold or si lver. 

The researchers find evidence that Japan's taxpayers definitely 
responded to the earthquake in a caring manner by directing more taxes 

and additional donations to earthquake-stricken municipalities. Yet 
directed taxes and donations to regions whose governments offered gifts 
were more than six times larger than those that taxpayers directed to areas 
in which governments offered no gifts. The researchers conclude that allow
ing governments unaffected by the earthquake to offer reciprocal gifts 
reduced directed taxes and donations to governments of regions damaged 
by the quake. Thus, in the absence of governmental reciprocal gifts to 
donors, even more funds would have reached parts of Japan that suffered 
the greatest harm from the earthquake. 

FOR CRITICAL THINKING 

How might the fact that the U.S. government allows larger tax deductions 
for some charitable donations than for others affect U.S. taxpayers' incen
tives about how much to donate and to whom they direct their 
donations? 

Sources are listed at the end of this chapter. 
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I!) Explain why economics 
is a sc ience 

Models, or theories 
Simplified representations of the real world 
used as the basis for predictions or 
explanations. 

Variables 
Choices that people make or other human 
outcomes that are subject to change. 

EXAMPLE 

Getting Directions 

Economics as a Science 
Economics is a social science that employs the same kinds of methods used in other 
sciences, such as biology, physics, and chemistry. Like these other sciences, economics 
uses models, or theories. Economic models, or theories, are simplified representa
tions of the real world that we use to help us understand, explain, and predict eco
nomic phenomena in the real world. There are, of course, differences between 
sciences. Social scientists, including economists, tend to make less use of laboratory 
experiments in which changes in var iables- human choices or outcomes subject to 
change- are studied under controlled conditions. Social scientists often test their 
models, or theories, by examining what has already happened in the real world. 

Models and Realism 
At the outset it must be emphasized that no model in any science, and therefore no 
economic model, is complete in the sense that it captures every detail or interrelation
ship that exists. Indeed, a model, by definition, is an abstraction from reality. It is 
conceptually impossible to construct a perfectly complete realistic model. For exam
ple, in physics we cannot account for every molecule and its position and certainly not 
for every atom and subatomic particle. Not only is such a model unreasonably expen
sive to build, but working with it would be impossibly complex. 

The nature of scientific model building is that the model should capture only the 
essential relationships that are sufficient to analyze the particular problem or answer 
the particular question with which we are concerned. An economic model cannot be 
faulted as unrealistic simply because it does not represent every detail of the real world. A map 
of a city that shows only major streets is not faulty if, in fact, all you wish to know is 
how to pass through the city using major streets. As long as a model is able to shed 
light on the central issue at hand or forces at work, it may be useful. 

A map is the quintessential model. It is always a simplified representation. It is 
always unrealistic. It is, however, also useful in making predictions about the world. If 
the model- the map- predicts that when you take Campus Avenue to the north, you 
always run into the campus, that is a prediction. If a simple model can explain observed 
behavior in repeated settings just as well as a complex model, the simple model has 
some value and is probably easier to use. 

Assumptions 
Every model, or theory, must be based on a set of assumptions. Assumptions define 
the array of circumstances in which our model is most likely to be applicable. When 
some people predicted that sailing ships would fall off the edge of the earth, they used 
the assumption that the earth was flat. Columbus did not accept the implications of 
such a model because he did not accept its assumptions. He assumed that the world 
was round. The real-world test of his own model refuted the flat-earth model. 
Indirectly, then, it was a test of the assumption of the flat-earth model. 

Is it possible to use our knowledge about assumptions to understand why driving 
directions sometimes contain very few details? 

Assumptions are a shorthand for rea lity. Imagine that you have decided 
to drive from your home in San Diego to downtown San Francisco. 
Because you have never driven this route, you dec ide to use a trave l
planner device such as global-position ing-system equipment. 

you wi l l t rave l- Oceanside, San Clemente, Irvine, Anaheim , Los 
Angeles, Bakersfie ld, Modesto, and so on-with the ind ividual 
maps showing you exactly how the freeway threads through each of 
these cities. You would get a nearly complete descript ion of real ity 
because the GPS travel planner will not have used many simp lifying 
assumptions. It is more likely, however, that t he travel planner will 

When you ask for directions, the electronic trave l planner co uld 
give you a set of detailed maps that shows each city through which 



simply say, "Get on Interstate 5 going north. Stay on it for about 500 miles. 
Follow the signs for San Francisco. After crossing the toll bridge, 
take any exit marked 'Downtown." ' By omitti ng al l of the trivia l 
details, the travel planner has told you all that you real ly need and 
want to know. The models you wi ll be using in this text are simi lar to 
the simpl if ied directions on how to dr ive from San Diego to San 
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Francisco-they focus on what is relevant to the problem at hand 
and omit what is not. 

FOR CRITICAL THINKING 

In what way do small talk and gossip represent the use of simplifying 
assumptions? 

The Ceteris Paribus Assumption: All Other Things Being Equal Everything in the world 
seems to relate in some way to everything else in the world. It would be impossible to 
isolate the effects of changes in one variable on another variable if we always had to 
worry about the many other variables that might also enter the analysis. Similar to 
other sciences, economics uses the ceteris paribus assumption. Ceteris paribus means 
"other things constant" or "other things equal." 

Consider an example taken from economics. One of the most important determi
nants of how much of a particular product a family buys is how expensive that product 
is relative to other products. We know that in addition to relative prices, other factors 
influence decisions about making purchases. Some of them have to do with income, 
others with tastes, and yet others with custom and religious beliefs. Whatever these 
other factors are, we hold them constant when we look at the relationship between 
changes in prices and changes in how much of a given product people will purchase. 

Deciding on the Usefulness of a Model 
We generally do not attempt to determine the usefulness, or "goodness," of a model 
by evaluating how realistic its assumptions are. Rather, we consider a model "good" if 
it yields usable predictions that are supported by real-world observations. In other 
words, can we use the model to predict what will happen in the world around us? Does 
the model provide useful implications about how things happen in our world? 

Once we have determined that the model may be useful in predicting real-world phe
nomena, the scientific approach to the analysis of the world around us requires that we 
consider evidence. Evidence is used to test the usefulness of a model. This is why we call 
economics an empirical science. Empirical means that evidence (data) is looked at to see 
whether we are right. Economists are often engaged in empirically testing their models. 

Models of Behavior, Not Thought Processes 
Take special note of the fact that economists' models do not relate to the way people 
think. Economic models predict how people act and what they do in life with their 
limited resources. The economist does not attempt to predict how people will think 
about a particular topic, such as a higher price of oil products, accelerated inflation, or 
higher taxes. Rather, the task at hand is to predict how people will behave, which may 
be quite different from what they say they will do (much to the consternation of poll 
takers and market researchers). Thus, people's declared preferences are generally of 
little use in testing economic theories, which aim to explain and predict people's 
revealed preferences. The people involved in examining thought processes are psy
chologists and psychiatrists, not typically economists. 

WHAT HAPPENS WHEN ... 

Ceteris paribus [KAY-ter-us 
PEAR-uh-bus] assumption 
The assumption that nothing changes 
except the factor or factors being studied. 

Empirical 
Relying on real-world data in eva luating 
the usefulness of a model. 

people's actual reactions to incentives differ from how they claim they would respond in answers to survey questions? 

When businesses contemplate actions, such as price increases, that 
alter people's incentives to consume a product, the firms sometimes 
conduct surveys to t ry to gauge how purchases might be affected. For 
instance, large banks often hire pub lic-opinion f irms to survey people 
about how they think they would respond to a new fee on banking ser
vices previously provided at no cha rge. A common response people give 

to such questions is that they would halt entirely their consumption of 
such services. In fact, however, what typica lly occurs is that, although 
the tota l quantity of banking services purchased declines after a fee is 
imposed, many people pay the new fee and continue to utilize the ser
vices. Hence, the declared preferences of consumers do not necessarily 
accord with their true preferences. 
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Behavioral economics 
An approach to the study of consumer 
behavior that emphasizes psychological 
limitations and complications that 
potentially interfere with rational decision 
making. 

Bounded rationality 
The hypothesis that people are nearly, 
but not fully, rat ional, so that they cannot 
examine every possible choice available 
to them but instead use simple rules of 
thumb to sort among the alternatives 
that happen to occur to them. 

\. 

m Distinguish between 
posit ive and normat ive 
econom ics 

Behavioral Economics and Bounded Rationality 
In recent years, some economists have proposed paying more attention to psycholo
gists and psychiatrists. They have suggested an alternative approach to economic anal
ysis. Their approach, known as behavioral economics, examines consumer behavior 
in the face of psychological limitations and complications that may interfere with 
rational decision making. 

Bounded Rationality Proponents of behavioral economics suggest that traditional 
economic models assume that people exhibit three "unrealistic" characteristics: 

1. Unbounded selfishness. People are interested only in their own satisfaction. 

2. Unbounded willpower. Their choices are always consistent with their long-term goals. 

3. Unbounded rationality. They are able to consider every relevant choice. 

As an alternative, advocates of behavioral economics have proposed replacing the 
rationality assumption with the assumption of bounded ration ality, which assumes 
that people cannot examine and think through every possible choice they confront. As 
a consequence, behavioral economists suggest, individuals cannot always pursue, on 
their own, their best long-term personal interests. They sometimes require help. 

Rules of Thumb A key behavioral implication of the bounded rationality assumption is 
that people should use so-called rules of thumb: Because every possible choice cannot 
be considered, an individual will tend to fall back on methods of making decisions that 
are simpler than trying to sort through every possibility. 

A problem confronting advocates ofbehavioral economics is that people who appear 
to use rules of thumb may in fact behave as if they are fully rational. For instance, if a 
person faces persistently predictable ranges of choices for a while, the individual may 
rationally settle into repetitive behaviors that an outside observer might conclude to 
be consistent with a rule of thumb. According to the bounded rationality assumption, 
the person will continue to rely on a rule of thumb even if there is a major change in 
the environment that the individual faces. Time and time again, however, economists 
find that people respond to altered circumstances by fundamentally changing their 
behaviors. Economists also generally observe that people make decisions that are con
sistent with their own self-interest and long-term objectives. 

Behavioral Economics Goes Mainstream The bulk of economic analysis continues to 
rely on the rationality assumption as the basis for constructing economic models. In 
most contexts, economists view the rationality assumption as a reasonable foundation 
for constructing models intended to predict human decision making. 

Nevertheless, a growing number of economists are exploring ways in which psycho
logical elements might improve analysis of decision making by individual consumers, 
firm owners and managers, and government officials. These economists are applying the 
bounded rationality assumption to study effects of limitations on people's capabilities to 
pursue self-interest, to assess how choices relate to long-term goals, or to consider all 
available choices. As you will learn in later chapters, behavioral theories and methods are 
being applied to the study of both microeconomic and macroeconomic issues. 

Positive versus Normative Economics 
Economics uses positive analysis, a value-free approach to inquiry. No subjective or 
moral judgments enter into the analysis. Positive analysis relates to statements such as 
"If A, then B." For example, "If the price of gasoline goes up relative to all other 
prices, then the amount of it that people buy will fall." That is a positive economic 
statement. It is a statement of what is. It is not a statement of anyone's value judgment 
or subjective feelings. 
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Distinguishing between Positive and Normative Economics 
For many problems analyzed in the "hard" sciences such as physics and chemistry, the 
analyses are considered to be virtually value-free. After all, how can someone's values 
enter into a theory of molecular behavior? Economists, however, face a different 
problem. They deal with the behavior of individuals, not molecules. That makes it 
more difficult to stick to what we consider to be value-free or positive economics 
without reference to our feelings . 

When our values are interjected into the analysis, we enter the realm of normative 
economics, involving normative analysis. A positive economic statement is "If the 
price of gas rises, people will buy less." If we add to that analysis the statement "so we 
should not allow the price to go up," we have entered the realm of normative economics
we have expressed a value judgment. In fact, any time you see the word should, you will 
know that values are entering into the discussion. Just remember that positive state
ments are concerned with what is, whereas normative statements are concerned with 
what ought to be. 

Each of us has a desire for different things. That means we have different values. 
When we express a value judgment, we are simply saying what we prefer, like, or 
desire. Because individual values are diverse, we expect-and indeed observe-that 
people express widely varying value judgments about how the world ought to be. 

A Warning: Recognize Normative Analysis 
It is easy to define positive economics. It is quite another matter to catch all unla
beled normative statements in a textbook, even though an author goes over the man
uscript many times before it is printed or electronically created. Therefore, do not 
get the impression that a textbook author will be able to keep all personal values out 
of the book. They will slip through. In fact, the very choice of which topics to include 
in an introductory textbook involves normative economics. There is no value-free 
way to decide which topics to use in her or his textbook. The author's values ulti
mately make a difference when choices have to be made. From your own standpoint, 
though, you might want to be able to recognize when you are engaging in normative 
as opposed to positive economic analysis. Reading this text will help equip you for 
that task. 

ECONOMICS AS IT APPLIES TO YOUR EVERYDAY LIFE 
AND YOUR FUTURE 
Throughout this new edition, you will find numerous examples of how to apply eco
nomics to your everyday life and to decision making with respect to your career, your 
family, and even how you analyze political statements. In other words, you will learn 
economic skills that are practical. 

In many of the examples and other features throughout the text, you will find a 
Real Application question. These questions relate to: 

• Career choices 

• Managerial choices if you decide to go into business 

• Future behavior in your household 

• Voting choices 

The next-to-last chapter-ending feature, called Economics in Your Life, always ends 
with a Real Application question. 

The last feature in each chapter, called Issues & Applications, will also always end 
with a Real Application question. 

Positive economics 
Analysis that is strictly limited to making 
either purely descriptive statements or 
scientific predictions. For example, "If A, 
then B." A statement of what is. 

Normative economics 
Analysis involving value judgments about 
economic policies; re lates to whether 
outcomes are good or bad. A statement of 
what ought to be. 
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ECONOMICS IN YOUR LIFE 

Government Involvement Enables a Private U.S. Housing Finance Company to Provide "Cheap" Loans 

David Brickman, an executive vice president of a government-sponsored 
financial company called the Federal Home Loan Mortgage Corporation
FHLMC or "Freddie Mac"-has announced a new program to provide real
estate owners with loans at interest rates lower than those avai lable from 
the private price system. Recipients of this special loan must agree not to 
ra ise rents on tenants during the full ten-year term of the loan. 

"There's noth ing about our typica l loan that prevents someone 
from raising rents," even though, "[t]he supply of workforce housing is 
rapidly decl in ing," says Brickman. "There's an urgent need to pre
serve [current housing] and find ways that you can effectively create 
more." For these reasons , he explains, Freddie Mac has created its 
low-interest loan to induce landlords who receive the funds to agree to 
maintain fixed rents for a decade. 

ISSUES I 
APPLICATIONS 

FOR CRITICAL THINKING 

Overall, does it appear that the affordable-housing loans offered by 
Freddie Mac arise from the application of centralized command and 
control, the price system, or a mix of the two? Explain your reasoning. 

REAL APPLICAT ION 

Assume that you and two friends decide to buy an apartment building 
next to a college. Renters are primarily full-time students. Should you 
take advantage of the /ow-interest-rate loan? What calculations do 
you have to make7 

Sources are listed at the end of this chapter. 

Why Fewer Men in 
Manufacturing Jobs Helps 
to Explain Why Fewer 
Women Are Married 
CONCEPTS APPLIED 

> Self- Interest 

> Rat ionality Assu mpt ion 

> Incent ives 

Naturally, whether to marry is a personal decision for any woman who 

contemplates the possibility. It is also a self-interested decision that 

involves assessing tangible val uations of t he economic contr ibutions 

that a man has to offer to a combined household. Considerable 

evidence ind icates that during recent years, women have begun 

placing lower valuat ions on the potential economic contributions of non

col lege-educated men who are employed or regularly seek employment 

in manufact uring industries. The resu lt has been a reduction in the 

number of women who have decided to marry t hese men. This fact 

helps to explain why the prevalence of marriage has decreased. 

The Choice Faced by a Woman Considering 
Marriage to a Man Working or Seeking 
Work in Manufacturing 

2000, more than 16 million men had these higher-paying 
manufacturing jobs, but in the years since, the number of 
men working in manufacturing industries has declined by 
about 25 percent. 

In years past, inflation-adjusted hourly earnings of male 
manufacturing workers were among the highest available 
to men not receiving education beyond high school. In 

If a woman's behavior is consistent with the rationality 
assumption, she will recognize that fewer non-college
educated men are now finding manufacturing employment 


