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PREFACE

My goal in writing Microeconomics and Behavior was to 
produce an intellectually challenging text that would also be 
accessible and engaging to students. The more common 
approach in this market has been to emphasize one of these 
dimensions or the other. For example, some texts have done 
well by sacrificing rigor in the name of user-friendliness. But 
although such books sometimes keep students happy, they 
often fail to prepare them for upper-division courses in the 
major. Others texts have succeeded by sacrificing accessibil-
ity in the name of rigor, where rigor all too often means little 
more than mathematical density. These courses overwhelm 
many undergraduates, and even those few who become adept 
at solving well-posed mathematical optimization problems 
are often baffled by questions drawn from everyday con-
texts. I have always believed that a text could at once be 
rigorous and user-friendly. And to judge by the breadth of 
Microeconomics and Behavior’s adoption list, many of you 
apparently agree.
	 I wrote this book in the conviction that the teaching of 
intuition and the teaching of technical tools are comple-
ments, not substitutes. Students who learn only technical 
tools rarely seem to develop any real affection for our disci-
pline; and even more rarely do they acquire that distinctive 
mindset we call “thinking like an economist.” By contrast, 
students who develop economic intuition are stimulated to 
think more deeply about the technical tools they learn, and 
to find more interesting ways to apply them. Most impor-
tant, they usually end up liking economics.
	 Microeconomics and Behavior develops the core ana-
lytical tools with patience and attention to detail. At the 
same time, it embeds these tools in a uniquely diverse col-
lection of examples and applications to illuminate the power 
and versatility of the economic way of thinking.

ECONOMIC NATURALISM
In more than forty years of teaching, I have found no more 
effective device for developing intuition than to train stu-
dents to become “Economic Naturalists.” Studying biology 
enables people to observe and marvel at many details of life 
that would otherwise have escaped notice. In much the 
same way, studying microeconomics can enable students to 
see the mundane details of ordinary existence in a sharp 
new light. Throughout the text, I try to develop intuition by 
means of examples and applications drawn from everyday 
experience. Microeconomics and Behavior teaches students 
to see each feature of the manmade landscape as the reflec-
tion of an implicit or explicit cost-benefit calculation.
	 Year in and year out, the most valuable assignments in 
my course are the two brief papers in which I ask students to 
report on their efforts to become economic naturalists. Their 

specific charge is to use microeconomic principles to answer 
a question prompted by a personal observation. In recent 
terms, students have grappled with questions like these: Why 
do the keypads of drive-up ATM machines have Braille dots? 
Why do top female models earn more than top male models? 
Why do brides spend so much money on wedding dresses, 
while grooms often rent cheap tuxedos (even though grooms 
could potentially wear their tuxedos on many other occasions 
and brides will never wear their dresses again)? Why are 
child safety seats required in cars but not for air travel? Why 
do airlines charge their highest prices to passengers who buy 
at the last minute, while the practice is exactly the reverse for 
Broadway theaters?
	 The beauty of this assignment is not only that most 
students enjoy writing these papers, but also that few 
manage to complete them without becoming life-long 
economic naturalists. For those who would like to learn 
more about the assignment, my lecture on it is posted in 
the Authors@google series here: www.youtube.com/
watch?v=QalNVxeIKEE.
	 A host of Economic Naturalist examples are now avail-
able as short, engaging video vignettes available within 
Connect via the eBook or as assignable homework content. 
Available videos are denoted in the margin throughout the 
text.

FOCUS ON PROBLEM-SOLVING
Most economists agree that a critical step in learning price 
theory is to solve problems. More than any other text cur-
rently available in the marketplace, Microeconomics and 
Behavior prepares students for its end-of-chapter problems 
by taking them through a sequence of carefully crafted 
examples and self-test questions within each chapter. 
Because most of these examples and self-tests are drawn 
from familiar contexts, and because students engage more 
readily with the concrete than with the abstract, this 
approach has proven effectiveness. In the absence of such 
groundwork, many students would reach the end-of-chapter 
problems with little or no idea how to proceed.

OPTIMAL TOPIC COVERAGE
A guiding principle in the evolution of Microeconomics and 
Behavior has been that topics should be emphasized in pro-
portion both to their importance and to the difficulty that 
students have in mastering them. Because the basic rational 
choice model is the building block for much of what comes 
later in the course, I have devoted considerably more atten-
tion to its development than competing texts do. I have also 
allocated extra space for elasticity and its applications in 
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demand theory, and for the average-marginal distinction in 
production theory.
	 As an additional means for discovering which topics 
are most difficult to master, I have used research in behav-
ioral economics that identifies systematic departures from 
the prescriptions of the rational choice model. For exam-
ple, whereas the model says that rational persons will 
ignore sunk costs, many people are in fact strongly influ-
enced by them. (Someone who receives an expensive, but 
painfully tight, pair of shoes as a gift is much less likely to 
wear them than is someone who spent $400 out of his own 
pocket for those same shoes.) Especially in the chapters on 
consumer behavior, I call students’ attention to situations 
in which they themselves are likely to make irrational 
choices. Because student resources are limited, it makes 
sense to focus on precisely those issues for which knowing 
price theory is most likely to be helpful.
	 It may seem natural to wonder whether discussing 
examples of irrational choices might confuse students who 
are struggling to master the details of the rational choice 
model. It’s a reasonable question, but my experience has 
been exactly to the contrary. Such examples actually 
underscore the normative message of the traditional the-
ory. Students who are exposed to them invariably gain a 
deeper understanding of the basic theoretical principles at 
issue. Indeed, they often seem to take an almost conspira-
torial pride in being able to see through the errors of judg-
ment that many consumers make. For instructors who want 
to pursue how cognitive limitations affect consumer 
behavior in greater detail, there is an entire chapter devoted 
to this topic. When the first edition of Microeconomics 
and Behavior appeared in 1990, many in the economics 
profession were skeptical about then emerging field of 
behavioral economics. But as evidenced by U.C. Berkeley 
economist Matthew Rabin’s receipt of the John Bates 
Clark Award in 2000 (the honor bestowed every two years 
by the American Economics Association on the most out-
standing American economist under the age of 40) and by 
the receipt of the Nobel Prize in Economics, first by Daniel 
Kahneman in 2002 and then by Richard Thaler in 2017, 
the behavioral approach is now part of the microeconom-
ics mainstream.

A BROADER CONCEPTION OF 
SELF-INTEREST
Another of my goals has been to incorporate a broader con-
ception of preferences into models of individual choice. Most 
texts mention at the outset that the rational choice model 
takes people’s tastes as given. They may be altruists, sadists, 
or masochists; or they may be concerned solely with advanc-
ing their narrow material interests. But having said that, most 

texts then proceed to ignore all motives other than narrow 
self-interest. It is easy to see why, because economic research 
has scored its most impressive gains on the strength of this 
portrayal of human motivation. It tells us, for example, why 
Ford discontinued production of its 7,500-pound Excursion 
SUV in the wake of gasoline price increases; and why ther-
mostats are generally set lower in apartments that have sepa-
rately metered utilities.
	 And yet, as students are keenly aware, our Homo 
economicus caricature is patently at odds with much of 
what we know about human behavior. People vote in 
presidential elections. They give anonymously to public 
television stations and private charities. They donate 
bone marrow to strangers with leukemia. They endure 
great trouble and expense to see justice done, even when 
it will not undo the original injury. At great risk to them-
selves, they pull people from burning buildings, and 
jump into icy rivers to rescue people who are about to 
drown. Soldiers throw their bodies atop live grenades to 
save their comrades. Seen through the lens of the self-
interest theory emphasized in most textbooks, such 
behavior is the human equivalent of planets traveling in 
square orbits. Indeed, many students are strongly alien-
ated by our self-interest model, which they perceive as 
narrow and mean-spirited.
	 Microeconomics and Behavior freely concedes the 
importance of the self-interest motive in many contexts. 
But it also highlights the role of unselfish motives in 
social and economic transactions. Employing elementary 
game theory, Chapter 12 identifies circumstances in 
which people who hold such motives have a competitive 
advantage over pure opportunists. It shows, for example, 
that people known to have cooperative predispositions 
can often solve prisoner’s dilemmas and other commit-
ment problems in ways that purely self-interested per-
sons cannot.
	 Our theoretical models of human nature are important, 
not least because they mold our expectations about how 
others will behave. Economics is the social science most 
closely identified with the self-interest model of human 
behavior. Does this model color our expectations of others, 
and perhaps even our own behavior? When Cornell psy-
chologists Tom Gilovich, Dennis Regan, and I investigated 
this question, we found numerous indications that econo-
mists are much more likely than others to behave opportu-
nistically in social dilemmas.1 For example, academic 
economists were more than twice as likely as the members 
of any other discipline we surveyed to report that they give 
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no money at all to any private charity. In an experiment, we 
also found that economics majors were more than twice as 
likely as nonmajors to defect when playing one-shot pris-
oner’s dilemmas with strangers.
	 This difference was not merely a reflection of the fact 
that people who chose to major in economics were more 
opportunistic to begin with. We found, for example, that 
the difference in defection rates grew larger the longer a 
student had studied economics. Questionnaire responses 
also indicated that freshmen in their first microeconomics 
course were more likely at the end of the term to expect 
opportunistic behavior from others than they were at the 
beginning.
	 There are thus at least some grounds for concern that, 
by stressing only the narrow self-interest motive, econo-
mists may have undermined our students’ propensities for 
cooperative behavior. The irony is that the internal logic of 
the economic model never predicted such narrowly self-
interested behavior in the first place.

ADDITIONAL PEDAGOGICAL 
FEATURES
Unlike most intermediate texts, Microeconomics and 
Behavior contains no boxed applications, which tend to dis-
tract students from the thread of argument being developed. 
Instead, applications and examples are integrated fully into 
the text. Many of these have the added advantage of being 
drawn from experiences to which students can personally 
relate.
	 The chapter introductions and summaries are another 
innovative feature of Microeconomics and Behavior. Most 
chapters begin with an anecdote that poses a problem or 
question that the material developed in the chapter will 
enable the student to answer. These introductions have 
proved especially helpful for the many students who find 
that getting started is often the hardest step. The chapter 
summaries in most current texts consist of brief annotated 
lists of the topics covered. The chapter summaries in Micro-
economics and Behavior, by contrast, are written in a narra-
tive form that carefully synthesizes the material covered in 
the chapters.
	 Each chapter concludes with a selection of problems that 
range in difficulty from routine to highly challenging. These 
problems have all been class-tested to assure their accuracy 
and effectiveness in helping students master the most impor-
tant concepts in the chapters.
	 Answers to all in-text self-test questions appear at the 
end of the chapter in which they occur. Variations and 
extensions of these self-tests are echoed in the end-of-chapter 
problems, which enable students to approach these 

problem sets with greater confidence. Detailed answers to 
all end-of-chapter problems are included in the solutions 
manual.

CHANGES IN THE TENTH EDITION
Beyond the usual updating of time-sensitive numerical 
examples, I have also tried to achieve a simpler and more 
unified design look throughout the text. The design has 
been refreshed, the Examples and Concept Checks (now 
named Self-Tests) from the previous edition are emphasized 
to provide clarity and to facilitate understanding of con-
cepts. Data has been updated accordingly throughout.
	 A more robust offering of course content in McGraw 
Hill Connect is now available for this edition. In addition to 
the test bank, which was available previously in Connect, the 
end-of-chapter questions have now been added as assign-
able, automatically graded, content. Refinements to the 
SmartBook offer have also been made. For more informa-
tion about the assets available to you, refer to the Connect 
Economics pages that follow.
	 Economic Naturalism, as described earlier, has long 
been a central focus of this book. But it is a feature, not a 
bug, of specific pithy examples involving manual trans-
missions or Nepalese stone crushers that they reflect a 
moment in time. In this edition, we have revisited many of 
Economic Naturalist examples and have found sometimes 
that new facts lead to different conclusions. New to this 
edition, a selection of Economic Naturalist examples 
have been developed into short video vignettes, detailing 
how economics can help you answer a host of interesting 
questions from everyday experiences. Applicable videos 
are denoted in the margin throughout the text, as in the 
margin here. The videos are available within Connect via 
the eBook, and as assignable homework content with 
accompanying questions.

®

⊲ Visit your instructor’s Connect© course and 
access your eBook to view this video.

Why do real estate agents often show 
clients two nearly identical houses, even 
though one is both cheaper and in better 
condition than the other?
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	 Changes to this edition emphasize updates to con-
tent rather than to organization of the text. Significant 
new material relating to the economics of climate change 
have been introduced in Chapters 5, 6, 7, and 17. Chapter 
10 begins with a mostly new introduction to the theory of 
perfect competition. Chapter 18 is streamlined and refo-
cused, with the closing “Income Distribution” section 
updated to reflect the contemporary discussion around 
basic income and jobs guarantee proposals.

SUPPLEMENTS FOR THE 
INSTRUCTOR
The following ancillaries are available for quick download and 
convenient access via the instructor resource site available 
through McGraw Hill Connect. Instructor resources are pass-
word protected for security. The supplements package, which 
has been revised and improved, consists of the following:
	 Instructor’s Manual: Each chapter contains a Chapter 
Summary, a Chapter Outline, Teaching Suggestions, a list of 
Stumbling Blocks for Students, and Additional Problem Sug-
gestions with accompanying solutions.
	 Solutions Manual: Answers to end-of-chapter Review 
Questions and Problems have been extracted from the 
Instructor’s Manual and are available here for quick access.
	 Test Bank: Hundreds of multiple choice and essay 
questions test students’ knowledge of key terms and con-
cepts. All questions have been accuracy checked and are 
tagged with the corresponding learning objective, level of 
difficulty, topic, AACSB learning category, and Bloom’s 
taxonomy for easy filtering.
	 Test Builder in Connect: Available within Con-
nect, Test Builder is a cloud-based tool that enables instruc-
tors to format tests that can be printed or administered within 
an LMS. Test Builder offers a modern, streamlined interface 
for easy content configuration that matches course needs, 
without requiring a download. 

Test Builder allows you to:
∙	 Access all test bank content from a particular title.
∙	 Easily pinpoint the most relevant content through ro-

bust filtering options.
∙	 Manipulate the order of questions or scramble ques-

tions and/or answers.
∙	 Pin questions to a specific location within a test.
∙	 Determine your preferred treatment of algorithmic 

questions. 
∙	 Choose the layout and spacing. 
∙	 Add instructions and configure default settings.

Test Builder provides a secure interface for better protection 
of content and allows for just-in-time updates to flow 
directly into assessments.

	 PowerPoints: The PowerPoints contain a detailed, 
chapter-by-chapter review of the important concepts and 
figures presented in the textbook. You can print, or rear-
range the slides to fit the needs of your course.

REMOTE PROCTORING & 
BROWSER-LOCKING CAPABILITIES

New remote proctoring and browser-locking capabilities, 
hosted by Proctorio within Connect, provide control of the 
assessment environment by enabling security options and 
verifying the identity of the student. 
	 Seamlessly integrated within Connect, these services 
allow instructors to control students’ assessment experience 
by restricting browser activity, recording students’ activity, 
and verifying students are doing their own work. 
	 Instant and detailed reporting gives instructors an at-a-
glance view of potential academic integrity concerns, thereby 
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13
Much of microeconomics entails the study of how people choose under conditions of 
scarcity. Many people react to this description by saying that the subject is of little real 
relevance in developed countries, where material scarcity is largely a thing of the past.
	 This reaction, however, takes too narrow a view of the Greek shipping magnate 
scarcity, for there are always important resources in short supply. At his death, Aris-
totle Onassis was worth several billion dollars. He had more money than he could 
possibly spend and used it for such things as finely crafted whale ivory footrests for 
the barstools on his yacht. And yet he confronted the problem of scarcity much more 
than most of us will ever have to. Onassis was the victim of myasthenia gravis, a de-
bilitating and progressive neurological disease. For him, the scarcity that mattered 
was not money but time, energy, and the physical skill needed to carry out ordinary 
activities.
	 Time is a scarce resource for everyone, not just the terminally ill. In deciding which 
movies to see, for example, it is time, not the price of admission, that constrains most of 
us. With only a few free nights available each month, seeing one movie means not being 
able to see another, or not being able to have dinner with friends.
	 Time and money are not the only important scarce resources. Consider the economic 
choice you confront when a friend invites you to a buffet brunch. You must decide how to 
fill your plate. Even if you are not rich, money would be no object, since you can eat as 
much as you want for free. Nor is time an obstacle, since you have all afternoon and 
would enjoy spending it in the company of your friend. The important scarce resource 
here is the capacity of your stomach. A smorgasbord of your favorite foods lies before 
you, and you must decide which to eat and in what quantities. Eating another waffle nec-
essarily means having less room for more scrambled eggs. The fact that no money 
changes hands here does not make your choice any less an economic one.
	 Every choice involves important elements of scarcity. Sometimes the most relevant 
scarcity will involve money, but not always. Coping with scarcity is the essence of the 
human condition. Indeed, were it not for the problem of scarcity, life would be stripped 
of much of its intensity. For someone with an infinite lifetime and limitless material 

Thinking Like an 
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1

LEARNING OBJECTIVES

After reading this chapter, you 
should be able to:
LO 1	 Explain and apply the 

cost-benefit principle.
LO 2	 Explain the uses and 

limitations of economic 
models.

LO 3	 Describe the four com-
mon decision pitfalls.

LO 4	 Translate quantitative 
information about costs 
and benefits into 
graphical form.

LO 5	 Describe Adam Smith’s 
invisible hand theory.
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economic principles 
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patterns of behavior 
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normative theories.
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between microeco-
nomics and macroeco-
nomics.
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resources, hardly a single decision would ever matter. If you made a bad decision today, 
you could always start with a clean slate tomorrow.
	 In this chapter we examine some basic principles of microeconomic theory and see 
how an economist might apply them to a wide variety of choices involving scarcity. 
Later chapters more formally develop the theory. For now, our only goal is to get an 
intuitive feel for that distinctive mindset known as “thinking like an economist.” And 
the best way to do that is to work through a series of problems familiar from actual 
experience.

THE COST-BENEFIT APPROACH TO DECISIONS
Many of the choices economists study can be posed as the following question:

Should I do activity x?

	 For the choice confronting a moviegoer, “. . . do activity x?” might be, for example, 
“. . . see the new Star Wars movie tonight?” For the person attending a buffet brunch, it 
might be “. . . eat another waffle?” Economists answer such questions by comparing the 
costs and benefits of doing the activity in question. The decision rule we use is disarm-
ingly simple. If C(x) denotes the costs of doing x and B(x) denotes the benefits, it is:

If B(x) > C(x), do x; otherwise don’t.

	 To apply this rule, we must define and measure costs and benefits. Monetary val-
ues are a useful common denominator for this purpose, even when the activity has 
nothing directly to do with money. We define B(x) as the maximum dollar amount you 
would be willing to pay to do x. Often B(x) will be a hypothetical magnitude, the 
amount you would be willing to pay if you had to, even though no money will change 
hands. C(x), in turn, is the value of all the resources you must give up in order to do x. 
Here too C(x) need not involve an explicit transfer of money.
	 For most decisions, at least some of the benefits or costs will not be readily available 
in monetary terms. To see how we proceed in such cases, consider the following simple 
decision. 

If the benefit of an activity 
exceeds its cost, do it.

EXAMPLE 1.1 	 Comparing Costs and Benefits

Should I turn down my stereo?

You have settled into your chair and are listening to a vinyl reissue from your favorite 
punk rock band when you realize that the next two tracks on the record are ones 
you dislike. If you had a working remote, you could turn down your stereo for the 
next two songs. But you don’t, and so you must decide whether to get up and turn 
the music down or stay put and wait it out.
	 The benefit of turning it down is not having the songs you don’t like blare away 
at you. The cost, in turn, is the inconvenience of getting out of your chair. If you are 
extremely comfortable and the music is only mildly annoying, you will probably stay 
put. But if you haven’t been settled for long or if the music is really bothersome, you 
are more likely to get up.
	 Even for simple decisions like this one, it is possible to translate the relevant 
costs and benefits into a monetary framework. Consider first the cost of getting out 
of your chair. If someone offered you 1 cent to get up out of a comfortable chair and 
there were no reason other than the penny to do it, would you take the offer? Most 
people would not. But if someone offered you $1,000, you would be on your feet in 
an instant. Somewhere between 1 cent and $1,000 lies your reservation price, the 
minimum amount it would take to get you out of the chair.
	 To see where the threshold lies, imagine a mental auction with yourself in which 
you keep boosting the offer by small increments from 1 cent until you reach the 

reservation price of  
activity x  the price at which  
a person would be indifferent 
between doing x and not  
doing x.
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Is it worth the trouble to turn down your stereo?
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point at which it is barely worthwhile to get up. Where this point occurs will obvi-
ously depend on circumstance. If you are rich, it will tend to be higher than if you are 
poor, because a given amount of money will seem less important; if you feel ener-
getic, it will be lower than if you feel tired; and so on. For the sake of discussion, 
suppose your reservation price for getting out of the chair turns out to be $1. You 
can conduct a similar mental auction to determine the maximum sum you would be 
willing to pay someone to turn the music down. This reservation price measures the 
benefits of turning the music down; let’s suppose it turns out to be 75 cents.
	 In terms of our formal decision rule, we then have x = “turn my stereo down,” 
with B(x) = $0.75 < C(x) = $1, which means that you should remain in your chair. 
Listening to the next two songs will be unpleasant, but less so than getting up would 
be. A reversal of these cost and benefit figures would imply a decision to get up and 
turn the music down. If B(x) and C(x) happened to be equal, you would be indifferent 
between the two alternatives. 

THE ROLE OF ECONOMIC THEORY
The idea that anyone might actually calculate the costs and benefits of turning down a 
stereo may sound absurd. Economists have been criticized for making unrealistic assump-
tions about how people behave, and outsiders are quick to wonder what purpose is served 
by the image of a person trying to decide how much he would pay to avoid getting up 
from his chair.
	 There are two responses to this criticism. The first is that economists don’t assume 
that people make such calculations explicitly. Rather, many economists argue, we can 
make useful predictions by assuming people act as if they made such calculations. This 
view was forcefully expressed by Nobel laureate Milton Friedman, who illustrated his 
point by looking at the techniques expert pool players use.1 He argued that the shots they 
choose, and the specific ways they attempt to make them, can be predicted extremely well 
by assuming that players take careful account of all the relevant laws of Newtonian phys-
ics. Of course, few expert pool players have had formal training in physics, and hardly 
any can recite such laws as “the angle of incidence equals the angle of reflection.” Nor 

1Milton Friedman, “The Methodology of Positive Economics,” Essays in Positive Economics, Chicago: Univer-
sity of Chicago Press, 1953.
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are they likely to know the definitions of “elastic collisions” and “angular momentum.” 
Even so, Friedman argued, they would never have become expert players in the first place 
unless they played as dictated by the laws of physics. Our theory of pool player behavior 
assumes, unrealistically, that players know the laws of physics. Friedman urged us to 
judge this theory not by how accurate its central assumption is but by how well it predicts 
behavior. And on this score, it performs very well indeed.

Like pool players, we must also develop skills for coping with our environments. 
Many economists, Friedman among them, believe that useful insights into our behavior 
can be gained by assuming that we act as if governed by the rules of rational decision 
making. By trial and error we eventually absorb these rules, just as pool players absorb 
the laws of physics.
	 A second response to the charge that economists make unrealistic assumptions is to 
concede that behavior does often differ from the predictions of economic models. Thus, 
as economist Richard Thaler puts it, we often behave more like novice than expert pool 
players—ignoring bank shots and having no idea about putting the proper spin on the cue 
ball to position it for the next shot. Considerable evidence supports this second view.
	 But even where economic models fail on descriptive grounds, they often provide 
useful guidance for decisions. That is, even if they don’t always predict how we do 
behave, they may often give useful insights into how to achieve our goals more effi-
ciently. If novice pool players have not yet internalized the relevant physical laws, they 
may nonetheless consult those laws for guidance about how to improve. Economic mod-
els often play an analogous role with respect to ordinary consumer and business deci-
sions. Indeed, this role alone provides a compelling reason for learning economics.

COMMON PITFALLS IN DECISION MAKING
Some economists are embarrassed if an outsider points out that much of what they do 
boils down to an application of the principle that we should perform an action if and only 
if its benefits exceed its costs. That just doesn’t sound like enough to keep a person with 
a PhD busy all day! There is more to it, however, than meets the eye. People who study 
economics quickly discover that measuring costs and benefits is as much an art as a sci-
ence. Some costs seem almost deliberately hidden from view. Others may seem relevant 
but, on a closer look, turn out not to be.
	 Economics teaches us how to identify the costs and benefits that really matter. An 
important goal of this book is to teach you to become a better decision maker. A good 
starting point is to examine some common pitfalls in decision making. The relevant eco-
nomic principles are simple and commonsensical, but many people ignore them.

Pitfall 1. Ignoring Implicit Costs
One pitfall is to overlook costs that are not explicit. If doing activity x means not being 
able to do activity y, then the value to you of doing y (had you done it) is an opportunity 
cost of doing x. Many people make bad decisions because they tend to ignore the value 
of such forgone opportunities. This insight suggests that it will almost always be instruc-
tive to translate questions such as “Should I do x?” into ones such as “Should I do x or y?” 
In the latter question, y is simply the most highly valued alternative to doing x. Example 
1.2 helps drive this important point home.

opportunity cost of activity   
the value of all that must be 
sacrificed to do the activity.

People don’t always behave 
as predicted by economic 
models, but the models 
provide useful insights about 
how to achieve important 
goals.

Professional pool champion 
Shane Van Boening may not know 
all the formal laws of Newtonian 
physics, but the quality of his play 
suggests that he has a deep 
understanding of them.
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EXAMPLE 1.2 	 Implicit Cost

Should I go skiing today or work as a research assistant?

There is a ski area near your campus. From experience you know that a day on the 
slopes is worth $60 to you. The charge for the day is $40 (which includes bus fare, 
lift ticket, and equipment). However, this is not the only cost of going skiing. You 
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	 The fact that you liked the research job just well enough to have been willing to do it 
for free is another way of saying there were no psychic costs associated with doing it. 
This is important because it means that by not doing the job you would not have been 
escaping something unpleasant. Of course, not all jobs fall into this category. Suppose 
instead that your job is to scrape plates in the dining hall for the same pay, $45/day, and 
that the job is so unpleasant that you would be unwilling to do it for less than $30/day. 
Assuming your manager at the dining hall permits you to take a day off whenever you 
want, let’s now reconsider your decision about whether to go skiing.

must also take into account the value of the most attractive alternative you will forgo 
by heading for the slopes. Suppose the best alternative is your new job as a profes-
sor’s research assistant. The job pays $45 per day, and you like it just well enough 
to be willing to do it for free. The question you face is, “Should I go skiing or work as 
a research assistant?”
	 Here the cost of skiing is not just the explicit cost of the ski package ($40) but 
also the opportunity cost of the lost earnings ($45). The total costs are therefore 
$85, which exceeds the benefits of $60. Since C(x) > B(x), you should stay on cam-
pus and work for your professor. Someone who ignored the opportunity cost of the 
forgone earnings would decide incorrectly to go skiing.

EXAMPLE 1.3 	 Costs and Benefits Are Reciprocal

Should I go skiing today or scrape plates?

There are two equivalent ways of looking at this decision. One is to say 
that  one  benefit of going skiing is not having to scrape plates. Since you 
would never be willing to scrape plates for less than $30/day, avoiding that task is 
worth that amount to you. Going skiing thus carries the indirect benefit of not 
scraping plates. When we add that indirect benefit to the $60 direct benefit of the 
skiing, we get B(x) = $90. In this view of the problem, C(x) is the same as before, 
namely, the $40 ski charge plus the $45 opportunity cost of the lost earnings, or 
$85. So now B(x) > C(x), which means you should go skiing.
	 Alternatively, we could have viewed the unpleasantness of the plate-scraping 
job as an offset against its salary. By this approach, we would subtract $30/day 
from your $45/day earnings and say that the opportunity cost of not working is 
only $15/day. Then C(x) = $40 + $15 = $55 < B(x) = $60, and again the conclusion 
is that you should go skiing.
	 It makes no difference in which of these two ways you handle the valuation of 
the unpleasantness of scraping plates. It is critically important, however, that you do 
it either one way or the other. Don’t count it twice!

	 As Example 1.3 makes clear, costs and benefits are reciprocal. Not incurring a cost 
is the same as getting a benefit. By the same token, not getting a benefit is the same as 
incurring a cost.
	 Obvious as this sounds, it is often overlooked. A case in point was a foreign graduate 
student who got her degree some years ago and was about to return to her home country. 
The trade regulations of her nation permitted people returning from abroad to bring back 
a new automobile without having to pay the normal 50 percent tariff. The student’s 
father-in-law asked her to bring him back a new $20,000 Chevrolet and sent her a check 
for exactly that amount. This put the student in a quandary. She had been planning to bring 
back a Chevrolet and sell it in her home country. Because, as noted, new cars normally 
face a 50 percent import tax, such a car would sell at a dealership there for $30,000. The 
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student estimated that she could easily sell it privately for $28,000, which would net her 
an $8,000 gain. Thus the opportunity cost of giving the car to her father-in-law for 
$20,000 was going to be $8,000! Not getting this big benefit was a big cost. In the end, it 
was one the student elected to bear because she valued keeping peace in the family even 
more. As the cost-benefit principle makes clear, the best decision is not always the one 
that leaves you with the most money in your pocket.
	 Example 1.4 is a perfect illustration of Friedman’s argument about how to evaluate a 
theory. High school seniors don’t decide when to attend college on the basis of sophisti-
cated calculations involving opportunity costs. On the contrary, most start right out of 
high school simply because that is what most of their peers do. It is the thing to do.
	 But this begs the question of how it got to be the thing to do. Customs do not origi-
nate out of thin air. A host of different societies have had centuries to experiment with 
this decision. If there were a significantly better way of arranging the learning and work-
ing periods of life, some society should have long since discovered it. Our current custom 
has survived because it is efficient. People may not make explicit calculations about the 
opportunity cost of forgone earnings, but they often behave as if they do.2
	 As simple as the opportunity cost concept is, it is one of the most important in micro-
economics. The art in applying the concept correctly lies in being able to recognize the 
most valuable alternative that is sacrificed by the pursuit of a given activity.

Pitfall 2. Failing to Ignore Sunk Costs
An opportunity cost may not seem to be a relevant cost when in reality it is. On the other 
hand, sometimes an expenditure may seem relevant when in reality it is not. Such is often 
the case with sunk costs, costs that are beyond recovery at the moment a decision is made. 

EXAMPLE 1.4 	 Opportunity Cost

Should I work first or go to college first?

College costs are not limited to tuition, fees, supplies, housing, 
food—or their equivalent in future loan payments. They also 
include the opportunity cost of earnings forgone while study-
ing. Earnings increase with experience. Thus the more experi-
ence you have, the more income you must forgo to attend 
college. This opportunity cost is therefore lowest when you 
are right out of high school.
	 On the benefit side, one big gain of a college education is 
sharply higher earnings. The sooner you graduate, the longer 
you will reap this benefit. Another benefit is the pleasantness 
of going to college as opposed to working. In general, the 
kinds of jobs people hold tend to be less unpleasant (or more 
pleasant) the more education they have. By going to college 
right away, you thus avoid having to work at the least pleasant 
jobs. For most people, then, it makes sense to go to college 
first and work afterward. Certainly it makes more sense to 
attend college at age 20 than at age 50.
	 A common exception involves people who are too imma-
ture right out of high school to reap the benefits of college 
work, who often do better by working a year or two before 
college.

Why do most students start college right after finishing  
high school?

2This does not mean that all customs necessarily promote efficiency. For example, circumstances may have 
changed in such a way that a custom that promoted efficiency in the past no longer does so. In time, such a 
custom might change. Yet many habits and customs, once firmly entrenched, are very slow to change.
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Unlike opportunity costs, these costs should be ignored. Not ignoring them is a second 
pitfall in decision making. The principle of ignoring sunk costs emerges clearly in the 
following example.
	 In Example 1.5, note the role of the assumption that, costs aside, you are indifferent 
between the two modes of transport. If you had preferred one mode to the other, we 
would also have had to weigh that preference. For example, if you were willing to pay 
$60 to avoid the hassle of driving, the real cost of driving would be $110, not $50, and 
you should take the bus.
	 Self-Test questions, such as the one below, are sprinkled throughout the text to help 
you make sure that you understand important analytical concepts. You will master micro-
economics more effectively if you do these exercises as you go along.

EXAMPLE 1.5 	 Sunk Cost (Part 1)

Should I drive to Boston or take the bus?

You are planning a 250-mile trip to Boston. Except for the cost, you are completely 
indifferent between driving and taking the bus. Bus fare is $100. You don’t know how 
much it would cost to drive your car, so you call Budget for an estimate. Budget tells you 
that for your make of car the costs of a typical 10,000-mile driving year are as follows:

If a cost has already been  
incurred and cannot be  
recovered, it is irrelevant for  
all decisions about the future.

Insurance	 $1,000

Interest	 2,000

Fuel & Oil	 1,000

Maintenance	 1,000

    Total	 $5,000

	 Suppose you calculate that these costs come to $0.50/mile and use this figure 
to compute that the 250-mile trip will cost you $125 by car. And since this is more 
than the $100 bus fare, you decide to take the bus.
	 If you decide in this fashion, you fall victim to the sunk cost pitfall. Insurance and 
interest payments do not vary with the number of miles you drive each year. Both 
are sunk costs and will be the same whether or not you drive to Boston. Of the costs 
listed, fuel and oil and maintenance are the only ones that vary with miles driven. 
These come to $2,000 for each 10,000 miles you drive, or $0.20/mile. At $0.20/mile, 
it costs you only $50 to drive to Boston, and since this is less than the bus fare, you 
should drive.

SELF-TEST  1.1
How, if at all, would your answer to the question in Example 1.5 be different if the 
worth of avoiding the hassle of driving is $20 and you average one $28 traffic 
ticket for every 200 miles you drive?

	 As a check, the answers to the in-chapter self-test questions are at the end of each chap-
ter. Naturally, the self-tests will be much more useful if you work through them before 
consulting the answers.
	 Although our cost-benefit decision rule fails the test of prediction in this experiment, 
its message for the rational decision maker stands unchallenged. The two groups logically 
should have behaved the same. The only difference between them, after all, is that patrons 
in the refund group have lifetime incomes that are $5 higher than the others’. Such a 
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trivial difference should have no effect on pizza consumption. Members of the no-refund 
group seemed to want to make sure they “got their money’s worth.” In all likelihood, 
however, this motive merely led them to overeat.4
	 What’s wrong with being motivated to “get your money’s worth”? Absolutely noth-
ing, as long as the force of this motive operates before you enter into transactions. Thus it 
makes perfectly good sense to be led by this motive to choose one restaurant over an 
otherwise identical competitor that happens to cost more. Once the price of your lunch 
has been determined, however, the get-your-money’s-worth motive should be abandoned. 
The satisfaction you get from eating another slice of pizza should then depend only on 
how hungry you are and on how much you like pizza, not on how much you paid. Yet 
people often seem not to behave in this fashion. The difficulty may be that we are not 
creatures of complete flexibility. Perhaps motives that make sense in one context are not 
easily abandoned in another.

EXAMPLE 1.6 	 Sunk Cost (Part 2)

The pizza experiment.

A local pizza parlor offers an all-you-can-eat lunch for $5. You pay at the door, then 
the waiter brings you as many slices of pizza as you like. A former colleague per-
formed this experiment: An assistant served as the waiter for one group of tables.3 
The “waiter” selected half the tables at random and gave everyone at those tables 
a $5 refund before taking orders. Diners at the remaining tables got no refund. He 
then kept careful count of the number of slices of pizza each diner ate. What differ-
ence, if any, do you predict in the amounts eaten by these two groups?
	 Diners in each group confront the question “Should I eat another slice of pizza?” 
Here, the activity x consists of eating one more slice. For both groups, C(x) is exactly 
zero: Even members of the group that did not get a refund can get as many addi-
tional slices as they want at no extra charge. Because the refund group was chosen 
at random, there is no reason to suppose that its members like pizza any more or 
less than the others. For everyone, the decision rule says keep eating until there is 
no longer any extra pleasure in eating another slice. Thus, B(x) should be the same 
for each group, and people from both groups should keep eating until B(x) falls 
to zero.
	 By this reasoning, the two groups should eat the same amount of pizza, on the 
average. The $5 admission fee is a sunk cost and should have no influence on the 
amount of pizza one eats. In fact, however, the group that did not get the refund 
consumed substantially more pizza.

Eating additional food just to 
get your money’s worth is not 
a sensible decision strategy.

3See Richard Thaler, “Toward a Positive Theory of Consumer Choice,” Journal of Economic Behavior and 
Organization 1, 1980.
4An alternative to the “get-your-money’s-worth” explanation is that $5 is a significant fraction of the amount of 
cash many diners have available to spend in the short run. Thus members of the refund group might have held 
back in order to save room for the dessert they could now afford to buy. To test this alternative explanation, the 
experimenter could give members of the no-refund group a $5 cash gift earlier in the day and then see if the 
amount of pizza consumed by the two groups still differed.

SELF-TEST  1.2
Jim wins a ticket from a radio station to see a jazz band perform at an outdoor 
concert. Mike has paid $18 for a ticket to the same concert. On the evening of the 
concert there is a tremendous thunderstorm. If Jim and Mike have the same 
tastes, which of them will be more likely to attend the concert, assuming that 
each decides on the basis of a standard cost-benefit comparison?
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Pitfall 3. Measuring Costs and Benefits as Proportions 
Rather Than  Absolute Dollar Amounts
When a boy asks his mother “Are we almost there yet?” how will she answer if they are 
10 miles from their destination? Without some knowledge of the context of their journey, 
we cannot say. If they are near the end of a 300-mile journey, her answer will almost surely 
be yes. But if they have just embarked on a 12-mile journey, she will say no.
	 Contextual clues are important for a variety of ordinary judgments. Thinking about 
distance as a percentage of the total amount to be traveled is natural and informative. 
Many also find it natural to think in percentage terms when comparing costs and bene-
fits. But as the following pair of simple examples illustrates, this tendency often causes 
trouble.

EXAMPLE 1.7 	 Comparing Costs and Benefits (Part 1)

EXAMPLE 1.8 	 Comparing Costs and Benefits (Part 2)

Should you drive to Walmart to save $10 on a $40 upgrade to your 
stereo?

You are about to spend $40 for a Bluetooth adapter for your vintage stereo at the 
nearby campus store when a friend tells you that the very same adapter is on sale 
at Walmart for only $20. If Walmart is a 15-minute drive away, where would you buy 
the adapter? (No matter where you bought it, you must send it to the manufacturer 
for repairs, if it fails under warranty.)

Should you drive downtown to save $20 on a $1,000 smart TV?

You are about to buy a new TV with the latest wireless interface at the nearby cam-
pus store for $1,020 when a friend tells you that the very same set is on sale at 
Walmart for only $1,000. If Walmart is a 15-minute drive away, where would you buy 
the television? (Again, repairs under warranty would entail sending the set to the 
manufacturer in each case.)
	 There is no uniquely correct answer to either of these questions, both of 
which ask whether the benefit of driving to Walmart is worth the cost. Most 
people say the trip would definitely be worth making for the Bluetooth adapter, 
but definitely not worth making for the TV. When pressed to explain, they say 
driving yields a 50 percent savings on the adapter but only a 2-percent savings 
on the TV.
	 These percentages, however, are irrelevant. In each case the benefit of driving 
to Walmart is exactly the $20 savings from the lower purchase price. What’s the cost 
of driving to Walmart? Some might be willing to make the drive for as little as $5, 
while others might not be willing to do it for less than $50. But whatever the number, 
it should be the same in both cases. So your answers to the questions just posed 
should be the same. If you would be willing to make the drive for, say, $8, then you 
should buy both the adapter and TV at Walmart. But if your reservation price for 
making the drive is, say, $25, then you should buy both appliances at the nearby 
campus store.

When comparing costs and 
benefits, always use absolute 
dollar amounts, not proportions.

	 When using the cost-benefit test, you should express costs and benefits in abso-
lute dollar terms. Comparing percentages is not a fruitful way to think about decisions 
like these.


