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repeatedly. That’s hardly surprising since only a tiny frac-
tion of the terabytes of information that bombard us each 
day is likely to be relevant for anything we care about. Only 
when something comes up a third or fourth time does the 
brain start laying down new circuits for dealing with it.

Yet when planning their lectures, many instructors 
ask themselves, “How much can I cover today?” And 
because modern electronic media enable them to click 
through upwards of 100 PowerPoint slides in an hour, 
they feel they better serve their students when they put 
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learning works. Professors should instead be asking, 
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Our approach to this text was inspired by our con-
viction that students will learn far more if we attempt to 
cover much less. Our basic premise is that a small num-
ber of basic principles do most of the heavy lifting in 
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on those principles, students can actually master them 
in just a single semester.

The enthusiastic reactions of users of previous edi-
tions of our textbook affirm the validity of this premise. 
Avoiding excessive reliance on formal mathematical der-
ivations, we present concepts intuitively through exam-
ples drawn from familiar contexts. We rely throughout 
on a well-articulated list of seven Core Principles, which 
we reinforce repeatedly by illustrating and applying each 
principle in numerous contexts. We ask students period-
ically to apply these principles themselves to answer 
related questions, exercises, and problems.

Throughout this process, we encourage students to 
become “economic naturalists,” people who employ basic 
economic principles to understand and explain what they 
observe in the world around them. An economic natural-
ist understands, for example, that infant safety seats are 
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• The Equilibrium Principle: A market in equilibrium leaves 
no unexploited opportunities for individuals but may not 
exploit all gains achievable through collective action.

Economic Naturalism
Our ultimate goal is to produce economic naturalists— 
people who see each human action as the result of an 
implicit or explicit cost-benefit calculation. The economic 
naturalist sees mundane details of ordinary existence in a 
new light and becomes actively engaged in the attempt to 
understand them. Some representative examples:

In Micro:

• Why do movie theaters offer discount tickets to students?

• Why do we often see convenience stores located on 
adjacent street corners?

• Why do supermarket checkout lines all tend to be 
roughly the same length?

In Macro:

• Why has investment in computers increased so much 
in recent decades?

• Why does news of inflation hurt the stock market?

• Why do almost all countries provide free public education?

Economic Naturalist Video Series: We are very excited to 
offer for the first time an entire video series based on Eco-
nomic Naturalist examples. A series of videos covering some 
of our favorite micro- and macro-focused examples can be 
used as part of classroom presentations or assigned for 
homework within McGraw-Hill  Connect®. These fascinating, 
fun, and thought-provoking applications of economics in 
everyday life encourage students to think like an economist. 

Active Learning Stressed
The only way to learn to hit an overhead smash in tennis is 
through repeated practice. The same is true for learning eco-
nomics. Accordingly, we consistently introduce new ideas in 
the context of simple examples and then follow them with 
applications showing how they work in familiar settings. At 
frequent intervals, we pose concept checks that both test and 
reinforce the understanding of these ideas. The end-of-chapter 
questions and problems are carefully crafted to help students 
internalize and extend basic concepts and are available 
within Connect as assignable content so that instructors can 
require students to engage with this material. Experience 
with earlier editions confirms that this approach really does 
prepare students to apply basic economic principles to solve 

economic puzzles drawn from the real world.

required in cars but not in airplanes because the marginal 
cost of space to accommodate these seats is typically zero in 
cars but often hundreds of dollars in airplanes. Scores of such 
examples are sprinkled throughout the book. Each one, we 
believe, poses a question that should make any curious person 
eager to learn the answer. These examples stimulate interest 
while teaching students to see each feature of their economic 
landscape as the reflection of one or more of the Core Prin-
ciples. Students talk about these examples with their friends 
and families. Learning economics is like learning a language. 
In each case, there is no substitution for actually speaking. 
By inducing students to speak economics, the Economic Nat-
uralist examples serve this purpose.

For those who would like to learn more about the role 
of examples in learning economics, Bob Frank’s lecture on 
this topic is posted on YouTube’s “Authors@Google” series 
(https://www.youtube.com/watch?v=QaINVxelKEE, or search 
“Authors@Google Robert Frank”).

KEY THEMES AND FEATURES
Emphasis on Seven Core Principles 
As noted, a few Core Principles do most of the work in 
economics. By focusing almost exclusively on these princi-
ples, the text ensures that students leave the course with a 
deep mastery of them. In contrast, traditional encyclopedic 
texts so overwhelm students with detail that they often leave 
the course with little useful working knowledge at all.

• The Scarcity Principle: Although we have boundless 
needs and wants, the resources available to us are lim-
ited. So having more of one good thing usually means 
having less of another.

• The Cost-Benefit Principle: An individual (or a firm or 
a society) should take an action if, and only if, the extra 
benefits from taking the action are at least as great as 
the extra costs.

• The Incentive Principle: A person (or a firm or a soci-
ety) is more likely to take an action if its benefit rises, 
and less likely to take it if its cost rises. In short, incen-
tives matter.

• The Principle of Comparative Advantage: Everyone does 
best when each concentrates on the activity for which 
his or her opportunity cost is lowest.

• The Principle of Increasing Opportunity Cost: In expand-
ing the production of any good, first employ those 
resources with the lowest opportunity cost, and only after-
ward turn to resources with higher opportunity costs.

• The Efficiency Principle: Efficiency is an important 
social goal because when the economic pie grows larger, 

everyone can have a larger slice.



(Chapters 24–27) can be used before long-run material 
(Chapters 19–23) with no loss of continuity.

• The analysis of aggregate demand and aggregate supply 
relates output to inflation, rather than to the price level, 
sidestepping the necessity of a separate derivation of 
the link between the output gap and inflation.

• This book places a heavy emphasis on globalization, start-
ing with an analysis of its effects on real wage inequality 
and progressing to such issues as the costs and benefits 
of trade, the causes and effects of protectionism, the role 
of capital flows in domestic capital formation, the link 
between exchange rates and monetary policy, and the 
sources of speculative attacks on currencies.

ORGANIZATION OF THE SEVENTH EDITION
In Microeconomics

• More and clearer emphasis on and repetition of the Core 
Principles: If we asked a thousand economists to pro-
vide their own versions of the most important economic 
principles, we’d get a thousand different lists. Yet to 
dwell on their differences would be to miss their essen-
tial similarities. It is less important to have exactly the 
best short list of principles than it is to use some well-
thought-out list of this sort.

• Outsourcing discussion supports comparative advantage 
material: In Chapter 2, students will see a full-spectrum 
view of production possibilities and the realities econo-
mies face considering outsourcing decisions.

• Strong connection drawn between core concepts: Chapter 7 
makes strong connections between market equilibrium 
and efficiency, the cost of preventing price adjustments, 
economic profit, and the invisible hand theory.

• Introduction to behavioral economics: New to this edition, 
Chapter 10 provides an introduction to the study of 
behavioral economics. Theoretical and empirical devel-
opments in economics and psychology have challenged 
traditional core assumptions of decision making. These 
challenges are explained and dissected in this chapter. 

• Using economics to help make policy decisions: Chapters 
11–13 use economic reasoning to help inform real-
world policy decisions. Insurance, environmental regu-
lation, and income redistribution are all discussed.

• Early chapter on international trade: Chapter 15 builds 
upon the comparative advantage material introduced in 
Chapter 2 as a basis for trade. Because international 
trade involves important micro principles and policy 
issues, this chapter is presented earlier in the book and 

is included in both the macro and micro splits.

Learning Glass Lecture Videos: A series of three- to five- 
minute lecture videos featuring the authors and utilizing 
learning glass technology provide students with an overview 
of important concepts. These videos, with accompanying 
questions, can be assigned within Connect or used as part 
of classroom discussion.

Modern Microeconomics

• Economic surplus is more fully developed here than in 
any other text. This concept underlies the argument for 
economic efficiency as an important social goal. Rather 
than speak of trade-offs between efficiency and other 
goals, we stress that maximizing economic surplus facil-
itates the achievement of all goals.

• One of the biggest hurdles to the fruitful application of 
cost-benefit thinking is to recognize and measure the rel-
evant costs and benefits. Common decision pitfalls identi-
fied by 2002 Nobel Laureate Daniel Kahneman and 
others—such as the tendency to ignore implicit costs, the 
tendency not to ignore sunk costs, and the tendency to 
confuse average and marginal costs and benefits—are 
introduced in Chapter 1, Thinking Like an Economist, 
and discussed repeatedly in subsequent chapters.

• There is perhaps no more exciting toolkit for the eco-
nomic naturalist than a few principles of elementary game 
theory. In Chapter 9, Games and Strategic Behavior, we 
show how these principles enable students to answer a 
variety of strategic questions that arise in the market-
place and everyday life. We believe that the insights of 
the Nobel Laureate Ronald Coase are indispensable for 
understanding a host of familiar laws, customs, and 
social norms. In new Chapter 10, Introduction to Behav-
ioral Economics, we discuss the psychology of decision 
making. In Chapter 11, Externalities, Property Rights, and 
the Environment, we show how such devices function to 
minimize misallocations that result from externalities.

Modern Macroeconomics
The Great Recession has renewed interest in cyclical fluc-
tuations without challenging the importance of such long-
run issues as growth, productivity, the evolution of real 
wages, and capital formation. Our treatment of these issues 
is organized as follows:

• A five-chapter treatment of long-run issues, followed by 
a modern treatment of short-term fluctuations and stabi-
lization policy, emphasizes the important distinction 
between short- and long-run behavior of the economy.

• Designed to allow for flexible treatment of topics,  
these chapters are written so that short-run material 
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that connect to current events such as the financial crisis 
of 2008 and the Great Recession of 2007–2009. The exam-
ples, concept checks, and end-of-chapter material from the 
previous edition have been redesigned to provide more clar-
ity and ease of use. Several numbered examples in the 
macro portion of the book have been turned back into Eco-
nomic Naturalist examples as they were originally intended. 
Data have been updated throughout.

Chapter-by-Chapter Changes

• Chapter 1: Examples 1.5 and 1.6 have been updated to 
SpaceX scenarios. 

• Chapter 2: An additional end-of-chapter problem has 
been added.

• Chapter 3: Minor adjustments made some of the end-
of-chapter problems.

• Chapter 4: Added some additional end-of-chapter  
problems.

• Chapter 5: Added an indifference curves appendix back 
into the book to follow this chapter.

• Chapter 6: Refinements made to some end-of-chapter 
problems, and a small adjustment was made to the 
wording of LO3.

• Chapter 7: Refinements made to some end-of-chapter 
problems.

• Chapter 8: Previous LO2 has been split into two learn-
ing objectives, with the “Economies of Scale and the 
Importance of Start-Up Costs” heading now promoted 
to a first-level head.

• Chapter 9: Slight rewording of LO1 and LO4. A new 
review question has been added along with some minor 
adjustments to the end-of-chapter problems.

• Chapter 10: New to this edition, this chapter serves as 
an introduction to behavioral economics for those who 
wish to incorporate this thought-provoking material.

• Chapter 11: This was previously Chapter 10. The “Using 
Price Incentives in Environmental Regulations” section 
was added here from what was previously, and now 
deleted, Chapter 13 (The Environment, Health, and 
Safety). Significant updates were added to the discus-
sion of climate change. Additional end-of-chapter prob-
lems were added, and one was removed.

• Chapter 12: This was previously Chapter 11. The health 
care material from what was previously, and now 
deleted, Chapter 13 (The Environment, Health, and 

In Macroeconomics

• A preview of key macroeconomic material: Chapter 16 is 
new to this edition and serves to provide an overview 
of core macroeconomic concepts that are to be dis-
cussed in further detail.

• Flexible presentation: Part 6, “Macroeconomics: Issues 
and Data,” (Chapters 16–18) is a self-contained group 
of chapters that cover definition and measurement 
issues. This allows instructors to proceed to a discus-
sion of either long-run concepts as discussed in Part 7 
(Chapters 19–23) or short-run concepts as covered in 
Part 8 (Chapters 24–27) with no loss of continuity.

• Thorough discussion of labor markets: Trends in employ-
ment, wages, and unemployment are covered together 
in Chapter 20 to help students understand and distin-
guish between long-term trends and short-term fluctua-
tions in the labor market.

• Strong connection drawn between financial markets and 
money: Chapter 23 brings together information on 
financial intermediaries, bond and stock markets, and 
international capital markets so that students can make 
the connections among stock markets, bond markets, 
international capital flows.

• The simple Keynesian model: We present the simple 
Keynesian model through examples that are developed 
both graphically and numerically.

• Modular presentation of money and monetary policy: 
Chapter 22 introduces students to the concept of money, 
which can be covered separately or in direct conjunction 
with the discussion of monetary policy in Chapter 26.

• The presentation of aggregate demand and aggregate 
supply: Chapter 27 has been completely rewritten. The 
AD–AS model is developed systematically (based on con-
cepts introduced in Chapters 24–26) using a graphical 
approach, allowing students to better understand the 
link among economic theory, real-world macroeconomic 
behavior, and macroeconomic policymaking.

• Flexible coverage of international economics: Chapter 28 
is a self-contained discussion of exchange rates that can 
be used whenever an instructor thinks it best to intro-
duce this important subject.

CHANGES IN THE SEVENTH EDITION
Changes Common to All Chapters
In all chapters, the narrative has been tightened. Many of 
the examples have been updated, with a focus on examples 



in this chapter previously has been moved to current 
Chapter 17. The “Impediments to Full Employment” sec-
tion has been rewritten, and the subsections on mini-
mum wage laws and unions have been deleted.

• Chapter 21: This was previously Chapter 19, with the 
bond and stock material now moved to Chapter 23. The 
“Why Do People Save” and “National Saving and Its 
Components” sections have been switched (LO2 and 
LO3 have thus been switched). A new Economic Nat-
uralist example on why Chinese households save so 
much has been added. Examples 19.3 and 19.7 were 
changed to Economic Naturalist examples as they were 
originally intended. A new subsection, “Is Low House-
hold Saving a Problem?” has been added to examine 
this question using both a microeconomic and macro-
economic perspective.

• Chapter 22: This was previously Chapter 20 with the 
financial intermediaries discussion now moved to 
 Chapter 23. The Federal Reserve System discussion has 
been moved to appear in this chapter from what was 
previously Chapter 23. Example 23.1 has been changed 
to appear as Economic Naturalist 22.2. Example 20.2 
was changed to Economic Naturalist 22.1 along with 
data updates to the Bitcoin material. 

• Chapter 23: Combining material from previous Chap-
ters 19, 20, and 26, this new chapter is entitled Financial 
Markets and International Capital Flows. We start with a 
discussion of the banking system and the allocation of 
saving from the previous Chapter 20. A new Economic 
Naturalist example has been added that discusses what 
happens to national economies during banking crises (the 
previous Japanese banking crisis example has been deleted). 
We then turn to the bond and stock material from the 
previous Chapter 19. A new Economic Naturalist example 
that examines the U.S. stock market is featured. We finish 
the chapter with a discussion of trade balance and inter-
national capital flows from the previous Chapter 26.

• Chapter 24: This was previously Chapter 21. A new  
Economic Naturalist example added to the introduction 
examines the effect of economic fluctuations on presi-
dential elections and outcomes. A number of examples 
have been changed to Economic Naturalist examples. The 
Economic Naturalist example on Coca-Cola machines 
has been deleted.

• Chapter 25: This was previously Chapter 22. Example 
22.1 was changed to Economic Naturalist 25.1 and has 
been revised to include Uber and Lyft. A number of 
examples throughout this chapter have been changed to 
Economic Naturalist examples with updates for currency. 

Safety) has been moved here and has been rewritten in 
a new section named “Insurance.”

• Chapter 13: This was previously Chapter 12.

• Chapter 14: Content and data updates have been added 
as needed.

• Chapter 15: Builds upon the comparative advantage as 
a basis for trade material introduced in Chapter 2. This 
chapter discusses production and consumption possibil-
ities and the benefits of trade, a supply and demand 
perspective on trade, and protectionism. It also empha-
sizes that unless policymakers act to compensate those 
who lose from trade, the potential losers from trade 
may quite rationally be opposed to it.

• Chapter 16: New to this edition, this chapter serves to 
provide a preview to the upcoming macroeconomic 
material that is to follow.

• Chapter 17: This was previously Chapter 15 (Spending, 
Income, and GDP) with unemployment rate material 
from what was previously Chapter 17 (Wages and Unem-
ployment) added here. In assessing the level of eco-
nomic activity in a country, economists look at a variety 
of data, among those being real GDP and the unem-
ployment rate. As such, this material was moved back 
up into this chapter as it had originally appeared. An 
extra Orchardia example has been added, along with 
women’s labor force participation material. A discus-
sion of circular flow diagrams has also been added.

• Chapter 18: This was previously Chapter 16. Figure 16.1 
and Economic Naturalist 16.1 have been deleted. A new 
Economic Naturalist example explains why Congress 
periodically raises the minimum wage.

• Chapter 19: This was previously Chapter 18. More anal-
ysis of the rise in the labor force participation rate and 
the share of the population with jobs has been incor-
porated. Example 18.4 has been changed to appear as 
Economic Naturalist 19.1. Similarly, Example 18.6 has 
been changed to appear as Economic Naturalist 19.2 
and has been updated. “The Costs of Economic 
Growth” section was moved ahead of the “Promoting 
Economic Growth” section (LO4 and LO5 have thus 
been switched and rephrased). The “Are There Limits 
to Growth” subsection was promoted to a first-level 
head. Examples 18.8 and 18.9 were deleted entirely.

• Chapter 20: This was previously Chapter 17. Two labor 
market trends related to employment and unemployment 
have been added back into this chapter. The “Unemploy-
ment and the Unemployment Rate” section that appeared 

 PREFACE xi



xii PREFACE

of each chapter. These objectives, along with AACSB and 
Bloom’s Taxonomy Learning Categories, are connected to 
all test bank questions and end-of-chapter material to offer 
a comprehensive, thorough teaching and learning experi-
ence. Reports available within Connect allow instructors 
to easily output data related to student performance across 
chapter learning objectives, AACSB criteria, and Bloom’s 
categories.

Assurance of Learning Ready
Many educational institutions today are focused on the 
notion of assurance of learning, an important element of 
some accreditation standards. Principles of Economics, 7/e, 
is designed specifically to support your assurance of learn-
ing initiatives with a simple, yet powerful, solution.

Instructors can use Connect to easily query for learning 
objectives that directly relate to the objectives of the course 
and then use the reporting features of Connect to aggregate 
student results in a similar fashion, making the collection and 
presentation of assurance of learning data simple and easy.

AACSB Statement
McGraw-Hill Education is a proud corporate member of 
AACSB International. Recognizing the importance and 
value of AACSB accreditation, the authors of Principles of 
Economics, 7/e, have sought to recognize the curricula guide-
lines detailed in AACSB standards for business accreditation 
by connecting questions in the test bank and end-of-chapter 
material to the general knowledge and skill guidelines found 
in AACSB standards. It is important to note that the state-
ments contained in Principles of Economics, 7/e, are provided 
only as a guide for the users of this text.

A NOTE ON THE WRITING  
OF THIS EDITION
Ben Bernanke was sworn in on February 1, 2006, as Chair-
man and a member of the Board of Governors of the Fed-
eral Reserve System, a position to which he was reappointed 
in January 2010. From June 2005 until January 2006, he 
served as chairman of the President’s Council of Eco-
nomic Advisers. These positions have allowed him to play 
an active role in making U.S. economic policy, but the 
rules of government service have restricted his ability to 
participate in the preparation of previous editions. Now 
that his second term as Chairman of the Federal Reserve 
is complete, we are happy to announce that Ben has been 
actively involved in the revision of the macro portion of 
the seventh edition.

• Chapter 26: Constructed from a rearranged version of 
previous Chapter 23, this chapter has been renamed 
Stabilizing the Economy: The Role of the Fed. We start 
with a discussion of the Federal Reserve and interest 
rates, which features new Examples 26.1 and 26.2 along 
with a new concept check. The section on how the Fed 
controls the money supply has been substantially 
revised. A new subsection answers the question, “Do 
interest rates always move together?”; it helps students 
understand what the Fed has been doing “unconven-
tionally” since 2008. Material on the zero lower bound, 
quantitative easing, forward guidance, and interest on 
reserves and monetary-policy normalization has been 
added. Some of the narrative in “The Fed Fights a 
Recession” section has been drawn out as a numbered 
example. Example 23.4 has been changed to Economic 
Naturalist 26.2. Example 23.5 has been changed to Eco-
nomic Naturalist 26.3. The section “Should the Federal 
Reserve Respond to Changes in Asset Prices” has been 
changed back to an Economic Naturalist example. A 
discussion of the Fed’s policy reaction function and the 
Taylor rule has been added along with a discussion on 
excess reserves.

• Chapter 27: This chapter was previously Chapter 24 
and has been rewritten. Now entitled Inflation and 
Aggregate Supply, we revert back to the way this material 
was presented in earlier editions.

• Chapter 28: This chapter was previously Chapter 26 
with the international capital flows and balance of trade 
material moved to Chapter 23. The section on exchange 
rate determination in the long run has been moved 
toward the beginning of the chapter, with the real 
exchange rate material now appearing as part of the 
first section on exchange rates. We then move to a dis-
cussion of exchange rate determination in the short 
run, followed by monetary policy and the exchange rate. 
A new section on fixed exchange rates with material on 
speculative attacks and how monetary policy can be 
used to influence exchange rates has been added. A 
number of new Economic Naturalist examples have 
been added throughout.

ORGANIZED LEARNING IN  
THE SEVENTH EDITION
Chapter Learning Objectives
Students and professors can be confident that the organi-
zation of each chapter surrounds common themes outlined 
by four to seven learning objectives listed on the first page 
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ECONOMIC NATURALIST 
EXAMPLES
Each Economic Naturalist example 
starts with a question to spark interest 
in learning an answer. These examples 
fuel interest while teaching students to 
see economics in the world around 
them. Videos of select and new Eco-
nomic Naturalist examples can be found 
within Connect. A full list of economic 
naturalist examples can be found follow-
ing the table of contents.

NUMBERED EXAMPLES
Throughout the text, numbered and titled 
examples are referenced and called out to fur-
ther illustrate concepts. Our engaging questions 
and examples from everyday life highlight how 
each human action is the result of an implicit 
or explicit cost-benefit calculation.
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helps them prevail in the often bloody contests among males for access to females. In 
contrast, males tend to be roughly the same size as females in monogamous species,  
in which there is much less fighting for mates.

Learning a few simple economic principles broadens our vision in a similar way. It 
enables us to see the mundane details of ordinary human existence in a new light. Whereas 
the uninitiated often fail even to notice these details, the economic naturalist not only 
sees them, but becomes actively engaged in the attempt to understand them. Let’s consider 
a few examples of questions economic naturalists might pose for themselves.

The Economic Naturalist 1.1

Why do many hardware manufacturers include more than $1,000 
worth of “free” software with a computer selling for only slightly  
more than that?

The software industry is different from many others in the sense that its custom-
ers care a great deal about product compatibility. When you and your classmates 
are working on a project together, for example, your task will be much simpler if 
you all use the same word-processing program. Likewise, an executive’s life will 
be easier at tax time if her financial software is the same as her accountant’s.

The implication is that the benefit of owning and using any given software pro-
gram increases with the number of other people who use that same product. This 
unusual relationship gives the producers of the most popular programs an enormous 
advantage and often makes it hard for new programs to break into the market.

Recognizing this pattern, Intuit Corp. offered computer makers free copies of 
Quicken, its personal financial-management software. Computer makers, for their 
part, were only too happy to include the program because it made their new com-
puters more attractive to buyers. Quicken soon became the standard for personal 
financial-management programs. By giving away free copies of the program, Intuit 
“primed the pump,” creating an enormous demand for upgrades of Quicken and 
for more advanced versions of related software. Thus, TurboTax, Intuit’s personal 
income-tax software, has become the standard for tax-preparation programs.

Inspired by this success story, other software developers have jumped onto the band-
wagon. Most hardware now comes bundled with a host of free software programs. Some 
software developers are even rumored to pay computer makers to include their programs!

The Economic Naturalist 1.1 illustrates a case in which the benefit of a product 
depends on the number of other people who own that product. As the next Economic 
Naturalist demonstrates, the cost of a product may also depend on the number of others 
who own it.

The Economic Naturalist 1.2

Why don’t auto manufacturers make cars without heaters?

Virtually every new car sold in the United States today has a heater. But not every 
car has a satellite navigation system. Why this difference?

One might be tempted to answer that, although everyone needs a heater, 
people can get along without navigation systems. Yet heaters are of little use in 
places like Hawaii and southern California. What is more, cars produced as 
recently as the 1950s did not all have heaters. (The classified ad that led one 
young economic naturalist to his first car, a 1955 Pontiac, boasted that the vehicle 
had a radio, heater, and whitewall tires.)
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4 CHAPTER 1 THINKING LIKE AN ECONOMIST

Should you walk downtown to save $10 on a $25 video game?

Imagine you are about to buy a $25 video game at the nearby campus store when 
a friend tells you that the same game is on sale at a downtown store for only $15. 
If the downtown store is a 30-minute walk away, where should you buy the game?

The Cost-Benefit Principle tells us that you should buy it downtown if the ben-
efit of doing so exceeds the cost. The benefit of taking any action is the dollar value 
of everything you gain by taking it. Here, the benefit of buying downtown is exactly 
$10, because that’s the amount you’ll save on the price of the game. The cost of 
taking any action is the dollar value of everything you give up by taking it. Here, 
the cost of buying downtown is the dollar value you assign to the time and trouble 
it takes to make the trip. But how do we estimate that value?

One way is to perform the following hypothetical auction. Imagine that a stranger 
has offered to pay you to do an errand that involves the same walk downtown 
(perhaps to drop off a letter for her at the post office). If she offered you a payment 
of, say, $1,000, would you accept? If so, we know that your cost of walking down-
town and back must be less than $1,000. Now imagine her offer being reduced in 
small increments until you finally refuse the last offer. For example, if you’d agree 
to walk downtown and back for $9 but not for $8.99, then your cost of making the 
trip is $9. In this case, you should buy the game downtown because the $10 you’ll 
save (your benefit) is greater than your $9 cost of making the trip.

But suppose your cost of making the trip had been greater than $10. In that 
case, your best bet would have been to buy the game from the nearby campus 
store. Confronted with this choice, different people may choose differently, 
depending on how costly they think it is to make the trip downtown. But although 
there is no uniquely correct choice, most people who are asked what they would 
do in this situation say they would buy the game downtown.

Cost-Benefit

Comparing Costs and BenefitsEXAMPLE 1.1

ECONOMIC SURPLUS
Suppose that in Example 1.1 your “cost” of making the trip downtown was $9. Compared 
to the alternative of buying the game at the campus store, buying it downtown resulted 
in an economic surplus of $1, the difference between the benefit of making the trip and 
its cost. In general, your goal as an economic decision maker is to choose those actions 
that generate the largest possible economic surplus. This means taking all actions that 
yield a positive total economic surplus, which is just another way of restating the Cost-Benefit 
Principle.

Note that the fact that your best choice was to buy the game downtown doesn’t imply 
that you enjoy making the trip, any more than choosing a large class means that you prefer 
large classes to small ones. It simply means that the trip is less unpleasant than the prospect 
of paying $10 extra for the game. Once again, you’ve faced a trade-off. In this case, the 
choice was between a cheaper game and the free time gained by avoiding the trip.

OPPORTUNITY COST
Of course, your mental auction could have produced a different outcome. Suppose, for 
example, that the time required for the trip is the only time you have left to study for a 
difficult test the next day. Or suppose you are watching one of your favorite movies on 
cable, or that you are tired and would love a short nap. In such cases, we say that the 
opportunity cost of making the trip—that is, the value of what you must sacrifice to walk 
downtown and back—is high and you are more likely to decide against making the trip.

economic surplus the  
benefit of taking an action 
minus its cost

Cost-Benefit

opportunity cost the value 
of what must be forgone to 
undertake an activity
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32 CHAPTER 2 COMPARATIVE ADVANTAGE

The alternative to a system in which everyone is a 
jack-of-all-trades is one in which people specialize in par-
ticular goods and services and then satisfy their needs by 
trading among themselves. Economic systems based on 
specialization and the exchange of goods and services are 
generally far more productive than those with little spe-
cialization. Our task in this chapter is to investigate why 
this is so.

As this chapter will show, the reason that specializa-
tion is so productive is comparative advantage. Roughly, 
a person has a comparative advantage at producing a 
particular good or service (say, haircuts) if that person 
is relatively more efficient at producing haircuts than at 
producing other goods or services. We will see that we 
can all have more of every good and service if each of us 
specializes in the activities at which we have a compara-
tive advantage.

This chapter also will introduce the production possibilities curve, which is a graphical 
method of describing the combinations of goods and services that an economy can pro-
duce. This tool will allow us to see more clearly how specialization enhances the produc-
tive capacity of even the simplest economy.

EXCHANGE AND OPPORTUNITY COST
The Scarcity Principle (see Chapter 1, Thinking Like an Economist) reminds us that the 
opportunity cost of spending more time on any one activity is having less time available 
to spend on others. As the following example makes clear, this principle helps explain 
why everyone can do better by concentrating on those activities at which he or she per-
forms best relative to others.

Scarcity

Did this man perform most of his 
own services because he was 
poor, or was he poor because 
he performed most of his own 
services?
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Should Joe Jamail have written his own will?

Joe Jamail was known in the legal profession as “The King of Torts,” the most 
renowned trial lawyer in American history. And ranked on the Forbes list of the 

400 richest Americans, he was also one of the wealthiest, with net assets totaling 
more than $1.5 billion.

Although Jamail devoted virtually all of his working hours to high-profile liti-
gation, he was also competent to perform a much broader range of legal services. 
Suppose, for example, that he could have prepared his own will in 2 hours, only 
half as long as it would take any other attorney. Does that mean that Jamail should 
have prepared his own will?

On the strength of his talent as a litigator, Jamail earned many millions of 
dollars a year, which meant that the opportunity cost of any time he spent pre-
paring his will would have been several thousand dollars per hour. Attorneys who 
specialize in property law typically earn far less than that amount. Jamail would 
have had little difficulty engaging a competent property lawyer who could prepare 
his will for him for less than $800. So even though Jamail’s considerable skills 
would have enabled him to perform this task more quickly than another attorney, 
it would not have been in his interest to prepare his own will.

Scarcity PrincipleEXAMPLE 2.1  
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CORE PRINCIPLES
There are seven Core Principles that we 
focus on to ensure student mastery. 
Throughout the text, these principles 
are called out and are denoted by an 
icon in the margin. Again, the seven 
Core Principles are: scarcity, cost-benefit, 
incentive, comparative advantage, increas-
ing opportunity cost, efficiency, and equi-
librium. 
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CONCEPT CHECKS
These self-test questions in the body of the chapter 
enable students to determine whether the preced-
ing material has been understood and reinforce 
understanding before reading further. Detailed 
answers to Concept Checks are found at the end 
of each chapter.

RECAP
Sprinkled throuhout each chapter are Recap boxes 
that underscore and summarize the importance of the 
preceding material and key concept takeaways.

60 CHAPTER 3 Supply anD DemanD

Another reason the demand curve slopes downward is that consumers differ in terms 
of how much they’re willing to pay for the good. The Cost-Benefit Principle tells us that 
a given person will buy the good if the benefit he expects to receive from it exceeds its 
cost. The benefit is the buyer’s reservation price, the highest dollar amount he’d be willing 
to pay for the good. The cost of the good is the actual amount that the buyer actually 
must pay for it, which is the market price of the good. In most markets, different buyers 
have different reservation prices. So, when the good sells for a high price, it will satisfy 
the cost-benefit test for fewer buyers than when it sells for a lower price.

To put this same point another way, the fact that the demand curve for a good is 
downward-sloping reflects the fact that the reservation price of the marginal buyer declines 
as the quantity of the good bought increases. Here the marginal buyer is the person who 
purchases the last unit of the good sold. If buyers are currently purchasing 12,000 slices 
of pizza a day in Figure 3.1, for example, the reservation price for the buyer of the 
12,000th slice must be $3. (If someone had been willing to pay more than that, the 
quantity demanded at a price of $3 would have been more than 12,000 to begin with.) 
By similar reasoning, when the quantity sold is 16,000 slices per day, the marginal buyer’s 
reservation price must be only $2.

We defined the demand curve for any good as a schedule telling how much of it 
consumers wish to purchase at various prices. This is called the horizontal interpretation 
of the demand curve. Using the horizontal interpretation, we start with price on the 
vertical axis and read the corresponding quantity demanded on the horizontal axis. Thus, 
at a price of $4 per slice, the demand curve in Figure 3.1 tells us that the quantity of 
pizza demanded will be 8,000 slices per day.

The demand curve also can be interpreted in a second way, which is to start with 
quantity on the horizontal axis and then read the marginal buyer’s reservation price on 
the vertical axis. Thus, when the quantity of pizza sold is 8,000 slices per day, the demand 
curve in Figure 3.1 tells us that the marginal buyer’s reservation price is $4 per slice. This 
second way of reading the demand curve is called the vertical interpretation.

Cost-Benefit

buyer’s reservation price  
the largest dollar amount the 
buyer would be willing to pay 
for a good

CONCEPT CHECK 3.1
In Figure 3.1, what is the marginal buyer’s reservation price when the quantity 
of pizza sold is 10,000 slices per day? For the same demand curve, what will 
be the quantity of pizza demanded at a price of $2.50 per slice?

THE SUPPLY CURVE
In the market for pizza, the supply curve is a simple schedule or graph that tells us, 
for each possible price, the total number of slices that all pizza vendors would be 
willing to sell at that price. What does the supply curve of pizza look like? The answer 
to this question is based on the logical assumption that suppliers should be willing to 
sell additional slices as long as the price they receive is sufficient to cover their oppor-
tunity cost of supplying them. Thus, if what someone could earn by selling a slice of 
pizza is insufficient to compensate her for what she could have earned if she had spent 
her time and invested her money in some other way, she will not sell that slice. Oth-
erwise, she will.

Just as buyers differ with respect to the amounts they are willing to pay for pizza, 
sellers also differ with respect to their opportunity cost of supplying pizza. For those with 
limited education and work experience, the opportunity cost of selling pizza is relatively 
low (because such individuals typically do not have a lot of high-paying alternatives). For 
others, the opportunity cost of selling pizza is of moderate value, and for still others—like 
rock stars and professional athletes—it is prohibitively high. In part because of these dif-
ferences in opportunity cost among people, the daily supply curve of pizza will be 
upward-sloping with respect to price. As an illustration, see Figure 3.2, which shows a 
hypothetical supply curve for pizza in the Chicago market on a given day.

supply curve a graph or 
schedule showing the  
quantity of a good that sellers 
wish to sell at each price
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The very idea of not being able to buy a pizza seems absurd, yet precisely such things 
happen routinely in markets in which prices are held below the equilibrium levels. For 
example, prior to the collapse of communist governments, it was considered normal in 
those countries for people to stand in line for hours to buy bread and other basic goods, 
while the politically connected had first choice of those goods that were available.

FIGURE 3.9
Price Controls in the Pizza 
Market.
A price ceiling below the  
equilibrium price of pizza 
would result in excess  
demand for pizza.
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R E C A P
MARKET EQUILIBRIUM

Market equilibrium, the situation in which all buyers and sellers are satisfied 
with their respective quantities at the market price, occurs at the intersection 
of the supply and demand curves. The corresponding price and quantity are 
called the equilibrium price and the equilibrium quantity.

Unless prevented by regulation, prices and quantities are driven toward 
their equilibrium values by the actions of buyers and sellers. If the price is 
initially too high, so that there is excess supply, frustrated sellers will cut their 
price in order to sell more. If the price is initially too low, so that there is 
excess demand, competition among buyers drives the price upward. This 
process continues until equilibrium is reached.

PREDICTING AND EXPLAINING CHANGES IN 
PRICES AND QUANTITIES
If we know how the factors that govern supply and demand curves are changing, we can 
make informed predictions about how prices and the corresponding quantities will change. 
But when describing changing circumstances in the marketplace, we must take care to 
recognize some important terminological distinctions. For example, we must distinguish 
between the meanings of the seemingly similar expressions change in the quantity demanded 
and change in demand. When we speak of a “change in the quantity demanded,” this 
means the change in the quantity that people wish to buy that occurs in response to a 
change in price. For instance, Figure 3.10(a) depicts an increase in the quantity demanded 
that occurs in response to a reduction in the price of tuna. When the price falls from $2 
to $1 per can, the quantity demanded rises from 8,000 to 10,000 cans per day. By contrast, 
when we speak of a “change in demand,” this means a shift in the entire demand curve. 
For example, Figure 3.10(b) depicts an increase in demand, meaning that at every price 
the quantity demanded is higher than before. In summary, a “change in the quantity 
demanded” refers to a movement along the demand curve and a “change in demand” 
means a shift of the entire curve.

change in the quantity 
demanded a movement 
along the demand curve that 
occurs in response to a 
change in price

change in demand a shift of 
the entire demand curve
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different text or calculated number values each time ques-
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