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PREFACE 

We have always had three main goals for Economics (and 
its companion editions, Macroeconomics and Microeconomics), 
the nation's best-selling textbook. Those goals remain and 
are spelled out under "Fundamental Objectives" below 
but the sixteenth edition embodies a new and exciting de-
velopment that deserves your earliest attention: The six-
teenth edition is accompanied by and integrated with a 
phenomenal new enhancement, DiscoverEcon * with Paul 
Solman Videos, that brings to economics education an en-
tirely new level of excellence and excitement not possible 
in earlier editions. This new program, which consists of 
video tutorials by Paul Solman, the noted Economics 
Correspondent (Public Television), interactive exercises, 
and testing (supported by a powerful classroom manage-
ment system allowing the reporting of results by students 
to instructors), promises to set a new standard in the ease 
and excellence of economics instruction. 

Our users have always known those things that a book 
does best. And the sixteenth edition recognizes that 

*Developed by Gerald Nelson at the University of Illinois, Urbana-
Champaign. 

principle. DiscoverEcon with Paul Solman Videos is not a 
book replacement program. It is an exciting extension of 
this edition that will allow students to hear and see lively 
tutorials on key concepts anywhere and anytime they have 
access to a computer. Those same students will be able to 
build and practice economic skills, and report the results 
to their instructors online. The method for this has been 
kept simple while the message has been kept foremost. 
Economics matters. 

We are particularly pleased that recent editions have 
gained market share in the face of formidable new entries. 
An estimated 13 million students worldwide have now 
used this book. Economics has been adapted into Australian 
and Canadian editions and translated into Italian, Russian, 
Chinese, French, Spanish, Portuguese, and other lan-
guages. It continues to be used in Russia and other 
Russian-speaking countries. 

Fundamental Objectives 

We have three main goals for Macroeconomics: 
• Help the beginning student mastr  the principles es-

sential for understanding the economizing problem, 
specific economic issues, and the policy alternatives. 

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

Web link: www.mcconnelll6.com/discoverecon  

VI, 
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• Promote a lasting student interest in economics and 
the economy. 

What's New and Improved? 

One of the benefits of writing a text that has met the mar-
ket test is the opportunity to revise—to delete the outdated 
and install the new, to rewrite misleading or ambiguous 
statements, to introduce more relevant illustrations, to im-
prove the organizational structure, and to enhance the 
learning aids. A chapter-by-chapter list of changes is avail-
able at our website, www.mcconnell16.com. The more sig-
nificant changes include the following. 

Two-Path Macro 

We have extensively reorganized and revised Chapters 9, 
10, and 11 to provide two alternative paths through the 
macro. We know that nearly all instructors like to cover 
somewhere in their macro course the basic relationships 
between income and consumption, the real interest rate 
and investment, and changes in spending and changes 
in output (the multiplier, conceptually presented). So 
now all these topics are found in Chapter 9, "Basic 
Macroeconomic Relationships." The instructor can then 
proceed from Chapter 9 directly to either Chapter 10 
"The Aggregate Expenditures Model" or Chapter 11, 
"Aggregate Demand and Aggregate Supply." This orga-
nization is logical and allows those instructors who prefer 
not to teach the equilibrium AE model to skip it without 

loss of continuity. As be- 
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they provide a type of public good. These brief vignettes, 
each accompanied by a photo, illustrate key points in a 
lively, colorful, and easy-to-remember way. 

Contemporary Discussions 
and Examples 
The sixteenth edition contains discussions of many new 
or extended topics. Here are a few: 
• The economics of the war on terrorism 
• China's rapidly emerging economy 
• Corporate financial and accounting misconduct 
• Explosion of demand for DVD players, DVDs, and 

digital cameras 
• New marginal income tax brackets 
• Expansion of the European Union 
• Consumption impacts of mortgage refinancing 
• The recession of 2001 and the sluggish recovery of 

2002 and early 2003 
• Bush tax cuts, expansionary fiscal policy, and soaring 

Federal budget deficits 
• Fed-engineered interest-rate cuts 
• The debate over artful monetary management versus 

inflation targeting 
• The continuing productivity surge 
• Large U.S. trade deficits 

Revised Demand and Supply Chapter 
Instructors have told us they like to discuss price floors 
and price ceilings immediately after developing the idea of 
equilibrium price. So we have included discussion of these 
government interventions in Chapter 3 on demand and 
supply. Previously, this discussion was found only in 
Microeconomics. 

Three Bonus Web Chapters, Including a 
Second Supply and Demand Chapter 
Three chapters are available for free use at our website, 
www.mcconnell16.com. The first of these, "Applications 
and Extensions of Supply and Demand Analysis" (3Web), 
is entirely new and provides real-world examples of 
changes in supply and demand, shortages and surpluses 
arising from preset prices, and overconsumption of non-
priced goods (or resources). For instructors who want to 
extend the supply and demand analysis of Chapter 3, this 
chapter also explains consumer surplus, producer surplus, 
and efficiency losses. The other two web chapters, "The 
Economics of Developing Countries" (22Web) and 

tore, the remainder ot the 
macro is AD-AS based. 

Consider This 
Vignettes 
New to the book are 16 
analogies, examples, or sto-
ries that help drive home 
central economic ideas in 
a student-oriented, real-
world manner. For in-
stance, the idea of trade se-
crets is described with the 
story of "catgut" and violin 
strings, while the income of 
street entertainers is shown 
to suffer from the fact that 



Production Possibilities Analysis Provides Insights on the 
Economic Effects of the Terrorist Attacks on the United 
States and the U.S. Government Response at Home, in 
Afghanistan, and in Iraq. 

The horrific destruction of buildings in New York (World Trade 
Center) and Virginia (Pentagon) resulting from the September 
11,2001. terrorist attacks not 
only caused tremendous loss 
of life but also reduced U.S. 
production capacity. In pro-
duction possibilities analysis, 
this outcome is illustrated as 
an inward shift of the econ-
omy's production possibilities 
curve. But this shift was rela-
tively slight because the at-
tacks destroyed only a small 
fraction of the nation's labor 
and capital. In fact, the loss of 
capital )ohoat $16 billion) was 
similar to the losses the 
United States experienced in 
major natural disasters such 
as hurricanes and earth-
quakes. The loss of nearly 
3000 hoes, however, was 
greater than in those occur- 
rences.These deaths reduced future Output and earnings by an 
estimated $3 billion to $4 billion.* 

Production possibilities analysis also is helpful in assess-
ing the costs and benefits of waging the war on terrorism. in- 
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"Transition Economies: Russia and China" (23Web) are 
also available for instructors and students who have a spe-
cial interest in those topics. The three web chapters have 
the same design, color, and features as regular book chap-
ters, are readable in Adobe Acrobat format, and can be 
printed if desired. All are supported by the Study Guide, 
Test Banks, and other supplements to the book. 

New Web Button Content 

We continue to link the book through web buttons to 
pedagogical features found at our website. Two types of 
icons appear throughout the book, indicating that addi-
tional content on a subject can be found online. Button 
types include: 

[ 	This symbol directs students to Interactive 
LJ Graphs. Developed under the supervision of 

Norris Peterson of Pacific Lutheran University, 
this interactive feature depicts major graphs and 
instructs students to shift the curves, observe the 
outcomes, and derive relevant generalizations. 
Five new Interactive Graphs have been added to 
the ones in the previous edition. 

Production Possibilities Curve 
luccion 	,isi'r because it sh 

The data presented in a production possibilities table can attainable outputs. Jb obtain the curious 

also be shown graphically. We use a sint- pizza and robots that fall on the product 

pie two-dimensional graph, arbitrarily curve, society must achieve both full emp 

2 	representing the output of capital duetice efficiency. Points lying inside (to 

Protection ii'7 	goods (here, robots) on the vertical curve are also attainable, but they reflect 
peeikitiiinv )!gi 	axis and 	the output 	of consumer therefore arc not as desirable as points on 

Cccv 	goods (here, pizzas) on the horizontal inside the curve imply that the economy ci 

axis, as shown in Figure 2,1 (Key of both robots and pizzas if it achieved 

Graph). Following the procedure given and productive efficiency. points lying outs, 
in the appendix to Chapter I. see can graph a production of) the ltro4uction  possibilities curve, like I 

This symbol directs students to Origins of the 
I 

	

	Idea. These brief histories were written by Randy 
Grant of Linfield College and, with the new 
entries, examine the origins of 70 major ideas 
identified in the book. Students will find it 
interesting to learn about the economists who first 
developed such ideas as opportunity costs, 
equilibrium price, the multiplier, and comparative 
advantage. 

New Last Words and 
Global Perspectives 

New Last Word topics are September 11 and the war on 
terrorism (Chapter 2); efficiency gains from generic drugs 
(Chapter 3Web); the long-run fiscal imbalance in the 
Social Security system (Chapter 18); and the WTO 

L A S T w 0 R D September 11, 2001, and the War on 

I TA 

	

GLOBAL PERSPECTIVE 	 protests (Chapter 20). In iijwj
The World's II Largest Corporations 	 addition, a few Last Words 
Five of the oneida am largess corporations. based on dollar reotmn 

	

lt2002, "re headquartered lntheUufied States. 	 have been relocated to 
match reorganized content. 

New Global Perspective 
pieces include a list of the 
world's 10 largest corpora-
tions (Chapter 5), the 
top 12 globalized nations 
(Chapter 6), the full-
employment budget deficits 
or surpluses in selected na-

tions (Chapter 12), and U.S. goods and services trade 
deficits with selected nations (Chapter 2 1). 

Distinguishing Features 

Comprehensive Explanations at an Appropriate 
Level Macroeconomics is comprehensive, analytical, and 
challenging yet fully accessible to a wide range of students. 
Its thoroughness and accessibility enable instructors to se-
lect topics for special classroom emphasis with confidence 
that students can read and comprehend independently 
other assigned material in the book. Where needed, an ex-
tra sentence of explanation is provided. Brevity at the ex-
pense of clarity is false economy. 

Fundamentals of the Market System Many 
economies throughout the world are making difficult tran-
sitions from planning to markets. Our detailed description 
of the institutions and operation of the market system in 
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Chapter 4 is even more relevant than before. We pay par-
ticular attention to property rights, entrepreneurship, 
freedom of enterprise and choice, competition, and the 
role of profits because these concepts are often misunder-
stood by beginning students. 

Early integration of International Economics 
We give the principles and institutions of the global econ-
omy early treatment. Chapter 6 examines the growth of 
world trade, the major participants in world trade, special-
ization and comparative advantage (without the more diffi-
cult graphs), the foreign exchange market, tariffs and subsi-
dies, and various trade agreements. This strong introduction 
to international economics permits "globalization" of later 
discussions in the macro. 

Early and Extensive Treatment of Government 
Government is an integral component of modern capital-
ism. This book introduces the economic functions of gov-
ernment early and accords them systematic treatment in 
Chapter 5. Government's role (including the role of the 
"Fed") in promoting full employment, price-level stability, 
and economic growth is central to the macroeconomic pol-
icy chapters. 

Step-by-Step Approach to Macro We believe 
that it is a mistake to yank the student back and forth be-
tween elaborate macro models. So we systematically 
present macroeconomics by: 
• Examining the National Income and Product 

Accounts and previewing economic growth, unem-
ployment, and inflation 

• Discussing three key macro relationships 
• Presenting the aggregate expenditures model (AE 

model) in a single chapter 
• Developing the aggregate demand—aggregate supply 

model (AD-AS model) 
• Using the AD-AS model to discuss fiscal policy 
• Introducing monetary considerations into the AD-AS 

model 
• Using the AD-AS model to discuss monetary policy 
• Extending the AD-AS model to include both short-

run and long-run aggregate supply 
• Applying the "extended AD-AS model" to macroeco-

nomic instability, economic growth, and disagree-
ments on macro theory and policy. 

Emphasis on Technological Change and 
Economic Growth This edition continues to em-
phasize economic growth. Chapter 2 uses the production 

possibilities curve to show the basic ingredients of growth. 
Chapter 8 explains how growth is measured and presents 
the facts of growth. Chapter 17 discusses the causes of 
growth, looks at productivity growth and the New 
Economy, and addresses some of the controversies sur-
rounding economic growth. Chapter 22Web focuses on 
the developing countries and the growth obstacles they 
confront. Chapter 2 3Web examines growth in China and 
Russia. 

Integrated Text and Website Macroeconomics and its 
website are highly integrated through in-text web buttons, 
web-based end-of-chapter questions, bonus web chapters, 
multiple-choice self-tests at the website, web newspaper 
articles, web math notes, and other features. Our web-
site is part and parcel of our student learning package, 
customized to the book. 

Organizational Alternatives 

Although instructors generally agree as to the content of 
principles of macroeconomics courses, they often differ as 
to how to arrange the material. Macroeconomics includes 
six parts, and that provides considerable organizational 
flexibility. For example, the two-path macro enables cov-
ering the full aggregate expenditures model or advancing 
directly from the basic macro relationships chapter to the 
AD-AS model. Other options include covering Chapter 
18 on deficits, surpluses, and the public debt immediately 
after Chapter 12 on fiscal policy. The section of Chapter 
16 that discusses the intricacies of the relationship be-
tween short-run and long-run aggregate can easily be ap-
pended to Chapter 11 on AD and AS. 

Pedagogical Aids 

Macroeconomics is highly student-oriented. The "To the 
Student" statement at the beginning of Part 1 details the 
book's many pedagogical aids. The sixteenth edition is 
also accompanied by a variety of high-quality supplements 
that help students master the subject and help instructors 
implement customized courses. 

Supplements for Students 
• Study Guide William Waistad of the University of 

Nebraska at Lincoln, who is one of the world's lead-
ing experts on economic education, has prepared the 
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sixteenth edition of the Study Guide, which many stu-
dents find indispensable. Each chapter contains an in-
troductory statement, a checklist of behavioral objec-
tives, an outline, a list of important terms, fill-in 
questions, problems and projects, objective questions, 
and discussion questions. The answers to Macro-
economics' end-of-chapter Key Questions appear at 
the end of the Study Guide, along with the texts 
glossary. 

• DiscoverEcon with Paul Solman Videos (w'ww. 
mcconnellló.comldiscoverecon) A DVD and software 
program, this student online tutorial plus videos is 
new with the sixteenth edition of McConnell and Brue. 
It contains a fully updated and enhanced version of 
DiscoverEcon, developed by Gerald C. Nelson at the 
University of Illinois–Urbana-Champaign, with topi-
cal reviews, exercises, interactive graphs, multiple-
choice test questions, and the option for e-submission 
of test and essay results to the instructor. It provides 
links to related videos for key topics on an accompa-
nying DVD. Paul Solman, economics correspondent 
for The Lehrer News Hour, is the creator of the video 
component, which consists of 30 video segments 
ranging from 7 to 10 minutes in length. They explain 
the key economic ideas such as economic growth, elas-
ticity, and production possibilities in a memorable, ac-
cessible way. All of these resources are closely linked 
to the text by chapter and page references. 

• Website (www.mcconnell16.com) Highly visible 
"Web buttons" in the text alert students to points in 
the book where they can springboard to the site to 
learn more. There also are weekly news updates, an 
interactive glossary, and self-grading tests—all spe- 

also three optional bonus web chapters, as previ ously 
discussed. 

Supplements for Instructors 

cific  to Macroeconomics. For the math-minded student, 
there is a "See the Math?" section, written by Profes-
sor Norris Peterson, where they can explore the math-
ematical details of the concepts in the text. There are 

Online Course Management with DiscoverEcon with 
Paul Solman Videos With the new DiscoverEcon 
with Paul Solman Videos, instructors can assign the 
DiscoverEcon software exercises as homework, track 
student participation and progress, and give immedi-
ate feedback on student essays. The new syllabus de-
velopment tool makes it possible to build an online 
syllabus with direct linking to DiscoverEcon exercises, 
special websites and the Solman videos. In addition to 
the DiscoverEcon interactive exercises that give every 
student a unique problem set, the software now con-
tains ALL end-of-chapter questions, with a newly de-
signed graph tool that lets students construct graphs 
to answer questions and include them with the essay 
answers. Essay grading is dramatically simplified with 
the new instructor website that shows the student an-
swer and a recommended answer written by Stan Brue. 
Instructor's Manual Randy Grant of Linfield College 
has revised and updated the Instructor's Resource 
Manual. It includes chapter summaries, listings of 
"what's new" in each chapter, teaching tips and sug-
gestions, learning objectives, chapter outlines, data 
and visual aid sources with suggestions for classroom 
use, and questions and problems. 

Available again in this edition is an MS-WORD 
version of the Manual. Instructors can print out por-
tions of the Manual's contents, complete with their 
own additions and alterations, for use as student hand-
outs or in whatever ways they wish. This capability 
includes printing out answers to the end-of-chapter 
questions. 
Instructor's Resource CD-ROM This CD contains 
everything the instructor needs, including Power-
Point slides, transparencies of the text graphs and 
charts, Test Bank I, and the Instructor's Manual. 
Three Test Banks Test Bank I contains about 6300 
multiple-choice and true-false questions, most of 
which were written by the text authors. Test Bank II 
also contains around 6300 multiple-choice and true-
false questions, written by 'William Waistad. All Test 
Bank II questi ons are categorized according to level 

legal 
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of difficulty: easy, moderate, or difficult. Finally, Test 
Bank III contains more than 600 pages of short-
answer questions and problems created in the style of 
the book's end-of-chapter questions. Test Bank III 
can be used to construct student assignments or de-
sign essay and problem exams. Suggested answers to 
the essay and problem questions are included. 

For all test items in Test Banks I and II, the kind 
of question is identified (for example, D = definition, 
C = complex, etc.) as are the numbers of the text's 
pages that are the basis for each. Also, each chapter 
in Test Banks I and II has an outline or table of con-
tents that groups questions by topics. In all, more 
than 12,500 questions give instructors maximum test-
ing flexibility while ensuring the fullest possible text 
correlation. 

Test Banks I and II are available in computerized 
Brownstone Diploma versions, as well as in MS Word. 
Diploma systems can produce high-quality graphs 
from the test banks and feature the ability to gener-
ate multiple tests, with versions "scrambled" to be 
distinctive. This software will meet the various needs 
of the widest spectrum of computer users. &says 
and Problems is available in printed and MS Word 
formats. 
Color transparencies There are more than 200 new 
full-color transparencies for the sixteenth edition. 
They encompass all the figures appearing in 
Macroeconomics. Additionally, the figures and tables 
from the text are found on the Instructor's Resource 
CD-ROM. 

A Note about the Cover 

The sixteenth-edition cover includes a photograph of a 
roof detail of a building in the Cyclades, a group of Greek 
islands in the Aegean Sea. The location of the building is 
especially appropriate, given that the modern word "eco-
nomics" comes from the Greek oikonomikos, meaning 
"household management." 

The photo highlights Greek architecture, which com-
bines reliance on precision of order and the ability to 
break away from strict geometrical precision to create a 
more pleasing whole. That is exactly what we have tried 
to accomplish with Macroeconomics. Our goal is to present 
the principles of economics in a precise, orderly, step-by-
step way. There is great beauty, logic, and power in eco- 

nomic models—a fact that we emphasize throughout the 
book. But an overemphasis on economic theory in the in-
troductory course renders the subject flat and boring and 
does students a great disservice. Time and again 
Macroeconomics breaks away from the models by examin-
ing real-world examples and institutional detail. These 
necessary departures occur not only within the main flow 
of the text but also in special applications chapters, the 
new "Consider This" pieces, the "Last Word" miniread-
ings, and the supporting web content. All this adds up, we 
think, to a more pleasing whole—in this case, a more re-
alistic introduction to economics and the economy. 
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To the Student 

This book and its ancillaries contain a number of features 
designed to help you learn economics: 

Web buttons A glance through the book will reveal 
many pages that contain symbols in the columns. These 
"buttons" are designed to direct you to the text's Internet 
site: www.mcconnell16.com. The 0 button stands for 
"Interactive Graphs." Brief exercises ask you to interact 
with the graphs, for example, by clicking on a specific 
curve and dragging it to a new location. These exercises 
will enhance your understanding of the underlying 
concepts. The • button stands for "Origin of the 
Idea." These pieces trace the particular idea to the 
person or persons who first developed it. 

After reading a chapter, thumb back through it to 
note the symbols and the number that follows them. 
On the home page of our Internet site select Student 
Center and find the web-button content. We think 
you will find this interactivity between the text and 
the Internet highly engaging and helpful. 

• Other Internet aids Our Internet site contains many 
other aids. In the "Student Center" you will find self-
testing multiple-choice quizzes, links to relevant news 
articles, a student discussion room, and much more. 
For those of you with very strong mathematics back-
grounds, be sure to note the "See the Math" section 
on the website. There, you will find nearly 50 notes 
that develop the algebra and, in some cases, the cal-
culus that underlie the economic concepts. 

• Appendix on graphs Be assured, however, that you 
will need only basic math skills to do well in the prin-
ciples course. In particular, you will need to be com-
fortable with graphical analysis and a few quantitative 
concepts. The appendix to Chapter 1 reviews graph-
ing, slopes of curves, and linear equations. Be sure 
not to skip it. 

• Reviews Each chapter contains two or three Quick 
Reviews and an end-of-chapter summary. These re-
views will help you focus on essential ideas and study 
for exams. 

• Key terms and Key Graphs Key terms are set in 
boldface type within the chapters, listed at the end 
of each chapter, and defined in the Glossary at the 

end of the book. Graphs with special relevance are 
labeled Key Graphs, and each includes a multiple-
choice Quick Quiz. Your instructor may not em-
phasize all these figures, but you should pay special 
attention to those that are discussed in class; you 
can be certain that there will be exam questions on 
them. 

• Consider This and Last Word boxes Many chapters 
include a Consider This box. These brief pieces 
provide analogies, examples, and stories that help you 
understand and remember central economic ideas. 
Each chapter concludes with a Last Word miniread-
ing. Some of them are revealing applications of 
economic concepts; others are short case studies. 
While it is tempting to ignore in-text boxes, don't. 
Most are fun to read, and all will improve your grasp 
of economics. 

• Questions A comprehensive list of questions is lo-
cated at the end of each chapter. Answering these 
questions will enhance your understanding. Several of 
the questions are designated as Key Questions and 
are answered in the Study Guide and also at our 
Internet site. End-of-chapter "Web-Based Questions" 
ask you to find information at specified websites. If 
you encounter "dead links" or outdated directions, 
check the Student Center at the text's website for 
posted updates. 

• Study Guide and Multimedia We enthusiastically 
recommend the Study Guide accompanying this text. 
This "portable tutor" contains not only a broad sam-
pling of various kinds of questions but a host of use-
ful learning aids. Multimedia Discover Econ with Paul 
Solman—a website and DVD that comes with the 
book—provides computer tutorials and videos that 
also will be helpful to your study. 

Our overriding goal is to help you understand and apply 
economics. With your effort, our effort, and the effort 
of your instructor, you will be able to comprehend a 
whole range of economic, social, and political problems 
that otherwise would have remained puzzling and per-
plexing. 

Good luck with your study of economics. We think it 
will be well worth your effort. 



The Nature and Method 
of Economics 

People's economic wants are numerous and varied. Biologically, humans need only air, water, food, clothing, and shelter. 

But in contemporary society we also seek the many goods and services that provide a comfortable or affluent standard 

of living. Fortunately, society is blessed with productive resources—labor and managerial talent, tools and machinery, land 

and mineral deposits—that are used to produce goods and services.This production satisfies many of our economic wants 

and occurs through the organizational mechanism called the economic system or, more simply, the economy. 

The blunt reality, however, is that our economic wants far exceed the productive capacity of our limited or scarce 

resources. So the complete satisfaction of society's economic wants is impossible. This unyielding truth underlies our 

definition of economics: It is the social science concerned with the efficient use of scarce resources to 

	

1.1 	 achieve the maximum satisfaction of economic wants. 

Origin of 

	

 

term 	
Numerous problems and issues are rooted in the challenge of using limited resources effi- 

"economics" ciently. Although it would be tempting to plunge into them, that sort of analysis must wait. In this 

chapter, we need to discuss some important preliminaries. 

The Economic Perspective 

Economists view things through a unique perspective. 
This economic perspective or economic way of thinking 
has several critical and closely interrelated features. 

Scarcity and Choice 

From our definition of economics, it is easy to see why 
economists view the world through the lens of scarcity. 

Since human and property resources are scarce (limited), 
it follows that the goods and services we produce must also 
be limited. Scarcity limits our options and necessitates that 
we make choices. Because we "can't have it all," we must 
decide what we will have, and what we must forgo. 

At the core of economics is the idea that "there is no 
free lunch." You may get treated to lunch, making it "free" 
to you, but there is a cost to someone—ultimately to society. 
Scarce inputs of land, equipment, farm labor, the labor of 
cooks and waiters, and managerial talent are required. 

3 
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ffl CONSIDER THIS 

Free for All? 

Free products are seem-

ingly everywhere. Sellers 

offer free software, cell 

phones, and checking ac-

counts. Dentists give out 

free toothbrushes. At 

state visitor centers, 

there are free brochures 
© Photodisc/Getty Images 	 and maps 

Does the presence of so many free products contradict the econ-

omist's assertion "There is no free lunch"? No! Resources are used 

to produce each of these products, and because those resources have 

alternative uses, society gives up something else to get the "free" 

good.Where resources are used to produce goods or services, there 

is no free lunch. 

So why are these goods offered for free? In a word: marketing! Firms 

sometimes offer free products to entice people to try them, hoping they 

will then purchase those goods later. The free software may eventually 

entice you to buy the producer's upgraded software. In other instances, 

the free brochures contain advertising for shops and restaurants, and 

that free e-mail program is filled with ads. In still other cases, the prod-

uct is only free in conjunction with a larger purchase. To get the free 

bottle of soda, you must buy the large pizza. To get the free cell phone, 

you need to sign up for a year's worth of cell phone service. 

So "free" products may or may not be truly free to individuals.They 

are never free to society. 

Because these resources could be used in alternative pro-
duction activities, they and the other goods and services 
they could have produced are sacrificed in making the lunch 
available. Economists call these sacrifices opportunity costs. 
To get more of one thing, you forgo the opportunity of 
getting something else. So the cost of that which you get 
is the value of that which is sacrificed to obtain it. We will 
say much more about opportunity costs in Chapter 2. 

Rational Behavior 

Economics assumes that human behavior 
reflects "rational self-interest." Indivi-
duals look for and pursue opportuni-

utii • ties to increase their utility—that is, 
pleasure, happiness, or satisfaction. 

They allocate their time, energy, and 
money to maximize their well-being. 

Because they weigh costs and benefits, their 
decisions are "rational" or "purposeful," not "random." 

Rational behavior means that the same person may 
make different choices under different circumstances. For 
example, Jones may decide to buy cans of Coca-Cola in 
bulk at a warehouse store rather than a convenience store, 
where they are much more expensive. That will leave him 
with extra money to buy something else that provides sat-
isfaction. Yet, while on a Saturday drive, he may stop at a 
convenience store to buy a single can of Coca-Cola. Both 
actions are rational. 

Rational behavior also means that choices will vary 
greatly among individuals. High school graduate Alvarez 
may decide to attend college to major in business. Baker 
may opt to take a job at a warehouse and buy a new car. 
Chin may accept a signing bonus and join the Navy. All 
three choices reflect the pursuit of self-interest and are ra-
tional, but they are based on differing preferences and 
circumstances. 

Of course, rational decisions may change as costs and 
benefits change. Jones may switch to Pepsi when it is on 
sale. And, after taking a few business courses, Alvarez may 
decide to change her major to biology. 

It is clear that rational self-interest is not the same as 
selfishness. People make personal sacrifices to help family 
members or friends, and they contribute to charities be-
cause they derive pleasure from doing so. Parents help 
pay for their children's education for the same reason. 
These self-interested, but unselfish, acts help maximize 
the givers' satisfaction as much as any personal purchase 
of goods or services. Self-interest behavior is simply be-
havior that enables a person to achieve personal satisfac-
tion, however it may be derived. 

Marginalism: Benefits and Costs 

The economic perspective focuses largely on marginal 
analysis—comparisons of marginal benefits and marginal 
costs. (Used this way, "marginal" means "extra," "additional," 
or "a change in.") Most choices or decisions involve changes 
in the status quo (the existing state of affairs). Should you 
attend school for another year or not? Should you study an 
extra hour for an exam? Should you add fries to your fast-
food order? Similarly, should a business expand or reduce 
its output? Should government increase or decrease its 
funding for a missile defense system? 

Each option involves marginal benefits and, because 
of scarce resources, marginal costs. In making choices ra-
tionally, the decision maker must compare those two 
amounts. Example: You and your fiancé are shopping for 
an engagement ring. Should you buy a i-carat diamond, 
a -carat diamond, a i-carat diamond, or a larger one? 
The marginal cost of the larger-size diamond is the added 
expense beyond the cost of the smaller-size diamond. The 

FREE 
headset 

with the 
purchase 

of a 
NEW 
cell phone 
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marginal benefit is the greater lifetime pleasure (utility) 
from the larger-size stone. If the marginal benefit of the 
larger diamond exceeds its marginal cost, you should buy 
the larger stone. But if the marginal cost is more than the 
marginal benefit, you should buy the smaller diamond 
instead. 

In a world of scarcity, the decision to obtain the mar-
ginal benefit associated with some specific option always 
includes the marginal cost of forgoing something else. 
The money spent on the larger-size diamond means for-
going something else. Again, there is no free lunch! 

One surprising implication of decisions based on 
marginal analysis is that there can be too much of a good 
thing. Although certain goods and services such as edu-
cation, health care, and homeland defense seem inher-
ently desirable, we can in fact produce too much of them. 
"Too much" occurs when we obtain additional amounts 

of them even though their marginal costs 
(the value of the forgone options) ex-

ceed their marginal benefits. Then 

	

1.3 	we are sacrificing alternative goods 

	

Marginal 	and services that are more valuable 

	

analysis 	at the margin—the place where we 
consider the very last units of each. 

For example, society can produce too 
much health care, and you can buy too large 

a diamond. (Key Question 4) 
This chapter's Last Word provides an everyday appli-

cation of the economic perspective. 

Why Study Economics? 

Is studying economics worth your time and effort? More 
than half a century ago John Maynard Keynes (1883-1946), 
one of the most influential economists of the 1900s, said: 

The ideas of economists and political philosophers, both 
when they are right and when they are wrong, are more 
powerful than is commonly understood. Indeed the world 
is ruled by little else. Practical men, who believe themselves 
to be quite exempt from any intellectual influences, are usu-
ally the slaves of some defunct economist. 

Most of the ideologies of the modern world have been 
shaped by prominent economists of the past—Adam 
Smith, David Ricardo, John Stuart Mill, Karl Marx, and 
John Maynard Keynes. And current world leaders rou-
tinely solicit the advice and policy suggestions of today's 
economists. 

For example, the president of the United States ben-
efits from the recommendations of his Council of 
Economic Advisers. The broad range of economic issues  

facing political leaders is suggested by the contents of the 
annual Economic Report of the President. Areas covered typ-
ically include unemployment, inflation, economic growth, 
taxation, poverty, international trade, health care, pollu-
tion, regulation, and education, among others. And the 
Federal Reserve (the U.S. central bank) relies heavily on 
economic analysis in shaping its monetary policies. 

Economics for Citizenship 
A basic understanding of economics is essential for well-
informed citizenship. Most of today's political problems 
have important economic aspects: How aggressive should 
we be in pursuing the war on terrorism at home and 
abroad? How can we ensure that corporate executives act 
in the long-run interest of their shareholders and not just 
themselves? What level of taxes should we have? How can 
we make the social security retirement program finan-
cially secure? How can we increase the rate of economic 
growth? How can we reduce poverty? 

As voters, we can influence the decisions of our elected 
officials in responding to such questions. But intelligence 
at the polls requires a basic working knowledge of eco-
nomics. And a sound grasp of economics is even more 
helpful to the politicians themselves. 

Professional and Personal Applications 
Economics lays great stress on precise, systematic analy-
sis. Thus, studying economics invariably helps students 
improve their analytical skills, which are in great demand 
in the workplace. Also, the study of economics helps peo-
ple make sense of the everyday activity they observe 
around them. How is it that so many different people, in 
so many different places, doing so many different things, 
produce the goods and services we want to buy? Economics 
provides an answer. 

Economics is also vital to business. An understand-
ing of the basics of economic decision making and the 
operation of the economic system enables business man-
agers and executives to increase profit. The executive 
who understands when to use new technology, when to 
merge with another firm, when to expand employment, 
and so on, will outperform the executive who is less deft 
at such decision making. The manager who understands 
the causes and consequences of recessions (downturns 
in the overall economy) or inflation (rising prices) can 
make more intelligent business decisions during those 
periods. 

Economics helps consumers and workers make better 
buying and employment decisions. How can you spend 
your limited money income to maximize your satisfaction? 
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How can you hedge against the reduction in the dollar's 
purchasing power that accompanies inflation? Is it more 
economical to buy or lease a car? Should you use a credit 
card or pay cash? Which occupations pay well; which are 
most immune to unemployment? 

Similarly, an understanding of economics makes for 
better financial decisions. Someone who understands the 
relationship between budget deficits or surpluses and in-
terest rates, between foreign exchange rates and exports, 
between interest rates and bond prices, is in a better po-
sition to successfully allocate personal savings. So, too, is 
someone who understands the business implications of 
emerging new technologies. 

In spite of these practical benefits, however, you 
should know that economics is mainly an academic, not a 
vocational, subject. Unlike accounting, advertising, cor-
porate finance, and marketing, economics is not primarily 
a how-to-make-money area of study. Knowledge of eco-
nomics and mastery of the economic perspective will help 
you run a business or manage your personal finances, but 
that is not the subject's primary objective. Instead, eco-
nomics ultimately examines problems and decisions from 
the social, rather than the personal, point of view. The 
production, exchange, and consumption of goods and 
services are discussed from the viewpoint of society's best 
interest, not strictly from the standpoint of one's own 
pocketbook. 

• Economics is concerned with obtaining maximum sat-
isfaction through the efficient use of scarce resources. 

• The economic perspective stresses (a) resource scarcity 
and the necessity of making choices, (b) the assumption of 
rational behavior, and (c) comparisons of marginal benefit 
and marginal cost. 

• Your study of economics will help you as a voting 
citizen as well as benefit you professionally and personally. 

Economic Methodology 

Like the physical and life sciences, as well as other social 
sciences, economics relies on the scientific method. It 
consists of a number of elements: 
• The observation of facts (real-world data). 
• Based on those facts, the formulation of a possible 

explanation of cause and effect (hypothesis). 

• The testing of this explanation by comparing the out-
comes of specific events to the outcome predicted by 
the hypothesis. 

• The acceptance, rejection, or modification of the hy-
pothesis, based on these comparisons. 

• The continued testing of the hypothesis against the 
facts. As favorable results accumulate, the hypothe-
sis evolves into a theory. A very well tested and widely 
accepted theory is referred to as a law or principle. 
Combinations of such laws or principles are incorpo-
rated into models—simplified representations of how 
something works, such as a market or segment of the 
economy. 

Laws, principles, and models enable the economist, like 
the natural scientist, to understand and explain reality and 
to predict the various outcomes of particular actions. But 
as we will soon see, economic laws and principles are usu-
ally less certain than the laws of physics or chemistry. 

Theoretical Economics 

Economists develop models of the behavior of individuals 
(consumers, workers) and institutions (businesses, gov-
ernments) engaged in the production, exchange, and con-
sumption of goods and services. They start by gathering 
facts about economic activities and economic outcomes. 
Because the world is cluttered with innumerable interre-
lated facts, economists, like all scientists, must select the 
useful information. They must determine which facts are 
relevant to the problem under consideration. But even 
when this sorting process is complete, the relevant infor-
mation may at first seem random and unrelated. 

The economist draws on the facts to establish cause-
effect hypotheses about economic behavior. Then the hy-
potheses are tested against real-world observation and 
data. Through this process, the economist tries to dis-
cover hypotheses that rise to the level of theories and 
principles (or laws)—well-tested and widely accepted gen-
eralizations about how individuals and institutions be-
have. The process of deriving theories and principles is 
called theoretical economics (see the lower box in 
Figure 1.1). The role of economic theorizing is to systematically 
arrange facts, interpret them, and generalize from them. 
Theories and principles bring order and meaning to facts 
by arranging them in cause-and-effect order. 

Observe that the arrow from "theories" to "facts" in 
Figure 1.1 moves in both directions. Some understanding 
of factual, real-world evidence is required to formulate 
meaningful hypotheses. And hypotheses are tested 
through gathering and organizing factual data to see if the 
hypotheses can be verified. 
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FIGURE 1.1 
The relationship between facts, theories, and policies in eco-

nomics. Theoretical economics involves establishing economic theories 

by gathering, systematically arranging, and generalizing from facts. Good 

economic theories are tested for validity against facts. Economists use 

these theories—the most reliable of which are called laws or principles—

to explain and analyze the economy. Policy economics entails using the eco-

nomic laws and principles to formulate economic policies. 

Policy Economics 

Theoretical Economics 

Economic theories and principles are statements about 
economic behavior or the economy that enable prediction of the 
probable effects of certain actions. Good theories are those 
that do a good job of explaining and predicting. They are 
supported by facts concerning how individuals and insti-
tutions actually behave in producing, exchanging, and 
consuming goods and services. But these facts may change 
in time, so economists must continually check theories 
against the shifting economic environment. 

Theories, laws, and principles are highly useful in an-
alyzing economic behavior and understanding how the 
economy operates. They are the ingredients of analytical 
economics—the ascertaining of cause and effect, of action 
and outcome, within the economic system. 

Several other points relating to economic principles 
are important to know. 

Terminology Economists speak of "hypotheses," 
"theories," "laws," and "principles." Some of these terms 

overlap, but they usually reflect a gradation of confidence 
in the generalizations. A hypothesis needs initial testing; 
a theory has been tested but needs more testing; a law or 
principle is a theory that has provided strong predictive 
accuracy, over and over. The terms "economic laws" and 
"principles" are useful even though they imply a degree of 
exactness, universal application, and even moral rightness 
that is rare in any social science. The word "theory" is of-
ten used in economics even though many people incor-
rectly believe theories have nothing to do with real-world 
applications. Economists often use the term "model," 
which combines principles into a simplified representa-
tion of reality. 

In this book, custom or convenience will govern the 
use of "theory," "law," "principle," and "model." Thus, to 
describe the relationship between the price of a product 
and the amount of it purchased, we will use the term law 
of demand, rather than theory or principle of demand, sim-
ply because this is the custom. We will refer to the circu-
lar flow model, not the circular flow law, because the con-
cept combines several ideas into a single representation. 

Generalizations As we have already mentioned, eco-
nomic theories, principles, and laws are generalizations re-
lating to economic behavior or to the economy itself. They 
are imprecise because economic facts are usually diverse; no 
two individuals or institutions act in exactly the same way. 
Economic principles are expressed as the tendencies of typical or av-
erage consumers, workers, or business firms. For example, when 
economists say that consumer spending rises when personal 
income increases, they are well aware that some households 
may save all of an increase in their incomes. But, on aver-
age, and for the full economy, spending goes up when in-
come increases. Similarly, economists say that consumers 
buy more of a particular product when its price falls. Some 
consumers may increase their purchases by a large amount, 
others by a sinail amount, and a few not at all. This "price-
quantity" principle, however, holds for the typical consumer 
and for consumers as a group. 

Other-Things-Equal Assumption Like other 
scientists, economists use the ceteris paribus or other-
things-equal assumption to construct their generaliza-

tions. They assume that all other variables 
except those under immediate consider-

ation are held constant for a particular 

	

1.4 	analysis. For example, consider the re- 

	

Ceteris 	lationship between the price of Pepsi 

	

paribus 	and the amount of it purchased. It 
helps to assume that, of all the factors 

that might influence the amount of Pepsi 
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purchased (for example, the price of Pepsi, the price of 
Coca-Cola, and consumer incomes and preferences), only 
the price of Pepsi varies. The economist can then focus on 
the "price of Pepsi–purchases of Pepsi" relationship with-
out being confused by changes in other variables. 

Natural scientists such as chemists or physicists can 
usually conduct controlled experiments where "all other 
things" are in fact held constant (or virtually so). They can 
test with great precision the assumed relationship between 
two variables. For example, they might examine the height 
from which an object is dropped and the length of time it 
takes to hit the ground. But economics is not a laboratory 
science. Economists test their theories using real-world 
data, which are generated by the actual operation of the 
economy. In this rather bewildering environment, "other 
things" do change. Despite the development of complex 
statistical techniques designed to hold other things equal, 
control is less than perfect. As a result, economic principles 
are less certain and less precise than those of laboratory sci-
ences. That also means they are more open to debate than 
many scientific theories (for example, the law of gravity). 

Abstractions Economic principles, or theories, are 
abstractions—simplifications that omit irrelevant facts and 
circumstances. Economic models do not mirror the full 
complexity of the real world. The very process of sorting 
out and analyzing facts involves simplification and re-
moval of clutter. Unfortunately, this "abstraction" leads 
some people to consider economic theory impractical and 
unrealistic. That is nonsense! Economic theories are prac-
tical precisely because they are abstractions. The full scope 
of economic reality itself is too complex and bewildering 
to be understood as a whole. Economists simplify—that 
is, develop theories and build models—to give meaning to 
an otherwise overwhelming and confusing maze of facts. 
Theorizing for this purpose is highly practical. 

Graphical Expression Many of the economic mod-
els in this book are expressed graphically; the most 
important are labeled Key Graphs. Be sure to read the 
appendix to this chapter as a review of graphs. 

Policy Economics 

Policy economics recognizes that theories and data can 
be used to formulate policies—courses of action based on 
economic principles and intended to resolve a specific 
economic problem or further an economic goal. Economic 
theories are the foundation of economic policy, as shown 
in the upper part of Figure 1.1. Economic policy normally 
is applied to problems after they arise. However, if eco- 

nomic analysis can predict some undesirable event such as 
unemployment, inflation, or an increase in poverty, then 
it may be possible to avoid or moderate that event through 
economic policy. For example, you may read in the news-
paper that the Federal Reserve has reduced interest rates 
to increase private spending and prevent a recession. 

Economic Policy The creation of policies to achieve 
specific goals is no simple matter. Here are the basic steps 
in policymaking: 
• State the goal. The first step is to make a clear state-

ment of the economic goal. If we say that we want 
"full employment," do we mean that everyone be-
tween, say, 16 and 65 years of age should have a job? 
Or do we mean that everyone who wants to work 
should have a job? Should we allow for some unem-
ployment caused by inevitable changes in the struc-
ture of industry and workers voluntarily changing 
jobs? The goal must be specific. 

• Determine the policy options. The next step is to 
formulate alternative policies designed to achieve the 
goal and determine the possible effects of each policy. 
This requires a detailed assessment of the economic 
impact, benefits, costs, and political feasibility of the 
alternative policies. For example, to achieve full em-
ployment, should government use fiscal policy (which 
involves changing government spending and taxes), 
monetary policy (which entails altering interest rates), 
an education and training policy that enhances worker 
employability, or a policy of wage subsidies to firms 
that hire disadvantaged workers? 

• Implement and evaluate the policy that was selected. 
After implementing the policy, we need to evaluate 
how well it worked. Only through unbiased evalua-
tion can we improve on economic policy. Did a spe-
cific change in taxes or the money supply alter the 
level of employment to the extent predicted? Did 
deregulation of a particular industry (for example, 
electricity) yield the predicted beneficial results? If 
not, why not? What were the harmful side effects, if 
any? How might the policy be altered to make it work 
better? (Key Question 8) 

Economic Goals If economic policies are designed 
to achieve certain economic goals, then we need to rec-
ognize a number of goals that are widely accepted in the 
United States and many other countries. They include: 
• Economic growth Produce more and better goods 

and services, or, more simply, develop a higher stan-
dard of living. 
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• Full employment Provide suitable jobs for all citi-
zens who are willing and able to work. 

• Economic efficiency Achieve the maximum fulfill-
ment of wants using the available productive re-
sources. 

• Price-level stability Avoid large upswings and down-
swings in the general price level; that is, avoid inflation 
and deflation. 

• Economicfreedom Guarantee that businesses, work-
ers, and consumers have a high degree of freedom in 
their economic activities. 

• Equitable distribution of income Ensure that no 
group of citizens faces poverty while most others en-
joy abundance. 

• Economic security Provide for those who are chron-
ically ill, disabled, laid off, aged, or otherwise unable 
to earn minimal levels of income. 

• Balance of trade Seek a reasonable overall balance 
with the rest of the world in international trade and 
financial transactions. 

Although most of us might accept these goals as generally 
stated, we might also disagree substantially on their spe-
cific meanings. What are "large" changes in the price 
level? 'What is a "high degree" of economic freedom? 
What is an "equitable" distribution of income? How can 
we measure precisely such abstract goals as "economic 
freedom"? These objectives are often the subject of spir-
ited public debate. 

Also, some of these goals are complementary; when 
one is achieved, some other one will also be realized. For 
example, achieving full employment means eliminating 
unemployment, which is a basic cause of inequitable 
income distribution. But other goals may conflict or even 
be mutually exclusive. They may entail tradeoffs, mean-
ing that to achieve one we must sacrifice another. For ex-
ample, efforts to reduce income inequality may weaken 
incentives to work, invest, innovate, and take business 
risks, all of which promote economic growth. Taxing high-
income people heavily and transferring the tax revenues 
to low-income people is one way to equalize the distribu-
tion of income. But then the incentives to high-income 
individuals may diminish because higher taxes reduce their 
rewards for working. Similarly, low-income individuals 
may be less motivated to work when government stands 
ready to subsidize them. 

When goals conflict, society must establish ways to 
prioritize the objectives it seeks. If more economic free-
dom is accompanied by less economic security and more 
economic security allows less economic freedom, society 
must assess the tradeoffs and decide on the optimal (best) 
balance between them. 

I 
I 

• Economists use the scientific method to establish 
theories, laws, and principles. Economic theories (laws, 
principles, or models) are generalizations relating to the 
economic behavior of individuals and institutions; good 
theories are grounded in facts. 

• Theoretical economics involves formulating theories 
(or laws and principles) and using them to understand and 
explain economic behavior and the economy; policy 
economics involves using the theories to fix economic 
problems or promote economic goals. 

• Policymaking requires a clear statement of goals, a 
thorough assessment of options, and an unbiased evalua-
tion of results. 

• Some of society's economic goals are complementary, 
while others conflict; where conflicts exist, tradeoffs arise. 

Macroeconomics and 
Microeconomics 

Economists derive and apply principles about economic 
behavior at two levels. 

Macroeconomics 

Macroeconomics examines either the economy as a 
whole or its basic subdivisions or aggregates, such as the 
government, household, and business sectors. An aggre-
gate is a collection of specific economic units treated as if 
they were one unit. Therefore, we might lump together 
the millions of consumers in the U.S. economy and treat 
them as if they were one huge unit called "consumers." 

In using aggregates, macroeconomics seeks to obtain 
an overview, or general outline, of the structure of the 
economy and the relationships of its major aggregates. 
Macroeconomics speaks of such economic measures as 
total output, total employment, total income, aggregate 
expenditures, and the general level of prices in analyzing 
various economic problems. No or very little attention is 
given to specific units making up the various aggregates. 
Macroeconomics examines the beach, not the sand, rocks, 
and shells. 

Microeconomics 

Microeconomics looks at specific economic units. At this 
level of analysis, the economist observes the details of an 
economic unit, or very small segment of the economy, 


