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Optimize your study time with MyEconLab, the online assessment and tutorial  system. When you take 
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further reinforce concepts you need to master.

 Help Me Solve This learning aids help you break 

down a problem much the same way as an instructor 
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 eText links are specific to the problem at hand so 

that related concepts are easy to review just when they 

are needed.

 A graphing tool enables you to build and manipulate 

graphs to better understand how concepts, numbers, 

and graphs connect.

The Study Plan shows you the  

sections you should study next, gives easy 

access to practice problems, and provides you 

with an automatically generated quiz to prove 

mastery of the course material.

As you work each exercise, instant feedback  

helps you understand and apply the concepts.  

Many Study Plan exercises contain algorithmically  

generated values to ensure that you get as much  

practice as you need.
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Up-to-date macro data is a great way to engage in 

and understand the usefulness of macro variables  

and their impact on the economy. Real-Time Data 

Analysis exercises communicate directly with the 

Federal Reserve Bank of St. Louis’s FRED site, so 

every time FRED posts new data, students see  

new data. 

End-of-chapter exercises accompanied by the  

Real-Time Data Analysis icon  include Real-Time 

Data versions in MyEconLab.

Data update in the electronic version of the text  

using FRED data.

Posted weekly, we find the latest microeconomic 

and macroeconomic news stories, post them, 

and write auto-graded multi-part exercises that 

illustrate the economic way of thinking about  

the news. 

Participate in a fun and engaging activity that helps 

promote active learning and mastery of important 

economic concepts.

Pearson’s experiments program is flexible and easy  

for instructors and students to use. For a complete  

list of available experiments, visit www.myeconlab.com.

Real-Time Data Analysis Exercises

Current News Exercises

Interactive Homework Exercises

Select in-text figures labelled MyEconLab Real-Time 
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xiii

   ◆ The Ninth Edition Revision 
 Thoroughly updated, intuitive rather than technical, 
grounded in data and empirical evidence, extensively 
illustrated with well-chosen examples and photo-
graphs, enlivened with applications that focus on 
issues at play in today’s world, focused on learning 
by doing, and seamlessly integrated with MyEconLab: 
These are the hallmarks of this ninth edition of 
 Macroeconomics: Canada in the Global Environment . 

 This revision builds on the foundation of the 
previous edition and retains a thorough and care-
ful presentation of the principles of economics, an 
emphasis on real-world examples and applications, 
the development of critical thinking skills, diagrams 
renowned for clarity, and path-breaking technology. 

  Most chapters have been thoroughly reworked 
to achieve even greater clarity and to place greater 
emphasis on applications to current issues.  Some 
sections of chapters have been removed and other 
sections added to cover new issues, particularly those 
that involve current policy problems. 

  Economics in the News , a weekly feature on 
MyEconLab, appears in the revised text in two ways. 
First, the Parkin-Bade hallmark chapter-closing 
 Reading Between the Lines  is rebranded as  Economics 
in the News . Second, additional  Economics in the News  
boxes appear at appropriate points within chapters. 

 The aim of the end-of-chapter news feature is 
to encourage students to apply the tools they have 
learned in the chapter by analyzing an article from a 
newspaper or an online news source. The news article 
connects with the questions first raised in the chapter 
opener, and the analysis is reinforced with a related 
end-of-chapter problem. 

 Shorter, within-chapter  Economics in the News  
boxes present brief news clips, relevant data, ques-
tions, and worked solutions. These boxes imme-
diately apply a tool just explained and provide 
hand-held practice and help in approaching an eco-
nomic analysis of the news. 

 A second new feature,  At Issue,  shows two sides 
of a controversial issue and helps students apply 
the economic way of thinking to clarify and debate 
the issues. 

 A third new feature is a full-page end-of-chapter 
 Worked Problem . As part of the chapter review, 
the student has an opportunity to work a multi-part 
problem that covers the core content of the chapter 
and consists of questions, solutions, and key figures. 
This new feature increases the incentive for the stu-
dent to learn by doing and actively, rather than pas-
sively, review the chapter. 

  The future is always uncertain. But at some times, and 
now is one such time, the range of possible futures is 
enormous. The major sources of this uncertainty are 
economic policy and global macroeconomic forces. 
There is uncertainty about the way in which inter-
national trade policy will evolve as bilateral deals 
reshape the competitive landscape. There is uncertainty 
about exchange rate policy as currency fluctuations 
bring changes in international relative prices. There is 
extraordinary uncertainty about monetary policy with 
the Bank of Canada holding interest rates at historical 
lows in an attempt to stimulate a flagging economy. 
And there is uncertainty about fiscal policy as provin-
cial budget deficits interacting with an aging popula-
tion are ever harder to control. In the global economy, 
there is uncertainty about when, or even whether, a 
stagnating European economy will start to show life. 
And there is uncertainty about how fast China, India, 
and other developing economies will grow.  

 Since the global financial crisis of August 2007 
moved economics from the business report to the 
front page, a fall in confidence has gripped producers, 
consumers, financial institutions, and governments. 

 Even the idea that the market is an efficient allo-
cation mechanism has come into question. Many 
thoughtful people worry about increasing income 
inequality, and some political leaders called for the end 
of capitalism and the dawn of a new economic order in 
which tighter regulation reined in unfettered greed. 

 Rarely do teachers of economics have such a rich 
feast on which to draw. And rarely are the principles 
of economics more surely needed to provide the solid 
foundation on which to think about economic events 
and navigate the turbulence of economic life. 

 Although thinking like an economist can bring 
a clearer perspective to and deeper understanding of 
today’s events, students don’t find the economic way 
of thinking easy or natural.  Macroeconomics  seeks to 
put clarity and understanding in the grasp of the stu-
dent with a careful and vivid exploration of the ten-
sion between self-interest and the social interest, the 
role and power of incentives—of opportunity cost 
and marginal benefit—and demonstrating the pos-
sibility that markets supplemented by other mecha-
nisms might allocate resources efficiently. 

 Parkin-Bade students begin to think about issues 
the way real economists do and learn how to explore 
policy problems and make better-informed decisions 
in their own economic lives. 

  PREFACE 
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the present time. Coverage of the Phillips curve is 
retained but condensed. 

 Many other chapters have been thoroughly 
reworked to achieve even greater clarity and to 
place greater emphasis on applications to cur-
rent issues. And every chapter now contains a new 
opening vignette linked directly to an  Economics in 
the News , an end-of-chapter problem, and online 
practice. 

 All the end-of-chapter  Economics in the News  
articles have been updated, and the analysis of the 
news and the linked problems and applications have 
been appropriately revised.    

   ◆   Features to Enhance Teaching 
and Learning 

 The changes that we have described are adjustments 
to an already powerful teaching and learning package. 
Here, we briefly review the features retained from the 
previous edition. 

  Economics in Action Boxes 
 This feature uses boxes within the chapter to provide 
data and information that links models to real-world 
economic activity. 

 Some of the issues covered in these boxes 
include the best affordable choice of recorded music, 
movies, and DVDs; the cost of selling a pair of 
shoes; how Apple doesn’t make the iPhone; taxing 
carbon emissions; how long a spell of poverty lasts; 
structural unemployment in Canada; how loan-
able funds fuel a home price bubble; the Canadian 
business cycle; and the size of the fiscal stimulus 
multipliers.  

  Chapter Openers 
 Each chapter opens with a student-friendly vignette 
that raises questions to motivate the student and 
focus the chapter. This chapter-opening story is 
woven into the main body of the chapter and is 
explored in the  Economics in the News  feature that 
closes each chapter.  

  In-Text Review Quizzes 
 A review quiz at the end of each major section 
enables students to determine whether a topic needs 
further study before moving on. This feature includes 
a reference to the appropriate MyEconLab study plan 
and a new  key terms quiz  to help students further 
test their understanding.  

  Highpoints of the Revision 
 In addition to the new features that we have just 
reviewed, we have built on the strengths of the previ-
ous edition by substantially revising the following four 
topics. They are: 

   ■   Economic growth and business cycle expansion  
  ■   Financial markets  
  ■   The exchange rate  
  ■   Cycles, inflation, and deflation   

  Economic Growth and Business Cycle Expansion    
Chapter   22   , Economic Growth, now opens by clari-
fying the distinction between economic growth and 
a business cycle expansion. We now introduce the 
topic of economic growth by explaining this distinc-
tion and illustrating it with the production possibili-
ties frontier  PPF : a business cycle expansion being 
a return to the  PPF  and economic growth being an 
outward shift of the  PPF .  

  Financial Markets    Chapter   23   , Finance, Saving, and 
Investment, has an expanded section on the global 
financial crisis and its aftermath that describes the 
growth of household debt and house prices. The sec-
tion on real and nominal interest rates is expanded 
and illustrated with data. The chapter now contains 
more on the magnitudes of the sources and uses of 
loanable funds. The section on loanable funds in 
the global economy is moved to the chapter on the 
exchange rate and balance of payments.  

  The Exchange Rate    Chapter   25   , The Exchange Rate 
and the Balance of Payments, contains a heavily 
revised section entitled Arbitrage, Speculation, and 
Market Fundamentals that explains the powerful 
forces that equilibrate the foreign exchange market in 
the short run and the long run. This section includes 
a discussion of the Big Mac index. An  Economics in 
the News  examines the forces at work leading to a 
strong dollar in the summer of 2014. The section on 
the global loanable funds market is now integrated 
into this chapter in the section on the balance of 
payments.  

  Cycles, Inflation, and Deflation    Chapter   28   , The 
Business Cycle, Inflation, and Deflation, is re-titled, 
reorganized, and amended. The business cycle mate-
rial is moved to the beginning of the chapter and a 
new final section describes and explains the prob-
lem of deflation that has gripped Japan for most of 
the 1990s and the 2000s and is feared in Europe at 
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whose work correlates to what the student is learning. 
These interviews explore the education and research 
of these prominent economists and their advice for 
those who want to continue the study of economics. 
This edition has new interviews with Esther Duflo 
(MIT) and Raj Chetty (Harvard). The 65 past and 
present interviews we have conducted are available in 
full in MyEconLab.   

   ◆ For the Instructor 
 This book enables you to focus on the economic way 
of thinking and choose your own course structure in 
your principles course. 

  Focus on the Economic Way of Thinking 
 As an instructor, you know how hard it is to encourage 
a student to think like an economist. But that is your 
goal. Consistent with this goal, the text focuses on and 
repeatedly uses the central ideas of choice; tradeoff; 
opportunity cost; the margin; incentives; the gains 
from voluntary exchange; the forces of demand, sup-
ply, and equilibrium; the pursuit of economic rent; the 
tension between self-interest and the social interest; 
and the scope and limitations of government actions.  

  Flexible Structure 
 You have preferences for how you want to teach your 
course, and we’ve organized this book to enable you 
to choose your teaching path. The chart on p. xxiii 
illustrate the book’s flexibility. By following the 
arrows through the charts you can select the path that 
best fits your preference for course structure. Whether 
you want to teach a traditional course that blends the-
ory and policy, or one that takes a fast-track through 
either theory or policy issues,  Macroeconomics: Canada 
in the Global Environment  gives you the choice.  

  Instructor’s Supplemental Resources 
 The supplements for instructors are: 

   ■   Test Bank  
  ■   PowerPoint Resources  
  ■   Instructor’s Manual  
  ■   Solutions Manual   

  Test Bank   The ninth edition Test Bank (Test 
Item File), with more than 3,000 multiple-choice 
questions, has been prepared by Jeannie Gillmore 
of the University of Western Ontario. Jeannie 
has reviewed and edited all existing questions to 
ensure their clarity and consistency with the 

  Diagrams That Show the Action 
 Through the past eight editions, this book has set the 
standard of clarity in its diagrams; the ninth edition 
continues to uphold this tradition. Our goal is to 
show “where the economic action is.” The diagrams 
in this book continue to generate an enormously pos-
itive response, which confirms our view that graphical 
analysis is the most powerful tool available for teach-
ing and learning economics at the principles level. 

 Because many students find graphs hard to work 
with, we have developed the entire art program with 
the study and review needs of the student in mind. 

 The diagrams feature: 

   ■   Original curves consistently shown in blue  
  ■   Shifted curves, equilibrium points, and other 

important features highlighted in red  
  ■   Colour-blended arrows to suggest movement  
  ■   Graphs paired with data tables  
  ■   Diagrams labelled with boxed notes  
  ■   Extended captions that make each diagram and 

its caption a self-contained object for study and 
review    

  End-of-Chapter Study Material 
 Each chapter closes with a concise summary orga-
nized by major topics, a list of key terms with page 
references, a worked problem, and problems and 
applications. These learning tools provide students 
with a summary for review and exam preparation.  

  Interviews with Economists 
 Each part closes with an overview of the chapters 
and a teaser of an interview with a leading economist 
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Review Quizzes and the end-of-chapter Problems and 
Applications. 

 Getting Your Instructor’s Resources 
 Instructors can download supplements from a secure, 
instructor-only source via the Pearson Canada 
Higher Education Instructor Resource Centre Web 
page ( www.pearsoncanada.ca/highered ). Instructor 
resources are also available on a DVD.  

  Instructor’s Resource Centre DVD (IRDVD)   Fully com-
patible with Windows and Macintosh, this IRDVD 
contains Adobe PDF files of the Test Item File, the 
Solutions Manual, and the Instructor’s Manual; 
PowerPoint resources; and the TestGen. Locate your 
local Pearson Canada sales representative at 
 http://catalogue.pearsoned.ca/educator  to request 
a copy of the IRDVD.   

  Other Instructor Aids 
  CourseSmart   CourseSmart goes beyond traditional 
expectations—providing instant, online access to the 
textbooks and course materials you need at a lower 
cost for students. And even as students save money, 
you can save time and hassle with a digital eTextbook 
that allows you to search for the most relevant con-
tent at the very moment you need it. Whether it’s 
evaluating textbooks or creating lecture notes to help 
students with difficult concepts, CourseSmart can 
make life a little easier. See how when you visit 
 www.coursesmart.com/instructors .  

  Learning Solutions Managers   Pearson’s Learning 
Solutions Managers work with faculty and campus 
course designers to ensure that Pearson technology 
products, assessment tools, and online course materi-
als are tailored to meet your specific needs. 

 This highly qualified team is dedicated to helping 
schools take full advantage of a wide range of edu-
cational resources by assisting in the integration of a 
variety of instructional materials and media formats. 
Your local Pearson Canada sales representative can 
provide you with more details on this service program.  

  Pearson Custom Library   For enrollments of 25 stu-
dents or more, you can create your own textbook by 
choosing the chapters of Parkin-Bade  Macroeconomics  
that best suit your own course needs. To begin building 
your custom text, visit  www.pearsoncustomlibrary.com .    

ninth edition and incorporated new questions. The 
new questions follow the style and format of the end-
of-chapter text problems and provide the instructor 
with a whole new set of testing opportunities and/or 
homework assignments.Test Item File questions are 
available in MyEconLab for instructors to use in a 
test, quiz, or as homework. 

 Pearson’s  Computerized Test Bank   allows 
instructors to filter and select questions to create 
quizzes, tests, or homework. Instructors can revise 
questions or add their own, and may be able to 
choose print or online options. These questions are 
also available in Microsoft Word® format.  

  PowerPoint Resources   Our full-colour Microsoft 
PowerPoint ®  Presentations for each chapter contain: 

   ■   Lecture notes with all the textbook figures animated, 
tables from the textbook, and speaking notes from 
the Instructor’s Manual  

  ■   Large-scale versions of all the textbook figures and 
tables, animated for instructors to incorporate into 
their own slide shows  

  ■   A set of lecture notes for students, which include 
animated versions of the textbook figures   

 The presentations can be used electronically in the 
classroom or printed to create hard-copy transparency 
masters. A student version of the lecture notes is also 
available on MyEconlab.  

  Instructor’s Manual   Our Instructor’s Manual inte-
grates the teaching and learning resources  and serves 
as a guide to all the supplements. Each chapter con-
tains an overview, a list of what’s new in the ninth 
edition, and ready-to-use lecture notes. 

 A new user can walk into a classroom armed to 
deliver a polished lecture. The lecture notes provide 
an outline of the chapter; concise statements of key 
material; alternative tables and figures; key terms 
and definitions; boxes that highlight key concepts, 
provide an interesting anecdote, or suggest how to 
handle a difficult idea; and additional discussion 
questions. The PowerPoint® lecture notes incorporate 
the chapter outlines and teaching suggestions.  

  Solutions Manual   Our comprehensive Solutions 
Manual provides instructors with solutions to the 
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The eText also allows instructors and students to 
highlight, bookmark, and take notes. In addition, 
instructors can create notes and push them out to 
students. 

 The new eText includes videos, animations, and 
problem-solving tools designed to aid comprehension 
and bring those moments of discovery that stick in 
the memory. 

 The features of the enhanced eText include: 

   ■   Embedded MyEconLab Study Plan and assessment  
  ■   Figure animations  
  ■   Interactive graph-drawing exercises  
  ■   More  Economics in the News   
  ■   Worked problems  
  ■   Automatic real-time updating  
  ■   Key terms quizzes   

  Embedded MyEconLab Study Plan and 
Assessment   In the enhanced eText, every 
Review Quiz question and Study Plan Problem 
and Application exercise can be worked by the 
student directly from the eText page on which it 
occurs. These exercises are auto-graded and feed 
into MyEconLab’s Adaptive Study Plan, where 
students receive recommendations based upon their 
performance. Study Plan links provide opportunities 
for more practice with problems similar to those 
in the text and give targeted feedback to guide the 
student in answering the exercises.  

  Figure Animations   Every textbook figure can be 
worked through using a step-by-step animation, with 
audio, to help students learn the intuition behind 
reading and interpreting graphs. These animations 
may be used for review or as an instructional aid in 
the classroom.   

  More Economics in the News   Each in-text  Economics 
in the News  is reinforced through an extended 
application of the same analysis. These  Economics 
in the News  problems are auto-graded and feed into 
MyEconLab’s Adaptive Study Plan.  

  Worked Problems   Each chapter concludes with a 
Worked Problem that consists of questions, solutions, 
and key figures. These problems can be worked in the 
enhanced eText directly from the Worked Problem 
page. As the student works through each problem, 
feedback and just-in-time learning aids help the 
student develop proficiency with the concept.  

   ◆ MyEconLab 
 The Parkin-Bade MyEconLab has been designed and 
refined with a single purpose in mind: to create those 
moments of understanding that transform the dif-
ficult into the clear and obvious. With homework, 
quiz, test, activity, and tutorial options, instruc-
tors can manage all their assessment needs in one 
program. 

   ■   All of the Review Quiz questions and end-of-
chapter Problems and Applications were recreated 
as assignable auto-graded exercises with targeted 
feedback and related “Help Me Solve This” tools by 
Robin Bade, Jeannie Gillmore of the University of 
Western Ontario, and Sharmistha Nag of Fairleigh 
Dickinson University, and were reviewed for accu-
racy by Trevor Collier of the University of Dayton.  

  ■   All of the Review Quiz questions and end-of chap-
ter Problems and Applications are assignable and 
automatically graded in MyEconLab.  

  ■   The Review Quiz questions and end-of-chapter 
Study Plan Problems and Applications are avail-
able for students to work in the adaptive Study 
Plan.  

  ■   The end-of-chapter Additional Problems and 
Applications are not available to students in 
MyEconLab unless assigned by the instructor.  

  ■   Many of the problems and applications are algo-
rithmic, draw-graph, and numerical exercises.  

  ■   Problems and applications that use real-time data 
continuously update.  

  ■   The Custom Exercise Builder enables instructors 
to create their own problems for assignment.  

  ■   The Gradebook records each student’s perfor-
mance and time spent on the Tests and Study Plan 
and generates reports by student or by chapter.  

  ■   Test Bank questions are also assignable for test, 
quiz, or homework and auto-graded in 
MyEconLab.   

  Enhanced Pearson eText and New 
Interactive Features 
 New for the ninth edition is an enhanced Pearson 
eText that integrates directly with MyEconLab’s 
Study Plan, now powered by Knewton Adaptive 
Learning, and with MyEconLab’s Gradebook. 

 The enhanced Pearson eText is available within 
the online course materials and offline via an iPad app. 
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for additional practice in the form of rich multimedia 
learning aids such as videos, an interactive eText, Help 
Me Solve This tutorials, and graphing tools. 

 The Study Plan can extrapolate a student’s future 
trouble spots and provide learning material and prac-
tice to avoid pitfalls. In addition, students who are 
showing a high degree of success with the assessment 
material are offered a chance to work on future topics 
based on the professor’s course coverage preferences. 
This personalized and adaptive feedback and support 
ensures that your students are optimizing their current 
and future course work and mastering the concepts, 
rather than just memorizing and guessing answers. 

 You can learn more about adaptive learning at 
 http://www.myeconlab.com/product-info/adaptive .  

  Real-Time Data Analysis Exercises (FRED)   Easy to 
assign and automatically graded, Real-Time Data 
Analysis exercises communicate directly with the 
Federal Reserve Bank of St. Louis’s FRED site, so 
every time FRED posts new data, students can see 
the most recent data. As a result, Real-Time Data 
Analysis exercises offer a no-fuss solution for instruc-
tors who want to make the most recent data a central 
part of their macro course. 

 End-of-chapter exercises accompanied by the 
Real-Time Data Analysis icon  include Real-Time 
Data versions in MyEconLab.  

  Economics in the News    Economics in the News  is a 
turnkey solution to bringing current news into the 
classroom. Updated weekly during the academic 
year, we upload two relevant articles (one micro, one 
macro) and provide questions that may be assigned 
for homework or for classroom discussion.  

  Current News   Each week during the academic year, 
we upload multi-part microeconomic and macroeco-
nomic exercises, with links to relevant articles, into 
the MyEconLab assignment manager. These enable 
instructors to bring current issues and events into the 
course with easy to assign and auto-graded exercises.  

  Office Hours   Students and instructors can con-
sult the authors using the “Office Hours” links in 
MyEconLab. The link for students is in Chapter 
Resources and for Instructors in Instructor 
Resources/Instructor Tools.  

  Automatic Real-Time Updating   Figures labelled 
 MyEconLab Real-Time Data  update using the most 
recent data available from the FRED database main-
tained by the Federal Reserve Bank of St. Louis.  

  Key Terms Quizzes   Key Terms Quiz links provide 
opportunities for students to check their knowledge 
of the definitions and uses of the key terms.   

  Other MyEconLab Features 
 MyEconLab also includes the following features: 

  Adaptive Learning   MyEconLab’s Study Plan is 
now powered by a sophisticated adaptive learning 
engine that tailors learning material to meet the 
unique needs of each student. MyEconLab’s new 
 Adaptive Learning Study Plan  monitors students’ 
performance on homework, quizzes, and tests and 
continuously makes recommendations based on that 
performance. 

 If a student is struggling with a concept such as 
supply and demand, or having trouble calculating a 
price elasticity of demand, the Study Plan provides 
customized remediation activities—a pathway based 
on personal proficiencies, the number of attempts, or 
the difficulty of the questions—to get the student back 
on track. Students will also receive recommendations 

  Interactive Draw-Graph Exercises   For each major 
figure, a graph-drawing exercise accompanies 
the step-by-step animation. The student builds 
and interprets the key graphs and develops 
understanding by working a multiple-choice 
question about the graph. Each graph-drawing 
exercise is auto-graded and feeds into 
MyEconLab’s Adaptive Study Plan. 
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that leads to the discovery of a fundamental eco-
nomic idea or principle. Digital Interactives are 
designed for use in traditional, online, and hybrid 
courses, and many incorporate real-time data as 
well as data display and analysis tools. A Digital 
Interactive can be presented in class as a visu-
ally stimulating, engaging lecture tool, and can be 
assigned with assessment questions for gradinganaly-
sis tools.  

  Learning Catalytics   Learning Catalytics is a web-
based system for managing the interactive classroom. 
It is a “bring your own device” platform that supports 
the peer-instruction teaching method and can also be 
used to provide the instructor with real-time feedback 
during class. Instructors can access 18 different ques-
tion types among which are multiple choice, numeri-
cal, sketching, ranking, and highlighting. For more 
information, visit  learningcatalytics.com .  

  Dynamic Study Modules   Dynamic Study Modules, 
which focus on key topic areas and are available 
from within MyEconLab, are an additional way 
for students to obtain tailored help. These modules 
work by continuously assessing student performance 
and activity on discrete topics and provide person-
alized content in real time to reinforce concepts 
that target each student’s particular strengths and 
weaknesses. 

 Each Dynamic Study Module, accessed by com-
puter, smartphone, or tablet, promotes fast learning 
and long-term retention. Because MyEconLab and 
Dynamic Study Modules help students stay on track 
and achieve a higher level of subject-matter mastery, 
more class time is available for interaction, discus-
sion, collaboration, and exploring applications to cur-
rent news and events. 

 Instructors can register, create, and access all of 
their MyEconLab courses at  www.myeconlab.com .    

  Experiments in MyEconLab   Experiments are a fun 
and engaging way to promote active learning and 
mastery of important economic concepts. Pearson’s 
Experiments program is flexible and easy for instruc-
tors to assign and students to use. 

   ■   Available experiments cover competitive market, 
price floors, price ceilings, taxes, price controls, 
and public goods.  

  ■   Single-player experiments, available to assign, 
allow your students to play against virtual players 
from anywhere at any time as long as they have an 
Internet connection.  

  ■   Multi-player experiments allow you to assign and 
manage a real-time experiment with your class.  

  ■   Experiments can be assigned in MyEconLab as 
homework integrated with pre-questions and 
post-questions.  

  ■   Experiments are auto-graded using algorithms that 
objectively evaluate a student’s economic gain and 
performance during the experiment.    

  Digital Interactives   A Digital Interactive is a simula-
tion game that immerses the student in an activity 
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  Is economics about money: How people make it and 
spend it? Is it about business, government, and jobs? 
Is it about why some people and some nations are 
rich and others poor? Economics is about all these 
things. But its core is the study of  choices  and their 
 consequences . 

 Your life will be shaped by the choices that you make 
and the challenges that you face. To face those challen-
ges and seize the opportunities they present, you must 
understand the powerful forces at play. The economics 
that you’re about to learn will become your most  reliable 
guide. This chapter gets you started by describing the 
questions that economists try to answer and looking at 
how economists think as they search for the answers.   

     

After studying this chapter, 
you will be able to: 

  ◆   Define economics and distinguish between 
 microeconomics and macroeconomics  

  ◆   Explain the two big questions of economics  
  ◆   Explain the key ideas that define the economic 

way of thinking  
  ◆   Explain how economists go about their work as 

social scientists and policy advisers   

 WHAT IS ECONOMICS?      1  

    PART ONE   INTRODUCTION      

1

◆
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 Because we can’t get everything we want, we must 
make  choices . You can’t afford  both  a laptop  and  an 
iPhone, so you must  choose  which one to buy. You 
can’t spend tonight  both  studying for your next test 
and  going to the movies, so again, you must  choose  
which one to do. Governments can’t spend a tax dol-
lar on  both  national defence  and  environmental pro-
tection, so they must  choose  how to spend that dollar. 

Your  choices must somehow be made consistent 
with the choices of  others . If you choose to buy a lap-
top, someone else must choose to sell it. Incentives 
reconcile choices. An  incentive  is a reward that 
encourages an action or a penalty that discourages 
one. Prices act as incentives. If the price of a laptop 
is too high, more will be offered for sale than people 
want to buy. And if the price is too low, fewer will be 
offered for sale than people want to buy. But there is 
a price at which choices to buy and sell are consistent. 

Economics  is the social science that studies 
the  choices  that individuals, businesses, 
 governments, and entire societies make as 
they cope with   scarcity  and the  incentives  that 
influence and  reconcile those choices.  

 The subject has two parts: 

■   Microeconomics  
■   Macroeconomics   

Microeconomics  is the study of the choices that 
individuals and businesses make, the way these 
choices interact in markets, and the influence of gov-
ernments. Some examples of microeconomic ques-
tions are: Why are people downloading more movies? 
How would a tax on e-commerce affect eBay? 

Macroeconomics  is the study of the performance of 
the national economy and the global economy. Some 
examples of macroeconomic questions are: Why does 
the Canadian unemployment rate fluctuate? Can the 
Bank of Canada make the unemployment rate fall by 
keeping interest rates low?     

 ◆  Definition of Economics 
 A fundamental fact dominates our lives: We want 
more than we can get. Our inability to get everything 
we want is called  scarcity  .  Scarcity is universal. It con-
fronts all living things. Even parrots face scarcity!    

          Not only do I want a cracker—we all want a cracker!   

 © T e New Yorker Collection 1985 
Frank Modell from  cartoonbank.com . All Rights Reserved.  

 Think about the things that  you  want and the scar-
city that  you  face. You want to go to a good school, 
college, or university. You want to live in a well-
equipped, spacious, and comfortable home. You want 
the latest smartphone and the fastest Internet connec-
tion for your laptop or iPad. You want some sports 
and recreational gear—perhaps some new running 
shoes, or a new bike. You want much more time than 
is available to go to class, do your homework, play 
sports and games, read novels, go to the movies, lis-
ten to music, travel, and hang out with your friends. 
And you want to live a long and healthy life. 

 What you can afford to buy is limited by your 
income and by the prices you must pay. And your 
time is limited by the fact that your day has 24 hours. 

 You want some other things that only govern-
ments provide. You want to live in a safe neighbour-
hood in a peaceful and secure world, and enjoy the 
benefits of clean air, lakes, rivers, and oceans. 

 What governments can afford is limited by the 
taxes they collect. Taxes lower people’s incomes and 
compete with the other things they want to buy. 

 What  everyone  can get—what  society  can get—is 
limited by the productive resources available. These 
resources are the gifts of nature, human labour and 
ingenuity, and all the previously produced tools and 
equipment. 

   REVIEW QUIZ 
   1   List some examples of the scarcity that you face.  
2   Find examples of scarcity in today’s headlines.  
3   Find an example of the distinction between 

 microeconomics and macroeconomics in 
today’s headlines.   

Work these questions in Study Plan 1.1 and get instant 
feedback. Do a Key Terms Quiz.  MyEconLab  
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together with minerals, oil, gas, coal, water, air, 
forests, and fish. 

 Our land surface and water resources are renew-
able, and some of our mineral resources can be recy-
cled. But the resources that we use to create energy 
are nonrenewable—they can be used only once.  

   Labour    The work time and work effort that people 
devote to producing goods and services is called 
  labour . Labour includes the physical and mental 
efforts of all the people who work on farms and 
 construction sites and in factories, shops, and offices. 

 The  quality  of labour depends on  human capital  ,  
which is the knowledge and skill that people obtain 
from education, on-the-job training, and work 
 experience. You are building your own human capital 
right now as you work on your economics course, 
and your human capital will continue to grow as you 
gain work experience. 

 Human capital expands over time. Today, 93 per-
cent of the adult population of Canada have com-
pleted high school and 23 percent have a college or 
university degree.  Figure   1.2    shows these measures of 
human capital in Canada and its growth over the past 
38 years.   

    ◆   Two Big Economic 
Questions 

 Two big questions summarize the scope of economics: 

   ■   How do choices end up determining  what, how , 
and  for whom  goods and services are produced?  

  ■   Do choices made in the pursuit of  self-interest  also 
promote the  social interest ?   

  What, How, and For Whom? 
  Goods and services  are the objects that people value 
and produce to satisfy wants.  Goods  are physical 
objects such as cellphones and automobiles.  Services  
are tasks performed for people such as cellphone 
 service and auto-repair service. 

  What?    What  we produce varies across countries 
and changes over time. In Canada today, agriculture 
accounts for 2 percent of total production, manufac-
tured goods for 20 percent, and services (retail and 
wholesale trade, healthcare, and education are the 
biggest ones) for 78 percent. In contrast, in China 
today, agriculture accounts for 10 percent of total 
production, manufactured goods for 45 percent, and 
services for 45 percent. 

  Figure   1.1    shows these numbers and also the 
percentages for Brazil, which fall between those for 
Canada and China. 

  What determines these patterns of production? 
How do choices end up determining the quantities 
of cellphones, automobiles, cellphone service, auto-
repair service, and the millions of other items that are 
produced in Canada and around the world?  

  How?    How  we produce is described by the technolo-
gies and resources that we use. The resources used 
to produce goods and services are called  factors of 
 production  ,  which are grouped into four categories: 

   ■   Land  
  ■   Labour  
  ■   Capital  
  ■   Entrepreneurship   

   Land    The “gifts of nature” that we use to produce 
goods and services are called  land  .  In economics, 
 land  is what in everyday language we call  natural 
resources . It includes land in the everyday sense 

    FIGURE 1.1  What Three Countries Produce       

 Agriculture and manufacturing are small percentages of pro-
duction in rich countries such as Canada and large percent-
ages of production in poorer countries such as China. Most 
of what is produced in Canada is services.  

  Source of data : CIA Factbook 2014, Central Intelligence Agency. 

 MyEconLab Animation  
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a wide range of goods and services. People with 
small incomes have fewer options and can afford a 
smaller range of goods and services. 

 People earn their incomes by selling the services of 
the factors of production they own: 

   ■   Land earns  rent .  
  ■   Labour earns  wages  .   
  ■   Capital earns  interest  .   
  ■   Entrepreneurship earns  profit  .    

 Which factor of production earns the most 
income? The answer is labour. Wages and fringe 
benefits are around 70 percent of total income and 
the incomes from land, capital, and entrepreneurship 
share the rest. These shares have been remarkably 
constant over time. 

 Knowing how income is shared among the factors 
of production doesn’t tell us how it is shared among 
individuals. And the distribution of income among 
individuals is extremely unequal. You know of some 
people who earn very large incomes: Dwayne “The 
Rock” Johnson (Hercules) earned $46 million in 
2013; and Canadian Shea Weber of the Nashville 
Predators earns $14 million a year. 

 You know of even more people who earn very 
small incomes. Servers at Tim Hortons average $9 
an hour; checkout clerks, cleaners, and textile and 
leather workers all earn less than $10 an hour. 

 You probably know about other persistent differ-
ences in incomes. Men, on average, earn more than 
women; whites earn more than minorities; university 
graduates earn more than high school graduates. 

 We can get a good sense of who consumes the 
goods and services produced by looking at the per-
centages of total income earned by different groups 
of people. The 20 percent of people with the lowest 
incomes earn about 5 percent of total income, while 
the richest 20 percent earn close to 50 percent of 
total income. So on average, people in the richest 
20 percent earn more than 10 times the incomes of 
those in the poorest 20 percent. There is even huge 
inequality within the richest 20 percent, and the top 
1 percent earns almost 15 percent of total income. 

 Why is the distribution of income so unequal? 

 Economics provides some answers to all these 
questions about  what, how , and  for whom  goods and 
services are produced and much of the rest of this 
book will help you to understand those answers. 

 We’re now going to look at the second big ques-
tion of economics: Do choices made in the pursuit of 
self-interest also promote the social interest?   

   Capital    The tools, instruments, machines, buildings, 
and other constructions that businesses use to pro-
duce goods and services are called  capital  .  

 In everyday language, we talk about money, stocks, 
and bonds as being “capital.” These items are  finan-
cial capital . Financial capital plays an important role 
in enabling businesses to borrow the funds that they 
use to buy physical capital. But financial capital is not 
used to produce goods and services and it is not a fac-
tor of production.  

   Entrepreneurship    The human resource that organizes 
labour, land, and capital is called  entrepreneurship  .  
Entrepreneurs are the drivers of economic progress. 
They develop new ideas about what and how to pro-
duce, make business decisions, and bear the risks that 
arise from these decisions. 

 What determines how the factors of production 
are used to produce each good and service?   

  For Whom?    Who  consumes the goods and services 
that are produced depends on the incomes that 
people earn. People with large incomes can buy 

    FIGURE 1.2   A Measure of Human 
Capital       

 In 2013, 25.3 percent of the adult population had a univer-
sity degree. A further 39 percent had some post-secondary 
education, and 93.6 percent had completed high school.  

  Source of data :  Statistics Canada.

MyEconLab Animation   
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  Efficiency and the Social Interest   Economists use the 
everyday word “efficient” to describe a situation that 
can’t be improved upon. Resource use is  efficient  if it 
is  not  possible to make someone better off without 
making someone else worse off. If it  is  possible to 
make someone better off without making anyone 
worse off, society can be made better off and the situ-
ation is not efficient. 

 In the Ted story everyone is better off, so it 
improves efficiency and the outcome is in the social 
interest. But notice that it would also have been effi-
cient if the workers and customers had gained noth-
ing and Ted had gained even more than $1 million 
a week. But would that efficient outcome be in the 
social interest? 

 Many people have trouble seeing the outcome in 
which Ted is the only winner as being in the social 
interest. They say that the social interest requires Ted 
to share some of his gain either with his workers in 
higher wages or with his customers in lower prices, or 
with both groups.  

  Fair Shares and the Social Interest   The idea that the 
social interest requires “fair shares” is a deeply held 
one. Think about what you regard as a fair share. To 
help you, imagine the following game. 

 I put $100 on the table and tell someone you don’t 
know and who doesn’t know you to  propose  a share of 
the money between the two of you. If you  accept  the 
proposed share, you each get the agreed upon shares. 
If you don’t accept the proposed share, you both get 
nothing. 

 It would be efficient—you would both be better 
off—if the proposer offered to take $99 and leave 
you with $1 and you accepted that offer. 

 But would you accept the $1? If you are like most 
people, the idea that the other person gets 99 times as 
much as you is just too much to stomach. “No way,” 
you say and the $100 disappears. That outcome is 
inefficient. You have both given up something. 

 When the game I’ve just described is played in a 
classroom experiment, about half of the players reject 
offers of below $30. 

 So fair shares matter. But what is  fair ? There isn’t 
a crisp definition of fairness to match that of effi-
ciency. Reasonable people have a variety of views 
about it. Almost everyone agrees that too much 
inequality is unfair. But how much is too much? And 
inequality of what: income, wealth, or the  oppor-
tunity  to work, earn an income, and accumulate 
wealth? 

 You will examine efficiency again in  Chapter   2    and 
efficiency and fairness in  Chapter   5   . 

  Do Choices Made in the Pursuit of Self-
Interest also Promote the Social Interest? 
 Every day, you and 35.4 million other Canadians, 
along with 7.2 billion people in the rest of the world, 
make economic choices that result in  what, how , and 
 for whom  goods and services are produced. These 
choices are made by people who are pursuing their 
self-interest. 

  Self-Interest   You make a choice in your  self-interest  
if you think that choice is the best one available for 
you. All the choices that people make about how to 
use their time and other resources are made in the 
pursuit of self-interest. When you allocate your time 
or your budget, you do what makes the most sense 
to you. You might think about how your choices 
affect other people and take into account how you 
feel about that, but it is how  you  feel that influences 
your choice. You order a home-delivery pizza because 
you’re hungry, not because the delivery person needs 
a job. And when the pizza delivery person shows up 
at your door, he’s not doing you a favour. He’s pursu-
ing  his  self-interest and hoping for a tip and another 
call next week. 

 The big question is: Is it possible that all the 
choices that each one of us makes in the pursuit of 
self-interest could end up achieving an outcome that 
is best for everyone?  

  Social Interest   An outcome is in the  social interest  if it 
is best for society as a whole. It is easy to see how you 
decide what is in  your  self-interest. But how do we 
decide if something is in the social interest? To help 
you answer this question, imagine a scene like that in 
 Economics in the News  on the next page. 

 Ted, an entrepreneur, creates a new business. 
He hires a thousand workers and pays them $20 
an hour, $1 an hour more than they earned in their 
old jobs. Ted’s business is extremely profitable 
and his own earnings increase by $1 million 
per week. 

 You can see that Ted’s decision to create the busi-
ness is in his self-interest—he gains $1 million a 
week. You can also see that for Ted’s employees, their 
decisions to work for Ted are in their self-interest—
they gain $1 an hour (say $40 a week). And the deci-
sions of Ted’s customers must be in their self-interest, 
otherwise they wouldn’t buy from him. But is this 
outcome in the social interest? 

 The economist’s answer is “Yes.” It is in the social 
interest because it makes everyone better off. There 
are no losers.  
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in other countries; and it is in the self-interest of the 
multinational firms that produce in low-cost regions 
and sell in high-price regions. But is globalization in 
the self-interest of the low-wage worker in Malaysia 
who sews your new running shoes and the displaced 
shoemaker in Toronto? Is it in the social interest?        

 Questions about the social interest are hard ones 
to answer and they generate discussion, debate, and 
disagreement. Four issues in today’s world put some 
flesh on these questions. The issues are: 

■   Globalization  
■   Information-age monopolies  
■   Climate change  
■   Economic instability    

  Globalization   The term  globalization  means the 
expansion of international trade, borrowing and lend-
ing, and investment. 

 When Nike produces sports shoes, people 
in Malaysia get work; and when China Airlines 
buys new regional jets, Canadians who work at 
Bombardier build them. While globalization brings 
expanded production and job opportunities for some 
workers, it destroys many Canadian jobs. Workers 
across the manufacturing industries must learn new 
skills or take service jobs, which are often lower-paid, 
or retire earlier than previously planned. 

 Globalization is in the self-interest of those con-
sumers who buy low-cost goods and services produced 

        

  THE QUESTIONS 

  ■   Whose decisions in the story were taken in self-
interest?  

  ■   Whose decisions turned out to be in the social interest?  
  ■   Did any of the decisions harm the social interest?   

  THE ANSWERS 

  ■   All the decisions—Kiran’s, the workers’, the union’s, 
and the firm’s customers’—are taken in the pursuit of 
self-interest.  

  ■   Kiran’s decisions serve the social interest: She creates 
jobs that benefit her workers and products that 
benefit her customers. And her charitable work brings 
yet further social benefits.  

  ■   The labour union’s decision might have harmed the 
social interest because it destroyed the jobs of unedu-
cated workers.     

   ECONOMICS IN THE NEWS    
  The Invisible Hand 
  From Brewer to Bio-Tech Entrepreneur 
 Kiran Mazumdar-Shaw trained to become a master 
brewer and learned about enzymes, the stuff  from 
which bio-pharmaceuticals are made. Discovering it was 
impossible for a woman in India to become a master 
brewer, the 25-year-old Kiran decided to create a bio-
pharmaceutical business. 

 Kiran’s fi rm, Biocom, employed uneducated workers 
who loved their jobs and the living conditions made 
possible by their high wages. But when a labour union 
entered the scene and unionized the workers, a furious 
Kiran fi red the workers, automated their jobs, and hired 
a smaller number of educated workers. Biocom contin-
ued to grow and today, Kiran’s wealth exceeds $1 billion. 

 Kiran has become wealthy by developing and pro-
ducing bio-pharmaceuticals that improve people’s lives. 
But Kiran is sharing her wealth in creative ways. She has 
opened a cancer treatment centre to help thousands of 
patients who are too poor to pay and created a health 
insurance scheme. 

 Source: Ariel Levy, “Drug Test,” 
 The New Yorker , January 2, 2012.          KIRAN MAZUMDAR-SHAW, 

FOUNDER AND CEO OF 
BIOCOM   

MyEconLab More Economics in the News
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encourage the use of wind and solar power to replace 
the burning of fossil fuels that brings climate change?  

  Economic Instability   In 2008, U.S. banks were in 
trouble. They had made loans that borrowers couldn’t 
repay and they were holding securities the values of 
which had crashed. 

 Banks’ choices to take deposits and make loans are 
made in self-interest, but does this lending and bor-
rowing serve the social interest? Do banks lend too 
much in the pursuit of profit? 

 When U.S. banks got into trouble in 2008, the 
U.S. Federal Reserve (the Fed) bailed them out with 
big loans backed by taxpayer dollars. Did the Fed’s 
bailout of troubled banks serve the social interest? 
Or might the Fed’s rescue action encourage banks to 
repeat their dangerous lending in the future? 

 We’ve looked at four topics and asked many ques-
tions that illustrate the potential conflict between the 
pursuit of self-interest and the social interest. We’ve 
asked questions but not answered them because we’ve 
not yet explained the economic principles needed to 
do so. We answer these questions in future chapters.          

  Information-Age Monopolies   The technological 
change of the past forty years has been called the 
Information Revolution . Bill Gates, a co-founder of 
Microsoft, held a privileged position in this revolu-
tion. For many years, Windows was the only available 
operating system for the PC. The PC and Mac com-
peted, but the PC had a huge market share. 

 An absence of competition gave Microsoft the 
power to sell Windows at prices far above the cost of 
production. With lower prices, many more people 
would have been able to afford and buy a computer. 

 The information revolution has clearly served your 
self-interest: It has provided your cellphone, laptop, 
loads of handy applications, and the Internet. It has 
also served the self-interest of Bill Gates who has seen 
his wealth soar. 

 But did the information revolution best serve the 
social interest? Did Microsoft produce the best possi-
ble Windows operating system and sell it at a price 
that was in the social interest? Or was the quality too 
low and the price too high?  

            

  Climate Change   Burning fossil fuels to generate 
electricity and to power airplanes, automobiles, and 
trucks pours a staggering 28 billion tonnes—4 tonnes 
per person—of carbon dioxide into the atmosphere 
each year. These carbon emissions, two-thirds of 
which come from the United States, China, the 
European Union, Russia, and India, bring global 
warming and climate change. 

 Every day, when you make self-interested choices 
to use electricity and gasoline, you leave your carbon 
footprint. You can lessen this footprint by walking, 
riding a bike, taking a cold shower, or planting a tree. 

 But can each one of us be relied upon to make 
decisions that affect the Earth’s carbon-dioxide 
concentration in the social interest? Must govern-
ments change the incentives we face so that our self-
interested choices are also in the social interest? How 
can governments change incentives? How can we 

   REVIEW QUIZ 
   1   Describe the broad facts about  what, how , and 

 for whom  goods and services are produced.  
  2   Use headlines from the recent news to illustrate 

the potential for conflict between self-interest 
and the social interest.   

 Work these questions in Study Plan 1.2 and get instant 
feedback. Do a Key Terms Quiz.  MyEconLab 
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  The Protest Against Market Capitalism 
  Market capitalism  is an economic system in which individuals own land and capital and are free to buy and sell 
land, capital, and goods and services in markets. Markets for goods and services, along with markets for land 
and capital, coordinate billions of self-interested choices, which determine what, how, and for whom goods 
and services are produced. A few people earn enormous incomes, many times the average income. There is no 
supreme planner guiding the use of scarce resources and the outcome is unintended and unforeseeable. 

  Centrally planned socialism  is an economic system in which the government owns all the land and capital, 
directs workers to jobs, and decides what, how, and for whom to produce. The Soviet Union, several Eastern 
European countries, and China have used this system in the past but have now abandoned it. Only Cuba and 
North Korea use this system today. A few bureaucrats in positions of great power receive huge incomes, many 
times that of an average person. 

 Our economy today is a  mixed economy  ,  which is market capitalism with government regulation. 

 AT ISSUE 

  The Economist’s Response 

 Economists agree that market capitalism isn’t perfect. 
But they argue that it is the best system available and 
while some government intervention and regulation 
can help, government attempts to serve the social 
 interest often end up harming it. 

  Adam Smith  (see p.  53 ), who gave the first system-
atic account of how market capitalism works, says: 
   ■   The self-interest of big corporations is  maximum 

profit .  
  ■   But an  invisible hand  leads production decisions 

made in pursuit of self-interest to  unintentionally  
promote the social interest.  

  ■   Politicians are ill-equipped to regulate corpora-
tions or to intervene in markets, and those who 
think they can improve on the market outcome 
are most likely wrong.  

  ■   In a market, buyers get what they want for less 
than they would be willing to pay and sellers earn 
a profit. Both buyers and sellers gain. A market 
transaction is a “win-win” event.        

  The Protest 

 The protest against market capitalism takes many 
forms. Historically,  Karl Marx  and other communist 
and socialist thinkers wanted to replace it with  social-
ism  and  central planning . Today, thousands of people 
who feel let down by the economic system want less 
market capitalism and more government regulation. 
The  Occupy Wall Street  movement, with its focus on 
the large incomes of the top 1 percent, is a visible 
example of today’s protest. Protesters say: 
   ■   Big corporations (especially big banks) have too 

much power and influence on governments.  
  ■   Democratically elected governments can do a 

better job of allocating resources and distributing 
income than uncoordinated markets.  

  ■   More regulation in the social interest is needed—
to serve “human need, not corporate greed.”  

  ■   In a market, for every winner, there is a loser.  
  ■   Big corporations are the winners. Workers and 

unemployed people are the losers.       

 Adam Smith        Adam Smith

  “It is not from the benevo-
lence of the butcher, the 
brewer, or the baker that 
we expect our dinner, but 
from their regard to their 
own interest.” 

  The Wealth of Nations , 
1776   

         An Occupy Wall Street protester   An Occupy Wall Street protester
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    ◆   The Economic Way 
of Thinking 

 The questions that economics tries to answer tell us 
about the  scope of economics,  but they don’t tell us 
how economists  think  and go about seeking answers 
to these questions. You’re now going to see how econ-
omists go about their work. 

 We’re going to look at six key ideas that define the 
 economic way of thinking . These ideas are: 

   ■   A choice is a  tradeoff.   
  ■   People make  rational choices  by comparing  benefits  

and  costs.   
  ■    Benefit  is what you gain from something.  
  ■    Cost  is what you  must give up  to get something.  
  ■   Most choices are “ how-much”  choices made at the 

 margin.   
  ■   Choices respond to  incentives.    

  A Choice Is a Tradeoff 
 Because we face scarcity, we must make choices. And 
when we make a choice, we select from the available 
alternatives. For example, you can spend Saturday 
night studying for your next test or having fun with 
your friends, but you can’t do both of these activities 
at the same time. You must choose how much time 
to devote to each. Whatever choice you make, you 
could have chosen something else. 

 You can think about your choices as tradeoffs. A 
 tradeoff  is an exchange—giving up one thing to get 
something else. When you choose how to spend your 
Saturday night, you face a tradeoff between studying 
and hanging out with your friends.  

  Making a Rational Choice 
 Economists view the choices that people make as 
rational. A  rational choice  is one that compares costs 
and benefits and achieves the greatest benefit over 
cost for the person making the choice. 

 Only the wants of the person making a choice are 
relevant to determine its rationality. For example, 
you might like your coffee black and strong but your 
friend prefers his milky and sweet. So it is rational for 
you to choose espresso and for your friend to choose 
cappuccino. 

 The idea of rational choice provides an answer to 
the first question:  What  goods and services will be 
produced and in what quantities? The answer is those 
that people rationally choose to buy! 

 But how do people choose rationally? Why 
do more people choose an iPhone rather than a 
BlackBerry? Why don’t CN and CPR build high-
speed tracks so that VIA Rail can run Bombardier 
super-fast trains like those used in Europe? The 
answers turn on comparing benefits and costs.  

  Benefit: What You Gain 
 The  benefit  of something is the gain or pleasure that 
it brings and is determined by  preferences —by what 
a person likes and dislikes and the intensity of those 
feelings. If you get a huge kick out of “Leagues of 
Legends,” that video game brings you a large benefit. 
And if you have little interest in listening to Yo-Yo 
Ma playing a Vivaldi cello concerto, that activity 
brings you a small benefit. 

 Some benefits are large and easy to identify, such 
as the benefit that you get from being in school. A 
big piece of that benefit is the goods and services 
that you will be able to enjoy with the boost to your 
earning power when you graduate. Some benefits 
are small, such as the benefit you get from a slice of 
pizza. 

 Economists measure benefit as the most that a 
person is  willing to give up  to get something. You 
are willing to give up a lot to be in school. But you 
would give up only an iTunes download for a slice of 
pizza.  

  Cost: What You  Must  Give Up 
 The  opportunity cost  of something is the highest- 
valued alternative that must be given up to get it. 

 To make the idea of opportunity cost concrete, 
think about  your  opportunity cost of being in school. 
It has two components: the things you can’t afford to 
buy and the things you can’t do with your time. 

 Start with the things you can’t afford to buy. 
You’ve spent all your income on tuition, residence 
fees, books, and a laptop. If you weren’t in school, 
you would have spent this money on tickets to ball 
games and movies and all the other things that you 
enjoy. But that’s only the start of your opportunity 
cost. 

 You’ve also given up the opportunity to get a job 
and earn an income. Suppose that the best job you 
could get if you weren’t in school is working at CIBC 
as a teller earning $25,000 a year. Another part of 
your opportunity cost of being in school is all the 
things that you could buy with the extra $25,000 you 
would have. 




