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  P R E F A C E

As the title of the first chapter in this text makes clear, economics can be found
all around you—in your everyday life, in the decisions you make, and in the
news. We invite you to join us as we explore the economic landscape—the con-
cepts and issues that confront us on a daily basis. We will consider important
questions such as the following:

• Why are some nations rich while others are dirt poor? (Chapter 1)
• Is competition good for you or should you be protected from it?
• Is income inequality a serious issue? Why do people earn different incomes,

and why do different jobs pay different wages? (Chapter 3)
• Should firms seek profits? (Chapter 4)
• What are the benefits of competition? Is a free market system beneficial or

costly for society? (Chapter 6)
• Why does the government intervene in the affairs of business? Is such

intervention necessary for an economy to function? (Chapter 7)
• Can a free market provide health care or must the government run the

health care system? Should illicit drugs be legalized? How does a free
market function in the face of discrimination? (Chapter 8)

• How is money traded internationally? (Chapter 10)
• What is a business cycle? (Chapter 11)
• How do banks create money? (Chapter 14)
• What is the Federal Reserve? (Chapter 15)
• Are business cycles related to political elections? (Chapter 16)
• Why do countries restrict international trade? (Chapter 17)
• What is globalization? (Chapter 18)

To help you understand these and other issues, we’ve tried to boil down economics
to its fundamentals—the core concepts. Rather than focusing on formal economic
theories, we have chosen to emphasize relevant applications and policy issues.

OUR GOALS IN WRITING THE TEXT
This book is intended for a one-term course in economics, a course that covers
the fundamentals of micro- and macroeconomics. The text was written with sev-
eral objectives in mind. First, one of our goals is to demonstrate the value of

xvii
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economic analysis in explaining daily events. We also want to show how eco-
nomic analysis can help us understand why individuals, business firms, and
even governments behave as they do. To accomplish this, we relate each concept
to the individual. For example, we show what government intervention in free
markets means to you and how money supply affects your paycheck. We believe
that the use of real-world examples as illustrations of economic concepts is a
more effective approach to learning than the use of hypothetical products, firms,
and people as examples.

Second, we want to present the world as a global economic environment
and to present the tools you need in order to understand and live in this envi-
ronment. Whereas other texts ignore or isolate international coverage, we fully
integrate a global perspective within our discussion of the traditional fundamen-
tals of economics. Topics such as rich and poor nations, the creation of the
European Central Bank, the change in the value of the dollar, issues of
the European Union, and the effect of an exchange rate on firms, prices, and
employees are all discussed within the context of economic analysis.

A third, overarching goal is to engage students with concepts that are
currently meaningful. We want our readers to learn the fundamentals and to
develop an economic way of thinking about issues that confront them. We strive
to present only the essential topics rather than force readers to delve into
abstract topics and become lost in the forest and lose sight of the “trees.”

A Focus on Fundamental Questions
Earlier, we introduced some of the important questions considered in the text.
These questions, referred to as fundamental questions, provide the organizing
framework for the text and its accompanying ancillary package. Fundamental
Questions, in fact, open and organize each chapter, highlighting the critical issues.
Students should preview the chapters with these questions in mind, reading
actively for understanding and retention. Each related fundamental question also
appears in the margin next to the text discussion and, with brief answers, in the
chapter summaries. Finally, fundamental questions are used as the integrating
framework for the text and the entire ancillary package. For example, brief
paragraph answers to each of the questions are found on the student website.

An Integration of International Issues
As previously noted, the text incorporates a global perspective. In addition to two
international chapters—Chapter 17, “Issues in International Trade and Finance,”
and Chapter 18, “Globalization”—every chapter incorporates global examples to
provide a more realistic picture of the economy. Topics include the following:

• Gains from trade (Chapter 1)
• Quotas and bans (Chapter 3)
• Comparative analysis of fiscal policies in different countries (Chapter 13)
• “Global money” and international reserve currencies, including a section on

informal financial markets and a Global Business Insight box on Islamic
banking (Chapter 14)

• Foreign exchange market intervention as part of central bank policy
(Chapter 15)

• Business cycles and economic growth issues as important macroeconomic
policy issues (Chapter 16)

A Real-World Framework
We have developed a real-world framework that shows how markets work, focus-
ing on competition and the behavior of firms. Instead of becoming bogged down
in a theoretical discussion of each market structure model, students learn how
businesses behave, compete, create profit, and attempt to sustain profits over time.
They learn what business competition means and how it affects their daily lives.

xviii PREFACE
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To further connect the text to the real world, we incorporate Economic
Insight and Global Business Insight boxes, which focus on the policies of to-
day’s leaders and the business decisions of real companies and governments
from around the world. The goal is to help students think critically about
news stories and to respond to them with greater insight. Some examples are
as follows:

• Economic Insight: eBay and Online Markets (Chapter 7)
• Economic Insight: Discrimination and Poor Word-Processing Skills

(Chapter 8)
• Economic Insight: Jobs Moving Offshore (Chapter 3)
• Economic Insight: The Value of Homemaker Services (Chapter 10)
• Global Business Insight: “Free” Air? (Chapter 1)
• Global Business Insight: Price Adjusting Vending Machines (Chapter 4)
• Global Business Insight: The IMF and the World Bank (Chapter 17)

CHANGES TO THE SIXTH EDITION
Our objective of making the subject of economics interesting and useful requires
constant update of applications and consideration of relevant issues. All data
and examples have been updated. Major content has not been changed although
all applications and illustrations have been updated. The fifth edition involved
major structural changes. In this, the sixth edition, changes deal more with
updates and applications than with structural changes.

A COMPLETE TEACHING AND LEARNING SYSTEM
Proven Pedagogical Features
Reviewers and adopters of previous editions have commented very favorably
on the learning aids within each chapter. All of these features aim to make
learning easier by providing a consistent set of signposts to guide readers along
the way.

In-text Referencing System Sections are numbered for easy reference
and to reinforce hierarchies of ideas. The numbering system serves as an outline
of the chapter, allowing instructors flexibility in assigning reading and making
review easy for students.

Fundamental Questions As described earlier, the Fundamental Questions
provide an organizing framework for the text and ancillary package. They have
been carefully reviewed and, in some cases, revised for this edition in order to
reflect the essential points for each chapter.

Recaps Briefly listing the main points covered, a Recap appears at the end of
each major section. Students are able to quickly review what they have just read
before going on to the next section.

Now You Try It First introduced in the second edition to help students mas-
ter some of the analytical techniques introduced in the text, this feature was ex-
panded in the third edition. Now even more of these checkpoint questions
provide an opportunity for students to practice a technique when it is first intro-
duced. Answers are provided at the end of the book so that students can imme-
diately check their work and go back to the relevant text discussion if necessary.

Summary The summary at the end of each chapter is organized according to
the list of Fundamental Questions. It includes a brief synopsis of the discussion,
which helps students answer those questions.

PREFACE xix
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End-of-Chapter Exercises A full set of exercises at the end of each chap-
ter provides the student with many additional opportunities for practice—and
homework. Answers to these exercises are provided in the Instructor’s Resource
Manual on the instructor website.

Study Guide A study guide is also provided to help test students’ chapter
knowledge. The answers to the study guide can be found at the back of the
book.

A Pedagogically Sound Art Program
Economics can be intimidating, which is why we’ve incorporated a number of
pedagogical devices to help students read and interpret graphs. Annotations on
figures point out areas of particular concern or importance. For example, stu-
dents can see at a glance what parts of the graph illustrate a shortage or a sur-
plus, a change in consumption, or consumer surplus.

A Well-Integrated Ancillary Package
One goal for this revision was to make it easier for students to practice and
apply the new information they are learning. Thus, they can review as they
read a chapter, review again at the end of a chapter, and go to the student
website for additional practice and review questions. Our instructor’s materials
support this student-centered approach. To foster the development of consistent
teaching strategies well integrated with the text, the instructor supplements
follow the same pedagogical format as the text, incorporating the Fundamental
Questions throughout. The instructor supplements are available on instructor’s
website, located at www.cengagebrain.com.

• Instructor’s Resource Manual follows the Fundamental Questions frame-
work. Each chapter contains a Lecture Outline and Teaching Strategies,
Opportunities for Discussion, Answers to End-of-Chapter Exercises, and
Internet Exercises. Each chapter also includes an Active-Learning Exercise
that instructors can assign as homework or conduct in class.

• Test Bank, available in Word format, allows instructors to generate and
edit tests easily. The test bank includes over 1,800 questions with a mix of
difficulty levels and types—multiple choice, true/false, and essay. All the
questions are also referenced according to the in-text numbering system, so
instructors can conveniently test down to the paragraph level.

• PowerPoint Slides are available in both Lecture and Exhibit formats.
Lecture slides contain key lecture points and exhibits from the text. Exhibit
slides contain just the exhibits from the text. Instructors can use these PPT
offerings as is, or they can edit, delete, and add to them to suit specific class
needs.

• Student Companion Site provides an extended learning environment for
students where materials are carefully developed to complement and supple-
ment each chapter. Students will find numerous opportunities to test their
mastery of chapter content—including electronic flashcards, key term cross-
word puzzles, videos, practice quizzes, and Internet Exercises that are linked
to the text. Many of these exercises link students to real data, examples,
and resources such as the Federal Trade Commission (Chapter 7), CAFE
regulations (Chapter 8), and the Consumer Price Index (Chapter 10).

To access additional course materials, including CourseMate, please visit www
.cengagebrain.com. At the CengageBrain.com home page, search for the ISBN of
your title (from the back cover of your book) using the search box at the top of
the page. This will take you to the product page where these resources can be
found.
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CHAPTER 1
Economics and the World Around You

1-1 Why are some countries rich while others
are dirt poor?

1-2 What are private property rights?

1-3 What is economic freedom?

1-4 What are opportunity costs?
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2-5 How is price determined by demand and
supply?

2-6 What causes price to change?

CHAPTER 3
The Free Market

3-1 What is the outcome of free markets?

3-2 In a free market system, who determines
what is produced?

3-3 Why do different people earn different
incomes, and why do different jobs pay
different wages?

3-4 When the government intervenes in the
market by setting a price floor or price
ceiling, what is the result?

3-5 When the government intervenes in the
market with a quota, what is the result?
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1
Economics and the World
Around You

PREVIEW
One of the first questions ever considered in the study of economies was why

the wealth of nations varies so much. Adam Smith, a Scottish moral philoso-

pher, attempted to describe in his 1776 book The Wealth of Nations the con-

ditions that enable a country to become wealthy. Since Smith’s time, the topic

has not diminished in importance. It is quite amazing to look around the

world today and see the huge differences in wealth from one nation to

another. A map showing gross domestic product per person (GDP; GDP is

the total value of income created in a nation in a year’s time) is presented in

Figure 1.1. The dark blue countries are the richest, with a per capita GDP

exceeding $30,000, followed by lighter blue, turquoise, and so on up to red,

the poorest nations, with a per capita GDP ranging from zero to $500.

A person in Malawi may have less than $1 a day to live on, while the

average person in the United States has more than $40,000 per year. In 1800

it would have been hard to know whether you were living in Latin America,

North America, or Europe; standards of living were not very different. By

1900, a differential between wealthy and poor nations was being created and

today the differences are huge. According to the United Nations’ Food and

Agriculture Organization, there are over 800 million people in the world who

don’t get enough to eat. Thirty percent of children in Malawi are malnour-

ished, and more than two of every ten will die before their fifth birthday.

The United States is rich. Even those in poverty in the United States are in

the top 7 percent of all people in the world in terms of wealth. Why haven’t

all nations progressed like the United States has? Canada is also wealthy,

sharing a 2,000-mile border with the United States. Yet, Mexico also shares a

2,000-mile border with the United States, and its standard of living is less than

half of the United States’. How can this be? Let’s begin our study of econom-

ics discussing possible answers to these questions.
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FUNDAMENTAL
QUESTIONS

Why are some countries rich while
others are dirt poor?

What are private property rights?

What is economic freedom?

What are opportunity costs?

What are the gains from trade?

1
Why are some countries rich while

others are dirt poor?
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1. OWNERSHIP
In 1981, about 1,800 families took over a piece of wasteland in San Francisco
Solano in the Province of Buenos Aires, Argentina.1 The occupants were land-
less citizens organized by a Catholic chapel. The Church and squatters believed
the land belonged to the state, so they figured they could simply plop themselves
down and enjoy the land. Once situated, the squatters had to resist several
attempts of eviction; but eventually, the military government lost track of them.

When the military government was replaced by a democracy, the squatters
brought the issue of ownership to the attention of the government, requesting
that they be given the land. It was discovered that the land was not state prop-
erty; the area was composed of different tracts of land, each with a different
legal owner. So the Congress of the Province of Buenos Aires ordered the trans-
fer of the land from the original owners to the state in exchange for a monetary
compensation. About 60 percent of the land was sold to the government, and
these parcels were deeded to the squatters; legal titles secured the property
of the parcels. The other original owners refused to give up the land, arguing
that the compensation was too low. They contested the government compensa-
tion in the Argentine courts, a contest that continued for more than 20 years.

As a result, there are two divisions of land in the occupied region, as illus-
trated in Figure 1.2: Some of the squatters obtained formal land rights, while
others are living in the occupied parcels without paying rent but without legal
titles. Although the groups shared the same household characteristics before the
ownership and although they lived next to each other for 20 years, the outcome
of their ownership arrangements has been dramatically different. Those with
title invested in their properties, while those without title did not. The result is
that there is a significant difference in the quality of housing on the untitled and
titled properties. The titled properties have been upgraded, expanded, and
improved. The untitled properties remain run down, deteriorated, crumbling
shanties. Not only is the housing different, but those with title behaved differ-
ently than those without title: They had fewer children, and the children
acquired more education and had better health.

F IGURE 1 .1 Wealth of Nations
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2,000–3,500
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30,0001

0–500
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Source: http://data.worldbank.org/indicator/NY.GDP.MKTP.CD/countries?display=map; February 9, 2012.

1The complete story and some empirical examinations are presented in Sebastian Galiani and Ernesto Schargrodsky, “Property Rights for the
Poor: Effects of Land Titling,” Coase Institute Working Paper, August 9, 2005.
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In 1978 in Xiaogang, Anhui province—the heart of China’s rice-growing
region—20 families held a secret meeting to find ways to combat starvation. The
system that the Communists had in place all over China was leading to
a breakdown in food production. Everybody was collectively responsible for tilling
the land, and everybody had a share in the land’s output. You got your rice share
whether you worked hard or not and, as a result, people hardly worked.

The villagers of Xiaogang decided they would divide up the land and farm
it individually with each person keeping the output of his own land. They had
to keep this arrangement secret out of fear of the Communist authorities. But
as rice production in Xiaogang continued to rise, the secret became known.
Neighboring villages discovered the secret and implemented their own arrange-
ments. It was not long until the Communist authorities found out. In 1982 the
Communist Party decided to allow some individual farming.2

The colonies first established in North America—Jamestown and the Virginia
colony in 1607 and 1609 respectively—failed miserably. In each case, within a year
at least half of the settlers had starved to death. The colonies were established by
profit-seeking entities, and the settlers were indentured servants recruited on the
streets of London from the homeless and unemployed. The settlers had no financial
stake in the outcome of the colony. Working harder or longer was of no benefit to
them; having been given free passage to the new world, these settlers were supposed
to compensate the Virginia Company through their labor. The investors wanted
everything produced to go to a company store and then sent back to England.

When representatives of the government and investors arrived in the colonies to
find out why there were problems, it quickly became evident what the basic issue
was. People were not working. Why should they? The produce they raised would
not keep them alive; instead it had to go to the company store and be shipped back
to England. As a result, settlers did not devote their efforts to planting and producing.
Once it was realized what the problem was, the solution seemed simple; each settler
was given title to a few acres of land, and only a small payment was required from
them to provide returns to investors. The colonies prospered from that point on.

These anecdotes suggest that a primary reason that some nations are rich and
others poor is private ownership. It is pretty clear that systems without private
ownership don’t fare as well as those with such ownership. Look at Figure 1.3
wherein several countries are listed along with their per capita incomes in 1850,

F IGURE 1 .2 Illustration of the Squatter Results in Argentina
Those on the right were given title to the property. Those on the left had no title.
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2William Easterly, The White Man’s Burden, p. 108. New York: Penguin Press, 2006.

NOW YOU TRY IT

Explain why those families who
acquired title to property
behaved differently than those
families who had no title.
Explain why the houses are of
different quality. Explain why
those with title had fewer chil-
dren and more of those children
acquired an education.

2
What are private property rights?
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1900, 1950, and 2000. You can see looking at the red bars, that the incomes do
not differ all that much in 1850. But in 2000 (the cross-hatched bars), the differ-
ences are staggering. Countries such as India, China, Albania, Hungary, and
Poland, where very little private ownership was allowed, did not fare as well as
countries where private ownership was allowed. You might note that Hong
Kong, which was nothing but a rock without natural resources other than a
port, was able to make itself one of the wealthiest “countries” in the world
because it was allowed private ownership. (If you have difficulty reading and
interpreting charts, you might find the Appendix to Chapter 1 of value.)

In the wealthy nations, when you own something, that something is yours
to do with as you want—at least as long as you do not harm others. This
seems like such a simple idea. Think about renting a house or renting a car.
You don’t take care of it in the same way you do when you own the house or
own the car. You have no incentive, other than avoiding a fee for damages,
because if you spend the time, effort, and money to maintain the house or car
or improve it, you get nothing in return. When you own it, you can expect to
get something back on any improvements you make.

This situation is known as private property rights. Private property rights
mean that people can own things, and they can do what they want pretty much
with what they own. Others can neither steal private property nor damage it. In
the richest nations, private property rights exist and are enforced. People or gov-
ernments cannot take your property without just compensation. In the poor
nations, either there are no private property rights or what private property
rights that do arise are not enforced by government. People can steal or take
property and assault you without penalty. Corruption and bribes are necessary
to carry out trades or to otherwise use so-called private property.

F IGURE 1 .3 Per Capita Income in Several Nations
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Note: Red is 1850, green 1900, blue 1950, and cross-hatched 2000.
Source: Data come from A. Maddison, The World Economy: Historical Statistics, OECD, 2003.

private property rights:
ownership; the right to do anything you
want with what you own as long as it
does not harm the property of others
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When private property rights are not secure, people are unlikely to be able to sell the
things they own or to use them for collateral on a loan or pass them along to family.
And they have much less incentive to improve the property because they are not
assured of a return on any investments they make.

Until 1800, life was brutal and very short. Expected lifetime was only about
35 in most nations. But something occurred around the turn of the 19th
century that led to rapid rises in standards of living in Western nations. Notice
in Figure 1.4 how the GDP per capita in the United Kingdom, the world’s rich-
est nation at that time, does not begin rising until 1800. What occurred to
create the rising standards of living? That is one of the most important ques-
tions we ask in economics. And the answer has to do with the private property
rights. It was the Industrial Revolution. It is a long story, but the short version
of it is that beginning in the 1700s, entrepreneurs finally were secure in knowing
that what they invented or created would benefit them, and that they would be
able to retain profits and property. This system of private property rights laid
the foundation for the Industrial Revolution.

Until just recently in China, everything was owned by government; in Paki-
stan, no one could be sure that whatever they claimed as theirs would remain
theirs; in much of Latin America, the security of private property has not been
established over lengthy periods of time. Several times the Mexican government
has confiscated private property. Similarly, in other Latin American nations, pri-
vate property has not been allowed or enforced. For instance, currently the gov-
ernments of Venezuela and Bolivia have been confiscating what was private
property, and their economies are stumbling and heading for serious trouble.

When private property rights are not universal among citizens, or when
enforcement is not constant and effective, a nation will not prosper. An abun-
dance of a natural resource such as oil may distort this fact for a while, but the
abundance cannot carry over to all citizens unless private property exists. In
most oil-producing nations, the oil is owned by government and only a very
few benefit from the resource. But when private property rights prevail, nations
prosper even without abundant resources. Hong Kong had nothing, no natural
resources except a harbor, and it emerged into one of the wealthiest countries
in the world in just a few decades. (Hong Kong is not actually a country as it
was never independent—part of the British Empire and then China.) The
wealthiest nations have a system of private property rights where people can
own property and be secure in their ownership. The poorest nations do not.

Look at Figure 1.5, where GDP per capita of the United States and a few Asian
nations over time is presented. You can see that China and India did not begin to
progress until they began allowing private ownership—about 1990 or so. While
China still allows only limited private property, those parts of the economy that
have been freed have done very well. In India, private ownership is not only

F IGURE 1 .4 Per Capita GDP in the United Kingdom
GDP Per Capita
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From the beginning of humanity,
living standards were barely subsis-
tence at best. This did not improve
until the tail end of the 18th century.
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allowed, but is encouraged. As a result of India’s and China’s progress, a billion
people have risen from dire poverty where life expectancy was less than 35 years
to where they are living a decent life, and life expectancy exceeds 72 years.

Private property may seem like something just for the rich, but it is crucial for
the poor. If people have no title to property, they cannot rent it to others, subdivide
it, sell it, use it for collateral, or pass it on to family. The farmers in Xiaogang who
agreed to divide up the land for cultivation could not sell their land or even pass it
along to family. Nevertheless, the amount of rice raised on the so-called private
plots was significantly greater than when everything was communal, but it could
have been so much more had the farmers owned the property.

Private property rights matter. They matter because they create incentives that
enable people to improve their standards of living. When you own something, you
have the incentive to take care of it, that is, you have the incentive to increase its
value and to invest in it. If farmers can raise corn and that corn is theirs, they can
take the corn to market and sell it. They will invest in ways to provide better qual-
ity and ensure that they have seeds remaining to grow more corn next year. Simi-
larly, when we offer to work, we are taking our own labor, something we own,
and exchanging it for pay. The higher the quality of our work, the more valuable
we are to our employers and the more we will be paid.

When no one owns something, no one has an incentive to take care of it.
Forced to work in shipbuilding factories in Gdansk, Poland, during the communist
regime, workers would show up and then loaf. They had no incentives to be pro-
ductive as they received the same pay no matter what they did. When you own
your own labor or property, you have the incentive to make it as valuable as possi-
ble because then you can trade for other things you want. When no one owns
something, problems arise; for instance, no one owns the fish in the oceans, so no
one takes care of them. Overfishing, and in some cases, extinction of species result.
The study of economics involves ownership and the problems that arise when
there is no ownership or when ownership is common rather than private.

F IGURE 1 .5 Per Capita GDP in the United States, China, India, Japan, and Indonesia
Japan began growing after the
United States established a system of
private property rights following
World War II. China, Indonesia, and
India had followed the Soviet Union
in adopting communism and
government-run economies. When
the Soviet Union collapsed in 1989,
these countries began moving
toward free markets and private
property rights.

Source: Catherine Mulbrandon, VisualizingEconomics.com.
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