


College Board AP® Topic Outline  
Macroeconomics

Basic Economic Concepts  (8–12%)
A. Scarcity, choice, and opportunity costs

B. Production possibilities curve

C. Comparative advantage,  
specialization, and exchange

E. Macroeconomic issues: business cycle,  
unemployment, inflation, growth

D. Demand, supply, and market equilibrium 

 II. Measurement of Economic Performance  (12–16%)
A. National income accounts 

C.  Unemployment

B. Inflation measurement and adjustment

III. National Income and Price Determination  (10–15%)
A. Aggregate demand

B. Aggregate supply

C. Macroeconomic equilibrium

 IV. Financial Sector  (15–20%)
A.   Money, banking, and financial markets

Krugman’s Economics for AP® 
2nd edition 

Section 1:  Basic Economic Concepts
Module 1 The Study of Economics

Module 3 The Production Possibilities Curve Model

Module 4 Comparative Advantage and Trade

Module 1 The Study of Economics

Module 2 Introduction to Macroeconomics

Section 2:  Supply and Demand
Module 5 Supply and Demand: Introduction and Demand

Module 6 Supply and Demand: Supply

Module 7 Supply and Demand: Equilibrium

Section 3:  Measurement of Economic Performance
Module 10 The Circular Flow and Gross Domestic Product

Module 11 Interpreting Real Gross Domestic Product

Module 12 The Meaning and Calculation of Unemployment

Module 13 The Causes and Categories of Unemployment

Module 14 Inflation: An Overview

Module 15 The Measurement and Calculation of Inflation

Section 4:  National Income and Price Determination
Module 16 Income and Expenditure

Module 17 Aggregate Demand: Introduction and  
Determinants

Module 18 Aggregate Supply: Introduction and Determinants

Module 19 Equilibrium in the Aggregate Demand– 
Aggregate Supply Model

Module 20 Economic Policy and the Aggregate Demand–  
Aggregate Supply Model

Module 21 Fiscal Policy and Multiplier Effects

Section 5:  The Financial Sector
Module 22 Saving, Investment, and the Financial System

Module 23 The Definition and Measurement of Money

Module 24 The Time Value of Money



B. Loanable funds market

C. Central bank and control of the money supply

V. Stabilization Policies (20–30%)

A. Fiscal and monetary policies

B. The Phillips curve

 VI. Economic Growth (5–10%)
A. Definition of economic growth

B. Determinants of economic growth

C. Growth policy

VII. Open Economy: International Trade and Finance  
 (10–15%)

A. Balance of payments accounts

B. Foreign exchange market

C. Imports, exports, and financial capital flows

D. Relationships between international and  
domestic financial and goods markets

Krugman’s Economics for AP® 
2nd edition 

Module 25 Banking and Money Creation

Module 28 The Money Market

Module 29 The Market for Loanable Funds 

Module 26 The Federal Reserve System: History and  
Structure

Module 27 The Federal Reserve: Monetary Policy

Section 6:  Inflation, Unemployment, and Stabilization  
 Policies

Module 30 Long-Run Implications of Fiscal Policy: Deficits 
and the Public Debt

Module 31 Monetary Policy and the Interest Rate

Module 32 Money, Output, and Prices in the Long Run

Module 33 Types of Inflation, Disinflation, and Deflation

Module 34 Inflation and Unemployment: The Phillips Curve

Module 35 History and Alternative Views of Macroeconomics

Module 36 Consensus and Conflict in Modern  
Macroeconomics

Section 7:  Economic Growth and Productivity
Module 37 Long-Run Economic Growth 

Module 38 Productivity and Growth

Module 39 Growth Policy: Why Economic Growth Rates  
Differ

Module 40 Economic Growth in Macroeconomic Models

Section 8:  The Open Economy: International Trade  
 and Finance

Module 41 Capital Flows and the Balance of Payments

Module 42 The Foreign Exchange Market

Module 43 Exchange Rate Policy and Macroeconomic Policy

Module 41 Capital Flows and the Balance of Payments 

Module 44 Barriers to Trade 

Module 45  Putting It All Together

College Board AP® Topic Outline 
Macroeconomics



Krugman’s Economics for AP® 
2nd edition 

Section 1: Basic Economic Concepts
Module 1 The Study of Economics

Module 3 The Production Possibilities Curve Model

Module 4 Comparative Advantage and Trade

Module 1 The Study of Economics

Module 1 The Study of Economics

Module 1 The Study of Economics

Section 2: Supply and Demand

Module 5 Supply and Demand: Introduction and Demand

Module 6 Supply and Demand: Supply

Module 7 Supply and Demand: Equilibrium

Module 8 Supply and Demand: Price Controls (Ceilings  
and Floors)

Module 9 Supply and Demand: Quantity Controls

Section 9: Behind the Demand Curve: Consumer Choice
Module 46 Income Effects, Substitution Effects, and Elasticity

Module 47 Interpreting Price Elasticity of Demand

Module 48 Other Important Elasticities

Module 49 Consumer and Producer Surplus

Module 50 Efficiency and Deadweight Loss

Module 51 Utility Maximization

Section 10: Behind the Supply Curve: Profit, Production, and 
Costs

Module 54 The Production Function

Module 54 The Production Function

Module 55 Firm Costs

Module 56 Long-Run Costs and Economies of Scale

Module 72 The Cost-Minimizing Input Combination

Module 57 Introduction to Market Structure

Module 52 Defining Profit

Module 53 Profit Maximization

Section 11: Market Structures: Perfect Competition and  
Monopoly

Module 58 Introduction to Perfect Competition

Module 59 Graphing Perfect Competition

Module 60 Long-Run Outcomes in Perfect Competition

I.  Basic Economic Concepts  (8–14%)
A. Scarcity, choice, and opportunity cost

B. Production possibilities curve

C. Comparative advantage, absolute advantage, special-
ization, and trade

D. Economic systems

E. Property rights and the role of incentives

F. Marginal analysis

II. The Nature and Function of Product Markets  (55–70%)
A. Supply and Demand

1. Market equilibrium

2. Determinants of supply and demand

3. Price and quantity controls

4. Elasticity

5. Consumer surplus, producer surplus, and 
allocative efficiency

6. Tax incidence and deadweight loss

B.  Theory of consumer choice

C. Production and costs

1.  Production functions: short and long run

2.  Marginal product and diminishing returns

3.  Short-run costs

4.  Long-run costs and economies of scale

5.  Cost minimizing input combination and  
productive efficiency

D. Firm behavior and market structure

1. Profit

2. Perfect competition

College Board AP® Topic Outline 
Microeconomics



3. Monopoly

4. Oligopoly

5. Monopolistic competition

III. Factor Markets  (10–18%)
A. Derived factor demand

B. Marginal revenue product

C. Hiring decisions in the markets for labor and capital

D. Market distribution of income

IV. Market Failure and the Role of Government  (12–18%)
A. Externalities

B. Public goods

C. Public policy to promote competition

D. Income distribution

Module 61 Introduction to Monopoly

Module 62 Monopoly and Public Policy

Module 63 Price Discrimination

Section 12: Market Structures: Imperfect Competition

Module 64 Introduction to Oligopoly

Module 65 Game Theory

Module 66 Oligopoly in Practice

Module 67 Introduction to Monopolistic Competition

Module 68 Product Differentiation and Advertising

Section 13: Factor Markets
Module 69 Introduction and Factor Demand

Module 69 Introduction and Factor Demand

Module 70 The Markets for Land and Capital

Module 71 The Market for Labor

Module 73 Theories of Income Distribution

Section 14: Market Failure and the Role of Government
Module 74 Introduction to Externalities

Module 75 Externalities and Public Policy

Module 76 Public Goods

Module 77 Public Policy to Promote Competition

Module 78 Income Inequality and Income Distribution

College Board AP® Topic Outline 
Microeconomics

Krugman’s Economics for AP®  
2nd edition 



this page left intentionally blank



Krugman’s
Economics 

for AP®  Second 
Edition

Margaret Ray
University of Mary Washington

David Anderson
Centre College

Adapted from Economics, Third Edition 
by Paul Krugman and Robin Wells

AP® is a trademark registered and/or owned by the College Board,  
which was not involved in the production of, and does not endorse, this product. 



Publisher: Ann Heath
Sponsoring Editor: Janie Pierce-Bratcher
Development Editor: Karen Misler
Editorial Assistant: Rachel Chlebowski
Marketing Manager: Julie Comforti
Marketing Assistant: Nont Pansringarm
Photo Editor: Cecilia Varas
Photo Researcher: Cecilia Varas
Art Director: Diana Blume
Cover Designer: Joseph DePinho
Interior Designer: Tamara Newnam
Managing Editor: Lisa Kinne
Senior Project Editor: Elizabeth Geller 
Production Manager: Barbara Seixas
Composition: TSI evolve
Printing and Binding: RR Donnelley

Cover images:  Kivilcim Pinar/Getty Images (market photo); Petr Vaclavek/Shutterstock (puzzle pieces);  
upixa/iStock/Getty Images Plus (wood background)

Library of Congress Control Number: 2014957767

ISBN-10: 1-4641-2218-0
ISBN-13: 978-1-4641-2218-7

©2015, 2011 by Worth Publishers 
All rights reserved

Printed in the United States of America

First Printing

BFW/Worth Publishers
41 Madison Ave.
New York, NY 10010

highschool.bfwpub.com/KrugmanAP2e

http://highschool.bfwpub.com/Catalog/


To beginning students everywhere,  

which we all were at one time.



iv    About the Authors

Margaret Ray is Professor of Economics and Director of the Center 
for Economic Education at the University of Mary Washington, where she 
specializes in teaching introductory economics. She received her BS in 
Economics from Oklahoma State University and her PhD in Economics from 
the University of Tennessee. In 2012 she received her MEd in Curriculum 
and Instruction and became certified to teach K-12 Social Studies. She has 
taught AP® Economics at several high schools in Virginia and has received the 
Council on Economic Education’s Excellence in Teaching Economics award. 
She has been involved in the AP® Economics program since 1992, serving as 
a reader and question leader, writing test items, overseeing the AP® course 
audit, writing College Board “Special Focus” articles, and editing the Council 
on Economic Education’s AP® Macroeconomics resource. She has been a 
College Board® Endorsed Consultant for economics since 2001, and she 
conducts several professional development workshops and institutes each year. 
Her favorite hobby is showing hunter-jumper horses adopted from racehorse 
rescue organizations. She lives on a farm in Spotsylvania, Virginia with her two 
daughters.

David Anderson is the Paul G. Blazer Professor of Economics at Centre 
College. He received his BA in Economics from the University of Michigan 
and his MA and PhD in Economics from Duke University. Anderson has 
been involved in the AP® Economics program for two decades. For five 
years he led the grading of one or both of the AP® Economics exams, and 
he speaks regularly at AP® conferences and workshops. He has authored 
dozens of scholarly articles and many books, including Cracking the AP® 
Economics Exam, Economics by Example, Favorite Ways to Learn Economics, 
Environmental Economics and Natural Resource Management, Economics 
in Modules, and Explorations in Economics. His research is primarily on 
economic education, environmental economics, law and economics, and labor 
economics. Anderson teaches courses in each of these fields and loves teaching 
introductory economics. His favorite hobby is running, and he competes in 
marathons and triathlons. He lives in Danville, Kentucky, with his wife and two 
children.

About the Authors
Un

ive
rs

ity
 o

f M
ar

y 
W

as
hi

ng
to

n
Do

nn
a 

An
de

rs
on



Paul Krugman, recipient of the 2008 Nobel Memorial Prize in Economic 
Sciences, recently moved from Princeton University, where he taught for 
14 years, to the Graduate Center of the City University of New York. In his new 
position, he is associated with the Luxembourg Income Study, which tracks and 
analyzes income inequality around the world. He received his BA from Yale and 
his PhD from MIT. Before Princeton, he taught at Yale, Stanford, and MIT. He 
also spent a year on the staff of the Council of Economic Advisers (1982–1983). 
His research has included pathbreaking work on international trade, economic 
geography, and currency crises. In 1991, Krugman received the American 
Economic Association’s John Bates Clark medal. In addition to his teaching 
and academic research, Krugman writes extensively for nontechnical audiences. 
He is a regular op-ed columnist for the New York Times. His bestselling trade 
books include The Return of Depression Economics and the Crisis of 2008, a 
history of recent economic troubles and their implications for economic policy, 
and The Conscience of a Liberal, a study of the political economy of economic 
inequality and its relationship with political polarization from the Gilded Age to 
the present. His earlier books, Peddling Prosperity and The Age of Diminished 
Expectations, have become modern classics. 

Robin Wells was a Lecturer and Researcher in Economics at Princeton 
University. She received her BA from the University of Chicago and her PhD 
from the University of California at Berkeley; she then did postdoctoral 
work at MIT. She has taught at the University of Michigan, the University of 
Southampton (United Kingdom), Stanford, and MIT.

About the Authors v

Li
ga

ya
 F

ra
nk

lin



vi Key Contributors and Advisors

Key Contributors and Advisors 

Brian Held
Section Review Questions
Brian Held teaches AP® Economics at Loyola 
High School in Los Angeles, his alma mater. 
He holds an MA in Economics from California 
State University of Los Angeles. He has served as 
an AP® Macroeconomics reader for the past 10 
years, including six as a Table Leader. In 2010, the 
California Council on Economic Education, CCEE, 
recognized Held with its Teacher of the Year Award. 
His students won CCEE’s Capital Markets Contest 
in 2007. 

Laura Adams
Financial Literacy Handbook
Laura Adams is an award-winning personal finance 
author. She earned a BS from the University of the 
South and an MBA from the University of Florida. 
She received the Excellence in Financial Literacy Edu-
cation (EIFLE) Award from the Institute for Finan-
cial Literacy for her book Money Girl’s Smart Moves to 
Grow Rich. Adams is the author of several e-Books and 
audiobooks and hosts the “Money Girl” podcast, a 
top-10 Internet show on iTunes that has been down-
loaded more than 45 million times.

Melanie Fox
Strive For a 5: Preparing for the AP®  
Macroeconomics Examination
Strive For a 5: Preparing for the AP®  
Microeconomics Examination
Melanie Fox currently teaches economics at the 
University of Louisville after serving as Chair 
of the Department of Economics and Business 
Administration at Austin College. She earned her 
BA and PhD from the University of Houston. Fox 
has been an AP® Macroeconomics Reader and Table 
Leader since 2007.

Margaret Pride
Teacher’s Edition, Teacher’s Resource Materials
Peggy Pride holds BA degrees in History and 
Economics and an MA in Business Education 
from Southern Illinois University. She taught AP® 
Economics for 35 years at St. Louis University High 
School. Her involvement with AP® Economics was 
long and varied, having served as Table Leader and 
Question Leader for Micro for 12 years and on the 
Test Development Committee for AP® Economics 
from 1999 to 2004. In addition, Pride was the primary 
author of the College Board publication Advanced 
Placement Economics Teacher’s Guide. She received the 
GATE Teacher of the Year Award in 2005.

Richard Rankin
Section Review Questions
Dick Rankin teaches at Iolani School in Honolulu, 
Hawaii. He holds a BA in Economics from Virginia 
Military Institute and an MA in Economics from 
the University of Texas at Austin. Rankin is a former 
member and College Board Advisor to the AP® 
Economics Development Committee. He has been 
a Reader, Table Leader, and Question Leader for 
the AP® Economics Exams for the past 17 years, has 
taught AP® Economics for 20 years, and was Course 
Director for the Principles of Economics Course at 
the US Military Academy at West Point. Rankin is the 
2014 Stephen L. Jackstadt Economics Award Winner.

Eric Dodge
ExamView® Assessment Suite Questions
Eric Dodge is Professor of Economics and Business 
Administration at Hanover College in Indiana. He 
received his BA from the University of Puget Sound 
and his MA and PhD from the University of Oregon. 
Dodge has been involved with AP® Economics for 
more than 10 years and has served as Reader, Table 
Leader, and Question Leader.



Dianna Miller
Teacher’s Edition, Teacher’s Resource Materials
Dianna Miller earned her BA in Social Studies 
Education and an MA in History from the University 
of North Florida. She currently teaches AP® 
Economics for Florida Virtual School, an online 
public school in Florida. She was a finalist for the 
National Online Teacher of the Year Award in 2010 
and was the 2011 Florida Council for the Social 
Studies Trimble Award Winner. Miller has been active 
in AP® Economics since 2005 as a Reader and Table 
Leader. 

Leslie Paige Wolfson
Teacher’s Edition, Teacher’s Resource Materials
Leslie Paige Wolfson holds a Certificate in Character 

Education and a Masters in Economics and Finance. 
She taught AP® Economics for 18 years at The Pingry 
School in New Jersey, and was the coordinator and 
instructor for its Financial Literacy program. Wolfson 
was awarded the Research Fellowship Award and the 
Woodruff English Faculty Honor Award. 

Accuracy Reviewers
Darcy Brodison, Coronado High School, TX
Patricia Brazill, Irondequoit High School, NY
Dixie Dalton, Southside Virginia Community College, VA 
David Frank, Bartram Trail High School, FL
Brian Heggood, Stanton College Prep, FL
Holly Jones, The Pennington School, NJ
Rachael Sharpe, Florida Virtual School, FL
James Watson, Independent Contractor, FL

Key Contributors and Advisors vii



viii    Contents

Section 1 
Basic Economic Concepts 1

Module 1 The Study of Economics 2
Module 2 Introduction to Macroeconomics 10

Module 3 The Production Possibilities Curve Model 16

Module 4 Comparative Advantage and Trade 24
Appendix Graphs in Economics 36

Section 2 
Supply and Demand 48
Module 5 Supply and Demand: Introduction and Demand 49
Module 6 Supply and Demand: Supply 60
Module 7  Supply and Demand: Equilibrium 69
Module 8  Supply and Demand:  

Price Controls (Ceilings and Floors) 80
Module 9 Supply and Demand: Quantity Controls 92

Section 3 
Measurement of Economic  
Performance 104
Module 10 The Circular Flow and Gross Domestic Product 105
Module 11 Interpreting Real Gross Domestic Product 115
Module 12 The Meaning and Calculation of Unemployment 121
Module 13 The Causes and Categories of Unemployment 129
Module 14 Inflation: An Overview 138
Module 15 The Measurement and Calculation of Inflation 146

Section 4 
National Income and Price  
Determination 158
Module 16  Income and Expenditure 159
Module 17  Aggregate Demand: Introduction and Determinants 172
Module 18  Aggregate Supply: Introduction and Determinants 180
Module 19  Equilibrium in the Aggregate Demand– 

Aggregate Supply Model 192
Module 20  Economic Policy and the Aggregate Demand– 

Aggregate Supply Model 201
Module 21 Fiscal Policy and Multiplier Effects 211

Section 5 
The Financial Sector 222
Module 22 Saving, Investment, and the Financial System 223
Module 23 The Definition and Measurement of Money 232
Module 24 The Time Value of Money 238

Module 25 Banking and Money Creation 244
Module 26  The Federal Reserve System: History and  

Structure 254
Module 27 The Federal Reserve System: Monetary Policy 261
Module 28 The Money Market 267
Module 29 The Market for Loanable Funds 276

Section 6 
Inflation, Unemployment, and  
Stabilization Policies 292
Module 30  Long-Run Implications of Fiscal Policy: Deficits  

and the Public Debt 293
Module 31 Monetary Policy and the Interest Rate 304
Module 32 Money, Output, and Prices in the Long Run 312
Module 33 Types of Inflation, Disinflation, and Deflation 318
Module 34 Inflation and Unemployment: The Phillips Curve 328
Module 35  History and Alternative Views of Macroeconomics 341

Module 36 Consensus and Conflict in Modern Macroeconomics 353

Section 7 
Economic Growth and Productivity 364
Module 37 Long-Run Economic Growth 365
Module 38 Productivity and Growth 373
Module 39  Growth Policy: Why Economic Growth Rates Differ 384
Module 40 Economic Growth in Macroeconomic Models 395

Section 8 
The Open Economy: International Trade  
and Finance 405
Module 41  Capital Flows and the Balance of Payments 406
Module 42 The Foreign Exchange Market 417
Module 43 Exchange Rate Policy and Macroeconomic Policy 427
Module 44 Barriers to Trade 437
Module 45 Putting It All Together 444

Section 9
Behind the Demand Curve:  
Consumer Choice 458

Module 46 Income Effects, Substitution Effects, and Elasticity 459

Module 47 Interpreting Price Elasticity of Demand 467

Module 48 Other Important Elasticities 477

Module 49 Consumer and Producer Surplus 485

Module 50 Efficiency and Deadweight Loss 498

Module 51 Utility Maximization 514

Brief Contents



SECTION

Contents ix

Section 10
Behind the Supply Curve:  
Profit, Production, and Costs 532

Module 52 Defining Profit 533

Module 53 Profit Maximization 539

Module 54 The Production Function 545

Module 55 Firm Costs 552

Module 56 Long-Run Costs and Economies of Scale 564

Module 57 Introduction to Market Structure 572

Section 11
Market Structures: Perfect  
Competition and Monopoly 587

Module 58 Introduction to Perfect Competition 588

Module 59 Graphing Perfect Competition 594

Module 60 Long-Run Outcomes in Perfect Competition 603

Module 61 Introduction to Monopoly 614

Module 62 Monopoly and Public Policy 623

Module 63 Price Discrimination 630

Section 12
Market Structures:  
Imperfect Competition 641

Module 64 Introduction to Oligopoly 642

Module 65 Game Theory 648

Module 66 Oligopoly in Practice 658

Module 67 Introduction to Monopolistic Competition 667

Module 68 Product Differentiation and Advertising 676

Section 13
Factor Markets 687

Module 69 Introduction and Factor Demand 688

Module 70 The Markets for Land and Capital 699

Module 71 The Market for Labor 705

Module 72 The Cost-Minimizing Input Combination 715

Module 73 Theories of Income Distribution 720

Section 14
Market Failure and the  
Role of Government 732

Module 74 Introduction to Externalities 733

Module 75 Externalities and Public Policy 740

Module 76 Public Goods 752

Module 77 Public Policy to Promote Competition 763
Module 78 Income Inequality and Income Distribution 770

AP® Practice Exams PE-1

Enrichment Modules EM-1

Module A: Financial Markets and Crises

Module B: Behavioral Economics

Module C: The Economics of Information

Module D: Indifference Curves and Consumer Choice

Financial Literacy Handbook FLH-1

Glossary* G-1

Index  I-1

*Glosario available on Book Companion Site at  
bcs.worthpublishers.com/KrugmanAP2e

http://bcs.worthpublishers.com/KrugmanAP2e


x    Contents

Section 1 
Basic Economic Concepts 1

Module 1 The Study of Economics 2
Individual Choice: The Core of Economics 2

Resources Are Scarce 3
Opportunity Cost: The Real Cost of Something  

Is What You Must Give Up to Get It 4
Microeconomics Versus Macroeconomics 5
Positive Versus Normative Economics 6

When and Why Economists Disagree 7
FYI: When Economists Agree 8
Module 1 Review 8

Module 2 Introduction to  
  Macroeconomics 10
The Business Cycle 11

Employment, Unemployment, and the Business Cycle 11
FYI: Defining Recessions and Expansions 12

Aggregate Output and the Business Cycle 12
Inflation, Deflation, and Price Stability 12

Economic Growth 13
The Use of Models in Economics 14

Module 2 Review 15

Module 3 The Production Possibilities  
  Curve Model 16
Trade-offs: The Production Possibilities Curve 16

Efficiency 18
Opportunity Cost   19
Economic Growth   20

Module 3 Review 22

Module 4 Comparative Advantage  
  and Trade 24
Gains from Trade   24
Comparative Advantage and Gains from Trade   25

Mutually Beneficial Terms of Trade 28
Comparative Advantage and International Trade   28

FYI: Rich Nation, Poor Nation   30
Module 4 Review 30
Section 1 Review   32

AP® Exam Practice Questions 33
Section 1 Appendix Graphs in Economics 36

Section 2  
Supply and Demand 48

Module 5 Supply and Demand:    
  Introduction and Demand 49 
Supply and Demand: A Model of a Competitive Market 49  
The Demand Curve 50

The Demand Schedule and the Demand Curve 50
Shifts of the Demand Curve 51 
Understanding Shifts of the Demand Curve 53 

FYI: Beating the Traffic   58
Module 5 Review 58

Module 6 Supply and Demand: Supply 60
The Supply Curve 60

The Supply Schedule and the Supply Curve 60
Shifts of the Supply Curve 61
Understanding Shifts of the Supply Curve 62

FYI: Only Creatures Small and Pampered 67
Module 6 Review 67

Contents



Contents xi

Module 7 Supply and Demand:  
  Equilibrium 69
Supply, Demand, and Equilibrium 69

Finding the Equilibrium Price and Quantity 70
Why Do All Sales and Purchases in a  

Market Take Place at the Same Time? 71
Why Does the Market Price Fall If It Is  

Above the Equilibrium Price? 71
Why Does the Market Price Rise If It Is  

Below the Equilibrium Price? 71
FYI: The Price of Admission 73

Using Equilibrium to Describe Markets 73
Changes in Supply and Demand 73

What Happens When the Demand Curve Shifts 74
What Happens When the Supply Curve Shifts 75
Simultaneous Shifts of Supply and Demand Curves 76

FYI: Makin’ Bacon? 77
Module 7 Review 78

Module 8 Supply and Demand: Price   
  Controls (Ceilings and Floors) 80
Why Governments Control Prices 80
Price Ceilings 81

Modeling a Price Ceiling 81
So Why Are There Price Ceilings? 84

Price Floors  85
FYI: Price Floors and School Lunches 87

How a Price Floor Causes Inefficiency 87
So Why Are There Price Floors? 88

Module 8 Review 89

Module 9 Supply and Demand:  
  Quantity Controls 92
Controlling Quantities 92

The Anatomy of Quantity Control 93
The Costs of Quantity Controls 95

FYI: The Clams of New Jersey 96
Module 9 Review 97
Section 2 Review 98

AP® Exam Practice Questions 100

Section 3
Measurement of Economic 
Performance 104

Module 10 The Circular Flow and Gross  
  Domestic Product 105
The National Accounts 105

The Circular-Flow Diagram 105
Gross Domestic Product 109

Module 10 Review 114

Module 11 Interpreting Real Gross  
  Domestic Product 115
What GDP Tells Us 115
Real GDP: A Measure of Aggregate Output 115
FYI: Creating the National Accounts 116

Calculating Real GDP 116
What Real GDP Doesn’t Measure 118

FYI: Miracle in Venezuela? 119
Module 11 Review 119 

Module 12 The Meaning and Calculation  
  of Unemployment 121
The Unemployment Rate 121

Defining and Measuring Unemployment 121
The Significance of the Unemployment Rate 122
Growth and Unemployment 125

FYI: Failure to Launch  127
Module 12 Review 127

Module 13 The Causes and Categories  
  of Unemployment 129
The Natural Rate of Unemployment 129

Job Creation and Job Destruction 129
Frictional Unemployment 130
Structural Unemployment 131
The Natural Rate of Unemployment 133
Changes in the Natural Rate of Unemployment 133

FYI: Structural Unemployment in Eastern Germany 136
Module 13 Review 136



Module 14 Inflation: An Overview 138
Inflation and Deflation 138

The Level of Prices Doesn’t Matter … 138
… But the Rate of Change of Prices Does 139

FYI: Israel’s Experience with Inflation 141
Winners and Losers from Inflation 142
Inflation is Easy; Disinflation is Hard 143

Module 14 Review 144

Module 15 The Measurement and   
  Calculation of Inflation 146
Price Indexes and the Aggregate Price Level 146

Market Baskets and Price Indexes 146
The Consumer Price Index 148
Other Price Measures 150

FYI: Indexing to the CPI 151
Module 15 Review 151
Section 3 Review 153

AP® Exam Practice Questions 155

Section 4
National Income and Price 
Determination 158

Module 16 Income and Expenditure 159
The Spending Multiplier: An Informal Introduction 159
FYI: The Spending Multiplier and the Great Depression 162
Consumer Spending 162

Current Disposable Income and Consumer Spending 162
Shifts of the Aggregate Consumption Function 164

Investment Spending 166
The Interest Rate and Investment Spending 167
Expected Future Real GDP, Production Capacity,  

and Investment Spending 167
Inventories and Unplanned Investment Spending 168

FYI: Interest Rates and the U.S. Housing Boom 169
Module 16 Review 170

Module 17 Aggregate Demand:   
  Introduction and  
  Determinants 172
Aggregate Demand 172

Why Is the Aggregate Demand Curve Downward Sloping? 173
Shifts of the Aggregate Demand Curve 174

Module 17 Review 178

Module 18 Aggregate Supply:  
  Introduction and  
  Determinants 180
Aggregate Supply 180

The Short-Run Aggregate Supply Curve 180
Shifts of the Short-Run Aggregate Supply Curve 182
The Long-Run Aggregate Supply Curve 186
From the Short Run to the Long Run 188

FYI: Prices and Output During the Great Depression 189
Module 18 Review 190

Module 19 Equilibrium in the Aggregate  
  Demand–Aggregate  
  Supply Model 192
The AD–AS Model 192

Short-Run Macroeconomic Equilibrium 192
Shifts of Aggregate Demand: Short-Run Effects 193
Shifts of the SRAS Curve 194
Long-Run Macroeconomic Equilibrium 196

FYI: Supply Shocks Versus Demand Shocks in Practice 199
Module 19 Review 199

Module 20 Economic Policy and the   
  Aggregate Demand– 
  Aggregate Supply Model 201
Macroeconomic Policy  201

Policy in the Face of Demand Shocks  202
Responding to Supply Shocks  202

FYI: Is Stabilization Policy Stabilizing?  203
Fiscal Policy: The Basics  203

Taxes, Government Purchases of Goods and  
Services, Transfers, and Borrowing  204

The Government Budget and Total Spending  206
Expansionary and Contractionary Fiscal Policy  206
A Cautionary Note: Lags in Fiscal Policy  207

Module 20 Review  209

Module 21 Fiscal Policy and Multiplier  211
The Spending Multiplier and Estimates of the  
Influence of Government Policy  211

Multiplier Effects of Changes in Government Purchases 211
Multiplier Effects of Changes in  

Government Transfers and Taxes  212

How Taxes Affect the Multiplier  214

FYI: About That Stimulus Package …  215

xii    Contents



Module 21 Review  216
Section 4 Review  217

AP® Exam Practice Questions 219

Section 5
The Financial Sector  222

Module 22 Saving, Investment,  
  and the Financial System  223
Matching Up Savings and Investment Spending  223

The Savings–Investment Spending Identity  224
The Financial System  225

Three Tasks of a Financial System  226
Types of Financial Assets  227
Financial Intermediaries  229

Module 22 Review  231

Module 23 The Definition and  
  Measurement of Money  232
The Meaning of Money  232

What Is Money?  232
Roles of Money  233
Types of Money  234

FYI: The History of the Dollar  235
Measuring the Money Supply  236

FYI: What’s with All the Currency?  236
Module 23 Review  237

Module 24 The Time Value of Money  238
The Concept of Present Value  238

Borrowing, Lending, and Interest  238
Defining Present Value  239
Using Present Value  241

FYI: How Big Is That Jackpot, Anyway?  242
Module 24 Review  243

Module 25  Banking and Money  
Creation 244

The Monetary Role of Banks  244
What Banks Do  244
The Problem of Bank Runs  246

FYI: It’s a Wonderful Banking System  246
Bank Regulation  247

Determining the Money Supply  248
How Banks Create Money 248
Reserves, Bank Deposits, and the Money Multiplier 249
The Money Multiplier in Reality 250

Module 25 Review 252

Module 26 The Federal Reserve System: 
  History and Structure 254
The Federal Reserve System  254
An Overview of the Twenty-first Century American  
Banking System 254

Crisis in American Banking at the Turn of the  
Twentieth Century 255

Responding to Banking Crises: The Creation  
of the Federal Reserve 256

The Structure of the Fed 256
The Effectiveness of the Federal Reserve System 257
The Savings and Loan Crisis of the 1980s 258
Back to the Future: The Financial Crisis of 2008 259

FYI: Regulation After the 2008 Crisis  259
Module 26 Review 260

Module 27 The Federal Reserve System:  
  Monetary Policy 261
The Federal Reserve System 261

The Functions of the Federal Reserve System 261
What the Fed Does 262

The Reserve Requirement 262
The Discount Rate 262
Open-Market Operations 263

The European Central Bank 264
FYI: Who Gets the Interest on the Fed’s Assets? 265
Module 27 Review 266

Module 28 The Money Market 267
The Demand for Money 267

The Opportunity Cost of Holding Money 267
FYI: Long-Term Interest Rates 269

The Money Demand Curve 269
Shifts of the Money Demand Curve 270

Money and Interest Rates 272
The Equilibrium Interest Rate 272
Two Models of the Interest Rate 273

Module 28 Review 274

Contents xiii



Module 29 The Market for  
Loanable Funds 276

The Market for Loanable Funds 276
Reconciling the Two Interest Rate Models 283

The Interest Rate in the Short Run 283
The Interest Rate in the Long Run 284

Module 29 Review 285
Section 5 Review 287

AP® Exam Practice Questions 290

Section 6  
Inflation, Unemployment, and 
Stabilization Policies 292

Module 30 Long-Run Implications of  
  Fiscal Policy: Deficits  
  and the Public Debt 293
The Budget Balance 293

The Budget Balance as a Measure of Fiscal Policy 293
The Business Cycle and the Cyclically  

Adjusted Budget Balance 294
Should the Budget Be Balanced? 296

Long-Run Implications of Fiscal Policy 297
Deficits, Surpluses, and Debt 297
Problems Posed by Rising Government Debt 298
Deficits and Debt in Practice 299
Implicit Liabilities 300

FYI: What Happened to the Debt from World War II? 300
Module 30 Review 302

Module 31 Monetary Policy and  
  the Interest Rate 304
Monetary Policy and the Interest Rate 304
FYI: The Fed Reverses Course 306
Monetary Policy and Aggregate Demand 306

Expansionary and Contractionary Monetary Policy 307
Monetary Policy in Practice 307

Inflation Targeting 309
FYI: What the Fed Wants, the Fed Gets 310
Module 31 Review 310

Module 32 Money, Output, and  
  Prices in the Long Run 312
Money, Output, and Prices 313

Short-Run and Long-Run Effects of an  
Increase in the Money Supply 313

Monetary Neutrality 314
Changes in the Money Supply and the  

Interest Rate in the Long Run 314
FYI: International Evidence of Monetary Neutrality 315
Module 32 Review 316

Module 33 Types of Inflation,  
  Disinflation, and Deflation 318
Money and Inflation 318

The Classical Model of Money and Prices 319
The Inflation Tax 320
The Logic of Hyperinflation 322

FYI: Zimbabwe’s Inflation 323
Moderate Inflation and Disinflation 323

The Output Gap and the Unemployment Rate 324
Module 33 Review 326

Module 34  Inflation and Unemployment:  
The Phillips Curve 328

The Short-Run Phillips Curve 328
Inflation Expectations and the Short-Run  

Phillips Curve 331
FYI: From the Scary Seventies to the Nifty Nineties 332
Inflation and Unemployment in the Long Run 333

The Long-Run Phillips Curve 333
The Natural Rate of Unemployment, Revisited 335

FYI: The Great Disinflation of the 1980s 335
The Costs of Disinflation 336

Deflation 336
Debt Deflation 336

Effects of Expected Deflation 337
Module 34 Review 339

Module 35 History and Alternative  
  Views of Macroeconomics 341
Classical Macroeconomics 341

Money and the Price Level 341
The Business Cycle 342

xiv    Contents



The Great Depression and the Keynesian Revolution 342
Keynes’s Theory 342
Policy to Fight Recessions 344

FYI: The End of the Great Depression 344
Challenges to Keynesian Economics 345

The Revival of the Monetary Policy 345
Monetarism 346
Inflation and the Natural Rate of Unemployment 348
The Political Business Cycle 349

Rational Expectations, Real Business Cycles, and  
New Classical Macroeconomics 349

Rational Expectations 350
Real Business Cycles 350

Module 35 Review 351

Module 36  Consensus and Conflict in 
Modern Macroeconomics 353

The Modern Consensus 353
Is Expansionary Monetary Policy Helpful in  

Fighting Recessions? 354
Is Expansionary Fiscal Policy Effective in  

Fighting Recessions? 354
Can Monetary and/or Fiscal Policy Reduce  

Unemployment in the Long Run? 354
Should Fiscal Policy Be Used in a Discretionary Way? 355
Should Monetary Policy Be Used in a  

Discretionary Way? 355
Crisis and Aftermath 355

FYI: Supply-Side Economics 356
Module 36 Review 357
Section 6 Review 358

AP® Exam Practice Questions 361

Section 7  
Economic Growth and  
Productivity 364

Module 37 Long-Run Economic Growth 365
Comparing Economies Across Time and Space 365

Real GDP per Capita 365
When Did Long-Run Growth Begin? 367
Growth Rates 368

FYI: India Takes Off 368
The Sources of Long-Run Growth 369

FYI: The Walmart Effects 370
The Crucial Importance of Productivity 370
Explaining Growth in Productivity 370

Module 37 Review 371

Module 38 Productivity and Growth  373
Accounting for Growth: The Aggregate Production Function 373

What About Natural Resources? 377
FYI: The Information Technology Paradox 378
Success, Disappointment, and Failure 378

East Asia’s Miracle 378
Latin America’s Disappointment 380
Africa’s Troubles 380

FYI: Are Economies Converging? 381
Module 38 Review 382

Module 39  Growth Policy:  
Why Economic Growth  
Rates Differ 384

Why Growth Rates Differ 384
Explaining Differences in Growth Rates 384

FYI: Inventing R&D 386
The Role of Government in Promoting  

Economic Growth 386
FYI: The Brazilian Breadbasket 388
Is World Growth Sustainable? 388

Natural Resources and Growth, Revisited 388
Economic Growth and the Environment 390

FYI: Coal Comfort on Resources 391
FYI: The Cost of Climate Protection 392
Module 39 Review 393

Module 40 Economic Growth in 
  Macroeconomic Models 395
Long-Run Economic Growth and the  
Production Possibilities Curve 396
Long-Run Economic Growth and the Aggregate 
Demand–Aggregate Supply Model 398
Distinguishing Between Long-Run Growth and  
Short-Run Fluctuations 398
Module 40 Review 400
Section 7 Review 402

AP® Exam Practice Questions 403

Contents xv



Section 8 
The Open Economy: International 
Trade and Finance 405

Module 41 Capital Flows and the  
  Balance of Payments 406
Capital Flows and the Balance of Payments 406

Balance of Payments Accounts 406
FYI: GDP, GNP, and the Current Account 410

Modeling the Financial Account 411
Underlying Determinants of International  

Capital Flows 413
FYI: A Global Savings Glut? 414

Two-Way Capital Flows 414
Module 41 Review 415

Module 42 The Foreign Exchange  
  Market 417
The Role of the Exchange Rate 417

Understanding Exchange Rates 417
The Equilibrium Exchange Rate 418
Inflation and Real Exchange Rates 421
Purchasing Power Parity 423

FYI: Burgernomics 423
FYI: Low-Cost America 424
Module 42 Review 425

Module 43 Exchange Rate Policy and 
  Macroeconomic Policy 427
Exchange Rate Policy 427

Exchange Rate Regimes 427
How Can an Exchange Rate Be Held Fixed? 428
The Exchange Rate Regime Dilemma 429

FYI: China Pegs the Yuan 430
Exchange Rates and Macroeconomic Policy 431

Devaluation and Revaluation of  
Fixed Exchange Rates 431

FYI: From Bretton Woods to the Euro 432
Monetary Policy Under a  

Floating Exchange Rate Regime 432
International Business Cycles 433

FYI: The Joy of a Devalued Pound 434
Module 43 Review 435

Module 44 Barriers to Trade 437
Trade Restrictions 437

Tariffs  438
Import Quotas 440

FYI: Bringing Down the Walls 441
Module 44 Review 442

Module 45 Putting It All Together 444
A Structure for Macroeconomic Analysis 444

The Starting Point 445
The Pivotal Event 445
The Initial Effect of the Event 448
Secondary and Long-Run Effects of the Event 448

Analyzing Our Scenario 449
Module 45 Review 451
Section 8 Review 453

AP® Exam Practice Questions 455 

Section 9 
Behind the Demand Curve:  
Consumer Choice 458

Module 46 Income Effects, Substitution  
  Effects, and Elasticity 459
Explaining the Law of Demand 459

The Substitution Effect 459
The Income Effect 460

FYI: Giffen Goods 460
Defining and Measuring Elasticity 461

Calculating the Price Elasticity of Demand 461
An Alternative Way to Calculate Elasticities: 

The Midpoint Method 463
FYI: Estimating Elasticities 464
Module 46 Review 465

Module 47 Interpreting Price Elasticity  
  of Demand 467
Interpreting the Price Elasticity of Demand 467

How Elastic Is Elastic? 467
Price Elasticity Along the Demand Curve 472
What Factors Determine the Price Elasticity of Demand? 472

FYI: Responding to Your Tuition Bill 474
Module 47 Review 475

xvi    Contents



Module 48 Other Important Elasticities 477
Other Important Elasticities 477

The Cross-Price Elasticity of Demand 477
The Income Elasticity of Demand 478

FYI: Where Have All the Farmers Gone? 479
The Price Elasticity of Supply 479

Measuring the Price Elasticity of Supply 480
What Factors Determine the Price Elasticity of Supply? 481

An Elasticity Menagerie 482
Module 48 Review 483

Module 49 Consumer and  
  Producer Surplus 485
Consumer Surplus and the Demand Curve 486
Willingness to Pay and the Demand Curve 486

Willingness to Pay and Consumer Surplus 487
How Changing Prices Affect Consumer Surplus 489

FYI: A Matter of Life and Death 491
Producer Surplus and the Supply Curve 492

Cost and Producer Surplus 492
How Changing Prices Affect Producer Surplus 494

Module 49 Review 496

Module 50 Efficiency and  
  Deadweight Loss 498
Consumer Surplus, Producer Surplus, and Efficiency 498

The Gains from Trade 498
The Efficiency of Markets 499
Equity and Efficiency 502

The Effects of Taxes on Total Surplus 503
The Effect of an Excise Tax on Quantities and Prices 503
Price Elasticities and Tax Incidence 506

The Benefits and Costs of Taxation 508
The Revenue from an Excise Tax 508
The Costs of Taxation 509

Module 50 Review 512

Module 51 Utility Maximization 514
Utility: It’s All About Getting Satisfaction 514

Utility and Consumption 514
The Principle of Diminishing Marginal Utility 516

FYI: Is Marginal Utility Really Diminishing? 516

Budgets and Optimal Consumption 517
Budget Constraints and Budget Lines 517
The Optimal Consumption Bundle 519

Spending the Marginal Dollar 521
Marginal Utility per Dollar 521
Optimal Consumption 522

Module 51 Review 524
Section 9 Review 526

AP® Exam Practice Questions 528 

Section 10  
Behind the Supply Curve:  
Profit, Production, and Costs 532

Module 52 Defining Profit 533
Understanding Profit 533

Explicit Versus Implicit Costs 533
Accounting Profit Versus Economic Profit 534

FYI: Farming in the Shadow of Suburbia 536
Normal Profit 536

Module 52 Review 537

Module 53 Profit Maximization 539
Maximizing Profit 539

Using Marginal Analysis to Choose the  
Profit-Maximizing Quantity of Output 540

When Is Production Profitable? 542
Module 53 Review 543

Module 54 The Production Function 545
The Production Function 545

Inputs and Output 545
FYI: Was Malthus Right? 549
Module 54 Review 550

Module 55 Firm Costs 552
From the Production Function to Cost Curves 552
Two Key Concepts: Marginal Cost and Average Cost 554

Marginal Cost 554
Average Cost 556
Minimum Average Total Cost 559
Does the Marginal Cost Curve Always Slope Upward? 559

Module 55 Review 562

Contents xvii



Module 56 Long-Run Costs and 
  Economies of Scale 564
Short-Run versus Long-Run Costs 564

Returns to Scale 567
Sunk Costs  568
FYI: There’s No Business Like Snow Business 569

Summing Up Costs: The Short and Long of It 569
Module 56 Review 570

Module 57 Introduction to  
  Market Structure 572
Types of Market Structure 572
Perfect Competition 573

Defining Perfect Competition 573
Two Necessary Conditions for Perfect Competition 574

FYI: What’s a Standardized Product? 575
Free Entry and Exit 575

Monopoly 575
Defining Monopoly 575
Why Do Monopolies Exist? 576

Oligopoly 577
Is It an Oligopoly or Not? 578

Monopolistic Competition 579
Defining Monopolistic Competition 580

Module 57 Review 581
Section 10 Review 582

AP® Exam Practice Questions 584 

Section 11  
Market Structures: Perfect 
Competition and Monopoly 587

Module 58  Introduction to Perfect 
Competition 588

Production and Profit 588
When Is Production Profitable? 590

Module 58 Review 592

Module 59 Graphing Perfect  
  Competition 594
Interpreting Perfect Competition Graphs 594
The Short-Run Production Decision 596
The Shut-Down Price 597
Changing Fixed Cost 599

Summing Up: The Perfectly Competitive Firm’s  
Profitability and Production Conditions 599
FYI: Prices Are Up . . . but So Are Costs 600
Module 59 Review 601

Module 60 Long-Run Outcomes in  
  Perfect Competition 603
The Industry Supply Curve 603

The Short-Run Industry Supply Curve 603
The Long-Run Industry Supply Curve 604
The Cost of Production and Efficiency in  

Long-Run Equilibrium 611
FYI: A Crushing Reversal 612
Module 60 Review 612

Module 61 Introduction to Monopoly 614
The Monopolist’s Demand Curve and Marginal Revenue 614
The Monopolist’s Profit-Maximizing Output and Price 618
Monopoly Versus Perfect Competition 619
FYI: Monopoly Behavior and the Price Elasticity  
of Demand  620
Monopoly: The General Picture 620
Module 61 Review 621

Module 62 Monopoly and  
  Public Policy 623
Welfare Effects of Monopoly 623
Preventing Monopoly Power 625
Dealing with a Natural Monopoly 625

Public Ownership 625
Regulation 625
Must Monopoly Be Controlled? 627

FYI: Cable Dilemmas 627
Module 62 Review 628

Module 63 Price Discrimination 630
Price Discrimination Defined 630
The Logic of Price Discrimination 631
Price Discrimination and Elasticity 632
Perfect Price Discrimination 633
Module 63 Review 635
Section 11 Review 636

AP® Exam Practice Questions 638 

xviii    Contents



Contents xix

Section 12  
Market Structures:  
Imperfect Competition 641

Module 64 Introduction to Oligopoly 642
Understanding Oligopoly 642

A Duopoly Example 642
Collusion and Competition 644

FYI: The Great Vitamin Conspiracy 646
Module 64 Review 646

Module 65 Game Theory 648
Games Oligopolists Play 648

The Prisoners’ Dilemma 648
FYI: Prisoners of the Arms Race 651

More Games 651
Module 65 Review 656

Module 66 Oligopoly in Practice 658
The Legal Framework 658
Tacit Collusion 659

Overcoming the Prisoners’ Dilemma:  
Repeated Interaction and Tacit Collusion 660

Constraints on Collusion 661
Large Numbers 661
Complex Products and Pricing Schemes 662
Differences in Interests 662
Bargaining Power of Buyers 662

FYI: The Art of Conspiracy 663
Product Differentiation and Price Leadership 663
How Important Is Oligopoly? 664
Module 66 Review 665

Module 67 Introduction to  
  Monopolistic Competition 667
Understanding Monopolistic Competition 667

Monopolistic Competition in the Short Run 667
Monopolistic Competition in the Long Run 669

FYI: Hits and Flops 671
Monopolistic Competition Versus Perfect Competition 672

Price, Marginal Cost, and Average Total Cost 672
Is Monopolistic Competition Inefficient? 673

Module 67 Review 674

Module 68 Product Differentiation  
  and Advertising 676
How Firms Differentiate Their Products 676

Differentiation by Style or Type 677
Differentiation by Location 677
Differentiation by Quality 677

FYI: Any Color, So Long As It’s Black 678
Controversies About Product Differentiation 678

The Role of Advertising 678
Brand Names 680

Module 68 Review 680
Section 12 Review 682

AP® Exam Practice Questions 683 

Section 13  
Factor Markets 687

Module 69 Introduction and  
Factor Demand 688
The Economy’s Factors of Production 688

The Factors of Production 688
Why Factor Prices Matter: The Allocation of Resources 689
Factor Incomes and the Distribution of Income 689
The Factor Distribution of Income in the United States 690

Marginal Productivity and Factor Demand 690
Marginal Revenue Product 691
Marginal Revenue Product and Factor Demand 693
Shifts of the Factor Demand Curve 695

Module 69 Review 697

Module 70 The Markets for Land and 
  Capital 699
Land and Capital 699

Demand in the Markets for Land and Capital 699
Supply in the Markets for Land and Capital 700
Equilibrium in Land and Capital Markets 701
Economic Rent  701

Marginal Productivity Theory 702
FYI: Help Wanted! 703
Module 70 Review 704



Module 71 The Market for Labor 705
The Supply of Labor 705

Work Versus Leisure 705
Wages and Labor Supply 706
Shifts of the Labor Supply Curve 707

Equilibrium in the Labor Market 708
FYI: The Decline of the Summer Job 709

When the Labor Market Is Not Perfectly Competitive 710
Equilibrium in the Imperfectly Competitive Labor Market 711

Module 71 Review 713

Module 72 The Cost-Minimizing Input  
  Combination 715
Alternative Input Combinations 715

Substitutes and Complements in Factor Markets 715
Determining the Optimal Input Mix 716

Cost Minimization 716
The Cost-Minimization Rule 717

Module 72 Review 718

Module 73 Theories of Income  
  Distribution 720
The Marginal Productivity Theory of Income Distribution 720

Marginal Productivity and Wage Inequality 720
Market Power 722
Efficiency Wages 723
Discrimination 723

FYI: The Economics of Apartheid 724
Wage Disparities in Practice 725

Is the Marginal Productivity Theory of  
Income Distribution Really True? 725

So Does Marginal Productivity Theory Hold? 726
Module 73 Review 726
Section 13 Review 727

AP® Exam Practice Questions 729 

Section 14  
Market Failure and the  
Role of Government 732

Module 74 Introduction to Externalities 733
The Economics of Pollution 733

Costs and Benefits of Pollution 733
Pollution: An External Cost 735
The Inefficiency of Excess Pollution 736

FYI: Talking and Driving 736
Private Solutions to Externalities 737

FYI: Thank You for Not Smoking 738
Module 74 Review 738

Module 75  Externalities and  
Public Policy 740

Policies Toward Pollution 740
Environmental Standards 740
Emissions Taxes 741
Tradable Emissions Permits 743

FYI: Cap and Trade 745
Production, Consumption, and Externalities 745

Private Versus Social Benefits 746
Private Versus Social Costs 748
Network Externalities 749

Module 75 Review 750

Module 76 Public Goods 752
Private Goods—and Others 752

Characteristics of Goods 752
Why Markets Can Supply Only Private  

Goods Efficiently 753
Public Goods 754

Providing Public Goods 755
How Much of a Public Good Should Be Provided? 756

FYI: Voting as a Public Good 758
Common Resources 758

The Problem of Overuse 758
The Efficient Use and Maintenance of a  

Common Resource 759
Artificially Scarce Goods 760
Module 76 Review 761

Module 77 Public Policy to Promote 
  Competition 763
Promoting Competition 763
Antitrust Policy 763

The Sherman Antitrust Act of 1890 764
The Clayton Antitrust Act of 1914 764
The Federal Trade Commission Act of 1914 765
Dealing with Natural Monopoly 765

FYI: The Regulated Price of Power 767
Module 77 Review 767

xx    Contents



Contents xxi

Module 78 Income Inequality and  
  Income Distribution 770
The Problem of Poverty 770

Trends in Poverty 771
Who Are the Poor? 771
What Causes Poverty? 772
Consequences of Poverty 772

FYI: The Impeccable Economic Logic of  
Early Childhood Intervention Programs 773
Economic Inequality 773
FYI: Long-Term Trends in Income Inequality in the  
United States 776
Economic Insecurity 777
U.S. Antipoverty Programs 777

Means-Tested Programs 778
Social Security and Unemployment Insurance 779
The Effects of Programs on Poverty and Inequality 779

The Debate Over Income Redistribution 780
Problems with Income Redistribution 780
The Politics of Income Redistribution 781

Module 78 Review 782
Section 14 Review 783

AP® Exam Practice Questions 785 

AP® Practice Exams

AP® Macroeconomics Practice Exam PE-1
AP® Microeconomics Practice Exam PE-7

Enrichment Modules 
Financial Literacy Handbook 

Module A: Financial Markets and Crises EM-1

Module B: Behavioral Economics EM-11
Module C: The Economics of Information EM-19
Module D: Indifference Curves and  
Consumer Choice EM-24

Financial Literacy Handbook FLH-1

Glossary*  G-1

Index  I-1

*Glosario available on Book Companion Site at  
bcs.worthpublishers.com/KrugmanAP2e

http://bcs.worthpublishers.com/KrugmanAP2e
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How to Get the Most from 
This Program
The AP® Economics course represents a wonderful opportu-
nity for high school students to be challenged by the rigor 
of a college-level course, while learning life-relevant con-
cepts from the discipline of economics. We understand the 
unique challenges of teaching and learning AP® Economics 
and have designed this book and its support program to be 
the most effective possible resources to help you succeed in 
AP® Economics. 

Intent on promoting the efficiency and effectiveness of 
AP® Economics courses, we started with the best available 
college-level introduction to economics—Krugman and 
Wells’ Economics, second and third editions. We knew these 
would be the best foundation for an AP® adaptation. Our 
goal was to retain the features of Economics that make it a 
winner, while crafting it to closely follow the AP® syllabus 
and speak to a high school audience. Krugman’s Economics for 
AP®, second edition, is designed to be easy to read and easy 
to use. Our hope is that you will find our explanations clear 
and concise, and that you will enjoy reading the book.  

What’s New in this Edition?
This book is your ultimate tool for success in the AP® Eco-
nomics courses. With this in mind, the second edition fea-
tures improvements to the organization and presentation of 
content, as well as to our system of supporting student learn-
ing and preparation for the AP® Exam. For a visual walk-
through of the features of the book, please see page xxiv.

More AP®-focused elements and study aids

• AP® exam tips, found in the margin throughout the text, 
provide invaluable advice on where you should focus, 
how to avoid pitfalls, and how to be successful in the 
course and on the exam. These “on-the-spot” reminders 
help you avoid common mistakes. 

• More AP® exam practice is provided through an 
increased number of multiple-choice and free-response 
questions (FRQs) at the end of each module and section. 
These assessments not only test you on the material you 
learned in the module, but also mimic AP® questions to 
train you on what you will see on the exam. The open-
ended, conceptual FRQs help familiarize you with the 
kind of synthesis skills you’ll need to master the exam. 

• Full-length AP®-style practice examinations are includ-
ed at the end of the text to ensure you have nailed down 
the content and are ready to tackle the real test in May. 

New video clips to help you study and review

Economics videos available on the Internet can be  both en-
tertaining and educational. For a complete list of these vid-
eos, look for econextras video links on the Book Companion 
Site at bcs.worthpublishers.com/KrugmanAP2e.

• Module “Flip It” Concept Videos are short, concise 
videos that explain a key concept covered in a module, 
such as the Production Possibilities Curve in Module 3 
and Comparative Advantage in Module 4. Each video is 
short, focused, and funny. These Internet videos offer 
simple examples to underscore the concepts and give lots 
of practice in reading and interpreting graphs—skills that 
are important on the AP® Exam.   

• Section Review Videos provide a great review of the 
key concepts in a section. These longer videos focus on 
explaining the big picture ideas, key graphs, and com-
mon mistakes/pitfalls for the section. Watching the 
Section Review Video is a smart way to make sure you 
understand the key ideas in the section.

What Continues? 
Perhaps the most important feature is what has been left 
unchanged from the first edition. We adhere to the general 
approach of Krugman’s balanced and proven Economics text:

“To achieve deeper levels of understanding of the 
real world through economics, students must learn 
to appreciate the kinds of trade-offs and ambiguities 
that economists and policy makers face when applying 
their models to real-world problems. We believe this 
approach will make students more insightful and more 
effective participants in our common economic, social, 
and political lives.”

Alignment with the College Board® Topic Outline

We have organized the book to match up with the College 
Board’s Topic Outlines for AP® Macroeconomics and Micro-
economics, so you can be sure you are receiving the best pos-
sible preparation for the AP® exam. Where the outline has 
recommended coverage within specific sections, you can be 
sure that you will find that coverage. You can find a guide 
correlating each module with its equivalent College Board 
course description topic on the front endpaper of this text.

A flexible modular approach

This book is arranged by sections that correspond to the 
AP® Topic Outline. Each section is divided into four to 
seven modules. Each module breaks the course material 
into a pedagogically appropriate unit that is designed to 
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be covered in one class period. This organization takes you 
through the required AP® course material in a sequence and 
at a pace designed for optimal success.

Effective study aids 

• Learning Objectives establish measurable goals for each 
module and help you direct your reading. 

• Module Reviews allow you to practice what you’ve 
learned with AP®-style questions. These reviews help 
you determine your mastery of each module so you can 
decide if you’re ready to move on or need more study. 

• Section Reviews include detailed summaries of each 
module as well as page-referenced Key Terms and AP®-
style multiple-choice and free-response questions. 

Additional Resources  
to Optimize Productivity
• Downloadable e-Book

 This PDF-style e-Book matches the printed book page for 
page and is optimized for use on Windows or Apple com-
puters, laptops, and tablets.

• Strive for a 5: Preparing for the AP® Macroeconomics 
and Microeconomics Exams
 The Strive for a 5 guides are designed for use with Krug-
man’s Economics for AP®, second edition. They are written 
to help you evaluate your understanding of the mate-
rial covered in the textbook, reinforce the key concepts, 
develop conceptual understanding and graphing skills, 
and prepare you to succeed on the AP® Macroeconomics 
and Microeconomics Exams. The guides are divided into 
two sections: a study guide and a test preparation section. 
The study guides are written to be used throughout the 
course, while the prep section offers additional AP® test 
strategies and includes two full-length AP®-style practice 
exams—each with 60 multiple-choice questions and three 
free-response questions. 

Turn the page for a tour of the text. Once you know how to use the 
book properly, you will be more likely to realize success in the course 
and on the AP® exam!
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xxiv    Section 1 Basic Economic Conceptsxxiv    Tools for Learning

Each section and its modules are structured around a common set of features designed to 
help you learn the concept and practice for the AP® Exam. By putting all of the pieces  together 
as you work through the text, you will complete the entire puzzle by the end of the course. 

Use the features to help you study  
economics and prepare for the exam.

Section 1 Basic Economic Concepts 1
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SECTION

Module 1: The Study of 
Economics

Module 2: Introduction to 
Macroeconomics

Module 3: The Production 
Possibilities 
Curve Model

Module 4: Comparative 
Advantage and 
Trade

Appendix: Graphs in 
Economics

Economics by Example: 
What’s to Love About 
Economics?

Basic Economic 
Concepts

1

Common Ground

The annual meeting of the 
American Economic Association 
draws thousands of economists, 
young and old, famous and 

obscure. There are booksellers, busi-
ness meetings, and quite a few job 
interviews. But mainly the economists 
gather to talk and listen. During the 
busiest times, 60 or more presentations 
may be taking place simultaneously, on 
questions that range from the future of 
the stock market to who does the cook-
ing in two-earner families.

What do these people have in com-
mon? An expert on the stock market 
probably knows very little about the 
economics of housework, and vice versa. 
Yet an economist who wanders into the 
wrong seminar and ends up listening 
to presentations on some unfamiliar 
topic is nonetheless likely to hear much 
that is familiar. The reason is that all 
economic analysis is based on a set of 
common principles that apply to many 
different issues.

Some of these principles involve indi-
vidual choice—for economics is, fi rst of 
all, about the choices that individuals 
make. Do you choose to work during 
the summer or take a backpacking trip? 
Do you download a new album or go to 
a movie? These decisions involve making 
a choice from among a limited number 

of alternatives—limited because no one 
can have everything that he or she 
wants. Every question in economics at 
its most basic level involves individuals 
making choices.

But to understand how an economy 
works, you need to understand more than 
how individuals make choices. None of 
us lives like Robinson Crusoe, alone on 
an island—we must make decisions in 
an environment that is shaped by the 
decisions of others. Indeed, in our global 
economy even the simplest decisions you 
make—say, what to have for breakfast—
are shaped by the decisions of thousands 
of other people, from the banana grower 
in Costa Rica who decided to grow the 
fruit you eat to the farmer in Iowa who 
provided the corn in your cornfl akes. And 
because each one of us depends on so 
many others—and they, in turn, depend 
on us—our choices interact. So, although 
all economics at a basic level is about 
individual choice, in order to understand 

behavior within an economy we must also 
understand economic interaction—how my 
choices affect your choices, and vice versa.

Many important economic interac-
tions can be understood by looking at 
the markets for individual goods—for 
example, the market for corn. But we 
must also understand economy-wide 
interactions in order to understand 
how they can lead to the ups and downs 
we see in the economy as a whole.

In this section we discuss the study of 
economics and the difference between 
microeconomics and macroeconomics. 
We also introduce the major topics with-
in macroeconomics and the use of mod-
els to study the macroeconomy. Finally, 
we present the production possibilities 
curve model and use it to understand 
basic economic activity, including trade 
between two econ o mies. Because the 
study of economics relies on graphi-
cal models, an appendix on the use of 
graphs follows the end of this section.

?

One 
must 

choose!
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In this Module, you will learn to:

Supply and Demand: 
Introduction and Demand

• Explain what a competitive 
market is and how it is described 
by the supply and demand model

• Draw a demand curve and 
interpret its meaning

• Discuss the diff erence between 
movements along the demand 
curve and changes in demand

• List the factors that shift  the 
demand curve

MODULE

5

Supply and Demand: A Model of a 
Competitive Market
Cotton sellers and cotton buyers constitute a market—a group of producers and 
consumers who exchange a good or service for payment. In this section, we’ll focus 
on a particular type of market known as a competitive market. Roughly, a  competitive 
market is one in which there are many buyers and sellers of the same good or ser-
vice. More precisely, the key feature of a competitive market is that no individual’s 
actions have a noticeable effect on the price at which the good or service is sold. 
It’s important to understand, however, that this is not an accurate description of 
every market. For example, it’s not an accurate description of the market for cola 
beverages. That’s because in the market for cola beverages, Coca-Cola and Pepsi 
account for such a large proportion of total sales that they are able to influence 
the price at which cola beverages are bought and sold. But it is an accurate descrip-
tion of the market for cotton. The global marketplace for cotton is so huge that 
even a jeans retailer as large as Levi Strauss & Co. accounts for only a tiny fraction 
of transactions, making it unable to influence the price at which cotton is bought 
and sold.

It’s a little hard to explain why competitive markets are different from other markets 
until we’ve seen how a competitive market works. For now, let’s just say that it’s easier 
to model competitive markets than other markets. When taking an exam, it’s always a 
good strategy to begin by answering the easier questions. In this book, we’re going to do 
the same thing. So we will start with competitive markets.

Supply and Demand: 
Introduction and Demand

A competitive market is a 
market in which there are 
many buyers and sellers of the 
same good or service, none of 
whom can infl uence the price 
at which the good or service 
is sold.

AP® Exam Tip

Supply and demand graphs are 
some of the most important graphs 
to master for success on the AP® 
exam. You must be able to draw, 
label, and interpret the graphs for 
the exam. They are the basis of 
future graphs you will learn in the 
course, too.  

S l d D d
MODULE

5
Getty Images/Somos RF
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Each unit is designed with a different 
color so that you may easily determine 
which AP® exam topic you are studying. 
For example, Section 1 is blue and 
Section 2 is magenta.

Read the Opening Story. Each 
section opens with a compelling 
story that often extends through 
the modules. The opening stories 
illustrate important concepts, to 
build intuition with realistic examples 
that are designed to pique your 
interest as you prepare to learn 
about the economic concepts in 
the modules.

Watch for the blue Key Term boxes, which 
highlight the vocabulary you’ll need to master 
to realize success on the AP® exam. The terms 
are repeated in the Section Review and in the 
Glossary at the end of the book, as well as the 
Glosario on the Book Companion Site.

Review the Learning Objectives 
for an overview of the critical 
concepts you will be tackling in 
the module. Focus on mastering 
these skills as you work through 
the module.

Pay attention to 
the AP® Exam 
Tip boxes. They 
provide helpful 
advice on 
what to read 
closely and 
what common 
pitfalls to avoid 
so you can ace 
the AP® exam.

Tools for Learning…Getting the Most from this BookTools for Learning…Getting the Most from this Book
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Study the graphs and figures.  
To succeed, you must be 
able to interpret and draw 
graphs correctly.

Figures and graphs hold volumes 
of information. Study them carefully 
and read the captions. Mastering 
the creation and interpretation 
of economic models is important 
to realizing success on the AP® 
exam. Color is used consistently to 
distinguish between demand (blue) 
and supply (red) curves.

Section Module Name of Video Link
Section 1

Module 1 Econ Overview https://www.youtube.com/watch?v=Np‐dZSdzymk&feature=c4‐overview‐vl&list=PL1oD
Keynesian Theory in 5 Minutes https://www.youtube.com/watch?v=KJ_qcvp1OB4

Module 2 The Business Cycle https://www.youtube.com/watch?v=DmXvUz0qAtw&feature=youtu.be
Module 3 Scarcity, Opportunity Cost, and the PPC https://www.youtube.com/watch?v=kmjzgB_tUJ8&feature=youtu.be

The Law of Increasing Opportunity Cost and the PPC Model https://www.youtube.com/watch?v=m1hY3‐y0‐dM&feature=youtu.be
Production Possibilities Curve and Opportunity Cost https://www.youtube.com/watch?feature=player_detailpage&v=SJQ56vJoy3Y&list=PL

Module 4 Milton Friedman - I, Pencil https://www.youtube.com/watch?v=67tHtpac5ws&feature=youtu.be
Comparative Advantage https://www.youtube.com/watch?v=FpTBjRf8lGs&list=PLD5BC727C84E254E5&index=3

econextras
Video List 
to accompany
Krugman's Economics for AP® Second Edition

Watch the econextras module video clips that 
provide “just in time” instruction on key concepts in 
each module. You can watch the videos as many 
times as needed to make sure that you understand 
the material. See the econextras list with hyperlinks 
to recommended videos on the book companion 
website, bcs.worthpublishers.com/krugmanap2e.

Need a break? Read the FYI boxes for short but 
compelling applications of the major economic 
concepts just covered in the module. You can connect 
the content you’re reading with these real-life examples 
to deepen your understanding of the concepts. 
Exercise your synthesis skills with these boxes!

bcs.worthpublishers.com/krugmanap2e
https://www.youtube.com/watch?v=KJ_qcvp1OB4
https://www.youtube.com/watch?v=DmXvUz0qAtw&feature=youtu.be
https://www.youtube.com/watch?v=kmjzgB_tUJ8&feature=youtu.be
https://www.youtube.com/watch?feature=player_detailpage&v=SJQ56vJoy3Y&list=PL
https://www.youtube.com/watch?v=67tHtpac5ws&feature=youtu.be
https://www.youtube.com/watch?v=FpTBjRf8lGs&list=PLD5BC727C84E254E5&index=3
https://www.youtube.com/watch?v=Np%E2%80%90dZSdzymk&feature=c4%E2%80%90overview%E2%80%90vl&list=PL1oD
https://www.youtube.com/watch?v=m1hY3%E2%80%90y0%E2%80%90dM&feature=youtu.be
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Practice makes perfect!   
Practice what you’ve learned at the end of each module with Multiple-Choice 
Questions and skill-building practice Free-Response Questions. 
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MODULE 4 Review
Check Your Understanding
 1. In Italy, an automobile can be produced by 8 workers 

in one day and a washing machine by 3 workers in one 
day. In the United States, an automobile can be pro-
duced by 6 workers in one day, and a washing machine 
by 2 workers in one day.

 a. Which country has an absolute advantage in the 
production of automobiles? In washing machines?

 b. Which country has a comparative advantage in the 
production of washing machines? In automobiles?

 c. What type of specialization results in the greatest 
gains from trade between the two countries?

 2. Refer to the story of Tom and Hank illustrated by 
Figure 4.1 in the text. Explain why Tom and Hank are 
willing to engage in a trade of 1 fi sh for 11⁄2 coconuts.

Tackle the Test: Multiple-Choice Questions
  Refer to the graph below to answer the following questions.

Quantity of
wheat (bushels)

Quantity of textiles (units)
150100

100

0

200

Country B’s PPC

Country A’s PPC

 1. Use the graph to determine which country has an 
 absolute advantage in producing each good.

  Absolute advantage Absolute advantage
in wheat production in textile production

 a.  Country A   Country B
 b. Country A   Country A
 c.  Country B   Country A
 d.  Country B   Country B
 e.  Country A   Neither country

Try taking off  your clothes—at a suit-
able time and in a suitable place, of 
course—and take a look at the labels 
inside that say where the clothes 
were made. It’s a very good bet that 
much, if not most, of your clothing 
was manufactured overseas, in a 
country that is much poorer than the 
United States is—say, in El Salvador, 
Sri Lanka, or Bangladesh.

Why are these countries so much 
poorer than the United States? The 
immediate reason is that their econo-
mies are much less productive—fi rms 
in these countries are just not able to 
produce as much from a given quan-
tity of resources as comparable fi rms 
in the United States or other wealthy 
countries. Why countries diff er so much 
in productivity is a deep question— 
indeed, one of the main questions that 
preoccupy economists. But in any case, 
the diff erence in productivity is a fact.

If the economies of these countries 
are so much less productive than 

ours, how is it that they make so much 
of our clothing? Why don’t we do it 
for ourselves?

The answer is “comparative ad-
vantage.” Just about every industry in 
Bangladesh is much less productive 
than the corresponding industry in 
the United States. But the productiv-
ity diff erence between rich and poor 
countries varies across goods; there is 
a very great diff erence in the produc-
tion of sophisticated goods such as 
aircraft  but not as great a diff erence in 
the production of simpler goods such 
as clothing. So Bangladesh’s position 
with regard to clothing production is 
like Hank’s position with respect to co-
conut gathering: he’s not as good at 
it as his fellow castaway is, but it’s the 
thing he does comparatively well.

Although Bangladesh is at an 
 absolute disadvantage compared 
with the United States in almost 
everything, it has a comparative 
advantage in clothing production. 

This means that both the United States 
and Bangladesh are able to consume 
more because they specialize in pro-
ducing diff erent things, with Bangla-
desh supplying our clothing and the 
United States supplying Bangladesh 
with more sophisticated goods.

Rich Nation, Poor NationRFYI
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Although less productive than 
American workers, Bangladeshi work-
ers have a comparative advantage in 
clothing production.
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Module 4 Comparative Advantage and Trade 31

1
 2. For Country A, the opportunity cost of a bushel of 

wheat is
a. 1⁄2 unit of textiles.
b. 2⁄3 unit of textiles.
c. 11⁄3 units of textiles.
d. 11⁄2 units of textiles.
e. 2 units of textiles.

 3. Use the graph to determine which country has a 
 comparative advantage in producing each good.

 Comparative advantage  Comparative advantage 
in wheat production in textile production
a. Country A   Country B
b. Country A   Country A
c. Country B   Country A
d. Country B   Country B
e.  Country A   Neither country

 4. If the two countries specialize and trade, which 
of the choices below describes the countries’ imports?

 Import wheat Import textiles
 a. Country A   Country A
 b. Country A   Country B
 c.  Country B   Country B
 d.  Country B   Country A
 e.  Neither country   Country B

 5. What is the highest price Country B is willing to pay to 
buy wheat from Country A?

 a. 1⁄2 unit of textiles
 b. 2⁄3 unit of textiles
 c. 1 unit of textiles
 d. 11⁄2 units of textiles
 e. 2 units of textiles

Tackle the Test: Free-Response Questions
 1. Refer to the graph below to answer the following 

 questions.

Quantity of
corn (bushels)

Quantity of computers500200

400

0

800

Country B’s PPC

Country A’s PPC

a. What is the opportunity cost of a bushel of corn in 
each country?

b. Which country has an absolute advantage in 
 computer production? Explain.

c. Which country has a comparative advantage in corn 
production? Explain.

d. If each country specializes, what good will Country 
B import? Explain.

e. What is the minimum price Country A will accept to 
export corn to Country B? Explain.

Rubric for FRQ 1 (9 points)
1 point: Country A, 1⁄4 computer; Country B, 

11⁄4  computers
1 point: Country B
1 point: Because Country B can produce more computers 

than Country A (500 versus 200)
1 point: Country A

1 point: Because Country A can produce corn at a lower 
opportunity cost (1⁄4 versus 11⁄4 computers)

1 point: Corn
1 point: Country B has a comparative advantage in the 

production of computers, so it will produce computers 
and import corn (Country A has a comparative advan-
tage in corn production, so it will specialize in corn and 
import computers from Country B).

1 point: 1⁄4 computer
1 point: Country A’s opportunity cost of producing corn 

is 1⁄4 computer, so that is the lowest price it will accept 
to sell corn to Country B.

 2. Refer to the table below to answer the following ques-
tions. These two countries are producing textiles and 
wheat using equal amounts of resources.

Weekly output per worker
     Country A     Country B

Bushels of wheat 15 10

Units of textiles 60 60

 a. What is the opportunity cost of producing a bushel 
of wheat for each country?

 b. Which country has the absolute advantage in wheat 
production?

 c. Which country has the comparative advantage in 
textile production? Explain.

  (5 points)
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Check Your Understanding 
questions at the end of each 
module allow you to immediately 
test your understanding of the 
content. If you’re having a hard 
time with these questions, you’ll 
know to go back and re-read  
the module. 

Tackle the Test presents five 
AP®-style multiple-choice 
questions to help you become 
comfortable with the types 
of questions you’ll see in the 
multiple-choice section of the 
AP® exam.

In addition, two AP®-style 
free-response questions are 
provided. A sample grading 
rubric is given for the first FRQ 
to show you how questions 
are graded and to help you 
learn how to write thoughtful 
answers. The second problem 
asks you try a “mini FRQ” for 
yourself. These short, focused 
FRQ-style questions are one 
small piece of the puzzle.
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Watch the review video and work through cumulative 
questions at the end of each section. 
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1SECTION Review

 1. Everyone has to make choices about what to do 
and what not to do. Individual choice is the basis 
of  economics—if it doesn’t involve choice, it isn’t 
 economics. The economy is a system that coordinates 
choices about production and consumption. In a 
 market economy, these choices are made by many fi rms 
and individuals. In a command economy, these choices 
are made by a central authority. Incentives are rewards 
or punishments that motivate particular choices, and 
can be lacking in a command economy where  producers 
cannot set their own prices or keep their own profi ts. 
Property rights create incentives in market economies 
by establishing ownership and granting individuals 
the right to trade goods and services for mutual gain. 
In any economy, decisions are informed by marginal 
analysis—the study of the costs and benefi ts of doing 
something a little bit more or a little bit less.

 2. The reason choices must be made is that resources—
anything that can be used to produce something else—
are scarce. The four categories of resources are land, 
labor, capital, and entrepreneurship. Individuals are 
limited in their choices by money and time; economies 
are limited by their supplies of resources.

 3. Because you must choose among limited alternatives, 
the true cost of anything is what you must give up to 
get it—all costs are opportunity costs.

 4. Economists use economic models for both positive 
 economics, which describes how the economy works, 
and for normative economics, which prescribes how the 
 economy should work. Positive economics often involves 
making forecasts. Economics can determine correct 
answers for positive questions, but typically not for norma-
tive questions, which involve value judgments.  Exceptions 
occur when policies designed to achieve a certain prescrip-
tion can be clearly ranked in terms of preference.

 5. There are two main reasons economists disagree. One, 
they may disagree about which simplifi cations to 
make in a model. Two, economists may disagree—like 
 everyone else—about values.

 6. Microeconomics is the branch of economics that 
 studies how people make decisions and how those 
decisions interact. Macroeconomics is concerned with 
the overall ups and downs of the economy, and focuses 
on  economic aggregates such as the unemployment 
rate and gross domestic product, that summarize data 
across many different markets.

Module 1 

Module 2 
 7. Economies experience ups and downs in economic  activity. 

This pattern is called the business cycle. The downturns 
are known as recessions; the upturns are known as 
 expansions. A depression is a long, deep downturn.

 8. Workers are counted in unemployment fi gures only 
if they are actively seeking work but aren’t currently 
employed. The sum of employment and unemploy-
ment is the labor force. The unemployment rate is the 
percentage of the labor force that is unemployed.

 9. As the unemployment rate rises, the output for the econ-
omy as a whole—the aggregate output—generally falls. 

 10. A short-term increase in aggregate output made  possible 
by a decrease in unemployment does not constitute 

economic growth, which is an increase in the maximum 
amount of output an economy can produce.

 11. Rises and falls in the overall price level constitute 
 infl ation and defl ation. Economists prefer that prices 
change only slowly if at all, because such price stability 
helps keep the economy stable.

 12. Almost all economics is based on models, “thought 
experiments” or simplifi ed versions of reality, many of 
which use analytical tools such as mathematics and 
graphs. An important assumption in economic models 
is the other things equal (ceteris paribus) assumption, 
which allows analysis of the effect of change in one 
 factor by holding all other relevant factors unchanged.

Module 3 
 13. One important economic model is the production 

 possibilities curve, which illustrates the trade-off s facing an 
economy that produces only two goods. The production 
possibilities curve illustrates three elements: opportunity 
cost (showing how much less of one good must be pro-
duced if more of the other good is produced), effi  ciency 
(an economy achieves productive effi  ciency if it produces 

on the production possibilities curve and  allocative 
effi  ciency if it produces the mix of goods and services 
that people want to consume), and economic growth 
(an outward shift of the production possibilities curve).

 14. There are two basic sources of growth in the produc-
tion possibilities curve model: an increase in resources 
and improved technology.

Section 1 Review Video 

KrugAP2e_Sec1_Mod04_Econ.indd   32 7/11/14   8:45 AM

Section 1 Review 33

SECTION 1

 15. There are gains from trade: by engaging in the trade 
of goods and services with one another, the members 
of an economy can all be made better off. Underlying 
gains from trade are the advantages of specialization, 
of having individuals specialize in the tasks they are 
comparatively good at. 

 16. Comparative advantage explains the source of gains 
from trade between individuals and countries. Everyone 
has a comparative advantage in something—some good 
or service in which that person has a lower opportu-
nity cost than everyone else. But it is often confused 

with absolute advantage, an ability to produce more 
of a particular good or service than anyone else. This 
 confusion leads some to erroneously conclude that there 
are no gains from trade between people or  countries.

 17. As long as a comparative advantage exists between two 
parties, there are opportunities for mutually benefi cial 
trade. The terms of trade indicate the rate at which one 
good can be exchanged for another. The range of mutu-
ally benefi cial terms of trade for a good are found between 
the seller’s opportunity cost of making the good and the 
buyer’s opportunity cost of making the same good.

Module 4 

Economics, p. 2
Individual choice, p. 2
Economy, p. 2
Market economy, p. 2
Command economy, p. 2
Incentives, p. 3
Property rights, p. 3
Marginal analysis, p. 3
Resource, p. 3
Land, p. 3
Labor, p. 3
Capital, p. 3
Entrepreneurship, p. 3
Scarce, p. 3
Opportunity cost, p. 4
Microeconomics, p. 5
Macroeconomics, p. 5

Economic aggregates, p. 5
Positive economics, p. 6
Normative economics, p. 6
Business cycle, p. 11
Depression, p. 11
Recessions, p. 11
Expansions, p. 11
Employment, p. 11
Unemployment, p. 11
Labor force, p. 12
Unemployment rate, p. 12
Output, p. 12
Aggregate output, p. 12
Infl ation, p. 13
Defl ation, p. 13
Price stability, p. 13
Economic growth, p. 13

Model, p. 14
Other things equal (ceteris paribus) 

assumption, p. 14
Trade-off, p. 16
Production possibilities curve, p. 17
Effi cient, p. 18
Productive effi ciency, p. 18
Allocative effi ciency, p. 18
Technology, p. 21
Trade, p. 24
Gains from trade, p. 24
Specialization, p. 24
Comparative advantage, p. 27
Absolute advantage, p. 27
Terms of trade, p. 28

Key Terms

AP® Exam Practice Questions

Multiple-Choice Questions
 1. In a market economy, most choices about production 

and consumption are made by which of the following?
 a. politicians
 b. many individuals and fi rms
 c. the government
 d. managers
 e. economists

 2. Which of the following pairs indicates a category of 
resources and an example of that resource?

 Category  Example
 a. money   investment
 b. capital   money

 c. capital   minerals
 d. land   factory
 e. land   timber

 3. You can either go to a movie or study for an exam. 
Which of the following is an opportunity cost of 
 studying for the exam?

 a. a higher grade on the exam
 b. the price of a movie ticket
 c. the cost of paper, pens, books, and other study 

 materials
 d. the enjoyment from seeing the movie
 e. the sense of achievement from learning
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Read the 
Section Review 
and study the 
Key Terms 
at the end of 
each section. 

Start your review 
of each section by 
watching the special 
Section Review 
Video, indicated 
by the green play 
button. These reviews 
present the key ideas 
in the section using 
lots of visuals, down-
to-earth language, 
and a little humor.

Section 1 Review 35

SECTION 1
 13. In A.D. 100, the Frivoli discovered a new technique for 

making meatballs and doubled the quantity of meatballs 
they could produce each month. After the discovery of 
this new technique in Frivoli only, which tribe had an 
absolute advantage in meatball production and which 
had a comparative advantage in meatball production?

 Absolute advantage Comparative advantage
a. Tivoli Tivoli
b. Frivoli Frivoli
c. Tivoli Frivoli
d. Frivoli Tivoli
e. Frivoli both

 14. Which of the following is a basic source of economic 
growth in the production possibilities model?
a. specialization
b. effi ciency
c. opportunity cost
d. trade-offs
e. improved technology

 15. Comparative advantage explains which of the 
 following?
a. a country’s ability to produce more of a particular 

good or service
b. when production is considered effi cient
c. why the production possibilities curve is bowed 

outward
d. the source of gains from trade
e. why the production possibilities curve shifts 

 outward

Free-Response Question
  The Hatfi eld family lives on the east side of the Hatatoochie 
River and the McCoy family lives on the west side. Each 
family’s diet consists of fried chicken and corn on the cob, 
and each is self-suffi cient, raising its own chickens and 
growing its own corn.

  Assume the Hatfi eld family has a comparative advantage 
in the production of corn.
 1. Draw a correctly labeled graph showing a hypothetical 

production possibilities curve for the McCoy family.
 2. Which family has the comparative advantage in the 

production of chickens? Explain.
 3. Assuming that each family is producing effi ciently, 

how can the two families increase their consumption of 
both chicken and corn? 

  (5 points)
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Test yourself at the end of each section 
by tackling the AP® Exam Practice  
Questions. Here’s your chance to prove 
that you’ve mastered the Economics  
content and the types of questions you’ll 
see on the AP® exam! 
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The final pieces of the puzzle…Putting It All Together 
and the comprehensive AP® Practice Test

Interesting reading  
for after the Exam

• Use macroeconomic models to 
conduct policy analysis

• Improve your approach to free-
response macroeconomics 
questions

444 Section 8 The Open Economy: International Trade and Finance

In this Module, you will learn to:

Putting It All Together

IstockphotoIstockphoto
MODULE

45

Having completed our study of the basic macroeconomic models, we can use them to 
analyze scenarios and evaluate policy recommendations. In this module we develop 
a step-by-step approach to macroeconomic analysis. You can adapt this approach to 
problems involving any macroeconomic model, including models of aggregate demand 
and supply, production possibilities, money markets, and the Phillips curve. By the end 
of this module you will be able to combine mastery of the principles of macroeconom-
ics with problem solving skills to analyze a new scenario on your own. 

A Structure for Macroeconomic Analysis
In our study of macroeconomics we have seen questions about the macroeconomy take 
many different forms. No matter what the specifi c question, most macroeconomic 
problems have the following components:

 1. A starting point. To analyze any situation, you have to know where to start.

 2. A pivotal event. This might be a change in the economy or a policy response to the 
initial situation.

 3. Initial effects of the event. An event will generally have some initial, short-run effects.

 4. Secondary and long-run effects of the event. After the short-run effects run their course, 
there are typically secondary effects and the economy will move toward its long-run 
equilibrium.

For example, you might be asked to consider the following scenario and answer the 
 associated questions.

Assume the U.S. economy is currently operating at an aggregate output level above potential output. 
Draw a correctly labeled graph showing aggregate demand, short-run aggregate supply, long-run aggre-
gate supply, equilibrium output, and the aggregate price level. 

How will the Fed’s monetary policy 
change nominal interest rates?
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 The Role of Financial Markets 
 These days, almost everyone is connected in some way to  fi nancial markets . When you 
receive a paycheck, pay a bill, borrow money, or use a credit card, the fi nancial markets 
assist with the transaction. And a recent FDIC study found that about 91% of U.S. 
households have some form of checking or savings account. 

 In Module 22, we learned about the three tasks of a fi nancial system: to reduce trans-
actions costs, to reduce risk, and to provide liquidity. The fi nancial system performs 
these tasks largely through fi nancial intermediaries, such as banks and mutual funds. 
In Module 25, we looked at what banks do and how problems in the banking system 
can adversely affect the economy. Past problems have led to fi nancial regulations that 
help to ensure a safe and effi cient fi nancial system. But what happens in an economy 
when its fi nancial markets do not function well—or even worse, collapse? In this mod-
ule we will take another look at the role of fi nancial markets in the economy and the 
causes and consequences of fi nancial crises, including the 2008 fi nancial crisis. 

 The Importance of an Effi  cient 
Financial System 
 A well-functioning fi nancial system promotes the saving and investing required for long-
run economic growth. Depository institutions such as banks are a major part of an econ-
omy’s fi nancial system and are necessary to facilitate the fl ow of funds from lenders to 
borrowers. Let’s take a look at the role the banking system and other  fi nancial markets—
 the markets that channel private saving into investment spending—play in an economy 
and how problems in the fi nancial system can result in macroeconomic downturns. 

Financial markets are the 
markets (banking, stock, 
and bond) that channel 
private saving into investment 
spending.
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ENRICHMENT 
MODULE

A Financial Markets and Crises

In this Module, you will learn to:
• Describe the importance of a 

well-functioning fi nancial system

• List the causes of fi nancial crises in 
the economy

• Identify the macroeconomic 
consequences of fi nancial crises

• Explain the factors leading to the 
fi nancial crisis of 2008
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Putting It All Together The final module 
in macroeconomics, 45, teaches you 
how to use what you have learned to 
answer comprehensive, “real-world” 
questions about the macroeconomy, 
like the type you will see in the long 
section FRQ on the AP® Exam.

Learning about Economics doesn’t stop after 
you take the exam in May. Continue your study 
of Economics with Enrichment Modules and 
the Financial Literacy Handbook to help 
round out the course and to prepare you for 
further Economics study in college and beyond.

xxviii    Tools for Learning

AP® Macroeconomics 
Exam Practice Test

Multiple-Choice Questions
Refer to the figure below to answer Question 1.

Quantity of
capital goods

Quantity of consumer goods

B

A

PPC

 1. A movement from point A to point B illustrates which 
of the following?

 a. the opportunity cost of consumer goods
 b. an advance in technology
 c. an increase in available resources used to produce 

consumer goods
 d. an increase in the price of capital goods
 e. an increase in efficiency

Refer to the figure below to answer Question 2.

Quantity of
wheat (bushels)

Quantity of textiles (units)
150

100

0

 2. A country can produce either 100 bushels of wheat or 
150 units of textiles, as shown on the graph above. If an 
advance in technology affects only the production of 
textiles, what happens to the slope of the  production 
possibilities curve and the opportunity cost of wheat?

  Slope Opportunity cost of wheat
  a. no change no change
  b. decrease decrease
  c. increase increase
  d. no change increase
  e. decrease increase

 3. According to the concept of comparative  advantage, 
which of the following is true when countries  specialize 
and trade?

 a. Both countries will be better off.
 b. Total world output increases.
 c. The production possibilities curve for both 

 countries shifts outward.
 d. Prices fall in both countries.
 e. Deadweight loss is created.

Refer to the figure below to answer Question 4.

Quantity of
corn (bushels)

Quantity of computers500200

400

0

800

Country B’s PPC

Country A’s PPC

 4. Using equal amounts of labor hours, two countries, 
Alpha and Beta, can produce corn and computers as 
shown. Based on the information provided, which of 
the following is true?

 a. Country A has an absolute advantage in the 
 production of corn and computers.

 b. Country B has an absolute advantage in the 
 production of corn and computers.

 c. Country A has a comparative advantage in the 
 production of computers.

 d. Country B has a comparative advantage in the 
 production of corn.

 e. Country A has an absolute advantage in the 
 production of corn.

PRACTICE 
EXAM

AP® Macroeconomics Exam Practice Test PE-1

KrugAP2e_Practice Test Macro.indd   1 11/25/14   10:13 AM

Test your knowledge and readiness for the AP® 
exam by taking the end-of-book AP®-Style 
Practice Exams, which include 60 multiple-choice 
questions and three FRQs per exam, just like the 
official tests. Time yourself to simulate the actual 
exams. 
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For additional help…

Study when and where you want…

Tools for Learning xxix

Use the Strive for a 5 Guide 
companions to this text. Each 
Guide was written to work 
hand-in-glove with the text and 
includes a study guide followed 
by tips and advice on taking 
the exam and two more full AP® 
practice exams per guide.

Take the e-Book with you 
anywhere! Download the text to 
your home computer or tablet 
so you can stay up to date on 
reading assignments.
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SECTION

Module 1: The Study of 
Economics

Module 2: Introduction to 
Macroeconomics

Module 3: The Production 
Possibilities  
Curve Model

Module 4: Comparative 
Advantage and 
Trade

Appendix: Graphs in 
Economics

Economics by Example:  
What’s to Love About 
Economics?

Basic Economic 
Concepts

1

Common Ground

The annual meeting of the 
American Economic Association 
draws thousands of economists, 
young and old, famous and 

obscure. There are booksellers, busi-
ness meetings, and quite a few job 
interviews. But mainly the economists 
gather to talk and listen. During the 
busiest times, 60 or more presentations 
may be taking place simultaneously, on 
questions that range from the future of 
the stock market to who does the cook-
ing in two-earner families.

What do these people have in com-
mon? An expert on the stock market 
probably knows very little about the 
economics of housework, and vice versa. 
Yet an economist who wanders into the 
wrong seminar and ends up listening 
to presentations on some unfamiliar 
topic is nonetheless likely to hear much 
that is familiar. The reason is that all 
economic analysis is based on a set of 
common principles that apply to many 
different issues.

Some of these principles involve indi-
vidual choice—for economics is, first of 
all, about the choices that individuals 
make. Do you choose to work during 
the summer or take a backpacking trip? 
Do you download a new album or go to 
a movie? These decisions involve making 
a choice from among a limited number 

of alternatives—limited because no one 
can have everything that he or she 
wants. Every question in economics at 
its most basic level involves individuals 
making choices.

But to understand how an economy 
works, you need to understand more than 
how individuals make choices. None of 
us lives like Robinson Crusoe, alone on 
an island—we must make decisions in 
an environment that is shaped by the 
decisions of others. Indeed, in our global 
economy even the simplest decisions you 
make—say, what to have for breakfast—
are shaped by the decisions of thousands 
of other people, from the banana grower 
in Costa Rica who decided to grow the 
fruit you eat to the farmer in Iowa who 
provided the corn in your cornflakes. And 
because each one of us depends on so 
many others—and they, in turn, depend 
on us—our choices interact. So, although 
all economics at a basic level is about 
individual choice, in order to understand 

behavior within an economy we must also 
understand economic interaction—how my 
choices affect your choices, and vice versa.

Many important economic interac-
tions can be understood by looking at 
the markets for individual goods—for 
example, the market for corn. But we 
must also understand economy-wide 
interactions in order to understand 
how they can lead to the ups and downs 
we see in the economy as a whole.

In this section we discuss the study of 
economics and the difference between 
microeconomics and macroeconomics. 
We also introduce the major topics with-
in macroeconomics and the use of mod-
els to study the macroeconomy. Finally, 
we present the production possibilities 
curve model and use it to understand 
basic economic activity, including trade 
between two econ o mies. Because the 
study of economics relies on graphi-
cal models, an appendix on the use of 
graphs follows the end of this section.

?

One  
must 

choose!

http://www.istockphoto.com/


2    Section 1 Basic Economic Concepts

Individual Choice: The Core  
of Economics
Economics is the study of scarcity and choice. Every economic issue involves, at its most 
basic level, individual choice—decisions by individuals about what to do and what not to 
do. In fact, you might say that it isn’t economics if it isn’t about choice.

Step into a big store such as Walmart or Target. There are thousands of different 
products available, and it is extremely unlikely that you—or anyone else—could afford 
to buy everything you might want to have. Besides, there’s only so much space in your 
room. Given the limitations on your budget and your living space, you must choose 
which products to buy and which to leave on the shelf.

The fact that those products are on the shelf in the first place involves choice—the store 
manager chose to put them there, and the manufacturers of the products chose to produce 
them. The econom y is a system that coordinates choices about production with choices 
about consumption, and distributes goods and services to the people who want them. The 
United States has a market econom y, in which production and consumption are the result 
of decentralized decisions by many firms and individuals. There is no central authority 
telling people what to produce or where to ship it. Each individual producer makes what 
he or she thinks will be most profitable, and each consumer buys what he or she chooses.

An alternative to a market economy is a command econom y, in which industry is 
publicly owned and there is a central authority making production and consumption 
decisions. Command economies have been tried, most notably in the Soviet Union 
between 1917 and 1991, but they didn’t work very well. Producers in the Soviet Union 

The Study of Economics

• Explain how scarcity and choice 
are central to the study of 
economics

• Discuss the importance of 
opportunity cost in individual 
choice and decision making

• Explain the difference between 
positive economics and normative 
economics

• Identify areas of agreement 
and disagreement among 
economists 

• Distinguish between 
microeconomic concepts and 
macroeconomic concepts

MODULE

1
In this Module, you will learn to:

Economics is the study of 
scarcity and choice.

Individual choice is decisions 
by individuals about what to 
do, which necessarily involve 
decisions about what not to do.

An economy is a system 
for coordinating a society’s 
productive and consumptive 
activities.

In a market economy, 
the decisions of individual 
producers and consumers 
largely determine what, how, 
and for whom to produce, 
with little government 
involvement in the decisions.

In a command economy, 
industry is publicly owned and 
a central authority makes 
production and consumption 
decisions.

© 13/Tony Hopewell/Ocean/Corbis
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1
routinely found themselves unable to produce because they did not have crucial raw 
materials, or they succeeded in producing but then found that nobody wanted what the 
central authority had them produce. Consumers were often unable to find necessary 
items—command economies are famous for long lines at shops.

At the root of the problem with command economies is a lack of incentives, which 
are rewards or punishments that motivate particular choices. In market economies, 
producers are free to charge higher prices when there is a shortage of something, and to 
keep the resulting profits. High prices and profits provide incentives for producers to 
make more of the most-needed goods and services and to eliminate shortages. 

In fact, economists tend to be skeptical of any attempt to change people’s behavior 
that doesn’t change their incentives. For example, a plan that calls on manufacturers to 
reduce pollution voluntarily probably won’t be effective; a plan that gives them a finan-
cial incentive to do so is more likely to succeed.

Property rights, which establish ownership and grant individuals the right to trade 
goods and services with each other, create many of the incentives in market economies. 
With the right to own property comes the incentive to produce things of value, either to 
keep, or to trade for mutual gain. And ownership creates an incentive to put resources to 
their best possible use. Property rights to a lake, for example, give the owners an incentive 
not to pollute that lake if its use for recreation, serenity, or sale has greater value. 

In any economy, the decisions of what to do with the next ton of pollution, the next 
hour of free time, and the next dollar of spending money are marginal decisions. They 
involve trade-offs at the margin: comparing the costs and benefits of doing a little bit 
more of an activity versus a little bit less. The gain from doing something one more 
time is called the marginal benefit. The cost of doing something one more time is the 
marginal cost. If the marginal benefit of making another car, reading another page, or buy-
ing another latte exceeds the marginal cost, the activity should continue. Otherwise, it 
should not. The study of such decisions, known as marginal analysis, plays a central role 
in economics because the formula of doing things until the marginal benefit no longer 
exceeds the marginal cost is the key to deciding “how much” to do of any activity.

All economic activities involve individual choice. Let’s take a closer look at what this 
means for the study of economics.

Resources Are Scarce
You can’t always get what you want. Almost everyone would like to have a beautiful 
house in a great location (and help with the housecleaning), two or three luxury cars, 
and frequent vacations in fancy hotels. But even in a rich country like the United States, 
not many families can afford all of that. So they must make choices—whether to go to 
Disney World this year or buy a better car, whether to make do with a small backyard or 
accept a longer commute in order to live where land is cheaper.

Limited income isn’t the only thing that keeps people from having everything they 
want. Time is also in limited supply: there are only 24 hours in a day. And because the 
time we have is limited, choosing to spend time on one activity also means choosing not 
to spend time on a different activity—spending time studying for an exam means forgo-
ing a night at the movies. Indeed, many people feel so limited by the number of hours 
in the day that they are willing to trade money for time. For example, convenience stores 
usually charge higher prices than larger supermarkets. But they fulfill a valuable role by 
catering to customers who would rather pay more than spend the time traveling farther 
to a supermarket where they might also have to wait in longer lines.

Why do individuals have to make choices? The ultimate reason is that resources are 
scarce. A resource is anything that can be used to produce something else. The economy’s 
resources, sometimes called factors of production, can be classified into four categories: 
land (including timber, water, minerals, and all other resources that come from nature), 
labor (the effort of workers), capital (machinery, buildings, tools, and all other manu-
factured goods used to make other goods and services), and entrepreneurship (risk tak-
ing, innovation, and the organization of resources for production). A resource is scarce 

Incentives are rewards or 
punishments that motivate 
particular choices.

Property rights establish 
ownership and grant 
individuals the right to trade 
goods and services with 
each other.

Marginal analysis is the study 
of the costs and benefits of 
doing a little bit more of an 
activity versus a little bit less. 

A resource is anything that 
can be used to produce 
something else. 

Land refers to all resources 
that come from nature, such 
as minerals, timber, and 
petroleum. 

Labor is the effort of workers.

Capital refers to manufactured 
goods used to make other 
goods and services.

Entrepreneurship describes 
the efforts of entrepreneurs 
in organizing resources for 
production, taking risks to 
create new enterprises, and 
innovating to develop new 
products and production 
processes. 

A scarce resource is not 
available in sufficient 
quantities to satisfy all the 
various ways a society wants 
to use it.

AP® Exam Tip

Students of microeconomics should 
pay close attention to marginal 
analysis, as it is often tested on 
the AP® exam. Any time you see 
“ additional,” think “marginal.”

AP® Exam Tip

Be careful when you see key 
terms you think you already know, 
because economists have special 
meanings for many terms. For exam-
ple, scarcity is about more than just 
a limited amount of a good. For an 
economist, scarcity involves trying 
to satisfy unlimited consumer wants 
with limited resources. The differ-
ence is the relationship to unlimited 
 consumer wants.
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when there is not enough of it available to satisfy the various ways a society wants to use 
it. For example, there are limited supplies of oil and coal, which currently provide most 
of the energy used to produce and deliver everything we buy. And in a growing world 
economy with a rapidly increasing human population, even clean air and water have 
become scarce resources.

Just as individuals must make choices, the scarcity of resources means that society 
as a whole must make choices. One way for a society to make choices is simply to allow 
them to emerge as the result of many individual choices. For example, there are only so 
many hours in a week, and Americans must decide how to spend their time. How many 
hours will they spend going to supermarkets to get lower prices rather than saving time 
by shopping at convenience stores? The answer is the sum of individual decisions: each 
of the millions of individuals in the economy makes his or her own choice about where 
to shop, and society’s choice is simply the sum of those individual decisions.

For various reasons, there are some decisions that a society decides are best not left 
to individual choice. For example, two of the authors of this book live in an area that 
until recently was mainly farmland but is now being rapidly built up. Most local resi-
dents feel that the community would be a more pleasant place to live if some of the 
land were left undeveloped. But no individual has an incentive to keep his or her land as 
open space, rather than sell it to a developer. So a trend has emerged in many commu-
nities across the United States of local governments purchasing undeveloped land and 
preserving it as open space. Decisions about how to use scarce resources are often best 
left to individuals, but sometimes should be made at a higher, community- wide, level.

Opportunity Cost: The Real Cost of Something Is  
What You Must Give Up to Get It
Suppose it is the last term before you graduate from high school and you must decide 
which college to attend. You have narrowed your choices to a small liberal arts college 

near home or a large state university several hours away. If you decide to attend the 
 local liberal arts college, what is the cost of that decision? Of course, you will 

have to pay for tuition, books, and housing no matter which college you choose. 
 Added to the cost of choosing the local college is the forgone opportunity to 
attend the large state university, your next best alternative. Economists call 
the value of what you must give up when you make a particular choice an 
 opportunity cost.

Opportunity costs are crucial to individual choice because, in the end, all 
costs are opportunity costs. That’s because with every choice, an alternative is 

forgone—money or time spent on one thing can’t be spent on another. If you 
spend $15 on a pizza, you forgo the opportunity to spend that $15 on a steak. If you 
spend Saturday afternoon at the park, you can’t spend Saturday afternoon doing home-
work. And if you attend one school, you can’t attend another. 

The park and school examples show that economists are concerned with more than 
just costs paid in dollars and cents. The forgone opportunity to do homework has 
no direct monetary cost, but it is an opportunity cost nonetheless. And if the local 
college and the state university have the same tuition and fees, the cost of choosing 
one school over the other has nothing to do with payments and everything to do with 
forgone opportunities. 

Now suppose tuition and fees at the state university are $5,000 less than at the local 
college. In that case, what you give up to attend the local college is the ability to attend 
the state university plus the enjoyment you could have gained from spending $5,000 on 
other things. So the opportunity cost of a choice includes all the costs—whether or not 
they are monetary costs—of making that choice.

The choice to go to college at all provides an important final example of opportunity 
costs. High school graduates can either go to college or seek immediate employment. 
Even with a full scholarship that would make college “free” in terms of monetary costs, 
going to college would still be an expensive proposition because most young people, 

The real cost of an item is its 
opportunity cost: what you 
must give up in order to get it.

AP® Exam Tip

Questions on the AP® exam gener-
ally use the term capital to refer to 
the category of factors of produc-
tion made up of manufactured 
goods used to make other goods 
and services. Don’t confuse this 
type of capital with financial capital 
such as money, stocks, and bonds.
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LeBron James understood the 
concept of opportunity cost.
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1
if they were not in college, would have a job. By going to college, students forgo the 
income they could have earned if they had gone straight to work instead. Therefore, the 
opportunity cost of attending college is the value of all necessary monetary payments 
for tuition and fees plus the forgone income from the best available job that could take 
the place of going to college.

For most people the value of a college degree far exceeds the value of alternative 
earnings, with notable exceptions. The opportunity cost of going to college is high 
for  people who could earn a lot during what would otherwise be their college years. 
 Basketball star LeBron James bypassed college because the opportunity cost would 
have included his $13 million contract with the Cleveland Cavaliers and even more 
from corporate sponsors Nike and Coca-Cola. Facebook co-founder Mark Zuckerberg, 
Microsoft co-founder Bill Gates, and actor Matt Damon are among the high achievers 
who decided that the opportunity cost of completing college was too much to swallow. 

Microeconomics Versus Macroeconomics
We have presented economics as the study of choices and described how, at its most 
basic level, economics is about individual choice. The branch of economics concerned 
with how individuals make decisions and how those decisions interact is called micro-
economics. Microeconomics focuses on choices made by individuals, households, or 
firms—the smaller parts that make up the economy as a whole. 

Macroeconomics focuses on the bigger picture—the overall ups and downs of the 
economy. When you study macroeconomics, you learn how economists explain these 
fluctuations and how governments can use economic policy to minimize the damage 
they cause. Macroeconomics focuses on economic aggregates—economic measures 
such as the unemployment rate, the inflation rate, and gross domestic product—that 
summarize data across many different markets. 

Table 1.1 lists some typical questions that involve economics. A microeconomic ver-
sion of the question appears on the left, paired with a similar macroeconomic question 
on the right. By comparing the questions, you can begin to get a sense of the difference 
between microeconomics and macroeconomics.

Microeconomics is the study 
of how individuals, households, 
and firms make decisions and 
how those decisions interact.

Macroeconomics is 
concerned with the overall 
ups and downs of the 
economy.

Economic aggregates are 
economic measures that 
summarize data across  
many different markets.

As these questions illustrate, microeconomics focuses on how individuals and 
firms make decisions, and the consequences of those decisions. For example, a 
school will use microeconomics to determine how much it would cost to offer a new 
course, which includes the instructor’s salary, the cost of class materials, and so on. 
By weighing the costs and benefits, the school can then decide whether or not to 
offer the course. Macroeconomics, in contrast, examines the overall behavior of the 
economy—how the actions of all of the individuals and firms in the economy interact 
to produce a particular  economy-wide level of economic performance. For example, 

Table 1.1 Microeconomic Versus Macroeconomic Questions

Microeconomic Questions Macroeconomic Questions

Should I go to college or get a job after high 
school?

How many people are employed in the economy as a 
whole this year?

What determines the salary that Citibank offers 
to a new college graduate?

What determines the overall salary levels paid to 
workers in a given year?

What determines the cost to a high school of 
offering a new course?

What determines the overall level of prices in the 
economy as a whole?

What government policies should be adopted to 
make it easier for low-income students to attend 
college?

What government policies should be adopted to 
promote employment and growth in the economy as 
a whole?

What determines the number of iPhones ex-
ported to France?

What determines the overall trade in goods, services, 
and financial assets between the United States and the 
rest of the world?
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macroeconomics is concerned with the general level of prices in the economy and 
how high or low they are relative to prices last year, rather than with the price of a 
particular good or service.

Positive Versus Normative Economics
Economic analysis, as we will see throughout this book, draws on a set of basic eco-
nomic principles. But how are these principles applied? That depends on the purpose 
of the analysis. Economic analysis that is used to answer questions about the way the 
economy works, questions that have definite right and wrong answers, is known as posi-
tive economics. In contrast, economic analysis that involves saying how the economy 
should work is known as normative economics.

Imagine that you are an economic adviser to the governor of your state and the gov-
ernor is considering a change to the toll charged along the state turnpike. Below are 
three questions the governor might ask you.

 1. How much revenue will the tolls yield next year?

 2. How much would that revenue increase if the toll were raised from $1.00 to $1.50?

 3. Should the toll be raised, bearing in mind that a toll increase would likely reduce 
traffic and air pollution near the road but impose some financial hardship on fre-
quent commuters?

There is a big difference between the first two questions and the third one. The first two 
are questions about facts. Your forecast of next year’s toll revenue without any increase 
will be proved right or wrong when the numbers actually come in. Your estimate of the 
impact of a change in the toll is a little harder to check—the increase in revenue depends 
on other factors besides the toll, and it may be hard to disentangle the causes of any 
change in revenue. Still, in principle there is only one right answer.

But the question of whether or not tolls should be raised may not have a “right” 
answer—two people who agree on the effects of a higher toll could still disagree 

about whether raising the toll is a good idea. For example, someone 
who lives near the turnpike but doesn’t commute on it will care a lot 
about noise and air pollution but not so much about commuting costs. 
A regular commuter who doesn’t live near the turnpike will have the 
opposite priorities.

This example highlights a key distinction between the two roles 
of economic analysis and presents another way to think about the 
distinction between positive and normative analysis: positive eco-
nomics is about description, and normative economics is about pre-
scription. Positive economics occupies most of the time and effort of 
economists.

Looking back at the three questions the governor might ask, it is 
worth noting a subtle but important difference between questions 1 and 
2. Question 1 asks for a simple prediction about next year’s revenue—a 

forecast. Question 2 is a “what if” question, asking how revenue would change if the 
toll were to increase. Economists are often called upon to answer both types of ques-
tions. Economic models, which provide simplified representations of reality using, for 
example, graphs or equations, are especially useful for answering “what if” questions.

The answers to such questions often serve as a guide to policy, but they are still pre-
dictions, not prescriptions. That is, they tell you what will happen if a policy is changed, 
but they don’t tell you whether or not that result is good. Suppose that your economic 
model tells you that the governor’s proposed increase in highway tolls will raise property 
values in communities near the road but will tax or inconvenience people who currently 
use the turnpike to get to work. Does that information make this proposed toll increase 
a good idea or a bad one? It depends on whom you ask. As we’ve just seen, someone who 
is very concerned with the communities near the road will support the increase, but 

Positive economics is the 
branch of economic analysis 
that describes the way  
the economy actually works.

Normative economics makes 
prescriptions about the way 
the economy should work.

AP® Exam Tip

In economics, positive statements 
are about what is, while norma-
tive statements are about what 
should be.

Should the toll be raised?

Jo
hn

 G
re

im
/L

oo
p 

Im
ag

es
/C

or
bi

s



SECTION

Module 1 The Study of Economics 7

1
someone who is very concerned with the welfare of drivers will feel  differently. That’s a 
value judgment—it’s not a question of positive economic analysis.

Still, economists often do engage in normative economics and give policy advice. How 
can they do this when there may be no “right” answer? One answer is that economists are 
also citizens, and we all have our opinions. But economic analysis can often be used to 
show that some policies are clearly better than others, regardless of individual opinions.

Suppose that policies A and B achieve the same goal, but policy A makes everyone 
better off than policy B—or at least makes some people better off without making other 
people worse off. Then A is clearly more beneficial than B. That’s not a value judgment: 
we’re talking about how best to achieve a goal, not about the goal itself.

For example, two different policies have been used to help low-income families 
obtain housing: rent control, which limits the rents landlords are allowed to charge, 
and rent subsidies, which provide families with additional money with which to pay 
rent. Almost all economists agree that subsidies are the preferable policy. (In a later 
module we’ll see why this is so.) And so the great majority of economists, whatever their 
personal politics, favor subsidies over rent control.

When policies can be clearly ranked in this way, then economists generally agree. But 
it is no secret that economists sometimes disagree.

When and Why Economists Disagree
Economists have a reputation for arguing with each other. Where does this reputation 
come from? One important answer is that media coverage tends to exaggerate the real 
differences in views among economists. If nearly all economists agree on an issue—for 
example, the proposition that rent controls lead to housing shortages—reporters and 
editors are likely to conclude that there is no story worth covering, and so the pro-
fessional consensus tends to go unreported. But when there is some issue on which 
prominent economists take opposing sides—for example, whether cutting taxes right 
now would help the economy—that does make a good news story. So you hear much 
more about the areas of disagreement among economists than you do about the many 
areas of agreement.

It is also worth remembering that economics, unavoidably, is often tied up in poli-
tics. On a number of issues, powerful interest groups know what opinions they want 
to hear. Therefore, they have an incentive to find and promote economists who profess 
those opinions, which gives these economists a prominence and visibility out of pro-
portion to their support among their colleagues.

Although the appearance of disagreement among economists exceeds the reality, it 
remains true that economists often do disagree about important things. For example, 
some highly respected economists argue vehemently that the U.S. 
government should replace the income tax with a value-added tax 
(a national sales tax, which is the main source of government reve-
nue in many European countries). Other equally respected econo-
mists disagree. What are the sources of this difference of opinion?

One important source of differences is in values: as in any 
diverse group of individuals, reasonable people can differ. In 
comparison to an income tax, a value-added tax typically falls 
more heavily on people with low incomes. So an economist who 
values a society with more social and income equality will likely 
oppose a value-added tax. An economist with different values 
will be less likely to oppose it.

A second important source of differences arises from the way 
economists conduct economic analysis. Economists base their 
conclusions on models formed by making simplifying assump-
tions about reality. Two economists can legitimately disagree 
about which simplifications are appropriate—and therefore 
arrive at different conclusions. To
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Suppose that the U.S. government was considering a value-added tax. Economist A 
may rely on a simplification of reality that focuses on the administrative costs of tax 
systems—that is, the costs of monitoring compliance, processing tax forms, collecting 
the tax, and so on. This economist might then point to the well-known high costs of 
administering a value-added tax and argue against the change. But economist B may 
think that the right way to approach the question is to ignore the administrative costs 
and focus on how the proposed law would change individual savings behavior. This 
economist might point to studies suggesting that value-added taxes promote higher 
consumer saving, a desirable result. Because the economists have made different sim-
plifying assumptions, they arrive at different conclusions. And so the two economists 
may find themselves on different sides of the issue.

Most such disputes are eventually resolved by the accumulation of evidence that 
shows which of the various simplifying assumptions made by economists does a bet-
ter job of fitting the facts. However, in economics, as in any science, it can take a long 
time before research settles important disputes—decades, in some cases. And since the 
economy is always changing in ways that make old approaches invalid or raise new 
policy questions, there are always new issues on which economists disagree. The policy 
maker must then decide which economist to believe.

“If all the economists in the world 
were laid end to end, they still 
couldn’t reach a conclusion.” So 
goes one popular economist joke. 
But do economists really disagree 
that much?

Not according to a classic survey 
of members of the American Eco-
nomic Association, reported in the 
May 1992 issue of the American Eco-
nomic Review. The authors asked  
respondents to agree or disagree 
with a number of statements about 

the economy; what they found was a 
high level of agreement among pro-
fessional economists on many of the 
statements. At the top of the list, with  
more than 90% of the economists 
agreeing, were the statements “Tariffs 
and import quotas usually reduce 
general economic welfare” and “A 
ceiling on rents reduces the quantity 
and quality of housing available.” 
What’s striking about these two state-
ments is that many noneconomists 
disagree: tariffs and import quotas to 

keep out foreign-produced goods 
are favored by many voters, and pro-
posals to do away with rent control in 
cities like New York and San Francisco 
have met fierce political opposition.

So is the stereotype of quarrel-
ing economists a myth? Not entirely. 
Economists do disagree quite a lot 
on some issues, especially in macro-
economics, but they also find a great 
deal of common ground.

When Economists AgreeFYI

 1. Provide an example of a resource from each of the four 
categories of resources.

 2. What type of resource is each of the following?
 a. time spent flipping hamburgers at a restaurant
 b. a bulldozer
 c. a river

 3. You make $45,000 per year at your current job with 
Whiz Kids Consultants. You are considering a job offer 
from Brainiacs, Inc., which would pay you $50,000  
per year. Is each of the following elements an oppor-
tunity cost of accepting the new job at Brainiac, Inc.? 

Answer yes or no, and explain your answer.
 a. the increased time spent commuting to your new job
 b. the $45,000 salary from your old job
 c. the more spacious office at your new job

 4. Identify each of the following statements as positive or 
normative, and explain your answer.

 a. Society should take measures to prevent people from 
engaging in dangerous personal behavior.

 b. People who engage in dangerous personal behavior 
impose higher costs on society through higher medi-
cal costs.

Check Your Understanding

MODULE 1 Review
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 1. Which of the following is an example of a resource? 

 I. petroleum
 II. a factory
 III. a cheeseburger dinner

 a. I only
 b. II only
 c. III only
 d. I and II only
 e. I, II, and III

 2. Which of the following is not an example of resource 
scarcity?

 a. There is a finite amount of petroleum in the world.
 b. Farming communities are experiencing droughts.
 c. There are not enough physicians to satisfy all desires 

for health care in the United States.
 d. Cassette tapes are no longer being produced.
 e. Teachers would like to have more instructional tech-

nology in their classrooms. 

 3. Suppose that you prefer reading a book you already 
own to watching TV and that you prefer watching 
TV to listening to music. If these are your only three 
choices, what is the opportunity cost of reading? 

 a. watching TV and listening to music
 b. watching TV

 c. listening to music
 d. sleeping
 e. the price of the book

 4. Which of the following statements is/are normative?
 I. The price of gasoline is rising.
 II. The price of gasoline is too high.
 III. Gas prices are expected to fall in the near future.

 a. I only
 b. II only
 c. III only
 d. I and III only
 e. I, II, and III

 5. Which of the following questions is studied in 
 microeconomics?

 a. Should I go to college or get a job after I graduate?
 b. What government policies should be adopted to 

promote employment in the economy?
 c. How many people are employed in the economy 

this year?
 d. Has the overall level of prices in the economy 

increased or decreased this year?
 e. What determines the overall salary levels paid to 

workers in a given year?

Tackle the Test: Multiple-Choice Questions

Tackle the Test: Free-Response Questions
 1. Define the term resources, and list the four categories of 

resources. What characteristic of resources results in 
the need to make choices?

Rubric for FRQ 1 (6 points)
1 point: Resources are anything that can be used to pro-

duce something else.
1 point each: The four categories of the economy’s 

resources are land, labor, capital, and entrepreneurship.
1 point: The characteristic that results in the need to 

make choices is scarcity.

 2. In what type of economic analysis do questions have a 
“right” or “wrong” answer? In what type of economic 
analysis do questions not necessarily have a “right” 
answer? On what type of economic analysis do econo-
mists tend to disagree most frequently? Why might 
economists disagree? Explain. 
(5 points)




