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Confidence-Building Graphs
use color to show the direction of shifts and 
detailed, numbered captions guide students 
step-by-step through the action. 

100% of the figures are animated in 
 MyEconLab, with step-by-step audio narration.

A Learning-by-Doing 
Approach
The Checklist that begins each chapter 
highlights the key topics covered and the 
chapter is divided into sections that directly 
correlate to the Checklist.

The Checkpoint that ends each section 
provides a full page of practice problems to 
encourage students to review the material 
while it is fresh in their minds. 

Each chapter opens with a question about 
a central issue that sets the stage for the 
 material.

delivers a complete, hands-on learning system designed  
around active learning.

Eye On boxes apply theory to 
important issues and problems 
that shape our global society and 
 individual decisions.



• �Dynamic Study Modules�—With�a�focus�on�key�topics,�these�modules�work�
by�continuously�assessing�student�performance�and�activity�in�real�time��
and,�using�data�and�analytics,�provide�personalized�content�to�reinforce�
concepts�that�target�each�student’s�particular�strengths�and�weaknesses.

Practice,�Engage,�and�Assess
• �Enhanced eText—The�Pearson�eText�gives�students�access�to�their�

textbook�anytime,�anywhere.�In�addition�to�note-taking,�highlighting,�and�
bookmarking,�the�Pearson�eText�offers�interactive�and�sharing�features.�
Students�actively�read�and�learn�through�auto-graded�practice,�real-time�
data-graphs,�figure�animations,�author�videos,�and�more.�Instructors�can�
share�comments�or�highlights,�and�students�can�add�their�own,�for�a�tight�
community�of�learners�in�any�class.

• �Practice—Algorithmically�generated�homework�and�study�plan�exercises�
with�instant�feedback�ensure�varied�and�productive�practice,�helping�students�
improve�their�understanding�and�prepare�for�quizzes�and�tests.�Draw-graph�
exercises�encourage�students�to�practice�the�language�of�economics.

• �Digital Interactives—Digital�Interactives�are�engaging�assessment�activities�that�
promote�critical�thinking�and�application�of�key�economic�principles.�Each�Digital�
Interactive�has�progressive�levels�where�students�can�explore,�apply,�compare,�and�
analyze�economic�principles.�Many�Digital�Interactives�include�real�time�data�from�FRED®�
that�displays,�in�graph�and�table�form,�up-to-the-minute�data�on�key�macro�variables.�
Digital�Interactives�can�be�assigned�and�graded�within�MyEconLab,�or�used�as�a�lecture�
tool�to�encourage�engagement,�classroom�conversation,�and�group�work.

• �Learning Resources—Personalized�learning�aids�such�as�Help�Me�Solve��
This�problem�walkthroughs�and�Figure�Animations�provide�on-demand�help�
when�students�need�it�most.�

• �Personalized Study Plan���—Assists�students�in�monitoring�their�own��
progress�by�offering�them�a�customized�study�plan�based�on�Homework,��
Quiz,�and�Test�results.�Includes�regenerated�exercises�with�unlimited�
practice,�as�well�as�the�opportunity�to�earn�mastery�points�by�completing�
quizzes�on�recommended�learning�objectives.



with�MyEconLab®

• �NEW:�Math Review Exercises in MyEconLab—MyEconLab�now�offers�an�
array�of�assignable�and�auto-graded�exercises�that�cover�fundamental�math�
concepts.�Geared�specifically�toward�principles�and�intermediate�economics�
students,�these�exercises�aim�to�increase�student�confidence�and�success�
in�these�courses.�Our�new�Math�Review�is�accessible�from�the�assignment�
manager�and�contains�over�150�graphing,�algebra,�and�calculus�exercises�for�
homework,�quiz,�and�test�use.

• �Current News Exercises�—Every�week,�current�microeconomic�and�
macroeconomic�news�articles�or�videos,�with�accompanying�exercises,�are�posted�
to�MyEconLab.�Assignable�and�auto-graded,�these�multi-part�exercises�ask�
students�to�recognize�and�apply�economic�concepts�to�real-world�events.

• �Real-Time Data Analysis Exercises—Using�current�macro�data�to�help�
students�understand�the�impact�of�changes�in�economic�variables,�Real-Time�
Data�Analysis�Exercises�communicate�directly�with�the�Federal�Reserve�Bank�
of�St.�Louis’s�FRED®�site�and�update�as�new�data�are�available.

• �Experiments—Flexible,�easy-to-assign,�auto-graded,�and�available�in�Single�
Player�and�Multiplayer�versions,�Experiments�in�MyEconLab�make�learning�
fun�and�engaging.��

• �Reporting Dashboard—View,�analyze,�and�report�learning�outcomes�
clearly�and�easily.��Available�via�the�Gradebook�and�fully�mobile-ready,�
the�Reporting�Dashboard�presents�student�performance�data�at�the��
class,�section,�and�program�levels�in�an�accessible,�visual�manner.

• �Mobile Ready—Students�and�instructors�can�access�multimedia�
resources�and�complete�assessments�right�at�their�fingertips,�on�any�
mobile�device.

• �LMS Integration—Link�from�any�LMS�platform�to�access�assignments,��
rosters,�and�resources,�and�synchronize�MyLab�grades�with�your�LMS�
gradebook.�For�students,�new�direct,�single�sign-on�provides�access�to�all�the�
personalized�learning�MyLab�resources�that�make�studying�more�efficient�and�
effective.

A L W A Y S  L E A R N I N G



This page intentionally left blank 



Robin Bade
Michael Parkin
University of Western Ontario

Foundations of

MICROECONOMICS

Eighth Edition

330 Hudson Street, NY NY 10013



Copyright © 2018, 2015, 2013 by Pearson Education, Inc. or its affiliates. All Rights Reserved. 
 Manufactured in the United States of America. This publication is protected by copyright, and 
 permission should be obtained from the publisher prior to any prohibited reproduction, storage in  
a retrieval system, or transmission in any form or by any means, electronic, mechanical, photocopying, 
recording, or otherwise. For information regarding permissions, request forms, and the appropriate 
contacts within the Pearson Education Global Rights and Permissions department, please visit www 
.pearsoned.com/permissions/.

Acknowledgments of third-party content appear on the appropriate page within the text and on  
pages C-1–C-2, which constitutes an extension of this copyright page.

PEARSON, ALWAYS LEARNING, and MYECONLAB® are exclusive trademarks owned by Pearson 
Education, Inc. or its affiliates in the U.S. and/or other countries.

Unless otherwise indicated herein, any third-party trademarks, logos, or icons that may appear in 
this work are the property of their respective owners, and any references to third-party trademarks, 
logos, icons, or other trade dress are for demonstrative or descriptive purposes only. Such references 
are not intended to imply any sponsorship, endorsement, authorization, or promotion of Pearson’s 
products by the owners of such marks, or any relationship between the owner and Pearson Education, 
Inc., or its affiliates, authors, licensees, or distributors.

Library of Congress Cataloging-in-Publication Data

Names: Bade, Robin, author. | Parkin, Michael, 1939– author.
Title: Foundations of economics / Robin Bade, Michael Parkin, University of Western Ontario.
Description: 8th edition. | Boston : Pearson, [2016] | Revised edition of the authors’ Foundations  
 of economics, [2015] | Includes bibliographical references and index.
Identifiers: LCCN 2016043511 | ISBN 9780134486819 | ISBN 9780134491981 (foundations of  
  microeconomics) | ISBN 9780134492001 (foundations of macroeconomics) | ISBN 9780134491974  
 (essential foundations of economics) 
Subjects: LCSH: Economics.
Classification: LCC HB171.5 .B155 2016 | DDC 330—dc23
LC record available at https://lccn.loc.gov/2016043511

ISBN 10:      0-134-49198-X
ISBN 13:  978-0-134-49198-1

Vice President, Business Publishing: Donna Battista
Director of Portfolio Management: Adrienne 

D’Ambrosio
Portfolio Manager: Ashley Bryan
Editorial Assistant: Michelle Zeng
Vice President, Product Marketing: Roxanne McCarley
Director of Strategic Marketing: Brad Parkins
Strategic Marketing Manager: Deborah Strickland
Product Marketer: Tricia Murphy
Field Marketing Manager: Ramona Elmer
Field Marketing Assistant: Kristen Compton
Product Marketing Assistant: Jessica Quazza
Vice President, Production and Digital Studio, Arts 

and Business: Etain O’Dea
Director of Production, Business: Jeff Holcomb
Managing Producer, Business: Alison Kalil
Content Producer: Nancy Freihofer

Operations Specialist: Carol Melville
Creative Director: Blair Brown
Manager, Learning Tools: Brian Surette
Managing Producer, Digital Studio, Arts and  

Business: Diane Lombardo
Digital Studio Producer: Melissa Honig
Digital Studio Producer: Alana Coles
Digital Content Team Lead: Noel Lotz
Digital Content Project Lead: Noel Lotz
Full-Service Project Management and  

Composition: Integra Software Services
Interior Design: Integra Software Services
Cover Design: Jon Boylan
Cover Art: Doug Lemke/www.shutterstock.com
Technical Illustrator: Richard Parkin
Printer/Binder: R.R. Donnelley
Cover Printer: Phoenix Color

1 16

https://lccn.loc.gov/2016043511
http://www.shutterstock.com


To Erin, Tessa, Jack, Abby, and Sophie



This page intentionally left blank 



about the authors

Robin Bade was an undergraduate at the University of Queensland, 
Australia, where she earned degrees in mathematics and economics. After a spell 
teaching high school math and physics, she enrolled in the Ph.D. program at 
the Australian National University, from which she graduated in 1970. She has 
held faculty appointments at the University of Edinburgh in Scotland, at Bond 
 University in Australia, and at the Universities of Manitoba, Toronto, and West-
ern Ontario in Canada. Her research on international capital flows appears in the 
International Economic Review and the Economic Record.

Robin first taught the principles of economics course in 1970 and has taught 
it (alongside intermediate macroeconomics and international trade and finance) 
most years since then. She developed many of the ideas found in this text while 
conducting tutorials with her students at the University of Western Ontario.

Michael Parkin studied economics in England and began his 
 university teaching career immediately after graduating with a B.A. from the 
University of Leicester. He learned the subject on the job at the University of 
 Essex, England’s most exciting new university of the 1960s, and at the age of 
30 became one of the youngest full professors. He is a past president of the 
Canadian Economics Association and has served on the editorial boards of the 
American Economic Review and the Journal of Monetary Economics. His research on 
macroeconomics, monetary economics, and international economics has resulted 
in more than 160 publications in journals and edited volumes, including the 
American Economic Review, the Journal of Political Economy, the Review of Economic 
Studies, the Journal of Monetary Economics, and the Journal of Money, Credit, and 
Banking. He is author of the best-selling textbook, Economics (Pearson), now in its 
Twelfth Edition.

Robin and Michael are a wife-and-husband team. Their most notable joint 
 research created the Bade-Parkin Index of central bank independence and 
spawned a vast amount of research on that topic. They don’t claim credit for 
the independence of the new European Central Bank, but its constitution and 
the movement toward greater independence of central banks around the world 
were aided by their pioneering work. Their joint textbooks include Macroeconom-
ics (Prentice-Hall), Modern Macroeconomics (Pearson Education Canada), and 
Economics: Canada in the Global Environment, the Canadian adaptation of Parkin, 
Economics (Addison-Wesley). They are dedicated to the challenge of explaining 
economics ever more clearly to a growing body of students.

Music, the theater, art, walking on the beach, and five grandchildren 
 provides their relaxation and fun.

ix



This page intentionally left blank 



xi

MiCRoEConoMiCs

PaRt 1 intRoduCtion  
 1 Getting Started 1
 2 The U.S. and Global Economies 33
 3 The Economic Problem 59
 4 Demand and Supply 83

PaRt 2 a ClosER look at MaRkEts  
 5 Elasticities of Demand and Supply 113
 6 Efficiency and Fairness of Markets 139

PaRt 3 how govERnMEnts inFluEnCE thE EConoMy  
 7 Government Actions in Markets 169
 8 Taxes 191
 9 Global Markets in Action 215

PaRt 4 MaRkEt FailuRE and PubliC PoliCy  
 10 Externalities 243
 11 Public Goods and Common Resources 267
 12 Private Information and Healthcare Markets 293

PaRt 5 a ClosER look at dECision MakERs  
 13 Consumer Choice and Demand 319
 14 Production and Cost 347

PaRt 6 PRiCEs, PRoFits, and industRy PERFoRManCE  
 15 Perfect Competition 375
 16 Monopoly 403
 17 Monopolistic Competition 435
 18 Oligopoly 459

PaRt 7 inCoMEs and inEquality  
 19 Markets for Factors of Production 487
 20 Economic Inequality 511

  Glossary G-1
  Index I-1
  Credits C-1

brief Contents



This page intentionally left blank 



  xiii

■	 EYE on YOUR LIFE
Your Time Allocation 17

■	 EYE on the PAST
Adam Smith and the Birth of Economics as a Social 

Science 18

CHAPTER 2 

 The U.S. and Global Economies 33
CHAPTER CHECkLIST 33

2.1 What, How, and for Whom? 34
What Do We Produce? 34
How Do We Produce? 36
For Whom Do We Produce? 39

CHECkPOINT 2.1 40

2.2 The Global Economy 41
The People 41
The Economies 41
What in the Global Economy 42
How in the Global Economy 44
For Whom in the Global Economy 44

CHECkPOINT 2.2 47

2.3 The Circular Flows 48
Households and Firms 48
Markets 48
Real Flows and Money Flows 48
Governments 50
Governments in the Circular Flow 51
Circular Flows in the Global Economy 52

CHECkPOINT 2.3 54

CHAPTER SUMMARY 55

CHAPTER CHECkPOINT 56

■	 EYE on the U.S. ECONOMY
What We Produce 35

CHAPTER 1 

 Getting Started 1
CHAPTER CHECkLIST 1

1.1 Definition and Questions 2
Scarcity 2
Economics Defined 2
What, How, and For Whom? 3
Can the Pursuit of Self-Interest Be in the Social  Interest? 4

CHECkPOINT 1.1 7

1.2 The Economic Way of Thinking 8
A Choice Is a Tradeoff 8
Cost: What You Must Give Up 8
Benefit: What You Gain 9
Rational Choice 9
How Much? Choosing at the Margin 10
Choices Respond to Incentives 11

CHECkPOINT 1.2 13

1.3 Economics as a Life Skill 14
Economics as a Decision Tool 14
Economics as a Social Science 14
Economics as an Aid to Critical Thinking 16

CHECkPOINT 1.3 18

CHAPTER SUMMARY 19

CHAPTER CHECkPOINT 20

Appendix: Making and Using Graphs 23
Basic Idea 23
Interpreting Data Graphs 24
Interpreting Graphs Used in Economic Models 26
The Slope of a Relationship 29
Relationships Among More Than Two Variables 30

APPENDIx CHECkPOINT 32

■	 EYE on the BENEFIT AND COST OF SCHOOL
Did You Make the Right Decision? 12

PaRt 1 intRoduCtion  

Contents

xiii



xiv Contents

■	 EYE on the U.S. ECONOMY
Expanding Our Production Possibilities 71

■	 EYE on the GLOBAL ECONOMY
Hong Kong’s Rapid Economic Growth 72

■	 EYE on the U.S. ECONOMY
No One Knows How to Make a Pencil 73

■	 EYE on YOUR LIFE
Your Comparative Advantage 77

CHAPTER 4 

 Demand and Supply 83
CHAPTER CHECkLIST 83

 Competitive Markets 84

4.1 Demand 85
The Law of Demand 85
Demand Schedule and Demand Curve 85
Individual Demand and Market Demand 87
Changes in Demand 88
Change in Quantity Demanded Versus Change in 

 Demand 90

CHECkPOINT 4.1 91

4.2 Supply 92
The Law of Supply 92
Supply Schedule and Supply Curve 92
Individual Supply and Market Supply 94
Changes in Supply 95
Change in Quantity Supplied Versus Change in 

 Supply 97

CHECkPOINT 4.2 99

4.3 Market Equilibrium 100
Price: A Market’s Automatic Regulator 100
Predicting Price Changes: Three Questions 101
Effects of Changes in Demand 102
Effects of Changes in Supply 104
Effects of Changes in Both Demand and  

Supply 106

CHECkPOINT 4.3 108

CHAPTER SUMMARY 109

CHAPTER CHECkPOINT 110

■	 EYE on YOUR LIFE
Understanding and Using Demand and Supply 98

■	 EYE on the GLOBAL ECONOMY
The Markets for Cocoa and Chocolate 103

■	 EYE on the PRICE OF COFFEE
Why Did the Price of Coffee Rise in 2014? 105

■	 EYE on the PAST
Changes in What We Produce 36

■	 EYE on the U.S. ECONOMY
Changes in How We Produce in the Information 

Economy 38

■	 EYE on the DREAMLINER
Who Makes the Dreamliner? 43

■	 EYE on the GLOBAL ECONOMY
Differences in How We Produce 45

■	 EYE on YOUR LIFE
The U.S. and Global Economies in Your Life 47

■	 EYE on the PAST
Growing Government 52

■	 EYE on the GLOBAL ECONOMY
The Ups and Downs in International Trade 54

CHAPTER 3 

 The Economic Problem 59
CHAPTER CHECkLIST 59

3.1 Production Possibilities 60
Production Possibilities Frontier 60
How the PPF Illustrates Scarcity and Its 

 Consequences 61

CHECkPOINT 3.1 65

3.2 Opportunity Cost 66
The Opportunity Cost of a Smartphone 66
Opportunity Cost and the Slope of the PPF 67
Opportunity Cost Is a Ratio 67
Increasing Opportunity Costs Are Everywhere 68
Your Increasing Opportunity Cost 68

CHECkPOINT 3.2 69

3.3 Economic Growth 70
CHECkPOINT 3.3 72

3.4 Specialization and Trade 73
Absolute Advantage and Comparative Advantage 73
Comparative Advantage: A Model 74
Achieving Gains from Trade 76
The Economy’s Production Possibilities Frontier 77

CHECkPOINT 3.4 78

CHAPTER SUMMARY 79

CHAPTER CHECkPOINT 80

■	 EYE on YOUR LIFE
Your Production Possibilities Frontier 64

■	 EYE on the ENvIRONMENT
Is Wind Power Free? 68



 Contents xv

CHAPTER 6 

 Efficiency and Fairness  
of Markets 139
CHAPTER CHECkLIST 139

6.1 Allocation Methods and Efficiency 140
Resource Allocation Methods 140
Using Resources Efficiently 143

CHECkPOINT 6.1 147

6.2 value, Price, and Consumer Surplus 148
Demand and Marginal Benefit 148
Consumer Surplus 149

CHECkPOINT 6.2 150

6.3 Cost, Price, and Producer Surplus 151
Supply and Marginal Cost 151
Producer Surplus 152

CHECkPOINT 6.3 153

6.4 Are Markets Efficient? 154
Marginal Benefit Equals Marginal Cost 154
Total Surplus Is Maximized 155
The Invisible Hand 155
Market Failure 157
Sources of Market Failure 158
Alternatives to the Market 159

CHECkPOINT 6.4 160

6.5 Are Markets Fair? 161
It’s Not Fair If the Rules Aren’t Fair 161
It’s Not Fair If the Result Isn’t Fair 161
Compromise 163

CHECkPOINT 6.5 164

CHAPTER SUMMARY 165

CHAPTER CHECkPOINT 166

■	 EYE on the U.S. ECONOMY
The Invisible Hand and e-Commerce 156

■	 EYE on PRICE GOUGING
Should Price Gouging Be Illegal? 162

■	 EYE on YOUR LIFE
Allocation Methods, Efficiency, and Fairness 163

CHAPTER 5 

 Elasticities of Demand  
and Supply 113
CHAPTER CHECkLIST 113

5.1 The Price Elasticity of Demand 114
Percentage Change in Price 114
Percentage Change in Quantity Demanded 115
Comparing the Percentage Changes in Price  

and Quantity 115
Elastic and Inelastic Demand 116
Influences on the Price Elasticity of Demand 116
Computing the Price Elasticity of Demand 118
Interpreting the Price Elasticity of Demand 

 Number 119
Elasticity Along a Linear Demand Curve 120
Total Revenue and the Price Elasticity of Demand 122

CHECkPOINT 5.1 125

5.2 The Price Elasticity of Supply 126
Elastic and Inelastic Supply 126
Influences on the Price Elasticity of Supply 126
Computing the Price Elasticity of Supply 128

CHECkPOINT 5.2 130

5.3 Cross Elasticity and Income Elasticity 131
Cross Elasticity of Demand 131
Income Elasticity of Demand 132

CHECkPOINT 5.3 134

CHAPTER SUMMARY 135

CHAPTER CHECkPOINT 136

■	 EYE on the GLOBAL ECONOMY
Price Elasticities of Demand 121

■	 EYE on ELASTICITY AT THE COFFEE SHOP
What Do You Do When Starbucks Raises the Price  

of a Latte? 123

■	 EYE on the U.S. ECONOMY
Two Applications of the Price Elasticity of 

Demand 124

■	 EYE on YOUR LIFE
Your Price Elasticities of Demand 133

PaRt 2 a ClosER look at MaRkEts 



xvi Contents

Incidence, Inefficiency, and Elasticity 194
Incidence, Inefficiency, and the Elasticity of  

Demand 195
Incidence, Inefficiency, and the Elasticity of  

Supply 196

CHECkPOINT 8.1 197

8.2  Income Taxes and Social Security Taxes 198
The Effects of the Income Tax 198
The Social Security Tax 202

CHECkPOINT 8.2 205

8.3 Fairness and the Big Tradeoff 206
The Benefits Principle 206
The Ability-to-Pay Principle 206
Ability to Pay and Tax Progressivity 207
The Big Tradeoff and Alternative Tax  

Proposals 207

CHECkPOINT 8.3 210

CHAPTER SUMMARY 211

CHAPTER CHECkPOINT 212

■	 EYE on the U.S. ECONOMY
Taxes in the United States Today 199

■	 Eye on CONGRESS
Does Congress Decide Who Pays the Taxes? 203

■	 EYE on the PAST
The Origins and History of the U.S.  

Income Tax 204

■	 EYE on YOUR LIFE
Tax Freedom Day 204

■	 EYE on the U.S. ECONOMY
The Progressive Income Tax 208

CHAPTER 9 

 Global Markets in Action 215
CHAPTER CHECkLIST 215

9.1 How Global Markets Work 216
International Trade Today 216
What Drives International Trade? 216
Why the United States Imports T-Shirts 218
Why the United States Exports Airplanes 219

CHECkPOINT 9.1 220

CHAPTER 7 

 Government Actions in 
Markets 169
CHAPTER CHECkLIST 169

7.1 Price Ceilings 170
A Rent Ceiling 170
Are Rent Ceilings Efficient? 173
Are Rent Ceilings Fair? 174
If Rent Ceilings Are So Bad, Why Do We  

Have Them? 174

CHECkPOINT 7.1 175

7.2 Price Floors 176
The Minimum Wage 177
Is the Minimum Wage Efficient? 180
Is the Minimum Wage Fair? 181
If the Minimum Wage Is So Bad, Why Do We  

Have It? 181

CHECkPOINT 7.2 182

7.3 Production Quotas 183
Production Quota: An Example 183

CHECkPOINT 7.3 186

CHAPTER SUMMARY 187

CHAPTER CHECkPOINT 188

■	 EYE on the U.S. ECONOMY
Minimum Wages and Employment 179

■	 EYE on PRICE REGULATION
Can Congress Repeal the Law of Market Forces? 181

■	 EYE on the GLOBAL ECONOMY
Production Quotas 183

■	 EYE on YOUR LIFE
Price Ceilings and Price Floors You Encounter 185

CHAPTER 8 

 Taxes 191
CHAPTER CHECkLIST 191

8.1 Taxes on Buyers and Sellers 192
Tax Incidence 192
Taxes and Efficiency 193
Tax Burden 194

PaRt 3 how govERnMEnts inFluEnCE thE EConoMy 



 Contents xvii

Why Is International Trade Restricted? 236

CHECkPOINT 9.4 238

CHAPTER SUMMARY 239

CHAPTER CHECkPOINT 240

■	 EYE on the U.S. ECONOMY
U.S. Exports and Imports 217

■	 Eye on GLOBALIZATION
Who Wins and Who Loses from Globalization? 221

■	 EYE on the PAST
The History of U.S. Tariffs 225

■	 EYE on YOUR LIFE
International Trade 237

9.2  Winners, Losers, and Net Gains From 
Trade 221
Gains and Losses from Imports 222
Gains and Losses from Exports 223

CHECkPOINT 9.2 224

9.3 International Trade Restrictions 225
Tariffs 225
Import Quotas 229
Other Import Barriers 231
Export Subsidies 231

CHECkPOINT 9.3 232

9.4 The Case Against Protection 233
Three Traditional Arguments for Protection 233
Four Newer Arguments for Protection 235

■	 EYE on CLIMATE CHANGE
How Can We Limit Carbon Emissions? 254

CHAPTER 11 

 Public Goods and Common 
Resources 267
CHAPTER CHECkLIST 267

11.1 Classifying Goods and Resources 268
Excludable 268
Rival 268
A Fourfold Classification 268

CHECkPOINT 11.1 270

11.2  Public Goods and The Free-Rider 
Problem 271
The Free-Rider Problem 271
The Marginal Benefit from a Public Good 272
The Marginal Cost of a Public Good 272
The Efficient Quantity of a Public Good 274
Private Provision: Underproduction 274
Public Provision: Efficient Production 275
Obstacles to Efficient Public Provision 276

CHECkPOINT 11.2 279

11.3 The Tragedy of The Commons 280
Unsustainable Use of a Common Resource 280
Inefficient Use of a Common Resource 281
Using the Commons Efficiently 284

CHECkPOINT 11.3 288

CHAPTER 10 

 Externalities 243
CHAPTER CHECkLIST 243

 Externalities in our Daily Lives 244
Negative Production Externalities 244
Positive Production Externalities 244
Negative Consumption Externalities 245
Positive Consumption Externalities 245

10.1 Negative Externalities: Pollution 246
Private Costs and Social Costs 246
Production and Pollution: How Much? 248
Establish Property Rights 249
Mandate Clean Technology 251
Tax or Cap and Price Pollution 251

CHECkPOINT 10.1 256

10.2 Positive Externalities: Education 257
Private Benefits and Social Benefits 257
Government Actions in the Face of External  

Benefits 259

CHECkPOINT 10.2 262

CHAPTER SUMMARY 263

CHAPTER CHECkPOINT 264

■	 EYE on YOUR LIFE
Externalities in Your Life 245

■	 EYE on the U.S. ECONOMY
U.S. Air Pollution Trends 253

PaRt 4 MaRkEt FailuRE and PubliC PoliCy 



xviii Contents

CHAPTER SUMMARY 289

CHAPTER CHECkPOINT 290

■	 EYE on the PAST
Is a Lighthouse a Public Good? 270

■	 EYE on YOUR LIFE
A Student’s Free-Rider Problem and a Market 

Solution 271

■	 EYE on the U.S. INFRASTRUCTURE
Should America Spend More on Transportation 

Infrastructure? 278

■	 EYE on the PAST
The Commons of England’s Middle Ages 280

■	 EYE on the GLOBAL ECONOMY
The North Atlantic Cod Tragedy of the Commons 282

■	 EYE on the GLOBAL ECONOMY
ITQs Work 287

CHAPTER 12 

 Private Information and Healthcare 
Markets 293
CHAPTER CHECkLIST 293

12.1 The Lemons Problem and its Solution 294
A Market for Used Cars with a Lemons Problem 294
A Used-Car Market with Dealers’ Warranties 298

CHECkPOINT 12.1 300

12.2  Information Problems in Insurance 
Markets 301
Insurance Markets 301
Asymmetric Information in Insurance 302
Screening in Insurance Markets 304
Separating Equilibrium with Screening 304

CHECkPOINT 12.2 306

12.3 The Economics of Healthcare 307
Healthcare Market Failure 307
Alternative Public Choice Solutions 310
A Reform Idea? 312

CHECkPOINT 12.3 314

CHAPTER SUMMARY 315

CHAPTER CHECkPOINT 316

■	 EYE on the MARkET FOR USED CARS
How Do You Avoid Buying a Lemon? 298

■	 EYE on the U.S. ECONOMY
Insurance in the United States 301

■	 EYE on the U.S. ECONOMY
Healthcare in the United States: A Snapshot 308

■	 EYE on the GLOBAL ECONOMY
Healthcare Expenditures and Health Outcomes 311

■	 EYE on YOUR LIFE
Signaling Your Ability 313

Maximizing Total Utility 328
Finding an Individual Demand Curve 330

CHECkPOINT 13.2 332

13.3 Efficiency, Price, and value 333
Consumer Efficiency 333
The Paradox of Value 333

CHECkPOINT 13.3 336

CHAPTER SUMMARY 337

CHAPTER CHECkPOINT 338

Appendix: Indifference Curves 341
An Indifference Curve 341
Marginal Rate of Substitution 342
Consumer Equilibrium 343
Deriving the Demand Curve 344

CHAPTER 13 

 Consumer Choice and 
Demand 319
CHAPTER CHECkLIST 319

13.1 Consumption Possibilities 320
The Budget Line 320
A Change in the Budget 321
Changes in Prices 322
Prices and the Slope of the Budget Line 323

CHECkPOINT 13.1 325

13.2 Marginal Utility Theory 326
Total Utility 326
Marginal Utility 326
Graphing Tina’s Utility Schedules 328

PaRt 5 a ClosER look at dECision MakERs 



 Contents xix

APPENDIx CHECkPOINT 346

■	 EYE on the U.S. ECONOMY
Relative Prices on the Move 324

■	 EYE on the PAST
Jeremy Bentham, William Stanley Jevons,  

and the Birth of Utility 327

■	  EYE on SONG DOWNLOADS AND  
STREAMING

How Much Would You Pay for a Song? 334

■	 EYE on YOUR LIFE
Do You Maximize Your Utility? 336

CHAPTER 14 

 Production and Cost 347
CHAPTER CHECkLIST 347

14.1 Economic Cost and Profit 348
The Firm’s Goal 348
Accounting Cost and Profit 348
Opportunity Cost 348
Economic Profit 349

CHECkPOINT 14.1 351

 Short Run and Long Run 352

14.2 Short-Run Production 353
Total Product 353
Marginal Product 354
Average Product 356

CHECkPOINT 14.2 358

14.3 Short-Run Cost 359
Total Cost 359
Marginal Cost 360
Average Cost 361
Why the Average Total Cost Curve Is U-Shaped 363
Cost Curves and Product Curves 364
Shifts in the Cost Curves 364

CHECkPOINT 14.3 366

14.4 Long-Run Cost 367
Plant Size and Cost 367
The Long-Run Average Cost Curve 368

CHECkPOINT 14.4 370

CHAPTER SUMMARY 371

CHAPTER CHECkPOINT 372

■	 EYE on YOUR LIFE
Your Average and Marginal Grades 357

■	 EYE on RETAILERS’ COSTS
Which Store Has the Lower Costs: Walmart or 

7-Eleven? 369

Short-Run Equilibrium in Good Times 387
Short-Run Equilibrium in Bad Times 388

CHECkPOINT 15.2 389

15.3  Output, Price, and Profit In The Long Run 390
Entry and Exit 391
The Effects of Exit 392
Change in Demand 393
Technological Change 393
Is Perfect Competition Efficient? 396
Is Perfect Competition Fair? 397

CHECkPOINT 15.3 398

CHAPTER SUMMARY 399

CHAPTER CHECkPOINT 400

■	 EYE on RECORD STORES
Where Have All the Record Stores Gone? 394

■	 EYE on YOUR LIFE
The Perfect Competition That You Encounter 397

CHAPTER 15 

 Perfect Competition 375
CHAPTER CHECkLIST 375

 Market Types  376
Perfect Competition 376
Other Market Types 376

15.1 A Firm’s Profit-Maximizing Choices 377
Price Taker 377
Revenue Concepts 377
Profit-Maximizing Output 378
Marginal Analysis and the Supply Decision 380
Temporary Shutdown Decision 381
The Firm’s Short-Run Supply Curve 382

CHECkPOINT 15.1 384

15.2  Output, Price, and Profit In The Short Run 385
Market Supply in the Short Run 385
Short-Run Equilibrium in Normal Times 386

PaRt 6 PRiCEs, PRoFits,  and industRy PERFoRManCE 



xx Contents

CHAPTER 17 

 Monopolistic Competition 435
CHAPTER CHECkLIST 435

17.1 What is Monopolistic Competition? 436
Describing Monopolistic Competition 436
Identifying Monopolistic Competition 437

CHECkPOINT 17.1 441

17.2 Output and Price Decisions 442
The Firm’s Profit-Maximizing Decision 442
Profit Maximizing Might Be Loss Minimizing 443
Long Run: Zero Economic Profit 444
Monopolistic Competition and Perfect Competi-

tion 445
Is Monopolistic Competition Efficient? 446

CHECkPOINT 17.2 447

17.3 Innovation and Advertising 448
Design and Quality Decision 448
Advertising 448
The Demand for Advertising 449
The Supply of Advertising 453
Equilibrium and Efficiency in the Advertising  

Market 453

CHECkPOINT 17.3 454

CHAPTER SUMMARY 455

CHAPTER CHECkPOINT 456

■	 EYE on the U.S. ECONOMY
Examples of Monopolistic Competition 440

■	 EYE on SMARTPHONES
Which Smartphone? 451

■	 EYE on YOUR LIFE
Some Selling Costs You Pay 452

CHAPTER 18 

 Oligopoly 459
CHAPTER CHECkLIST 459

18.1 What is Oligopoly? 460
Small Number of Firms 460
Barriers to Entry 460
Identifying Oligopoly 462

CHECkPOINT 18.1 463

CHAPTER 16 

 Monopoly 403
CHAPTER CHECkLIST 403

16.1 Monopoly and How it Arises 404
No Close Substitute 404
Barrier to Entry 404
Monopoly Price-Setting Strategies 406

CHECkPOINT 16.1 407

16.2 Single-Price Monopoly 408
Price and Marginal Revenue 408
Marginal Revenue and Elasticity 409
Output and Price Decision 410

CHECkPOINT 16.2 412

16.3  Monopoly and Competition  
Compared 413
Output and Price 413
Is Monopoly Efficient? 414
Is Monopoly Fair? 415
Rent Seeking 415

CHECkPOINT 16.3 417

16.4 Price Discrimination 418
Price Discrimination and Consumer Surplus 418
Profiting by Price Discriminating 419
Perfect Price Discrimination 420
Price Discrimination and Efficiency 422

CHECkPOINT 16.4 423

16.5 Monopoly Regulation 424
Efficient Regulation of a Natural Monopoly 424
Second-Best Regulation of a Natural  

Monopoly 425

CHECkPOINT 16.5 430

CHAPTER SUMMARY 431

CHAPTER CHECkPOINT 432

■	 EYE on the U.S. ECONOMY
Information-Age Monopolies 406

■	 EYE on the U.S. ECONOMY
Airline Price Discrimination 422

■	 EYE on MICROSOFT
Are Microsoft’s Prices Too High? 427

■	 EYE on YOUR LIFE
Monopoly in Your Everyday Life 428



 Contents xxi

Recent Antitrust Showcase: The United States Versus 
Microsoft 479

Merger Rules 480

CHECkPOINT 18.4 482

CHAPTER SUMMARY 483

CHAPTER CHECkPOINT 484

■	 EYE on the U.S. ECONOMY
Examples of Oligopoly 462

■	 EYE on the GLOBAL ECONOMY
The OPEC Global Oil Cartel 467

■	 EYE on YOUR LIFE
A Game You Might Play 474

■	 EYE on the WIRELESS OLIGOPOLY
Is Four Too Few? 475

■	 EYE on the U.S. ECONOMY
No Wireless Service Merger 481

18.2 The Oligopolists’ Dilemma 464
Monopoly Outcome 464
Perfect Competition Outcome 465
Other Possible Cartel Breakdowns 465
The Oligopoly Cartel Dilemma 466

CHECkPOINT 18.2 468

18.3 Game Theory 469
What Is a Game? 469
The Prisoners’ Dilemma 469
The Duopolists’ Dilemma 471
The Payoff Matrix 471
Advertising and Research Games in Oligopoly 472
Repeated Games 474
Is Oligopoly Efficient? 475

CHECkPOINT 18.3 476

18.4 Antitrust Law 477
The Antitrust Laws 477
Three Antitrust Policy Debates 477

CHAPTER SUMMARY 507

CHAPTER CHECkPOINT 508

■	 EYE on the COACH
Why Is a Coach Worth $7 Million? 497

■	 EYE on YOUR LIFE
Job Choice and Income Prospects 499

■	 EYE on the GLOBAL ECONOMY
Oil and Metal Prices 504

CHAPTER 20 

 Economic Inequality 511
CHAPTER CHECkLIST 511

20.1 Measuring Economic Inequality 512
Lorenz Curves 513
Inequality over Time 514
Poverty 515
Economic Mobility 516

CHECkPOINT 20.1 519

20.2 How economic Inequality Arises 520
Human Capital 520
Discrimination 523

CHAPTER 19 

 Markets for Factors of 
Production 487
CHAPTER CHECkLIST 487

 The Anatomy of Factor Markets 488

19.1 The Demand for A Factor of Production 489
Value of Marginal Product 489
A Firm’s Demand for Labor 490
A Firm’s Demand for Labor Curve 491
Changes in the Demand for Labor 492

CHECkPOINT 19.1 493

19.2 Labor Markets 494
The Supply of Labor 494
Influences on the Supply of Labor 495
Competitive Labor Market Equilibrium 496
Labor Unions 498

CHECkPOINT 19.2 500

19.3  Capital and Natural Resource  
Markets 501
Capital Markets 501
Land Markets 502
Nonrenewable Natural Resource Markets 503

CHECkPOINT 19.3 506

PaRt 7 inCoMEs and inEqualit y 



xxii Contents

■	 Eye on INEQUALITY
Who Are the Rich and the Poor? 518

■	 EYE on the U.S. ECONOMY
Does Education Pay? 522

■	 EYE on the U.S. ECONOMY
Sex and Race Earnings Differences 523

■	 EYE on YOUR LIFE
What You Pay and Gain Through  

Redistribution 531

Glossary G-1
Index I-1
Credits C-1

Financial and Physical Capital 524
Entrepreneurial Ability 524
Personal and Family Characteristics 524

CHECkPOINT 20.2 525

20.3 Income Redistribution 526
How Governments Redistribute Income 526
The Scale of Income Redistribution 527
Why We Redistribute Income 529
The Major Welfare Challenge 530

CHECkPOINT 20.3 532

CHAPTER SUMMARY 533

CHAPTER CHECkPOINT 534

■	 EYE on the GLOBAL ECONOMY
Global Inequality 517



xxiii

Students know that throughout their lives they will make 

 economic decisions and be influenced by economic forces. 

They want to understand the economic principles that can 

help them navigate these forces and guide their decisions. 

Foundations of Microeconomics is our attempt to satisfy this want.

The response to our earlier editions from hundreds of 

colleagues across the United States and throughout the world 

tells us that most of you agree with our view that the principles course must do 

four things well. It must

•	 Motivate with compelling issues and questions
•	 Focus on core ideas
•	 Steer a path between an overload of detail and too much left unsaid
•	 Encourage and aid learning by doing

The Foundations icon with its four blocks (on the cover and throughout 

the book) symbolizes this four-point approach that has guided all our choices 

in writing this text and creating its comprehensive teaching and learning 

 supplements.

WHAT’S NEW IN THE EIGHTH EDITION

New in this Eighth Edition revision are: A further fine-tuning of the content; an 
enhanced focus on outcome-driven teaching and learning; and a further large 
investment in enhanced digital features to bring economics to life and provide an 
exciting interactive experience for the student on all platforms and devices.

 Fine-Tuning the Content
The content of this revision is driven by the drama of the extraordinary period 
of economic history in which we are living and its rich display of events and 
forces through which students can be motivated to discover the economic way of 
thinking. Persistent slow economic growth; increasing concentration of wealth; 
headwinds from Europe’s stagnant economy and the UK decision to leave the 
economic union (Brexit); ongoing tensions arising from the loss of American jobs 
to offshore outsourcing and the political popularity of trade protection; a slowing 
pace of China’s expansion; enhanced concern about carbon emission and climate 
change; relentless pressure on the federal budget from the demands of an aging 

Preface
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population and a sometimes dysfunctional Congress with its associated rising 
government debt; the dilemma posed by slow, almost decade-long recovery 
from the global financial crisis and recession and the related question of when 
and how fast to exit an era of extreme monetary stimulus. These are just a few 
of these interest-arousing events. All of them feature at the appropriate points in 
our new edition.

Every chapter contains many small changes, all designed to enhance clarity 
and currency, and the text and examples are all thoroughly updated to reflect the 
most recently available data and events.

Because the previous edition’s revision was so extensive and well-received, 
we have limited our interventions and changes in this Eighth Edition to address-
ing the small number of issues raised by our reviewers and users, ensuring that 
we are thoroughly up-to-date, and focusing on the new digital tools that we’ve 
just described. Nonetheless, some changes that we now summarize are worth 
noting.

 Notable Content Changes
In Chapter 1, Getting Started, we have added a new section, Economics as a Life 
Skill, which explains how economics is used as a decision tool, the scientific 
method the subject employs, and economics as an aid to critical thinking. A new 
Eye on Your Life looks at the BLS data on student time allocation (which contains 
some surprises).

In Chapter 3, The Economic Problem, we show explicitly how the outward-
bowed production possibilities frontier arises from exploiting comparative 
advantage.

Chapter 7, Government Actions in Markets, has a new section on produc-
tion quotas, which explains why producers like them and illustrates how a quota 
expands producer surplus.

Chapter 8, Taxes, explains the Flat Tax and Fair Tax proposals and compares 
their efficiency and equity properties with those of the existing tax code.

In Chapter 10, Externalities, we have expanded our discussion of carbon 
emissions and the global challenge of achieving an efficient use of energy 
 resources.

Chapter 11, Public Goods and Common Resources, now uses the efficient 
provision of transportation infrastructure as its motivating example and discuss-
es the underprovision that results from limited revenue sources.

Chapter 12, retitled Private Information and Healthcare Markets, has a new 
and expanded coverage of the economics of healthcare insurance and services. 
It identifies the sources of healthcare market failure and describes and compares 
alternative solutions including Obamacare and the healthcare systems of Canada 
and Europe.

In Chapter 20, Economic Inequality, we have broadened our examination of 
inequality trends with a focus on the income share of the top one percent—the great 
compression through the mid-1970s and the great divergence of the past 40 years. 
We have also expanded our coverage of mobility up and down the income quintiles.
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 Outcome-Driven Teaching and Learning
An overarching revision message is that this text, its customized MyEconLab, 
and classroom resources are built to support an outcome-driven teaching and 
learning program in which the principles of economics course strengthens

•	 Problem solving
•	 Critical thinking
•	 Decision making
•	 Citizenship

Problem solving is central to the Foundations story. A Checkpoint at the 
end of each topic, typically three per chapter, provides a pause and oppor-
tunity to check understanding with problems, one of which is driven by a 
recent news clip, and worked solutions. A series of MyEconLab Solutions 
Videos then give the student an alternative way of reviewing the solutions to 
these problems.

Critical thinking is encouraged and supported through a series of interactive 
exercises in MyEconLab. In each chapter, there is one exercise that is based on the 
question or issue that opens and motivates the chapter, and a second that builds 
from an Economics in Your Life feature.

 Enhanced eText
The new Enhanced Pearson eText gives students access to their textbook anytime, 
anywhere. In addition to note-taking, highlighting, and bookmarking, the Pear-
son eText offers interactive and sharing features. Students actively read and learn 
through embedded and auto-graded practice, real-time data-graphs, animations, 
author videos, and more. Instructors can share comments or highlights, and stu-
dents can add their own, for a tight community of learners in any class.

The new eText includes:

•	 A Big Picture Video that motivates and summarizes each chapter and 
provides an outline answer to the chapter’s motivating question.

•	 A series of Concept Videos that illustrate and explain the key ideas in 
each section of a chapter. These videos also contain animations and ex-
planations of each figure, which can be played separately.

•	 A series of Solutions Videos that walk the student through the solutions 
to the Practice Problems and In the News exercises in each Checkpoint.

•	 Study Plan links that provide opportunities for more practice with prob-
lems similar to those in the text, that give targeted feedback to guide the 
student in answering the exercises.

•	 Key Terms Quiz links that provide opportunities for students to check 
their knowledge of the definitions and uses of the key terms.
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THE FOUNDATIONS vISION

 Focus on Core Concepts
Each chapter of Foundations concentrates on a manageable number of main ideas 
(most commonly three or four) and reinforces each idea several times throughout 
the chapter. This patient, confidence-building approach guides students through 
unfamiliar terrain and helps them to focus their efforts on the most important 
tools and concepts of our discipline.

 Many Learning Tools for Many Learning Styles
Foundations’ integrated print and electronic package builds on the basic fact that 
students have a variety of learning styles. Students have powerful tools at their 
fingertips: Within the eText, they can get an immediate sense of the content of a 
chapter by playing the Big Picture video; learn the key ideas by playing the Con-
cept videos; and get a quick walkthrough of the Checkpoint Practice Problems 
and In the News exercises with the Solutions videos.

In MyEconLab, students can complete all Checkpoint problems and In the News 
exercises online and get instant feedback; work with interactive graphs and real-time 
data graphs; assess their skills by taking Practice Tests; receive a personalized Study 
Plan; and step-by-step help through the learning aid called “Help Me Solve This.”

 Diagrams That Tell the Whole Story
We developed the style of our diagrams with extensive feedback from faculty 
focus-group participants and student reviewers. All of our figures make consis-
tent use of color to show the direction of shifts and contain detailed, numbered 
captions designed to direct students’ attention step-by-step through the action.

Because beginning students of economics are often apprehensive about 
working with graphs, we have made a special effort to present material in as 
many as three ways—with graphs, words, and tables—in the same figure. In an 
innovation that seems necessary, but is to our knowledge unmatched, nearly all 
of the information supporting a figure appears on the same page as the figure 
itself. No more flipping pages back and forth!

 Real-World Connections That Bring Theory to Life
Students learn best when they can see the purpose of what they are studying, 
 apply it to illuminate the world around them, and use it in their lives.

Eye On boxes offer fresh new examples to help students see that economics is 
everywhere. Current and recent events appear in Eye on the U.S. Economy boxes; 
we place current U.S. economic events in global and historical perspectives in our 
Eye on the Global Economy and Eye on the Past boxes; and we show how students 
can use economics in day-to-day decisions in Eye on Your Life boxes.

Each chapter-opening question is answered in an Eye On box that helps 
students see the economics behind a key issue facing the world and highlights a 
major aspect of the chapter's story.
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ORGANIZATION

We have organized the sequence of material and chapters in what we think is the 
most natural order in which to cover the material. But we recognize that there are 
alternative views on the best order. We have kept this fact and the need for flexibil-
ity firmly in mind throughout the text. Many alternative sequences work, and the 
Flexibility Chart on p. xxxiv explains the alternative pathways through the chap-
ters. In using the flexibility information, keep in mind that the best sequence is the 
one in which we present the material. And even chapters that the flexibility charts 
identify as strictly optional are better covered than omitted.

MYECONLAB  MyEconLab

MyEconLab has been designed and refined with a single purpose in mind: to 
create those moments of understanding that transform the difficult into the clear 
and obvious. With comprehensive homework, quiz, test, activity, and tutorial op-
tions, instructors can manage all their assessment needs in one program.

•	 All of the Checkpoint and Chapter Checkpoint Problems and 
Applications can be assigned and automatically graded in MyEconLab.

•	 Extra problems and applications, including algorithmic, draw-graph, 
and numerical exercises can be used for student practice or instructor 
assignment.

•	 Test Item File questions can be assigned in quiz, test, or homework.
•	 The Custom Exercise Builder gives instructors the flexibility to create 

their own problems for assignment.
•	 The Gradebook records each student’s performance and time spent on 

the Tests and Study Plan and generates reports by student or by chapter.

New for the Eighth Edition is an Enhanced Pearson eText, which includes 
embedded and auto-graded practice, real-time data graphs, animations, videos, 
and more. Instructors can share comments or highlights, and students can add 
their own, for a tight community of learners in any class.

With the Pearson eText 2.0 mobile app students can access the Enhanced 
eText and all its functionality from their computer, tablet, or cell phone. 
 Because the student's progress is synced across all of their devices, they can 
stop what they're doing on one device and pick up again later on another one—
without breaking their stride.

 Features of the Enhanced eText

Big Picture videos Big Picture videos, tied to the Chapter 
Checklist, set the stage for the main concept that will be introduced 
throughout the chapter. Students can use these videos to prepare for 
today’s lecture or to help them focus on main chapter ideas.
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Concept videos Concept videos accompany every major section 
of each chapter and are designed to briefly present the major con-
cepts and graphical tools covered within key sections. Using text, 
audio, and animation, Concept videos enable students with different 
learning styles to efficiently study and review key concepts of the 
chapter.

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

Embedded MyEconLab Assessment Every Checkpoint Practice Problem, 
every In the News problem, and every Study Plan Problem and Application 
in the enhanced eText can be worked by the student directly from the eText 
page on which it occurs. These problems are auto-graded and feed into the 
MyEconLab’s Study Plan, where students receive recommendations based upon 
their performance.

key Terms Quiz The Key Terms Quiz, accessible from each 
Checkpoint, allows students to check their understanding of 
key chapter concepts before moving onto the next section. 
The Interactive Glossary that supports the enhanced eText 
provides the key term definition, an example, and  related 
terms.

Solutions videos Every Checkpoint Practice problem 
and In the News problem is supported by a Solutions video 
that provides a step-by-step working of the problem, includ-
ing graphical analysis. Text, audio, and animation ensure 
that a student understands how to set-up and solve each of 
the problems.
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 MyEconLab also includes:

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

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

Digital Interactives: Economic principles are not static ideas, and learning 
them shouldn’t be either! Digital Interactives are dynamic and engaging assess-
ment activities that promote critical thinking and application of key economic 
principles.

Each Digital Interactive has 3 to 5 progressive levels and requires approxi-
mately 20 minutes to explore, apply, compare, and analyze each topic.

Digital Interactives can be assigned and graded within MyEconLab, or used 
as a lecture tool to encourage engagement, classroom conversation, and group 
work.

Topics include:

Comparative Advantage
Opportunity Cost
Demand & Supply
Elasticity

Math Review Exercises in MyEconLab—MyEconLab now offers an array of 
assignable and auto-graded exercises that cover fundamental math concepts. 
Geared specifically toward principles economics students, these exercises aim to 
increase student confidence and success in these courses. Our new Math Review 
is accessible from the assignment manager and contains more than 150 exercises 
for homework, quiz, and test use.
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Learning Catalytics Learning Catalytics helps you generate class discussion, 
customize your lecture, and promote peer-to-peer learning with real-time analyt-
ics. As a student response tool, Learning Catalytics uses students' smartphones, 
tablets, or laptops to engage them in more interactive tasks and thinking.

•	 NEW! Upload a full PowerPoint® deck for easy creation of slide questions.
•	 Help your students develop critical thinking skills.
•	 Monitor responses to find out where your students are struggling.
•	 Rely on real-time data to adjust your teaching strategy.
•	 Automatically group students for discussion, teamwork, and peer-to-peer 

learning.

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

•	 Single-player experiments, available to assign, allow your students to 
play against virtual players from anywhere at anytime so long as they 
have an  internet connection.

•	 Multiplayer experiments allow you to assign and manage a real-time 
 experiment with your class.

•	 Pre and post-questions for each experiment are available for assignment 
in MyEconLab.

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

AACSB and Learning Outcomes All end-of-chapter and Test Item File ques-
tions are tagged in two ways: to AACSB standards and to discipline-specific 
Learning Outcomes. These two separate tagging systems allow professors to 
build assessments around desired departmental and course outcomes and track 
results in MyEconLab’s gradebook.

Personalized Study Plan The Personalized Study Plan provides recom-
mendations for each of your students based on his or her ability to master the 
learning objectives in your course. This allows students to focus their study time 
by pinpointing the precise areas they need to review and allowing them to use 
customized practice and learning aids—such as videos, eText, tutorials, and 
more—to get them back on track. The Study Plan also ensures that your students 
are mastering the concepts, not just guessing the answers.

Using the report available in the Gradebook, you can then tailor course 
lectures to prioritize the content where students need the most support—offering 
you better insight into classroom and individual performance.

Dynamic Study Modules Dynamic Study Modules help students study ef-
fectively on their own by continuously assessing their activity and performance 
in real time. Here's how it works: students complete a set of questions with a 
unique answer format that also asks them to indicate their confidence level. 
Questions repeat until the student can answer them all correctly and confidently. 
Once completed, Dynamic Study Modules explain the concept using materials 
from the text. These are available as graded assignments prior to class, and acces-
sible on smartphones, tablets, and computers.

NEW! Instructors can now remove questions from Dynamic Study Modules 
to better fit their course.
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SUPPORT MATERIALS FOR INSTRUCTORS AND STUDENTS

Foundations of Microeconomics is accompanied by the most comprehensive set of 
 teaching and learning tools ever assembled. Each component of our package is 
organized by Checkpoint topic for a tight, seamless integration with both the 
textbook and the other components. In addition to authoring the MyEconLab 
Study Plan and Assignment problems, PowerPoint resources, and Video scripts, 
we have helped in the reviewing and revising of the Solutions Manual, Instruc-
tor’s Manual, and Test Item Files to ensure that every element of the package 
achieves the consistency that students and teachers need.

 PowerPoint Resources
We have created the PowerPoint resources based on our 24 years of experience 
using this tool in our own classrooms. We have created four sets of PowerPoint 
presentations for instructors. They are:

•	 Lecture notes with full-color, animated figures, and tables from the 
textbook

•	 Figures and tables from the textbook, animated with step-by-step walk-
through for instructors to use in their own personal slides

•	 Eye On features
•	 Alternative micro lecture notes with full-color, animated figures and 

tables that use examples different from those in the textbook

A student version of the lecture notes is also available on MyEconLab.

 Instructor’s Manual
The Instructor’s Manual, written by Luke Armstrong and reviewed by Mark 
Rush, contains chapter outlines and road maps, additional exercises with 
solutions, a comprehensive Chapter Lecture resource, and a virtual encyclo-
pedia of suggestions on how to enrich class presentation and use class time 
efficiently. The Instructor’s Manual has been updated to reflect changes in the 
main text as well as infused with a fresh and intuitive approach to teaching 
this course. The Instructor’s Manual is available for download in Word and 
PDF formats.

 Solutions Manual
The Solutions Manual, written by Mark Rush and checked for accuracy by 
 Jeannie Gillmore, contains the solutions to all Chapter Checkpoint Study Plan 
Problems and Applications, Instructor Assignable Problems and Applications, 
and the Multiple Choice Quiz. The Solutions Manual is available for download in 
Word and PDF formats.

 Three Test Item Files and TestGen
More than 6,000 multiple-choice, numerical, fill-in-the-blank, short answer, essay, 
and integrative questions make up the three Test Item Files that support Foundations 
of Microeconomics. Mark Rush reviewed and edited the updated and new questions 
from three dedicated principles instructors to form one of the most  comprehensive 
testing systems on the market. Our questions were written by Carol Dole  (Jackson 
 University). The entire set of questions is available for download in Word, PDF, 
and TestGen formats.
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All three Test Item Files are available in test generator software (TestGen 
with QuizMaster). TestGen’s graphical interface enables instructors to view, edit, 
and add questions; transfer questions to tests; and print different forms of tests. 
Instructors also have the option to reformat tests with varying fonts and styles, 
margins, and headers and footers, as in any word-processing document. Search 
and sort features let the instructor quickly locate questions and arrange them in 
a preferred order. QuizMaster, working with your school’s computer network, 
automatically grades the exams, stores the results on disk, and allows the instruc-
tor to view and print a variety of reports.

 Instructor‘s Resource Center
This page on the Pearson Higher Education website (www.pearsonhighered.
com/IRC) contains the Instructor’s Manual, Solutions Manual, and Test Item 
Files in Word and PDF formats. It also contains the Computerized Test Item Files 
(with a TestGen program installer) and PowerPoint resources. It is compatible 
with both Windows and Macintosh operating systems.

For access or more information, contact your local Pearson representative or 
request access online at the Instructor Resource Center.
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The success of Foundations owes much to its outstanding editors: Director of 
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1
Getting Started

Chapter CheCklist

You’re in school!  
Did you make the right decision?

When you have completed your study of this chapter,  
you will be able to

1 Define economics and explain the kinds of questions that  
economists try to answer.

2 Explain the ideas that define the economic way of thinking.

3 Explain how economics is useful as a life skill. MyEconLab Big picture Video

1



2 Part 1 • IntroductIon

1.1  Definition anD Questions

Well, did you make the right decision? Is being in school the best use of your time? 
You’ll soon know how an economist answers this question—for it is an economic 
question. It arises from the fact that you want more than you can get. You want to 
be in school. But you also want the time to enjoy your favorite sports and  movies, 
to travel, and to hang out with friends—time that right now you don’t have 
 because you’ve got classes to attend and assignments due. Your time is scarce.

 Scarcity
Our inability to satisfy all our wants is called scarcity. The ability of each of us 
to satisfy our wants is limited by the time we have, the incomes we earn, and the 
prices we pay for the things we buy. These limits mean that everyone has unsat­
isfied wants. The ability of all of us as a society to satisfy our wants is limited by 
the productive resources that exist. These resources include the gifts of nature, our  
labor and ingenuity, and the tools and equipment that we have made.

Everyone, poor and rich alike, faces scarcity. A student wants Taylor Swift’s 
latest album and a paperback but has only $10.00 in his pocket. He faces scarcity. 
Gwen Stefani wants to spend a week on the set of The Voice in L.A., but she also 
wants to devote time and energy to her successful clothing line. She faces scarcity. 
The U.S. government wants to increase spending on homeland security and cut 
taxes. It faces scarcity. An entire society wants improved healthcare, an Internet 
connection in every classroom, clean lakes and rivers, and so on. Society faces 
scarcity. Scarcity is everywhere: Even parrots face scarcity!

Faced with scarcity, we must make choices. We must choose among the avail­
able alternatives. The student must choose the download or the paperback. Gwen 
Stefani must choose shooting episodes of The Voice or designing her next clothing 
collection. The government must choose greater security or tax cuts. And society 
must choose among healthcare, computers, the environment, and so on.

 Economics Defined
Economics is the social science that studies the choices that individuals, busi­
nesses, governments, and entire societies make as they cope with scarcity, all the 
things that influence those choices, and the arrangements that coordinate them.

The subject has two broad parts:

•	 Microeconomics, and
•	 Macroeconomics

Microeconomics
Microeconomics is the study of the choices that individuals and businesses make 
and the way these choices interact and are influenced by governments. Some ex­
amples of microeconomic questions are: Will you buy a 3­D TV or a standard one? 
Will Nintendo sell more units of Wii if it cuts the price? Will a cut in the income 
tax rate encourage people to work longer hours? Will a hike in the gas tax encour­
age more people to drive hybrid or smaller automobiles? Is music streaming kill­
ing song downloads?

MyEconLab Concept Video

Scarcity
The condition that arises because 
wants exceed the ability of resources 
to satisfy them.

Economics
The social science that studies the 
choices that individuals, businesses, 
governments, and entire societies 
make as they cope with scarcity, all the 
things that influence those choices, 
and the arrangements that coordinate 
them.

Microeconomics
The study of the choices that 
individuals and businesses make and 
the way these choices interact and 
are influenced by governments.

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

© The New Yorker Collection 1985 Frank 
Modell from cartoonbank.com. All Rights 
Reserved.
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Macroeconomics
Macroeconomics is the study of the aggregate (or total) effects on the national 
economy and the global economy of the choices that individuals, businesses, and 
governments make. Some examples of macroeconomic questions are: Why did 
production and jobs expand slowly in the United States during 2014 and 2015? 
Why are incomes growing much faster in China and India than in the United 
States? Why is unemployment in Europe so high? Why are Americans borrowing 
more than $1 billion a day from the rest of the world?

Two big questions define the scope of economics:

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

•	 When do choices made in the pursuit of self-interest also promote the 
social interest?

 What, How, and For Whom?
Goods and services are the objects and actions that people value and produce to  
satisfy human wants. Goods are objects that satisfy wants. Sports shoes and 
ketchup are examples. Services are actions that satisfy wants. Haircuts and rock 
concerts are examples. We produce a dazzling array of goods and services that 
range from necessities such as food, houses, and healthcare to leisure items such 
as Blu­ray players and roller coaster rides.

What?
What determines the quantities of corn we grow, homes we build, and healthcare 
services we produce? Sixty years ago, farm output was 5 percent of total U.S. 
production. Today, it is 1 percent. Over the same period, the output of mines, 
 construction, and utilities slipped from 9 percent to 7 percent of total production 
and manufacturing fell from 28 percent to 12 percent. These decreases in output 
are matched by increases in the production of a wide range of services, up from 58  
percent of total production 60 years ago to 80 percent today. How will these quan­
tities change in the future as ongoing changes in technology make an ever­wider 
array of goods and services available to us?

How?
How are goods and services produced? In a vineyard in France, a hundred basket­
carrying workers pick the annual grape crop by hand. In a vineyard in California, 
a huge machine and a few workers do the same job. Look around and you will see 
many examples of this phenomenon—the same job being done in different ways. 
In some stores, checkout clerks key in prices. In others, they use a laser scanner. 
One farmer keeps track of his livestock feeding schedules and inventories by 
 using paper­and­pencil records, while another uses a computer. In some plants, 
GM hires workers to weld auto bodies and in others it uses robots to do the job.

Why do we use machines in some cases and people in others? Do mechaniza­
tion and technological change destroy more jobs than they create? Do they make 
us better off or worse off?

Macroeconomics
The study of the aggregate (or total) 
effects on the national economy and 
the global economy of the choices 
that individuals, businesses, and 
governments make.

Goods and services
The objects (goods) and the actions 
(services) that people value and 
produce to satisfy human wants.

In a California vineyard a machine and 
a few workers do the same job as a 
hundred grape pickers in France.
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For Whom?
For whom are goods and services produced? The answer depends on the incomes 
that people earn and the prices they pay for the goods and services they buy. At  
given prices, a person who has a high income is able to buy more goods and ser­
vices than a person who has a low income. Doctors earn much higher incomes 
than do nurses and medical assistants, so doctors get more of the goods and ser­
vices produced than nurses and medical assistants get.

You probably know about many other persistent differences in incomes. Men, 
on average, earn more than women. Whites, on average, earn more than minorities. 
College graduates, on average, earn more than high school graduates. Americans, 
on average, earn more than Europeans, who in turn earn more, on average, than 
Asians and Africans. But there are some significant exceptions. The people of Japan 
and Hong Kong now earn an average income similar to that of Americans. And 
there is a lot of income inequality throughout the world.

What determines the incomes we earn? Why do doctors earn larger incomes 
than nurses? Why do men earn more, on average, than women? Why do college 
graduates earn more, on average, than high school graduates? Why do Americans 
earn more, on average, than Africans?

Economics explains how the choices that individuals, businesses, and govern­
ments make and the interactions of those choices end up determining what, how, 
and for whom goods and services are produced. In answering these questions, we 
have a deeper agenda in mind. We’re not interested in just knowing how many 
Blu­ray players are produced, how they are produced, and who gets to enjoy 
them. We ultimately want to know the answer to the second big economic ques­
tion that we’ll now explore.

 Can the Pursuit of Self-Interest Be in the Social Interest?
Every day, you and 321 million other Americans, along with 7.2 billion people in  
the rest of the world, make economic choices that result in “what,” “how,” and  
“for whom” goods and services are produced.

Are the goods and services produced, and the quantities in which they are 
produced, the right ones? Are the scarce resources used in the best possible way? 
Do the goods and services we produce go to those who benefit most from them?

Self-Interest and the Social Interest
Choices that are the best for the individual who makes them are choices made in 
the pursuit of self-interest. Choices that are the best for society as a whole are said 
to be in the social interest. The social interest has two dimensions: efficiency and 
equity. We’ll explore these concepts in later chapters. For now, think of efficiency as  
being achieved by baking the biggest possible pie, and think of equity as being 
achieved by sharing the pie in the fairest possible way.

You know that your own choices are the best ones for you—or at least you 
think they’re the best at the time that you make them. You use your time and 
other resources in the way that you think is best. You might consider how your 
choices affect other people, but you order a home delivery pizza because you’re 
hungry and want to eat, not because you’re concerned that the delivery person 
or the cook needs an income. You make choices that are in your self­interest—
choices that you think are best for you.

Self-interest
The choices that are best for the 
individual who makes them.

Social interest
The choices that are best for society 
as a whole.

A doctor gets more of the goods and 
services produced than a nurse or a 
medical assistant gets.
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When you act on your economic decisions, you come into contact with thou­
sands of other people who produce and deliver the goods and services that you 
decide to buy or who buy the things that you sell. These people have made their 
own decisions—what to produce and how to produce it, whom to hire or whom 
to work for, and so on. Like you, all these people make choices that they think are 
best for them. When the pizza delivery person shows up at your home, he’s not 
doing you a favor. He’s earning his income and hoping for a good tip.

Can it be possible that when each one of us makes choices that are in our own 
best interest—in our self­interest—it turns out that these choices are also the best 
choices for society as a whole—in the social interest?

Adam Smith, regarded as the founder of economic science, (see Eye on the Past 
on p. 18) said the answer is yes. He believed that when we pursue our self­interest, 
we are led by an invisible hand to promote the social interest.

Is Adam Smith correct? Can it really be possible that the pursuit of self­interest 
promotes the social interest? Much of the rest of this book helps you to learn  
what economists know about this question and its answer. To help you start think­
ing about the question, we’re going to illustrate it with four topics that generate 
heated discussion in today’s world. You’re already at least a little bit familiar with 
each one of them. They are

•	 Globalization
•	 The information revolution
•	 Climate change
•	 Government budget deficit and debt

Globalization
Globalization—the expansion of international trade and the production of com­
ponents and services by firms in other countries—has been going on for centuries. 
But in recent years, its pace has accelerated. Microchips, satellites, and fiber­optic 
cables have lowered the cost of communication and globalized production deci­
sions. When Nike produces more sports shoes, people in Malaysia get more work. 
When Steven Spielberg makes a new movie, programmers in New Zealand write 
the code that makes magical animations. And when China Airlines wants a new 
airplane, Americans who work for Boeing build it.

Globalization is bringing rapid income growth, especially in Asia. But global­
ization is leaving some people behind. Jobs in manufacturing and routine services 
are shrinking in the United States, and some nations of Africa and South America 
are not sharing in the prosperity enjoyed in other parts of the world.

The owners of multinational firms benefit from lower production costs and 
consumers benefit from low­cost imported goods. But don’t displaced American 
workers lose? And doesn’t even the worker in Malaysia, who sews your new 
shoes for a few cents an hour, also lose? Is globalization in the social interest, or 
does globalization benefit just some at the expense of others?

The Information Revolution
We are living at a time of extraordinary economic change that has been called the 
Information Revolution. This name suggests a parallel with the Industrial Revolution 
of the 1800s and the Agricultural Revolution of 12,000 years ago.

The changes that have occurred during the last 35 years are based on one 
major technology: the microprocessor or computer chip. The spin­offs from faster 

Workers in Asia make our shoes.
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and cheaper computing have been widespread in telecommunications, music,  
and the automation of millions of tasks that previously required human  decisions. 
You encounter some of these tasks when you check out at the grocery store or use 
an ATM. Less visible, but larger in scope, are the robots that assemble cars and 
move goods around warehouses. Over the next 20 years, more than one third of 
today’s jobs will be done by a new generation of robots.

The computing and robot revolution resulted from people pursuing their 
self­interest. Gordon Moore, the chip maker who set up Intel, and Bill Gates, who 
quit Harvard to set up Microsoft, weren’t thinking how much easier it would be 
for you to turn in your essay on time if you had a computer. Moore and Gates and 
thousands of other entrepreneurs were in pursuit of big rewards. Yet their actions 
made many other people better off. They advanced the social interest.

But are resources used in the best possible way? Or do Intel and Microsoft 
set their prices too high and put their products out of reach for too many people? 
And is it in the social interest for robots to take people’s jobs?

Climate Change
The Earth is getting hotter and the ice at the two poles is melting. Since the late 
nineteenth century, the Earth’s surface temperature has increased about 1 degree 
Fahrenheit, and close to a half of that increase occurred over the past 25 years.

Most climate scientists believe that the current warming has come at least in 
part from human economic activity—from self­interested choices—and that, if left 
unchecked, the warming will bring large future economic costs.

Are the individual energy choices that each of us makes damaging the social 
interest? What needs to be done to make our choices serve the social interest? 
Would the United States joining with other nations to limit carbon emissions 
serve the social interest? What other measures might be introduced?

Government Budget Deficit and Debt
Every year since 2000, the U.S. government has run a budget deficit. On average, 
the government has spent $2.3 billion a day more than it has received in taxes. The  
government’s debt has increased each day by that amount. Over the 15 year 
period from 2000 to 2015, government debt increased by $12.5 trillion. Your per­
sonal share of this debt is $56,000.

This large deficit and debt is just the beginning of an even bigger problem. 
From about 2020 onwards, the retirement and healthcare benefits to which older 
Americans are entitled are going to cost increasingly more than current taxes can 
cover. With no changes in tax or benefit rates, the budget deficit will increase and 
the debt will swell ever higher.

Deficits and the debts they create cannot persist indefinitely, and debts must 
somehow be repaid. They will most likely be repaid by you, not by your parents. 
When we make our voter choices, we pursue our self­interest. Do our choices 
serve the social interest? Do the choices made by politicians and bureaucrats in 
Washington and the state capitals promote the social interest, or do they only 
serve their own self­interests?

The four issues we’ve just reviewed raise questions that are hard to answer. We’ll 
return to each of them at various points throughout this text and explain when the  
social interest is served and when there remain problems to be solved.

Robots fill orders at Amazon.

Human activity is raising the Earth’s 
surface temperature.

A government budget time bomb is 
ticking as spending grows faster than 
tax revenues.
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CheCkpoint 1.1

Define economics and explain the kinds of questions that  
economists try to answer.

Practice Problems
1. Economics studies choices that arise from one fact. What is that fact?
2. Provide three examples of wants in the United States today that are 

 especially pressing but not satisfied.
3. In the following three news items, find examples of the what, how, and for 

whom questions: “With more research, we will cure cancer”; “A good educa­
tion is the right of every child”; “Congress raises taxes to curb the deficit.”

4. How does a new Starbucks in Beijing, China, influence self­interest and the 
social interest?

5. How does Facebook influence self­interest and the social interest?

In the News
1. The Bureau of Labor Statistics (BLS) reports that high­paying jobs in health­

care and jobs in leisure, hospitality, and education will expand quickly over 
the next five years. How does the BLS expect what and for whom goods and 
services are produced to change in the next five years?

2. Hewlett­Packard will cut 30,000 jobs and lower its cost by $2.7 billion a year.
Source: Fortune, October 1, 2015

Explain how Hewlett­Packard’s decision made in its self­interest might also 
be in the social interest.

Solutions to Practice Problems
1. The fact is scarcity—human wants exceed the resources available.
2. Examples would include security from terrorism, cleaner air in our cities, 

better public schools, and better public infrastructure. (Think of others.)
3. More research is a how question, and a cure for cancer is a what question. 

Good education is a what question, and every child is a for whom question. 
Raising taxes is a for whom question.

4. Decisions made by Starbucks are in Starbucks’ self­interest but they also 
serve the self­interest of its customers and so contribute to the social interest.

5. Facebook serves the self­interest of its investors, users, and advertisers. It 
also serves the social interest by enabling people to share information.

Solutions to In the News
1. The BLS expects the quantities of goods and services produced by workers 

in healthcare, leisure, hospitality, and education to increase. For whom they 
are produced depends on how people’s incomes and the prices of goods and 
services will change in the next five years. The BLS expects workers in these 
high­paying jobs and expanding industries will get more of them.

2. Hewlett­Packard’s product prices might fall and benefit its customers. The 
laid­off workers will find new jobs, some of which might pay higher wages.

MyEconLab study plan 1.1

key terms Quiz

solutions Video
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1.2  the eConomiC WaY of thinking

The definition of economics and the kinds of questions that economists try to 
answer give you a flavor of the scope of economics. But they don’t tell you how 
economists think about these questions and how they go about seeking answers to 
them. You’re now going to see how economists approach their work.

We’ll break this task into two parts. First, we’ll explain the ideas that econo­
mists use to frame their view of the world. These ideas will soon have you think­
ing like an economist. Second, we’ll look at economics both as a social science and 
as a policy tool that governments, businesses, and you can use.

Six ideas define the economic way of thinking:

•	 A choice is a tradeoff
•	 Cost is what you must give up to get something.
•	 Benefit is what you gain from something.
•	 People make rational choices by comparing benefits and costs.
•	 Most choices are “how much” choices made at the margin.
•	 Choices respond to incentives.

 A Choice Is a Tradeoff
A tradeoff is an exchange—giving up one thing to get something else. Because  
we face scarcity, we must make choices. And when we make a choice, we select 
from the available alternatives. You can think about choices as tradeoffs. When you  
choose one thing, you give up something else that you could have chosen.

Think about what you will do on Saturday night. You can spend the night 
studying for your next economics test or having fun with your friends, but you 
can’t do both of these activities at the same time. You must choose how much time  
to devote to each. Whatever choice you make, you could have chosen something 
else. When you choose how to spend your Saturday night, you face a tradeoff be­
tween studying and hanging out with your friends. To get more study time, you 
must give up some time with your friends.

 Cost: What You Must Give Up
The opportunity cost of something is the best thing you must give up to get it. 
You most likely think about the cost of something as the money you must spend 
to get it. But dig a bit deeper. If you spend $10 on a movie ticket, you can’t spend 
it on a sandwich. The movie ticket really costs a sandwich. The cost of something 
is what must be given up to get it, not the money spent on it. Economists use the 
term opportunity cost to emphasize this view of cost.

The biggest opportunity cost you face is that of being in school. This oppor­
tunity cost has two components: things you can’t afford to buy and things you  
can’t do with your time.

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

MyEconLab Concept Video

Tradeoff
An exchange—giving up one thing 
to get something else.

Opportunity cost
The opportunity cost of something 
is the best thing you must give up to 
get it.

The opportunity cost of being in school:  
things you can’t buy and do.
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best job you could get if you weren’t in school is working as a convenience store 
manager earning $24,000 a year. Another part of your opportunity cost of being in 
school is all the things that you would buy with that extra $24,000.

Now think about the time that being a student eats up. You spend many hours 
each week in class, doing homework assignments, preparing for tests, and so on. 
To do all these school activities, you must give up what would otherwise be time 
spent playing your favorite sport, time watching movies, and leisure time spent 
with your friends.

The opportunity cost of being in school is the best alternative things that you 
can’t afford and that you don’t have the time to enjoy. You might put a dollar 
value on this cost but the cost is the goods and services and time that you give up, 
not dollars.

 Benefit: What You Gain
The benefit from something is the gain or pleasure that it brings, measured by 
what you are willing to give up to get it. Benefit is determined by personal prefer-
ences—by what a person likes and dislikes and the intensity of those feelings. If 
you get a huge kick out of Madden NFL, that video game brings you a large ben­
efit. And if you have little interest in listening to Yo Yo Ma playing a Vivaldi cello 
concerto, that activity brings you a small benefit.

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

Economists measure benefit as the most that a person is willing to give up to 
get something. You are willing to give up a lot for something that brings a large 
benefit. For example, because being in school brings a large benefit, you’re willing 
to give up a lot of time and goods and services to get that benefit. But you’re will­
ing to give up very little for something that brings a small benefit. For example, 
you might be willing to give up one iTunes download to get a slice of pizza.

 Rational Choice
A basic idea of economics is that in making choices, people act rationally. A 
 rational choice is one that uses the available resources to best achieve the objec­
tive of the person making the choice.

But how do people choose rationally? The answer is by comparing the benefits 
and costs of the alternative choices and choosing the alternative that makes net 
benefit—benefit minus cost—as large as possible.

You have chosen to be a student. If that choice is rational, as economists 
 assume, your benefit from being in school exceeds the cost, so your net benefit is 
maximized by being in school. For an outstanding baseball player, a high  earning 
potential makes the opportunity cost of school higher than the benefit from 
school, so for that person, net benefit is maximized by choosing full­time sport. 
(Eye on the Benefit and Cost of School on p. 12 explores these examples more closely.)

The benefit from a choice is determined by the preferences of the person mak­
ing the choice, so two people can make different rational choices even if they face 
the same cost. For example, you might like chocolate ice cream more than vanilla 
ice cream, but your friend prefers vanilla. So it is rational for you to choose choco­
late and for your friend to choose vanilla.

Benefit
The benefit from something is  
the gain or pleasure that it brings, 
measured by what you are willing to 
give up to get it.

Rational choice
A choice that uses the available 
resources to best achieve the 
objective of the person making the 
choice.

The opportunity cost of being in school 
includes forgone earnings.




