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FOCUSED ON SEVEN CORE
PRINCIPLES TO PRODUCE
ECONOMIC NATURALISTS
THROUGH ACTIVE LEARNING

Our eighth edition arrives in the midst of some of the
most dramatic upheavals ever witnessed, both in the
economy generally and in higher education in particular.
The COVID-19 pandemic has produced levels of unem-
ployment not seen since the Great Depression and has
created dramatic changes in the ways we teach across
educational institutions at every level.

These developments have reinforced our confidence
in the instructional philosophy that motivated us to pro-
duce our first edition—the need to strip away clutter and
focus more intensively on central concepts. This
approach, we believe, is especially well suited for the
new environment.

In earlier editions, we noted that although many
millions of dollars are spent each year on introductory
economics instruction in American colleges and univer-
sities, the return on this investment has been disturb-
ingly low. Studies have shown, for example, that several
months after having taken a principles of economics
course, former students are no better able to answer
simple economics questions than others who never even
took the course. Most students, it seems, leave our intro-
ductory courses without having learned even the most
important basic economic principles. Such dismal per-
formance, never defensible, has become even more dif-
ficult to justify in the face of looming resource shortages
in higher education.

The problem, in our view, has almost always been
that courses try to teach students far too much. In the
process, really important ideas get little more coverage
than minor ones, and everything ends up going by in
a blur. The human brain tends to ignore new informa-
tion unless it comes up repeatedly. That’s hardly sur-
prising, since only a tiny fraction of the terabytes of
information that bombard us each day is likely to be
relevant for anything we care about. Only when some-
thing comes up a third or fourth time does the brain
start laying down new circuits for dealing with it. Yet
when planning their lectures, many instructors ask
themselves, “How much can I cover today?” And
because modern electronic media enable them to click
through upwards of 100 PowerPoint slides in an hour,
they feel they better serve their students when they put
more information before them. But that’s not the way
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learning works. Professors should instead be asking, “How
much can my students absorb?”

Our approach to this text was inspired by our conviction
that students will learn far more if we attempt to cover much
less. Our basic premise is that a small number of basic prin-
ciples do most of the heavy lifting in economics, and that if
we focus narrowly and repeatedly on those principles, stu-
dents can actually master them in just a single semester. The
enthusiastic reactions of users of previous editions of our
textbook affirm the validity of this premise. Avoiding exces-
sive reliance on formal mathematical derivations, we present
concepts intuitively through examples drawn from familiar
contexts. We rely throughout on a well-articulated list of
seven Core Principles, which we reinforce repeatedly by illus-
trating and applying each principle in numerous contexts.
We ask students periodically to apply these principles them-
selves to answer related questions, exercises, and problems.

Another distinguishing feature of this text is its explicit
recognition of the pedagogical challenge posed by the broad
variance in students’ quantitative backgrounds and in
instructor preferences about the optimal level of mathemat-
ical detail for the course. We confront this challenge by
relegating more detailed mathematical treatment of selected
topics to chapter appendices. For example, Chapter 5,
Demand, emphasizes the key intuition that underpins utility
maximization, and relegates the formal presentation of indif-
ference curves and budget constraints to the appendix,
allowing instructors the freedom to choose the approach
that best suits their needs. Similarly, Chapter 25, Spending
and Output in the Short Run, uses diagrams and numerical
examples to convey the main ideas behind the basic Keynes-
ian model (the “Keynesian cross”), saving a more general
algebraic analysis to Appendix A and a derivation of the
multiplier formula to Appendix B—again providing flexibility
to instructors. Many adopters have cited this additional flex-
ibility as a reason for having chosen our book.

Throughout the body of the text, however, our principal
focus is not on quantitative detail, but rather on students to
become “economic naturalists,” people who employ basic
economic principles to understand and explain what they
observe in the world around them. An economic naturalist
understands, for example, that infant safety seats are required
in cars but not in airplanes because the marginal cost of space
to accommodate these seats is typically zero in cars but often
hundreds of dollars in airplanes. Scores of such examples are
sprinkled throughout the book. Each one, we believe, poses
a question that should make any curious person eager to learn
the answer. These examples stimulate interest while teaching
students to see each feature of their economic landscape as
the reflection of one or more of the Core Principles. Students
talk about these examples with their friends and families.

Learning economics is like learning a language. In each case,
there is no substitution for actually speaking. By inducing
students to speak economics, The Economic Naturalist exam-
ples serve this purpose.

For those who would like to learn more about the role
of examples in learning economics, Bob Frank’s lecture on
this topic is posted on YouTube’s “Authors@Google” series
(www.youtube.com/watch?v=QalNVxelKEE), or search
“Authors@Google Robert Frank”.

KEY THEMES AND FEATURES

Emphasis on Seven Core Principles

Because a few Core Principles do most of the work in eco-
nomics, focusing almost exclusively on these principles
ensures that students leave the course with a deep mastery
of them. In contrast, traditional encyclopedic texts so over-
whelm students with detail that they often leave the course
with little useful working knowledge at all.

1. The Scarcity Principle: Although we have boundless
needs and wants, the resources available to us are lim-
ited. So having more of one good thing usually means
having less of another.

2. The Cost-Benefit Principle: An individual (or a firm or
a society) should take an action if, and only if, the extra
benefits from taking the action are at least as great as
the extra costs.

3. The Incentive Principle: A person (or a firm or a society)
is more likely to take an action if its benefit rises, and less
likely to take it if its cost rises. In short, incentives matter.

4. The Principle of Comparative Advantage: Everyone does
best when each concentrates on the activity for which
his or her opportunity cost is lowest.

5. The Principle of Increasing Opportunity Cost: In expand-
ing the production of any good, first employ those
resources with the lowest opportunity cost, and only after-
ward turn to resources with higher opportunity costs.

6. The Efficiency Principle: Efficiency is an important
social goal because when the economic pie grows larger,
everyone can have a larger slice.

7. The Equilibrium Principle: A market in equilibrium leaves
no unexploited opportunities for individuals but may not
exploit all gains achievable through collective action.

Economic Naturalism
Our ultimate goal is to produce economic naturalists—people
who see each human action as the result of an implicit or
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explicit cost-benefit calculation. The economic naturalist
sees mundane details of ordinary existence in a new light
and becomes actively engaged in the attempt to understand
them. Some representative examples:

In Micro:
* Why do movie theaters offer discount tickets to students?

« Why do we often see convenience stores located on
adjacent street corners?

* Why do supermarket checkout lines all tend to be
roughly the same length?

In Macro:

* Why does the average Argentine hold more U.S. dollars
than the average U.S. citizen?

* Why does news of inflation hurt the stock market?

* Why do almost all countries provide free public education?

Economic Naturalist Video Series: We are very excited to
offer an expanded video series based on Economic Naturalist
examples. A series of videos covering some of our favorite
micro- and macro-focused examples can be used as part of
classroom presentations or assigned for homework along
with accompanying questions within McGraw Hill Connect®.
These fascinating, fun, and thought-provoking applications
of economics in everyday life encourage students to think
like an economist. Refer to the distinguishing features pages
of the preface for additional information. You can view one
of these dynamic videos here: http://econeveryday.com/why-
do-cooked-rotisserie-chickens-cost-less-than-fresh-uncooked-
chickens;/.

Active Learning Stressed

The only way to learn to hit an overhead smash in tennis is
through repeated practice. The same is true for learning
economics. Accordingly, we consistently introduce new
ideas in the context of simple examples and then follow
them with applications showing how they work in familiar
settings. At frequent intervals, we pose self-tests that both
test and reinforce the understanding of these ideas. The end-
of-chapter questions and problems are carefully crafted to
help students internalize and extend basic concepts and are
available within Connect as assignable content so that
instructors can require students to engage with this material.
Experience with earlier editions confirms that this approach
really does prepare students to apply basic economic prin-
ciples to solve economic puzzles drawn from the real world.

Learning Glass Lecture Videos: A collection of brief instruc-
tional videos featuring the authors Kate Antonovics and

Ori Heffetz utilize learning glass technology to provide
students with an overview of important economic concepts.
Perfect for an introduction to basic concepts before coming
to class, or as a quick review, these videos, with accompa-
nying questions, can be assigned within Connect or used as
part of classroom discussion.

Both The Economic Naturalist and Learning Glass
videos and accompanying multiple-choice questions that test
students’ understanding of the principles illustrated in the
videos have become valued tools for instructors who incor-
porate elements of the flipped-classroom approach in their
teaching, or those who are relying more heavily on other
forms of remote learning.

Modern Microeconomics

Economic surplus is more fully developed here than in any
other text. This concept underlies the argument for eco-
nomic efficiency as an important social goal. Rather than
speak of trade-offs between efficiency and other goals, we
stress that maximizing economic surplus facilitates the
achievement of a// goals.

One of the biggest hurdles to the fruitful application of
cost-benefit thinking is to recognize and measure the relevant
costs and benefits. Common decision pitfalls identified by
2002 Nobel laureate Daniel Kahneman and others—such as
the tendency to ignore implicit costs, the tendency not to
ignore sunk costs, and the tendency to confuse average and
marginal costs and benefits—are introduced in Chapter 1,
Thinking Like an Economist, and discussed repeatedly in
subsequent chapters.

There is perhaps no more exciting toolkit for the eco-
nomic naturalist than a few principles of elementary game
theory. In Chapter 9, Games and Strategic Behavior, we show
how these principles enable students to answer a variety of
strategic questions that arise in the marketplace and every-
day life. In new Chapter 10, An Introduction to Behavioral
Economics, we survey many of the most exciting develop-
ments in what has become the economics profession’s most
vibrant new field. We believe that the insights of Nobel
laureate Ronald Coase are indispensable for understanding
a host of familiar laws, customs, and social norms. In
Chapter 11, Externalities, Property Rights, and the Environ-
ment, we show how such devices function to minimize mis-
allocations that result from externalities.

Modern Macroeconomics

Both the Great Recession and the COVID-19 pandemic have
renewed interest in cyclical fluctuations without challenging
the importance of such long-run issues as growth, productiv-
ity, the evolution of real wages, and capital formation. Our
treatment of these issues is organized as follows:
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» A five-chapter treatment of long-run issues, followed by
a modern treatment of short-term fluctuations and stabi-
lization policy, emphasizes the important distinction
between short- and long-run behavior of the economy.

e Designed to allow for flexible treatment of topics, these
chapters are written so that short-run material
(Chapters 24-27) can be used before long-run material
(Chapters 19-23) with no loss of continuity.

» The analysis of aggregate demand and aggregate supply
relates output to inflation, rather than to the price level,
sidestepping the necessity of a separate derivation of
the link between the output gap and inflation. The dis-
cussion of monetary policy has two parts. It starts with
a standard supply and demand analysis of the market
for money that is centered on the short-run interest
rate. It then introduces the new tools of monetary pol-
icy, such as quantitative easing and forward guidance,
that have been so important since 2008, and that again
took center stage in the 2020 response to the pandemic.

» This book places a heavy emphasis on globalization,
starting with an analysis of its effects on real wage
inequality and progressing to such issues as the costs
and benefits of—and the likely winners and losers from—
trade, the causes and effects of protectionism, the role
of capital flows in domestic capital formation, the link
between exchange rates and monetary policy, and the
sources of speculative attacks on currencies.

CHANGES IN THE EIGHTH EDITION

Changes Common to All Chapters

In all chapters, the narrative has been tightened. Many of
the examples have been updated, with a focus on student-
centered examples that connect to current topics such as
the COVID-19 pandemic and the rise of the gig economy.
The examples, self-tests, and end-of-chapter material
from the previous edition have been redesigned to provide
more clarity and ease of use. Data have been updated
throughout.

Chapter-by-Chapter Changes

Chapter 1
e Updated student-centered examples, such as Netflix,
wireless keyboards, dogwalking, and Jeff Bezos

* New and updated end-of-chapter problems that rein-
force the chapter’s learning objectives

e Updated appendix on working with equations, graphs,
and tables based on electric scooter rentals

Chapter 2

» Updated student-centered examples, such as interior
designer Kelly Wearstler

» Updated section on comparative advantage and out-
sourcing, including updates related to the United States-
Mexico-Canada Agreement

» New end-of-chapter problem related to outsourcing

Chapter 3

» Updated student-centered examples, such as digital
versus print ads and Marvel Studio films

* New Economic Naturalist, “Why was there a shortage
of toilet paper during the COVID-19 pandemic?”

» Three new end-of-chapter questions that reinforce the
chapter’s learning objectives, including a question
related to the drop in crude oil prices during the coro-
navirus pandemic

Chapter 4

* Minor updates only

Chapter 5

» Updated student-centered examples, such as LeBron
James

e New Economic Naturalist, “Why would Jeff Bezos
live in a smaller house in Manhattan than in Medina,
Washington?”

Chapter 6

* Minor updates only

Chapter 7
* Minor updates only

Chapter 8

» Updated student-centered examples, such as Instagram,
electric scooter rentals, iTunes, HBO, Netflix, and cable
Internet

» Updated end-of-chapter problems

Chapter 9
» Updated student-centered examples, such as the Ford
Mustang and Chevrolet Camaro

Chapter 10

* New Economic Naturalist, “Why have attempts to pri-
vatize Social Security proved so politically unpopular in
the United States?”

e New Economic Naturalist, “If prosperous voters would
be happier if they spent less on positional goods and
lived in environments with more generously funded
public sectors, why haven’t they elected politicians who
would deliver what they want?”

» Updated the discussion of relative position
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Chapter 11
» Updated student-centered examples, such as roommate
conflicts

» Updated information on carbon taxes, including men-
tion of the Paris Agreement

» Updated end-of-chapter questions

Chapter 12
» Updated student-centered examples, such as the gig
economy and apps like Uber and Lyft

» Updated discussion of the Affordable Care Act

Chapter 13
e Updated student-centered examples, such as Serena
Williams and Taylor Swift

e Updated discussion of welfare benefits and in-kind
transfers

» New end-of-chapter question related to income redistri-
bution

Chapter 14
» Updated student-centered examples, such as video
streaming services like Netflix

Chapter 15

* Revised Economic Naturalist that discusses the
U.S.-China trade war that started in 2018, highlighting
that there is more to trade than the exchange of goods
and services and its supply and demand analysis in this
chapter; also covers issues such as intellectual property
and national security

Chapter 16
» Updated discussion of growth that reflects higher Internet
and cell phone penetration

» Updated discussion of recessions and expansions that
mentions the COVID-19 economic disruptions

Chapter 17

» Updated discussion of the correlation between per cap-
ita GDP and health outcomes such as life expectancy
that now mentions that within high-income countries,
the relationship can even reverse, with examples of data
from the U.S., Canada, and Japan

Chapter 18

» Updated discussion of the development of real wages
for production workers and for highly paid baseball
players over time that is now linked together, in the
context of a new discussion about increasing wage
inequalities between the highest- and lowest-paid U.S.
workers

Chapter 19
» Updated examples, data, and figures

Chapter 20

» Clarification throughout the chapter of the difference
between trends in average incomes and trends in income
inequality

» Updated discussion of globalization that now includes
recent developments, including the political opposition
to the Trans-Pacific Partnership trade agreement and
the Trump administration’s resistance to increased eco-
nomic integration of the U.S. with China

e New Economic Naturalist, “Can technology hurt
workers?,” that includes what was previously a para-
graph on workers’ resistance to new technology (with
anecdotes on Ned Ludd and the tale of John Henry);
the new EN highlights workers’ concerns about auto-
mation, robotics, and artificial intelligence (Al)

e New Economic Naturalist, “How did the COVID-19
pandemic affect the demand for U.S. jobs,” that dis-
cusses the different effects the epidemic is having on
different jobs in different sectors

* New discussion of European labor markets that high-
lights the deregulation in southern Europe following the
global financial crisis and that, on some metrics,
Europe’s labor market does better than the U.S. labor
market

Chapter 21

» Updates related to the COVID-19 economic downturn
that include the discussion of U.S. household saving
early in the chapter and the discussion of the U.S. gov-
ernment deficit later in the chapter

* New Economic Naturalist, “Why have real interest rates
declined globally in recent decades?,” that discusses the
combination of higher global saving and lower global
investment that helps explain the downward trend in
real interest rates

Chapter 22

» New discussion of the Fed’s role in stabilizing financial
markets and as lender of last resort, which took center
stage in recent episodes of financial panic; the discus-
sion covers Section 13(3) landing during the 2008 and
2020 crises

Chapter 23
» Updates related to recent U.S.-China trade frictions, in
the discussion of the saving rate and the trade deficit
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Updates related to the COVID-19 pandemic and finan-
cial markets

Chapter 24

Updates related to the COVID-19 downturn

Revised Economic Naturalist 24.3 that includes discus-
sion of the gig economy in the context of the natural
rate of unemployment in the U.S.

Chapter 25

Revised Economic Naturalist 25.5 that discusses the
U.S. government’s response to the COVID-19 pandemic
and covers details of the Coronavirus Aid, Relief, and
Economic Security (CARES) Act of 2020 and their
economic rationale

Other COVID-19-related updates

Chapter 26

Updates related to COVID-19: in the context of banks’
excess reserves, in the context of the Fed’s quick cuts
of the federal funds rate, in the context of quantitative
easing (QE) and the Fed’s special landing in 2020, and
in the context of the Fed’s return to forward guidance
in 2020; the chapter highlights the unprecedented speed
and severity of the pandemic’s economic hit, and there-
fore the unprecedented speed and size of the policy
response

Revisions throughout the chapter that reflect recent
developments in thinking about QE, forward guid-
ance, and other methods; when introduced in 2008,
these methods were viewed as “unconventional”
and “temporary”; the chapter now observes that
such methods are increasingly recognized as a “new
normal”

Chapter 27

Updates to The Economic Naturalist 27.5, “Can infla-
tion be too low?,” to cover the Fed’s unprecedented
response to COVID-19

Chapter 28

New The Economic Naturalist 28.2, “What is a safe
haven currency?,” (such as the U.S. dollar, the Swiss
franc, and the Japanese yen), and how they tend to
appreciate in periods of uncertainty; includes specific
examples from the 2008 global financial crisis and the
2020 global coronavirus crisis

Updated The Economic Naturalist 28.4 that covers the
IMF’s COVID-19-related landing in early 2020

A NOTE ON THE WRITING
OF THIS EDITION

Ben Bernanke was sworn in on February 1, 2006, as chair
and a member of the Board of Governors of the Federal
Reserve System, a position to which he was reappointed
in January 2010. From June 2005 until January 2006, he
served as chair of the President’s Council of Economic
Advisers. These positions have allowed him to play an
active role in making U.S. economic policy, but the rules
of government service have restricted his ability to partic-
ipate in the preparation of previous editions. Since his
second term as chair of the Federal Reserve has com-
pleted, we are happy that Ben is actively involved in the
revision of the macro portion of this edition.
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DISTINGUISHING FEATURES

ECONOMIC "
NATURALIST ) The Economic Naturalist 8.3

EXAM PL ES Why might an appliance retailer instruct its clerks to hammer dents
[ connect:  into the sides of its stoves and refrigerators?

Each Economic Natural- ’V'SW‘V:“"”S"““‘°"5 CB“”":“ The Sears “Scratch 'n’ Dent Sale” is another example of how retailers use quality
ist 1 tart .th Seen Bc“sim’z;st‘:ﬂf differentials to segregate buyers according to their reservation prices. Many Sears
ISt example Starts wi a . W stores hold an annual sale in which they display appliances with minor
question to spark curios- ﬁ ‘ ’ E ’l scratches and blemishes in the parking lot at deep discounts. People
0 0 . who don't care much about price are unlikely to turn out for these
lty and interest in learn- } events, but those with very low reservation prices often get up early to
ing an answer. These H & be first in line. Indeed, these sales have proven so popular that it might

even be in a retailer’s interest to put dents in some of its sale items

deliberately.

Why might an appiwan(erexawler hammer dents

examples fuel interest
into the

while teaching students
to see economics in the i Fl connect’ ECONOMIC NATURALISM

With the rudiments of the cost-benefit framework under your belt, you are now in a

1 » Visit your instructer’s Connect
WOI'ld around them' VldeOS Of course and access your eBaak to position to become an “economic naturalist,” someone who uses insights from economics
select and new Economic Naturalist ) _ viewthisvideo 15 help make sense of observations from everyday life. People who have studied biology
‘\ i [ are able to observe and marvel at many details of nature that would otherwise have

examples are denoted in the margin
of the material to which they per-
tain and they are housed within

escaped their notice. For example, on a walk in the woods in early April, the novice may
see only trees. In contrast, the biology student notices many different species of trees and
understands why some are already in leal while others still lie dormant. Likewise, the
novice may notice that in some animal species males are much larger than females, but

- - — the biology student knows that pattern occurs only in species in which males take several
Connect. A full list of Economic e o yo bt mates. Natural selection favors larger males in those species because their greater size

Naturalist examples and videos can
be found in the following pages.

NUMBERED EXAMPLES

EXAMPLE 1.1 Comparing Costs and Benefits

Throughout the teXt’ numbered and tltled Should you walk downtown to save $10 on a $25 wireless keyboard?
examples are referenced and Called Out to fur— \mhag\'nefyoujrte I?bout tlc;btutyha $25 w:e\ebss k:yboard a‘t thte nzarbylcamputs stofre
when a friend tells you that the same keyboard is on sale at a downtown store for
ther lllustrate concepts' Our engaglng questlons only $15. If the dov\{mown store is a 30-Zninule walk away, where should you buy
the keyboard?
and examples from everyday hfe hlghhght hOW }>}> The Cost-Benefit Principle tells us that you should buy it downtown if the benefit
. . . . . f doing so exceeds the cost. The benefit of taking any action is the dollar valu
each human action is the result of an implicit of everything you gain by taking it Here, the benefit of buying covntown is exaclly
o . . . $10, because that's the amount you'll save on the price of the keyboard. The cost
or explicit cost-benefit calculation. of taking any action is the dollar value of everything you give up by taking it Here,

the cost of buying downtown is the dollar value you assign to the time and trouble
it takes to make the trip. But how do we estimate that value?

One way is to perform the following hypothetical auction. Imagine that a stranger
has offered to pay you to do an errand that involves the same walk downtown
(perhaps to drop off a package for her at the post office). If she offered you a pay-
ment of, say, $1,000, would you accept? If so, we know that your cost of walking
downtown and back must be less than $1,000. Now imagine her offer being reduced
in small increments until you finally refuse the last offer. For example, if youd agree
to walk downtown and back for $9 but not for $8.99, then your cost of making
the trip is $9. In this case, you should buy the keyboard downtown because the
$10 you'll save (your benefit) is greater than your $9 cost of making the trip.

But suppose your cost of making the trip had been greater than $10. In that
case, your best bet would have been to buy the keyboard from the nearby cam-
pus store. Confronted with this choice, different people may choose differently,
depending on how costly they think it is to make the trip downtown. But although
there is no uniquely correct choice, most people who are asked what they would
do in this situation say they would buy the keyboard downtown.

CORE PRINCIPLES
EXCHANGE AND OPPORTUNITY COST L.
There are seven Core Principles that we

§>§> The Scarcity Principle (see Chapter 1, Thinking Like an Economist) reminds us that the
opportunity cost of spending more time on any one activity is having less time available fOCuS on to ensure Student mastery

to spend on others. As the following example makes clear, this principle helps explain

why everyone can do better by concentrating on those activities at which he or she per- Throughout the teXt, these principles

forms best relative to others.

are called out and are denoted by an
icon in the margin. Again, the seven
Core Principles are: scarcity, cost-benefit,
incentive, comparative advantage, increas-
ing opportunity cost, efficiency, and equi-
librium.

xii



DISTINGUISHING FEATURES

xiii

SELF-TESTS

These self-test questions in the body of the chapter
enable students to determine whether the preced-
ing material has been understood and reinforce
understanding before reading further. Detailed
answers to the self-test questions are found at the
end of each chapter.

SELF-TEST 31

In Figure 3.1, what is the marginal buyer’s reservation price when the quantity
of pizza sold is 10,000 slices per day? For the same demand curve, what will
be the quantity of pizza demanded at a price of $2.50 per slice?

RECAP j\
MARKET EQUILIBRIUM

Market equilibrium, the situation in which all buyers and sellers are satisfied
with their respective quantities at the market price, occurs at the intersection
of the supply and demand curves. The corresponding price and quantity are
called the equilibrium price and the equilibrium quantity.

Unless prevented by regulation, prices and quantities are driven toward
their equilibrium values by the actions of buyers and sellers. If the price is
initially too high, so that there is excess supply, frustrated sellers will cut their
price in order to sell more. If the price is initially too low, so that there is
excess demand, competition among buyers drives the price upward. This
process continues until equilibrium is reached.

(oermao )

RECAP

Sprinkled throughout each chapter are Recap boxes
that underscore and summarize the importance of the
preceding material and key concept takeaways.

WORKED PROBLEM VIDEOS

Brief videos work through end-of-chapter problems
to aid in student understanding of core economic
concepts and offer assistance with more challeng-
ing material. The videos are available as hints
within Connect.

LEARNING GLASS VIDEOS

Dozens of lecture videos featuring authors Kate
Antonovics and Ori Heffetz utilize learning glass
technology to provide you with an overview of
important concepts. These videos can be accessed
as resources within SmartBook® or as assignable
content via McGraw Hill Connect®

To earn extra money in the summer, you grow tomatoes and sell them at a local farmers’
market for 30 cents per pound. By adding compost to yourgarden, you can increase your
yield as shown in the table below. If compost cosjs per pound and your goal is to
make as much profit as possible, how many pounds-efecompost should you add?

Additiona\ cost (or wmorgingl tost)

Pounds of | Pounds of | Additional pounds | Additional revenue
| compost | tomatoes of tomatoes (or marginal benefit)
100
1 120 20 $600
2 125 (4 #4150 VvV
3 128
4 130
5 131
6

P quontity A demand

demanded
v

dewanded: A moement

along tre denand curve

that occurs  response

oa d\mse W price.

| Quantity
¥ demanded

C,‘(\N\SC O
A shift of fhe entire

Aowmand rurve



ECONOMIC NATURALIST VIDEO SERIES

Asymmetric Information: Why do “almost new” used cars sell
for so much less than brand new ones?

Behavioral Economics: Why do real estate agents often show
clients two nearly identical houses, even though one is both
cheaper and in better condition than the other?

Commercial Banking: Why can it be more expensive to
transfer funds between banks electronically than it is to

send a check through the mail?

Comparative Advantage: iPhones: Designed in California, but
assembled in China

Cost Benefit 1: Why does the light come on when you open
the refrigerator door but not when you open the freezer?
Cost Benefit 2: Why are child safety seats required in auto-
mobiles but not in airplanes?

Discount Pricing: Why might an appliance retailer hammer
dents into the sides of its stoves and refrigerators?

Economy Strength and Currency Value: Does a strong
currency imply a strong economy?

Elasticity: Why do people buy the same amount of salt as
before even when the price of salt doubles?

Human Capital: Why do almost all countries provide free
education?

Incentive Problems and Inefficiency: Why does the practice
of check splitting cause people to spend more at restaurants?
Inflation and Cost of Living: Do official inflation figures
overstate actual increases in our living costs?

Inflation: Can inflation be too low?

Marginal Product of Labor: Why do female models earn so
much more than male models?

Menu Costs: Will new technologies eliminate menu costs?

Xiv

Money and lts Uses: Is there such a thing as private, or
communicably traded, money?

Monopolistic Competition: Why do we often see convenience
stores located on adjacent street corners?

Prisoner’s Dilemma: Why do people shout at parties?
Production Costs: Why are brown eggs more expensive than
white ones?

Saving: Why do American households save so little while
Chinese households save so much?

Sources of Increasing Inequality: Why have the salaries of
top earners been growing so much faster than everyone
else’s?

Supply and Demand: Why are rotisserie chickens less
expensive than fresh chickens?

Tariffs: Why do consumers in the United States often pay
more than double the world price for sugar?

The Demand for Money: Why does the average Argentine
citizen hold more U.S. dollars than the average U.S. citizen?
The Invisible Hand: Why do supermarket checkout lines all
tend to be roughly the same length?

The Law of Demand: Why are smaller automobile engines
more common in Europe than in the United States?

The Optimal Amount of Information: Why might a patient
be more likely to receive an expensive magnetic resonance
imaging (MRI) exam for a sore knee if covered under a con-
ventional health insurance rather than a health maintenance
organization (HMO) plan?

The Tragedy of the Commons and Property Rights: Why
do blackberries in public parks get picked before they’re
completely ripe?



ECONOMIC NATURALIST EXAMPLES

1.1 Why do many hardware manufacturers include more than
$1,000 worth of “free” software with a computer selling
for only slightly more than that?

1.2 Why don’t auto manufacturers make cars without
heaters?

1.3 Why do the keypad buttons on drive-up automated teller
machines have Braille dots?

2.1 Where have all the .400 hitters gone?

2.2 What happened to the U.S. lead in the television market?

2.3 If trade among nations is so beneficial, why are free-
trade agreements so controversial?

2.4 1Is PBS economics reporter Paul Solman’s job a likely
candidate for outsourcing?

3.1 When the federal government implements a large pay
increase for its employees, why do rents for apartments
located near Washington Metro stations go up relative to
rents for apartments located far away from Metro stations?

3.2 Why do major term papers go through so many more
revisions today than in the 1970s?

3.3 Why do the prices of some goods, like airline tickets to
Europe, go up during the months of heaviest
consumption, while others, like sweet corn, go down?

3.4 Why was there a shortage of toilet paper during the
COVID-19 pandemic?

4.1 Will a higher tax on cigarettes curb teenage smoking?

4.2 Why was the luxury tax on yachts such a disaster?

4.3 Why are gasoline prices so much more volatile than car
prices?

5.1 Why does California experience chronic water shortages?

5.2 Why would Jeff Bezos live in a smaller house in
Manhattan than in Medina, Washington?

5.3 Why did people turn to four-cylinder cars in the 1970s,
only to shift back to six- and eight-cylinder cars in the
1990s?

5.4 Why are automobile engines smaller in England than in
the United States?

5.5 Why are waiting lines longer in poorer neighborhoods?

6.1 When recycling is left to private market forces, why are
many more aluminum beverage containers recycled than
glass ones?

7.1 Why do supermarket checkout lines all tend to be
roughly the same length?

7.2 Are there “too many” smart people working as corporate
earnings forecasters?

8.1 Why does Intel sell the overwhelming majority of all
microprocessors used in personal computers?

8.2 Why do many movie theaters offer discount tickets to
students?

8.3 Why might an appliance retailer instruct its clerks to
hammer dents into the sides of its stoves and
refrigerators?

9.1 Why are cartel agreements notoriously unstable?

9.2 How did Congress unwittingly solve the television
advertising dilemma confronting cigarette producers?

9.3 Why do people shout at parties?

9.4 Why do we often see convenience stores located on
adjacent street corners?

10.1 Why did the American Olympic swimmer Shirley
Babashoff, who set one world record and six national
records at the 1976 Olympics, refuse to appear on the
cover of Sports lllustrated?

10.2 Why would people pay thousands of dollars to attend a
weight-loss camp that will feed them only 1,500 calories
per day?

10.3 Why was Obamacare difficult to enact and harder still to
repeal?

10.4 Why have attempts to privatize Social Security proved so
politically unpopular in the United States?

10.5 If prosperous voters would be happier if they spent less
on positional goods and lived in environments with more
generously funded public sectors, why haven’t they
elected politicians who would deliver what they want?

11.1 What is the purpose of free speech laws?

11.2 Why do many states have laws requiring students to be
vaccinated against childhood illnesses?

11.3 Why does the government subsidize private property
owners to plant trees on their hillsides?

11.4 Why do blackberries in public parks get picked too soon?

11.5 Why are shared milkshakes consumed too quickly?

11.6 Why do football players take anabolic steroids?

12.1 Why is finding a knowledgeable salesclerk often difficult?

12.2 Why did Rivergate Books, the last bookstore in
Lambertville, New Jersey, go out of business?

12.3 Why do firms insert the phrase “As advertised on TV”
when they advertise their products in magazines and
social media?

12.4 Why do many companies care so much about elite
educational credentials?

12.5 Why do many clients seem to prefer lawyers who wear
expensive suits?

12.6 Why do males under 25 years of age pay more than
other drivers for auto insurance?

12.7 Why do opponents of the death penalty often remain
silent?

12.8 Why do proponents of legalized drugs remain silent?

13.1 If unionized firms have to pay more, how do they
manage to survive in the face of competition from their
nonunionized counterparts?

13.2 Why do some ad copywriters earn more than others?

13.3 Why does Taylor Swift earn many millions more than
singers with only slightly less talent?

XV



Xxvi ECONOMIC NATURALIST EXAMPLES

14.1 Why don’t most married couples contribute equally to
joint purchases?

14.2 Why do television networks favor NFL Sunday Night
Football over Masterpiece?

14.3 Why does check-splitting make the total restaurant bill
higher?

14.4 Why do legislators often support one another’s pork
barrel spending programs?

15.1 What is the China trade shock?

15.2 Why did the U.S. start a Trade War with China?

15.3 What is fast track authority?

17.1 Can nominal and real GDP ever move in different
directions?

17.2 Why do people work fewer hours today than their great-
grandparents did?

17.3 Why do far fewer children complete high school in poor
countries than in rich countries?

18.1 Every few years, there is a well-publicized battle in
Congress over whether the minimum wage should be
raised. Why do these heated legislative debates recur so
regularly?

19.1 Why did West Germany and Japan recover so
successfully from the devastation of World War 11?

19.2 Why did U.S. labor productivity grow so rapidly in the
late 1990s?

19.3 Why did medieval China stagnate economically?

19.4 Why do almost all countries provide free public education?

20.1 Can new technology hurt workers?

20.2 How did the COVID-19 pandemic affect the demand for
U.S. jobs?

21.1 How did many American households increase their
wealth in the 1990s and 2000s while saving very little?

21.2 Why do Chinese households save so much?

21.3 Why do U.S. households save so little?

21.4 Why have real interest rates declined globally in recent
decades?

22.1 From Ithaca Hours to Bitcoin: what is private money,
communally created money, and open-source money?

22.2 Why did the banking panics of 1930-1933 reduce the
national money supply?

23.1 What happens to national economies during banking
crises?

23.2 Why did the U.S. stock market rise sharply and fall
sharply in the 1990s and again in the 2000s?

23.3 Why is the U.S. trade deficit so large?

24.1 Do economic fluctuations affect presidential elections?

24.2 How was the 2007 recession called?

24.3 Why has the natural rate of unemployment in the United
States declined?

24.4 Why did the Federal Reserve act to slow down the
economy in 1999 and 20007

25.1 Will new technologies eliminate menu costs?

25.2 How did the decline in U.S. stock market values from
2000-2002 affect consumption spending?

25.3 What caused the 2007-2009 recession in the United
States?

25.4 Does military spending stimulate the economy?

25.5 Why did the federal government temporarily cut taxes in
2001, 2009, and 20207

26.1 Why does the average Argentine hold more U.S. dollars
than the average U.S. citizen?

26.2 How did the Fed respond to recession and the terrorist
attacks in 20017

26.3 Why did the Fed raise interest rates 17 times in a row
between 2004 and 2006?

26.4 Why does news of inflation hurt the stock market?

26.5 Should the Federal Reserve respond to changes in asset
prices?

26.6 What is the Taylor rule?

27.1 How did inflation get started in the United States in the
1960s?

27.2 Why did oil price increases cause U.S. inflation to
escalate in the 1970s but not in the 2000s and 2010s?

27.3 Why was the United States able to experience rapid
growth and low inflation in the latter part of the 1990s?

27.4 How was inflation conquered in the 1980s?

27.5 Can inflation be too low?

28.1 Does a strong currency imply a strong economy?

28.2 What is a safe haven currency?

28.3 Why did the dollar appreciate nearly 50 percent in the
first half of the 1980s and nearly 40 percent in the
second half of the 1990s?

28.4 What were the causes and consequences of the East
Asian crisis of 1997-1998?

28.5 What is the IMF, and how has its mission evolved over
the years?

28.6 How did policy mistakes contribute to the Great
Depression?

28.7 Why have 19 European countries adopted a common
currency?



SUPPLEMENTS

The following ancillaries are available for quick download
and convenient access via the Instructor Resource material
available through McGraw Hill Connect®.

Solutions Manual

Prepared by the authors with assistance from Per Norander,
University of North Carolina at Charlotte, this manual pro-
vides detailed answers to the end-of-chapter review questions
and problems.

Test Bank

The test bank has been carefully revised and reviewed for
accuracy. Thousands of questions have been categorized by
chapter learning objectives, AACSB learning categories,
Bloom’s Taxonomy objectives, and level of difficulty.

Test Builder in Connect

Available within Connect, Test Builder is a cloud-based tool

that enables instructors to format tests that can be printed

or administered within an LMS. Test Builder offers a mod-

ern, streamlined interface for easy content configuration

that matches course needs, without requiring a download.
Test Builder allows you to:

» access all test bank content from a particular title.

« easily pinpoint the most relevant content through robust
filtering options.

* manipulate the order of questions or scramble questions
and/or answers.

* pin questions to a specific location within a test.

e determine your preferred treatment of algorithmic
questions.

» choose the layout and spacing.
¢ add instructions and configure default settings.

Test Builder provides a secure interface for better pro-
tection of content and allows for just-in-time updates to flow
directly into assessments.

PowerPoints

Presentation slides contain a detailed, chapter-by-chapter
review of the important ideas presented in the textbook,
accompanied by animated graphs and slide notes. You
can edit, print, or rearrange the slides to fit the needs of
your course.

Customizable Micro Lecture Notes

One of the biggest hurdles to an instructor considering
changing textbooks is the prospect of having to prepare new
lecture notes and slides. For the microeconomics chapters,
this hurdle no longer exists. A full set of lecture notes for
Principles of Microeconomics, prepared by Bob Frank for
his award-winning introductory microeconomics course at
Cornell University, is available as Microsoft Word files that
instructors are welcome to customize as they see fit. The
challenge for any instructor is to reinforce the lessons of the
text in lectures without generating student unrest by merely
repeating what’s in the book. These lecture notes address
that challenge by constructing examples that run parallel to
those presented in the book, yet are different from them in
interesting contextual ways.

Writing Assignment

Available within McGraw Hill Connect® and McGraw Hill
Connect® Master, the Writing Assignment tool delivers a
learning experience to help students improve their written
communication skills and conceptual understanding. As an
instructor you can assign, monitor, grade, and provide feed-
back on writing more efficiently and effectively.

Remote Proctoring & Browser-Locking
Capabilities

8 connect + g proctorio

New remote proctoring and browser-locking capabilities,
hosted by Proctorio within Connect, provide control of the
assessment environment by enabling security options and
verifying the identity of the student.

Seamlessly integrated within Connect, these services
allow instructors to control students’ assessment experience
by restricting browser activity, recording students’ activity,
and verifying students are doing their own work.

Instant and detailed reporting gives instructors an at-a-
glance view of potential academic integrity concerns,
thereby avoiding personal bias and supporting evidence-based
claims.

FOR MORE INFORMATION ABOUT CONNECT AND

ITS AVAILABLE RESOURCES, REFER TO THE PAGES
THAT FOLLOW.
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Because learning changes everything.

Connect Economics
Asset Alignment with
Bloom’s Taxonomy

Principles of Economics, 8e

We Take Students Higher

As a learning science company we create content that supports higher order thinking skills. Within
Connect’, we tag assessments accordingly so you can filter your search, assign it, and receive reporting
on it. These content asset types can be associated with one or more levels of Bloom’s Taxonomy.

The chart below shows a few of the key assignable economics assets with McGraw Hill Connect
aligned with Bloom’s Taxonomy. Take your students higher by assigning a variety of applications,
moving them from simple memorization to concept application.

Econ
Everyday
Current
Events Blog*

ECON Application-

Writing
Assignment
Plus

SmartBook 2.0 Adaptive Videos Exercises L CHIL Based

Math Prep SLERLS Activities

Higher Order
Thinking Skills

<
<

SIS

SIS

EVALUATE

ANALYZE

APPLY

UNDERSTAND

<

SIS

SIS
SISTS
SISISTS
SISISTS
SISTS
SISTS

REMEMBER

Lower Order
Thinking Skills

* Outside of Connect.



SmartBook 2.0 —— T

Adaptively aids students to study more efficiently by highlighting where in the chapter | oo 5
to focus, asking review questions and pointing them to passages in the text until they e
understand. Assignable and assessable.

ECON Adaptive Math Prep

Math preparedness assignments help students refresh important prerequisite topics
necessary to be successful in economics. New Adaptive Math Prep Tool provides students
just-in-time math remediation that are prerequisite to success in Principles of Economics
courses and adapt to each student.

Videos

Worked examples and real-world application videos help students learn economics.
Learning Glass videos reinforcing challenging topics featuring the authors and innovative
learning glass technology. Economic Naturalist videos bring examples to life showing
interesting applications of economic concepts. Worked Problem videos work through
select end-of-chapter questions for extra help and guidance through challenging material.

1,050 = 2,000 - 2.5P

Exercises

Exercises with algorithmic variations provide ample opportunities for students to practice
and hone quantitative skills. Graphing Exercises provide opportunities for students to draw,
interact with, manipulate, and analyze graphs.

Interactive Graphs

Interactive Graphs provide visual displays of real data and economic concepts for students
to manipulate. All graphs are accompanied by assignable assessment questions and

feedback to guide students through the experience of learning to read and interpret graphs
and data.

Application-Based Activities

Immersive real-life scenarios engage students and put them in the role of everyday
economists. Students practice their economic thinking and problem-solving skills as they
apply course concepts and see the implications of their decisions as they go. Each activity
is designed as a 15-minute experience, unless students eagerly replay for a better outcome.

ECON Everyday Current Events Blog*

Our Econ Everyday blog saves instructors time bringing current, student-centered content
into their course all semester long. Short articles, written for principles-level students, is
tagged by topic to bring currency into your course. We also provide discussion questions to
help you drive the conversation forward. Visit www.econeveryday.com and subscribe for
updates. (*Outside of Connect.)

Writing Assignment Plus

Writing Assignment Plus delivers a learning experience that helps students improve their
written communication skills and conceptual understanding. Faculty can assign, monitor,
grade, and provide feedback on writing projects efficiently. Built-in grammar and writing
review helps students improve writing quality while an originality check helps students
correct central plagiarism before submission. End result? Improved workplace skills of
writing in critical thinking.

For more information, please visit: www.mheducation.com/highered/economics




= connect

Instructors: Student Success Starts with You

Tools to enhance your unique voice 6 50/
Want to build your own course? No problem. Prefer to use our turnkey, O

prebuilt course? Easy. Want to make changes throughout the semester? Less Time

Sure. And you’ll save time with Connect’s auto-grading too.

Laptop: McGraw Hill; Woman/dog: George Doyle/Getty Images

Affordable solutions,
added value :

Make technology work for you with

LMS integration for single sign-on access,
mobile access to the digital textbook,

and reports to quickly show you how
each of your students is doing. And with
our Inclusive Access program you can
provide all these tools at a discount to
your students. Ask your McGraw Hill
representative for more information.

Padlock: Jobalou/Getty Images

Grading

Study made personal

Incorporate adaptive study resources like

SmartBook® 2.0 into your course and help your
students be better prepared in less time. Learn

more about the powerful personalized learning
experience available in SmartBook 2.0 at
www.mheducation.com/highered/connect/smartbook

Solutions for %
your challenges

A product isn’t a solution. Real
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CHAPTER

Thinking Like
an Economist

LEARNING OBJECTIVES

After reading this chapter,
you should be able to:

LO1 Explain and apply the
Scarcity Principle,
which says that having
more of any good
thing necessarily
requires having less
of something else.

LO2 Explain and apply the
Cost-Benefit Principle,
which says that an
action should be taken
if, but only if, its benefit
is at least as great as
its cost.

LO3 Discuss three important
pitfalls that occur when

People often make bad decisions because they fail to compare the relevant costs applying the Cost-

and benefits. Benefit Principle

inconsistently.

Nick Dolding/Cultura/Corbis

LO4 Explain and apply the

m ow many students are in your introductory economics class? Some classes have Incentive Principle,

just 20 or so. Others average 35, 100, or 200 students. At some schools, introduc- which says that if you

tory economics classes may have as many as 2,000 students. What size is best? want to predict people’s
If cost were no object, the best size might be a single student. Think about it: the behavior, a good place

whole course, all term long, with just you and your professor! Everything could be custom- to start is by examining

tailored to your own background and ability. You could cover the material at just the right their incentives.

pace. The tutorial format also would promote close communication and personal trust
between you and your professor. And your grade would depend more heavily on what you
actually learned than on your luck when taking multiple-choice exams. Let’s suppose, for
the sake of discussion, that students have been shown to learn best in the tutorial format.

Why, then, do so many introductory classes still have hundreds of students? The
simple reason is that costs do matter. They matter not just to the university administrators
who must build classrooms and pay faculty salaries, but also to you. The direct cost of
providing you with your own personal introductory economics course might easily top
$50,000. Someone has to pay these costs. In private universities, a large share of the cost
would be recovered directly from higher tuition payments. In state universities, the burden
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Are small classes “better” than
large ones?

economics the study of how
people make choices under
conditions of scarcity and of
the results of those choices
for society

[ Scarcity } }>§>

[ Cost-Benefit ]}>§>

would be split between higher tuition payments and higher tax payments. But, in either
case, the course would be unaffordable for most students.

With larger classes, of course, the cost per student goes down. For example, an intro-
ductory economics course with 300 students might cost as little as $200 per student. But
a class that large could easily compromise the quality of the learning environment. Com-
pared to the custom tutorial format, however, it would be dramatically more affordable.

In choosing what size introductory economics course to offer, then, university admin-
istrators confront a classic economic trade-off. In making the class larger, they risk low-
ering the quality of instruction—a bad thing. At the same time, they reduce costs and
hence the tuition students must pay—a good thing.

In this chapter, we’ll introduce three simple principles that will help you understand
and explain patterns of behavior you observe in the world around you. These principles
also will help you avoid three pitfalls that plague decision makers in everyday life.

ECONOMICS: STUDYING CHOICE
IN A WORLD OF SCARCITY

Even in rich societies like the United States, scarcity is a fundamental fact of life. There
is never enough time, money, or energy to do everything we want to do or have everything
we’d like to have. Economics is the study of how people make choices under conditions
of scarcity and of the results of those choices for society.

In the class-size example just discussed, a motivated economics student might defi-
nitely prefer to be in a class of 20 rather than a class of 100, everything else being
equal. But other things, of course, are not equal. Students can enjoy the benefits of
having smaller classes, but only at the price of having less money for other activities.
The student’s choice inevitably will come down to the relative importance of competing
activities.

That such trade-offs are widespread and important is one of the core principles of
economics. We call it the Scarcity Principle because the simple fact of scarcity makes
trade-offs necessary. Another name for the scarcity principle is the No-Free-Lunch Principle
(which comes from the observation that even lunches that are given to you are never
really free—somebody, somehow, always has to pay for them).

The Scarcity Principle (also called the No-Free-Lunch Principle): Although we
have boundless needs and wants, the resources available to us are limited. So
having more of one good thing usually means having less of another.

Inherent in the idea of a trade-off is the fact that choice involves compromise between
competing interests. Economists resolve such trade-offs by using cost-benefit analysis,
which is based on the disarmingly simple principle that an action should be taken if, and
only if, its benefits exceed its costs. We call this statement the Cost-Benefit Principle, and
it, too, is one of the core principles of economics:

The Cost-Benefit Principle: An individual (or a firm or a society) should take an
action if, and only if, the extra benefits from taking the action are at least as great
as the extra costs.

With the Cost-Benefit Principle in mind, let’s think about our class-size question
again. Imagine that classrooms come in only two sizes—100-seat lecture halls and 20-seat
classrooms—and that your university currently offers introductory economics courses to
classes of 100 students. Question: Should administrators reduce the class size to 20 stu-
dents? Answer: Reduce if, and only if, the value of the improvement in instruction out-
weighs its additional cost.

This rule sounds simple. But to apply it we need some way to measure the rele-
vant costs and benefits, a task that’s often difficult in practice. If we make a few
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simplifying assumptions, however, we can see how the analysis might work. On the
cost side, the primary expense of reducing class size from 100 to 20 is that we’ll
now need five professors instead of just one. We’ll also need five smaller classrooms
rather than a single big one, and this too may add slightly to the expense of the
move. Let’s suppose that classes with 20 cost $1,000 per student more than those
with 100. Should administrators switch to the smaller class size? If they apply the
Cost-Benefit Principle, they will realize that doing so makes sense only if the value of
attending the smaller class is at least $1,000 per student greater than the value of
attending the larger class.

Would you (or your family) be willing to pay an extra $1,000 for a smaller class? If
not, and if other students feel the same way, then sticking with the larger class size makes
sense. But if you and others would be willing to pay the extra tuition, then reducing the
class size makes good economic sense.

Notice that the “best” class size, from an economic point of view, will generally not be the
same as the “best” size from the point of view of an educational psychologist. That’s because
the economic definition of “best” takes into account both the benefits and the costs of
different class sizes. The psychologist ignores costs and looks only at the learning benefits
of different class sizes.

In practice, of course, different people feel differently about the value of smaller
classes. People with high incomes, for example, tend to be willing to pay more for
the advantage. That helps explain why average class size is smaller, and tuition
higher, at private schools whose students come predominantly from high-income
families.

The cost-benefit framework for thinking about the class-size problem also suggests a
possible reason for the gradual increase in average class size that has been taking place
in American colleges and universities. During the last 30 years, professors’ salaries have
risen sharply, making smaller classes more costly. During the same period, median family
income—and hence the willingness to pay for smaller classes—has remained roughly con-
stant. When the cost of offering smaller classes goes up but willingness to pay for smaller
classes does not, universities shift to larger class sizes.

Scarcity and the trade-offs that result also apply to resources other than money. Jeff
Bezos is one of the richest people on Earth. His wealth is estimated at more than $180
billion. That’s more than the combined wealth of the poorest 54 percent of Americans.
Bezos could buy more houses, cars, vacations, and other consumer goods than he could
possibly use. Yet he, like the rest of us, has only 24 hours each day and a limited amount
of energy. So even he confronts trade-offs. Any activity he pursues—whether it be build-
ing his business empire or redecorating his mansion—uses up time and energy that he
could otherwise spend on other things. Indeed, someone once calculated that the value
of Bezos’s time is so great that pausing to pick up a $100 bill from the sidewalk simply
wouldn’t be worth his while.

APPLYING THE COST-BENEFIT PRINCIPLE

In studying choice under scarcity, we’ll usually begin with the premise that people are
rational, which means they have well-defined goals and try to fulfill them as best they
can. The Cost-Benefit Principle is a fundamental tool for the study of how rational people
make choices.

As in the class-size example, often the only real difficulty in applying the cost-benefit
rule is to come up with reasonable measures of the relevant benefits and costs. Only in
rare instances will exact dollar measures be conveniently available. But the cost-benefit
framework can lend structure to your thinking even when no relevant market data are
available.

To illustrate how we proceed in such cases, the following example asks you to decide
whether to perform an action whose cost is described only in vague, qualitative terms.

@@[ Cost-Benefit ]
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If Jeff Bezos saw a $100 bill
lying on the sidewalk, would it
be worth his time to pick it up?

rational person someone
with well-defined goals who
tries to fulfill those goals as
best he or she can



4 CHAPTER 1 THINKING LIKE AN ECONOMIST

EXAMPLE 11
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Comparing Costs and Benefits

Should you walk downtown to save $10 on a $25 wireless keyboard?

Imagine you are about to buy a $25 wireless keyboard at the nearby campus store
when a friend tells you that the same keyboard is on sale at a downtown store for
only $15. If the downtown store is a 30-minute walk away, where should you buy
the keyboard?

The Cost-Benefit Principle tells us that you should buy it downtown if the benefit
of doing so exceeds the cost. The benefit of taking any action is the dollar value
of everything you gain by taking it. Here, the benefit of buying downtown is exactly
$10, because that’s the amount you'll save on the price of the keyboard. The cost
of taking any action is the dollar value of everything you give up by taking it. Here,
the cost of buying downtown is the dollar value you assign to the time and trouble
it takes to make the trip. But how do we estimate that value?

One way is to perform the following hypothetical auction. Imagine that a stranger
has offered to pay you to do an errand that involves the same walk downtown
(perhaps to drop off a package for her at the post office). If she offered you a pay-
ment of, say, $1,000, would you accept? If so, we know that your cost of walking
downtown and back must be less than $1,000. Now imagine her offer being reduced
in small increments until you finally refuse the last offer. For example, if you’d agree
to walk downtown and back for $9 but not for $8.99, then your cost of making
the trip is $9. In this case, you should buy the keyboard downtown because the
$10 you'll save (your benefit) is greater than your $9 cost of making the trip.

But suppose your cost of making the trip had been greater than $10. In that
case, your best bet would have been to buy the keyboard from the nearby cam-
pus store. Confronted with this choice, different people may choose differently,
depending on how costly they think it is to make the trip downtown. But although
there is no uniquely correct choice, most people who are asked what they would
do in this situation say they would buy the keyboard downtown.

economic surplus the
benefit of taking an action
minus its cost

[ Cost-Benefit ]}>§>

opportunity cost the value
of what must be forgone to
undertake an activity

ECONOMIC SURPLUS

Suppose that in Example 1.1 your “cost” of making the trip downtown was $9. Compared
to the alternative of buying the keyboard at the campus store, buying it downtown
resulted in an economic surplus of $1, the difference between the benefit of making the
trip and its cost. In general, your goal as an economic decision maker is to choose those
actions that generate the largest possible economic surplus. This means taking all actions
that yield a positive total economic surplus, which is just another way of restating the Cost-
Benefit Principle.

Note that the fact that your best choice was to buy the keyboard downtown doesn’t imply
that you enjoy making the trip, any more than choosing a large class means that you prefer
large classes to small ones. It simply means that the trip is less unpleasant than the prospect
of paying $10 extra for the keyboard. Once again, you've faced a trade-off. In this case, the
choice was between a cheaper keyboard and the free time gained by avoiding the trip.

OPPORTUNITY COST

Of course, your mental auction could have produced a different outcome. Suppose, for
example, that the time required for the trip is the only time you have left to study for a
difficult test the next day. Or suppose you are watching one of your favorite shows on
Netflix, or that you are tired and would love a short nap. In such cases, we say that the
opportunity cost of making the trip—that is, the value of what you must sacrifice to walk
downtown and back—is high and you are more likely to decide against making the trip.
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Strictly speaking, your opportunity cost of engaging in an activity is the value of
everything you must sacrifice to engage in it. For instance, if seeing a movie requires not
only that you buy a $10 ticket, but also that you give up a $20 dogwalking job that you
would have been willing to do for free, then the opportunity cost of seeing the film is $30.

Under this definition, all costs—both implicit and explicit—are opportunity costs.
Unless otherwise stated, we will adhere to this strict definition.

We must warn you, however, that some economists use the term opportunity cost to
refer only to the implicit value of opportunities forgone. Thus, in the example just dis-
cussed, these economists wouldn’t include the $10 ticket price when calculating the oppor-
tunity cost of seeing the film. But virtually all economists would agree that your
opportunity cost of not doing the dogwalking job is $20.

In the previous example, if watching another hour of your favorite show on Netflix
is the most valuable opportunity that conflicts with the trip downtown, the opportunity
cost of making the trip is the dollar value you place on pursuing that opportunity. It is
the largest amount you'd be willing to pay to avoid watching your show at another time.
Note that the opportunity cost of making the trip is not the combined value of a// possi-
ble activities you could have pursued, but only the value of your best alternative—the one
you would have chosen had you not made the trip.

Throughout the text we’ll pose self-tests like the one that follows. You’ll find that
pausing to answer them will help you to master key concepts in economics. Because
doing these self-tests isn’t very costly (indeed, many students report that they're actu-
ally fun), the Cost-Benefit Principle indicates that it’s well worth your while to do
them.

SELF-TEST 11

You would again save $10 by buying the wireless keyboard downtown rather
than at the campus store, but your cost of making the trip is now $12, not $9.
By how much would your economic surplus be smaller if you bought the
keyboard downtown rather than at the campus store?

THE ROLE OF ECONOMIC MODELS

Economists use the Cost-Benefit Principle as an abstract model of how an idealized
rational individual would choose among competing alternatives. (By “abstract model” we
mean a simplified description that captures the essential elements of a situation and allows
us to analyze them in a logical way.) A computer model of a complex phenomenon like
climate change, which must ignore many details and includes only the major forces at
work, is an example of an abstract model.

Noneconomists are sometimes harshly critical of the economist’s cost-benefit model
on the grounds that people in the real world never conduct hypothetical mental auctions
before deciding whether to make trips downtown. But this criticism betrays a fundamen-
tal misunderstanding of how abstract models can help explain and predict human behav-
ior. Economists know perfectly well that people don’t conduct hypothetical mental
auctions when they make simple decisions. All the Cost-Benefit Principle really says is
that a rational decision is one that is explicitly or implicitly based on a weighing of costs
and benefits.

Most of us make sensible decisions most of the time, without being consciously aware
that we are weighing costs and benefits, just as most people ride a bike without being
consciously aware of what keeps them from falling. Through trial and error, we gradually
learn what kinds of choices tend to work best in different contexts, just as bicycle riders
internalize the relevant laws of physics, usually without being conscious of them.

Even so, learning the explicit principles of cost-benefit analysis can help us make
better decisions, just as knowing about physics can help in learning to ride a bicycle. For
instance, when a young economist was teaching his oldest son to ride a bike, he followed

@@[ Cost-Benefit ]
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the time-honored tradition of running alongside the bike and holding onto his son, then
giving him a push and hoping for the best. After several hours and painfully skinned
elbows and knees, his son finally got it. A year later, someone pointed out that the trick
to riding a bike is to turn slightly in whichever direction the bike is leaning. Of course!
The economist passed this information along to his second son, who learned to ride
almost instantly. Just as knowing a little physics can help you learn to ride a bike, know-
ing a little economics can help you make better decisions.

(memam )
| RECAP j\
COST-BENEFIT ANALYSIS

Scarcity is a basic fact of economic life. Because of it, having more of one
good thing almost always means having less of another (the scarcity princi-
ple). The Cost-Benefit Principle holds that an individual (or a firm or a society)
should take an action if, and only if, the extra benefit from taking the action
is at least as great as the extra cost. The benefit of taking any action minus
the cost of taking the action is called the economic surplus from that action.
Hence, the Cost-Benefit Principle suggests that we take only those actions
that create additional economic surplus.

THREE IMPORTANT DECISION PITFALLS'

Rational people will apply the Cost-Benefit Principle most of the time, although prob-
ably in an intuitive and approximate way, rather than through explicit and precise cal-
culation. Knowing that rational people tend to compare costs and benefits enables
economists to predict their likely behavior. As noted earlier, for example, we can predict
that students from wealthy families are more likely than others to attend colleges that
offer small classes. (Again, while the cost of small classes is the same for all families,
their benefit, as measured by what people are willing to pay for them, tends to be higher
for wealthier families.)

Yet researchers have identified situations in which people tend to apply the Cost-
Benefit Principle inconsistently. In these situations, the Cost-Benefit Principle may not
predict behavior accurately. But it proves helpful in another way, by identifying specific
strategies for avoiding bad decisions.

PITFALL 1: MEASURING COSTS AND BENEFITS AS PROPORTIONS
RATHER THAN ABSOLUTE DOLLAR AMOUNTS
As the next example makes clear, even people who seem to know they should weigh the

pros and cons of the actions they are contemplating sometimes don’t have a clear sense
of how to measure the relevant costs and benefits.

EXAMPLE 1.2

Comparing Costs and Benefits

Should you walk downtown to save $10 on a $2,020 laptop
computer?

You are about to buy a $2,020 laptop computer at the nearby campus store when
a friend tells you that the same computer is on sale at a downtown store for only
$2,010. If the downtown store is half an hour’s walk away, where should you buy
the computer?

'The examples in this section are inspired by the pioneering research of Daniel Kahneman and the late Amos
Tversky. Kahneman was awarded the 2002 Nobel Prize in Economics for his efforts to integrate insights from
psychology into economics. You can read more about this work in Kahneman’s brilliant 2011 book, Thinking
Fast and Slow (New York: Macmillan).
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Assuming that the laptop is light enough to carry without effort, the structure
of this example is exactly the same as that of Example 1.1. The only difference is
that the price of the laptop is dramatically higher than the price of the wireless
keyboard. As before, the benefit of buying downtown is the dollar amount you'll
save, namely, $10. And because it’s exactly the same trip, its cost also must be
the same as before. So if you are perfectly rational, you should make the same
decision in both cases. Yet when people are asked what they would do in these
situations, the overwhelming majority say they’d walk downtown to buy the key-
board but would buy the laptop at the campus store. When asked to explain, most
of them say something like, “The trip was worth it for the keyboard because you
save 40 percent, but not worth it for the laptop because you save only $10 out
of $2,020.”

This is faulty reasoning. The benefit of the trip downtown is not the propor-
tion you save on the original price. Rather, it is the absolute dollar amount you
save. The benefit of walking downtown to buy the laptop is $10, exactly the
same as for the wireless keyboard. And because the cost of the trip must also
be the same in both cases, the economic surplus from making both trips must
be exactly the same. That means that a rational decision maker would make the
same decision in both cases. Yet, as noted, most people choose differently.

7

The pattern of faulty reasoning in the decision just discussed is one of several decision
pitfalls to which people are often prone. In the discussion that follows, we will identify
two additional decision pitfalls. In some cases, people ignore costs or benefits that they
ought to take into account. On other occasions they are influenced by costs or benefits
that are irrelevant.

SELF-TEST 1.2

Which is more valuable: saving $100 on a $2,000 plane ticket to Tokyo or
saving $90 on a $200 plane ticket to Chicago?

PITFALL 2: IGNORING IMPLICIT COSTS

Sherlock Holmes, Arthur Conan Doyle’s legendary detective, was successful because he
saw details that most others overlooked. In Silver Blaze, Holmes is called on to investigate
the theft of an expensive racehorse from its stable. A Scotland Yard inspector assigned
to the case asks Holmes whether some particular aspect of the crime requires further
study. “Yes,” Holmes replies, and describes “the curious incident of the dog in the night-
time.” “The dog did nothing in the nighttime,”2 responds the puzzled inspector. But, as
Holmes realized, that was precisely the problem! The watchdog’s failure to bark when
Silver Blaze was stolen meant that the watchdog knew the thief. This clue ultimately
proved the key to unraveling the mystery.

Just as we often don’t notice when a dog fails to bark, many of us tend to overlook
the implicit value of activities that fail to happen. As discussed earlier, however, intelligent
decisions require taking the value of forgone opportunities properly into account.

The opportunity cost of an activity, once again, is the value of all that must be forgone
in order to engage in that activity. If buying a wireless keyboard downtown means not
watching another hour of your favorite show on Netflix, then the value to you of watching
the show is an implicit cost of the trip. Many people make bad decisions because they
tend to ignore the value of such forgone opportunities. To avoid overlooking implicit costs,
economists often translate questions like “Should I walk downtown?” into ones like
“Should I walk downtown or watch another hour of my favorite show?”

2Arthur Conan Doyle, “The Adventure of Silver Blaze,” The Memoirs of Sherlock Holmes (London: George
Newnes Ltd., 1893).

Implicit costs are like dogs
that fail to bark in the night.
Many of us tend to overlook
activities that fail to happen.
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EXAMPLE 1.3
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Is your flight to Cancun “free”
if you travel on a frequent-flyer
coupon?

Implicit Cost

Should you use your frequent-flyer coupon to fly to Cancun for spring
break?

With spring break only a week away, you are still undecided about whether to go
to Cancun with a group of classmates at the University of lowa. The round-trip
airfare from Cedar Rapids is $500, but you have a frequent-flyer coupon you could
use for the trip. All other relevant costs for the vacation week at the beach total
exactly $1,000. The most you would be willing to pay for the Cancun vacation is
$1,350. That amount is your benefit of taking the vacation. Your only alternative
use for your frequent-flyer coupon is for a trip to Boston the weekend after spring
break to attend your brother’s wedding. (Your coupon expires shortly thereafter.)
If the Cedar Rapids—Boston round-trip airfare is $400, should you use your
frequent-flyer coupon to fly to Cancun for spring break?

The Cost-Benefit Principle tells us that you should go to Cancun if the bene-
fits of the trip exceed its costs. If not for the complication of the frequent-flyer
coupon, solving this problem would be a straightforward matter of comparing your
benefit from the week at the beach to the sum of all relevant costs. And because
your airfare and other costs would add up to $1,500, or $150 more than your
benefit from the trip, you would not go to Cancun.

But what about the possibility of using your frequent-flyer coupon to make
the trip? Using it for that purpose might make the flight to Cancun seem free,
suggesting you’d reap an economic surplus of $350 by making the trip. But doing
so also would mean you’d have to fork over $400 for your airfare to Boston. So
the implicit cost of using your coupon to go to Cancun is really $400. If you use
it for that purpose, the trip still ends up being a loser because the cost of the
vacation, $1,400, exceeds the benefit by $50. In cases like these, you’re much
more likely to decide sensibly if you ask yourself, “Should | use my frequent-flyer
coupon for this trip or save it for an upcoming trip?”

sunk cost a cost that is
beyond recovery at the

moment a decision must
be made

We cannot emphasize strongly enough that the key to using the Cost-Benefit
Principle correctly lies in recognizing precisely what taking a given action prevents
us from doing. Self-Test 1.3 illustrates this point by modifying the details of Example 1.3
slightly.

SELF-TEST 1.3

Refer to given information in Example 1.3, but this time your frequent-flyer
coupon expires in a week, so your only chance to use it will be for the Cancun
trip. Should you use your coupon?

PITFALL 3: FAILING TO THINK AT THE MARGIN

When deciding whether to take an action, the only relevant costs and benefits are those
that would occur as a result of taking the action. Sometimes people are influenced by
costs they ought to ignore. Other times they compare the wrong costs and benefits. The
only costs that should influence a decision about whether to take an action are those we can
avoid by not taking the action. Similarly, the only benefits we should consider are those that
would not occur unless the action were taken. As a practical matter, however, many decision
makers appear to be influenced by costs or benefits that would have occurred no matter
what. Thus, people are often influenced by sunk costs—costs that are beyond recovery at the
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moment a decision is made. For example, money spent on a nontransferable, nonrefundable
airline ticket is a sunk cost.

As the following example illustrates, sunk costs must be borne whether or not an action
is taken, so they are irrelevant to the decision of whether to take the action.

EXAMPLE 1.4 Sunk Cost

How much should you eat at an all-you-can-eat restaurant?

Sangam, an Indian restaurant in Philadelphia, offers an all-you-can-eat lunch
buffet for $10. Customers pay $10 at the door, and no matter how many times
they refill their plates, there is no additional charge. One day, as a goodwill ges-
ture, the owner of the restaurant tells 20 randomly selected guests that they can
eat at the all-you-can-eat buffet for free. The remaining guests pay the usual
price. If all diners are rational, will those who are able to eat at the buffet for
free consume a different amount of food, on average, than those who have to
pay $10 for the buffet?

Having eaten their first helping, diners in each group confront the following
question: “Should | go back for another helping?” For rational diners, if the ben-
efit of doing so exceeds the cost, the answer is yes; otherwise it is no. Note that
at the moment of decision, the $10 charge for the lunch is a sunk cost. Those
who paid it have no way to recover it. Thus, for both groups, the (extra) cost of
another helping is exactly zero. And because the people who received the free
lunch were chosen at random, there’s no reason their appetites or incomes should
be any different from those of other diners. The benefit of another helping thus
should be the same, on average, for people in both groups. And because their
respective costs and benefits are the same, the two groups should eat the same
number of helpings, on average.

Psychologists and economists have experimental evidence, however, that
people in such groups do not eat similar amounts.? In particular, those who have
to pay for the all-you-can-eat buffet tend to eat substantially more than those for
whom the buffet is free. People in the former group somehow seem determined
to “get their money’s worth.” Their implicit goal is apparently to minimize the
average cost per bite of the food they eat. Yet minimizing average cost is not a
particularly sensible objective. The irony is that diners who are determined to get
their money’s worth usually end up eating too much.

The fact that the cost-benefit criterion failed the test of prediction in Example 1.4
does nothing to invalidate its advice about what people should do. If you are letting sunk
costs influence your decisions, you can do better by changing your behavior.

In addition to paying attention to costs and benefits that should be ignored, people
often use incorrect measures of the relevant costs and benefits. This error often occurs
when we must choose the extent to which an activity should be pursued (as opposed to
choosing whether to pursue it at all). We can apply the Cost-Benefit Principle in such
situations by repeatedly asking the question, “Should I increase the level at which I am
currently pursuing the activity?”

In attempting to answer this question, the focus should always be on the benefit and
cost of an additional unit of activity. To emphasize this focus, economists refer to the cost
of an additional unit of activity as its marginal cost. Similarly, the benefit of an additional
unit of the activity is its marginal benefit.

3See, for example, Richard Thaler, “Toward a Positive Theory of Consumer Choice,” Journal of Economic Behavior
and Organization 1, no. 1 (1980).

marginal cost the increase
in total cost that results from
carrying out one additional
unit of an activity

marginal benefit the
increase in total benefit that
results from carrying out one
additional unit of an activity






