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Preface

Our goal in the 10th edition, as it was in the first edition, is to instill in students a fascination
with both the functioning of the economy and the power and breadth of economics. The
first line of every edition of our book has been “The study of economics should begin with a
sense of wonder.” We hope that readers come away from our book with a basic understand-
ing of how market economies function, an appreciation for the things they do well, and a
sense of the things they do poorly. We also hope that readers begin to learn the art and sci-
ence of economic thinking and begin to look at some policy and even personal decisions in a
different way.

What’s New in This Edition?

* The years 2008-2009 became the fifth recession in the United States since 1970. One of
the new features of this edition is a discussion of this recession in the context of the
overall history of the U.S. economy. This most recent recession, however, required more
than the usual revisions, both because of its severity and because of the unusual nature
of both the events leading up to it and some of the remedies employed by the govern-
ment to deal with it.

* In June 2010, the balance sheet of the Federal Reserve had assets of $2.3 trillion. Of these
assets, half, or just over $1.1 trillion, was held in the form of mortgage-backed securities.
In 2007, the Fed held no mortgage-backed securities. In June 2010, commercial banks in
the United States held more than $900 billion in excess reserves at the Fed. In the past,
banks have held almost no excess reserves. These extraordinary changes at the Fed fol-
low on the heels of interventions by the federal government in financial operations of
numerous private banks like J.P. Morgan and Goldman Sachs, as well as in companies
like AIG and General Motors. These extraordinary actions required substantial changes
throughout the macroeconomic chapters of this book. New material describing these
interventions appear in a number of chapters, both in the text itself and in the Economics
in Practice boxes. Revisions were also necessary in the background discussions of mone-
tary policy, since the existence of excess reserves considerably complicates the usual
workings of monetary policy.

* In the mictoeconomics area, there has been a good deal of exciting new work in the areas
of economic development, behavioral economics, and experimental economics. This

edition has added material in various places throughout the microeconomics chapters
that describe this work.

* This edition has augmented the current research focus of many of the Economics in
Practice boxes. Historically, the boxes have focused principally on newspaper excerpts
related to the subject of the chapter. Beginning last edition and pushed through more
strongly this edition, we have added boxes that we hope will demonstrate more clearly
the ideas that lie at the heart of economic thinking. Thus, two thirds of the boxes in the
microeconomics and macroeconomics chapters relate an economic principle either to a
personal observation (why does Denzel Washington get paid what he does?) or to a
recent piece of economic research (new work by Emmanuel Saez on the fact that much
of modern wealth comes from wages rather than interest, Carola Frydman’s work on
executive compensation, and Rachel Croson’s work on gender and trust). When possi-
ble, we focus on work by younger scholars and on more recent research. It is our hope
that new students will be inspired by the wide breadth and exciting nature of the
research currently going on in economics as they read these boxes.
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e A number of the chapters have been reworked to improve their readability. On the
microeconomics side, Chapters 9, 12, and 18 have been most affected. The other major
changes concern the new discussion needed for the 2008-2009 recession and the new
policy initiatives.

* We have added many new problems in the end-of-chapter materials, aiming for more
text-specific questions.

Economics is a social science. Its value is measured in part in terms of its ability to help
us understand the world around us and to grapple with some of the social issues of the
times: How do markets work, and why are they so powerful? Why do firms earn profits, and
how are wages determined? Does it matter to consumers if there are many firms in an indus-
try or only one? In 2006, the top 20 percent of the households in the United States earned
48 percent of all income generated. Why do we see this income inequality, and why has it
been growing? There is enormous poverty in many parts of the world. Are there ways to
intervene, either at the country level or the individual level? In almost any marketplace in
the United States we see goods that were produced in countries from all over the world. U.S.
goods also travel to far corners of the world to be sold to consumers in Europe, Asia, and
Latin America. Why do we see the pattern we do? Across the globe, people are increasingly
worried about global warming. What tools can an economist bring to the table in helping to
solve this complex problem? These questions are microeconomic questions. To answer
them, we need to learn how households and firms make decisions and how those decisions
are interconnected. As we begin to see the way in which market outcomes—Ilike prices, prof-
its, industry growth, and the like—emerge from the interplay of decisions made by a legion
of households and firms, acting largely in their own interests, we hope that the reader’s sense
of wonder will grow.

As we go to press in 2010, the U.S. economy is slowly recovering from a very difficult
downturn, with many people still unsuccessfully seeking work. What causes an economy to
falter and unemployment rates to grow? More generally, how do we measure and under-
stand economic growth? Are there government policies that can help prevent downturns or
at least reduce their severity? In 2010, in the United States we hear increasing worries about
the growing size of the government debt. Where did this debt come from, and are people
right to be worried? These question are macroeconomic questions. The years 2008-2010
have been very challenging years in the macroeconomy for most of the world. In the United
States the government has used policies never used before, and we have all—macroecono-
mists and policy makers alike—struggled to figure out what works and what does not. For
someone studying macroeconomics, we are in the middle of an enormously exciting time.

The Foundation

The themes of Principles of Economics, 10th edition, are the same themes of the first nine edi-
tions. The purposes of this book are to introduce the discipline of economics and to provide
a basic understanding of how economies function. This requires a blend of economic theory,
institutional material, and real-world applications. We have maintained a balance between
these ingredients in every chapter. The hallmark features of our book are its:

1. Three-tiered explanations of key concepts (stories-graphs-equations)
2. Intuitive and accessible structure

3. International coverage

Three-Tiered Explanations: Stories-Graphs-Equations

Professors who teach principles of economics are faced with a classroom of students with
different abilities, backgrounds, and learning styles. For some students, analytical mater-
ial is difficult no matter how it is presented; for others, graphs and equations seem to
come naturally. The problem facing instructors and textbook authors is how to convey
the core principles of the discipline to as many students as possible without selling the



better students short. Our approach to this problem is to present most core concepts in
the following three ways:

First, we present each concept in the context of a simple intuitive story or example in
words often followed by a table. Second, we use a graph in most cases to illustrate the story
or example. And finally, in many cases where appropriate, we use an equation to present the
concept with a mathematical formula.

Microeconomic Structure

The organization of the microeconomic chapters continues to reflect our belief that the best
way to understand how market economies operate—and the best way to understand basic
economic theory—is to work through the perfectly competitive model first, including dis-
cussions of output markets (goods and services) and input markets (land, labor, and capi-
tal), and the connections between them before turning to noncompetitive market structures
such as monopoly and oligopoly. When students understand how a simple, perfectly com-
petitive system works, they can start thinking about how the pieces of the economy “fit
together” We think this is a better approach to teaching economics than some of the more
traditional approaches, which encourage students to think of economics as a series of dis-
connected alternative market models.

Learning perfect competition first also enables students to see the power of the market sys-
tem. It is impossible for students to discuss the efficiency of markets as well as the problems
that arise from markets until they have seen how a simple, perfectly competitive market system
produces and distributes goods and services. This is our purpose in Chapter 6 through 11.

Chapter 12, “General Equilibrium and the Efficiency of Perfect Competition,” is a piv-
otal chapter that links simple, perfectly competitive markets with a discussion of market
imperfections and the role of government. Chapter 13 through 15 cover three noncompeti-
tive market structures—monopoly, monopolistic competition, and oligopoly. Chapter 16
covers externalities, public goods, and social choice. Chapter 17, which is new to this edition,
covers uncertainty and asymmetric information. Chapter 18 covers income distribution.
The visual at the top of the next page (Figure II.2), gives you an overview of our structure.

Macroeconomic Structure

We remain committed to the view that it is a mistake simply to throw aggregate demand and
aggregate supply curves at students in the first few chapters of a principles book. To under-
stand the AS and AD curves, students need to know about the functioning of both the goods
market and the money market. The logic behind the simple demand curve is wrong when it
is applied to the relationship between aggregate demand and the price level. Similarly, the
logic behind the simple supply curve is wrong when it is applied to the relationship between
aggregate supply and the price level.

Part of teaching economics is teaching economic reasoning. Our discipline is built
around deductive logic. Once we teach students a pattern of logic, we want and expect them
to apply it to new circumstances. When they apply the logic of a simple demand curve or a
simple supply curve to the aggregate demand or aggregate supply curve, the logic does not
fit. We believe that the best way to teach the reasoning embodied in the aggregate demand
and aggregate supply curves without creating confusion for students is to build up to those
topics carefully.

In Chapter 22, “Aggregate Expenditure and Equilibrium Output,” and Chapter 23,
“The Government and Fiscal Policy,” we examine the market for goods and services. In
Chapter 24, “The Money Supply and the Federal Reserve System,” and Chapter 25, “Money
Demand and the Equilibrium Interest Rate,” we examine the money market. We bring the
two markets together in Chapter 26, “Aggregate Demand in the Goods and Money
Markets,” which explains the links between aggregate output (Y) and the interest rate (r)
and derives the AD curve. In Chapter 27, “Aggregate Supply and the Equilibrium Price
Level,” we introduce the AS curve and determine the equilibrium price level (P). We then
explain in Chapter 28, “The Labor Market in the Macroeconomy,” how the labor markets

Preface
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4 FIGURE I1.2 Understanding the Microeconomy and the Role of Government

fits into this macroeconomic picture. The figure at the top of the next page (Figure V.1)
gives you an overview of this structure.

One of the big issues in the organization of the macroeconomic material is whether
long-run growth issues should be taught before short-run chapters on the determination of
national income and countercyclical policy. In the last three editions, we moved a significant
discussion of growth to Chapter 21,“Unemployment, Inflation, and Long-Run Growth,” and

highlighted it.

International Coverage

As in previous editions, we continue to integrate international examples and applications
throughout the text. This probably goes without saying: The days in which an introductory
economics text could be written with a closed economy in mind have long since gone.

Tools for Learning

As authors and teachers, we understand the challenges of the principles of economics course.
Our pedagogical features are designed to illustrate and reinforce key economic concepts
through real-world examples and applications.

Economics in Practice

As described earlier, the Economics in Practice feature presents a real-world personal observa-
tion, current research work, or a news article that supports the key concept of the chapter
and helps students think critically about how economics is a part of their daily lives. The
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Problems and Solutions

Each chapter ends with a problem set that asks students to think about and apply what
they’ve learned in the chapter. These problems are not simple memorization questions.
Rather, they ask students to perform graphical analysis or to apply economics to a real-world
situation or policy decision. More challenging problems are indicated by an asterisk.
Additional questions specific to the Economics in Practice feature have been added. Several
problems have been updated. The solutions to all of the problems are available in the
Instructor’s Manuals. Instructors can provide the solutions to their students so they can
check their understanding and progress.

Resources for the Instructor

The following supplements are designed to make teaching and testing flexible and easy.

Instructor’s Manuals

Two Instructor’s Manuals, one for Principles of Microeconomics and one for Principles of
Macroeconomics, were prepared by Tony Lima of California State University, East Bay
(Hayward, California). The Instructor’s Manuals are designed to provide the utmost teaching
support for instructors. They include the following content:

* Detailed Chapter Outlines include key terminology, teaching notes, and lecture
suggestions.

* Topics for Class Discussion provide topics and real-world situations that help ensure that
economic concepts resonate with students.

* Unique Economics in Practice features that are not in the main text provide extra real-
world examples to present and discuss in class.

* Teaching Tips provide tips for alternative ways to cover the material and brief reminders
on additional help to provide students. These tips include suggestions for exercises and
experiments to complete in class.

» Extended Applications include exercises, activities, and experiments to help make eco-
nomics relevant to students.

* Excel Workbooks, available for many chapters, make it easy to customize numerical
examples and produce graphs.

¢ Solutions are provided for all problems in the book.
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