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The third edition of a textbook is a learning experience for any author. We
have been fortunate to have very helpful and concerned users of the first
two editions on both the faculty and the student sides of the podium. We
hope the improvements in Principles of Microeconomics, Third Edition, reflect
their helpful comments. -

A major change from the second edition is the addition of a new coau-
thor, Holley Ulbrich of Clemson University. She brings experience from 18
years of teaching and the authorship of two previous books to this collabo-
ration. She assumed primary responsibility for the macroeconomics chap-
ters as well as the chapters on government and on international trade and
international finance. Coauthoring is a challenging and enriching experi-
ence for both writers and one that can be enriching for the book as well.
Every page of every chapter reflects the work of both authors, regardless of
who had primary responsibility for preparing the first draft.

Our goal is not to make professional economists out of students. A
common complaint in economics is that instructors and textbook authors
often approach the principles course as if it were the initial step in work for
the Ph.D. This text is not intended to train professional economists but to
show the rich analysis that economic theory offers the policy analyst or
adviser. In that sense, this is both a theory book and a policy book. Policy
cannot be understood without theory, and theory without policy isn’t too
useful.

CHANGES IN THE THIRD EDITION

This third edition keeps much of what our users liked about earlier edi-
tions, adds information on current developments and issues, and reflects
some substantial changes in organization and presentation in a continuing
effort to make the textbook interesting to read and easy to use for both
student and instructor.

The chapter on government has been moved to Part I, incorporating a
discussion of such current issues as the simplification tax and Social Secur-
ity reform.

The chapters on elasticity, tools, utility analysis, and indifference curve
analysis (optional) are essentially unchanged except for the addition of
new, current examples. The long chapter on production and cost which
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appeared in the second edition now has been separated into two chapters.
The production chapter includes new material on the theory of the organi-
zation of production by households and firms and on team production and
provides a detailed treatment of nonprofit firms.

The four chapters on the four market structures have been reduced to
three by combining the discussions of oligopoly and monopolistic competi-
tion in one chapter. The chapter on pure competition now includes a dis-
cussion of the idea of a representative firm and a discussion of differential
rent theory. The chapter on monopoly has been revised to include treat-
ment of deadweight loss, x-inefficiency, monopoly rent seeking, and the
theory of contestable markets. The industrial organization chapter has
been updated to include a discussion of antitrust activity in the Reagan
Administration and to show students how to construct Herfindahl indexes.

The sections on factor markets are not drastically altered. The theory
has been expanded to include an analysis of human capital, a discussion of
roundabout production, and an investigation of the influences on the elas-
ticity of factor demand. The “real world” sections have been updated to
incorporate developments including recent NLRB activity and the growing
popularity of two-tier contracts.

Chapter 18 is substantially new. It adds to the previous discussion of
externalities and public goods by introducing the interest group theory of
government, public choice theory, and rent seeking.

Chapters 19 and 20 are also new. Chapter 19, Income Distribution,
Poverty, and Discrimination, greatly expands the treatment of these same
subjects given in the second edition. Chapter 20 presents a discussion of
several important micro topics, including human capital formation, slavery,
comparable worth, industrial policy, and law and economics.

Finally, the international chapter in the second edition has been signifi-
cantly revised and separated into two chapters for those who wish a more
thorough treatment of trade and finance. This division also will allow the
instructor to focus on only one of these two areas if time is short.

Economic Development and Social Change (Chapter 23) and Compara-
tive Economic Systems and Ideologies (Chapter 24) have been revised to
include recent happenings. Significantly more space is given to a discussion
of developments in the People’s Republic of China.

Last, but not least, our final chapter on being an economist, on which
we have received so many favorable comments, has been updated to
include current data.

IMPORTANT FEATURES OF THE THIRD EDITION

The following features make this introductory text a useful and unique
product:

Organization

This book allows the student to see the power of economic analysis very
quickly. After elementary tools are discussed, they are applied to a wide
range of social policy questions.
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The overview and summary chapters at the beginning and end of the
core chapters in microeconomics help the student to keep the various com-
ponent pieces of theory and issues firmly located in a broader theoretical
and institutional framework.

The final chapter looks at what economists do, how much they are
paid, how they are educated, and why students might major in economics.
This chapter answers a host of questions that potential majors might have
about economics as a career option. No other book on the market includes
such a feature.

Important Economists, Economic Institutions, and Issues

Each chapter includes boxed insets featuring important economists, eco-
nomic institutions, and relevant contemporary issues. The insets are closely
related to the material in the chapter and highlight the way a particular
theory was developed or how it is being applied to important problems.

References, Questions, and Reading Suggestions

Since one of the major goals of this book is to demonstrate the relevance of
the economic way of thinking, numerous references are included to direct
interested students to more information on particular subjects. The care-
fully selected and annotated Suggestions for Further Reading at the end of each
chapter serve this same purpose. A number of recent titles were added in
the third edition. Questions for Discussion appear at the end of each chapter.
These are intended to generate interest in the material that has been pre-
sented in the chapter. The questions can serve as a foundation for more in-
depth understanding of economic policymaking. Suggested answers to all
the questions appear in the instructor’s manual.

Glossary

All items that appear in boldface type and in the margins of the book are
defined in the Glossary.

TEACHING AND STUDY AIDS

This book contains teaching and study aids. In addition, a Study Guide, an
Instructor’s Manual (including transparency masters), and a Test Bank are
available. The Test Bank and Instructor’s Manual have been substantially
revised and expanded and the Study Guide has been updated to correspond
to this third edition of the text.

The Text

The appendix to Chapter 1 contains a review of the graphing techniques
used in the text. Each text chapter begins with a set of Learning Objectives.
Students can use these as a handy guide to areas which may require more
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work or as an aid to reviewing the subject matter. At the end of each
chapter, there is a Summary which provides a useful review. New Terms are
listed at the end of the chapter in the order in which they appear in the
chapter. All these new terms may be found in the Glossary. Each new term
also is defined in the margin of the page on which it first appears. The
Questions for Discussion at the end of each chapter provide a test of students’
understanding of each chapter.

The Study Guide

The Study Guide has a chapter which corresponds to each chapter in the text
(with the exception of the final chapter). Each Study Guide chapter includes:

Learning objectives for the chapter

A list of important terms and concepts

Completion questions based on the list of important terms and concepts
Problems requiring numerical and graphical solution

Multiple-choice questions

Short discussion questions

Complete answers to all questions in the Study Guide.

N ove i =

Extensive classroom testing of the Study Guide has shown it to be an effec-
tive way for students to improve their understanding and performance.

The Instructor’s Manual

The Instructor’s Manual contains a chapter corresponding to each chapter in
the text. Each of these chapters includes:

A short discussion of the purposes of the chapter

An outline based on the headings within the text chapters

The Learning Objectives as found in the text and study guide

A Summary of the chapter

The New Terms (with definitions used in the text) that appear in that chap-
ter

Selected lecture notes that expand on chapter themes

7. Answers to all end-of-chapter questions.

SR

&

The Instructor’s Manual also contains a set of transparency masters.

The Test Bank

A Test Bank is available to adopters. It consists of over 2,300 multiple-
choice questions, none of which duplicate those in the Study Guide.

Old questions have been carefully reviewed and improved, updated, or
replaced when necessary. This greatly expanded Test Bank should make
preparing multiple-choice examinations much easier for instructors.
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Economics, Economic Issues,
and Economic Methods

Chapter Objectives

After studying the materials found in this chapter, you should be able to do the
following;:

1. Understand why you should study economics.

2. Define economics and be able to make basic distinctions between microeco-
nomics and macroeconomics.

3. Discuss the relationship between economics and other social science and deci-
sion science disciplines.

4. Evaluate the basic steps necessary for the development of an economic theory
and the means for judging the validity of the theory.

5. Discuss the self-interest hypothesis and its importance to the study of econom-
ics.

6. Discuss the economic approach to problem solving.

7. Explain and give examples of:
a. the association-causality fallacy.
b. the fallacy of composition.
c. the ceteris paribus fallacy.

8. Define:

a. marginal effects.

b. comparative statics.

c. endogenous and exogenous variables.

d. stocks and flows.

e. equilibrium.

f. primary and secondary effects.
INTRODUCTION

In this introductory chapter we present a wide-ranging discussion of what
economics is, the main problems in economics, the scientific method in
economics, and some basic elements of the economic view of the world.
Most importantly, we stress the economic way of thinking. The chapter
ends with an introduction to some typical issues studied by economists.
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WHY STUDY ECONOMICS?

Before we proceed, it is appropriate to address the question of why you
should study economics. Many, perhaps most, of you are in an economics
course and therefore reading this book because you are required to do so.
Most probably, economics is a requirement in your curriculum, whether
you are a liberal arts, business, or engineering major. So our first response
to the question, “Why study economics?” could be that professors believe
that training in economics is a good foundation for almost all students. But
this really doesn’t answer the question; it simply avoids it. Therefore, we
will offer you some better answers.

The fact that so many professors from so many different disciplines
think it is important to study economics offers a clue to why you should
study economics. Economics interacts with almost all other academic disci-
plines. It is intimately intertwined with current events, and it has a signifi-
cant effect on political events, both domestically and internationally. The
answer, then, is quite straightforward: You should study economics to bet-
ter understand the profound effect that economic issues have on the world.

A second reason for studying economics is based on the effect that
economic ideas and theories have on world leaders. Much of what political
decision makers do is based on economic theory. As John Maynard
Keynes, one of the most influential economists of all time, wrote:

... the ideas of economists and political philosophers, both when they are
right and when they are wrong, are more powerful than is commonly
understood. Indeed, the world is ruled by little else. Practical men, who
believe themselves to be quite exempt from any intellectual influences,
are usually the slaves of some defunct economijst. Madmen in authority,
who hear voices in the air, are distilling their frenzy from some academic
scribbler of a few years back.!

Keynes was saying that if we want to understand what politicians are advo-
cating, be they great or be they mad, we must understand the economic
theory upon which they are acting.

A third, and perhaps most important, reason for studying economics is
that it provides us with a better understanding of how the world and its
people function. Economic theory is very useful in understanding behavior
because it allows the person who understands it to develop models with
predictive power. As Alfred Marshall (see Chapter 3 for a biographical
sketch) wrote, “Economics is the study of mankind in the ordinary busi-
ness of life.”? Studying economics, then, can give powerful insights into
human behavior.

Finally, economics is fun and people who are trained in economics find
rewarding jobs and careers.? If you like to think in a logical fashion, you

! .M. Keynes, The General Theory of Employment, Interest, and Money (London: Macmillan,
1936), p. 383.

2 Alfred Marshall, Principles of Economics (8th ed.; Don Mills, Ontario: The Macmillan Co. of
Canada, Ltd., 1920), p. 323.

3 The last chapter in this book describes the many career paths open to those with economic
training.



