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Preface

This is a time of extraordinary change. To pick up a
newspaper means to confront on a weekly basis
stories of economic experimentation after the de-
mise of communism, as well as news about one of
the worst economic downturns in the industrial
economies in over fifty years. The field of econom-
ics, too, has seen vast growth in knowledge in the
last decade. Anyone trying to stay current by
reading the leading academic journals has a diffi-
cult time at best.

[ wrote this text in an attempt to capture some
of the flavor and excitement of recent events. In
doing so, | became aware of the burden facing all
authors of new principles of economics texts: by
trying to capture some of this newer knowledge,
basic texts have grown into mammoth encyclope-
dias with entire catalogs of topics, often intimidat-
ing instructor and student alike. Most principles
texts now offer a little knowledge on almost every-
thing. Although I have failed to write the shortest
book on the market, this text covers fewer topics
than many of its competitors.

The approach to pedagogy reflected in this
text is best summarized by two key focuses:

1. fewer topics, but topics in greater depth
2. less memorization, but more problem-solving.

In short, this text stresses learning by doing.

Nearly every chapter ends with worked-out
sample problems that assist the student to develop
analytical skills. These quantitative and qualitative
sample problems are followed by an extensive
range of end-of-chapter problem sets and essay
questions. Hints to solving these problems are
found at the end of the text. Additionally, the
student workbook, written by Mark Rush of the
University of Florida, is unusual in its focus on
problem-solving. Professor Rush’s workbook uses
a rich selection of real-world data, around which
he has developed a series of thought-provoking
questions.

In this text, the core concepts of microeconom-
ics unfold in an unusual way, a way that should
facilitate student understanding of a price system.
Chapters 3-11 focus on how a price system works
when left to itself —that is, with minimal govern-
ment intervention. The more active role of govern-
ment is then explained in a series of chapters
starting with Chapter 12. The salient virtue of this
organization is that Chapters 3-11 devote more
attention to supply and demand in action, the roles
of elasticities and opportunity costs in determining
relative prices, and, most important, substitution
effects (contrasting the short run and the long
run). The instructor who covers these chapters
and their end-of-chapter problems will find that
students gain an excellent grasp of how markets
work.

This text pays special attention to the role of
incentives in influencing the behavior of people
and organizations. Incentives are a fundamental
idea given too little attention in other basic eco-
nomics texts. Chapters 1 and 2 discuss incentives
and property rights extensively, and most chapters
have boxed applications called “Incentives and
Behavior.”

Focusing on how markets clear does not come
at the expense of understanding the important role
of government in the economy. In fact, the place of
government in the economy and in the conduct
and economic effects of public policy are important
themes in this text. Coverage of government starts
in Chapter 12, a unique chapter that explores and
contrasts various ways in which a government can
choose to distort an economy: price floors, price
ceilings, taxes, and subsidies. Chapters 13-15 cov-
er market power and public policy. Chapters 16-19
cover externalities, public goods, and trade and tax
policy, while Chapter 23 discusses economic fair-
ness and poverty.

The trend in new and revised elementary
economics texts is to accord a greater role to
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understanding international aspects of the econo-
my. Because I endorse this trend, this text offers an
early chapter (Chapter 4) on both the trade model
and exchange rate theory—the first text to do so.
With these important analytical tools established
early, the student can follow international implica-
tions for standard economic theory more meaning-
fully as they are integrated into the body of the
text.

Order of Presentation

It is imnportant to note that the introductory foun-
dations material has topics drawn from both mi-
croeconomics and macroeconomics. For example,
it is easy, convenient, and important to develop the
role of money in reducing the transaction costs
that accompany exchange and specialization. Once
the idea of money has been explained fully, it is
also useful to discuss aggregate measures of output
and prices. Although this approach is somewhat
unconventional, it makes it much easier for the
student to distinguish real and nominal variables,
to use various aggregate measures in the micro
chapters when appropriate, and to develop some of
the microeconomic material with examples that
refer to price level or aggregate output. Introducing
these measures also has the advantage of tying
together what the student hears most often on the
news with the study of economics at an early point.
Finally, it provides a clear distinction between
relative prices and the price level, as well as
between changes in relative prices and changes in
the price level.

Considerable effort is made to explore the
foundations of economic behavior and, particular-
ly, the foundations of market economies. Thus
Chapters 1 and 2 begin immediately with simple
models that explore the consequences of scarcity
for an individual, and then for a society. Responses
to the opportunity costs that follow from scarcity
include the foundations of economic activity—
exchange and specialization. Scarcity also leads to
competition, which in turn creates the potential for
conflict, however. This suggests a central question
for any economy or society: How can potential
conflicting interests be accommodated and coordi-
nated? Exchange and specialization are important
mechanisms for coordinating competing interests,
They do not occur in the abstract, however. Rather,
they occur within specific institutional settings,
and understanding the foundations of economic
activity requires a grasp of the institutional settings
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within which exchange, specialization, competi-
tion, and coordination occur. The introductory
discussion focuses on several important institu-
tional arrangements, including property rights,
contracts, firms, intermediaries, markets, and mon-
ey. Each is developed from the original exchange-
and-specialization models as a response to the
incentives for individuals and firms to capture the
gains from exchange and specialization, to mini-
mize transaction costs, or to overcome shirking or
opportunistic behavior.

Chapters 1 and 2 also introduce the theme of
incentives: incentives that derive from the interac-
tions of institutional arrangements, scarcity, and
rivalry among individuals or firms as well as incen-
tives that are purposefully or inadvertently deter-
mined by public policy. Thinking about, looking
for, analyzing, changing, and responding to incen-
tives is a central theme of this book, and the role of
incentives is woven into the textual materials in
virtually every chapter. Hence, this text's approach
is not so much “Here is what might happen,” but
rather, “How can this be understood given the
incentives and institutional structure within which
individuals and firms make choices?”

Following the foundational material in Chap-
ters 1 and 2, markets are discussed in both domes-
tic (Chapter 3) and international (Chapter 4) set-
tings. International trade and some international
institutional arrangements (for example, the use of
several different kinds of money rather than a
single one and the resulting development of foreign
exchange markets) are first discussed in Chapter 4,
not in a concluding or optional section at some
later point in the text. This early introduction
allows examples throughout the text to be drawn
from a wide variety of settings, not just from within
the U.S. economy. It also means that policy discus-
sions can extend from domestic consequences to
the interesting, important, and illustrative interna-
tional ones.

This text looks at important public policy
debates and asks some basic questions. Is it better
to rely more on markets or government when
dealing with certain kinds of problems? How do
specific public policies affect markets? And how
does market behavior in turn affect the develop-
ment of specific public policies? In this regard, the
text tells a connected, consistent, compelling, and
even stimulating tale. The plot is simple:

Resources are scarce. Because of scarcity, two
problems arise. First, individuals and societies
must make choices and these choices are costly.



Second, individual and group activities compete
with other individual and group activities. This
competition requires some kind of social coordina-
tion.

Scarcity also stimulates important economic
activities, particularly the exchange of goods, ser-
vices, and resources between individuals and be-
tween economies, as well as the specialized pro-
duction activities in which most of us participate.
Exchange and specialization in turn stimulate the
development of social arrangements, including
money, firms, intermediaries, contract rules, and
property rights. In addition, the search for dains
from exchange and specialization foster the inte-
gration of economies across national borders.

Every society must decide how to confront the
consequences of scarcity and to determine what
form of organization best takes advantage of the
gains from exchange and specialization. Free mar-
kets are extraordinarily useful devices that force
individuals to consider the costs of their decisions,
organize economic activities, coordinate compet-
ing individual and group activities, and take advan-
tage of gains associated with exchange and special-
ization. These ‘“market successes’ contribute to
individual well-being in very important ways and
make an economy based on free markets attractive.

For a variety of reasons, however, governments
choose to distort the market outcomes that would
occur otherwise. In addition, free markets may
encounter allocational difficulties. That is, markets
do not always organize activities in a way that
makes the costs associated with scarcity apparent.
Markets do not always coordinate competing activ-
ities effectively. Thus, markets may lead to monop-
olies, pollution, poor information, diminished so-
cial services, unfair distribution of income,
unemployment, inflation, or economic stagnation.
These difficulties are market failures that need to
be remedied because they undermine personal
well-being. Importantly, however, for each market
failure there exists, at least in principle, an effec-
tive public policy remedy. But alas, governmental
efforts to solve these problems are not free from
difficulties themselves—they often produce unin-
tended and adverse outcomes.

We are left, then, with an extraordinarily im-
portant public policy issue: How should a society
balance its reliance on less-than-perfect markets to
organize economic activity against the less-than-
fully-effective governmental remedies that are in-
tended to offset the imperfect market outcomes?
This question cannot be answered without under-

standing how markets work—what they do well
and when problems can arise—and how govern-
mental activities and policies affect how markets
work. When appropriate, the book outlines what
cannot be well understood or known. It thus con-
veys the notion that not everything is settled and,
therefore, that economics is a lively and evolving
discipline.

In developing the broad policy theme, this text
focuses intensively on the properties of competi-
tive markets. Beginning with an exploration of the
meaning of rational and self-interested behavior,
this text develops the idea of demand traditionally
(with considerable emphasis given to the size of
the responsiveness to incentives, particularly
those following changes in relative prices), short-
run competitive supply, and long-run competitive
supply. In the latter, the text emphasizes the dy-
namic nature of competitive markets. The concept
of allocational efficiency as well as other types of
efficiency are explored, and the notions of con-
sumer and producer surplus are introduced. These
subjects are covered in Chapters 5-11. This mate-
rial is reasonably demanding, but I believe that the
payoff from pushing to this point is high because,
after competitive markets have been developed
carefully, the public policy debates about the role
of markets, as well as possible alternatives to
markets, can be explored more fully and the policy
effects on efficiency and short- and long-run mar-
ket adjustments can be better understood. Hence,
instead of introducing price ceilings and price
floors as examples of the power of supply-and-
demand analysis—the traditional presentation of
these ideas—Chapter 12 brings together the poli-
cies that affect specific markets. This chapter con-
siders the distortions that specific policies create
in otherwise competitive markets. Of course, this
material also serves to illustrate the power of
supply-and-demand analysis and the properties of
markets, but I believe that the context is more
useful in the larger policy theme that the book
develops. '

The following five chapters (Chapters 13-17)
introduce the three classic market failures: monop-
oly, externality, and public-good problems. In each
case, the careful and extensive development of
competitive markets provided earlier creates a
context within which the student can understand
these market failures and focus on efficiency losses
and coordination problems. The analysis of a pure
monopoly is extended to include cartels and price
discrimination. We then consider settings in which

Preface vii



several firms have market power, and invite stu-
dents to think about strategic behavior by these
firms. This section is followed by Chapter 16, a
policy chapter that focuses on possible remedies
and incorporates results from experimental eco-
nomics. Positive and negative externalities are
then introduced, and policy remedies and prob-
lems explored. Public goods in general and infor-
mation in particular are considered in Chapter 17.
The discussion of information in this chapter leads
naturally to an analysis of searching and, when
given the high cost of searching, to a discussion of
risky decision-making when information is incom-
piete. The topics of adverse selection and moral
hazard conclude the chapter.

Two public policy chapters (Chapters 18 and
19) follow. The first focuses on international trade
policy, which receives more attention here than in
other texts. [ feel that this is necessary, given the
increased economic integration across national
borders and the recent proliferation of regional
trade agreements. The second looks at public
finance and tax policy and, in particular, questions
of tax incidence.

There are three chapters (Chapters 20-22) on
resource markets. The first, Chapter 20, covers
basic concepts of resources, marginal product, and
substitution. Chapter 21, on labor markets, puzzles
over why wages differ across an economy and
invites the student to think about the incentives
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created by differential wages and, hence, possible
explanations for their persistence. Chapter 22, on
capital markets, focuses on net present value,
returns to investment, and the economics of natu-
ral resources. The text concludes with Chapter 23,
which involves the student in the debate about
equity and the meaning of fairness in an economic
setting. Although the chapter provides the usual
array of data on income distribution, it also pays
attention to mobility and possible tradeoffs—not
just between efficiency and greater equality, but
also between greater equality at a moment in time
and mobility over time. The chapter is designed to
be provocative.

An introduction to reading graphs. An appendix
on understanding graphs is included at the end of
the text.

More advanced material. Two appendixes devel-
op consumer theory and demand analysis using an
ordinal rather than a cardinal approach (including
indifference curves); and a third develops produc-
tion theory and supply analysis using isoquants.

If you have any suggestions after using this
text, please write to me.

James R. Kearl
Provo, Utah
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To the Student

You are confronted with a big book, a seemingly
endless parade of definitions, and what might
appear at first to be a curious approach to prob-
lems—Ilots of problems. It's easy to be over-
whelmed by it all, by what looks like a lot of stuff to
memorize. But don’t memorize! Yes, you need to
become familiar with and learn the vocabulary of
economics, but you will find that easier when you
see the technical terms in context. Beyond this,
however, I repeat my earlier advice: Don’t ap-
proach this course as one with a lot of material to
be memorized. This is a course in analysis. Your
instructor and this text are trying to get you to
think about and think through problems in a partic-
ular way. In this regard, a handful of ideas and
general principles are somewhat relentlessly ap-
plied in situation after situation. You will learn how
to use these ideas and how to apply them in a large
number of settings; that is, you’ll be learning by
doing. You should not approach each chapter as a
new and different topic. To do so would be over-
whelming. Instead, you ought to look for common
threads from what has come before. If you do, the
material will become much more manageable.
Learning in this way is cumulative; that is, one idea
builds on another and much of what you read and
study is either a particular application of earlier
ideas or is derived from a synthesis of those ideas.
As a consequence, if you get behind or try to skip
material, you will be in deep trouble—you will find
things increasingly confusing. The text’s conversa-
tional style is designed to engage you in a dialogue
that illustrates basic ideas and invites you to
anticipate what is coming next. But you will not
learn economics just by reading! You will only
learn it by working through a number of challeng-
ing problems. Again, you will only learn by doing.

Learning by doing requires lots of doing. End-
of-chapter problems require problem-solving

skills. Work them. Talk about them. Puzzle over
them. Look for other examples of similar problems.
You should note that the end-of-chapter questions
are not exactly answered in the Selected Answers
to Questions and Problems at the end of the text.
Rather, hints and leading questions invite you to
“do” rather than memorize. The excellent work-
book that accompanies this text develops these
skills more broadly.

Beyond this, however, I believe it is important
and useful to talk a lot about economics—to ex-
plain approaches and solutions to problems, policy
proposals, and so forth in your own words to your
friends, classmates, roommate, study group, moth-
er, or even the mirror. Talking about economics is
extraordinarily useful. First, it tests whether your
ideas actually make sense. As you try to explain
ideas and talk through solutions to problems, you
will run into areas where you say to yourself, I
really don’t know how to explain this,” or, “This
doesn’t sound convincing.” Your subsequent study
can then be more focused. Second, sharing insights
means that you can learn from others—how they
see and explain particular issues. I believe that
there is much to be learned by trying to distill and
sort through a variety of perspectives. Third, talk-
ing about economics with friends or in a study
group is nonthreatening; hence, it's a great place to
make mistakes. A deeper understanding follows
from mistakes when you explore and ultimately
understand them. Finally, talking aloud about eco-
nomics is a useful test of whether you really
understand the material. If, after studying the
material, you can’t explain it to someone else, you
really don’t know it. In this regard, I tell my
students that if they have developed a true under-
standing of a particular concept, idea, principle, or
application, they ought to be able to give my
lecture on it, albeit a week or two after I've given it.

To the Student xi
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