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lthough many millions of dollars are spent each
year on introductory economics instruction in
American colleges and universities, the return on
this investment has been disturbingly 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 economic questions
than others who never even took the course. Most stu-
dents, it seems, leave our introductory courses without
having learned even the most important basic economic
principles.

The problem, in our view, is that these courses
almost always 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. Many instructors ask themselves,
“How much can I cover today?” when instead they
should be asking, “How much can my students
absorb?”

Our textbook grew out of our conviction that stu-
dents will learn far more if we attempt to cover much
less. Our basic premise is that a small number of basic
principles do most of the heavy lifting in economics, and
that if we focus narrowly and repeatedly on those prin-
ciples, students can actually master them in just a single
semester.

The enthusiastic reactions of users of previous
editions affirm the validity of this premise. Avoiding
excessive reliance on formal mathematical deriva-
tions, we present concepts intuitively through exam-
ples drawn from familiar contexts. We rely
throughout on a well-articulated list of seven Core
Principles, which we reinforce repeatedly by illustrat-
ing and applying each principle in numerous con-
texts. We ask students periodically to apply these
principles themselves to answer related questions,
exercises, and problems.

Throughout this process, we encourage students
to become “economic naturalists,” people who em-
ploy basic economic principles to understand and ex-
plain 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 ac-
commodate 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. Stu-
dents talk about these examples with their friends
and families. Learning economics is like learning a
language. In each case, there is no substitute for actu-
ally speaking. By inducing students to speak econom-
ics, the economic naturalist examples serve this
purpose.

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

KEY THEMES AND FEATURES

An Emphasis on Seven Core Principles

As noted, a few core principles do most of the work in
economics. By focusing almost exclusively on these
principles, the text assures that students leave the course
with a deep mastery of them. In contrast, traditional en-
cyclopedic texts so overwhelm students with detail that
they often leave the course with little useful working
knowledge at all.

m The Scarcity Principle: Having more of one good
thing usually means having less of another.

m The Cost-Benefit Principle: Take no action unless
its marginal benefit is at least as great as its mar-
ginal cost.

u The Incentive Principle: Cost-benefit comparisons
are relevant not only for identifying the decisions
that rational people should make, but also for pre-
dicting the actual decisions they do make.

m The Principle of Comparative Advantage: Every-
one does best when each concentrates on the
activity for which he or she is relatively most
productive.

m The Principle of Increasing Opportunity Cost:
Use the resources with the lowest opportunity
cost before turning to those with higher opportu-
nity costs.

m The Efficiency Principle: Efficiency is an important
social goal because when the economic pie grows
larger, everyone can have a larger slice.
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m The Equilibrium Principle: A market in equilib-
rium 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 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:

® Why do movie theatres offer discount tickets to
students?

m 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?

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 exam-
ples and then follow them with applications showing
how they work in familiar settings. At frequent inter-
vals, we pose concept checks that both test and rein-
force the understanding of these ideas. The
end-of-chapter questions and problems are carefully
crafted to help students internalize and extend core
concepts. Experience with earlier editions confirms
that this approach really does prepare students to
apply basic economic principles to solve economic
puzzles drawn from the real world.

Modern Microeconomics

& Economic surplus, introduced in Chapter 1 and em-
ployed repeatedly thereafter, is more fully developed
here than in any other text. This concept underlies
the argument for economic efficiency as an impor-
tant social goal. Rather than speak of trade-offs be-
tween efficiency and other goals, we stress that
maximizing economic surplus facilitates the
achievement of all goals.

m 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 early in Chapter 1 and invoked
repeatedly in subsequent chapters.

m There is perhaps no more exciting toolkit for the
economic naturalist than a few principles of
elementary game theory. In Chapter 9, we show
how these principles enable students to answer a
variety of strategic questions that arise in the mar-
ketplace and everyday life. We believe that the in-
sights of the Nobel Laureate Ronald Coase are
indispensable for understanding a host of familiar
laws, customs, and social norms. In Chapter 10
we show how such devices function to minimize
misallocations that result from externalities.

ORGANIZATION OF THE FIFTH
EDITION

® More and clearer emphasis on the Core Principles:
If we asked a thousand economists to provide their
own versions of the most important economic
principles, we’d get a thousand different lists. Yet
to dwell on their differences would be to miss their
essential similarities. It is less important to have
exactly the best short list of principles than it is to
use some well-thought-out list of this sort.

m OQutsourcing discussion supports comparative ad-
vantage material: In Chapter 2, students will see a
full-spectrum view of production possibilities and
the realities economies face considering outsourc-
ing decisions.

m Strong connection drawn between core concepts:
Chapter 7 makes strong connections among mar-
ket equilibrium and efficiency, the cost of prevent-
ing price adjustments, economic profit, and the
Invisible Hand theory.

w Using economics to help make policy decisions:
Chapters 12 and 13 feature important policy deci-
sions and uses economics to sort out the best options.
Health care, environmental regulation, international
trade, and income redistribution are all discussed.

CHANGES IN THE FIFTH EDITION

Changes Common to all Chapters

In all chapters, the narrative has been tightened and
shortened slightly. Many of the examples have been
updated, with a focus on examples that connect to
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current events such as the financial crisis of 2008 and
the Great Recession of 2007-2009. The Examples and
Exercises from the previous edition have been rede-
signed to provide more clarity and ease of use. Data has
been updated throughout.

Chapter-by-Chapter Changes

m Chapters 1-6: Content and data updates have been
made as needed.

m Chapter 7: Chapters 7 and 8 from the previous edi-
tion have been combined to form this new chapter,
entitled “Efficiency, Exchange, and the Invisible
Hand in Action.”

m Chapter 8: This is Chapter 9 from the previous edi-
tion. Content and data updates have been added as
needed.

m Chapter 9: This is Chapter 10 from the previous
edition. Content and data updates have been added
as needed.

m Chapter 10: This is Chapter 11 from the previous
edition. Content and data updates have been added
as needed.

m Chapter 11: This is Chapter 12 from the previous
edition. Content and data updates have been added
as needed.

m Chapter 12: This is Chapter 13 from the previous
edition. Content and data updates have been added
as needed.

m Chapter 13: This is Chapter 14 from the previous
edition. The section on health care provision has
been revised to include details on the Affordable
Care Act of 2010. A new section on policy choices
related to climate change has also been included.

m Chapter 14: This is Chapter 15 from the previous
edition. Content and data updates have been added
as needed.

ORGANIZED LEARNING IN THE FIFTH
EDITION

Chapter Learning Objectives

Students and professors can be confident that the orga-
nization of each chapter surrounds common themes
outlined by four to seven learning objectives listed on
the first page of each chapter. These objectives, along
with AASCB and Bloom’s Taxonomy Learning Catego-
ries, are connected to all Test Bank questions and end-
of-chapter material to offer a comprehensive, thorough
teaching and learning experience.

Assurance of Learning Ready

Many educational institutions today are focused on
the notion of assurance of learning, an important ele-
ment of some accreditation standards. Principles of
Microeconomics, Sle is designed specifically to support
your assurance of learning initiatives with a simple, yet
powerful, solution.

You can use our test bank software, EZ Test, to eas-
ily query for learning objectives that directly relate to
the objectives for your course. You can then use the re-
porting features of EZ Test to aggregate student results
in a similar fashion, making the collection and presenta-
tion of assurance of learning data simple and easy.

AACSB Statement

The McGraw-Hill Companies is a proud corporate
member of AACSB International. Recognizing the im-
portance and value of AACSB accreditation, the authors
of Principles of Microeconomics, S/e have sought to rec-
ognize the curricula guidelines detailed in AACSB stan-
dards for business accreditation by connecting questions
in the test bank and end-of-chapter material to the gen-
eral knowledge and skill guidelines found in AACSB
standards. It is important to note that the statements
contained in Principles of Microeconomics, S/e are pro-
vided only as a guide for the users of this text.

A NOTE ON THE WRITING OF THIS
EDITION

Ben Bernanke was sworn in on February 1, 2006, as
Chairman 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 Janu-
ary 2006, he served as chairman 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 participate in the preparation of the fifth edition.

Fortunately, we were able to enlist the aid of Louis D.
Johnston of the College of Saint Benedict | Saint John’s
University to take the lead in creating the macro portion
of the fifth edition. Ben Bernanke and Robert Frank ex-
press their deep gratitude to Louis for the energy and cre-
ativity he has brought to his work on the book. He has
created a great tool for students and professors.
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CHAPTER OPENER

Each chapter begins with a brief nar-
rative of a realistic scenario illustrat-
ing the concepts to be learned in the
upcoming chapter.

LEARNING OBJECTIVES

Approximately four to seven learning
objectives are presented at the begin-
ning of each chapter and are referenced
again in the summary, among the end-
of-chapter review questions, and prob-
lems to which they relate. The learning
objectives (LOs) serve as a quick intro-
duction to the material and concepts to
be mastered before moving to the next
chapter.

CHAPTER | 2

Comparative
Advantage

uring a stint as a Peace Corps
volunteer in rural Nepal, a
. young economic naturalist
employed a cook named Birkhaman,
who came from a remote Himalayan
village in neighboring Bhutan.
Although Birkhaman had virtually
no formal education, he was spec-
tacularly resourceful. His primary
duties, to prepare food and main-
tain the kitchen, he performed
extremely well. But he also had
other skills. He could thatch a roof,
butcher a goat, and repair shoes.
An able tinsmith and a good carpenter, he could sew and fix a broken
alarm clock, as well as plaster walls. And he was a local authority on home
remedies.

Birkhaman’s range of skills was broad even in Nepal, where the least-skilled
villager could perform a wide range of services that most Americans hire others
to perform. Why this difference in skills and employment?

One might be tempted to answer that the Nepalese are simply too poor to
hire others to perform these services. Nepal is indeed a poor country, whose
income per person is less than one one-fortieth that of the United States. Few

Always pick the low-hanging fruit first

average cost the total cost of
undertaking n units of an activity
divided by n

average benefit the total
benefit of undertaking n units
of an activity divided by n

CONCEPT CHECKS

To discover whether the advice makes economic sense, we must compare the
marginal cost of a launch to its marginal benefit. The professor’s estimates, how-
ever, tell us only the average cost and average benefit of the program. These are,
respectively, the total cost of the program divided by the number of launches and
the total benefit divided by the number of launches. Knowing the average benefit
and average cost per launch for all shuttles launched thus far is simply not useful
for deciding whether to expand the program. Of course, the average cost of the
launches undertaken so far might be the same as the cost of adding another launch.
But it also might be either higher or lower than the marginal cost of a launch. The
same holds true regarding average and marginal benefits.

LEARNING OBJECTIVES
After reading this chapter,
you should be able to:

LO! Explin and spply the |
Principle of Compara-
tive Advantage. i

LO2 Exphain and apply
the Principle of =~

Lo3

KEY TERMS

Key terms are indicated in bold
and defined in the margin the
first time each term is used.
They are also listed among the
end-of-chapter material. A glos-
sary is available at the back of
the book for quick reference.

CONCEPT CHECK 1.5

Should a basketball team'’s best player take all the team’s shots?
A professional basketball team has a new assistant coach. The assistant notices

These self-test questions in the body of the chap-
ter enable students to determine whether the
preceding material has been understood and re-
inforce understanding before reading further.
Detailed Answers to Concept Checks are found
at the end of each chapter.

that one player scores on a higher percentage of his shots than other players. Based on
this information, the assistant suggests to the head coach that the star player should
take all the shots. That way, the assistant reasons, the team will score more points and
win more games.

On hearing this suggestion, the head coach fires his assistant for incompetence.
What was wrong with the assistant’s idea?




SEVEN CORE PRINCIPLES
REFERENCES

There are seven Core Principles that
this text focuses on almost exclu-
sively to ensure student mastery.
Throughout the text, these principles
are called out and are denoted by an
icon in the margin. Again, the seven

Core Principles are: Scarcity, Cost-

Benefit, Incentive, Comparative
Advantage, Increasing Opportunity
Cost, Efficiency, and Equilibrium.

more, the number of apartments actually available declines by 1 million units
per month.

If the housing market were completely unregulated, the immediate response to
such a high level of excess demand would be for rents to rise sharply. But here the law
prevents them from rising above $800. Many other ways exist, however, in which
market participants can respond to the pressures of excess demand. For instance,
owners will quickly learn that they are free to spend less on maintaining their rental
units. After all, if there are scores of renters knocking at the door of each vacant apart-
ment, a landlord has considerable room to maneuver. Leaking pipes, peeling paint,
broken furnaces, and other problems are less likely to receive prompt attention—or,
indeed, any attention at all—when rents are set well below market-clearing levels.

Nor are reduced availability of apartments and poorer maintenance of existing
apartments the only difficulties. With an offering of only 1 million apartments per
month, we see in Figure 3.8 that there are renters who’d be willing to pay as much as
$2,400 per month for an apartment. As the Incentive Principle suggests, this pressure
will almost always find ways, legal or illegal, of expressing itself. In New York City, for
example, it is not uncommon to see “finder’s fees” or “key deposits™ as high as several

The Economic Naturalist 1.1

Why do many hardh fe include more than $1,000 worth of “free”
nﬁmnwiﬂlumuﬂm‘fwwlymﬂiﬁymmmmﬂ?

The software industry is different from many others in the sense that its customers care
a great deal about product compatibility. When you and your classmates are working on
a project together, for example, your task will be much simpler if you all use the same
word-processing program. Likewise, an executive’s life will be easier at tax time if her
financial software is the same as her accountant’s.

The implication is that the benefit of owning and using any given software program
increases with the number of other people who use that same product. This unusual
relationship gives the producers of the most popular programs an enormous advantage
and often makes it hard for new programs to break into the market.

ECONOMIC NATURALIST
EXAMPLES

Each Economic Naturalist example
starts with a question to spark inter-
est in learning an answer. These ex-
amples fuel interest while teaching
students to see each feature of their
economic landscape as the reflection
of one or more of the Core Principles.

NUMBERED EXAMPLES

Throughout the text, numbered and titled
examples are referenced and called out to
further illustrate concepts. With our use of
engaging questions and examples from ev-
eryday life to apply economic concepts, the
ultimate goal is to see that each human ac-
tion is a result of an implicit or explicit
cost-benefit calculation.

EXAMPLE 2.5 Specialization

How costly is failure to specialize?

Suppose that in Example 2.4 Susan and Tom had divided their time so that each
person’s output consisted of half nuts and half coffee. How much of each good
would Tom and Susan have been able to consume? How much could they have
consumed if each had specialized in the activity for which he or she enjoyed a com-
parative advantage?

Since Tom can produce twice as many pounds of nuts in an hour as pounds of
coffee, to produce equal quantities of each, he must spend 2 hours picking coffee
for every hour he devotes to gathering nuts. And since he works a 6-hour day, that
means spending 2 hours gathering nuts and 4 hours picking coffee. Dividing his

. time in this way, he’ll end up with 8 pounds of coffee per day and 8 pounds of nuts.

RECAP MARKET EQUILIBRIUM

RECAP

mlledtheeqmbbrmpnamddlesthbrm

conunmsunnlequihbmmm

Market equilibrium, the situation in which all buyers and sellers are satisfied
with their respective quantities at the market price, occurs at the intersection
oftbempplyanddumndmﬁccotmpondmgprweandqnanmym

Unless prevented by regulation, prices and qnantltles are driven toward
their equilibrium values by the actions of buyers and sellers. If the price is ini-
tially 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 ex-
oessdemand,competmonammgbuymdnmthepnceupward.ﬂnspmcess

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




SUMMARY

Each chapter ends with a
summary that reviews the
key points and learning ob-
jectives to provide closure to
the chapter.

= SUMMARY =

The demand curve is a downward-sloping line that
tells what quantity buyers will demand at any given
price. The supply curve is an upward-sloping line
that tells what quantity sellers will offer at any given
price. (LO1)

Alfred Marshall’s model of supply and demand ex-
plains why neither cost of production nor value to
the purchaser (as measured by willingness to pay) is,
by itself, sufficient to explain why some goods are
cheap and others are expensive. To explain variations
in price, we must examine the interaction of cost and
willingness to pay. As we’ve seen in this chapter,
goods differ in price because of differences in their
respective supply and demand curves. (LO2)

Market equilibrium occurs when the quantity buy-
ers demand at the market price is exactly the same
as the quantity that sellers offer. The equilibrium
price—quantity pair is the one at which the demand
and supply curves intersect. In equilibrium, market
price measures both the value of the last unit sold

3. An increase in supply will lead to a reduction in
equilibrium price and an increase in equilibrium
quantity.

4. A decrease in supply will lead to an increase in
equilibrium price and a reduction in equilibrium
quantity. (LO3)

Incomes, tastes, population, expectations, and the
prices of substitutes and complements are among the
factors that shift demand schedules. Supply sched-
ules, in turn, are primarily governed by such factors
as technology, input prices, expectations, the number
of sellers, and, especially for agricultural products,
the weather. (LO3)

The efficiency of markets in allocating resources
does not eliminate social concerns about how goods
and services are distributed among different people.
For example, we often lament the fact many buyers
enter the market with too little income to buy even
the most basic goods and services. Concern for the
well-being of the poor has motivated many govern-

» REVIEW QUESTIONS =

REVIEW QUESTIONS

AND PROBLEMS

-

. Explain the distinction between the horizontal
and vertical interpretations of the demand
curve. (LO1)

2. Why isn’t knowing the cost of producing a good
sufficient to predict its market price? (LO2)

w

. In recent years, a government official proposed
that gasoline price controls be imposed to protect
the poor from rising gasoline prices. What evidence

could you consult to discover whether this pro-
posal was enacted? (LO2)

. Distinguish between the meaning of the expres-

sions “change in demand” and “change in the
quantity demanded.” (LO3)

. Give an example of behavior you have observed

that could be described as “smart for one but dumb
for all.” (LO4)

* PROBLEAS =

1. How would each of the following affect the U.S. market supply curve for
corn? (LO1)
a. A new and improved crop rotation technique is discovered.
b. The price of fertilizer falls.

c. The government offers new tax breaks to farmers.
d. A tornado sweeps through lowa.

{ECONOMICS

Approximately five review
questions appear at the end
of each chapter to test under-
standing of the logic behind
economic concepts. The
problems are crafted to help
students internalize and ex-
tend core concepts. Learning
objectives are also referenced
at the end of each question
and problem to reiterate the
particular goal that is being
examined.



& PFLEMENTS

SUPPLEMENTS FORTHE INSTRUCTOR

The following ancillaries are available for quick download
and convenient access via the textbook’s website at www.
mhhe.com/fbSe and are password protected for security.

Instructor’s Manual

Prepared by Per Norander of Missouri State University,
this expanded manual features general topics such as Us-
ing the Website, Economic Education Resources, and In-
novative Ideas. Additionally, each chapter will also include:
an Overview, Concepts Students Should Master, Teaching
Tips/Student Stumbling Blocks, Additional Economic
Naturalist Examples, In-Class and Web Activities, and
an Annotated Chapter Outline.

Solutions Manual

Also prepared by Per Norander, Missouri State Uni-
versity, this manual provides detailed answers to the
end-of-chapter questions.

Test Banks

Prepared by Kate Krause of the University of New
Mexico this manual contains questions categorized by
chapter learning objectives, AACSB learning categories,
Bloom’s Taxonomy objectives, and level of difficulty.

Computerized Test Bank

McGraw-Hill’s EZ Test is a flexible and easy-to-use
electronic testing program. The program allows you to
create tests from book-specific items. It accommodates
a wide range of question types and you can add your
own questions. Mulitple versions of the test can be cre-
ated and any test can be exported for use with course
management systems such as WebCT, Blackboard or
pageOut. EZ Test Online is a new service and gives you a
place to easily administer your EZ Test-created exams and
quizzes online. The program is available for Windows and
Macintosh environmnents.

PowerPoints

Prepared by Nora Underwood of the University of Cen-
tral Florida, these 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.

xviii

Customizable Micro Lecture Notes and
PowerPoints

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, pre-
pared by Bob Frank for his award-winning introduc-
tory microeconomics course at Cornell University, are
available for instructors to customize as they see fit.
The challenge for any instructor is to reinforce the les-
sons 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 contex-
tual ways. Also available is a complete set of richly
illustrated PowerPoint files to accompany these lecture
notes. Instructors are also welcome to customize these
files as they wish.



