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Preface

New to this Edition
Updates for this edition of Principles of Economics include:

� It is our hope that students will come to see both how broad the tools of economics are 
and how exciting is much of the new research in the field. The 13th edition has contin-
ued the changes in the Economics in Practice boxes that we began several editions ago. In 
these boxes, we aim to bring economic thinking to the concerns of the typical student. 
In many cases, we do this by spotlighting recent research, much of it by young scholars. 
Here are some examples of the topics we cover in the new boxes:

 � Research on the role weather plays in reducing school achievement in rural India by 
changing the importance of child labor in agriculture (Chapter 1, �The Scope and 
Method of Economics�).

 � The strength of the economics major in helping students avoid unemployment in a reces-
sion, showing how the skills students learn in an  economics class can benefit them regard-
less of the career path they choose (Chapter 1, �The Scope and Method of Economics�).

 � The role of sugar taxes in determining a customer�s response to price changes in 
 sugary beverages (Chapter 6, �Household Behavior and Consumer Choice�). This is 
one of the several new behavioral economics boxes we have in the new edition.

 � The Marshall Plan�s effects on managerial training and company productivity 
( Chapter 7, �The Production Process:  The Behavior of Profit-Maximizing Firms�).

 � How researchers can use data on adopted children to explore whether 
 generationally-correlated investing patterns are learned behavior or have some 
 genetic component reflecting risk preference (Chapter 11, �Input Demand:  The Capi-
tal Market and the Investment Decision�).

 � Most coders are men. How much does this have to do with gender identity? We dis-
cuss an experiment in Peru by a nonprofit to see if more women can be encouraged 
to go into this lucrative field (Chapter 18, �Income Distribution and Proverty�).

 � Whether shareholders or workers benefit from the 2017 Trump tax package�s big 
reduction in the corporate income tax (Chapter 19, �Public Finance: The Economics 
of  Taxation�).

� We have reworked some of the chapters to streamline them and to improve readability. 
In the discussions of supply and demand and the discussions of perfect and imperfect 
competition, we have added simple algebraic material to the graphical, numeric and 
verbal explanations to aid in clarity of understanding.

 � Chapter 11, �Input Demand:  The Capital Market and the Investment Decision,� has been 
considerably reworked to include a more thorough discussion of finance, that should 
be especially interesting to students who anticipate a career in the financial sector.

 � Chapter 18, �Income Distribution and Poverty,� has also been substantially reworked to 
reflect the increased worldwide concern with issues of inequality and economic mobility.

 � In Chapter 32, �Alternative Views in Macroeconomics,� a discussion of behavioral 
macroeconomics has been added to the Alternative views of macroeconomics.

� We continue to be very excited about Chapter 36, �Critical Thinking About Research.� This 
material is unique in an introductory economics text. This chapter covers the research 
methodology of economics, where we highlight some of the key concerns of empirical 
economics: selection issues, causality, statistical significance, and regression analysis. 
Methodology is a key part of economics these days, and we have tried to give the introduc-
tory student a sense of what this methodology is and how to apply it in class and beyond.

� All of the macro data have been updated through 2018. The slow recovery from the 
2008�2009 recession is still evident in these data. This gives students a good idea of what 
has been happening to the economy since they left high school.

20 
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� Many end-of-chapter problems have been revised.
� We have added Critical Thinking questions to each Economics in Practice box and each 

end-of-chapter section, to reinforce the underlying economic principles and to give stu-
dents practical application of what they�ve learned.

The Principles of Economics Program
Our goal in the 13th 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. We have prepared this edition of the text and MyLab  Economics with this 
in mind. To improve student results, we recommend pairing the text content with MyLab 
 Economics, which is the teaching and learning platform that empowers you to reach every 
student. By combining trusted author content with digital tools and a flexible platform, 
MyLab  personalizes the learning experience and will help your students learn and retain key 
course concepts while developing skills that future employers are seeking in their candidates. 
From Digital Interactives to Real-time Data Analysis Exercises, MyLab  Economics helps 
you teach your course, your way. Learn more at www.pearson.com/mylab/economics.

Solving Teaching and Learning Challenges
As authors and teachers, we understand the challenges of the principles of economics course. 
The foundational themes of Principles of Economics, 13th edition, are to introduce the disci-
pline 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. There is such volume 
of material for teachers to cover, and for students to understand. We address this learning 
challenge through: (1) A three-tiered approach of explaining key concepts through relevant 
stories, graphs and equations (2) Pedagogical features in the text and accompanying digital 
resources in MyLab Economics that illustrate and  reinforce key concepts through real-world 
examples and applications that are relevant to students; (3)� Graphs and animations; and  
(4) A wide variety of questions and problems. 

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 material 
is difficult no matter how it is presented; for others, graphs and equations seem to come 
naturally. The problem facing instructors and textbook authors alike 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 follow-
ing 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. In this edition, we have strengthened this element 
without greatly increasing mathematical levels needed for the class. For students who would 
benefit from a math review, MyLab Economics offers math skills review Chapter R, acces-
sible from the assignment manager and containing over 150 graphing, algebra, and calculus 
exercises for homework, quiz, and test use.
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Economics in Practice
We know that students are best motivated when they see the relevance of what they�re learning to 
the world they live in. We�ve created Economics in Practice with a focus on recent research or events 
that support a key concept in the chapter and help students think about the broad and exciting 
applications of economics to their lives and the world around them. Each box contains a Critical 
Thinking question or two to further connect the material they are learning with their lives.

E C O N O M I C S  I N  P R A C T I C E
Have You Bought This Textbook?

CRITICAL THINKING

1. If you were to construct a demand curve for a re-
quired text in a course, where would that demand 
curve intersect the horizontal axis?

2. And this much harder question: In the year before 
a new edition of a text is published, many college 
bookstores will not buy the older edition. Given this 
fact, what do you think happens to the gap between 
enrollments and new plus used book sales in the year 
before a new edition of a text is expected?

1Judith Chevalier and Austan Goolsbee, “Are Durable Goods Consumers 
Forward Looking? Evidence From College Textbooks,” Quarterly Journal of 
Economics, 2009: 1853–1884.

As all of you know full well, college textbooks are 
expensive. At �rst, it may seem as though there are few 
substitutes available for the cash-strapped undergradu-
ate. After all, if your professor assigns Smith�s Principles of 
Biology to you, you cannot go out and see if Jones� Principles 
of Chemistry is perhaps cheaper and buy it instead. As 
it turns out, as some recent work by Judy Chevalier and 
Austan Goolsbee1 discovered, even when instructors re-
quire particular texts, when prices are high students have 
found substitutes. Even in the textbook market student de-
mand does slope down!

Chevalier and Goolsbee collected data on textbooks from 
more than 1600 colleges for the years 1997�2001 to do their 
research. For that period, the lion�s share of both new and 
used college textbooks was sold in college bookstores. Next, 
they looked at class enrollments for each college in the large 
majors: economics, biology, and psychology. In each of those 
classes they were able to learn which textbook had been as-
signed. At �rst, one might think that the total number of 
textbooks, used plus new, should match the class enrollment. 
After all, the text is required! In fact, what they found was the 
higher the textbook price, the more text sales fell below class 
enrollments.

So what substitutes did students �nd for the required text? 
While the paper has no hard evidence on this, students them-
selves gave them lots of suggestions. Many decide to share 
books with roommates. Others use the library more. These 
solutions are not perfect, but when the price is high enough, 
students �nd it worth their while to walk to the library!

To further promote the relevance of economics, Current News Exercises provide a turn-
key way to assign gradable news-based exercises in MyLab Economics. Each week, Pear-
son scours the news, finds a current microeconomics and macroeconomics news article 
or video, creates exercises around these news articles, and then automatically adds them to 
MyLab Economics. Assigning and grading current news-based exercises that deal with the 
latest micro and macro events and policy issues has never been more convenient.
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Concept Checks
Giving students the opportunity to practice what they are learning along the way is critical 
to their success in the principles of economics course. New for this edition, each section and 
subsection of each learning objective, and select key figures, is reinforced with a Concept 
Check in the eText of MyLab Economics that contains one or two multiple choice, true/false, 
or fill-in questions. These checks act as �speed bumps� that encourage students to stop and 
check their understanding of fundamental terms and concepts before moving on to the next 
section. The goal is to help students assess their progress on a section-by-section basis, so 
they can be better prepared for homework, quizzes, and exams.

Graphing Animations
Graphs are the backbone of introductory economics, but many students struggle to 
understand and work with them. The Chapter 1 Appendix, �How to Read and Understand 
Graphs,� shows readers how to interpret the over 200 graphs featured in this book. To make 
interpreting graphs easier for students, we use red curves to illustrate the behavior of firms, 
blue curves to show the behavior of households, and a different shade of red and blue to 
signify a shift in a curve.

The figures in the book are also an integral part of our three-tiered approach to explain 
concepts in words, equations and graphs. They promote learning as students read an example 
or story, followed by a mathematical representation, and then see a graphical representation.

Select numbered figures in the text have a supporting animated version in MyLab 
 Economics. The goal is to help students understand shifts in curves, movements along 
curves, and changes in equilibrium values by bringing graphs to life. Having an animated 
version of a graph helps students who have difficulty interpreting the static version in the 
printed text. Graded practice exercises are included with the animations to give students 
practice reading and interpreting graphs.
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Real-Time Data
Currency is imperative in economics, particularly macroeconomics. We achieve this with 
real-time data analysis figures and exercises. Many of the key figures in the text have been 
updated in the MyLab with real-time data from the Federal Reserve�s Economic Data 
(FRED�) � a comprehensive, up-to-date data set maintained by the Federal Reserve Bank 
of St. Louis. These animated graphs help students understand shifts in curves, movements 
along curves, and changes in equilibrium values. Easy to assign and automatically graded, 
Real-Time Data Analysis exercises use up-to-the-minute, real-time macroeconomic data. 
These exercises communicate directly with the Federal Reserve Bank of St. Louis�s FRED� 
site, so every time FRED posts new data, students see it.

Critical Thinking Questions
Throughout the course, and after graduation, students need to demonstrate critical think-
ing skills in their work and careers. To help develop these essential skills, we�ve added a new 
section of Critical Thinking questions to give students practice in higher-order thinking. 
Available in MyLab Economics, each end-of-chapter problem set ends with a Critical Thinking  
Questions section. These questions ask students to think more deeply about the concepts 
they�ve learned in the chapter when answering them. These assignable essay questions can 
be used on homework, tests, or quizzes. They require manual scoring; however, each essay 
question includes a sample correct answer to make grading easy.

C R I T I C A L  T H I N K I N G  Q U E S T I O N S

QUESTION 1 
work and leaves the labor force, she is no longer considered 
unemployed. What happens to the unemployment rate as a 
result? Does this mean that the unemployment rate understates or 
overstates the problem of joblessness?

QUESTION 2 According to the Efficiency Wage Theory, employers 
occasionally pay workers more than the equilibrium wage in the 
market in order to increase productivity. Explain how this would 
lead to reduced turnover.

Problems and Solutions
Each chapter and appendix 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 aster-
isk. Many problems have been updated. These problems can be assigned and  auto-graded in 
MyLab Economics and are available with optional just-in-time learning aids to help students 
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when they need it the most. Students can also practice these problems in the Study Plan. 
The Study Plan gives students personalized recommendations, practice opportunities, and 
learning aids to help them stay on track.

Developing Employability Skills
For students to succeed in a rapidly changing job market, they should be aware of their 
career options and how to go about developing the many skills they will need to do so. We 
focus on developing these skills in a variety of ways.

In the text, the Economics in Practice boxes help students think deeply about concepts and 
make connections between what they learn in class and how it can apply to their job in 
the real world. Chapter 1�s Economics in Practice box explores how majoring in economics 
can help make students less vulnerable to recession. Chapter 11�s Economics in Practice boxes 
highlight investment banking, the stock market, and investing strategies, topics of particular 
interest and relevance to students studying economics and finance.

In MyLab Economics, the Critical Thinking Questions and Current News exercises encour-
age application of skills that will contribute toward success in this course and in the future, 
regardless of each students� career path.

Table of Contents Overview
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, includ-
ing discussions of output markets (goods and services) and input markets (land, labor, and 
capital), and the connections between them before turning to noncompetitive market struc-
tures such as monopoly and oligopoly. When students understand how a simple, perfectly 
competitive 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 
disconnected alternative market models. We also make extensive use of concrete examples, 
designed to help students see the power of the simple economic model. A mastery of this 
material is invaluable to students interested in careers in business and the public sector. Our 
core interest is in helping students to think about the world using economics.

Learning perfect competition first also enables students to see the power of the mar-
ket system. 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 Chapters 
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. Chapters 13 through 15 cover three noncom-
petitive market structures�monopoly, monopolistic competition, and oligopoly. Chap-
ter 16 covers externalities, public goods, and social choice. Chapter 17 covers uncertainty 
and asymmetric information. Chapters 18 and 19 cover income distribution as well as 
taxation and government finance. Figure II.2 from page 142 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. We thus build up to the AS/AD model slowly.

A01_CASE4698_13_GE_FM.indd   25 21/02/19   1:54 AM



26 Preface

The goods market is discussed in Chapters 23 and 24 (the IS curve). The money mar-
ket is discussed in Chapter 25 (material behind the Fed rule). Everything comes together in 
Chapter 26, which derives the AD and AS curves and determines the equilibrium values of 
aggregate output, the price level, and the interest rate. This is the core chapter and where the 
Fed rule plays a major role. Chapter 27 then uses the model in Chapter 26 to analyze policy 
effects and cost shocks. Chapter 28 then brings in the labor market. Figure V.1 on page 493 
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 four editions, we moved a significant 
discussion of growth to Chapter 22, �Unemployment, Inflation, and Long-Run Growth,� and 
highlighted it. However, while we wrote Chapter 31, the major chapter on long-run growth, 
so that it can be taught before or after the short-run chapters, we remain convinced that it 
is easier for students to understand the growth issue once they have come to grips with the 
logic and controversies of short-run cycles, inflation, and unemployment.

Instructor Teaching Resources
The instructor supplements are designed to make teaching and testing flexible and easy and 
are available for Micro, Macro, and Economics volumes.

This program comes with the following teaching resources:

Supplements available to instructors at 
www.pearsonglobaleditions.com/case Features of the Supplement

Instructor’s Manual
authored by Tony Lima of California 
State University, East Bay

• 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 economics relevant to 
students.

• Solutions are provided for all problems in the book.

Test Bank
authored by Randy Methenitis of 
 Richland College and Richard Gosselin 
of Houston Community College

• Multiple-choice, true/false, short- answer, and graph-
ing questions with these annotations:

• Difficulty level (1 for straight recall, 2 for some analy-
sis, 3 for complex analysis)

• Type (Multiple-choice, true/false, short-answer, essay)
• Topic (The term or concept the question supports)
• Learning outcome
• AACSB learning standard (Written and Oral Commu-

nication; Ethical Understanding and Reasoning; Ana-
lytical Thinking; Information Technology; Interpersonal  
Relations and Teamwork; Diverse and Multicultural 
Work; Reflective Thinking; Application of Knowledge)

Computerized TestGen  TestGen allows instructors to:
• Customize, save, and generate classroom tests
• Edit, add, or delete questions from the Test Item Files
• Analyze test results
• Organize a database of tests and student results.
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PowerPoints
authored by Jim Lee of Dickinson State 
University

• Slides include all the graphs, tables, and equations in 
the textbook.

• PowerPoints meet accessibility standards for students 
with disabilities. Features include, but not limited to:
• Keyboard and Screen Reader access
• Alternative text for images
• High color contrast between background and 

foreground colors
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The Scope and  
Method of Economics 1

PART I  INTRODUCTION TO ECONOMICS

CHAPTER OUTLINE 
AND LEARNING 
OBJECTIVES

1.1 Why Study 
Economics? p. 34
Identify three key reasons 
to study economics. Think 
of an example from your 
life in which  understanding 
 opportunity costs or the 
principle of efficient markets 
could make a  difference in 
your decision making.

1.2 The Scope of 
Economics p. 37
Describe microeconomics, 
macroeconomics, and the 
diverse fields of economics.

1.3 The Method of 
Economics p. 40
Think about an example of 
bad causal inference leading 
to erroneous decision mak-
ing. Identify the four main 
goals of economic policy.

1.4 An Invitation p. 44
Begin to get a sense of 
the many ways economics 
touches one�s life.

1.5 Economic Skills 
and Economics as a 
Career p. 44
Describe economics as a 
career and the key skills you 
can learn from studying 
economics.

Appendix: How to 
Read and Understand 
Graphs p. 47
Understand how data can 
be graphically represented.

The study of economics should begin with a sense of wonder. Pause for a moment and 
consider a typical day in your life. It might start with a bagel made in a local bakery with 
flour produced in Minnesota from wheat grown in Kansas. After class you drive with a 
friend on an interstate highway that is part of a system that took 20 years and billions of 
dollars to build. You stop for gasoline ref ined in Louisiana from Saudi Arabian crude oil. 
Later, you log onto the Web with a laptop assembled in Indonesia from parts made in 
China and Skype with your brother in Mexico City. You use or consume tens of thousands 
of things in a day. Someone organized men and women and materials to produce and 
distribute these things. Thousands of decisions went into their completion, and somehow 
they got to you.

In the United States, more than 160 million people�over half the total population�
work at hundreds of thousands of different jobs producing more than $18 trillion worth of 
goods and services every year. Some cannot find work; some choose not to work. The United 
States imports more than $300 billion worth of automobiles and parts and more than $350 
billion worth of petroleum and petroleum products each year; it exports around $140 billion 
worth of agricultural products, including food. In the modern economy, consumers� choices 
include products made all over the globe.

Economics is the study of how individuals and societies choose to use the scarce resources 
that nature and previous generations have provided. The key word in this definition is choose. 
Economics is a behavioral, or social, science. In large measure, it is the study of how people 
make choices. The choices that people make, when added up, translate into societal choices.

The purpose of this chapter and the next is to elaborate on this definition and to intro-
duce the subject matter of economics. What is produced? How is it produced? Who gets it? 
Why? Is the result good or bad? Can it be improved?

economics The study of how 
individuals and societies choose 
to use the scarce resources 
that nature and previous 
generations have provided.
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34 PART I Introduction to Economics 

Why Study Economics?
There are three main reasons to study economics: to learn a way of thinking, to understand 
 society, and to be an informed citizen.

To Learn a Way of Thinking MyLab Economics Concept Check

Probably the most important reason for studying economics is to learn a way of thinking. 
Economics has three fundamental concepts that, once absorbed, can change the way you look at 
everyday choices: opportunity cost, marginalism, and the working of efficient markets.

Opportunity Cost What happens in an economy is the outcome of thousands of individual 
decisions. People must decide how to divide their incomes among all the goods and services 
available in the marketplace. They must decide whether to work, whether to go to school, and 
how much to save. Businesses must decide what to produce, how much to produce, how much 
to charge, and where to locate. Economic analysis provides a structured way of thinking about 
these types of decisions.

Nearly all decisions involve trade-offs. A key concept that recurs in analyzing the decision-
making process is the notion of opportunity cost. The full �cost� of making a specific choice includes 
what we give up by not making the best alternative choice. The best alternative that we forgo, or 
give up, when we make a choice or a decision is called the opportunity cost of that decision.

When asked how much a movie costs, most people cite the ticket price. For an economist, 
this is only part of the answer: to see a movie takes not only a ticket but also time. The opportu-
nity cost of going to a movie is the value of the other things you could have done with the same 
money and time. If you decide to take time off from work, the opportunity cost of your leisure is 
the pay that you would have earned had you worked. Part of the cost of a college education is the 
income you could have earned by working full time instead of going to school.

Opportunity costs arise because resources are scarce. Scarce simply means limited. Consider 
one of our most important resources�time. There are only 24 hours in a day, and we must live 
our lives under this constraint. A farmer in rural Brazil must decide whether it is better to con-
tinue to farm or to go to the city and look for a job. A hockey player at the University of Vermont 
must decide whether to play on the varsity team or spend more time studying. In the Economics 
in Practice box on page 35, we use the idea of opportunity cost to help explain how rainfall in 
India affects math scores of rural children. As you will see, opportunity cost is a powerful idea.

Marginalism A second key concept used in analyzing choices is the notion of  marginalism. 
In weighing the costs and benefits of a decision, it is important to weigh only the costs and bene-
fits that arise from the decision. Suppose, for example, that you live in New Orleans and that you 
are weighing the costs and benefits of visiting your mother in Iowa. If business required that you 
travel to Kansas City anyway, the cost of visiting Mom would be only the additional, or marginal, 
time and money cost of getting to Iowa from Kansas City.

There are numerous examples in which the concept of marginal cost is useful. For an air-
plane that is about to take off with empty seats, the marginal cost of an extra passenger is essen-
tially zero; the total cost of the trip is roughly unchanged by the addition of an extra passenger. 
Thus, setting aside a few seats to be sold at big discounts through www.priceline.com or other 
Web sites can be profitable even if the fare for those seats is far below the average cost per seat of 
making the trip. As long as the airline succeeds in filling seats that would otherwise have been 
empty, doing so is profitable.

Efficient Markets�No Free Lunch Suppose you are ready to check out at a busy grocery 
store on the day before a storm and seven checkout registers are open with several people in each 
line. Which line should you choose? Clearly you should go to the shortest line! But if everyone 
thinks this way�as is likely�all the lines will be equally long as people move around. Economists 
often loosely refer to �good deals� or risk-free ventures as profit opportunities. Using the term 
loosely, a profit opportunity exists at the checkout lines when one line is shorter than the others. 
In general, such profit opportunities are rare. At any time, many people are searching for them; as 
a consequence, few exist. Markets like this, where any profit opportunities are eliminated almost 

opportunity cost The best 
 alternative that we forgo, 
or give up, when we make a 
choice or a decision.

scarce Limited.

marginalism The process 
of analyzing the additional or 
incremental costs or  benefits 
arising from a choice or 
decision.

1.1 LEARNING OBJECTIVE
Identify three key reasons to 
study economics. Think of 
an example from your life in 
which understanding oppor-
tunity costs or the principle of 
efficient markets could make 
a difference in your decision 
making.
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instantaneously, are said to be efficient markets. (We discuss markets, the institutions through 
which buyers and sellers interact and engage in exchange, in detail in Chapter 2.)

The common way of expressing the efficient markets concept is �there�s no such thing as a 
free lunch.� How should you react when a stockbroker calls with a hot tip on the stock market? 
With skepticism. Thousands of individuals each day are looking for hot tips in the market. If a 
particular tip about a stock is valid, there will be an immediate rush to buy the stock, which will 
quickly drive up its price. This view that very few profit opportunities exist can, of course, be 
carried too far. There is a story about two people walking along, one an economist and one not. 
The non-economist sees a $20 bill on the sidewalk and says, �There�s a $20 bill on the sidewalk.� 
The economist replies, �That is not possible. If there were, somebody would already have picked 
it up.�

There are clearly times when profit opportunities exist. Someone has to be first to get the 
news, and some people have quicker insights than others. Nevertheless, news travels fast, and 
there are thousands of people with quick insights. The general view that large profit oppor-
tunities are rare is close to the mark and is powerful in helping to guide decision making. The 
Economics in Practice box on page 36 describes the way in which learning this way of thinking 
can pay off in labor market outcomes.

The study of economics teaches us a way of thinking and helps us make decisions.

efficient market A market 
in which profit opportuni-
ties are eliminated almost 
instantaneously.

E C O N O M I C S  I N  P R A C T I C E
Rainfall and Schooling in India

As we indicated in the text, the idea of opportunity cost is 
one of the fundamental concepts in economics. When we look 
at the choices people make in the area of employment and edu-
cation, the role of opportunity cost is especially large. Recent 
work looking at the effect of rainfall on children�s education in 
India highlights the role that opportunity cost can play.1

Much of India is still rural and dependent on agriculture. 
Most adults, both male and female, are engaged in agricul-
ture, and in most families the children also play a role in ag-
ricultural production. Irrigation is uncommon, especially in 
the poorer areas of India, and as a result agricultural produc-
tion is highly dependent on rainfall. When rains are unusu-
ally plentiful, not only are harvests larger, but the gains from 
having people work the land increase. In a drought there is 
very little a farm worker can do to increase yields, and there 
is little produce to harvest. It follows then that when rains are 
unusually plentiful in an area, the opportunity cost of having 
someone out of the labor force increases.

Think for a moment about families with children, choos-
ing between sending them to school, which would make 
them more productive in their later life, or sending them to 
the fields to help with the current harvest. The opportunity 
cost of sending your children to school is the loss in current 
agricultural output. If there have been ample rains, that op-
portunity cost is high. In a drought, the cost is low.

It follows from this opportunity cost differential that one 
would expect fewer children at school when the rains have 
been plentiful in rural India than in a drought. This is  precisely 
what Shah and Steinberg find. Using data from more than 
2�million children ages 5�16 across rural India, these econo-
mists find that an unusually high rainfall reduces school 

enrollments by a significant amount. And, unsurprisingly, 
these children end up with significantly lower math scores on 
tests administered by the state. You should be able to see the 
power of the concept of  opportunity cost. In this example, 
it allows us to see the effect of rainfall on rural math scores.

CRITICAL THINKING

1. For urban children in India, work opportunities are 
few. What would you expect to see happen to the 
 urban-rural gap in test scores in high rainfall periods?

1Manisha Shah and Bryce Millett Steinberg, �Drought of Opportunities: 
 Contemporaneous and Long Term Impacts of Rainfall Shocks on Human 
 Capital� Journal of Political Economy, April 2017, 527�561.
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E C O N O M I C S  I N  P R A C T I C E
Majoring in Economics Makes You Less Vulnerable  
to a Recession!

It is well known that a college education, on average, 
 increases one�s income. Economists estimate that over one�s 
lifetime, a college degree holder will earn on average almost 
70% more than someone with only a high school degree. 
Part of the returns to a college education come from higher 
wages and part from being less likely to suffer long spells 
of  unemployment. It is perhaps less well known that both 
wage and unemployment effects also vary considerably with 
the majors of college graduates. Economics is, along with 
 engineering, one of the majors with the highest wage premia.

Recent work has shown yet another advantage of the 
economics major: It helps to protect graduates from the 
long-term effects of graduating in a recession.1 As Lisa Kahn 
found in some of her earlier work, graduating in a recession 
(a period of high  unemployment and low economic growth) 
has long-term  negative effects on one�s career. One�s first job 
under these circumstances tends to be worse than otherwise, 
and this bad placement affects the next few job  opportunities 
and hence one�s  lifetime earnings. But Kahn�s recent work 
suggests that the extent of this  long-term recession handicap 
varies considerably with one�s major. Majors like economics 
are less hurt by  graduating in a recession than sociology or 
journalism, for example. Learning to think like an  economist 
not only generates a higher wage but provides insurance 
against volatility in the economy!

CRITICAL THINKING

1. Why does a recent graduate�s first job matter for his or her 
long-term earnings, even if he or she only stays at that job 
for three years?

1Joseph Altonji, Lisa Kahn, Jamin Speer, �Cashier or Consultant? Entry 
Labor Market Conditions, Field of Study and Career Success.� Journal of Labor 
 Economics, 2016, (34) S361�S401.

To Understand Society MyLab Economics Concept Check

Another reason for studying economics is to understand society better. Past and present eco-
nomic decisions have an enormous influence on the character of life in a society. The current 
state of the physical environment, the level of material well-being, and the nature and number of 
jobs are all products of the economic system.

At no time has the impact of economic change on a society been more evident than in 
England during the late eighteenth and early nineteenth centuries, a period that we now call 
the Industrial Revolution. Increases in the productivity of agriculture, new manufacturing tech-
nologies, and development of more efficient forms of transportation led to a massive movement 
of the British population from the countryside to the city. At the beginning of the eighteenth 
century, approximately 2 out of 3 people in Great Britain worked in agriculture. By 1812, only 
1 in 3 remained in agriculture; by 1900, the figure was fewer than 1 in 10. People jammed into 
overcrowded cities and worked long hours in factories. England had changed completely in two 
centuries�a period that in the run of history was nothing more than a blink of an eye.

The discipline of economics began to take shape during this period. Social critics and phi-
losophers looked around and knew that their philosophies must expand to accommodate the 
changes. Adam Smith�s Wealth of Nations appeared in 1776. It was followed by the writings of 
David Ricardo, Karl Marx, Thomas Malthus, and others. Each tried to make sense out of what 
was happening. Who was building the factories? Why? What determined the level of wages paid 
to workers or the price of food? What would happen in the future, and what should happen? The 
people who asked these questions were the first economists.

Societal changes are often driven by economics. Consider the developments in the early 
years of the World Wide Web. Changes in the ways people communicate with one another and 

Industrial Revolution The 
 period in England  during 
the late eighteenth and 
early  nineteenth centuries in 
which new manufacturing 
 technologies and improved 
transportation gave rise to 
the modern factory system 
and a massive movement 
of the  population from the 
 countryside to the cities.
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