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Preface

—

Economics

Welcome to the eighteenth edition of Economics, the best-
selling economics textbook in the world. An estimated 14
million students have used FEconomics or its companion edi-
tions, Macroeconomics and Microeconomics. Economics has
been adapted into Australian and Canadian editions and
translated into Italian, Russian, Chinese, French, Spanish,
Portuguese, and other languages. We are pleased that
Economics continues to meet the market test: nearly one out
of four U.S. students in principles courses used the seven-
teenth edition.

A Note about the Cover
and New Coauthor

In the tradition of the previous two covers, the cover for
this edition includes a photograph of steps. The new edi-
tion’s cover is a metaphor for the step-by-step approach that
we use to present basic economic principles. It also repre-
sents the simplicity, beauty, and power of basic economic
models. We have chosen a highly modern photo to reflect
the addition of our new coauthor, Sean M. Flynn, who has
helped modernize the content of the book from cover to
cover. Sean did his undergraduate work at USC, received
his Ph.D. from U.C. Berkeley (in 2002), teaches principles
at Vassar, and is the author of Economics for Dummies. We

X

are greatly pleased to have Sean working on the text since
he shares our commitment to present economics in a way
that is understandable to all.

Fundamental Objectives

We have three main goals for Econormics:

* Help the beginning student master the principles
essential for understanding the economizing
problem, specific economic issues, and the policy
alternatives.

* Help the student understand and apply the economic
perspective and reason accurately and objectively
about economic matters.

* Promote a lasting student interest in economics and
the economy.

What’s New and Improved?

One of the benefits of writing a successful text is the oppor-
tunity to revise—to delete the outdated and install the new,
to rewrite misleading or ambiguous statements, to intro-
duce more relevant illustrations, to improve the organiza-
tional structure, and to enhance the learning aids.

"This is the most significant revision of Economics since
the fourteenth edition. It has greatly benefited from the
addition of our new coauthor. The more significant changes
include the following.

Micro First Organization

Perhaps most noticeably, we changed the book’s organiza-
tion to micro first in keeping with how contemporary econ-
omists view the direction of linkage between the two parts
of the subject. All the new principles texts introduced dur-
ing the past two decades have been organized as micro-first
texts and colleges have increasingly changed their course
numbering (sequencing) to micro first.

As it relates to the actual principles course, however,
this change in ordering is mainly symbolic. Micro and
macro courses are still taught separately and independently,
with no prerequisite on either. Also, students increasingly
use the split micro and macro versions of our main text,
even in schools that adopt our book for all sections of both
micro and macro principles. We therefore think that most
instructors will find it relatively easy to make the transition
to the new ordering.

Fully Updated, Totally

Contemporary Macroeconomics
‘We recast the entire macro analysis in terms of the modern,
dominant paradigm of macroeconomics, using economic



growth as the central backdrop and viewing business fluc-
tuations as significant and costly variations in the rate of
growth. In this paradigm, business cycles result from
demand shocks (or, less often, supply shocks) in conjunction
with inflexible short-run product prices and wages. The
degree of price and wage stickiness decreases with time.
In our models, the immediate short run is a period in which
the price level and wages are not only sticky, but stuck; the
short run is a period in which product prices are flexible
and wages are not; and the Jong run is a period in which
both prices and wages are fully flexible. Each of these three
periods—and thus each of the models based on them—is
relevant to understanding the actual macro economy and
its occasional difficulties.

New Chapter 23 introduces the macro framework in
a lively, intuitive way, using an example of a hypothetical
single-firm economy. It also makes a clear, critical distinc-
tion between the broader concept of financial investment
and the narrower subset of investment called economic
investment in a way that allows us to use both ideas. A chap-
ter on the measurement of nominal and real GDP follows.
With real GDP clearly defined and measured, we pres-
ent a chapter on economic growth. This early placement
of the growth chapter allows students to understand the
importance of economic growth and the factors that drive
it. This growth chapter is followed by a chapter that intro-
duces business fluctuations along the economy’s growth
path and the problems of unemployment and inflation that
may result.

Following this set of core beginning chapters, we imme-
diately begin to build models of the economy for the imme-
diate short run and the short run. Students are therefore
quickly introduced to models in which recessions and infla-
tion can occur. This approach allows us to use the short-run
AD-AS model to address fiscal policy and monetary policy
relatively earlier in the macro. Students are made fully aware
from the start of the macro that the rate of economic growth
is fundamentally important for standards of living. Yet, the
quick introduction of sticky price models enables students to
understand demand shocks, recession, stimulatory fiscal pol-
icy, Fed monetary policy actions, and other topics that domi-
nate the news about the macro economy.

Because Chapter 5 provides an early introduction to
international trade and international finance, we are able to
integrate the global economy from the start of the macro
analysis. Then, after eventually developing the long-run
AD-AS model, we directly link this long-run analysis back
to our earlier discussions of growth. We finish the macro
with two chapters that provide further analysis of interna-
tional trade, balance of payments, exchange rates, and trade
imbalances. The macro ends with a bonus Web chapter on
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the requisites for, and impediments to, economic growth in
developing nations.

Although the framework in which the macro is built
is extensively revised, the revisions were made to preserve
the main elements of the chapters in the previous edition.
We simply have wrapped the macroeconomics analysis into
a modern package of growth, expectations, shocks, price
stickiness, time horizons, and international linkages.

Our macro content is also fully modern in terms of
its coverage of contemporary problems and policies. For
example, we cover the mortgage debt crisis, the recent eco-
nomic slowdown, the Fed’s reductions of the Federal funds
rate, the Fed’s term auction facility, the stimulus tax pack-
age of 2008, and more.

Four New Chapters

Four chapters—two micro and two macro—are new to
the print version of Economics. Our common purpose for
all four chapters is to incorporate contemporary analytical
themes and address current economic issues.

Chapter 15: Natural Resource and Energy Economics. This
new micro chapter—brought from our Web site for the
seventeenth edition—is now in Part 3 (Microeconomics of
Resource Markets). This chapter addresses the question of
whether the world is becoming overpopulated and rapidly
running out of resources. It covers topics such as declin-
ing fertility rates, the optimal rate of resource extraction,
resource substitution, resource sustainability, oil prices, and
alternative energy sources. An understanding of the basic
economic principles of natural resource economics will be
critical to future voters and leaders. This micro treatment
of natural resource and energy topics is particularly timely
since many students are regularly exposed to alarmist views
on these subjects.

Chapter 22: Immigration. This new micro chapter covers
the economics of immigration—both legal and illegal—in
an analytical and balanced way. Students are highly inter-
ested in this subject, yet often lack the economic knowl-
edge and tools to grasp the issues and debates. This chapter
provides that basic economic understanding. The chapter
also serves as a timely application of the economic princi-
ples developed in the prior chapters on resource markets.

Chapter 23: An Introduction to Macroeconomics. As pre-
viously noted, this new chapter introduces the revised
macroeconomic content in an interesting, concise way. It
motivates the study of macroeconomics and establishes the
analytical framework to the subject that we use throughout
the macro portion of the book.
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Chapter 34: Financial Economics. 'This new macro chap-
ter examines ideas such as compound interest, present
value, arbitrage, risk, diversification, and the risk-return
relationship. Students need a better grounding in such
ideas to truly understand the modern economy. In view of
the problems in the financial markets over the recent past,
we think thatintegrating financial economics more directly
in the macro principles course makes good sense. For
many students, this course will be their only (classroom!)
opportunity to learn that promises of high, unguaranteed
returns reflect high, uninsured risk. Even if instructors
cannot find time to assign and cover the entire chapter,
they may want to discuss the beginning portion, which
addresses the time value of money and provides easy-to-
understand real-world examples of present value.

"To make room for our four new chapters, we had to
make certain accommodations. Specifically, we moved our
micro chapter “Technology, R & D, and Efficiency” to the
book’s Web site, where it joins the chapter “The Economics
of Developing Countries.” Both chapters are available free
to students for full-color viewing and can be printed for off-
computer study. Furthermore, these chapters are fully sup-
ported by all the supplementary materials such as the Study
Guide and 'Test Banks. Instructors who wish to cover the
R&D chapter, rather than, for example, the new resource
chapter, can easily make the substitution.

We also deleted the chapter “Labor Market Issues and
Institutions: Unions, Discrimination, and Immigration.”
"The core of the union content is now is an appendix to the
wage determination chapter; the discrimination material is
consolidated and placed in the chapter “Income Inequality,
Poverty, and Discrimination,” and the immigration con-
tent now is part of the full new chapter on this subject.

Also, we deleted the mainly macro chapter on the bal-
ance of payments, exchanges rates, and trade deficits from
the mzicro split version of Ecomomics. It continues to be in
Economics and the macro split.

Our explicit discussion of Keynesian versus Classical
macroeconomics in the chapter on macro theories and
issues has been deleted since we integrated the graphical
analysis into earlier chapters. Finally, we have deleted the
lengthy historical discussions of the gold standard and the
Bretton Woods System from the chapter on exchange rates
and placed it as supplemental material for the chapter at
our Web site. Other, lesser deletions or abridgements have
occurred throughout the book.

Three New Appendixes
Three additional chapter appendixes are available for
optional assignment in this edition. All are supported by

the supplementary materials. The concise new appen-
dixes are:

Chapter 3: Additional Examples of Supply and Demand.
At the end of Chapter 3 we provide several additional exam-
ples of supply and demand, including concrete examples of
simultaneous shifts in supply and demand curves. Products
covered include lettuce, corn and ethanol, pink salmon, gas-
oline, and sushi. We also use the Olympic Games to illus-
trate examples of preset prices, shortages, and surpluses.

Chapter 11: Additional Game Theory Applications. We
placed several applications of game theory in a new appen-
dix at the end of the micro chapter on monopolistic com-
petition and oligopoly. Instructors who like to stress game
theory in dealing with oligopoly now have strong backup
support from the textbook for their efforts. The appendix
discusses concepts such as dominant strategies, Nash equi-
librium, repeated games, and first-mover advantages.

Chapter 13: Labor Unions and Their Impacts. 'This com-
pact appendix covers union membership, the decline of
unions, collective bargaining, and the economic effects
of unions.

New (or Relocated) ‘“Consider
This”’ and ‘‘Last Word’’ Boxes

Our “Consider This” boxes are used to provide anal-
ogies, examples, or stories that help drive home central
economic ideas in a student-oriented, real-world manner.
For instance, the idea of trade secrets is described with the
legend of “cat gut” and violin strings, while McDonald’s
“McHits” and “McMisses”
:
demonstrate the idea of
Did Gates, Winfrey, .
and Rodriguez Make consumer SOVerelgnty.
Bad Choices? Th b : f : h
Opportunity costs come into e€se Dbrie VlgnettCS, eac
play in decisions well beyond ied b h
simple buying decisions. Con- | ACCOINPANIE Yy a p oto,
sider the different choices . . .
people make with respece 0 | 11]ustrate key points in a
college. College graduates .
usually earn about 50 percent hvely’ COlOI‘flll, and easy-
more during their lifetimes
an persons with just high -
oot o, or st e b et o | tO-remember way.
e crestcooundo B Gt nd lk show hok Oprah New or relocated “Con-
Rodguee A od mover evenseneretrasereanenie | Sider This” boxes include
such disparate topics as
an economic comparison of
the two Koreas (Chapter 2),
“buying American” (Chapter
5), the prisoner’s dilemma
(Chapter  11), govern-
ment policies and birth
rates (Chapter 15), turning

were they thinking? Unlike most students, Gates faced enor-
mous opportunity costs for staying in college. He had a vision
for his company, and his starting work young helped ensure Mi-
crosoft’s success. Similarly, Winfrey landed a spot in local televi-
sion news when she was a teenager, eventually producing and
starring in the Oprah Winfrey Show when she was 32 years old.
Getting a degree in her twenties might have interrupted the
string of successes that made her famous talk show possible.
And Rodriguez knew that professional athletes have short
careers. Therefore, going to college directly after high school
would have taken away four years of his peak earning potential.

So Gates, Winfrey, and Rodriguez understood opportunity
costs and made their choices accordingly. The size of opportu-
nity costs greatly matters in making individual decisions.

*“Winfrey eventually went back to school and earned a degree from
Tennessee State University when she was in her thirties.
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Pitfalls to Sound Economic Reasoning

Because They Affect Us So Personally,We Often media is sometimes emotionally biased, or loaded. The writer
Have Difficulty Thinking y and Objecti or may have a cause to promote or an ax to grind
About Economic lssues. and may slant comments accordingly. High profits may be
Iabeled “obscene,” low wages may be called “exploitive,” or
self-interested behavior may be “greed.” Government workers
may be referred to as “mindless bureauerats” and those favor-
ing stronger government regulations may be called “socialists.”
To objectively analyze economic issues, you must be prepared
to reject or discount such terminology.

Here are some common pitfalls to avoid in successfully applying
the cconomic perspective.

Biases Most people bring a bundle of biases and preconceptions
to the field of economies. For example, some might think that
corporate profits are excessi
or that lending money s alwa
superior to borrowing mone
Others might beliey v

Fallacy of Composition An-
3 other pichll in cconomic think-
\ A4 ingis the assumption that whats
truc for one individual or part of

a whole is necessarily true for a
group of individuals or the
whole. This is a logical fallacy
called the fillacy of compasiion; the
assumption is not correct. A
statement that s valid for an in-
dividual or part is not necessarily
valid for the larger group or
whole. You may see the action
if you leap to your o

cient than businesses or that
more government regulation is
always better than less. Biases
cloud thinking and interfere
with objective analysis. All of us
must be willing to shed biases
and preconceptions that are not
supported by facts.

Loaded Terminology The M

entrails into oil (Chapter 15), putting corn in our gas tanks
(Chapter 19), consumption inequality (Chapter 20), the can-
cer fight that is going nuclear (Chapter 21), the contribu-
tions of past immigrants to the U.S. economy (Chapter 22),
patent reform in India (Chapter 25), and the relative
returns on standard versus ethical investing (Chapter 34).

Our “Last Word” pieces are lengthier applications and
case studies located toward the end of chapters. New or
relocated Last Words include those on fair trade products
(Chapter 5); insights from behavioral economics (Chapter 7);
the link between economic growth and environmental
protection (Chapter 15); past and current, and proposed
U.S. immigration laws (Chapter 22); the role of inventory
management in moderating recessions (Chapter 23); the
Fed’s response to the mortgage debt crisis (Chapter 33); the
relative performance of index funds versus actively managed
funds (Chapter 34); and Bastat’s “Petition of the
Candlemakers” (Chapter 37).

Contemporary Discussions and

Examples

The eighteenth edition refers to and discusses many current
topics. Examples include the cost of the war in Iraq; surpluses
and shortages of tickets at the Olympics; the myriad impacts
of ethanol subsides; offshoring of American jobs; trade adjust-
ment assistance; the additions of countries to the European
Union and to the euro zone; normal trade relations status;
aspects of behavioral economics; game theory; the most rap-
idly expanding and disappearing U.S. jobs; oil and gaso-
line prices; climate change; The Food, Conservation, and
Energy Act of 2008; consumption versus income inequality;
prescription drug coverage under Medicare; Health Savings
Accounts (HSAs); comprehensive immigration reform;
China’s rapid growth rate; the business downturn of late
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2007 and early 2008; the stimulus package of 2008; Federal
budget deficits; the mortgage debt crisis; recent Fed mon-
etary policy; the Fed’s new term auction facility; the Taylor
rule; U.S. trade deficits; and many more.

Distinguishing Features

Comprehensive Explanations at an
Appropriate Level Economics is comprehensive,
analytical, and challenging yet fully accessible to a wide
range of students. The thoroughness and accessibility en-
able instructors to select topics for special classroom em-
phasis with confidence that students can read and
comprehend other independently assigned material in the
book. Where needed, an extra sentence of explanation is
provided. Brevity at the expense of clarity is false economy.

Fundamentals of the Market System Many
economies throughout the world are still making difficult
transitions from planning to markets while a handful of other
countries such as Venezuela seem to be trying to reestablish
government-controlled, centrally planned economies. Our
detailed description of the institutions and operation of the
market system in Chapter 2 is therefore even more relevant
than before. We pay particular attention to property rights,
entrepreneurship, freedom of enterprise and choice, com-
petition, and the role of profits because these concepts are
often misunderstood by beginning students worldwide.

Early and Full Integration of International
Economics We give the principles and institutions of
the global economy early treatment. Chapter 5 examines
the growth of world trade and its major participants, spe-
cialization and comparative advantage, the foreign ex-
change market, tariffs and subsidies, and various trade
agreements. This strong introduction to international
economics permits “globalization” of later discussions in
both the micro and the macro chapters. Then, we delve
into the more difficult, graphical analysis of international
trade and finance in Chapters 37 and 38.

Early and Extensive Treatment of Gov-
ernment Government is an integral component of
modern capitalism. This book introduces the economic
functions of government early and accords them system-
atic treatment in Chapter 4. Chapter 16 examines public
goods and externalities in further detail, and Chapter 17
looks at salient facets of public choice theory and taxation.
Both the micro and the macro sections of the text include
issue- and policy-oriented chapters.

xiii
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Stress on the Theory of the Firm We have
given much attention to microeconomics in general and
to the theory of the firm in particular, for two reasons.
First, the concepts of microeconomics are difficult for
most beginning students; abbreviated expositions usu-
ally compound these difficulties by raising more ques-
tions than they answer. Second, we wanted to couple
analysis of the various market structures with a discussion
of the impact of each market arrangement on price, out-
put levels, resource allocation, and the rate of techno-
logical advance.

Step-by-Step, Two-Path Macro As in the
previous edition, our macro continues to be distinguished
by a systematic step-by-step approach in developing ideas
and building models. Explicit assumptions about price and
wage stickiness are posited and then systematically peeled
away, yielding new models and extensions, all in the broader
context of growth, expectations, shocks, and degrees of
price and wage stickiness over time.

In crafting this step-by-step macro approach, we took
care to preserve the “two-path macro” that many instruc-
tors appreciated. Instructors who so choose can bypass the
immediate short-run model (Chapter 28) and can pro-
ceed without loss of continuity directly to the short-run
AD-AS model (Chapter 29), fiscal policy, money and bank-
ing, monetary policy, and the long-run analysis.

Emphasis on Technological Change and
Economic Growth This edition continues to em-
phasize economic growth. Chapter 1 uses the production
possibilities curve to show the basic ingredients of growth.
Chapter 25 explains how growth is measured and presents
the facts of growth. It also discusses the causes of growth,
looks at productivity growth, and addresses some contro-
versies surrounding economic growth. Chapter 25’ Last
Word examines the rapid economic growth in China.
Chapter 39Web focuses on developing countries and the
growth obstacles they confront. Chapter 11Web provides
an explicit and cohesive discussion of the microeconomics
of technological advance, including topics such as inven-
tion, innovation, and diffusion; start-up firms; R&D deci-
sion making; market structure and R&D effort; and creative
destruction.

Focus on Economic Policy and Issues For
many students, the micro chapters on antitrust, agriculture,
income inequality, health care, and immigration, along with
the macro chapters on fiscal policy and monetary policy, are
where the action is centered. We guide that action along
logical lines through the application of appropriate analyti-

cal tools. In the micro, we favor inclusiveness; instructors
can effectively choose two or three chapters from Part 5.

Integrated Text and Web Site Economics and
its Web site are highly integrated through in-text Web
buttons, Web-based end-of-chapter questions, bonus Web
chapters, multiple-choice self-tests at the Web site, math
notes, and other features. Our Web site is part and parcel
of our student learning package, customized to the book.
The in-text Web buttons (or indicators) merit special
mention. Three differing colors of rectangular indicators
appear throughout the book, informing readers that com-
plementary content on a subject can be found at our Web
site, www.mcconnell18e.com| The indicator types are:

Waorked Problems Written by Norris Peterson of Pacific
Lutheran University (WA), these pieces consistof side-by-side
computational questions
and computational proce-
dures used to derive the

Wil answers. In essence, they
Budget Lines extend the textbook’s
explanation involving

computations—for example, of real GDP, real GDP per
capita, the unemployment rate, the inflation rate, per-unit
production costs, economic profit, and more. From a stu-
dent’s perspective, they provide “cookbook” help for prob-
lem solving.

Interactive Graphs These pieces (developed under the super-
vision of Norris Peterson) depict 30 major graphs and in-
struct students to shift the
curves, observe the out-
comes, and derive rele-
vant generalizations. This
hands-on graph work will
greatly reinforce the graphs and their meaning.

INTERACTIVE GRAPHS
G Il

Production Possibilities Curve

Origin of the Ideas 'These pieces, written by Randy Grant of
Linfield College (OR), are brief histories of 70 major ideas
identified in the book. They identify the particular econo-
mists who developed ideas
such as opportunity costs,
equilibrium  price, the
multiplier, comparative
advantage, and elasticity.

ORIGIN OF THE IDEA
oIl

Orrigin of the term “Economics”

Organizational Alternatives

Although instructors generally agree on the content of
principles of economics courses, they sometimes differ on
how to arrange the material. Economics includes 10 parts,
and thus provides considerable organizational flexibility.
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We chose to move from microeconomics to macroeco-
nomics because this is consistent with how contemporary
economists view the direction of linkage between the two
components. The introductory material of Part 1, however,
can be followed immediately by the macroanalysis of Parts
6 and 7. Similarly, the two-path macro enables covering the
full aggregate expenditures model or advancing directly
from the basic macro relationships chapter to the AD-AS
model.

Some instructors will prefer to intersperse the micro-
economics of Parts 3 and 4 with the problems chapters of
Part 5. Chapter 19 on agriculture may follow Chapter 9
on pure competition; Chapter 18 on antitrust and regula-
tion may follow Chapters 10, 11, and 11Web on imperfect
competition models and technological advance. Chapter
22 on immigration may follow Chapter 13 on wages; and
Chapter 20 on income inequality may follow Chapters 13
and 14 on distributive shares of national income.

Instructors who teach the typical two-semester course
and feel comfortable with the book’s organization will
find that, by putting Parts 1 to 5 in the first semester and
Parts 6 to 10 in the second, the material is divided logically
between the two semesters.

Pedagogical Aids

Economics is highly student-oriented. The “To the Student”
statement at the beginning of Part 1 details the book’s
many pedagogical aids. The eighteenth edition is also
accompanied by a variety of high-quality supplements
that help students master the subject and help instructors
implement customized courses.

Supplements for Students and
Instructors

Study Guide One of the world’s leading experts on
economic education, William Walstad of the University of
Nebraska-Lincoln, prepared the eighteenth edition of the
Study Guide. Many students find the Study Guide indis-
pensable. Each chapter contains an introductory state-
ment, a checklist of behavioral objectives, an outline, a list
of important terms, fill-in questions, problems and proj-
ects, objective questions, and discussion questions.

The Guide comprises a superb “portable tutor” for the
principles student. Separate Study Guides are available for
the macro and micro paperback editions of the text.

Premium Content The Premium Content, available
at the Online Learning Center, offers a range of dynamic
study aids to the student. Narrated PowerPoint presenta-
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tions enable students to
see key concepts and
hear the explanation si-
multaneously. The Sol-
. man Videos, a set of
more than 250 minutes
of video created by Paul
Solman of The News
Hour with fim Lebrer,
cover core economic concepts such as elasticity, deregula-
tion, and perfect competition. These study aids plus pre-
and post-tests and chapter quizzes can be purchased and
downloaded to an iPod, MP3 player, or desktop computer.
Premium Content enables the student to study and self-test
on his or her computer or on the go.

McGraw-Hill Connect Economics Con-
nect Economics is a complete, online supplement system
that duplicates and expands upon the textbook’s end-of
chapter material and test banks. Nearly all the questions
from the text, including the nu-
~ merous graphing exercises, are
i Comect presented in an autogradable
FCONOMICS  format and tied to the text’s
learning objectives. Instructors
may edit existing questions and author entirely new
problems. Connect Economics can be used for student
practice, homework, quizzes, and formal examinations.
Detailed grade reports enable instructors to see how
each student performs on a particular problem, a full as-
signment, and in the context of the overall class. The
Connect Economics grade reports can be easily inte-
grated with WebCT and Blackboard. Connect Econom-
ics is also available with an integrated online version of
the textbook. With a single access code, students can
read the eBook, work through practice problems, do
homework, and take exams.

CourseSmart eTextbook For roughly half the
cost of a print book, you can reduce your impact on the
environment by buying
McConnell, Brue, and Fly-
nn’s Economics, 18e eText.
CourseSmart eTextbooks,
available in a standard on-
line reader, retain the exact
content and look of the print text, plus offer the advan-
tage of digital navigation to which students are accus-
tomed. Students can search the text, highlight, take
notes, and use e-mail tools to share notes with their class-
mates. CourseSmart also includes tech support in case
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help is ever needed. To buy Economics, 18e as an eText,
or to learn more about this digital solution, visit

www.Course Smart.com and search by title, author, or
ISBN.

Instructor’s Manual Shawn D. Knabb of Western
Washington University revised and updated the Instructor’s
Manual.
The revised Instructor’s Manual includes:
Chapter summaries.
Listings of “what’s new” in each chapter.
"Teaching tips and suggestions.
Learning objectives.
Chapter outlines.
Data and visual aid sources with suggestions for
classroom use.
Extra questions and problems.
End-of-chapter correlation guides mapping content
to the learning objectives and important AACSB and
Bloom’s Taxonomy standards.
The Instructor’s Manual is available on the instructor’ side
of the Online Learning Center.

Three Test Banks Test Bank I contains about 6650
multiple-choice and true-false questions, most of which were
written by the text authors. Randy Grant revised Test Bank I
for the eighteenth edition. Test Bank II contains around 6300
multiple-choice and true-false questions, updated by Michael
Youngblood of Rock Valley College. All Test Bank I and II
questions are organized by learning objective, topic, AACSB
Assurance of Learning, and Bloom’s Taxonomy guidelines.
"Test Bank III, written by William Walstad, contains more
than 600 pages of short-answer questions and problems cre-
ated in the style of the book’s end-of-chapter questions. Test
Bank III can be used to construct student assignments or de-
sign essay and problem exams. Suggested answers to the es-
say and problem questions are included. In all, more than
14,000 questions give instructors maximum testing flexibility
while ensuring the fullest possible text correlation.

Test Banks I and II are available through EZ Test
Online as well as in MS Word. EZ Test allows professors
to created customized tests that contain both questions
that they select from the test banks as well as questions
that they craft themselves. Test Bank I1I is available in MS
Word on the password-protected instructor’s side of the

Online Learning Center, and on the Instructor Resource
CD, both of which we will describe shortly.

PowerPoint Presentations Nora Underwood of
the University of Central Florida updated the PowerPoint

Presentations for the eighteenth edition. Each chapter, in-
cluding the Web chapters, is accompanied by a concise yet
thorough tour of the key concepts. Instructors can use the
slides in the classroom while students can use the slides to
study. Students can view a second, distinct set of slides—
the Narrated PowerPoint Presentations—on the site or
download the material to their video iPod. The content is
correlated to the Learning Objectives. This exceptional
study aid, updated by Darlene DeVera of Deanza College,
is a part of the Premium Content package.

Digital Image Library Every graph and table in
the text is available on the instructor’s side of the Web site
and on the Instructor’s Resource CD-ROM.

Online Learning Center (www.mccon-
nelll8e.com) The Web site accompanying this book
is a central resource for students and instructors alike. The
optional Web Chapters: “Technology, R&D, and Efficiency,”
“The Economics of Developing Countries,” and Chapter 38
Web supplement: “Previous International Exchange-Rate
Systems” are posted as full-color PDF files. As previously
mentioned, the three in-text Web buttons alert the students
to points in the book where they can springboard to the
Web site to get more information. Students can test their
knowledge of a chapter’s concepts with the self-graded mul-
tiple choice quiz and review PowerPoint presentations.

The password-protected Instructor Center houses the
Instructor’s Manual, all three Test Banks, and links to EZ
"Test Online, PowerPoint Presentations, and Digital Image
Library.

Instructor’s Resource CD-ROM This CD
contains all three test banks, PowerPoint presentations,
and the Digital Image Library featuring all of the tables
and figures from the text.

Classroom Performance Systems by eln-
struction This is a revolutionary system that brings

ultimate interactivity to
) the classroom. CPS is a
wireless response system
that gives you immediate
feedback from every stu-
dent in the class. CPS
units include easy-to-use
software for creating and
delivering questions and assessments to your class. With
CPS you can ask subjective and objective questions. Then
every student responds with an individual, wireless re-
sponse pad, providing instant results. CPS is the perfect

e .
Instruction
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tool for engaging students while gathering important as-
sessment data.

Instructors can access elnstruction questions in two
formats—CPS and PowerPoint. Motivate student prepa-
ration, interactivity, and active learning with these lecture
formatted questions.

Assurance of Learning Ready Assurance of
learning is an important element of many accreditation
standards. Economics, 18e is designed specifically to sup-
port your assurance of learning initiatives. Each chapter
in the book begins with a list of numbered learning ob-
jectives which appear throughout the chapter, as well as
in the end-of-chapter problems and exercises. Every test
bank question is also linked to one of these objectives, in
addition to level of difficulty, topic area, Bloom’s
Taxonomy level, and AACSB skill area. EZ Test, Mc-
Graw-Hill’s easy-to-use test bank software, can search
the test bank by these and other categories, providing an
engine for targeted Assurance of Learning analysis and
assessment.

AACSB Statement The McGraw-Hill Compa-
nies is a proud corporate member of AACSB International.
Understanding the importance and value of AACSB ac-
creditation, Economics, 18e has sought to recognize the
curricula guidelines detailed in the AACSB standards for
business accreditation by connecting end-of-chapter ques-
tions in Economzics, 18e and the accompanying test banks to
the general knowledge and skill guidelines found in the
AACSB standards.

The statements contained in Economics, 18e are pro-
vided only as a guide for the users of this text. The AACSB
leaves content coverage and assessment within the pur-
view of individual schools, the mission of the school,
and the faculty. While Economics, 18e and the teaching
package make no claim of any specific AACSB qualifica-
tion or evaluation, we have, within Economzics, 18e labeled
selected questions according to the six general knowledge
and skills areas.
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WORKED PROBLEMS

his book and its ancillaries contain several features
designed to help you learn economics:
©  Web buttons (indicators) A glance through
the book reveals many pages with rectangular icons in
the margins. These “buttons” alert you to helpful
learning aids available with the book. The blue green
button denotes “Interactive Graphs” found at the text’s
Web site, www.mcconnell18e.com. Brief exercises
have you interact with

RPN e IAAR e VNS the graphs, for example,

by clicking on a specific
curve and dragging it to
a new location. These
exercises will enhance
your understanding of
the underlying concepts.
w2l The blue button

Least-cost production symbolizes “Worked

Problems.” Numeric

problems are presented
ORIGIN OF THE IDEA and then solved, side-by-
side, step-by-step. Seeing
how the problems are
worked will help you
solve similar problems
on quizzes and exams. The green button stands for
“Origin of the Idea.” Each of these pieces traces a
particular idea to the person or persons who first
developed it.

After reading a chapter, thumb back through it to
note the Web buttons and their associated numbers.
On the home page of our Internet site select Student
Edition and use the pull-down list under “Choose
one” to find the Web button content for each chapter.

G 3.1
Supply and demand

Ol4
Ceteris paribus

Other Internet aids Our Internet site contains many
other aids. In the Student Edition you will find self-
testing multiple-choice quizzes, PowerPoint
presentations, and much more. For those of you with
a very strong mathematics background, be sure to
note the “See the Math” section on the Web site.
There you will find nearly 50 notes that develop the
algebra and, in a few cases, the calculus that underlie
the economic concepts.

e Appendix on grapbs Be assured, however, that you

will need only basic math skills to do well in the
principles course. In particular, you will need to be
comfortable with basic graphical analysis and a few

To the Student

quantitative concepts. The appendix at the end of
Chapter 1 reviews graphs and slopes of curves. You
may want to read it before starting Chapter 1.
* Reviews Each chapter contains two to four Quick
Reviews and an end-of-chapter summary. These
reviews will help you focus on essential ideas and
study for exams.
* Key terms and Key Graphs Key terms are set in
boldface type within the chapters, listed at the end of
each chapter, and again defined in the glossary at the
end of the book. Graphs with special relevance are
labeled Key Graphs, and each includes a multiple-
choice Quick Quiz. Your instructor may or may not
emphasize all of these figures, but you should pay
special attention to those that are discussed in class; you
can be certain there will be exam questions on them.
*  Consider This and Last Word boxes Many chapters
include a Consider This box. These brief pieces
provide commonplace analogies, examples, and stories
that help you understand and remember central
economic ideas. Each chapter concludes with a Last
Word box. Some of them are revealing applications of
economic ideas; others are short case studies. While it
is tempting to ignore in-text boxes, don’t. Most are fun
to read, and all will improve your grasp of economics.
* Questions A comprehensive list of study questions is
located at the end of each chapter. Each question is
keyed to a particular learning objective (LO) in the
list of LOs at the beginning of the chapter. Several of
the questions are designated Key Questions and
therefore are particularly important. At the Internet
site is a multiple-choice quiz for each chapter.
* Study Guide We enthusiastically recommend the
Study Guide accompanying this text. This “portable
tutor” contains not only a broad sampling of various
kinds of questions but a host of useful learning aids.
Software-driven tutorials (Homework Manager for
Economics, for example) are also available with the text.
Our two main goals are to help you understand and
apply economics and help you improve your analytical
skills. An understanding of economics will enable you to
comprehend a whole range of economic, social, and politi-
cal problems that otherwise would seem puzzling and per-
plexing. Also, your study will enhance reasoning skills that
are highly prized in the workplace.

Good luck with your study. We think it will be well
worth your time and effort.


http://www.mcconnell18e.com
http://www.mcconnell18e.com

INTHIS CHAPTERYOU WILL LEARN:

I The definition of economics and the features of the
economic perspective.

2 The role of economic theory in economics.

3 The distinction between microeconomics and
macroeconomics.

4 The categories of scarce resources and the nature
of the economizing problem.

5 About production possibilities analysis, increasing
opportunity costs, and economic growth.

6 (Appendix) About graphs, curves, and slopes as they
relate to economics.

Limits, Alternatives, and Choices

(An appendix on understanding graphs follows this chapter. If you need a quick review of this
mathematical tool, you might benefit by reading the appendix first.) People’s wants are numerous
and varied. Biologically, people need only air, water, food, clothing, and shelter. But in modern society
people also desire goods and services that provide a more comfortable or affluent standard of living.
We want bottled water, soft drinks, and fruit juices, not just water from the creek. We want salads,
burgers, and pizzas, not just berries and nuts. We want jeans, suits, and coats, not just woven reeds.
We want apartments, condominiums, or houses, not just mud huts. And, as the saying goes, “that is
not the half of it.” We also want flat-panel TVs, Internet service, education, homeland security, cell
phones, health care, and much more.

Fortunately, society possesses productive resources, such as labor and managerial talent, tools and

machinery, and land and mineral deposits. These resources, employed in the economic system (or sim-
ply the economy), help us produce goods and services that satisfy many of our economic wants.




Sl TE5S  But the blunt reality is that our economic wants far exceed the productive

O I.1

Orrigin of the term “Economics”

capacity of our scarce (limited) resources. We are forced to make choices.
This unyielding truth underlies the definition of economics, which is the

social science concerned with how individuals, institutions, and society make

optimal (best) choices under conditions of scarcity.

The Economic Perspective

Economists view things from a unique perspective. This
economic perspective, or economic way of thinking, has
several critical and closely interrelated features.

Scarcity and Choice

From our definition of economics, we can easily see why
economists view the world through the lens of scarcity.
Scarce economic resources mean limited goods and ser-
vices. Scarcity restricts options and demands choices.

CONSIDERTHIS . ..

FREE ACCESSORY SET! Free for All?

with the purchase
of any of our pool tables* Free products are
seemingly every-

$99.00 VALUE
where. Sellers of-

Shipping & Handling $9.95

fer free software,
free cell phones,
and free checking
accounts. Den-
tists give out free
toothbrushes. At state visitor centers, there are free brochures
and maps.

Does the presence of so many free products contradict the
economist’s assertion “There is no free lunch”? No! Resources
are used to produce each of these products,and because those
resources have alternative uses, society gives up something
else to get the “free” good. Where resources are used to pro-
duce goods or services, there is no free lunch.

So why are these goods offered for free? In a word: marketing!
Firms sometimes offer free products to entice people to try them,
hoping they will then purchase those goods later. The free soft-
ware may eventually entice you to buy the producer’s upgraded
software. In other instances, the free brochures contain advertising
for shops and restaurants, and that free e-mail program is filled
with ads. In still other cases, the product is free only in conjunction
with a larger purchase. To get the free bottle of soda, you must buy
the large pizza. To get the free cell phone, you need to sign up for
a year’s worth of cell phone service.

So “free” products may or may not be truly free to individu-
als.They are never free to society.

Because we “can’t have it all,” we must decide what we will
have and what we must forgo.

At the core of economics is the idea that “there is no
free lunch.” You may be treated to lunch, making it “free”
from your perspective, but someone bears a cost. Because
all resources are either privately or collectively owned by
members of society, ultimately society bears the cost. Scarce
inputs of land, equipment, farm labor, the labor of cooks
and waiters, and managerial talent are required. Because
society could have used these resources to produce some-
thing else, it sacrifices those other goods and services in
making the lunch available. Economists call such sacrifices
opportunity costs: 1o obtain more of one thing, society
forgoes the opportunity of getting the next best thing. That
sacrifice is the opportunity cost of the choice.

Purposeful Behavior
Economics assumes that human behavior reflects “rational
self-interest.” Individuals look for and pursue opportuni-
ties to increase their utility—the pleasure, happiness,
or satisfaction obtained
from consuming a good
ol.2 or service. They allocate
Utiliey their time, energy, and
money to maximize their
satisfaction. Because they weigh costs and benefits, their
economic decisions are “purposeful” or “rational,” not
“random” or “chaotic.”

Consumers are purposeful in deciding what goods and
services to buy. Business firms are purposeful in deciding
what products to produce and how to produce them.
Government entities are purposeful in deciding what pub-
lic services to provide and how to finance them.

“Purposeful behavior” does not assume that people
and institutions are immune from faulty logic and there-
fore are perfect decision makers. They sometimes make
mistakes. Nor does it mean that people’s decisions are unaf-
fected by emotion or the decisions of those around them.
“Purposeful behavior” simply means that people make
decisions with some desired outcome in mind.

Rational self-interest is not the same as selfishness. In
the economy, increasing one’s own wage, rent, interest, or




profit normally requires identifying and satisfying somzebody
else’s wants! Also, people make personal sacrifices to others.
They contribute time and money to charities because they
derive pleasure from doing so. Parents help pay for their
children’s education for the same reason. These self-
interested, but unselfish, acts help maximize the givers’

CONSIDERTHIS . ..

Fast-Food
Lines

The  economic
perspective is
useful in analyzing
all sorts of behav-
iors. Consider an
everyday exam-
ple: the behavior
of fast-food cus-
tomers. When customers enter the restaurant, they go to the
shortest line, believing that line will minimize their time cost of
obtaining food. They are acting purposefully; time is limited, and
people prefer using it in some way other than standing in line.

If one fast-food line is temporarily shorter than other lines,
some people will move to that line.These movers apparently view
the time saving from the shorter line (marginal benefit) as exceed-
ing the cost of moving from their present line (marginal cost). The
line switching tends to equalize line lengths. No further movement
of customers between lines occurs once all lines are about equal.

Fast-food customers face another cost-benefit decision
when a clerk opens a new station at the counter. Should they
move to the new station or stay put! Those who shift to the
new line decide that the time saving from the move exceeds
the extra cost of physically moving. In so deciding, customers
must also consider just how quickly they can get to the new
station compared with others who may be contemplating the
same move. (Those who hesitate in this situation are lost!)

Customers at the fast-food establishment do not have per-
fect information when they select lines. Thus, not all decisions
turn out as expected. For example, you might enter a short line
and find someone in front of you is ordering hamburgers and
fries for 40 people in the Greyhound bus parked out back (and
the employee is a trainee)! Nevertheless, at the time you made
your decision, you thought it was optimal.

Finally, customers must decide what food to order when
they arrive at the counter. In making their choices, they again
compare marginal costs and marginal benefits in attempting to
obtain the greatest personal satisfaction for their expenditure.

Economists believe that what is true for the behavior of
customers at fast-food restaurants is true for economic behav-
ior in general. Faced with an array of choices, consumers, work-
ers, and businesses rationally compare marginal costs and
marginal benefits in making decisions.
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satisfaction as much as any personal purchase of goods or
services. Self-interested behavior is simply behavior designed
to increase personal satisfaction, however it may be derived.

Marginal Analysis:
Benefits and Costs

The economic perspective focuses largely on marginal
analysis—comparisons of marginal benefits and marginal
costs, usually for decision making. To economists, “mar-
ginal” means “extra,” “additional,” or “a change in.” Most
choices or decisions involve changes in the status quo,
meaning the existing state of affairs.

Should you attend school for another year? Should
you study an extra hour for an exam? Should you supersize
your fries? Similarly, should a business expand or reduce
its output? Should government increase or decrease its
funding for a missile defense system?

Each option involves marginal benefits and, because of
scarce resources, marginal costs. In making choices ratio-
nally, the decision maker must compare those two amounts.
Example: You and your fiancée are shopping for an engage-
ment ring. Should you buy a 1-carat diamond, a -carat
diamond, a %—carat diamond, a 1-carat diamond, or some-
thing even larger? The marginal cost of a larger-size dia-
mond is the added expense beyond the cost of the smaller-size
diamond. The marginal
benefit is the perceived
lifetime pleasure (utlity) 013
from the larger-size stone. Marginal analysis
If the marginal benefit of
the larger diamond exceeds its marginal cost (and you can
afford it), buy the larger stone. But if the marginal cost is
more than the marginal benefit, buy the smaller diamond
instead, even if you can afford the larger stone!

In a world of scarcity, the decision to obtain the mar-
ginal benefit associated with some specific option always
includes the marginal cost of forgoing something else.
The money spent on the larger-size diamond means for-
going some other product. An opportunity cost—the value
of the next best thing forgone—is always present when-
ever a choice is made. (Key Question 3)

Theories, Principles, and Models

Like the physical and life sciences, as well as other social
sciences, economics relies on the scientific method. That
procedure consists of several elements:

Observing real-world behavior and outcomes.

Based on those observations, formulating a possible

explanation of cause and effect (hypothesis).



PART ONE
Introduction to Economics and the Economy

Testing this explanation by comparing the outcomes
of specific events to the outcome predicted by the
hypothesis.

Accepting, rejecting, and modifying the hypothesis,
based on these comparisons.

Continuing to test the hypothesis against the facts. As
favorable results accumulate, the hypothesis evolves
into a theory. A very well-tested and widely accepted
theory is referred to as an economic law or an
economic principle—a statement about economic
behavior or the economy that enables prediction of
the probable effects of certain actions. Combinations
of such laws or principles are incorporated into
models, which are simplified representations of how
something works, such as a market or segment of the
economy.

Economists develop theories of the behavior of indi-
viduals (consumers, workers) and institutions (businesses,
governments) engaged in the production, exchange, and
consumption of goods and services. Theories, principles,
and models are “purposeful simplifications.” The full
scope of economic reality itself is too complex and
bewildering to be understood as a whole. In developing
theories, principles, and models economists remove the
clutter and simplify.

Economic principles and models are highly useful in
analyzing economic behavior and understanding how
the economy operates. They are the tools for ascertain-
ing cause and effect (or action and outcome) within the
economic system. Good theories do a good job of
explaining and predicting. They are supported by facts
concerning how individuals and institutions actually
behave in producing, exchanging, and consuming goods
and services.

There are some other things you should know about
economic principles.

Generalizations Economic principles are general-
izations relating to economic behavior or to the
economy itself. Economic principles are expressed
as the tendencies of typical or average consumers,
workers, or business firms. For example, economists
say that consumers buy more of a particular product
when its price falls. Economists recognize that some
consumers may increase their purchases by a large
amount, others by a small amount, and a few not

at all. This “price-quantity” principle, however,
holds for the typical consumer and for consumers as
a group.

Other-Things-Equal Assumption In constructing
their theories, economists use the ceteris paribus or

other-things-equal assumption—the assumption
that factors other than those being considered do
not change. They assume that all variables except
those under immediate consideration are held
constant for a particular analysis. For example,
consider the relationship between the price of Pepsi
and the amount of it purchased. Assume that of all
the factors that might influence the amount of Pepsi
purchased (for example, the price of Pepsi, the price
of Coca-Cola, and consumer incomes and
preferences), only the
price of Pepsi varies.
ol.4 This is helpful because
Ceteris paribus the economist can then
focus on the relationship
between the price of Pepsi and purchases of Pepsi in
isolation without being confused by changes in other
variables.
Grapbical Expression Many economic models are
expressed graphically. Be sure to read the special
appendix at the end of this chapter as a review of
graphs.

Microeconomics and
Macroeconomics

Economists develop economic principles and models at
two levels.

Microeconomics

Microeconomics is the part of economics concerned
with individual units such as a person, a household, a
firm, or an industry. At this level of analysis, the econo-
mist observes the details of an economic unit, or very
small segment of the economy, under a figurative micro-
scope. In microeconomics we look at decision making by
individual customers, workers, households, and business
firms. We measure the price of a specific product, the
number of workers employed by a single firm, the reve-
nue or income of a particular firm or household, or the
expenditures of a specific firm, government entity, or
family. In microeconomics, we examine the sand, rock,
and shells, not the beach.

Macroeconomics

Macroeconomics examines either the economy as a whole
or its basic subdivisions or aggregates, such as the govern-
ment, household, and business sectors. An aggregate is a
collection of specific economic units treated as if they were
one unit. Therefore, we might lump together the millions



of consumers in the U.S. economy and treat them as if
they were one huge unit called “consumers.”

In using aggregates, macroeconomics seeks to
obtain an overview, or general outline, of the structure
of the economy and the relationships of its major
aggregates. Macroeconomics speaks of such economic
measures as total output, total employment, total
income, aggregate expenditures, and the general level of
prices in analyzing various economic problems. No or
very little attention is given to specific units making up
the various aggregates.

Figuratively, macroeconomics looks at the beach, not
the pieces of sand, the rocks, and the shells.

The micro-macro distinction does not mean that eco-
nomics is so highly compartmentalized that every topic
can be readily labeled as either micro or macro; many
topics and subdivisions of economics are rooted in both.
Example: While the problem of unemployment is usually
treated as a macroeconomic topic (because unemployment
relates to aggregate production), economists recognize
that the decisions made by individual workers on how long
to search for jobs and the way specific labor markets encour-
age or impede hiring are also critical in determining the
unemployment rate. (Key Question 5)

Positive and Normative Economics
Both microeconomics and macroeconomics contain ele-
ments of positive economics and normative economics.
Positive economics focuses on facts and cause-and-effect
relationships. It includes description, theory development,
and theory testing (theoretical economics). Positive eco-
nomics avoids value judgments, tries to establish scientific
statements about economic behavior, and deals with what
the economy is actually like. Such scientific-based analysis
is critical to good policy analysis.

Economic policy, on the other hand, involves nor-
mative economics, which incorporates value judgments
about what the economy should be like or what particular
policy actions should be recommended to achieve a desir-
able goal (policy economics). Normative economics looks
at the desirability of certain aspects of the economy. It
underlies expressions of support for particular economic
policies.

Positive economics concerns what is, whereas norma-
tive economics embodies subjective feelings about what
ought ro be. Examples: Positive statement: “The unemploy-
ment rate in France is higher than that in the United
States.” Normative statement: “France ought to undertake
policies to make its labor market more flexible to reduce
unemployment rates.” Whenever words such as “ought”
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or “should” appear in a sentence, you are very likely
encountering a normative statement.

Most of the disagreement among economists involves
normative, value-based policy questions. Of course, econ-
omists sometime disagree about which theories or models
best represent the economy and its parts, but they agree
on a full range of economic principles. Most economic
controversy thus reflects differing opinions or value judg-
ments about what society should be like.

QUICK REVIEW 1.1

® FEconomics examines how individuals, institutions, and soci-
ety make choices under conditions of scarcity.

® The economic perspective stresses (a) resource scarcity and
the necessity of making choices, (b) the assumption of pur-
poseful (or rational) behavior, and (c) comparisons of mar-
ginal benefit and marginal cost.

¢ In choosing among alternatives, people incur opportunity
costs—the value of their next-best option.

® Economists use the scientific method to establish economic
theories—cause-effect generalizations about the economic
behavior of individuals and institutions.

* Microeconomics focuses on specific decision-making units
of the economy, macroeconomics examines the economy as
a whole.

® Positive economics deals with factual statements (“what is”);
normative economics involves value judgments (“what ought
to be”).

Individuals’ Economizing
Problem

A close examination of the economizing problem—the
need to make choices because economic wants exceed
economic means—will enhance your understanding of
economic models and the difference between microeco-
nomic and macroeconomic analysis. Lets first build a
microeconomic model of the economizing problem faced
by an individual.

Limited Income

We all have a finite amount of income, even the wealthiest
among us. Even Donald Trump must decide how to spend
his money! And the majority of us have much more limited
means. Our income comes to us in the form of wages, in-
terest, rent, and profit, although we may also receive mon-
ey from government programs or family members. As
Global Perspective 1.1 shows, the average income of
Americans in 2006 was $44,970. In the poorest nations, it
was less than $500.
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GLOBAL PERSPECTIVE 1.1

Average Income, Selected Nations

Average income (total income/population) and therefore typical
individual budget constraints vary greatly among nations.

Per Capita Income, 2006
(U.S. dollars, based on exchange rates)

$57,230

Country

Switzerland

United States 44,970

Japan 38,410

South Korea 17,690
7,870

Mexico

China 2,010

Rwanda 250
Liberia 140

Source: World Bank, www.worldbank.org.

Unlimited Wants

For better or worse, most people have virtually unlimited
wants. We desire various goods and services that provide
utility. Our wants extend over a wide range of products,
from necessities (for example, food, shelter, and clothing) to
luxuries (for example, perfumes, yachts, and sports cars).
Some wants such as basic food, clothing, and shelter have
biological roots. Other wants, for example, specific kinds
of food, clothing, and shelter, arise from the conventions
and customs of society.

Over time, as new and improved products are intro-
duced, economic wants tend to change and multiply. Only
recently have people wanted iPods, Internet service, digi-
tal cameras, or camera phones because those products did
not exist a few decades ago. Also, the satisfaction of certain
wants may trigger others: the acquisition of a Ford Focus
or a Honda Civic has been known to whet the appetite for
a Lexus or a Mercedes.

Services, as well as goods, satisfy our wants. Car repair
work, the removal of an inflamed appendix, legal and
accounting advice, and haircuts all satisfy human wants.

Actually, we buy many goods, such as automobiles and
washing machines, for the services they render. The dif-
ferences between goods and services are often smaller than
they appear to be.

For most people, the desires for goods and services
cannot be fully satisfied. Bill Gates may have all that he
wants for himself, but his massive charitable giving suggests
that he keenly wants better health care for the world’s
poor. Our desires for a particular good or service can be
satisfied; over a short period of time we can surely get
enough toothpaste or pasta. And one appendectomy is
plenty. But our broader desire for more goods and services
and higher-quality goods and services seems to be another
story.

Because we have only limited income (usually through
our work) but seemingly insatiable wants, it is in our self-
interest to economize: to pick and choose goods and ser-
vices that maximize our satisfaction.

A Budget Line

We can clarify the economizing problem facing consum-
ers by visualizing a budget line (or, more technically, a
budget constraint). It is a schedule or curve that shows vari-
ous combinations of two products a consumer can pur-
chase with a specific money income. Although we assume
two products, the analysis generalizes to the full range of
products available to an individual consumer.

"To understand the idea of a budget line, suppose that
you received a Barnes & Noble (or Borders) gift card as a
birthday present. The $120 card is soon to expire. You take
the card to the store and confine your purchase decisions
to two alternatives: DVDs and paperback books. DVDs
are $20 each and paperback books are $10 each. Your pur-
chase options are shown in the table in Figure 1.1.

At one extreme, you might spend all of your $120
“income” on 6 DVDs at $20 each and have nothing left
to spend on books. Or, by giving up 2 DVDs and thereby
gaining $40, you can have 4 DVDs at $20 each and
4 books at $10 each. And so on to the other extreme, at
which you could buy 12 books at $10 each, spending your
entire gift card on books with nothing left to spend on
DVDs.

The graph in Figure 1.1 shows the budget line. Note
that the graph is not restricted to whole units of DVDs
and books as is the table. Every point on the graph repre-
sents a possible combination of DVDs and books, includ-
ing fractional quantities. The slope of the graphed budget
line measures the ratio of the price of books (P,) to
the price of DVDs (P,,); more precisely, the slope is
Py/Pyy = $—10/$+20 = —1, or —.5. So you must forgo


http://www.worldbank.org
http://www.worldbank.org
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A consumer’s budget line. The budget line (or budget constraint) shows all the combinations of any two products that can be

purchased, given the prices of the products and the consumer’s money income.

The Budget Line: Whole-Unit Combinations of DVDs and
Paperback Books Attainable with an Income of $120

Units of DVDs Units of Books

(Price = $20) (Price = $10) Total Expenditure
6 0 ($120 = $120 + $0)
5 2 ($120 = $100 + $20)
4 4 ($120 = $80 + $40)
3 6 ($120 = $60 + $60)
2 8 ($120 = $40 + $80)
| 10 ($120 = $20 + $100)
0 12 ($120 = $0 + $120)

1 DVD (measured on the vertical axis) to buy 2 books
(measured on the horizontal axis). This yields a slope of
—Llor —.5.

* The budget line illustrates several ideas.

Attainable and Unattainable Combinations
All the combinations of DVDs and books on or inside the
budget line are attainable from the $120 of money income.
You can afford to buy, for example, 3 DVDs at $20 each
and 6 books at $10 each. You also can obviously afford to
buy 2 DVDs and 5 books, if so desired, and not use up the
value on the gift card. But to achieve maximum utility you
will want to spend the full $120.

In contrast, all combinations beyond the budget line
are unattainable. The $120 limit simply does not allow you
to purchase, for example, 5 DVDs at $20 each and 5 books
at $10 each. That $150 expenditure would clearly exceed
the $120 limit. In Figure 1.1 the attainable combinations
are on and within the budget line; the unattainable combi-
nations are beyond the budget line.

Trade-Offs and Opportunity Costs The
budget line in Figure 1.1 illustrates the idea of trade-offs
arising from limited income. To obtain more DVDs, you
have to give up some books. For example, to obtain the
first DVD, you trade off

2 books. So the oppor-
ol5 tunity cost of the first

Opportunity costs DVD is 2 books. To ob-

tain the second DVD the
opportunity cost is also 2 books. The straight-line bud-
get constraint, with its constant slope, indicates constant
opportunity cost. That is, the opportunity cost of 1 extra
DVD remains the same (= 2 books) as more DVDs are

Income = $120 =6
Pdvd = $20

Unattainable

Quantity of DVDs
o

Income = $120 -

Py, =$10 12

Attainable

0 2 4 6 8 10 12 14
Quantity of paperback books

CONSIDERTHIS . ..

Did Gates, Winfrey,
and Rodriguez Make
Bad Choices?

Opportunity costs come into
play in decisions well beyond
simple buying decisions. Con-
sider the different choices
people make with respect to
college. College graduates
usually earn about 50 percent
more during their lifetimes
than persons with just high
school diplomas. For most capable students, “Go to college,
stay in college, and earn a degree” is very sound advice.

Yet Microsoft cofounder Bill Gates and talk show host Oprah
Winfrey* both dropped out of college, and baseball star Alex
Rodriguez (“A-Rod”) never even bothered to start classes.VWhat
were they thinking? Unlike most students, Gates faced enor-
mous opportunity costs for staying in college. He had a vision
for his company, and his starting work young helped ensure Mi-
crosoft’s success. Similarly, Winfrey landed a spot in local televi-
sion news when she was a teenager, eventually producing and
starring in the Oprah Winfrey Show when she was 32 years old.
Getting a degree in her twenties might have interrupted the
string of successes that made her famous talk show possible.
And Rodriguez knew that professional athletes have short
careers. Therefore, going to college directly after high school
would have taken away four years of his peak earning potential.

So Gates, Winfrey, and Rodriguez understood opportunity
costs and made their choices accordingly. The size of opportu-
nity costs greatly matters in making individual decisions.

*Winfrey eventually went back to school and earned a degree from
Tennessee State University when she was in her thirties.
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purchased. And, in reverse, the opportunity cost of 1 ex-
tra book does not change (= % DVD) as more books are
bought.

Choice Limited income forces people to choose what
to buy and what to forgo to fulfill wants. You will select
the combination of DVDs and paperback books that you
think is “best.” That is, you will evaluate your marginal
benefits and marginal costs (here, product price) to make
choices that maximize your satisfaction. Other people,
with the same $120 gift card, would undoubtedly make
different choices.

Income Changes The location of the budget line
varies with money income. An increase in money income
shifts the budget line to the right; a decrease in money
income shifts it to the left. To verify this, recalculate the
table in Figure 1.1, assuming the card value (income) is
(a) $240 and (b) $60, and

plot the new budget lines
W I.I in the graph. No wonder

Budget lines people like to have more

income: That shifts their
budget lines outward and enables them to buy more goods
and services. But even with more income, people will still
face spending trade-offs, choices, and opportunity costs.

(Key Question 7)

QUICK REVIEW 1.2

® Because wants exceed incomes, individuals face an
economizing problem; they must decide what to buy and
what to forgo.

* A budget line (budget constraint) shows the various combi-
nations of two goods that a consumer can purchase with a
specific money income.

* Straight-line budget constraints imply constant opportunity
costs associated with obtaining more of either of the two
goods.

Society’s Economizing Problem

Society must also make choices under conditions of scar-
city. It, too, faces an economizing problem. Should it
devote more of its limited resources to the criminal justice
system (police, courts, and prisons) or to education
(teachers, books, and schools)? If it decides to devote more
resources to both, what other goods and services does it
forgo? Health care? Energy development?

Scarce Resources

Society has limited or scarce economic resources, mean-
ing all natural, human, and manufactured resources that
go into the production of goods and services. This includes
the entire set of factory and farm buildings and all the
equipment, tools, and machinery used to produce manu-
factured goods and agricultural products; all transporta-
tion and communication facilities; all types of labor; and
land and mineral resources.

Resource Categories
Economists classify economic resources into four general
categories.

Land Land means much more to the economist than it
does to most people. To the economist land includes all
natural resources (“gifts of nature”) used in the produc-
tion process, such as arable land, forests, mineral and oil
deposits, and water resources.

Labor The resource labor consists of the physical and
mental talents of individuals used in producing goods
and services. The services of a logger, retail clerk, machin-
ist, teacher, professional football player, and nuclear physi-
cist all fall under the general heading “labor.”

Capital For economists, capital (or capital goods) in-
cludes all manufactured aids used in producing consumer
goods and services. Included are all factory, storage, trans-
portation, and distribution facilities, as well as tools and
machinery. Economists refer to the purchase of capital
goods as investment.

Capital goods differ from consumer goods because
consumer goods satisfy wants directly, whereas capital
goods do so indirectly by aiding the production of con-
sumer goods. Note that the term “capital” as used by econ-
omists refers not to money but to tools, machinery, and
other productive equipment. Because money produces
nothing, economists do not include it as an economic
resource. Money (or money capital or financial capital) is
simply a means for purchasing capital goods.

Entrepreneurial Ability Finally, thereis the special

human resource, distinct from labor, called entrepreneurial

ability. The entrepreneur performs several functions:

¢ The entrepreneur takes the initiative in combining

the resources of land, labor, and capital to produce a
good or a service. Both a sparkplug and a catalyst, the
entrepreneur is the driving force behind production
and the agent who combines the other resources in
what is hoped will be a successful business venture.



The entrepreneur makes the strategic business
decisions that set the course of an enterprise.
The entrepreneur is an innovator. He or she
commercializes new products, new production
techniques, or even new forms of business
organization.
The entrepreneur is a risk bearer. The entrepreneur
has no guarantee of profit. The reward for the
entrepreneur’s time, efforts, and abilities may be
profits or losses. The entrepreneur risks not only his
or her invested funds but those of associates and
stockholders as well.
Because land, labor, capital, and entrepreneurial ability
are combined to produce goods and services, they are called
the factors of production, or simply “inputs.”

Production Possibilities Model

Society uses its scarce resources to produce goods and
services. The alternatives and choices it faces can best be
understood through a macroeconomic model of produc-
tion possibilities. To keep things simple, let’s initially
assume:
Full employment The economy is employing all its
available resources.
Fixed resources The quantity and quality of the factors
of production are fixed.
Fixed technology The state of technology (the methods
used to produce output) is constant.
Two goods 'The economy is producing only two
goods: pizzas and industrial robots. Pizzas symbolize
consumer goods, products that satisfy our wants
directly; industrial robots (for example, the kind used
to weld automobile frames) symbolize capital goods,
products that satisfy our wants indirectly by making
possible more efficient production of consumer goods.

Production Possibilities Table

A production possibilities table lists the different combina-
tions of two products that can be produced with a specific set
of resources, assuming full employment. Table 1.1 presents a
simple, hypothetical economy that is producing pizzas and

Mhoduction Possibilities of Pizzas and Industrial

Robots
Production Alternatives
Type of Product A B C D E
Pizzas (in hundred thousands) 0 | 2 B 4
Robots (in thousands) 10 9 7 4 0
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industrial robots; the data are, of course, hypothetical. At
alternative A, this economy would be devoting all its avail-
able resources to the production of industrial robots (capital
goods); at alternative E, all resources would go to pizza pro-
duction (consumer goods). Those alternatives are unrealistic
extremes; an economy typically produces both capital goods
and consumer goods, as in B, C, and D. As we move from
alternative A to E, we increase the production of pizzas at the
expense of the production of industrial robots.

Because consumer goods satisfy our wants directly, any
movement toward E looks tempting. In producing more
pizzas, society increases the current satisfaction of its wants.
But there is a cost: More pizzas mean fewer industrial
robots. This shift of resources to consumer goods catches
up with society over time because the stock of capital goods
does not expand at the current rate, with the result that
some potential for greater future production is lost. By
moving toward alternative E, society chooses “more now”
at the expense of “much more later.”

By moving toward A, society chooses to forgo current
consumption, thereby freeing up resources that can be used
to increase the production of capital goods. By building up
its stock of capital this way, society will have greater future
production and, therefore, greater future consumption. By
moving toward A, society is choosing “more later” at the
cost of “less now.”

Generalization: At any point in time, a fully employed
economy must sacrifice some of one good to obtain more
of another good. Scarce resources prohibit such an econ-
omy from having more of both goods. Society must choose
among alternatives. There is no such thing as a free pizza,
or a free industrial robot. Having more of one thing means
having less of something else.

Production Possibilities Curve

The data presented in a production possibilities table are
shown graphically as a production possibilities curve.
Such a curve displays the different combinations of goods

and services that society
INTERACTIVE GRAPHS

can produce in a fully
GI.l employed economy, as-
Production possibilities curve suminga fixed availability
of supplies of resources
and constant technology. We arbitrarily represent the
economy’s output of capital goods (here, industrial robots)
on the vertical axis and the output of consumer goods
(here, pizzas) on the horizontal axis, as shown in Figure 1.2
(Key Graph).
Each point on the production possibilities curve
represents some maximum output of the two products.
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1. Production possibilities curve ABCDE is bowed out from the
origin because:
a. the marginal benefit of pizzas declines as more pizzas are
consumed.
b. the curve gets steeper as we move from E to 4.
c. itreflects the law of increasing opportunity costs.
d. resources are scarce.

2. The marginal opportunity cost of the second unit of pizza is:
a. 2 units of robots.
b. 3 units of robots.
c. 7 units of robots.
d. 9 units of robots.

The curve is a “constraint” because it shows the limit of
attainable outputs. Points on the curve are attainable as
long as the economy uses all its available resources. Points
lying inside the curve are also attainable, but they reflect
less total output and therefore are not as desirable as
points on the curve. Points inside the curve imply that
the economy could have more of both industrial robots
and pizzas if it achieved full employment of its resources.
Points lying beyond the production possibilities curve,
like W, would represent a greater output than the output
at any point on the curve. Such points, however, are unat-
tainable with the current availability of resources and
technology.

12

The production possibilities curve. Each point on the

production possibilities curve represents some maximum combination of two
products that can be produced if resources are fully employed. When an economy
is operating on the curve, more industrial robots means fewer pizzas, and vice versa.
Limited resources and a fixed technology make any combination of industrial
robots and pizzas lying outside the curve (such as at W) unattainable. Points inside
the curve are attainable, but they indicate that full employment is not

being realized.

3. The total opportunity cost of 7 units of robots is:
a. 1 unit of pizza.
b. 2 units of pizza.
c. 3 units of pizza.
d. 4 units of pizza.

4. All points on this production possibilities curve necessarily
represent:

society’s optimal choice.

less than full use of resources.

unattainable levels of output.

full employment.

a0 o

Ppiqig e 7D | isIamsuy

Law of Increasing
Opportunity Costs

Figure 1.2 clearly shows that more pizzas means fewer in-
dustrial robots. The number of units of industrial robots
that must be given up to obtain another unit of pizzas, of
course, is the opportunity cost of that unit of pizzas.

In moving from alternative A to alternative B in Table
1.1, the cost of 1 additional unit of pizzas is 1 fewer unit of
industrial robots. Butwhen additional unitsare considered—
B to C, Cto D, and D to E—an important economic prin-
ciple is revealed: For society, the opportunity cost of each
additional unit of pizzas is greater than the opportunity
cost of the preceding one. When we move from A to B, just



1 unit of industrial robots is sacrificed for 1 more unit of
pizzas; but in going from B to C we sacrifice 2 additional
units of industrial robots for 1 more unit of pizzas; then 3
more of industrial robots for 1 more of pizzas; and finally 4
for 1. Conversely, confirm that as we move from E to A, the
cost of an additional unit of industrial robots (on average)
is %, %, %, and 1 unit of pizzas, respectively, for the four suc-
cessive moves.

Our example illustrates the law of increasing oppor-
tunity costs. As the production of a particular good
increases, the opportunity cost of producing an additional
unit rises.

Shape of the Curve The law of increasing oppor-
tunity costs is reflected in the shape of the production pos-
sibilities curve: The curve is bowed out from the origin of
the graph. Figure 1.2 shows that when the economy moves
from A to E, it must give up successively larger amounts
of industrial robots (1, 2, 3, and 4) to acquire equal in-
crements of pizzas (1, 1, 1, and 1). This is shown in the
slope of the production possibilities curve, which becomes
steeper as we move from A to E.

Economic Rationale The economic rationale for
the law of increasing opportunity costs is that economic
resources are not completely adaptable to alternative
uses. Many resources are better at producing one type of
good than at producing others. Some land is highly suit-
ed to growing the ingredients necessary for pizza pro-
duction, but as pizza production expands society has to
start using land that is less bountiful for farming. Other
land is rich in mineral deposits and therefore well-suited
to producing the materials needed to make industrial ro-
bots. As society steps up the production of robots, it must
use land that is less and less adaptable to making their
components.

If we start at 4 and move to B in Figure 1.2, we can
shift resources whose productivity is relatively high in pizza
production and low in industrial robots. But as we move
from B to C, Cto D, and so on, resources highly productive

of pizzas become increas-

ingly scarce. To get more
AR pizzas, resources whose

Production possibilities prOdUCtiVitY in industrial
robots is relatively great
will be needed. Increasingly more of such resources, and
hence greater sacrifices of industrial robots, will be needed
to achieve each 1-unit increase in pizzas. This lack of per-
fect flexibility, or interchangeability, on the part of resources
is the cause of increasing opportunity costs for society.

(Key Question 10)
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Optimal Allocation

Of all the attainable combinations of pizzas and industrial
robots on the curve in Figure 1.2, which is optimal (best)?
That is, what specific quantities of resources should be
allocated to pizzas and what specific quantities should
be allocated to industrial robots in order to maximize
satisfaction?

Recall that economic decisions center on comparisons
of marginal benefit (MB) and marginal cost (MC). Any eco-
nomic activity should be expanded as long as marginal ben-
efit exceeds marginal cost and should be reduced if marginal
cost exceeds marginal benefit. The optimal amount of the
activity occurs where MB = MC. Society needs to make a
similar assessment about its production decision.

Consider pizzas. We already know from the law of
increasing opportunity costs that the marginal costs of
additional units of pizza will rise as more units are pro-
duced. At the same time, we need to recognize that the
extra or marginal benefits that come from producing and
consuming pizza decline with each successive unit of pizza.
Consequently, each successive unit of pizza brings with it
both increasing marginal costs and decreasing marginal
benefits.

The optimal quantity of pizza production is indicated
by point e at the intersection of the MB and MC curves:
200,000 units in Figure 1.3. Why is this amount the optimal
quantity? If only 100,000 units of pizzas were produced, the
marginal benefit of an extra unit of pizza (point #) would

Optimal output: MB = MC. Achieving the
optimal output requires the expansion of a good’s output until its
marginal benefit (MB) and marginal cost (MC) are equal. No resources
beyond that point should be allocated to the product. Here, optimal
output occurs at point e, where 200,000 units of pizzas are produced.

$15

Marginal benefit and
marginal cost

0 100,000

200,000
Quantity of pizza

300,000
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exceed its marginal cost (point ). In money terms, MB is
$15, while MC is only $5. When society gains something
worth $15 at a marginal cost of only $5, it is better off. In
Figure 1.3, net gains can continue to be realized until pizza-
product production has been increased to 200,000.

CONSIDERTHIS . ..

The
Economics
of War

Production possi-
bilities analysis is
helpful in assess-
ing the costs and
benefits of waging
the broad war on
terrorism, including the wars in Afghanistan and Iraqg. At the
end of 2007, the estimated cost of these efforts exceeded $400
billion.

If we categorize all U.S. production as either “defense goods”
or “civilian goods,” we can measure them on the axes of a pro-
duction possibilities diagram such as that shown in Figure 1.2.
The opportunity cost of using more resources for defense
goods is the civilian goods sacrificed. In a fully employed economy,
more defense goods are achieved at the opportunity cost of
fewer civilian goods—health care, education, pollution control,
personal computers, houses, and so on. The cost of war and
defense is the other goods forgone. The benefits of these
activities are numerous and diverse but clearly include the gains
from protecting against future loss of American lives, assets,
income, and well-being.

Society must assess the marginal benefit (MB) and marginal
cost (MC) of additional defense goods to determine their opti-
mal amounts—where to locate on the defense goods—civilian
goods production possibilities curve. Although estimating mar-
ginal benefits and marginal costs is an imprecise art, the MB-MC
framework is a useful way of approaching choices. An optimal
allocation of resources requires that society expand produc-
tion of defense goods until MB = MC.

The events of September |1,2001, and the future threats
they foreshadowed increased the marginal benefits of defense
goods, as perceived by Americans. If we label the horizontal
axis in Figure 1.3 “defense goods” and draw in a rightward shift
of the MB curve, you will see that the optimal quantity of de-
fense goods rises. In view of the concerns relating to Septem-
ber |1, the United States allocated more of its resources to
defense. But the MB-MC analysis also reminds us we can spend
too much on defense, as well as too little. The United States
should not expand defense goods beyond the point where
MB = MC.If it does, it will be sacrificing civilian goods of greater
value than the defense goods obtained.

In contrast, the production of 300,000 units of pizzas is
excessive. There the MC of an added unit is $15 (point ¢)
and its MB is only $5 (point d). This means that 1 unit of
pizza is worth only $5 to society but costs it $15 to obtain.
This is a losing proposition for society!

So resources are being efficiently allocated to any
product when the marginal benefit and marginal cost of its
output are equal (MB = MC). Suppose that by applying
the same analysis to industrial robots, we find that the opti-
mal (MB = MC) output of robots is 7000. This would
mean that alternative C (200,000 units of pizzas and 7000
units of industrial robots) on the production possibilities
curve in Figure 1.2 would be optimal for this economy.
(Key Question 11)

QUICK REVIEW 1.3

* Economists categorize economic resources as land, labor,
capital, and entrepreneurial ability.

® The production possibilities curve illustrates several ideas:
(a) scarcity of resources is implied by the area of unattain-
able combinations of output lying outside the production
possibilities curve; (b) choice among outputs is reflected in
the variety of attainable combinations of goods lying along
the curve; (c) opportunity cost is illustrated by the down-
ward slope of the curve; (d) the law of increasing opportu-
nity costs is implied by the bowed-outward shape of the
curve.

* A comparison of marginal benefits and marginal costs is
needed to determine the best or optimal output mix on a
production possibilities curve.

Unemployment, Growth,

and the Future

In the depths of the Great Depression of the 1930s, one-
quarter of U.S. workers were unemployed and one-third
of U.S. production capacity was idle. The United States
has suffered a number of considerably milder downturns
since then, one occurring in 2001. In that year total pro-
duction fell one-half a percentage point and unemploy-
ment increased by about 2 million workers.

Almost all nations have experienced widespread unem-
ployment and unused production capacity from business
downturns at one time or another. Since 1995, for example,
several nations—including Argentina, Japan, Mexico,
Germany, and South Korea—have had economic down-
turns and unemployment.

How do these realities relate to the production possi-
bilities model? Our analysis and conclusions change if we



Unemployment and the production
possibilities curve. Any point inside the production possibilities
curve, such as U, represents unemployment or a failure to achieve full
employment. The arrows indicate that by realizing full employment,
the economy could operate on the curve. This means it could produce
more of one or both products than it is producing at point U.
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relax the assumption that all available resources are fully
employed. The five alternatives in Table 1.1 represent max-
imum outputs; they illustrate the combinations of pizzas
and industrial robots that can be produced when the econ-
omy is operating at full employment. With unemployment,
this economy would produce less than each alternative
shown in the table.

Graphically, we represent situations of unemployment
by points inside the original production possibilities curve
(reproduced here in Figure 1.4). Point U is one such point.
Here the economy is falling short of the various maximum
combinations of pizzas and industrial robots represented
by the points on the production possibilities curve. The
arrows in Figure 1.4 indicate three possible paths back to
full employment. A move toward full employment would
yield a greater output of one or both products.

A Growing Economy

When we drop the assumptions that the quantity and qual-
ity of resources and technology are fixed, the production
possibilities curve shifts positions and the potential maxi-
mum output of the economy changes.

Increases in Resource Supplies Although re-
source supplies are fixed at any specific moment, they
change over time. For example, a nation’s growing
population brings about increases in the supplies of labor
and entrepreneurial ability. Also, labor quality usually
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improves over time via more education and training. His-
torically, the economy’s stock of capital has increased at a
significant, though unsteady, rate. And although some of
our energy and mineral resources are being depleted, new
sources are also being discovered. The development of
irrigation programs, for example, adds to the supply of ar-
able land.

The net result of these increased supplies of the factors
of production is the ability to produce more of both con-
sumer goods and capital goods. Thus, 20 years from now,
the production possibilities may supersede those shown in
Table 1.1. The new production possibilities might look like
those in the table in Figure 1.5. The greater abundance of
resources will result in a greater potential output of one or
both products at each alternative. The economy will have
achieved economic growth in the form of expanded poten-
tial output. Thus, when an increase in the quantity or quality
of resources occurs, the production possibilities curve shifts
outward and to the right, as illustrated by the move from the
inner curve to curve A'B'C'D'E" in Figure 1.5. This sort of

Economic growth and the production
possibilities curve. The increase in supplies of resources, improvements in
resource quality, and technological advances that occur in a dynamic economy
move the production possibilities curve outward and to the right, allowing the
economy to have larger quantities of both types of goods.

Production Alternatives

Type of Product A’ BB ¢ D F
Pizzas (in hundred thousands) 0 2 4 6 8
Robots (in thousands) 14 12 9 5 0

Robots (thousands)
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Pizzas (hundred thousands)
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Pitfalls to Sound Economic Reasoning

Because They Affect Us So Personally, We Often
Have Difficulty Thinking Accurately and Objectively
About Economic Issues.

Here are some common pitfalls to avoid in successfully applying
the economic perspective.

Biases Most people bring a bundle of biases and preconceptions
to the field of economics. For example, some might think that
corporate profits are excessive
or that lending money is always

media is sometimes emotionally biased, or loaded. The writer
or spokesperson may have a cause to promote or an ax to grind
and may slant comments accordingly. High profits may be
labeled “obscene,” low wages may be called “exploitive,” or
self-interested behavior may be “greed.” Government workers
may be referred to as “mindless bureaucrats” and those favor-
ing stronger government regulations may be called “socialists.”
To objectively analyze economic issues, you must be prepared
to reject or discount such terminology.

Fallacy of Composition An-

superior to borrowing money.
Others might believe that gov-
ernment is necessarily less effi-
cient than businesses or that
more government regulation is
always better than less. Biases
cloud thinking and interfere
with objective analysis. All of us
must be willing to shed biases
and preconceptions that are not
supported by facts.

Loaded Terminology The
economic terminology used
in newspapers and broadcast

shift represents growth of economic capacity, which, when
used, means economic growth: a larger total output.

Advances in Technology An advancing technol-
ogy brings both new and better goods and improved ways
of producing them. For now, let’s think of technological
advance as being only improvements in the methods of
production, for example, the introduction of computer-
ized systems to manage inventories and schedule pro-
duction. These advances alter our previous discussion of
the economizing problem by allowing society to produce
more goods with available resources. As with increases in
resource supplies, technological advances make possible
the production of more industrial robots and more pizzas.

A real-world example of improved technology is the
recent surge of new technologies relating to computers,
communications, and biotechnology. Technological advan-
ces have dropped the prices of computers and greatly
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other pitfall in economic think-
ing is the assumption that what is
true for one individual or part of
a whole is necessarily true for a
group of individuals or the
whole. This is a logical fallacy
called the fallacy of composition; the
assumption is not correct. A
statement that is valid for an in-
dividual or part is not necessarily
valid for the larger group or
whole. You may see the action
better if you leap to your feet to
see an outstanding play at a
football game. But if all the

increased their speed. Improved software has greatly
increased the everyday usefulness of computers. Cellular
phones and the Internet have increased communications
capacity, enhancing production and improving the effi-
ciency of markets. Advances in biotechnology have resulted
in important agricultural and medical discoveries. These
and other new and improved technologies have contrib-
uted to U.S. economic growth (outward shifts of the
nation’s production possibilities curve.)

Conclusion: Economic growth is the result of (1)
increases in supplies of resources, (2) improvements in
resource quality, and (3) technological advances. The con-
sequence of growth is that a full-employment economy
can enjoy a greater output of both consumption goods and
capital goods. Whereas static, no-growth economies must
sacrifice some of one good to obtain more of another,
dynamic, growing economies can have larger quantities of
both goods. (Key Question 13)



spectators leap to their feet at the same time, nobody—including
you—will have a better view than when all remained seated.

Here are two economic examples: An individual stock-
holder can sell shares of, say, Google stock without affecting
the price of the stock. The individual’s sale will not noticeably
reduce the share price because the sale is a negligible fraction of
the total shares of Google being bought and sold. But if all the
Google shareholders decide to sell their shares the same day,
the market will be flooded with shares and the stock price will
fall precipitously. Similarly, a single cattle ranch can increase its
revenue by expanding the size of its livestock herd. The extra
cattle will not affect the price of cattle when they are brought
to market. But if all ranchers as a group expand their herds,
the total output of cattle will increase so much that the price of
cattle will decline when the cattle are sold. If the price reduc-
tion is relatively large, ranchers as a group might find that their
income has fallen despite their having sold a greater number
of cattle because the fall in price overwhelms the increase in

quantity.

Post Hoc Fallacy You must think very carefully before conclud-
ing that because event A precedes event B, A is the cause of B.
"This kind of faulty reasoning is known as the post boc, ergo propter
hoc, or “after this, therefore because of this,” fallacy. Noneco-
nomic example: A professional football team hires a new coach
and the team’s record improves. Is the new coach the cause?
Maybe. Perhaps the presence of more experienced and talented
players or an easier schedule is the true cause. The rooster crows
before dawn but does not cause the sunrise.

Present Choices and

Future Possibilities
An economy’s current choice of positions on its produc-
tion possibilities curve helps determine the future location
of that curve. Let’s designate the two axes of the produc-
tion possibilities curve as “goods for the future” and “goods
for the present,” as in Figure 1.6. Goods for the future are
such things as capital goods, research and education, and
preventive medicine. They increase the quantity and qual-
ity of property resources, enlarge the stock of technologi-
cal information, and improve the quality of human re-
sources. As we have already seen, goods for the future such
as capital goods are the ingredients of economic growth.
Goods for the present are consumer goods such as food,
clothing, and entertainment.

Now suppose there are two hypothetical economies,
Presentville and Futureville, that are initially identical in

Economic example: Many people blamed the Great
Depression of the 1930s on the stock market crash of 1929. But
the crash did not cause the Great Depression. The same severe
weaknesses in the economy that caused the crash caused the
Great Depression. The depression would have occurred even
without the preceding stock market crash.

Correlation but Not Causation Do not confuse correlation,
or connection, with causation. Correlation between two events
or two sets of data indicates only that they are associated in some
systematic and dependable way. For example, we may find that
when variable X increases, Y also increases. But this correlation
does not necessarily mean that there is causation—that increases
in X cause increases in Y. The relationship could be purely coin-
cidental or dependent on some other factor, Z, not included in
the analysis.

Here is an example: Economists have found a positive correla-
tion between education and income. In general, people with more
education earn higher incomes than those with less education.
Common sense suggests education is the cause and higher incomes
are the effect; more education implies a more knowledgeable and
productive worker, and such workers receive larger salaries.

But might the relationship be explainable in other ways? Are
education and income correlated because the characteristics re-
quired for succeeding in education—ability and motivation—are
the same ones required to be a productive and highly paid work-
er? If so, then people with those traits will probably both obtain
more education and earn higher incomes. But greater education
will not be the sole cause of the higher income.

every respect except one: Presentville’s current choice of

positions on its production possibilities curve strongly favors

present goods over future goods. Point P in Figure 1.6a

indicates that choice. It is located quite far down the curve

to the right, indicating a

high_ priority for goods
Gl.2

for the present, at the
Present choices and future possibilities

expense of fewer goods
for the future. Futureville,
in contrast, makes a current choice that stresses larger
amounts of future goods and smaller amounts of present
goods, as shown by point F in Figure 1.6b.

Now, other things equal, we can expect the future
production possibilities curve of Futureville to be farther
to the right than Presentville’s curve. By currently
choosing an output more favorable to technological
advances and to increases in the quantity and quality of
resources, Futureville will achieve greater economic
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FIGURE 1.6 Present choices and future locations of production possibilities curves. A nation’s current choice
favoring “present goods,” as made by Presentville in (a), will cause a modest outward shift of the production possibilities curve in the future. A
nation’s current choice favoring “future goods,” as made by Futureville in (b), will result in a greater outward shift of the curve in the future.

Future
curve

Goods for the future

Current
curve

Goods for the present

(@)

Presentville

growth than Presentville. In terms of capital goods,
Futureville is choosing to make larger current additions
to its “national factory” by devoting more of its current
output to capital than Presentville. The payoff from this
choice for Futureville is greater future production capac-
ity and economic growth. The opportunity cost is fewer
consumer goods in the present for Futureville to enjoy.
Is Futureville’s choice thus necessarily “better” than
Presentville’s? That, we cannot say. The different outcomes
simply reflect different preferences and priorities in the two
countries. But each country will have to live with the eco-
nomic consequences of its choice. (Key Question 14)

A Qualification:

International Trade
Production possibilities analysis implies that an individual
nation is limited to the combinations of output indicated by
its production possibilities curve. But we must modify this
principle when international specialization and trade exist.
You will see in later chapters that an economy can
circumvent, through international specialization and
trade, the output limits imposed by its domestic produc-
tion possibilities curve. International specialization means
directing domestic resources to output that a nation is
highly efficient at producing. International trade involves
the exchange of these goods for goods produced abroad.

Future
curve

Goods for the future

Current
curve

Goods for the present

(b)

Futureville

Specialization and trade enable a nation to get more of a
desired good at less sacrifice of some other good. Rather
than sacrifice three units of robots to get a third unit of
pizza, as in Table 1.1, a nation might be able to obtain the
third unit of pizza by trading only two units of robots for
it. Specialization and trade have the same effect as having
more and better resources or discovering improved pro-
duction techniques; both increase the quantities of capital
and consumer goods available to society. Expansion of
domestic production possibilities and international trade
are two separate routes for obtaining greater output.

QUICK REVIEW 1.4

* Unemployment causes an economy to operate at a point
inside its production possibilities curve.

¢ Increases in resource supplies, improvements in resource
quality, and technological advance cause economic growth,
which is depicted as an outward shift of the production pos-
sibilities curve.

* An economy’s present choice of capital and consumer goods
helps determine the future location of its production possi-
bilities curve.

* International specialization and trade enable a nation to

obtain more goods than its production possibilities curve
indicates.



Summary

1.

Economics is the social science that examines how individu-
als, institutions, and society make optimal choices under
conditions of scarcity. Central to economics is the idea of
opportunity cost: the value of the good, service, or time for-
gone to obtain something else.

The economic perspective includes three elements: scarcity
and choice, purposeful behavior, and marginal analysis. It sees
individuals and institutions making rational decisions based
on comparisons of marginal costs and marginal benefits.

. Economists employ the scientific method, in which they

form and test hypotheses of cause-and-effect relationships
to generate theories, laws, and principles. Economists often
combine theories into representations called models.
Microeconomics examines the decision making of specific
economic units or institutions. Macroeconomics looks at
the economy as a whole or its major aggregates.

. Positive economic analysis deals with facts; normative eco-

nomics reflects value judgments.

Individuals face an economizing problem. Because their
wants exceed their incomes, they must decide what to pur-
chase and what to forgo. Society also faces an economizing
problem. Societal wants exceed the available resources nec-
essary to fulfill them. Society therefore must decide what to
produce and what to forgo.

Graphically, a budget line (or budget constraint) illustrates
the economizing problem for individuals. The line shows
the various combinations of two products that a consumer
can purchase with a specific money income, given the prices
of the two products.

. Economic resources are inputs into the production process

and can be classified as land, labor, capital, or entrepreneur-
ial ability. Economic resources are also known as factors of
production or inputs.

Terms and Concepts

economics

economic perspective
opportunity cost
utility

marginal analysis
scientific method

economic principle

other-things-equal assumption

microeconomics

macroeconomics
aggregate

positive economics
normative economics
economizing problem
budget line

economic resources
land

labor

10.

11.

12.

13.

14.
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. Economists illustrate society’s economizing problem

through production possibilities analysis. Production
possibilities tables and curves show the different combina-
tions of goods and services that can be produced in a fully
employed economy, assuming that resource quantity, re-
source quality, and technology are fixed.

An economy that is fully employed and thus operating on its
production possibilities curve must sacrifice the output of
some types of goods and services to increase the production
of others. The gain of one type of good or service is always
accompanied by an opportunity cost in the form of the loss
of some of the other type.

Because resources are not equally productive in all possible
uses, shifting resources from one use to another creates in-
creasing opportunity costs. The production of additional
units of one product requires the sacrifice of increasing
amounts of the other product.

The optimal (best) point on the production possibilities
curve represents the most desirable mix of goods and is de-
termined by expanding the production of each good until its
marginal benefit (MB) equals its marginal cost (MC).

Over time, technological advances and increases in the quan-
tity and quality of resources enable the economy to produce
more of all goods and services, that is, to experience econom-
ic growth. Society’s choice as to the mix of consumer goods
and capital goods in current output is a major determinant of
the future location of the production possibilities curve and
thus of the extent of economic growth.

International trade enables nations to obtain more goods
from their limited resources than their production possibili-
ties curve indicates.

capital

investment

entrepreneurial ability

factors of production

consumer goods

capital goods

production possibilities curve

law of increasing opportunity costs

economic growth
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Study Questions

1.

5 .

ECONOMICS

What is an opportunity cost? How does the idea relate to
the definition of economics? Which of the following deci-
sions would entail the greater opportunity cost: Allocating a
square block in the heart of New York City for a surface
parking lot or allocating a square block at the edge of a typ-
ical suburb for such a lot? Explain. LOI

. What is meant by the term “utility” and how does the idea

relate to purposeful behavior? LO2

. KEY QUESTION Cite three examples of recent decisions

that you made in which you, at least implicitly, weighed
marginal cost and marginal benefit. LOI1

What are the key elements of the scientific method and

how does this method relate to economic principles and
laws? LO2

. KEY QUESTION Indicate whether each of the following state-

ments applies to microeconomics or macroeconomics: LO3

a. The unemploymentrate in the United States was 4.9 per-
cent in January 2008.

b. A U.S. software firm discharged 15 workers last month
and transferred the work to India.

c. An unexpected freeze in central Florida reduced the
citrus crop and caused the price of oranges to rise.

d. U.S. output, adjusted for inflation, grew by 2.2 percent
in 2007.

e. Last week Wells Fargo Bank lowered its interest rate on
business loans by one-half of 1 percentage point.

f. The consumer price index rose by 2.8 percent in 2007.

State (a) a positive economic statement of your choice, and
then (b) a normative economic statement relating to your
first statement. LO2

KEY QUESTION Suppose you won $15 on a lotto ticket at
the local 7-Eleven and decided to spend all the winnings on
candy bars and bags of peanuts. The price of candy bars is
$.75 and the price of peanuts is $1.50. LO4

a. Construct a table showing the alternative combinations
of the two products that are available.

b. Plot the data in your table as a budget line in a graph. What
is the slope of the budget line? What is the opportunity
cost of one more candy bar? Of one more bag of peanuts?
Do these opportunity costs rise, fall, or remain constant as
each additional unit of the product is purchased?

c. How, in general, would you decide which of the available
combinations of candy bars and bags of peanuts to buy?

d. Suppose that you had won $30 on your ticket, not $15.
Show the $30 budget line in your diagram. Why would
this budget line be preferable to the old one?

. What are economic resources? What categories do econo-

mists use to classify them? Why are resources also called
factors of production? Why are they called inputs? LO4
Why is money not considered to be a capital resource in
economics? Why is entrepreneurial ability considered a cat-
egory of economic resource, distinct from labor? What are
the major functions of the entrepreneur? LO4

10.

KEY QUESTION Below is a production possibilities table

for consumer goods (automobiles) and capital goods
(forklifts): LO5

Production Alternatives

Type of Production A B (o D E
Automobiles 0 2 4 6 8
Forklifts 30 27 21 12 0

11.

12.

13.

14.

a. Show these data graphically. Upon what specific assump-
tions is this production possibilities curve based?

b. If the economy is at point C, what is the cost of one more
automobile? Of one more forklift? Explain how the pro-
duction possibilities curve reflects the law of increasing
opportunity costs.

c. If the economy characterized by this production possi-
bilities table and curve were producing 3 automobiles
and 20 fork lifts, what could you conclude about its use of
its available resources?

d. What would production at a point outside the produc-
tion possibilities curve indicate? What must occur before
the economy can attain such a level of production?

KEY QUESTION Specify and explain the typical shapes of
marginal-benefit and marginal-cost curves. How are these
curves used to determine the optimal allocation of resources
to a particular product? If current output is such that mar-
ginal cost exceeds marginal benefit, should more or fewer
resources be allocated to this product? Explain. LO5

Explain how (if at all) each of the following events affects the

location of a country’s production possibilities curve: LO5

a. The quality of education increases.

b. The number of unemployed workers increases.

c. A new technique improves the efficiency of extracting
copper from ore.

d. A devastating earthquake destroys numerous production
facilities.

KEY QUESTION Referring to the table in question 10, sup-

pose improvement occurs in the technology of producing

forklifts but not in the technology of producing automobiles.

Draw the new production possibilities curve. Now assume

that a technological advance occurs in producing automo-

biles but not in producing forklifts. Draw the new produc-

tion possibilities curve. Now draw a production possibilities

curve that reflects technological improvement in the produc-

tion of both goods. LO5

KEY QUESTION On average, households in China save
40 percent of their annual income each year, whereas house-
holds in the United States save less than 5 percent. Produc-
tion possibilities are growing at roughly 9 percent annually
in China and 3.5 percent in the United States. Use graphical
analysis of “present goods” versus “future goods” to explain
the differences in growth rates. LO5



15. Suppose that, on the basis of a nation’s production possi-

bilities curve, an economy must sacrifice 10,000 pizzas
domestically to get the 1 additional industrial robot it
desires but that it can get the robot from another country in
exchange for 9000 pizzas. Relate this information to the
following statement: “Through international specialization
and trade, a nation can reduce its opportunity cost of

Web-Based Questions

1. NORMATIVE

ECONOMICS—REPUBLICANS VERSUS
DEMOCRATS Visit both the Republicans’ www.rnc.org
and the Democrats’ www.democrats.org Web sites. Iden-
tify an economic issue that both parties address and compare
and contrast their views on that issue. Generally speaking,
how much of the disagreement is based on normative eco-
nomics compared to positive economics? Give an example of
loaded terminology from each site.

. MORE LABOR RESOURCES—WHAT IS THE EVIDENCE

FOR THE UNITED STATES AND jAPAN? Go to the Bureau
of Labor Statistics’ Web site at www.bls.gov and select Get
Detailed Statistics. Look for Labor Force Statistics from the

16.
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obtaining goods and thus ‘move outside its production pos-
sibilities curve.”” LO5

LAST WORD Studies indicate that married men on average
earn more income than unmarried men of the same age and
education level. Why must we be cautious in concluding that
marriage is the cause and higher income is the effect?

Current Population Survey and click the Most Requested
Statistics icon. Find U.S. civilian employment data for the
last 10 years. How many more workers were there at the end
of the 10-year period than at the beginning? Next, return to
the Detailed Statistics page. Use the Most Requested Statis-
tics icon next to Foreign Labor Statistics (it’s under Produc-
tivity and Technology) to find total employment growth in
Japan over the last 10 years. In which of the two countries did
“more labor resources” have the greatest impact in shifting
the nation’s production possibilities curve outward over the
10-year period?

FURTHER TEST YOUR KNOWLEDGE AT

www.mcconnelll8e.com



http://www.rnc.org
http://www.mcconnell18e.com
http://www.democrats.org
http://www.bls.gov
http://www.rnc.org
http://www.mcconnell18e.com
http://www.democrats.org
http://www.bls.gov
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Graphs and Their Meaning

If you glance quickly through this text, you will find many
graphs. Some seem simple, while others seem more formi-
dable. All are included to help you visualize and understand
economic relationships. Physicists and chemists sometimes
illustrate their theories by building arrangements of multi-
colored wooden balls, representing protons, neutrons, and
electrons, that are held in proper relation to one another by
wires or sticks. Economists most often use graphs to illus-
trate their models. By understanding these “pictures,” you
can more readily comprehend economic relationships.
Most of our principles or models explain relationships be-
tween just two sets of economic facts, which can be conve-
niently represented with two-dimensional graphs.

Construction of a Graph
A graph is a visual representation of the relationship be-
tween two variables. The table in Figure 1 is a hypotheti-
cal illustration showing the relationship between income
and consumption for the economy as a whole. Without
even studying economics, we would logically expect that
people would buy more goods and services when their in-
comes go up. Thus, it is not surprising to find in the table
that total consumption in the economy increases as total
income increases.

The information in the table is expressed graphically
in Figure 1. Here is how it is done: We want to show visu-
ally how consumption changes as income changes. We

therefore represent income on the horizontal axis of the
graph and consumption on the vertical axis.

Now we arrange the vertical and horizontal scales of the
graph to reflect the ranges of values of consumption and
income and mark the scales in convenient increments. As
you can see, the values marked on the scales cover all the val-
ues in the table. The increments on both scales are $100.

Because the graph has two dimensions, each point
within it represents an income value and its associated con-
sumption value. To find a point that represents one of the
five income-consumption combinations in the table in
Figure 1, we draw straight lines from the appropriate values
on the vertical and horizontal axes. For example, to plot
point ¢ (the $200 income-$150 consumption point), we draw
straight lines up from the horizontal (income) axis at $200
and across from the vertical (consumption) axis at $150.
These lines intersect at point ¢, which represents this partic-
ular income-consumption combination. You should verify
that the other income-consumption combinations shown in
the table are properly located in the graph in Figure 1.
Finally, by assuming that the same general relationship
between income and consumption prevails for all other
incomes, we draw a line or smooth curve to connect these
points. That line or curve represents the income-consump-
tion relationship.

If the curve is a straight line, as in Figure 1, we say the
relationship is Zinear: (It is permissible, and even customary,
to call straight lines in graphs “curves.”)

FIGURE 1 Graphing the direct relationship between consumption and income. Two sets of data that are positively or
directly related, such as consumption and income, graph as an upsloping line.
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Direct and Inverse Relationships

The line in Figure 1 slopes upward to the right, so it de-
picts a direct relationship between income and consump-
tion. By a direct relationship (or positive relationship) we
mean that two variables—in this case, consumption and
income—change in the sazze direction. An increase in con-
sumption is associated with an increase in income; a de-
crease in consumption accompanies a decrease in income.
When two sets of data are positively or directly related,
they always graph as an upsloping line, as in Figure 1.

In contrast, two sets of data may be inversely related.
Consider the table in Figure 2, which shows the relation-
ship between the price of basketball tickets and game
attendance at Gigantic State University (GSU). Here we
have an inverse relationship (or negative relationship)
because the two variables change in opposite directions.
When ticket prices decrease, attendance increases. When
ticket prices increase, attendance decreases. The six data
points in the table in Figure 2 are plotted in the graph.
Observe that an inverse relationship always graphs as a
downsloping line.

Dependent and
Independent Variables

Although it is not always easy, economists seek to deter-
mine which variable is the “cause” and which is the “effect.”
Or, more formally, they seek the independent variable and
the dependent variable. The independent variable is the
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cause or source; it is the variable that changes first. The
dependent variable is the effect or outcome; it is the vari-
able that changes because of the change in the indepen-
dent variable. As in our income-consumption example,
income generally is the independent variable and con-
sumption the dependent variable. Income causes con-
sumption to be what it is rather than the other way around.
Similarly, ticket prices (set in advance of the season and
printed on the ticket) determine attendance at GSU bas-
ketball games; attendance at games does not determine the
printed ticket prices for those games. Ticket price is the
independent variable and the quantity of tickets purchased
is the dependent variable.

You may recall from your high school courses that math-
ematicians put the independent variable (cause) on the hori-
zontal axis and the dependent variable (effect) on the vertical
axis. Economists are less tidy; their graphing of independent
and dependent variables is more arbitrary. Their conven-
tional graphing of the income-consumption relationship is
consistent with mathematical presentation, but economists
put price and cost data on the vertical axis. Hence, econo-
mists’ graphing of GSU’s ticket price—attendance data differs
from normal mathematical procedure. This does not present
a problem, but we want you to be aware of this fact to avoid
possible confusion.

Other Things Equal

Our simple two-variable graphs purposely ignore many
other factors that might affect the amount of consump-

FIGURE 2 Graphing the inverse relationship between ticket prices and game attendance. Two sets of data that are
negatively or inversely related, such as ticket price and the attendance at basketball games, graph as a downsloping line.
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tion occurring at each income level or the number of
people who attend GSU basketball games at each possible
ticket price. When economists plot the relationship be-
tween any two variables, they employ the ceteris paribus
(other-things-equal) assumption. Thus, in Figure 1 all
factors other than income that might affect the amount of
consumption are presumed to be constant or unchanged.
Similarly, in Figure 2 all factors other than ticket price
that might influence attendance at GSU basketball games
are assumed constant. In reality, “other things” are not
equal; they often change, and when they do, the relation-
ship represented in our two tables and graphs will change.
Specifically, the lines we have plotted would shift to new
locations.

Consider a stock market “crash.” The dramatic drop
in the value of stocks might cause people to feel less
wealthy and therefore less willing to consume at each
level of income. The result might be a downward shift of
the consumption line. To see this, you should plot a new
consumption line in Figure 1, assuming that consump-
tion is, say, $20 less at each income level. Note that the
relationship remains direct; the line merely shifts down-
ward to reflect less consumption spending at each income
level.

Similarly, factors other than ticket prices might affect
GSU game attendance. If GSU loses most of its games,
attendance at GSU games might be less at each ticket
price. To see this, redraw Figure 2 assuming that 2000
fewer fans attend GSU games at each ticket price. (Key
Appendix Question 2)

Slope of a Line

Lines can be described in terms of their slopes. The slope
of a straight line is the ratio of the vertical change (the
rise or drop) to the horizontal change (the run) between
any two points of the line.

Positive Slope Between point 4 and point ¢ in Figure
1, the rise or vertical change (the change in consumption)
is +$50 and the run or horizontal change (the change in
income) is +$100. Therefore:

vertical change

—+50 _1_ 5

Sl = =_1o0
ope horizontal change +100 2

Note that our slope of } or .5 is positive because con-
sumption and income change in the same direction; that
is, consumption and income are directly or positively
related.

The slope of .5 tells us there will be a $1 increase in
consumption for every $2 increase in income. Similarly, it

indicates that for every $2 decrease in income there will be
a $1 decrease in consumption.

Negative Slope Between any two of the identified
points in Figure 2, say, point ¢ and point d, the vertical
change is —10 (the drop) and the horizontal change is +4
(the run). Therefore:

vertical change ~10
lope = =
Slope horizontal change ~ +4
=l
2 > 2.5

This slope is negative because ticket price and attendance
have an inverse relationship.

Note that on the horizontal axis attendance is stated in
thousands of people. So the slope of —10/+4 or —2.5
means that lowering the price by $10 will increase atten-
dance by 4000 people. This is the same as saying that a
$2.50 price reduction will increase attendance by 1000
persons.

Slopes and Measurement Units The slope of
a line will be affected by the choice of units for either vari-
able. If, in our ticket price illustration, we had chosen to
measure attendance in individual people, our horizontal
change would have been 4000 and the slope would have
been

—10 -1

+4000 — +400 = 002

Slope =

The slope depends on the way the relevant variables are
measured.

Slopes and Marginal Analysis Recall that eco-
nomics is largely concerned with changes from the status
quo. The concept of slope is important in economics be-
cause it reflects marginal changes—those involving 1 more
(or 1 less) unit. For example, in Figure 1 the .5 slope shows
that $.50 of extra or marginal consumption is associated
with each $1 change in income. In this example, people
collectively will consume $.50 of any $1 increase in their
incomes and reduce their consumption by $.50 for each $1
decline in income.

Infinite and Zero Slopes Many variables are unre-
lated or independent of one another. For example, the quan-
tity of wristwatches purchased is not related to the price of
bananas. In Figure 3a we represent the price of bananas on
the vertical axis and the quantity of watches demanded on
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Slope =
infinite

Slope = zero

FIGURE 3 Infinite and zero slopes. (a) A line parallel
to the vertical axis has an infinite slope. Here, purchases of
watches remain the same no matter what happens to the price
of bananas. (b) A line parallel to the horizontal axis has a slope of
zero. In this case, consumption remains the same no matter what
happens to the divorce rate. In both (a) and (b), the two variables
are totally unrelated to one another.

Price of bananas
Consumption

Purchases of watches 0

@ (b)

the horizontal axis. The graph of their relationship is the line
parallel to the vertical axis, indicating that the same quantity
of watches is purchased no matter what the price of bananas.
The slope of such a line is infinite.

Similarly, aggregate consumption is completely unre-
lated to the nation’s divorce rate. In Figure 3b we put con-
sumption on the vertical axis and the divorce rate on the
horizontal axis. The line parallel to the horizontal axis repre-
sents this lack of relatedness. This line has a slope of zero.

Vertical Intercept

A line can be located on a graph (without plotting points)
if we know its slope and its vertical intercept. The verti-
cal intercept of a line is the point where the line meets
the vertical axis. In Figure 1 the intercept is $50. This
intercept means that if current income were zero, con-
sumers would still spend $50. They might do this through
borrowing or by selling some of their assets. Similarly, the
$50 vertical intercept in Figure 2 shows that ata $50 tick-
et price, GSU’s basketball team would be playing in an
empty arena.

Equation of a Linear Relationship

If we know the vertical intercept and slope, we can de-
scribe a line succinctly in equation form. In its general
form, the equation of a straight line is

y=a+bx

where y = dependent variable
a = vertical intercept
b = slope of line
x = independent variable

For our income-consumption example, if C represents
consumption (the dependent variable) and Y represents
income (the independent variable), we can write C = 2 + bY.

Divorce rate

By substituting the known values of the intercept and the
slope, we get

C=50+.57

This equation also allows us to determine the amount of
consumption C at any specific level of income. You should
use it to confirm that at the $250 income level, consump-
tion is $175.

When economists reverse mathematical convention
by putting the independent variable on the vertical axis and
the dependent variable on the horizontal axis, then y stands
for the independent variable, rather than the dependent
variable in the general form. We noted previously that this
case is relevant for our GSU ticket price-attendance data.
If P represents the ticket price (independent variable) and
Q represents attendance (dependent variable), their rela-
tionship is given by

P=50-2.50Q

where the vertical intercept is 50 and the negative slope is
—23, or —2.5. Knowing the value of P lets us solve for Q,
our dependent variable. You should use this equation to
predict GSU ticket sales when the ticket price is $15. (Key
Appendix Question 3)

Slope of a Nonlinear Curve

We now move from the simple world of linear relation-
ships (straight lines) to the more complex world of nonlinear
relationships. The slope of a straight line is the same at all
its points. The slope of a line representing a nonlinear re-
lationship changes from one point to another. Such lines
are always referred to as curves.

Consider the downsloping curve in Figure 4. Its slope is
negative throughout, but the curve flattens as we move down
along it. Thus, its slope constantly changes; the curve has a
different slope at each point.
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To measure the slope at a specific point, we draw a
straight line tangent to the curve at that point. A line is
tangent at a point if it touches, but does not intersect, the
curve at that point. Thus line 44 is tangent to the curve in
Figure 4 at point A. The slope of the curve at that point is

equal to the slope of the
tangent line. Specifically,
the total vertical change
G113
Curves and slopes

(drop) in the tangent line
aa is —20 and the total
horizontal change (run)
is +5. Because the slope of the tangent line a4 is —20/+5,
or —4, the slope of the curve at point A is also —4.

Line bb in Figure 4 is tangent to the curve at point B.
Following the same procedure, we find the slope at B to be
—5/415, or —1. Thus, in this flatter part of the curve, the
slope is less negative. (Key Appendix Question 7)

Appendix Summary

1. Graphs are a convenient and revealing way to represent eco-
nomic relationships.

2. Two variables are positively or directly related when their
values change in the same direction. The line (curve) repre-
senting two directly related variables slopes upward.

3. Two variables are negatively or inversely related when their
values change in opposite directions. The curve represent-
ing two inversely related variables slopes downward.

4. The value of the dependent variable (the “effect”) is deter-
mined by the value of the independent variable (the
“cause”).

5. When the “other factors” that might affect a two-variable
relationship are allowed to change, the graph of the rela-
tionship will likely shift to a new location.

Appendix Terms and Concepts

horizontal axis inverse relationship
vertical axis

direct relationship dependent variable

independent variable

10.

FIGURE 4 Determining the slopes of curves.

The slope of a nonlinear curve changes from point to point on
the curve. The slope at any point (say, B) can be determined by
drawing a straight line that is tangent to that point (line bb) and
calculating the slope of that line.

20

The slope of a straight line is the ratio of the vertical change
to the horizontal change between any two points. The slope
of an upsloping line is positive; the slope of a downsloping
line is negative.

The slope of a line or curve depends on the units used in
measuring the variables. Itis especially relevant for econom-
ics because it measures marginal changes.

The slope of a horizontal line is zero; the slope of a vertical
line is infinite.

The vertical intercept and slope of a line determine its loca-
tion; they are used in expressing the line—and the relation-
ship between the two variables—as an equation.

The slope of a curve at any point is determined by calculating
the slope of a straight line tangent to the curve at that point.

slope of a straight line

vertical intercept



Appendix Study Questions

1. Briefly explain the use of graphs as a way to represent eco-

nomic relationships. What is an inverse relationship? How
does it graph? What is a direct relationship? How does it
graph? Graph and explain the relationships you would ex-
pect to find between (#) the number of inches of rainfall per
month and the sale of umbrellas, () the amount of tuition
and the level of enrollment at a university, and (c) the popu-
larity of an entertainer and the price of her concert tickets.

In each case cite and explain how variables other than
those specifically mentioned might upset the expected re-
lationship. Is your graph in previous part 4 consistent with
the fact that, historically, enrollments and tuition have both
increased? If not, explain any difference. LO6

. KEY APPENDIX QUESTION Indicate how each of the fol-

lowing might affect the data shown in the table and graph in

Figure 2 of this appendix: LO6

a. GSU’ athletic director schedules higher-quality
opponents.

b. An NBA team locates in the city where GSU plays.

c. GSU contracts to have all its home games televised.

. KEY APPENDIX QUESTION The following table contains
data on the relationship between saving and income. Re-
arrange these data into a meaningful order and graph them
on the accompanying grid. What is the slope of the line?
The vertical intercept? Interpret the meaning of both the
slope and the intercept. Write the equation that represents
this line. What would you predict saving to be at the $12,500
level of income? LOG6

Income per Year Saving per Year

$15,000 $1,000

0 -500

10,000 500

5,000 0

20,000 1,500
$1500

Question 3
1000
!&O
E 500
0
$5 10 15 20
Income (thousands)

-500
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4. Construct a table from the data shown on the graph below.

Which is the dependent variable and which the independent
variable? Summarize the data in equation form. LO6

Question 4

100
8 80
)
&
g 60
a
S
g 40
w

20

0 2 4 6 8 10

Study time (hours)

5. Suppose that when the interest rate on loans is 16 percent,

businesses find it unprofitable to invest in machinery and
equipment. However, when the interest rate is 14 percent,
$5 billion worth of investment is profitable. At 12 percent
interest, a total of $10 billion of investment is profitable.
Similarly, total investment increases by $5 billion for each
successive 2-percentage-point decline in the interest rate.
Describe the relevant relationship between the interest rate
and investment in words, in a table, on a graph, and as an
equation. Put the interest rate on the vertical axis and in-
vestment on the horizontal axis. In your equation use the
form i = a + b, where i is the interest rate, # is the vertical
intercept, & is the slope of the line (which is negative), and I
is the level of investment. Comment on the advantages and
disadvantages of the verbal, tabular, graphical, and equation
forms of description. LO6

. Suppose that C = 2 + bY, where C = consumption, # = con-

sumption at zero income, & = slope, and ¥ = income. LO6

a. Are C and Y positively related or are they negatively
related?

b. If graphed, would the curve for this equation slope up-
ward or slope downward?

c. Are the variables C and 1 inversely related or directly
related?

d. What is the value of Cif 2 = 10,5 = .50, and ¥ = 200?

e. What s the value of Y'if C = 100, 2 = 10, and b = .25?
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7. KEY APPENDIX QUESTION The accompanying graph
shows curve XX’ and tangents at points A, B, and C. Calcu-
late the slope of the curve at these three points. LO6

50 (12,50) ,a’ <c’'\ (16,50)
/ i \
40 b b’
30
(2, 10)
20
/ (26, 10)
10 a c
X X'
Question 7
0 2 4 6 8 10 12 14 16 18 20 22 24 26 28

8. In the accompanying graph, is the slope of curve 44" posi-
tive or negative? Does the slope increase or decrease as we
move along the curve from A to A’? Answer the same two
questions for curve BB'. LO6

o

Question 8




INTHIS CHAPTERYOU WILL LEARN:

I The difference between a command system and
a market system.

2 The main characteristics of the market system.

3 How the market system decides what to produce,
how to produce it, and who obtains it.

4 How the market system adjusts to change and
promotes progress.

5 The mechanics of the circular flow model.

The Market System and
the Circular Flow

You are at the mall. Suppose you were assigned to compile a list of all the individual goods and services
there, including the different brands and variations of each type of product. That task would be daunt-
ing and the list would be long! And even though a single shopping mall contains a remarkable quantity

and variety of goods, it is only a tiny part of the national economy.

Who decided that the particular goods and services available at the mall and in the broader econ-
omy should be produced? How did the producers determine which technology and types of resources
to use in producing these particular goods? Who will obtain these products? What accounts for the
new and improved products among these goods? This chapter will answer these and related
questions.
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Economic Systems

Every society needs to develop an economic system—a
particular set of institutional arrangements and a coordi-
nating mechanism—to respond to the economizing prob-
lem. The economic system has to determine what goods
are produced, how they are produced, who gets them, how
to accommodate change, and how to promote technological
progress.

Economic systems differ as to (1) who owns the factors
of production and (2) the method used to motivate, coordi-
nate, and direct economic activity. Economic systems have
two polar extremes: the command system and the market
system.

The Command System

The command system is also known as socialism or com-
munism. In that system, government owns most property
resources and economic decision making occurs through a
central economic plan. A central planning board appoint-
ed by the government makes nearly all the major decisions
concerning the use of resources, the composition and dis-
tribution of output, and the organization of production.
The government owns most of the business firms, which
produce according to government directives. The central
planning board determines production goals for each en-
terprise and specifies the amount of resources to be allo-
cated to each enterprise so that it can reach its production
goals. The division of output between capital and consum-
er goods is centrally decided, and capital goods are allo-
cated among industries on the basis of the central planning
board’s long-term priorities.

A pure command economy would rely exclusively on a
central plan to allocate the government-owned property
resources. But, in reality, even the preeminent command
economy—the Soviet Union—tolerated some private own-
ership and incorporated some markets before its collapse in
1992. Recent reforms in Russia and most of the eastern
European nations have to one degree or another trans-
formed their command economies to capitalistic, market-
oriented systems. China’s reforms have not gone as far, but
they have greatly reduced the reliance on central planning.
Although government ownership of resources and capital
in China is still extensive, the nation has increasingly relied
on free markets to organize and coordinate its economy.
North Korea and Cuba are the last prominent remaining
examples of largely centrally planned economies. Other
countries using mainly the command system include
Turkmenistan, Laos, Belarus, Libya, Myanmar, and Iran.
Later in this chapter, we will explore the main reasons for
the general demise of the command systems.

The Market System

"The polar alternative to the command system is the mar-
ket system, or capitalism. The system is characterized by
the private ownership of resources and the use of markets
and prices to coordinate and direct economic activity.
Participants act in their own self-interest. Individuals and
businesses seek to achieve their economic goals through
their own decisions regarding work, consumption, or
production. The system allows for the private ownership
of capital, communicates through prices, and coordinates
economic activity through markets—places where buyers
and sellers come together. Goods and services are produced
and resources are supplied by whoever is willing and able
to do so. The result is competition among independently
acting buyers and sellers of each product and resource.
Thus, economic decision making is widely dispersed. Also,
the high potential monetary rewards create powerful in-
centives for existing firms to innovate and entrepreneurs
to pioneer new products and processes.

In  pure capitalism—or /laissez-faire capitalism—
government’s role would be limited to protecting private

property and establishing

an environment appro-

o2l priate to the operation of

Laissez-faire the market system. The

term “laissez-faire” means

“let it be,” that is, keep government from interfering with

the economy. The idea is that such interference will disturb
the efficient working of the market system.

But in the capitalism practiced in the United States
and most other countries, government plays a substantial
role in the economy. It not only provides the rules for eco-
nomic activity but also promotes economic stability and
growth, provides certain goods and services that would
otherwise be underproduced or not produced at all, and
modifies the distribution of income. The government,
however, is not the dominant economic force in deciding
what to produce, how to produce it, and who will get it.
"That force is the market.

Characteristics of the
Market System

An examination of some of the key features of the market
system in detail will be very instructive.

Private Property

In a market system, private individuals and firms, not the
government, own most of the property resources (land and
capital). It is this extensive private ownership of capital



that gives capitalism its name. This right of private prop-
erty, coupled with the freedom to negotiate binding legal
contracts, enables individuals and businesses to obtain,
use, and dispose of property resources as they see fit. The
right of property owners to designate who will receive
their property when they die helps sustain the institution
of private property.

Property rights encourage investment, innovation,
exchange, maintenance of property, and economic growth.
Nobody would stock a store, build a factory, or clear land
for farming if someone else, or the government itself,
could take that property for his or her own benefit.

Property rights also extend to intellectual property
through patents, copyrights, and trademarks. Such long-
term protection encourages people to write books, music,
and computer programs and to invent new products and
production processes without fear that others will steal
them and the rewards they may bring.

Moreover, property rights facilitate exchange. The
title to an automobile or the deed to a cattle ranch assures
the buyer that the seller is the legitimate owner. Also,
property rights encourage owners to maintain or improve
their property so as to preserve or increase its value.
Finally, property rights enable people to use their time and
resources to produce more goods and services, rather than
using them to protect and retain the property they have
already produced or acquired.

Freedom of Enterprise and Choice
Closely related to private ownership of property is
freedom of enterprise and choice. The market system
requires that various economic units make certain choices,
which are expressed and implemented in the economy’s
markets:

* Freedom of enterprise ensures that entrepreneurs
and private businesses are free to obtain and use
economic resources to produce their choice of goods
and services and to sell them in their chosen markets.

* Freedom of choice enables owners to employ or
dispose of their property and money as they see fit.
It also allows workers to try to enter any line of work
for which they are qualified. Finally, it ensures that
consumers are free to buy the goods and services that
best satisty their wants and that their budgets allow.
These choices are free only within broad legal limita-

tions, of course. Illegal choices such as selling human
organs or buying illicit drugs are punished through fines
and imprisonment. (Global Perspective 2.1 reveals that the
degree of economic freedom varies greatly from economy
to economy.)
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Self-Interest
In the market system, self-interest is the motivating force
of the various economic units as they express their free
choices. Self-interest simply means that each economic
unit tries to achieve its
own particular  goal,
022 which usually requires
T — delivering something of
value to others. Entre-
preneurs try to maximize profit or minimize loss. Property
owners try to get the highest price for the sale or rent of
their resources. Workers try to maximize their utility (sat-
isfaction) by finding jobs that offer the best combination
of wages, hours, fringe benefits, and working conditions.
Consumers try to obtain the products they want at the

GLOBAL PERSPECTIVE 2.1

Index of Economic Freedom, Selected
Economies

The Index of Economic Freedom measures economic freedom
using 10 broad categories such as trade policy,property rights,and
government intervention, with each category containing more
than 50 specific criteria. The index then ranks 157 economies
according to their degree of economic freedom.A few selected
rankings for 2008 are listed below.

FREE
| Hong Kong
3 Ireland
5 United States
MOSTLY FREE
20 Belgium
31 Spain

48 France

MOSTLY UNFREE

REPRESSED

Source: Used by permission of The Heritage Foundation (www.heritage.org)
and The Wall Street Journal.


http://www.heritage.org
http://www.heritage.org
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lowest possible price and apportion their expenditures to
maximize their utility. The motive of self-interest gives
direction and consistency to what might otherwise be a
chaotic economy.

Competition

The market system depends on competition among eco-
nomic units. The basis of this competition is freedom of
choice exercised in pursuit of a monetary return. Very
broadly defined, competition requires

"Two or more buyers and two or more sellers acting

independently in a particular product or resource

market. (Usually there are many more than two
buyers or sellers.)

Freedom of sellers and buyers to enter or leave

markets, on the basis of their economic self-interest.

Competition among buyers and sellers diffuses eco-
nomic power within the businesses and households that
make up the economy. When there are many buyers and
sellers acting independently in a market, no single buyer
or seller can dictate the price of the product or resource
because others can undercut that price.

Competition also implies that producers can enter or
leave an industry; no insurmountable barriers prevent an
industry’s expanding or contracting. This freedom of an
industry to expand or contract provides the economy with
the flexibility needed to remain efficient over time. Freedom
of entry and exit enables the economy to adjust to changes
in consumer tastes, technology, and resource availability.

The diffusion of economic power inherent in compe-
tition limits the potential abuse of that power. A producer
that charges more than the competitive market price will
lose sales to other producers. An employer who pays less
than the competitive market wage rate will lose workers to
other employers. A firm that fails to exploit new technol-
ogy will lose profits to firms that do. Competition is the
basic regulatory force in the market system.

Markets and Prices

We may wonder why an economy based on self-interest
does not collapse in chaos. If consumers want breakfast
cereal but businesses choose to produce running shoes and
resource suppliers decide to make computer software, pro-
duction would seem to be deadlocked by the apparent in-
consistencies of free choices.

In reality, the millions of decisions made by house-
holds and businesses are highly coordinated with one
another by markets and prices, which are key components
of the market system. They give the system its ability to
coordinate millions of daily economic decisions. A market

isaninstitution or mechanism thatbrings buyers (“demand-
ers”) and sellers (“suppliers”) into contact. A market sys-
tem conveys the decisions made by buyers and sellers of
products and resources. The decisions made on each side
of the market determine a set of product and resource
prices that guide resource owners, entrepreneurs, and con-
sumers as they make and revise their choices and pursue
their self-interest.

Just as competition is the regulatory mechanism of the
market system, the market system itself is the organizing
and coordinating mechanism. It is an elaborate communi-
cation network through which innumerable individual free
choices are recorded, summarized, and balanced. Those
who respond to market signals and heed market dictates
are rewarded with greater profit and income; those who do
not respond to those signals and choose to ignore market
dictates are penalized. Through this mechanism society
decides what the economy should produce, how produc-
tion can be organized efficiently, and how the fruits of pro-
duction are to be distributed among the various units that
make up the economy.

QUICK REVIEW 2.1

® The market system rests on the private ownership of
property and on freedom of enterprise and freedom of choice.

¢ The market system permits consumers, resource suppliers,
and businesses to pursue and further their self-interest.

* Competition diffuses economic power and limits the actions
of any single seller or buyer.

® The coordinating mechanism of capitalism is a system of
markets and prices.

Technology and Capital Goods
In the market system, competition, freedom of choice, self-
interest, and personal reward provide the opportunity and
motivation for technological advance. The monetary rewards
for new products or production techniques accrue directly to
the innovator. The market system therefore encourages ex-
tensive use and rapid development of complex capital goods:
tools, machinery, large-scale factories, and facilities for stor-
age, communication, transportation, and marketing.
Advanced technology and capital goods are important
because the most direct methods of production are often the
least efficient. The only way to avoid that inefficiency is to
rely on capital goods. It would be ridiculous for a farmer to
go at production with bare hands. There are huge benefits
to be derived from creating and using such capital equip-
ment as plows, tractors, and storage bins. The more efficient
production means much more abundant output.



Specialization

The extent to which market economies rely on specializa-
tion is extraordinary. Specialization is the use of resources of
an individual, firm, region, or nation to produce one or a few
goods or services rather than the entire range of goods and
services. Those goods and services are then exchanged for a
full range of desired products. The majority of consumers
produce virtually none of the goods and services they con-
sume, and they consume little or nothing of the items they
produce. The person working nine to five installing windows
in commercial aircraft may rarely fly. Many farmers sell their
milk to the local dairy and then buy margarine at the local
grocery store. Society learned long ago that self-sufficiency
breeds inefficiency. The jack-of-all-trades may be a very col-
orful individual but is certainly not an efficient producer.

Division of Labor Human specialization—called
the division of labor—contributes to a society’s output in
several ways:
Specialization makes use of differences in ability.
Specialization enables individuals to take advantage
of existing differences in their abilities and skills. If
Peyton is strong, athletic, and good at throwing a
football and Beyonce is
beautiful, agile, and can
023 sing, their distribution
Specialization: division of labor of talents can be most
efficiently used if Peyton
plays professional football and Beyonce records songs
and gives concerts.
Specialization fosters learning by doing. Even if the
abilities of two people are identical, specialization
may still be advantageous. By devoting time to a
single task, a person is more likely to develop the
skills required and to improve techniques than by
working at a number of different tasks. You learn to
be a good lawyer by studying and practicing law.
Specialization saves time. By devoting time to a
single task, a person avoids the loss of time incurred
in shifting from one job to another. Also, time is
saved by not “fumbling around” with a task that one
is not trained to do.

For all these reasons, specialization increases the total
output society derives from limited resources.

Geographic Specialization Specialization also
works on a regional and international basis. It is conceiv-
able that oranges could be grown in Nebraska, but because
of the unsuitability of the land, rainfall, and tempera-
ture, the costs would be very high. And it is conceivable
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that wheat could be grown in Florida, but such produc-
tion would be costly for similar geographical reasons. So
Nebraskans produce products—wheat in particular—for
which their resources are best suited, and Floridians do the
same, producing oranges and other citrus fruits. By special-
izing, both economies produce more than is needed locally.
Then, very sensibly, Nebraskans and Floridians swap some
of their surpluses—wheat for oranges, oranges for wheat.

Similarly, on an international scale, the United States
specializes in producing such items as commercial aircraft
and computers, which it sells abroad in exchange for video
recorders from Japan, bananas from Honduras, and woven
baskets from Thailand. Both human specialization and
geographic specialization are needed to achieve efficiency
in the use of limited resources.

Use of Money
A rather obvious characteristic of any economic system is
the extensive use of money. Money performs several func-
tions, but first and foremost it is a medium of exchange.
It makes trade easier.

Specialization requires exchange. Exchange can, and
sometimes does, occur through barter—swapping goods
for goods, say, wheat for oranges. But barter poses serious
problems because it requires a coincidence of wants between
the buyer and the seller. In our example, we assumed that
Nebraskans had excess wheat to trade and wanted oranges.
And we assumed that Floridians had excess oranges to trade
and wanted wheat. So an exchange occurred. But if such a
coincidence of wants is missing, trade is stymied.

Suppose that Nebraska has no interest in Florida’s
oranges but wants potatoes from Idaho. And suppose that
Idaho wants Florida’s oranges but not Nebraska’s wheat.
And, to complicate matters, suppose that Florida wants
some of Nebraska’s wheat but none of Idaho’s potatoes. We
summarize the situation in Figure 2.1.

In none of the cases shown in the figure is there a coin-
cidence of wants. Trade by barter clearly would be difficult.
Instead, people in each state use money, which is simply a
convenient social invention to facilitate exchanges of goods
and services. Historically, people have used cattle, cigarettes,
shells, stones, pieces of metal, and many other commodities,
with varying degrees of success, as a medium of exchange.
But to serve as money, an item needs to pass only one test: It
must be generally acceptable to sellers in exchange for their
goods and services. Money is socially defined; whatever
society accepts as a medium of exchange is money.

Today, most economies use pieces of paper as money.
The use of paper dollars (currency) as a medium of exchange
is what enables Nebraska, Florida, and Idaho to overcome
their trade stalemate, as demonstrated in Figure 2.1.
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FIGURE 2.1 Money facilitates trade when wants do not coincide. The use of money as a medium of
exchange permits trade to be accomplished despite a noncoincidence of wants. (1) Nebraska trades the wheat that Florida
wants for money from Floridians; (2) Nebraska trades the money it receives from Florida for the potatoes it wants from Idaho;
(3) Idaho trades the money it receives from Nebraska for the oranges it wants from Florida.

NEBRASKA
Has surplus of

Wants potatoes.

wheat.

FLORIDA
Has surplus of

N\

Wants wheat.

(3) Oranges

oranges. (3) Money

-

IDAHO
Has surplus of
potatoes.
Wants oranges.

On a global basis different nations have different cur-
rencies, and that complicates specialization and exchange.
But markets in which currencies are bought and sold make
it possible for U.S. residents, Japanese, Germans, Britons,
and Mexicans, through the swapping of dollars, yen, euros,
pounds, and pesos, one for another, to exchange goods and
service without resorting to barter.

Active, but Limited, Government

An active, but limited, government is the final characteris-
tic of market systems in modern advanced industrial econ-
omies. Although a market system promotes a high degree
of efficiency in the use of its resources, it has certain inher-
ent shortcomings, called “market failures.” We will dis-
cover in subsequent chapters that government can increase
the overall effectiveness of the economic system in several
ways.

QUICK REVIEW 2.2

® The market systems of modern industrial economies are
characterized by extensive use of technologically advanced
capital goods. Such goods help these economies achieve
greater efficiency in production.

* Specialization is extensive in market systems; it enhances
efficiency and output by enabling individuals, regions, and
nations to produce the goods and services for which their
resources are best suited.

® The use of money in market systems facilitates the exchange
of goods and services that specialization requires.

Five Fundamental Questions

The key features of the market system help explain how
market economies respond to five fundamental questions:

* What goods and services will be produced?

* How will the goods and services be produced?

* Who will get the goods and services?

* How will the system accommodate change?

* How will the system promote progress?
These five questions highlight the economic choices
underlying the production possibilities curve discussed in
Chapter 1. They reflect the reality of scarce resources in a
world of unlimited wants. All economies, whether market
or command, must address these five questions.

What Will Be Produced?

How will a market system decide on the specific types and
quantities of goods to be produced? The simple answer is
this: The goods and services produced at a continuing
profit will be produced, and those produced at a continu-
ing loss will not. Profits and losses are the difference be-
tween the total revenue (TR) a firm receives from the sale
of its products and the total opportunity cost (T'C) of pro-
ducing those products. (For economists, economic costs
include not only wage and salary payments to labor, and
interest and rental payments for capital and land, but also
payments to the entrepreneur for organizing and com-
bining the other resources to produce a commodity.)
Continuing economic profit (TR > TC) in an industry
results in expanded production and the movement of



resources toward that industry. Existing firms grow and
new firms enter. The industry expands. Continuing losses
(TC > TR) in an industry leads to reduced production and
the exit of resources from that industry. Some existing firms
shrink in size; others go out of business. The industry con-
tracts. In the market system, consumers are sovereign (in
command). Consumer sovereignty is crucial in determin-
ing the types and quantities of goods produced. Consumers
spend their income on the goods they are most willing and
able to buy. Through these “dollar votes” they register
their wants in the market. If the dollar votes for a certain
product are great enough to create a profit, businesses will
produce that product and offer it for sale. In contrast, if the
dollar votes do not create sufficient revenues to cover costs,
businesses will not produce the product. So the consumers
are sovereign. They collectively direct resources to indus-

CONSIDERTHIS . ..

McHits and
McMisses

McDonald’s has introduced
several new menu items over
the decades. Some have been
profitable “hits,” while others
have been “misses.” Ultimately,
consumers decide whether a
menu item is profitable and
therefore whether it stays on
the McDonald’s menu.

Hulaburger (1962)—McMiss
Filet-O-Fish (1963)—McHit
Strawberry shortcake (1966)—McMiss
Big Mac (1968)—McHit

Hot apple pie (1968)—McHit

Egg McMuffin (1975)—McHit
Drive-thru (1975)—McHit

Chicken McNuggets (1983)—McHit
Extra Value Meal (1991)—McHit
McLean Deluxe (1991)—McMiss
Arch Deluxe (1996)—McMiss
55-cent special (1997)—McMiss

Big Xtra (1999)—McHit

Source: “Polishing the Golden Arches,” Forbes, June 15, 1998, pp. 4243,
updated.
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tries that are meeting consumer wants and away from
industries that are not meeting consumer wants.

The dollar votes of consumers determine not only
which industries will continue to exist but also which prod-
ucts will survive or fail. Only profitable industries, firms,
and products survive. So firms are not as free to produce
whatever products they wish as one might otherwise think.
Consumers’ buying decisions make the production of some
products profitable and the production of other products
unprofitable, thus restricting the choice of businesses in
deciding what to produce. Businesses must match their
production choices with consumer choices or else face
losses and eventual bankruptcy.

The same holds true for resource suppliers. The
employment of resources derives from the sale of the goods
and services that the resources help produce. Autoworkers
are employed because automobiles are sold. There are few
remaining professors of early Latin because there are few
people desiring to learn the Latin language. Resource
suppliers, desiring to earn income, are not truly free to
allocate their resources to the production of goods that
consumers do not value highly. Consumers register their
preferences in the market; producers and resource suppli-
ers, prompted by their own self-interest, respond appropri-
ately. (Key Question 8)

How Will the Goods and Services
Be Produced?

What combinations of resources and technologies will be
used to produce goods and services? How will the produc-
tion be organized? The answer: In combinations and ways
that minimize the cost per unit of output. Because com-
petition eliminates high-cost producers, profitability re-
quires that firms produce their output at minimum cost
per unit. Achieving this least-cost production necessitates,
for example, that firms use the right mix of labor and cap-
ital, given the prices and productivity of those resources. It
also means locating production facilities optimally to hold
down production and transportation expenses.

Least-cost production also means that firms must
employ the most economically efficient technique of pro-
duction in producing their output. The most efficient
production technique depends on

The available technology, that is, the various

combinations of resources that will produce the

desired results.

The prices of the needed resources.

A technique that requires just a few inputs of resources to
produce a specific output may be highly inefficient eco-
nomically if those resources are valued very highly in the
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Three Techniques for Producing $15 Worth of Bar Soap

Units of Resource

Price per Unit Technique | Technique 2 Technique 3
Resource of Resource Units Cost Units Cost Units Cost
Labor $2 4 $8 2 $4 | $2
Land | | | 3 3 4 4
Capital 3 | 3 | 3 2 6
Entrepreneurial ability 3 | 3 | 3 | 3
Total cost of $15 worth of bar soap $15 $13 $15

market. Economic efficiency requires obtaining a particular
output of product with the least input of scarce resources,
when both output and resource inputs are measured in
dollars and cents. The combination of resources that will
produce, say, $15 worth of bathroom soap at the lowest
possible cost is the most efficient.

Suppose there are three possible techniques for pro-
ducing the desired $15 worth of bars of soap. Suppose also
that the quantity of each resource required by each produc-
tion technique and the prices of the required resources are
as shown in Table 2.1. By multiplying the required quanti-
ties of each resource by its price in each of the three tech-
niques, we can determine the total cost of producing $15
worth of soap by means of each technique.

"Technique 2 is economically the most efficient, because
itis the least costly. It enables society to obtain $15 worth of

output by using a smaller

amount of resources—

W 2.1 $13 worth—than the $15

Least-cost production worth required by the

two other techniques.

Competition will dictate that producers use technique 2.

Thus, the question of how goods will be produced is
answered. They will be produced in a least-cost way.

A change in either technology or resource prices, how-
ever, may cause a firm to shift from the technology it is
using. If the price of labor falls to $.50, technique 1
becomes more desirable than technique 2. Firms will find
they can lower their costs by shifting to a technology that
uses more of the resource whose price has fallen. Exercise:
Would a new technique involving 1 unit of labor, 4 of
land, 1 of capital, and 1 of entrepreneurial ability be pref-
erable to the techniques listed in Table 2.1, assuming the
resource prices shown there? (Key Question 9)

Who Will Get the Output?

The market system enters the picture in two ways when
determining the distribution of total output. Generally, any
product will be distributed to consumers on the basis of

their ability and willingness to pay its existing market price.
If the price of some product, say, a small sailboat, is $3000,
then buyers who are willing and able to pay that price will
“sail, sail away.” Consumers who are unwilling or unable to
pay the price will be “sitting on the dock of the bay.”

The ability to pay the prices for sailboats and other
products depends on the amount of income that consum-
ers have, along with the prices of, and preferences for, var-
ious goods. If consumers have sufficient income and want
to spend their money on a particular good, they can have
it. And the amount of income they have depends on (1) the
quantities of the property and human resources they sup-
ply and (2) the prices those resources command in the
resource market. Resource prices (wages, interest, rent,
profit) are crucial in determining the size of each person’s
income and therefore each person’s ability to buy part of
the economy’s output. If a lawyer earning $200 an hour
and a recreational worker earning $10 an hour both work
the same number of hours each year, the lawyer will be
able to take possession of 20 times as much of society’s
output as the recreational worker that year.

How Will the System

Accommodate Change?
Market systems are dynamic: Consumer preferences, tech-
nology, and supplies of resources all change. This means
that the particular allocation of resources that is now the
most efficient for a specific pattern of consumer tastes,
range of technological alternatives, and amount of avail-
able resources will become obsolete and inefficient as con-
sumer preferences change, new techniques of production
are discovered, and resource supplies change over time.
Can the market economy adjust to such changes?
Suppose consumer tastes change. For instance, assume
that consumers decide they want more fruit juice and less
milk than the economy currently provides. Those changes
in consumer tastes will be communicated to producers
through an increase in spending on fruit and a decline in



spending on milk. Other things equal, prices and profits in
the fruit juice industry will rise and those in the milk indus-
try will fall. Self-interest will induce existing competitors
to expand output and entice new competitors to enter the
prosperous fruit industry and will in time force firms to
scale down—or even exit—the depressed milk industry.

The higher prices and greater economic profit in the
fruit-juice industry will not only induce that industry to
expand but will also give it the revenue needed to obtain
the resources essential to its growth. Higher prices and
profits will permit fruit producers to attract more resources
from less urgent alternative uses. The reverse occurs in the
milk industry, where fewer workers and other resources are
employed. These adjustments in the economy are appro-
priate responses to the changes in consumer tastes. This is
consumer sovereignty at work.

The market system is a gigantic communications
system. Through changes in prices and profits, it communi-
cates changes in such basic matters as consumer tastes and
elicits appropriate responses from businesses and resource
suppliers. By affecting price and profits, changes in con-
sumer tastes direct the expansion of some industries and the
contraction of others. Those adjustments are conveyed to
the resource market. As expanding industries employ more
resources and contracting industries employ fewer, the
resulting changes in resource prices (wages and salaries, for
example) and income flows guide resources from the con-
tracting industries to the expanding industries.

"This directing or guiding function of prices and profits
is a core element of the market system. Without such a sys-
tem, a government planning board or some other adminis-
trative agency would have to direct businesses and resources
into the appropriate industries. A similar analysis shows
that the system can and does adjust to other fundamental
changes—for example, to changes in technology and in the
prices of various resources.

How Will the System Promote

Progress?

Society desires economic growth (greater output) and
higher standards of living (greater income per person).
How does the market system promote technological im-
provements and capital accuamulation, both of which con-
tribute to a higher standard of living for society?

Technological Advance The market system
provides a strong incentive for technological advance and
enables better products and processes to supplant inferior
ones. An entrepreneur or firm that introduces a popular
new product will gain revenue and economic profit at the
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expense of rivals. Firms that are highly profitable one year
may find they are in financial trouble just a few years later.

"Technological advance also includes new and improved
methods that reduce production or distribution costs. By
passing part of its cost reduction on to the consumer
through a lower product price, a firm can increase sales and
obtain economic profit at the expense of rival firms.

Moreover, the market system promotes the rapid
spread of technological advance throughout an industry.
Rival firms must follow the lead of the most innovative
firm or else suffer immediate losses and eventual failure. In
some cases, the result is creative destruction: The cre-
ation of new products and production methods completely
destroys the market positions of firms that are wedded to
existing products and older ways of doing business.
Example: The advent of compact discs largely demolished
long-play vinyl records, and iPods and other digital tech-
nologies are now supplanting CDs.

Capital Accumulation Most technological ad-
vances require additional capital goods. The market sys-
tem provides the resources necessary to produce those
goods through increased dollar votes for capital goods.
That is, the market system acknowledges dollar voting for
capital goods as well as for consumer goods.

But who will register votes for capital goods? Answer:
Entrepreneurs and owners of businesses. As receivers of
profit income, they often use part of that income to pur-
chase capital goods. Doing so yields even greater profit
income in the future if the technological innovation is suc-
cessful. Also, by paying interest or selling ownership shares,
the entrepreneur and firm can attract some of the income
of households as saving to increase their dollar votes for the
production of more capital goods. (Key Question 10)

QUICK REVIEW 2.3

® The output mix of the market system is determined by
profits, which in turn depend heavily on consumer prefer-
ences. Economic profits cause industries to expand; losses
cause industries to contract.

¢ Competition forces industries to use the least costly produc-
tion methods.

¢ Competitive markets reallocate resources in response to
changes in consumer tastes, technological advances, and
changes in availability of resources.

* Ina market economy, consumer income and product prices
determine how output will be distributed.

* Competitive markets create incentives for technological
advance and capital accumulation, both of which contribute
to increases in standards of living.
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The “Invisible Hand”’

In his 1776 book The Wealth of Nations, Adam Smith first
noted that the operation of a market system creates a curi-
ous unity between private interests and social interests.
Firms and resource suppliers, seeking to further their own
self-interest and operating within the framework of a
highly competitive market system, will simultaneously, as
though guided by an “invisible hand,” promote the pub-
lic or social interest. For example, we have seen that in a
competitive environment, businesses seek to build new
and improved products to increase profits. Those en-
hanced products increase society’s well-being. Businesses
also use the least costly combination of resources to pro-
duce a specific output because doing so is in their self-
interest. 1o act otherwise would be to forgo profit or even
to risk business failure. But, at the same time, to use scarce
resources in the least costly way is clearly in the social in-
terest as well. It “frees up” resources to produce something
else that society desires.

Self-interest, awakened and guided by the competitive
market system, is what induces responses appropriate to
the changes in society’s wants. Businesses seeking to make
higher profits and to avoid losses, and resource suppliers
pursuing greater monetary rewards, negotiate changes in
the allocation of resources and end up with the output that
society wants. Competition controls or guides self-interest
such that self-interest automatically and quite uninten-
tionally furthers the best interest of society. The invisible
hand ensures that when firms maximize their profits and
resource suppliers maximize their incomes, these groups
also help maximize society’s output and income.

Of the various virtues of the market system, three merit
reemphasis:

Efficiency The market system promotes the efficient
use of resources by guiding them into the production
of the goods and services most wanted by society. It
forces the use of the most efficient techniques in
organizing resources for production, and it
encourages the development and adoption of new
and more efficient production techniques.
Incentives The market system encourages skill
acquisition, hard work, and innovation. Greater
work skills and effort mean greater production and
higher incomes, which usually translate into a
higher standard of living. Similarly, the assuming of
risks by entrepreneurs can result in substantial
profit incomes. Successful innovations generate
economic rewards.

Freedom 'The major noneconomic argument for the
market system is its emphasis on personal freedom.

In contrast to central planning, the market system
coordinates economic activity without coercion.

The market system permits—indeed, it thrives on—
freedom of enterprise and choice. Entrepreneurs and
workers are free to further their own self-interest,
subject to the rewards and penalties imposed by the
market system itself.

Of course, no economic system, including the market
system, is flawless. In Chapter 4 we will explain several
well-known shortcomings of the market system and exam-
ine the government policies that try to remedy them.

The Demise of the Command
Systems

Our discussion of how a market system answers the five
fundamental questions provides insights on why command
systems of the Soviet Union, eastern Europe, and China
(prior to its market reforms) failed. Those systems encoun-
tered two insurmountable problems.

The Coordination Problem

The first difficulty was the coordination problem. The cen-
tral planners had to coordinate the millions of individual
decisions by consumers, resource suppliers, and businesses.
Consider the setting up of a factory to produce tractors.
The central planners had to establish a realistic annual pro-
duction target, for example, 1000 tractors. They then had to
make available all the necessary inputs—labor, machinery,
electric power, steel, tires, glass, paint, transportation—for
the production and delivery of those 1000 tractors.

Because the outputs of many industries serve as
inputs to other industries, the failure of any single indus-
try to achieve its output target caused a chain reaction of
repercussions. For example, if iron mines, for want of
machinery or labor or transportation, did not supply the
steel industry with the required inputs of iron ore, the
steel mills were unable to fulfill the input needs of the many
industries that depended on steel. Those steel-using
industries (such as tractor, automobile, and transporta-
tion) were unable to fulfill their planned production
goals. Eventually the chain reaction spread to all firms
that used steel as an input and from there to other input
buyers or final consumers.

The coordination problem became more difficult as
the economies expanded. Products and production pro-
cesses grew more sophisticated and the number of indus-
tries requiring planning increased. Planning techniques
that worked for the simpler economy proved highly



inadequate and inefficient for the larger economy.
Bottlenecks and production stoppages became the norm,
not the exception. In trying to cope, planners further sup-
pressed product variety, focusing on one or two products
in each product category.

A lack of a reliable success indicator added to the coor-
dination problem in the Soviet Union and China (prior to
its market reforms). We have seen that market economies
rely on profit as a success indicator. Profit depends on con-
sumer demand, production efficiency, and product quality.
In contrast, the major success indicator for the command
economies usually was a quantitative production target that
the central planners assigned. Production costs, product
quality, and product mix were secondary considerations.
Managers and workers often sacrificed product quality and
variety because they were being awarded bonuses for meet-
ing quantitative, not qualitative, targets. If meeting
production goals meant sloppy assembly work and little
product variety, so be it.

It was difficult at best for planners to assign quantita-
tive production targets without unintentionally producing
distortions in output. If the plan specified a production tar-
get for producing nails in terms of weight (tons of nails), the
enterprise made only large nails. But if it specified the tar-
getas a quantity (thousands of nails), the firm made all small
nails, and lots of them! That is precisely what happened in
the centrally planned economies.

The Incentive Problem

The command economies also faced an incentive prob-
lem. Central planners determined the output mix. When
they misjudged how many automobiles, shoes, shirts, and
chickens were wanted at the government-determined
prices, persistent shortages and surpluses of those prod-
ucts arose. But as long as the managers who oversaw the
production of those goods were rewarded for meeting
their assigned production goals, they had no incentive to
adjust production in response to the shortages and sur-
pluses. And there were no fluctuations in prices and profit-
ability to signal that more or less of certain products was
desired. Thus, many products were unavailable or in short
supply, while other products were overproduced and sat
for months or years in warehouses.

The command systems of the Soviet Union and China
before its market reforms also lacked entrepreneurship.
Central planning did not trigger the profit motive, nor did
it reward innovation and enterprise. The route for getting
ahead was through participation in the political hierarchy
of the Communist Party. Moving up the hierarchy meant
better housing, better access to health care, and the right
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CONSIDERTHIS . ..

The Two Koreas

North Korea is one of the few
command economies  still
standing. After the Second
World War, the Korean peni-
sula was divided into North
Korea and South Korea.North
Korea, under the influence of
the Soviet Union, established a
command economy that em-
phasized government ownser-
ship and central government
planning. South Korea, pro-
tected by the United States,
established a market economy based upon private ownership
and the profit motive. Today, the differences in the economic
outcomes of the two systems are striking:

North Korea South Korea

GDP $40 billion* $1.2 trillion*
GDP per capita $1,800%* $24,500*
Exports $1.3 billion $326 billion
Imports $2.7 billion $309.3 billion
Agriculture as % of GDP 30 percent 3 percent

*Based on purchasing power equivalencies to the U.S. dollar.
Source: CIA World Fact Book, 2008, www.cia.gov.

to shop in special stores. Meeting production targets and
maneuvering through the minefields of party politics were
measures of success in “business.” But a definition of busi-
ness success based solely on political savvy was not condu-
cive to technological advance, which is often disruptive to
existing products, production methods, and organizational
structures.

The Circular Flow Model

The dynamic market economy creates continuous, repeti-
tive flows of goods and services, resources, and money.
The circular flow diagram, shown in Figure 2.2 (Key

Graph), illustrates those
ORIGIN OF THE IDEA

flows. Observe that in
024

the diagram we group
Circular flow diagram

private decision makers
into businesses and house-
holds and group markets into the resource market and the
product market.
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The circular flow
diagram. Resources flow from households to businesses
through the resource market, and products flow from
businesses to households through the product market.
Opposite these real flows are monetary flows. Households
receive income from businesses (their costs) through the
resource market, and businesses receive revenue from
households (their expenditures) through the product
market.

HOUSEHOLDS
« sell resources
* buy products

1. The resource market is the place where:
a. households sell products and businesses buy products.
b. businesses sell resources and households sell products.
c. households sell resources and businesses buy resources (or the
services of resources).
d. businesses sell resources and households buy resources (or the
services of resources).
2. Which of the following would be determined in the product
market?
a manager’s salary.
. the price of equipment used in a bottling plant.
the price of 80 acres of farmland.
the price of a new pair of athletic shoes.

po T

Resource Market

The upper part of the circular flow diagram represents
the resource market: the place where resources or the
services of resource suppliers are bought and sold. In
the resource market, households sell resources and busi-
nesses buy them. Households (that is, people) own all
economic resources either directly as workers or entre-
preneurs or indirectly through their ownership of busi-
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3. In this circular flow diagram:

a. money flows counterclockwise.

b. resources flow counterclockwise.

c. goods and services flow clockwise.

d. households are on the selling side of the product market.
4. In this circular flow diagram:

a. households spend income in the product market.

b. firms sell resources to households.

c. households receive income through the product market.

d. households produce goods.

BpqUE P T | iSIomsuy

ness corporations. They sell their resources to businesses,
which buy them because they are necessary for produc-
ing goods and services. The funds that businesses pay
for resources are costs to businesses but are flows of
wage, rent, interest, and profit income to the house-
holds. Productive resources therefore flow from house-

holds to businesses, and money flows from businesses to
households.
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Economist Donald Boudreaux Marvels at the Way
the Market System Systematically and Purposefully
Arranges the World’s Tens of Billions of Individual
Resources.

In The Future and Its Enemies, Virginia Postrel notes the astonish-
ing fact that if you thoroughly shuffle an ordinary deck of 52
playing cards, chances are practically 100 percent that the result-
ing arrangement of cards has never before existed. Never: Every
time you shuffle a deck, you produce an arrangement of cards
that exists for the first time in
history.

The arithmetic works out
that way. For a very small num-
ber of items, the number of
possible arrangements is small.
Three items, for example, can
be arranged only six different
ways. But the number of possi-
ble arrangements grows very
large very quickly. The number
of different ways to arrange five
itemsis 120 . . . for ten items it’s
3,628,800 . . . for fifteen items
it’s 1,307,674,368,000.

The number of different
ways to arrange 52 items is 8.066 X 10%. This is a big number.
No human can comprehend its enormousness. By way of com-
parison, the number of possible ways to arrange a mere 20 items
is 2,432,902,008,176,640,000—a number larger than the total
number of seconds that have elapsed since the beginning of time
ten billion years ago—and this number is Lilliputian compared
to 8.066 X 107,

What'’s the significance of these facts about numbers? Con-
sider the number of different resources available in the world—
my labor, your labor, your land, oil, tungsten, cedar, coffee
beans, chickens, rivers, the Empire State Building, [Microsoft]
Windows, the wharves at Houston, the classrooms at Oxford,
the airport at Miami, and on and on and on. No one can possibly
count all of the different productive resources available for our
use. But we can be sure that this number is at least in the tens of
billions.

Shuffling the Deck

When you reflect on how incomprehensibly large is the num-
ber of ways to arrange a deck containing a mere 52 cards, the mind
boggles at the number of different ways to arrange all the world’s
resources.

If our world were random—if resources combined together
haphazardly, as if a giant took them all into his hands and tossed
them down like so many [cards]—it’s a virtual certainty that the
resulting combination of resources would be useless. Unless this
chance arrangement were quickly rearranged according to some
productive logic, nothing worthwhile would be produced. We
would all starve to death. Because only a tiny fraction of possible
arrangements serves human ends, any arrangement will be use-
less if it is chosen randomly or
with inadequate knowledge of
how each and every resource
might be productively com-
bined with each other.

And yet, we witness all
around us an arrangement of
resources that’s productive and
serves human goals. Today’s
arrangement of resources might
not be perfect, but it is vastly
superior to most of the trillions
upon trillions of other possible
arrangements.

How have we managed to
get one of the minuscule num-
ber of arrangements that works? The answer is private property—a
social institution that encourages mutual accommodation.

Private property eliminates the possibility that resource
arrangements will be random, for each resource owner chooses a
course of action only if it promises rewards to the owner that
exceed the rewards promised by all other available courses.

[The result] is a breathtakingly complex and productive
arrangement of countless resources. This arrangement emerged
over time (and is still emerging) as the result of billions upon bil-
lions of individual, daily, small decisions made by people seeking
to better employ their resources and labor in ways that other
people find helpful.

Source: Abridged from Donald J. Boudreaux, “Mutual Accommodation,”
Ideas on Liberty, May 2000, pp. 4-5. Reprinted with permission. Used by
permission of The Freeman.
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Product Market

Next consider the lower part of the diagram, which repre-
sents the product market: the place where goods and
services produced by businesses are bought and sold.
In the product market, businesses combine resources to
produce and sell goods and services. Households use the
(limited) income they have received from the sale of re-
sources to buy goods and services. The monetary flow of
consumer spending on goods and services yields sales rev-
enues for businesses. Businesses compare those revenues
to their costs in determining profitability and whether or

Summary

1. The market system and the command system are the two
broad types of economic systems used to address the econo-
mizing problem. In the market system (or capitalism),
private individuals own most resources, and markets coordi-
nate most economic activity. In the command system (or
socialism or communism), government owns most resources
and central planners coordinate most economic activity.

2. The market system is characterized by the private owner-
ship of resources, including capital, and the freedom of indi-
viduals to engage in economic activities of their choice to
advance their material well-being. Self-interest is the driv-
ing force of such an economy and competition functions as
a regulatory or control mechanism.

3. In the market system, markets, prices, and profits organize
and make effective the many millions of individual econom-
ic decisions that occur daily.

4. Specialization, use of advanced technology, and the extensive
use of capital goods are common features of market systems.
Functioning as a medium of exchange, money eliminates the
problems of bartering and permits easy trade and greater
specialization, both domestically and internationally.

5. Every economy faces five fundamental questions: (a) What
goods and services will be produced? (b) How will the goods
and services be produced? (c) Who will get the goods and
services? (d) How will the system accommodate change?
(e) How will the system promote progress?

6. The market system produces products whose production
and sale yield total revenue sufficient to cover total cost. It
does not produce products for which total revenue continu-
ously falls short of total cost. Competition forces firms to
use the lowest-cost production techniques.

7. Economic profit (total revenue minus total cost) indicates
that an industry is prosperous and promotes its expansion.
Losses signify that an industry is not prosperous and hasten
its contraction.

not a particular good or service should continue to be
produced.

The circular flow model depicts a complex, interrelated
web of decision making and economic activity involving
businesses and households. For the economy, it is the circle
of life. Businesses and households are both buyers and sell-
ers. Businesses buy resources and sell products. Households
buy products and sell resources. As shown in Figure 2.2,
there is a counterclockwise resl flow of economic resources
and finished goods and services and a clockwise mzoney flow
of income and consumption expenditures.

8. Consumer sovereignty means that both businesses and
resource suppliers are subject to the wants of consumers.
Through their dollar votes, consumers decide on the com-
position of output.

9. The prices that a household receives for the resources it
supplies to the economy determine that household’s in-
come. This income determines the household’s claim on
the economy’s output. Those who have income to spend
get the products produced in the market system.

10. By communicating changes in consumer tastes to entrepre-
neurs and resource suppliers, the market system prompts
appropriate adjustments in the allocation of the economy’s
resources. The market system also encourages technological
advance and capital accumulation, both of which raise a
nation’s standard of living.

11. Competition, the primary mechanism of control in the mar-
ket economy, promotes a unity of self-interest and social
interests. As directed by an invisible hand, competition har-
nesses the self-interest motives of businesses and resource
supplier to further the social interest.

12. The command systems of the Soviet Union and pre-
reform China met their demise because of coordination
difficulties under central planning and the lack of a profit
incentive. The coordination problem resulted in bottle-
necks, inefficiencies, and a focus on a limited number of
products. The incentive problem discouraged product
improvement, new product development, and entrepre-
neurship.

13. The circular flow model illustrates the flows of resources
and products from households to businesses and from busi-
nesses to households, along with the corresponding mone-
tary flows. Businesses are on the buying side of the resource
market and the selling side of the product market. House-
holds are on the selling side of the resource market and the
buying side of the product market.



Terms and Concepts

economic system competition
command system market
market system specialization

private property
freedom of enterprise
freedom of choice

self-interest

Study Questions

1.

division of labor
medium of exchange
barter

money

- t

ECONOMICS

Contrast how a market system and a command economy try
to cope with economic scarcity. LOI

. How does self-interest help achieve society’s economic

goals? Why is there such a wide variety of desired goods and
services in a market system? In what way are entrepreneurs
and businesses at the helm of the economy but commanded
by consumers? LO2

. Why is private property, and the protection of property

rights, so critical to the success of the market system? LO2

What are the advantages of using capital in the production
process? What is meant by the term “division of labor”?
What are the advantages of specialization in the use of
human and material resources? Explain why exchange is the
necessary consequence of specialization. LO2

. What problem does barter entail? Indicate the economic sig-

nificance of money as a medium of exchange. What is meant
by the statement “We want money only to part with it”? LO2

Evaluate and explain the following statements: LO2
a. The market system is a profit-and-loss system.
b. Competition is the disciplinarian of the market economy.

In the 1990s thousands of “dot-com” companies emerged
with great fanfare to take advantage of the Internet and
new information technologies. A few, like Yahoo, eBay,
and Amazon, have generally thrived and prospered, but
many others struggled and eventually failed. Explain these
varied outcomes in terms of how the market system
answers the question “What goods and services will be

produced?” LO3

. KEY QUESTION With current technology, suppose a firm is

producing 400 loaves of banana bread daily. Also assume
that the least-cost combination of resources in producing
those loaves is 5 units of labor, 7 units of land, 2 units of
capital, and 1 unit of entrepreneurial ability, selling at prices
of $40, $60, $60, and $20, respectively. If the firm can sell
these 400 loaves at $2 per unit, will it continue to produce
banana bread? If this firm’s situation is typical for the other
makers of banana bread, will resources flow to or away from
this bakery good? LO3
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consumer sovereignty
dollar votes

creative destruction
“invisible hand”
circular flow diagram
resource market

product market

9. KEY QUESTION Assume that a business firm finds that its
profit is greatest when it produces $40 worth of product A.
Suppose also that each of the three techniques shown in the
table below will produce the desired output: LO3
a. With the resource prices shown, which technique will

the firm choose? Why? Will production using that tech-
nique entail profit or loss? What will be the amount of
that profit or loss? Will the industry expand or contract?
When will that expansion or contraction end?

b. Assume now that a new technique, technique 4, is devel-
oped. It combines 2 units of labor, 2 of land, 6 of capital,
and 3 of entrepreneurial ability. In view of the resource
prices in the table, will the firm adopt the new technique?
Explain your answer.

c. Suppose that an increase in the labor supply causes the price
of labor to fall to $1.50 per unit, all other resource prices
remaining unchanged. Which technique will the producer
now choose? Explain.

d. “The market system causes the economy to conserve
most in the use of resources that are particularly scarce in
supply. Resources that are scarcest relative to the demand
for them have the highest prices. As a result, producers
use these resources as sparingly as is possible.” Evaluate
this statement. Does your answer to part ¢, above, bear
out this contention? Explain.

Resource Units Required
Price per
Unit of Technique Technique Technique

Resource Resource I 2 3

Labor $3 5 2 3

Land 2 4 2

Capital 2 2 4 5

Entrepreneurial

ability 2 4 2 4

10. KEY QUESTION Some large hardware stores such as Home

Depot boast of carrying as many as 20,000 different products
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11.

12.

in each store. What motivated the producers of those indi-
vidual products to make them and offer them for sale? How
did the producers decide on the best combinations of resources
to use? Who made those resources available, and why? Who
decides whether these particular hardware products should
continue to be produced and offered for sale? LO3

What is meant by the term “creative destruction”? How
does the emergence of MP3 (iPod) technology relate to this
idea? LO3

In a sentence, describe the meaning of the phrase “invisible
hand.” LO4

Web-Based Questions

1.

DIAMONDS—INTERESTED IN BUYING ONE? Go to the
Internet auction site eBay at www.ebay.com and select
the category Jewelry and Watches, followed by Loose
Diamonds and Gemstones, and then Diamonds, Natural.
How many natural diamonds are for sale at the moment?
Note the wide array of sizes and prices of the diamonds.
In what sense is there competition among the sellers in
this market? How does that competition influence prices?
In what sense is there competition among buyers? How
does that competition influence prices?

13

14.

15.

. In market economies, firms rarely worry about the availabil-
ity of inputs to produce their products, whereas in command
economies input availability is a constant concern. Why the
difference? LO4

Distinguish between the resource market and the product
market in the circular flow model. In what way are busi-
nesses and households both sellers and buyers in this model?
What are the flows in the circular flow model? LO5

LAST WORD What explains why millions of economic
resources tend to get arranged logically and productively
rather than haphazardly and unproductively?

. BARTER AND THE IRS Bartering occurs when goods or
services are exchanged without the exchange of money. For
some, barter’s popularity is that it enables them to
avoid paying taxes to the government. How might such
avoidance occur? Does the Internal Revenue Service (IRS),
www.irs.ustreas.gov treat barter as taxable or nontaxable
income? (Type “bartering income” in the site’s search tool.)
How is the value of a barter transaction determined? What
are some IRS barter examples? What does the IRS require
of the members of so-called barter exchanges?

FURTHER TEST YOUR KNOWLEDGE AT

www.mcconnelll8e.com



http://www.mcconnell18e.com
http://www.ebay.com
http://www.irs.ustreas.gov
http://www.mcconnell18e.com
http://www.ebay.com
http://www.irs.ustreas.gov

IN THIS CHAPTERYOU WILL LEARN:
I What demand is and what affects it.
2 What supply is and what affects it.

3 How supply and demand together
determine market equilibrium.

4 How changes in supply and demand affect
equilibrium prices and quantities.

5 What government-set prices are and how they R I
can cause product surpluses and shortages.

6 (Appendix) How supply and demand analysis
can add insights on actual-economy situations.

Demand, Supply, and
Market Equilibrium

olilel e 4 f= 52 Accordingtoanoldjoke, if you teacha parrot to say “demand and supply,”

you have an economist. There is an element of truth in this quip. The
tools of demand and supply can take us far in understanding how

O 3.1
Demand and supply

individual markets work.
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Markets

Markets bring together buyers (“demanders”) and sellers
(“suppliers”), and they exist in many forms. The corner
gas station, an e-commerce site, the local music store, a
farmer’s roadside stand—all are familiar markets. The New
York Stock Exchange and the Chicago Board of Trade are
markets where buyers and sellers of stocks and bonds and
farm commodities from all over the world communicate
with one another to buy and sell. Auctioneers bring to-
gether potential buyers and sellers of art, livestock, used
farm equipment, and, sometimes, real estate. In labor mar-
kets, new college graduates “sell” and employers “buy”
specific labor services.

Some markets are local; others are national or inter-
national. Some are highly personal, involving face-to-face
contact between demander and supplier; others are face-
less, with buyer and seller never seeing or knowing each
other.

To keep things simple, we will focus in this chap-
ter on markets consisting of large numbers of inde-
pendently acting buyers and sellers of standardized
products. These are the highly competitive markets
such as a central grain exchange, a stock market, or a
market for foreign currencies in which the price is “dis-
covered” through the interacting decisions of buyers
and sellers. All such markets involve demand, supply,
price, and quantity.

Demand

Demand is a schedule or a curve that shows the various
amounts of a product that consumers are willing and able
to purchase at each of a series of possible prices during a
specified period of time.' Demand shows the quantities of
a product that will be purchased at various possible prices,
other things equal. Demand can easily be shown in table
form. The table in Figure 3.1 is a hypothetical demand
schedule for a single consumer purchasing bushels of corn.

The table reveals the relationship between the various
prices of corn and the quantity of corn a particular con-
sumer would be willing and able to purchase at each of
these prices. We say “willing and able” because willing-
ness alone is not effective in the market. You may be will-
ing to buy a plasma television set, but if that willingness is
not backed by the necessary dollars, it will not be effective
and, therefore, will not be reflected in the market. In the
table in Figure 3.1, if the price of corn were $5 per bushel,
our consumer would be willing and able to buy 10 bushels
per week; if it were $4, the consumer would be willing and
able to buy 20 bushels per week; and so forth.

The table does not tell us which of the five possible
prices will actually exist in the corn market. That depends

"This definition obviously is worded to apply to product markets. To
adjust it to apply to resource markets, substitute the word “resource” for
“product” and the word “businesses” for “consumers.”

An individual buyer’s demand for corn. Because price and quantity demanded are inversely related, an individual’s demand
schedule graphs as a downsloping curve such as D. Other things equal, consumers will buy more of a product as its price declines and less of the product as
its price rises. (Here and in later figures, P stands for price and Q stands for quantity demanded or supplied.)

Demand for Corn $6 P
Price per Quantity Demanded
Bushel per Week

$5 10 >
4 20
3 35 4
2 55
| 80

Price (per bushel)
w

0 10

20 30 40 50 60 70 80 Q
Quantity demanded (bushels per week)



on the interaction between demand and supply. Demand
is simply a statement of a buyer’s plans, or intentions, with
respect to the purchase of a product.

To be meaningful, the quantities demanded at each
price must relate to a specific period—a day, a week, a
month. Saying “A consumer will buy 10 bushels of corn
at $5 per bushel” is meaningless. Saying “A consumer will
buy 10 bushels of corn per week at $5 per bushel” is mean-
ingful. Unless a specific time period is stated, we do not
know whether the demand for a product is large or small.

Law of Demand
A fundamental characteristic of demand is this: Other
things equal, as price falls, the quantity demanded rises,
and as price rises, the
quantity demanded falls.
032 In short, there is a nega-
Lewy o e tive or inverse relation-
ship between price and
quantity demanded. Economists call this inverse relation-
ship the law of demand.

The other-things-equal assumption is critical here.
Many factors other than the price of the product being
considered affect the amount purchased. For example, the
quantity of Nikes purchased will depend not only on the
price of Nikes but also on the prices of such substitutes as
Reeboks, Adidas, and New Balances. The law of demand in
this case says that fewer Nikes will be purchased if the price
of Nikes rises and if the prices of Reeboks, Adidas, and New
Balances all remain constant. In short, if the relative price of
Nikes rises, fewer Nikes will be bought. However, if the
price of Nikes and the prices of all other competing shoes
increase by some amount—say, $5—consumers might buy
more, less, or the same number of Nikes.

Why the inverse relationship between price and quan-
tity demanded? Let’s look at three explanations, beginning
with the simplest one:

¢ The law of demand is consistent with common sense.

People ordinarily do buy more of a product at a low

price than at a high price. Price is an obstacle that

deters consumers from buying. The higher that
obstacle, the less of a product they will buy; the lower
the price obstacle, the more they will buy. The fact
that businesses have “sales” is evidence of their belief
in the law of demand.

¢ In any specific time period, each buyer of a product
will derive less satisfaction (or benefit, or utility)
from each successive unit of the product consumed.

The second Big Mac will yield less satisfaction to the

consumer than the first, and the third still less than
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ORIGIN OF THE IDEA Fhe second. That

is, consumption is
2158 subject to diminishing
Diminishing marginal utility marginal lltlllty And
because successive units
of a particular product yield less and less marginal
utility, consumers will buy additional units only if the
price of those units is progressively reduced.

* We can also explain the law of demand in terms of
income and substitution effects. The income effect
indicates that a lower price increases the purchasing
power of a buyer’s money income, enabling the
buyer to purchase more of the product than
before. A higher price has the opposite effect. The
substitution effect suggests that at a lower price
buyers have the incentive to substitute what is now
a less expensive product for similar products that are
now relatively more expensive. The product whose
price has fallen is now “a better deal” relative to the
other products.

For example, a decline in the price of chicken will
increase the purchasing power of consumer incomes,
enabling people to buy more chicken (the income

effect). At a lower price,

chicken is relatively more

034 attractive and consum-

Income and substitution effects ers tend to substitute it

for pork, lamb, beef, and

fish (the substitution effect). The income and substitution

effects combine to make consumers able and willing to buy
more of a product at a low price than at a high price.

The Demand Curve

The inverse relationship between price and quantity de-
manded for any product can be represented on a simple
graph, in which, by convention, we measure quantity
demanded on the horizontal axis and price on the vertical
axis. In the graph in Figure 3.1 we have plotted the five
price-quantity data points listed in the accompanying
table and connected the points with a smooth curve,
labeled D. Such a curve is called a demand curve. Its
downward slope reflects the law of demand—people buy
more of a product, service, or resource as its price falls.
The relationship between price and quantity demanded is
inverse (or negative).

The table and graph in Figure 3.1 contain exactly the
same data and reflect the same relationship between price
and quantity demanded. But the graph shows that rela-
tionship much more simply and clearly than a table or a
description in words.
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Market Demand

So far, we have concentrated on just one consumer. But
competition requires that more than one buyer be present
in each market. By adding the quantities demanded by all
consumers at each of the various possible prices, we can
get from individual demand to market demand. If there
are just three buyers in the market, as represented in the
table in Figure 3.2, it is relatively easy to determine the
total quantity demanded at each price. Figure 3.2 shows
the graphical summing procedure: At each price we sum
horizontally the quantities demanded by Joe, Jen, and Jay
to obtain the total quantity demanded at that price; we
then plot the price and the total quantity demanded as
one point on the market demand curve.

Competition, of course, ordinarily entails many more
than three buyers of a product. To avoid hundreds or
thousands or millions of additions, we suppose that all the
buyers in a market are willing and able to buy the same
amounts at each of the possible prices. Then we just mul-
tiply those amounts by the number of buyers to obtain the
market demand. That is how we arrived at the demand
schedule and demand curve D, in Figure 3.3 for a market
of 200 corn buyers, each with a demand as shown in the
table in Figure 3.1.

In constructing a demand curve such as D; in
Figure 3.3, economists assume that price is the most

important influence on the amount of any product purchased.
But economists know that other factors can and do affect
purchases. These factors, called determinants of demand,
are assumed to be constant when a demand curve like D is
drawn. They are the “other things equal” in the relation-
ship between price and quantity demanded. When any of
these determinants changes, the demand curve will shift to
the right or left. For this reason, determinants of demand
are sometimes referred to as demand shifters.

The basic determinants of demand are (1) consum-
ers’ tastes (preferences), (2) the number of buyers in the
market, (3) consumers’ incomes, (4) the prices of related
goods, and (5) consumer expectations.

Change in Demand

A change in one or more of the determinants of demand
will change the demand data (the demand schedule) in the
table accompanying Figure 3.3 and therefore the location
of the demand curve there. A change in the demand sched-
ule or, graphically, a shift in the demand curve is called a
change in demand.

If consumers desire to buy more corn at each pos-
sible price than is reflected in column 2 in the table in
Figure 3.3, that increase in demand is shown as a shift of the
demand curve to the right, say, from D, to D,. Conversely,
a decrease in demand occurs when consumers buy less corn

Market demand for corn, three buyers. The market demand curve D is the horizontal summation of the individual
demand curves (D,, D,, and D5) of all the consumers in the market. At the price of $3, for example, the three individual curves yield a total

quantity demanded of 100 bushels.

Market Demand for Corn,Three Buyers

Total
Price X Quantity
per Quantity Demanded Demanded
Bushel Joe Jen Jay per Week
$5 10 + 12 + 8 = 30
4 20 + 23 + 17 = 60
3 35 + 39 + 26 100
2 55 + 60 + 39 = 154
| 80 + 87 + 54 = 221
P P P P
+ + = Market
Uoe) UJen) Uay) S
$3 $3 $3 $3 D
D, D, D,
0 35 < 0 39 < 0 26 Q 0 100 <

(=35 + 39 + 26)
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Changes in the demand for corn. A change in one or more of the determinants of demand causes a change in demand. An increase in
demand is shown as a shift of the demand curve to the right, as from D, to D,. A decrease in demand is shown as a shift of the demand curve to the left, as from D,
to Ds. These changes in demand are to be distinguished from a change in quantity demanded, which is caused by a change in the price of the product, as shown by

a movement from, say, point a to point b on fixed demand curve D,.

6 [ Market Demand for
' Corn, 200 Buyers, (D)
2)
: m Total
Price Quantity
per Demanded
S 4
< Increase in demand Bushel per Week
é $5 2,000
g’ 4 4,000
o
3 3 7,000
[}
£ 2 2 11,000
) D, [ 16,000
|
Decrease D,
in demand D,
0 2 4 6 8 10 12 14 16 8 Q

Quantity demanded (thousands of bushels per week)

at each possible price than is indicated in column 2. The
leftward shift of the demand curve from D; to D; in Figure 3.3
shows that situation.

Now let’s see how changes in each determinant affect
demand.

Tastes A favorable change in consumer tastes (prefer-
ences) for a product—a change that makes the product
more desirable—means that more of it will be demanded
at each price. Demand will increase; the demand curve will
shift rightward. An unfavorable change in consumer pref-
erences will decrease demand, shifting the demand curve
to the left.

New products may affect consumer tastes; for example,
the introduction of digital cameras greatly decreased the
demand for film cameras. Consumers’ concern over the
health hazards of cholesterol and obesity have increased
the demand for broccoli, low-calorie beverages, and fresh
fruit while decreasing the demand for beef, veal, eggs, and
whole milk. Over the past several years, the demand for
coffee drinks and table wine has greatly increased, driven
by a change in tastes. So, too, has the demand for DVDs
and iPhones.

Number of Buyers An increase in the number of
buyers in a market is likely to increase product demand;
a decrease in the number of buyers will probably decrease
demand. For example, the rising number of older per-

sons in the United States in recent years has increased the
demand for motor homes, medical care, and retirement
communities. Large-scale immigration from Mexico has
greatly increased the demand for a range of goods and ser-
vices in the Southwest, including Mexican food products
in local grocery stores. Improvements in communications
have given financial markets international range and have
thus increased the demand for stocks and bonds. Interna-
tional trade agreements have reduced foreign trade barriers
to American farm commodities, increasing the number of
buyers and therefore the demand for those products.

In contrast, emigration (out-migration) from many
small rural communities has reduced the population and
thus the demand for housing, home appliances, and auto
repair in those towns.

Income How changes in income affect demand is a
more complex matter. For most products, a rise in income
causes an increase in demand. Consumers typically buy
more steaks, furniture, and electronic equipment as their
incomes increase. Conversely, the demand for such prod-
ucts declines as their incomes fall. Products whose demand
varies directly with money income are called superior goods,
or normal goods.

Although most products are normal goods, there are
some exceptions. As incomes increase beyond some point,
the demand for used clothing, retread tires, and third-hand
automobiles may decrease, because the higher incomes
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enable consumers to buy new versions of those products.
Rising incomes may also decrease the demand for soy-
enhanced hamburger. Similarly, rising incomes may cause
the demand for charcoal grills to decline as wealthier con-
sumers switch to gas grills. Goods whose demand varies
inversely with money income are called inferior goods.

Prices of Related Goods A change in the price of
a related good may either increase or decrease the demand
for a product, depending on whether the related good is a
substitute or a complement:

A substitute good is one that can be used in place

of another good.

A complementary good is one that is used together

with another good.

Substitutes Hiagen-Dazsice cream and Ben & Jerry’s
ice cream are substitute goods or, simply, substitutes. When
two products are substitutes, an increase in the price of
one will increase the demand for the other. Conversely, a
decrease in the price of one will decrease the demand for
the other. For example, when the price of Hiagen-Dazs
ice cream rises, consumers will buy less of it and increase
their demand for Ben & Jerry’s ice cream. When the price
of Colgate toothpaste declines, the demand for Crest de-
creases. So it is with other product pairs such as Nikes and
Reeboks, Budweiser and Miller beer, or Chevrolets and
Fords. They are substitutes in consumption.

Complements Because complementary goods (or,
simply, complements) are used together, they are typically
demanded jointly. Examples include computers and soft-
ware, cell phones and cellular service, and snowboards
and lift tickets. If the price of a complement (for example,
lettuce) goes up, the demand for the related good (salad
dressing) will decline. Conversely, if the price of a comple-
ment (for example, tuition) falls, the demand for a related
good (textbooks) will increase.

Unrelated Goods The vast majority of goods are
not related to one another and are called independent goods.
Examples are butter and golf balls, potatoes and automo-
biles, and bananas and wristwatches. A change in the price
of one has little or no effect on the demand for the other.

Consumer Expectations Changes in consumer
expectations may shift demand. A newly formed expecta-
tion of higher future prices may cause consumers to buy
now in order to “beat” the anticipated price rises, thus in-
creasing current demand. That is often what happens in
so-called hot real estate markets. Buyers rush in because

they think the price of new homes will continue to escalate
rapidly. Some buyers fear being “priced out of the market”
and therefore not obtaining the home they desire. Other
buyers—speculators—believe they will be able to sell the
houses later at a higher price. Whichever their motivation,
these buyers increase the current demand for houses.

Similarly, a change in expectations concerning future
income may prompt consumers to change their current
spending. For example, first-round NFL draft choices may
splurge on new luxury cars in anticipation of a lucrative
professional football contract. Or workers who become
fearful of losing their jobs may reduce their demand for,
say, vacation travel.

In summary, an increase in demand—the decision by
consumers to buy larger quantities of a product at each
possible price—may be caused by

A favorable change in consumer tastes.

An increase in the number of buyers.

Rising incomes if the product is a normal good.

Falling incomes if the product is an inferior good.

An increase in the price of a substitute good.

A decrease in the price of a complementary good.

A new consumer expectation that either prices or

income will be higher in the future.

You should “reverse” these generalizations to explain
a decrease in demand. Table 3.1 provides additional illustra-
tions of the determinants of demand. (Key Question 3)

Determinants of Demand: Factors That Shift the
Demand Curve

Determinant Examples

Physical fitness rises in popularity,
increasing the demand for jogging shoes
and bicycles; cell phone popularity rises,
reducing the demand for traditional land
phones.

Change in buyer tastes

A decline in the birthrate reduces
the demand for children’s toys.

Change in number of
buyers

A rise in incomes increases the demand
for normal goods such as restaurant
meals, sports tickets, and necklaces while
reducing the demand for inferior goods
such as cabbage, turnips, and inexpensive
wine.

Change in income

A reduction in airfares reduces the
demand for bus transportation
(substitute goods); a decline in the price
of DVD players increases the demand for
DVD movies (complementary goods).

Change in the prices of
related goods

Inclement weather in South America
creates an expectation of higher future
prices of coffee beans, thereby increasing
today’s demand for coffee beans.

Change in consumer
expectations



Changes in Quantity Demanded

A change in demand must not be confused with a change
in quantity demanded. A change in demand is a shift of
the demand curve to the right (an increase in demand) or
to the left (a decrease in demand). It occurs because the
consumer’s state of mind about purchasing the product has
been altered in response to a change in one or more of the
determinants of demand. Recall that “demand” is a sched-
ule or a curve; therefore, a “change in demand” means a
change in the schedule and a shift of the curve.

In contrast, a change in quantity demanded is a
movement from one point to another point—from one
price-quantity combination to another—on a fixed demand
schedule or demand curve. The cause of such a change is
an increase or decrease in the price of the product under
consideration. In the table in Figure 3.3, for example, a
decline in the price of corn from $5 to $4 will increase the
quantity of corn demanded from 2000 to 4000 bushels.

In Figure 3.3 the shift of the demand curve D, to
either D, or Dj is a change in demand. But the movement
from point # to point b on curve D; represents a change
in quantity demanded: Demand has not changed; it is the
entire curve, and it remains fixed in place.

QUICK REVIEW 3.1

* Demand is a schedule or a curve showing the amount of a
product that buyers are willing and able to purchase, in a
particular time period, at each possible price in a series of
prices.

® The law of demand states that, other things equal, the
quantity of a good purchased varies inversely with its price.

® The demand curve shifts because of changes in (a) consumer
tastes, (b) the number of buyers in the market, (c) consumer
income, (d) the prices of substitute or complementary goods,
and (e) consumer expectations.

* A change in demand is a shift of the demand curve; a change
in quantity demanded is a movement from one point to
another on a fixed demand curve.

Supply

Supply is a schedule or curve showing the various amounts
of a product that producers are willing and able to make
available for sale at each of a series of possible prices during
a specific period.” The table in Figure 3.4 is a hypothetical

*This definition is worded to apply to product markets. To adjust it
to apply to resource markets, substitute “resource” for “product” and
“owners” for “producers.”
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supply schedule for a single producer of corn. It shows
the quantities of corn that will be supplied at various prices,
other things equal.

Law of Supply

The table in Figure 3.4 shows a positive or direct relation-
ship that prevails between price and quantity supplied. As
price rises, the quantity supplied rises; as price falls, the
quantity supplied falls. This relationship is called the law
of supply. A supply schedule tells us that, other things
equal, firms will produce and offer for sale more of their
product at a high price than at a low price. This, again, is
basically common sense.

Price is an obstacle from the standpoint of the consumer,
who is on the paying end. The higher the price, the less the
consumer will buy. But the supplier is on the receiving end of
the product’s price. To a supplier, price represents revenue,
which serves as an incentive to produce and sell a product.
The higher the price, the greater this incentive and the
greater the quantity supplied.

Consider a farmer who is deciding on how much corn
to plant. As corn prices rise, as shown in the table in Figure
3.4, the farmer finds it profitable to plant more corn. And
the higher corn prices enable the farmer to cover the
increased costs associated with more intensive cultivation
and the use of more seed, fertilizer, and pesticides. The
overall result is more corn.

Now consider a manufacturer. Beyond some quantity
of production, manufacturers usually encounter increases
in marginal cost—the added cost of producing one more
unit of output. Certain productive resources—in particu-
lar, the firm’s plant and machinery—cannot be expanded
quickly, so the firm uses more of other resources such as
labor to produce more output. But as labor becomes more
abundant relative to the fixed plant and equipment, the
additional workers have relatively less space and access to
equipment. For example, the added workers may have to
wait to gain access to machines. As a result, each added
worker produces less added output, and the marginal cost
of successive units of output rises accordingly. The firm
will not produce the more costly units unless it receives a
higher price for them. Again, price and quantity supplied
are directly related.

The Supply Curve

As with demand, it is convenient to represent individual
supply graphically. In Figure 3.4, curve S is the supply
curve that corresponds with the price—quantity supplied
data in the accompanying table. The upward slope of the
curve reflects the law of supply—producers offer more of
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An individual producer’s supply of corn. Because price and quantity supplied are directly related, the supply curve for
an individual producer graphs as an upsloping curve. Other things equal, producers will offer more of a product for sale as its price rises and less of the

product for sale as its price falls.

Supply of Corn $6
Quantity Supplied
per Week

$5 60

4 50
3 35
2
|

Price per Bushel

20
5

Price (per bushel)
w

a good, service, or resource for sale as its price rises. The
relationship between price and quantity supplied is posi-
tive, or direct.

Market Supply

Market supply is derived from individual supply in
exactly the same way that market demand is derived from
individual demand. We sum the quantities supplied by each
producer at each price. Thatis, we obtain the market supply
curve by “horizontally adding” the supply curves of the in-
dividual producers. The price—quantity supplied data in
the table accompanying Figure 3.5 are for an assumed 200
identical producers in the market, each willing to supply
corn according to the supply schedule shown in Figure 3.4.
Curve S in Figure 3.5 is a graph of the market supply data.
Note that the values of the axes in Figure 3.5 are the same as
those used in our graph of market demand (Figure 3.3). The
only difference is that we change the label on the horizontal
axis from “quantity demanded” to “quantity supplied.”

Determinants of Supply

In constructing a supply curve, we assume that price is the
most significant influence on the quantity supplied of any
product. But other factors (the “other things equal”) can
and do affect supply. The supply curve is drawn on the
assumption that these other things are fixed and do not
change. If one of them does change, a change in supply will
occur, meaning that the entire supply curve will shift.

10 20 30 40 50 60 70
Quantity supplied (bushels per week)

The basic determinants of supply are (1) resource
prices, (2) technology, (3) taxes and subsidies, (4) prices of
other goods, (5) producer expectations, and (6) the number
of sellers in the market. A change in any one or more of
these determinants of supply, or supply shifters, will move
the supply curve for a product either right or left. A shift to
the right, as from S, to S, in Figure 3.5, signifies an increase
in supply: Producers supply larger quantities of the prod-
uct at each possible price. A shift to the /eft, as from S, to
Ss, indicates a decrease in supply: Producers offer less out-
put at each price.

Changes in Supply

Let’s consider how changes in each of the determinants
affect supply. The key idea is that costs are a major fac-
tor underlying supply curves; anything that affects costs
(other than changes in output itself) usually shifts the sup-
ply curve.

Resource Prices The prices of the resources used in
the production process help determine the costs of produc-
tion incurred by firms. Higher resource prices raise produc-
tion costs and, assuming a particular product price, squeeze
profits. That reduction in profits reduces the incentive for
firms to supply output at each product price. For example,
an increase in the prices of sand, crushed rock, and Port-
land cement will increase the cost of producing concrete
and reduce its supply.
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Changes in the supply of corn. A change in

$6

Decrease
in supply

Price (per bushel)
w

Increase
i |
2 in supply
|
0 2 4 6 8 10 12 14

Quantity supplied (thousands of bushels per week)

In contrast, lower resource prices reduce production
costs and increase profits. So when resource prices fall,
firms supply greater output at each product price. For
example, a decrease in the price of flat-panel glass will
increase the supply of big-screen television sets.

Technology Improvements in technology (techniques
of production) enable firms to produce units of output
with fewer resources. Because resources are costly, using
fewer of them lowers production costs and increases sup-
ply. Example: Technological advances in producing flat-
panel computer monitors have greatly reduced their cost.
Thus, manufacturers will now offer more such monitors
than previously at the various prices; the supply of flat-
panel monitors has increased.

Taxes and Subsidies Businesses treat most taxes as
costs. An increase in sales or property taxes will increase
production costs and reduce supply. In contrast, subsidies
are “taxes in reverse.” If the government subsidizes the
production of a good, it in effect lowers the producers’
costs and increases supply.

Prices of Other Goods Firms that produce a
particular product, say, soccer balls, can sometimes use
their plant and equipment to produce alternative goods,
say, basketballs and volleyballs. The higher prices of
these “other goods” may entice soccer ball producers
to switch production to those other goods in order to
increase profits. This substitution in production results in a

one or more of the determinants of supply causes a change in supply. An
increase in supply is shown as a rightward shift of the supply curve, as
from S, to S,. A decrease in supply is depicted as a leftward shift of the
curve, as from S| to S3. In contrast, a change in the quantity supplied is
caused by a change in the product’s price and is shown by a movement
from one point to another, as from b to a on fixed supply curve S;.

Market Supply of Corn, 200
Producers, (S))

2)
() Total
Price Quantity
per Supplied
Bushel per Week
$5 12,000
4 10,000
e Q 3 7,000
2 4,000
| 1,000

decline in the supply of soccer balls. Alternatively, when
the prices of basketballs and volleyballs decline relative
to the price of soccer balls, producers of those goods may
decide to produce more soccer balls instead, increasing
their supply.

Producer Expectations Changes in expecta-
tions about the future price of a product may affect the
producer’s current willingness to supply that product. It
is difficult, however, to generalize about how a new ex-
pectation of higher prices affects the present supply of a
product. Farmers anticipating a higher wheat price in the
future might withhold some of their current wheat harvest
from the market, thereby causing a decrease in the current
supply of wheat. In contrast, in many types of manufactur-
ing industries, newly formed expectations that price will
increase may induce firms to add another shift of workers
or to expand their production facilities, causing current
supply to increase.

Number of Sellers Other things equal, the larger
the number of suppliers, the greater the market supply. As
more firms enter an industry, the supply curve shifts to the
right. Conversely, the smaller the number of firms in the
industry, the less the market supply. This means that as
firms leave an industry, the supply curve shifts to the left.
Example: The United States and Canada have imposed re-
strictions on haddock fishing to replenish dwindling stocks.
As part of that policy, the Federal government has bought
the boats of some of the haddock fishers as a way of putting
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Determinants of Supply: Factors That Shift the
Supply Curve

Determinant Examples

Change in resource
prices

A decrease in the price of microchips
increases the supply of computers; an
increase in the price of crude oil reduces
the supply of gasoline.

Change in technology ~ The development of more effective
wireless technology increases the supply

of cell phones.

An increase in the excise tax on
cigarettes reduces the supply of
cigarettes; a decline in subsidies to state
universities reduces the supply of higher
education.

Changes in taxes and
subsidies

Change in prices of
other goods

An increase in the price of cucumbers
decreases the supply of watermelons.

Change in producer
expectations

An expectation of a substantial rise in
future log prices decreases the supply of
logs today.

An increase in the number of tatoo
parlors increases the supply of tatoos; the
formation of women’s professional
basketball leagues increases the supply of
women'’s professional basketball games.

Change in number of
suppliers

them out of business and decreasing the catch. The result
has been a decline in the market supply of haddock.

Table 3.2 is a checklist of the determinants of supply,
along with further illustrations. (Key Question 6)

Changes in Quantity Supplied

The distinction between a change in supply and a change
in quantity supplied parallels the distinction between a
change in demand and a change in quantity demanded.
Because supply is a schedule or curve, a change in supply
means a change in the schedule and a shift of the curve. An
increase in supply shifts the curve to the right; a decrease
in supply shifts it to the left. The cause of a change in
supply is a change in one or more of the determinants of
supply.

In contrast, a change in quantity supplied is a move-
ment from one point to another on a fixed supply curve.
The cause of such a movement is a change in the price of
the specific product being considered.

Consider supply curve S; in Figure 3.5. A decline in
the price of corn from $4 to $3 decreases the quantity of
corn supplied per week from 10,000 to 7000 bushels. This
movement from point 4 to point # along S, is a change
in quantity supplied, not a change in supply. Supply is
the full schedule of prices and quantities shown, and
this schedule does not change when the price of corn
changes.

QUICK REVIEW 3.2

* A supply schedule or curve shows that, other things equal,
the quantity of a good supplied varies directly with its price.

® The supply curve shifts because of changes in (a) resource
prices, (b) technology, (c) taxes or subsidies, (d) prices of
other goods, (e) expectations of future prices, and (f) the
number of suppliers.

* A change in supply is a shift of the supply curve; a change in
quantity supplied is a movement from one point to another
on a fixed supply curve.

Market Equilibrium

With our understanding of demand and supply, we can
now show how the decisions of buyers of corn interact
with the decisions of sellers to determine the equilibrium
price and quantity of corn. In the table in Figure 3.6, col-
umns 1 and 2 repeat the market supply of corn (from the
table in Figure 3.5), and columns 2 and 3 repeat the mar-
ket demand for corn (from the table in Figure 3.3). We
assume this is a competitive market so that neither buyers
nor sellers can set the price.

Equilibrium Price and Quantity
We are looking for the equilibrium price and
equilibrium quantity. The equilibrium price (or market-
clearing price) is the price where the intentions of buyers
and sellers match. It is
the price where quantity
G3.l demanded equals quan-
Supply and demand tity supplied. The table
in Figure 3.6 reveals that
at $3, and only at that price, the number of bushels of corn
that sellers wish to sell (7000) is identical to the number
consumers want to buy (also 7000). At $3 and 7000 bushels
of corn, there is neither a shortage nor a surplus of corn.
So 7000 bushels of corn is the equilibrium quantity: the
quantity demanded and quantity supplied at the equilib-

rium price in a competitive market.

Graphically, the equilibrium price is indicated by the
intersection of the supply curve and the demand curve in
Figure 3.6 (Key Graph). (The horizontal axis now mea-
sures both quantity demanded and quantity supplied.)
With neither a shortage nor a surplus at $3, the market is
in equilibrium, meaning “in balance” or “at rest.”

Competition among buyers and among sellers drives
the price to the equilibrium price; once there, it remains
unless it is subsequently disturbed by changes in demand
or supply (shifts of the curves). To better understand the




Equilibrium price and quantity. The intersection of the downsloping demand curve D and the upsloping supply curve S indicates the equilibrium
price and quantity, here $3 and 7000 bushels of corn. The shortages of corn at below-equilibrium prices (for example, 7000 bushels at $2) drive up price. The higher prices
increase the quantity supplied and reduce the quantity demanded until equilibrium is achieved. The surpluses caused by above-equilibrium prices (for example, 6000 bushels
at $4) push price down. As price drops, the quantity demanded rises and the quantity supplied falls until equilibrium is established. At the equilibrium price and quantity,

there are neither shortages nor surpluses of corn.

$6 P Market Supply of and Demand for Corn
S () 3)
Total ) Total 4)
6000-bushel
: Y surpr:s € Quantity Price Quantity Surplus (+)
e Supplied per Demanded or
= 2 - per Week  Bushel per Week Shortage (—)*
©
- ' 12,000 $5 2,000 +10,000 ¥
3
i : 10,000 4 4,000 +6,000 ¥
& 7,000 3 7,000 0
g e | 4,000 2 11,000 ~7,000 *
&2 o 1,000 | 16,000 —15,000 71
>
7000-bushel *Arrows indicate the effect on price.
| shortage .
D
Q
0 2 4 6 7 8 10 12 14 16 18

Bushels of corn (thousands per week)

1. Demand curve D is downsloping because
a. producers offer less of a product for sale as the price of the
product falls.
b. lower prices of a product create income and substitution effects
that lead consumers to purchase more of it.
c. the larger the number of buyers in a market, the lower the
product price.
d. price and quantity demanded are directly (positively) related.
2. Supply curve S
a. reflects an inverse (negative) relationship between price and
quantity supplied.
b. reflects a direct (positive) relationship between price and quan-
tity supplied.
c. depicts the collective behavior of buyers in this market.

uniqueness of the equilibrium price, let’s consider other
prices. At any above-equilibrium price, quantity sup-
plied exceeds quantity demanded. For example, at the
$4 price, sellers will offer 10,000 bushels of corn, but
buyers will purchase only 4000. The $4 price encour-
ages sellers to offer lots of corn but discourages many
consumers from buying it. The result is a surplus (or
excess supply) of 6000 bushels. If corn sellers produced
them all, they would find themselves with 6000 unsold
bushels of corn.

d. shows that producers will offer more of a product for sale at a
low product price than at a high product price.
3. At the $3 price:
a. quantity supplied exceeds quantity demanded.
b. quantity demanded exceeds quantity supplied.
c. the product is abundant and a surplus exists.
d. there is no pressure on price to rise or fall.
4. Atprice $5 in this market:
a. there will be a shortage of 10,000 units.
. there will be a surplus of 10,000 units.
quantity demanded will be 12,000 units.
. quantity demanded will equal quantity supplied.

oo

qpP€9°7:q | Stomsuy

Surpluses drive prices down. Even if the $4 price
existed temporarily, it could not persist. The large sur-
plus would prompt competing sellers to lower the price
to encourage buyers to take the surplus off their hands.
As the price fell, the incentive to produce corn would
decline and the incentive for consumers to buy corn would
increase. As shown in Figure 3.6, the market would move
to its equilibrium at $3.

Any price below the $3 equilibrium price would create
a shortage; quantity demanded would exceed quantity

55
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supplied. Consider a $2 price, for example. We see both
from column 2 of the table and from the demand curve
in Figure 3.6 that quantity demanded exceeds quantity
supplied at that price. The result is a shortage (or excess
demand) of 7000 bushels of corn. The $2 price discourages
sellers from devoting resources to corn and encourages

CONSIDERTHIS . ..

Ticket Scalping:
A Bum Rap!

Ticket prices for athletic events
and musical concerts are usu-
ally set far in advance of the
events. Sometimes the origi-
nal ticket price is too low to
be the equilibrium price. Lines
form at the ticket window and
a severe shortage of tickets oc-
curs at the printed price.What
happens next? Buyers who are
willing to pay more than the
original price bid up the ticket
price in resale ticket markets.

Tickets sometimes get resold
for much greater amounts than the original price—market
transactions known as “scalping.” For example, an original buy-
er may resell a $75 ticket to a concert for $200, $250, or more.
Reporters sometimes denounce scalpers for “ripping off” buy-
ers by charging “exorbitant” prices.

But is scalping really a rip-off? We must first recognize that
such ticket resales are voluntary transactions. If both buyer and
seller did not expect to gain from the exchange, it would not
occur! The seller must value the $200 more than seeing the
event, and the buyer must value seeing the event at $200 or
more. So there are no losers or victims here: Both buyer and
seller benefit from the transaction. The scalping market simply
redistributes assets (game or concert tickets) from those who
would rather have the money (and the other things that the
money can buy) to those who would rather have the tickets.

Does scalping impose losses or injury on the sponsors of
the event? If the sponsors are injured, it is because they initially
priced tickets below the equilibrium level. Perhaps they did this
to create a long waiting line and the attendant news media
publicity. Alternatively, they may have had a genuine desire to
keep tickets affordable for lower-income, ardent fans. In either
case, the event sponsors suffer an opportunity cost in the form
of less ticket revenue than they might have otherwise received.
But such losses are self-inflicted and separate and distinct from
the fact that some tickets are later resold at a higher price.

So is ticket scalping undesirable? Not on economic grounds!
It is an entirely voluntary activity that benefits both sellers and
buyers.

consumers to desire more bushels than are available. The
$2 price cannot persist as the equilibrium price. Many con-
sumers who want to buy corn at this price will not obtain
it. They will express a willingness to pay more than $2 to
get corn. Competition among these buyers will drive up
the price, eventually to the $3 equilibrium level. Unless
disrupted by changes of supply or demand, this $3 price of
corn will continue to prevail.

Rationing Function of Prices

The ability of the competitive forces of supply and demand
to establish a price at which selling and buying decisions
are consistent is called the rationing function of prices. In our
case, the equilibrium price of $3 clears the market, leaving
no burdensome surplus for sellers and no inconvenient
shortage for potential buyers. And it is the combination of
freely made individual decisions that sets this market-clearing
price. In effect, the market outcome says that all buyers who
are willing and able to pay $3 for a bushel of corn will obtain
it; all buyers who cannot or will not pay $3 will go without
corn. Similarly, all producers who are willing and able to of-
fer corn for sale at $3 a bushel will sell it; all producers who
cannot or will not sell for $3 per bushel will not sell their
product. (Key Question 8)

Efficient Allocation
A competitive market such as that we have described
not only rations goods to consumers but also allocates
society’s resources efficiently to the particular prod-
uct. Competition among corn producers forces them
to use the best technology and right mix of productive
resources. Otherwise, their costs will be too high rela-
tive to the market price and they will be unprofitable.
The result is productive efficiency: the production
of any particular good in the least costly way. When
society produces corn at the lowest achievable per-unit
cost, it is expending the least-valued combination of re-
sources to produce that product and therefore is mak-
ing available more-valued resources to produce other
desired goods. Suppose society has only $100 worth of
resources available. If it can produce a bushel of corn using
$3 of those resources, then it will have available $97 of re-
sources remaining to produce other goods. This is clearly
better than producing the corn for $5 and having only $95
of resources available for the alternative uses.
Competitive markets also produce allocative
efficiency: the particular mix of goods and services most
highly valued by society (minimum-cost production
assumed). For example, society wants land suitable
for growing corn used for that purpose, not to grow



dandelions. It wants diamonds to be used for jewelry, not
crushed up and used as an additive to give concrete more
sparkle. It wants MP3 players and iPods, not cassette play-
ers and tapes. Moreover, society does not want to devote
all its resources to corn, diamonds, and portable digital
music players. It wants to assign some resources to wheat,
gasoline, and cell phones. Competitive markets make those
allocatively efficient assignments.

The equilibrium price and quantity in competitive
markets usually produce an assignment of resources that
is “right” from an economic perspective. Demand essen-
tially reflects the marginal benefit (MB) of the good,
based on the utility received. Supply reflects the marginal
cost (MC) of producing the good. The market ensures
that firms produce all units of goods for which MB
exceeds MC and no units for which MC exceeds MB.
At the intersection of the demand and supply curves,
MB equals MC and allocative efficiency results. As
economists say, there is neither an “underallocaton of
resources” nor an “overallocation of resources” to the
product.

Changes in Supply, Demand,

and Equilibrium

We know that demand might change because of fluctua-
tions in consumer tastes or incomes, changes in consumer
expectations, or variations in the prices of related goods.
Supply might change in response to changes in resource
prices, technology, or taxes. What effects will such changes
in supply and demand have on equilibrium price and
quantity?

Changes in Demand Suppose that the supply
of some good (for example, health care) is constant and
demand increases, as shown in Figure 3.7a. As a result,
the new intersection of the supply and demand curves is
at higher values on both the price and the quantity axes.
Clearly, an increase in demand raises both equilibrium
price and equilibrium quantity. Conversely, a decrease in
demand such as that shown in Figure 3.7b reduces both
equilibrium price and equilibrium quantity. (The value of
graphical analysis is now apparent: We need not fumble
with columns of figures to determine the outcomes; we
need only compare the new and the old points of intersec-
tion on the graph.)

Changes in Supply What happens if the demand
for some good (for example, flash drives) is constant but
supply increases, as in Figure 3.7c? The new intersection
of supply and demand is located at a lower equilibrium
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price but at a higher equilibrium quantity. An increase in
supply reduces equilibrium price but increases equilibrium
quantity. In contrast, if supply decreases, as in Figure 3.7d,
the equilibrium price rises while the equilibrium quantity
declines.

Complex Cases When both supply and demand
change, the effect is a combination of the individual effects.

Supply Increase; Demand Decrease What effect
will a supply increase and a demand decrease for some
good (for example, apples) have on equilibrium price?
Both changes decrease price, so the net result is a price
drop greater than that resulting from either change alone.

What about equilibrium quantity? Here the effects of
the changes in supply and demand are opposed: the increase
in supply increases equilibrium quantity, but the decrease
in demand reduces it. The direction of the change in quan-
tity depends on the relative sizes of the changes in supply
and demand. If the increase in supply is larger than the
decrease in demand, the equilibrium quantity will increase.
But if the decrease in demand is greater than the increase
in supply, the equilibrium quantity will decrease.

Supply Decrease; Demand Increase A decrease in
supply and an increase in demand for some good (for
example, gasoline) both increase price. Their combined
effect is an increase in equilibrium price greater than that
caused by either change separately. But their effect on
equilibrium quantity is again indeterminate, depending on
the relative sizes of the changes in supply and demand. If
the decrease in supply is larger than the increase in de-
mand, the equilibrium quantity will decrease. In contrast, if
the increase in demand is greater than the decrease in
supply, the equilibrium quantity will increase.

Supply Increase; Demand Increase What if supply
and demand both increase for some good (for example, cell
phones)? A supply increase drops equilibrium price, while a
demand increase boosts it. If the increase in supply is greater
than the increase in demand, the equilibrium price will fall.
If the opposite holds, the equilibrium price will rise.

The effect on equilibrium quantity is certain: The
increases in supply and in demand each raises equilib-
rium quantity. Therefore, the equilibrium quantity will
increase by an amount greater than that caused by either
change alone.

Supply Decrease; Demand Decrease What about
decreases in both supply and demand for some good (for
example, new homes)? If the decrease in supply is greater
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Changes in demand and supply and the effects on price and quantity. The increase in demand from D, to D, in
(a) increases both equilibrium price and equilibrium quantity. The decrease in demand from D5 to D, in (b) decreases both equilibrium price and equilibrium
quantity. The increase in supply from S| to S, in (c) decreases equilibrium price and increases equilibrium quantity. The decline in supply from S3 to S, in (d)
increases equilibrium price and decreases equilibrium quantity. The boxes in the top right corners summarize the respective changes and outcomes. The
upward arrows in the boxes signify increases in equilibrium price (P) and equilibrium quantity (Q); the downward arrows signify decreases in these items.

P
S
D increase:
PT, QT
4
4
D,
Q
0 )
(a)
Increase in demand
P
Si 22 S increase:
pl, QT
D
Q

0 —)
(c)

Increase in supply

than the decrease in demand, equilibrium price will rise. If
the reverse is true, equilibrium price will fall. Because
decreases in supply and in demand each reduces equilib-
rium quantity, we can be sure that equilibrium quantity
will fall.

Table 3.3 summarizes these four cases. To understand
them fully, you should draw supply and demand diagrams
for each case to confirm the effects listed in this table.

Special cases arise when a decrease in demand and
a decrease in supply, or an increase in demand and an
increase in supply, exactly cancel out. In both cases, the
net effect on equilibrium price will be zero; price will not
change. (Key Question 9)

P
S
D decrease:
q rPl, Q!
D;
4
D,
Q
0 a——
(b)
Decrease in demand
P
S S
4 : S decrease:
PT, Q!
D
Q

0 =
(d)

Decrease in supply

The optional appendix accompanying this chapter
provides examples of situations in which both supply and
demand change over the same period of time.

Effects of Changes in Both Supply and Demand

Effect on Effect on
Change in Change in Equilibrium Equilibrium
Supply Demand Price Quantity
I.Increase Decrease Decrease Indeterminate
2. Decrease Increase Increase Indeterminate
3. Increase Increase Indeterminate Increase
4. Decrease Decrease Indeterminate Decrease
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Salsa and Coffee
Beans

If you forget the other-things-
equal assumption, you can en-
counter situations that seem
to be in conflict with the laws
of demand and supply. For
example, suppose salsa manu-
facturers sell | million bottles
of salsa at $4 a bottle in one
year; 2 million bottles at $5 in
the next year;and 3 million at $6
in the year thereafter. Price and
quantity purchased vary directly,
and these data seem to be at
odds with the law of demand.

But there is no conflict here; the data do not refute the law of
demand. The catch is that the law of demand’s other-things-equal
assumption has been violated over the three years in the exam-
ple. Specifically, because of changing tastes and rising incomes, the
demand for salsa has increased sharply, as in Figure 3.7a.The result
is higher prices and larger quantities purchased.

Another example: The price of coffee beans occasionally
shoots upward at the same time that the quantity of coffee beans
harvested declines. These events seemingly contradict the direct
relationship between price and quantity denoted by supply. The
catch again is that the other-things-equal assumption underly-
ing the upsloping supply curve is violated. Poor coffee harvests
decrease supply,as in Figure 3.7d, increasing the equilibrium price
of coffee and reducing the equilibrium quantity.

The laws of demand and supply are not refuted by observa-
tions of price and quantity made over periods of time in which
either demand or supply curves shift.

Application: Government-
Set Prices

Prices in most markets are free to rise or fall to their equi-
librium levels, no matter how high or low those levels
might be. However, government sometimes concludes that
supply and demand will produce prices that are unfairly
high for buyers or unfairly low for sellers. So government
may place legal limits on how high or low a price or prices
may go. Is that a good idea?

Price Ceilings on Gasoline

A price ceiling sets the maximum legal price a seller may
charge for a productor service. A price at or below the ceiling
is legal; a price above it is not. The ratonale for establishing
price ceilings (or ceiling prices) on specific products is that
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they purportedly enable consumers to obtain some “essen-
tial” good or service that they could not afford at the equi-
librium price. Examples are rent controls and usury laws,
which specify maximum “prices” in the forms of rent and
interest that can be charged to borrowers.

Graphical Analysis We can easily show the effects
of price ceilings graphically. Suppose that rapidly rising
world income boosts the purchase of automobiles and
shifts the demand for gasoline to the right so that the equi-
librium or market price reaches $3.50 per gallon, shown as
P, in Figure 3.8. The rapidly rising price of gasoline greatly
burdens low- and moderate-income households, which
pressure government to “do something.” To keep gasoline
affordable for these households, the government imposes
a ceiling price P, of $3 per gallon. To impact the market,
a price ceiling must be below the equilibrium price. A
ceiling price of $4, for example, would have had no im-
mediate effect on the gasoline market.

What are the effects of this $3 ceiling price? The ration-
ing ability of the free market is rendered ineffective. Because
the ceiling price P. is below the market-clearing price P,
there is a lasting shortage of gasoline. The quantity of
gasoline demanded at P, is Q, and the quantity supplied is
only Q; a persistent excess demand or shortage of amount
Q,; — Q, occurs.

The price ceiling P, prevents the usual market adjust-
ment in which competition among buyers bids up price,
inducing more production and rationing some buyers out of
the market. That process would continue until the shortage
disappeared at the equilibrium price and quantity, Py and Q,.

By preventing these market adjustments from occur-
ring, the price ceiling poses problems born of the market
disequilibrium.

FIGURE 3.8 A price ceiling. A price ceiling is a maximum
legal price such as P.. When the ceiling price is below the equilibrium
price, a persistent product shortage results. Here that shortage is
shown by the horizontal distance between Q, and Q..

P
S
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¢ Ceiling
3.00 P —
Shortage
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Q
0 Q Qo Q
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A Legal Market for Human Organs?

A Legal Market Might Eliminate the Present Shortage
of Human Organs for Transplant. But There Are Many
Serious Objections to ‘“Turning Human Body Parts
into Commodities” for Purchase and Sale.

It has become increasingly commonplace in medicine to trans-
plant kidneys, lungs, livers, eye corneas, pancreases, and hearts
from deceased individuals to those whose

curve S; in the accompanying figure. The downward slope of the
demand curve tells us that if there were a market for human or-
gans, the quantity of organs demanded would be greater at lower
prices than at higher prices. Vertical supply curve S; represents
the fixed quantity of human organs now donated via consent be-
fore death. Because the price of these donated organs is in effect
zero, quantity demanded Q3 exceeds quantity supplied Q;. The
shortage of Q; — Q, is rationed through a
waiting list of those in medical need of

organs have failed or are failing. But sur- P
geons and many of their patients face a S
growing problem: There are shortages of
donated organs available for transplant.
Not everyone who needs a transplant
can get one. In 2007 there were 97,000
Americans on the waiting list for trans-
plants. Indeed, an inadequate supply of p,
donated organs causes an estimated 6000
deaths in the United States each year.

Why Shortages! Seldom do we hear of

shortages of desired goods in market econ-

omies. What is different about organs for 2 0
transplant? One difference is that no legal

market exists for human organs. To under-

stand this situation, observe the demand curve D; and supply

Rationing Problem How will the available sup-
ply Q, be apportioned among buyers who want the greater
amount Q,? Should gasoline be distributed on a first-come,
first-served basis, that is, to those willing and able to get
in line the soonest and stay in line? Or should gas stations
distribute it on the basis of favoritism? Since an unregulated
shortage does not lead to an equitable distribution of gaso-
line, the government must establish some formal system for
rationing it to consumers. One option is to issue ration cou-
pons, which authorize bearers to purchase a fixed amount of
gasoline per month. The rationing system might entail first
the printing of coupons for Q; gallons of gasoline and then
the equal distribution of the coupons among consumers so
that the wealthy family of four and the poor family of four
both receive the same number of coupons.

Black Markets Butration coupons would not prevent
a second problem from arising. The demand curve in
Figure 3.8 reveals that many buyers are willing to pay

60

S, transplants. Many people die while still on
the waiting list.

Use of a Market A market for human or-
gans would increase the incentive to donate
organs. Such a market might work like this:
An individual might specify in a legal docu-
ment that he or she is willing to sell one or
more usable human organs upon death or
near-death. The person could specify where
the money from the sale would go, for ex-

D, ample, to family, a church, an educational

0, Q institution, or a charity. Firms would then
emerge to purchase organs and resell them

where needed for profit. Under such a sys-

tem, the supply curve of usable organs would take on the normal

more than the ceiling price P.. And, of course, it is more
profitable for gasoline stations to sell at prices above the
ceiling. Thus, despite a sizable enforcement bureaucracy
that would have to accompany the price controls, black
markets in which gasoline is illegally bought and sold at
prices above the legal limits will flourish. Counterfeiting
of ration coupons will also be a problem. And since the
price of gasoline is now “set by government,” government
might face political pressure to set the price even lower.

Rent Controls

About 200 cities in the United States, including New York
City, Boston, and San Francisco, have at one time or an-
other enacted rent controls: maximum rents established by
law (or, more recently, have set maximum rent increases
for existing tenants). Such laws are well intended. Their
goals are to protect low-income families from escalating
rents caused by perceived housing shortages and to make
housing more affordable to the poor.



upward slope of typical supply curves. The higher the expected
price of an organ, the greater the number of people who would be
willing to have their organs sold at death. Suppose that the supply
curve is S, in the figure. At the equilibrium price P;, the number of
organs made available for transplant (Q,) would equal the number
purchased for transplant (also
Q). In this generalized case, the
shortage of organs would be
eliminated and, of particular im-
portance, the number of organs
available for transplanting would
rise from Q; to Q,. This means
more lives would be saved and
enhanced than under the pres-
ent donor system.

Obijections In view of this
positive outcome, why is there
no such market for human or-
gans? Critics of market-based
solutions have two main ob-
jections. The first is a moral
objection: Critics feel that turning human organs into com-
modities commercializes human beings and diminishes the
special nature of human life. They say there is something un-
seemly about selling and buying body organs as if they were
bushels of wheat or ounces of gold. (There is, however, a mar-
ket for blood!) Moreover, critics note that the market would
ration the available organs (as represented by Q, in the figure)

What have been the actual economic effects? On the
demand side, it is true that as long as rents are below equi-
librium, more families are willing to consume rental hous-
ing; the quantity of rental housing demanded increases at
the lower price. But a large problem occurs on the supply
side. Price controls make it less attractive for landlords to
offer housing on the rental market. In the short run, own-
ers may sell their rental units or convert them to condo-
miniums. In the long run, low rents make it unprofitable
for owners to repair or renovate their rental units. (Rent
controls are one cause of the many abandoned apartment
buildings found in larger cities.) Also, insurance companies,
pension funds, and other potential new investors in hous-
ing will find it more profitable to invest in office buildings,
shopping malls, or motels, where rents are not controlled.

In brief, rent controls distort market signals and thus
resources are misallocated: Too few resources are allo-
cated to rental housing and too many to alternative uses.
Ironically, although rent controls are often legislated to

to people who either can afford them (at P;) or have health
insurance for transplants. The poor and uninsured would be
left out.

Second, a health-cost objection suggests that a market
for body organs would greatly increase the cost of health care.
Rather than obtaining freely
donated (although “too few”)
body organs, patients or their
companies
have to pay market prices for
them, further increasing the
cost of medical care.

insurance would

Rebuttal Supporters of
market-based solutions to or-
gan shortages point out that the
laws against selling organs are
simply driving the market un-
derground. Worldwide, an esti-
mated $1 billion-per-year
illegal market in human organs
has emerged. As in other illegal
markets, the unscrupulous tend to thrive. This fact is dramatized
by the accompanying photo, in which four Pakistani villagers
show off their scars after they each sold a kidney to pay off debt.
Supporters say that legalization of the market for human organs
would increase organ supply from legal sources, drive down the
price of organs, and reduce the abuses such as those now taking
place in illegal markets.

lessen the effects of perceived housing shortages, controls
in fact are a primary cause of such shortages. For that rea-
son, most American cities either have abandoned or are in
the process of dismantling rent controls.

Price Floors on Wheat

A price floor is a minimum price fixed by the govern-
ment. A price at or above the price floor is legal; a price
below it is not. Price floors above equilibrium prices are
usually invoked when society feels that the free function-
ing of the market system has not provided a sufficient in-
come for certain groups of resource suppliers or produc-
ers. Supported prices for agricultural products and current
minimum wages are two examples of price (or wage) floors.
Let’s look at the former.

Suppose the equilibrium price for wheat is $2 per bushel
and, because of that low price, many farmers have extremely
low incomes. The government decides to help out by estab-
lishing a legal price floor or price support of $3 per bushel.
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FIGURE 3.9 A price floor. A price floor is a minimum
legal price such as Pz When the price floor is above the equilibrium
price, a persistent product surplus results. Here that surplus is
shown by the horizontal distance between Q, and Q,.

P
3
Surplus
FI ——
$3.00 P 0%
2,00 P,
D
0 Qi Q Qs Q

What will be the effects? At any price above the
equilibrium price, quantity supplied will exceed quantity
demanded—that is, there will be a persistent excess sup-
ply or surplus of the product. Farmers will be willing to
produce and offer for sale more than private buyers are
willing to purchase at the price floor. As we saw with a
price ceiling, an imposed legal price disrupts the rationing
ability of the free market.

Graphical Analysis Figure 3.9 illustrates the effect
of a price floor graphically. Suppose that S and D are the
supply and demand curves for wheat. Equilibrium price
and quantity are Py and Q,, respectively. If the government
imposes a price floor of P; farmers will produce Q; but
private buyers will purchase only Q,. The surplus is the
excess of Q, over Q.
The government may cope with the surplus resulting
from a price floor in two ways:
¢ It can restrict supply (for example, by instituting
acreage allotments by which farmers agree to take a
certain amount of land out of production) or increase
demand (for example, by researching new uses for
the product involved). These actions may reduce
the difference between the equilibrium price and
the price floor and that way reduce the size of the
resulting surplus.
¢ If these efforts are not wholly successful, then the
government must purchase the surplus output at the
$3 price (thereby subsidizing farmers) and store or
otherwise dispose of it.

Additional Consequences Price floors such as Py
in Figure 3.9 not only disrupt the rationing ability of prices
but distort resource allocation. Without the price floor, the
$2 equilibrium price of wheat would cause financial losses
and force high-cost wheat producers to plant other crops or
abandon farming altogether. But the $3 price floor allows
them to continue to grow wheat and remain farmers. So
society devotes too many of its scarce resources to wheat
production and too few to producing other, more valuable,
goods and services. It fails to achieve allocative efficiency.

Thats not all. Consumers of wheat-based products pay
higher prices because of the price floor. Taxpayers pay higher
taxes to finance the governments purchase of the surplus.
Also, the price floor causes potental environmental damage by
encouraging wheat farmers to bring hilly, erosion-prone “mar-

ginal land” into produc-

don. The higher price also

G3.2 prompts imports of wheat.

Price floors and ceilings But, since such imports

would increase the quan-

tity of wheat supplied and thus undermine the price floor, the

government needs to erect tariffs (taxes on imports) to keep the

foreign wheat out. Such tariffs usually prompt other countries

to retaliate with their own tariffs against U.S. agricultural or
manufacturing exports.

So it is easy to see why economists “sound the alarm”
when politicians advocate imposing price ceilings or price
floors such as price controls, rent controls, interest-rate lids,
or agricultural price supports. In all these cases, good inten-
tions lead to bad economic outcomes. Government-controlled
prices cause shortages or surpluses, distort resource allocation,
and produce negative side effects. (Key Question 14)

QUICK REVIEW 3.3

¢ In competitive markets, prices adjust to the equilibrium
level at which quantity demanded equals quantity supplied.

® The equilibrium price and quantity are those indicated by
the intersection of the supply and demand curves for any
product or resource.

* Anincrease in demand increases equilibrium price and
quantity; a decrease in demand decreases equilibrium price
and quantity.

* An increase in supply reduces equilibrium price but increases
equilibrium quantity; a decrease in supply increases equilib-
rium price but reduces equilibrium quantity.

Over time, equilibrium price and quantity may change in
directions that seem at odds with the laws of demand and
supply because the other-things-equal assumption is violated.

* Government-controlled prices in the form of ceilings and
floors stifle the rationing function of prices, distort resource
allocations, and cause negative side effects.



Summary

1.

Demand is a schedule or curve representing the willingness
of buyers in a specific period to purchase a particular prod-
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quantity supplied, which is shown as a movement from one
point to another point on a fixed supply curve.

uct at each of various prices. The law of demand implies that 7. The equilibrium price and quantity are established at the
consumers will buy more of a product at a low price than ata intersection of the supply and demand curves. The interac-
high price. So, other things equal, the relationship between tion of market demand and market supply adjusts the price
price and quantity demanded is negative or inverse and is to the point at which the quantities demanded and supplied
graphed as a downsloping curve. are equal. This is the equilibrium price. The corresponding

2. Market demand curves are found by adding horizontally quantity is the equilibrium quantity.
the demand curves of the many individual consumers in the 8. The ability of market forces to synchronize selling and buy-
market. ing decisions to eliminate potential surpluses and shortages

3. Changes in one or more of the determinants of demand is known as the rationing function of prices. The equilibrium
(consumer tastes, the number of buyers in the market, the quantity in competitive markets reflects both productive ef-
money incomes of consumers, the prices of related goods, ficiency (least-cost production) and allocative efficiency (the
and consumer expectations) shift the market demand right amount of the product relative to other products).
curve. A shift to the right is an increase in demand; a shift 9. A change in either demand or supply changes the equilibri-
to the left is a decrease in demand. A change in demand um price and quantity. Increases in demand raise both equi-
is different from a change in the quantity demanded, the librium price and equilibrium quantity; decreases in demand
latter being a movement from one point to another point lower both equilibrium price and equilibrium quantity. In-
on a fixed demand curve because of a change in the prod- creases in supply lower equilibrium price and raise equilib-
uct’s price. rium quantity; decreases in supply raise equilibrium price

4. Supply is a schedule or curve showing the amounts of a and lower equilibrium quantity.
product that producers are willing to offer in the market at ~ 10. Simultaneous changes in demand and supply affect equilib-
each possible price during a specific period. The law of sup- rium price and quantity in various ways, depending on their
ply states that, other things equal, producers will offer more direction and relative magnitudes (see Table 3.3).
of a product at a high price than at a low price. Thus, the 11. A price ceiling is a maximum price set by government and
relationship between price and quantity supplied is positive is designed to help consumers. Effective price ceilings pro-
or direct, and supply is graphed as an upsloping curve. duce persistent product shortages, and if an equitable distri-

5. The market supply curve is the horizontal summation of the bution of the product is sought, government must ration the
supply curves of the individual producers of the product. product to consumers.

6. Changes in one or more of the determinants of supply (re-  12. A price floor is a minimum price set by government and
source prices, producti()n techniques, taxes or Subsidies, the is designed to aid pI‘OdUCCI‘S. Effective price floors lead to
prices of other goods, producer expectations, or the number persistent product surpluses; the government must either
of sellers in the market) shift the supply curve of a prod- purchase the product or eliminate the surplus by imposing
uct. A shift to the right is an increase in supply; a shift to restrictions on production or increasing private demand.
the left is a decrease in supply. In contrast, a change in the =~ 13. Legally fixed prices stifle the rationing function of prices

price of the product being considered causes a change in the

and distort the allocation of resources.

Terms and Concepts

demand substitute good change in quantity supplied

demand schedule complementary good equilibrium price

law of demand change in demand equilibrium quantity

diminishing marginal utility change in quantity demanded surplus

income effect supply shortage
substitution effect supply schedule productive efficiency
demand curve law of supply allocative efficiency

determinants of demand supply curve price ceiling

normal goods determinants of supply price floor

inferior goods change in supply
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Study Questions

1.

5 .

ECONOMICS

Explain the law of demand. Why does a demand curve slope
downward? How is a market demand curve derived from
individual demand curves? LO1

. What are the determinants of demand? What happens to

the demand curve when any of these determinants change?
Distinguish between a change in demand and a change in
the quantity demanded, noting the cause(s) of each. LO1

. KEY QUESTION What effect will each of the following

have on the demand for small automobiles such as the Mini

Cooper and Smart car? LO1

a. Small automobiles become more fashionable.

b. The price of large automobiles rises (with the price of
small autos remaining the same).

c. Income declines and small autos are an inferior good.

d. Consumers anticipate that the price of small autos will
greatly come down in the near future.

e. The price of gasoline substantially drops.

Explain the law of supply. Why does the supply curve slope

upward? How is the market supply curve derived from the

supply curves of individual producers? LO2

. What are the determinants of supply? What happens to the

supply curve when any of these determinants changes? Dis-

tinguish between a change in supply and a change in the

quantity supplied, noting the cause(s) of each. LO2

KEY QUESTION What effect will each of the following

have on the supply of zuto tires? LO2

a. A technological advance in the methods of producing tires.

b. A decline in the number of firms in the tire industry.

c. An increase in the prices of rubber used in the produc-
tion of tires.

d. The expectation that the equilibrium price of auto tires
will be lower in the future than currently.

e. A decline in the price of the large tires used for semi
trucks and earth-hauling rigs (with no change in the
price of auto tires).

f. The levying of a per-unit tax on each auto tire sold.

g. The granting of a 50-cent-per-unit subsidy for each auto
tire produced.

. “In the corn market, demand often exceeds supply and sup-

ply sometimes exceeds demand.” “The price of corn rises
and falls in response to changes in supply and demand.” In
which of these two statements are the terms “supply” and
“demand” used correctly? Explain. LO2

. KEY QUESTION Suppose the total demand for wheat and

the total supply of wheat per month in the Kansas City grain

market are as shown in the accompanying table. LO3

a. What is the equilibrium price? What is the equilibrium
quantity? Fill in the surplus-shortage column and use it
to explain why your answers are correct.

b. Graph the demand for wheat and the supply of wheat.
Be sure to label the axes of your graph correctly. Label
equilibrium price P and equilibrium quantity Q.

9

10.

11.

12.

13.

14.

Thousands Thousands Surplus (+)
of Bushels Price per of Bushels or
Demanded Bushel Supplied Shortage (—)

85 $3.40 72

80 3.70 73

75 4.00 75

70 4.30 77

65 4.60 79

60 4.90 8l

c. Why will $3.40 not be the equilibrium price in this mar-
ket? Why not $4.90? “Surpluses drive prices up; short-
ages drive them down.” Do you agree?

. KEY QUESTION How will each of the following changes in
demand and/or supply affect equilibrium price and equilib-
rium quantity in a competitive market; that is, do price and
quantity rise, fall, or remain unchanged, or are the answers
indeterminate because they depend on the magnitudes of
the shifts? Use supply and demand diagrams to verify your
answers. LO4

Supply decreases and demand is constant.

. Demand decreases and supply is constant.

Supply increases and demand is constant.

. Demand increases and supply increases.

Demand increases and supply is constant.

Supply increases and demand decreases.

. Demand increases and supply decreases.

. Demand decreases and supply decreases.

50 O D o

In 2001 an outbreak of foot-and-mouth disease in Europe led
to the burning of millions of cattle carcasses. What impact do
you think this had on the supply of cattle hides, hide prices, the
supply of leather goods, and the price of leather goods? LO4

Use two market diagrams to explain how an increase in state
subsidies to public colleges might affect tuition and enroll-
ments in both public and private colleges. LO4

Critically evaluate: “In comparing the two equilibrium
positions in Figure 3.7b, I note that a smaller amount is

actually demanded at a lower price. This refutes the law of
demand.” LO4

For each stock in the stock market, the number of shares
sold daily equals the number of shares purchased. That
is, the quantity of each firm’s shares demanded equals the
quantity supplied. So, if this equality always occurs, why do
the prices of stock shares ever change? LO4

KEY QUESTION Refer to the table in question 8. Suppose
that the government establishes a price ceiling of $3.70
for wheat. What might prompt the government to estab-
lish this price ceiling? Explain carefully the main effects.
Demonstrate your answer graphically. Next, suppose that
the government establishes a price floor of $4.60 for wheat.



15.

16.

What will be the main effects of this price floor? Demon-
strate your answer graphically. LO5

What do economists mean when they say that “price floors
and ceilings stifle the rationing function of prices and distort
resource allocation”? LO5

ADVANCED ANALYSIS Assume that demand for a com-
modity is represented by the equation P = 10 — .2Q, and
supply by the equation P = 2 + .2Q,, where Q, and Q, are
quantity demanded and quantity supplied, respectively,
and P is price. Using the equilibrium condition Q, = Q,,

Web-Based Questions

1.

FARM COMMODITY PRICES—SUPPLY AND DEMAND IN
ACTION The U.S. Department of Agriculture, www.nass.
usda.gov, publishes charts on the prices of farm products.
Go to the USDA home page and select Charts and Maps
and then Agricultural Prices (under Economics). Choose
three farm products and determine whether their prices (as
measured by “prices received by farmers”) have generally
increased, decreased, or stayed the same over the past three
years. In which of the three cases, if any, do you think that
supply has increased more rapidly than demand? In which
of the three cases, if any, do you think that demand has in-
creased more rapidly than supply? Explain your reasoning.

CHANGES IN DEMAND—BABY DIAPERS AND RETIRE-
MENT VILLAGES Other things equal, an increase in the
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solve the equations to determine equilibrium price. Now
determine equilibrium quantity. Graph the two equations
to substantiate your answers. LO4

17. LAST WORD Whatis the current overall number of Amer-

ican candidates waiting for an organ transplant? (For the
answer, visit the United Network for Organ Sharing Web
site, www.unos.org.) For what transplant organ is the wait-
ing list the longest? (Select Data and “At a glance.”) Do
you favor the establishment of a legal market for transplant
organs? Why or why not?

number of buyers for a product or service will increase
demand. Baby diapers and retirement villages are two
products designed for different population groups. The
U.S. Census Bureau Web site, www.census.gov/ipc/www/
idb, provides population pyramids (graphs that show the
distribution of population by age and sex) for countries for
2000, 2025, and 2050. View the population pyramids for
Mexico, Japan, and the United States by selecting Interna-
tional Data Base and then Population Pyramids. Which
country do you think will have the greatest percentage in-
crease in demand for baby diapers between 2000 and 2050?
For retirement villages? Which country do you think will
have the greatest absolute increase in demand for baby dia-
pers? For retirement villages?

FURTHER TEST YOUR KNOWLEDGE AT

www.mcconnelll 8e.com



http://www.unos.org
http://www.census.gov/ipc/www/idb
http://www.nass.usda.gov
http://www.mcconnell18e.com
http://www.nass.usda.gov
http://www.census.gov/ipc/www/idb
http://www.unos.org
http://www.census.gov/ipc/www/idb
http://www.nass.usda.gov
http://www.mcconnell18e.com
http://www.nass.usda.gov
http://www.census.gov/ipc/www/idb

66 | CHAPTERTHREE APPENDIX

Additional Examples of Supply and Demand

Our discussion has clearly demonstrated that supply and
demand analysis is a powerful tool for understanding equi-
librium prices and quantities. The information provided
is fully sufficient for moving forward in the book, but you
may find that additional examples of supply and demand
are helpful. This optional appendix provides several con-
crete illustrations of changes in supply and demand.

Your instructor may assign all, some, or none of this
appendix, depending on time availability and personal
preferences.

Changes in Supply and Demand

As Figure 3.6 of this chapter demonstrates, changes in sup-
ply and demand cause changes in price, quantity, or both.
The following applications illustrate this fact in several
real-world markets. The simplest situations are those in
which either supply changes while demand remains con-
stant or demand changes while supply remains constant.
Let’s consider two such simple cases first, before looking
at more complex applications.

Lettuce

Every now and then we hear on the news that extreme
weather has severely reduced the size of some crop such as
lettuce, oranges, or cherries. Suppose, for example, that a
severe freeze destroys a sizable portion of the lettuce crop.
"This unfortunate situation implies a significant decline in
supply, which we represent as a leftward shift of the supply
curve from S to S, in Figure 1. At each price, consumers
desire as much lettuce as before, so the freeze does not
affect the demand for lettuce. That is, demand curve D,
does not shift.

What are the consequences of the reduced supply of
lettuce for equilibrium price and quantity? As shown in
Figure 1, the leftward shift of the supply curve disrupts
the previous equilibrium in the market for lettuce and
drives the equilibrium price upward upward from P; to
P,. Consumers respond to that price hike by reducing the
quantity of lettuce demanded from Q; to Q,. Equilibrium
in the market is restored, now at P, and Q,.

Consumers who are willing and able to pay price P,
obtain lettuce; consumers unwilling or unable to pay that
price do not. Some consumers continue to buy as much
lettuce as before, even at the higher price. Others buy

FIGURE 1 The market for lettuce. The decrease in the
supply of lettuce, shown here by the shift from S, to S5, increases the
equilibrium price of lettuce from P, to P, and reduces the equilibrium
quantity from Q; to Q,.
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some lettuce but not as much as before, and still others
opt out of the market completely. The latter two groups
use the money they would have spent on lettuce to obtain
other products, say, carrots, whose price has not gone up.

Corn and Ethanol

Between the beginning of 2006 and the middle of 2007,
the price of corn doubled. Did people suddenly demand
more corn flakes? Not hardly! The demand for cereals,
beef, and other food products that use corn as inputs was
relatively stable. Instead, the driving force was a rapid in-
crease in the price of oil and gasoline (one of our following
examples). This increase boosted the demand for ethanol,
an alcohol-like substance that is blended with conventional
gasoline. In the United States, producers refine ethanol
mainly from corn, although ethanol can also be refined
from sugar and other agricultural commodities. So the in-
crease in the demand for ethanol drove up the demand for
corn and raised its equilibrium price.

We depict this situation in Figure 2 as the rightward
shift of the demand curve from D, to D,. This demand
increase upped the equilibrium price of corn, in this
case from P; to P,. Producers responded accordingly by
increasing the quantity of corn supplied, as from Q, to Q,.
At the higher price and quantity, the market achieved a
new equilibrium.



FIGURE 2 The market for corn. The increase in the
demand for corn, shown here by the shift from D, to D,, increases the
equilibrium price of corn from P, to P, and expands the equilibrium
quantity from Q; to Q.
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Notice that the demand for corn, the price of corn, and
the quantity of corn demanded and supplied all increased.
But in the period depicted, the supply of corn—the entire
curve S\—remained securely fixed in place. Eventually, of
course, the potential for high profits will encourage farm-
ers to plant more corn and therefore shift the supply curve
rightward. Depending on what happens to demand, the
price of corn may drop closer to P;.

"The rapid rise in the price of corn had a host of other
effects that are easily understood through demand and
supply analysis. The costs of producing corn-fed beef went
up, which reduced the supply of beef and upped the price
of hamburger and steak. The higher corn price caused a
jump in the price of farm land in the Corn Belt. Further,
the price of corn syrup (fructose) used in soft drinks rock-
eted and led some soft-drink makers to use cane sugar
instead of corn syrup in the production process. In Mexico,
large numbers of angry people gathered in cities to protest
the higher price of tortillas, which are made from corn and
consumed in large quantities by many Mexicans.

Pink Salmon

Now let’s see what happens when both supply and demand
change at the same time. Several decades ago, people who
caught salmon earned as much as $1 for each pound of
pink salmon—the type used mainly for canning—brought
to the buyer. In Figure 3 that price is represented as P, at
the intersection of supply curve S; and demand curve D;.
The corresponding quantity of pink salmon is shown as
Q, pounds.

CHAPTERTHREE APPENDIX

FIGURE 3 The market for pink salmon. In the last several
decades, the supply of pink salmon has increased and the demand for
pink salmon has decreased. As a result, the price of pink salmon has
declined, as from P, to P,. Because supply has increased by more than
demand has decreased, the equilibrium quantity of pink salmon has
increased, as from Q, to Q,.

Price (per pound)

P,

0 QA @&
Quantity (pounds)

As time passed, supply and demand changed in the
market for pink salmon. On the supply side, improved tech-
nology in the form of larger, more efficient fishing boats
greatly increased the catch and lowered the cost of obtain-
ing it. Also, high profits at price P; encouraged many new
fishers to enter the industry. As a result of these changes,
the supply of pink salmon greatly increased and the supply
curve shifted to the right, as from S; to S, in Figure 3.

Over the same years, the demand for pink salmon
declined, as represented by the leftward shift from D, to
D, in Figure 3. That decrease was caused by increases in
consumer income and reductions of the price of substi-
tute products. As buyers’ incomes rose, consumers shifted
demand away from canned fish and toward higher-qual-
ity fresh or frozen fish, including more-valued Atlantic,
Chinook, Sockeye, and Coho salmon. Moreover, the
emergence of fish farming, in which salmon are raised
in ocean net pens, lowered the prices of these substi-
tute species. That, too, reduced the demand for pink
salmon.

The altered supply and demand reduced the price of
pink salmon to as low as $.10 per pound, as represented
by the drop in price from P; to P, in Figure 3. Both
the supply increase and the demand decrease helped
reduce the equilibrium price. However, in this particular
case the equilibrium quantity of pink salmon increased,
as represented by the move from Q; to Q,. Both shifts
of the curves reduced the equilibrium price, but equilib-
rium quantity increased because the increase in supply
exceeded the decrease in demand.
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Gasoline

The price of gasoline has increased rapidly in the United
States over the past several years. For example, the aver-
age price of a gallon of gasoline rose from around $2 in
2004 to about $3 in 2007. What caused this 50 percent
rise in the price of gasoline? How would we diagram this
increase?

We begin in Figure 4 with the price of a gallon of gas-
oline at P;, representing the $2 price. Simultaneous sup-
ply and demand factors disturbed this equilibrium. Supply
uncertainties relating to Middle East politics and warfare
and expanded demand for oil by fast-growing countries
such as China pushed up the price of a barrel of oil from
$37 in 2004 to $80 in 2007. Oil is the main input for pro-
ducing gasoline, so any sustained rise in its price boosts
the per-unit cost of producing gasoline. Such cost rises
decrease the supply of gasoline, as represented by the left-
ward shift of the supply curve from S, to S, in Figure 4. At
times refinery breakdowns in the United States also con-
tributed to this reduced supply.

While the supply of gasoline declined between 2004
and 2007, the demand for gasoline increased, as depicted
by the rightward shift of the demand curve from D, to D,.
Incomes in general were rising over these years because
the U.S. economy was rapidly expanding. Rising incomes
raise demand for all normal goods, including gasoline.
An increased number of low-gas-mileage SUVs and light
trucks on the road also contributed to growing gas demand.

"The combined decline in gasoline supply and increase in
gasoline demand boosted the price of gasoline from $2 to $3,

FIGURE 4 The market for gasoline. Anincrease in the
demand for gasoline, as shown by the shift from D, to D,, coupled
with a decrease in supply, as shown by the shift from S, to S, boosts
equilibrium price (here from P, to P,). In this case, equilibrium quantity
increases from Q; to Q, because the increase in demand outweighs the
decrease in supply.
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as represented by the rise from P, to P, in Figure 4. Because
the demand increase outweighed the supply decrease, the
equilibrium quantity expanded, here from Q, to Q,.

In other periods the price of gasoline has dec/ined as
the demand for gasoline has increased. Test your under-
standing of the analysis by explaining how such a price
decrease could occur.

Sushi

Sushi bars are springing up like Starbucks in American cit-
ies (well, maybe not that fast!). Consumption of this raw-
fish delicacy from Japan has soared in the United States in
recent years. Nevertheless, the price of sushi has remained
relatively constant.

Supply and demand analysis helps explain this cir-
cumstance of increased quantity and constant price. A
change in tastes has increased the U.S. demand for sushi.
Many consumers of sushi find it highly tasty when they
try it. And, as implied by the growing number of sushi
bars in the United States, the supply of sushi has also
expanded.

We represent these supply and demand changes in
Figure 5 as the rightward shift of the demand curve from
D, to D, and the rightward shift of the supply curve from
S) to S,. Observe that the equilibrium quantity of sushi
increases from Q; to Q, and equilibrium price remains
constant at P;. The increase in supply, which-taken alone
would reduce price, has perfectly offset the increase in
demand, which taken alone would raise price. The price of
sushi does not change, but the equilibrium quantity greatly

FIGURE 5 The market for sushi. Equal increases in the
demand for sushi, as from D, to D,, and in the supply of sushi, as from
Sito Sy, expand the equilibrium quantity of sushi (here from Q, to Q,)
while leaving the price of sushi unchanged at P;.
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rises. That happens because both the increase in demand
and the increase in supply expand purchases and sales.
Simultaneous increases in demand and supply
can cause price to either rise, fall, or remain constant,
depending on the relative magnitudes of the supply and
demand increases. In this case, price remained constant.

Preset Prices

In the body of this chapter, we saw that an effective
government-imposed price ceiling (legal maximum
price) causes quantity demanded to exceed quantity sup-
plied—a shortage. An effective government-imposed
price floor (legal minimum price) causes quantity sup-
plied to exceed quantity demanded—a surplus. Put
simply: Shortages result when prices are set below, and
surpluses result when prices are set above, equilibrium
prices.

We now want to establish that shortages and sur-
pluses can occur in markets other than those in which
government imposes price floors and ceilings. Such mar-
ket imbalances happen when the seller or sellers set prices
in advance of sales and the prices selected turn out to be
below or above equilibrium prices. Consider the following
two examples.

Olympic Figure Skating Finals

Tickets for the women’s figure skating championship at
the Olympics are among the world’s “hottest tickets.” The
popularity of this event and the high incomes of buyers
translate into tremendous ticket demand. The Olympic
officials set the price for the tickets in advance. Invariably,
the price, although high, is considerably below the equi-
librium price that would equate quantity demanded and
quantity supplied. A severe shortage of tickets therefore
occurs in this primary marke—the market involving the
official ticket office.

The shortage, in turn, creates a secondary market in
which buyers bid for tickets held by initial purchasers
rather than the original seller. Scalping tickets—selling
them above the ticket price—may be legal or illegal,
depending on local laws.

Figure 6 shows how the shortage in the primary
ticket market looks in terms of supply and demand anal-
ysis. Demand curve D represents the strong demand for
tickets and supply curve S represents the supply of tick-
ets. The supply curve is vertical because a fixed number
of tickets are printed to match the capacity of the arena.
At the printed ticket price of P, the quantity of tickets
demanded, Q,, exceeds the quantity supplied, Q,. The
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FIGURE 6 The market for tickets to the Olympic
women’s figure skating finals. The demand curve D and
supply curve S for the Olympic women'’s figure skating finals produce an
equilibrium price that is above the P, price printed on the ticket. At price
P, the quantity of tickets demanded, Q,, greatly exceeds the quantity of
tickets available (Q)). The resulting shortage of ab (= Q,Q)) gives rise to
a legal or illegal secondary market.
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result is a shortage of #b—the horizontal distance between
Q, and Q, in the primary market.

If the printed ticket price had been the higher equilib-
rium price P,, no shortage of tickets would have occurred.
But at the lower price Pj, a shortage and secondary ticket
market will emerge among those buyers willing to pay
more than the printed ticket price and those sellers willing
to sell their purchased tickets for more than the printed
price. Wherever there are shortages and secondary mar-
kets, it is safe to assume that price was set below the equi-
librium price.

Olympic Curling Preliminaries

Contrast the shortage of tickets for the women’s figure
skating finals at the Olympics to the surplus of tickets for
one of the preliminary curling matches. For the uniniti-
ated, curling is a sport in which participants slide a heavy
round object called a “stone” down the ice toward a target
while teammates called “sweepers” use brooms to alter the
course of the stone when desired.

Curling is a popular spectator sport in a few nations
such as Canada, but it does not draw many fans in most
countries. So the demand for tickets to most of the prelim-
inary curling events is not very strong. We demonstrate
this weak demand as D in Figure 7. As in our previous
example, the supply of tickets is fixed by the size of the
arena and is shown as vertical line S.
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FIGURE 7 The market for tickets to the Olympic
curling preliminaries. The demand curve D and supply curve S
for the Olympic curling preliminaries produce an equilibrium price below
the P, price printed on the ticket. At price P, the quantity of tickets
demanded is less than the quantity of tickets available. The resulting
surplus of ba (= Q,Q,) means the event is not sold out.
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Appendix Summary

1. A decrease in the supply of a product increases its equilib-
rium price and reduces its equilibrium quantity. In contrast,
an increase in the demand for a product boosts both its equi-
librium price and its equilibrium quantity.

2. Simultaneous changes in supply and demand affect equilib-
rium price and quantity in various ways, depending on the
relative magnitudes of the changes in supply and demand.
Equal increases in supply and demand, for example, leave
equilibrium price unchanged.

Appendix Study Questions

1. Suppose the supply of apples sharply increases because of
perfect weather conditions throughout the growing season.
Assuming no change in demand, explain the effect on
the-equilibrium price and quantity of apples. Explain why
quantity demanded increases even though demand does not
change. LOG6

2. Assume the demand for lumber suddenly rises because
of a rapid growth of demand for new housing. Assume
no change in supply. Why does the equilibrium price
of lumber rise? What would happen if the price did not
rise under the demand and supply circumstances

described? LOG6

We represent the printed ticket price as P; in Figure 7.
In this case the printed price is much higher than the equi-
librium price of P,. At the printed ticket price, quantity
supplied is Q, and quantity demanded is Q,. So a surplus
of tickets of b2 (= Q,Q,) occurs. No ticket scalping occurs
and there are numerous empty seats. Only if the Olympic
officials had priced the tickets at the lower price P, would
the event have been a sellout. (Actually, the Olympic offi-
cials try to adjust to demand realities for curling contests
by holding them in smaller ice arenas than used for figure
skating and by charging less for tickets. Nevertheless, the
stands are rarely full for the preliminary contests, which
compete against final events in other winter Olympic
sports.)

3. Sellers set prices of some items such as tickets in advance
of the event. These items are sold in the primary market
that involves the original seller and buyers. If preset prices
turn out to be below the equilibrium prices, shortages occur
and scalping in legal or illegal secondary markets arises. The
prices in the secondary market then rise above the preset
prices. In contrast, surpluses occur when the preset prices
happen to exceed the equilibrium prices.

| Economics

3. Suppose both the demand for olives and the supply of
olives decline by equal amounts over some time period. Use
graphical analysis to show the effect on equilibrium price

and quantity. LO6

4. Assume that both the supply of bottled water and the de-
mand for bottled water rise during the summer but that
supply increases more rapidly than demand. What can you
conclude about the directions of the impacts on equilibrium
price and equilibrium quantity? LO6

5. Why are shortages or surpluses more likely with preset prices,
such as those on tickets, than flexible prices, such as those on
gasoline? LOG6



6. Use the table below to answer the questions that follow:

LO6

a. If this table reflects the supply of and demand for tick-
ets to a particular World Cup soccer game, what is the
stadium capacity?

b. If the preset ticket price is $45, would we expect to see
a secondary market for tickets? Explain why or why not.

Quantity Demanded, Quantity Supplied,
Thousands Price Thousands
80 $25 60
75 35 60
70 45 60
65 55 60
60 65 60
55 75 60
50 85 60
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Would the price of a ticket in the secondary market be
higher than, the same as, or lower than the price in the
primary (original) market?

c. Suppose for some other World Cup game the quantities
of tickets demanded are 20,000 lower at each ticket price
than shown in the table. If the ticket price remains $45,
would the event be a sellout? Explain why or why not.

. Most scalping laws make it illegal to sell—but not to

buy—tickets at prices above those printed on the tickets.
Assuming that is the case, use supply and demand analysis
to explain why the equilibrium ticket price in an illegal sec-
ondary market tends to be higher than in a legal secondary
market. LO6

. Go to the Web site of the Energy Information Administra-

tion, www.eia.doe.gov, and follow the links to find the cur-
rent retail price of gasoline. How does the current price of
regular gasoline compare with the price a year ago? What
must have happened to either supply, demand, or both to
explain the observed price change? LO6
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INTHIS CHAPTERYOU WILL LEARN:

I Important facts about U.S. households and U.S.
businesses.

2 Why the corporate form of business organization
dominates sales and profits.

3 The problem that arises when corporate owners
(principals) and their managers (agents) have
different interests.

4 About the economic role of government in the
economy.

5 The categories of government spending and the
sources of government revenues.

The U.S. Economy: Private and
Public Sectors

We now move from the general characteristics of the market economy, including the role of supply
and demand, to specific information about the world’s largest economy. Each year, the value of U.S.
output exceeds that of Japan, Germany, the United Kingdom, and France—combined! For descrip-

tive convenience, we will divide the economy into two sectors: the private sector, which includes

households and businesses, and the public sector, or simply government.

This chapter builds on the simple circular flow diagram of Chapter 2 (Figure 2.2, p. 40) by providing
institutional detail about the households and businesses listed in that diagram and by also adding and
examining the role of government in the economy’s flow of goods and services. The chapter answers
some very important questions: What types of income do households receive and how do they dispose
of it? What are the types of business enterprises and why has the corporate form of business dominated?




What is government’s economic role in the economy and how does it fit into the circular flow diagram?
What are the sources of government revenues and how does it allocate its expenditures?

Households as Income Receivers

Recall that households are a key element in the circular
flow diagram. The U.S. economy currently has about 114
million households, which, by definition, consist of one or
more persons occupying a housing unit. Households are
both the ultimate suppliers of all economic resources and
the major spenders in the economy. We can categorize the
income received by households by how it was earned and
by how it was divided among households.

The Functional Distribution

of Income
The functional distribution of income indicates how
the nation’s income is apportioned among wages, rents,
interest, and profits, that is, according to the function per-
formed by the income receiver. Wages are paid to labor;
rents and interest are paid to owners of property resources;
and profits are paid to the owners of corporations and
unincorporated businesses.

Figure 4.1 shows the functional distribution of U.S.
income earned in 2007. The largest source of income for

FIGURE 4.1 The functional distribution of U.S.
income, 2007. Seventy-one percent of U.S. income is
received as wages and salaries. Income to property owners—
corporate profit, interest, and rents—accounts for about

20 percent of total income.

Wages and salaries
$7874 billion
(71%)

Rents
$65 billion Proprietors’ income
(1%) $1043 billion
(9%)
Interest
$603 billion
(5%) Corporate profits
$1595 billion
(14%)

Source: Bureau of Economic Analysis, www.bea.gov.

households is the wages and salaries paid to workers. Notice
that the bulk of total U.S. income (71 percent) goes to
labor, not to capital. Proprietors’ income—the income of
doctors, lawyers, small-business owners, farmers, and own-
ers of other unincorporated enterprises—also has a “wage”
element. Some of this income is payment for one’s own
labor and some of it is profit from one’s own business.

The other three types of income are self-evident: Some
households own corporate stock and receive dividend
incomes on their holdings. Many households also own
bonds and savings accounts that yield interest income. And
some households receive rental income by providing build-
ings and natural resources (including land) to businesses
and other individuals.

The Personal Distribution of Income
The personal distribution of income indicates how the
nation’s total income is divided among individual house-
holds. In Figure 4.2 households are divided into five

FIGURE 4.2 The personal distribution of income among
U.S. households, 2006. Personal income is unequally distributed in
the United States, with the top 20 percent of households receiving about
one-half of the total income. In an equal distribution, all five vertical bars
would be as high as the horizontal line drawn at 20 percent; then each 20
percent of families would receive 20 percent of the nation’s total income.

Numbers do not add to 100 percent due to rounding.
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numerically equal groups or quintiles; the heights of the
bars show the percentage of total income received by each
group. In 2006 the poorest 20 percent of all households
received 3.4 percent of total personal income and the rich-
est 20 percent received 50.5 percent. Taxes, noncash trans-
fer (for example, food stamps), and the movement of
households among categories over time lessen the income
inequality shown in Figure 4.2. Nevertheless, even with
these things considered, the United States clearly has con-
siderable income inequality. (Key Question 2)

Households as Spenders

How do households dispose of their income? Part of it
flows to government as taxes and the rest is divided between
personal savings and personal consumption expenditures.
In 2007, households disposed of their total personal income
as shown in Figure 4.3.

Personal Taxes

In 2007, U.S. households paid $1483 billion in personal
taxes (mainly income taxes and property taxes), or 13 per-
cent of their $11,260 billion of income. Personal taxes of
which the personal income tax is the major component,
have risen in relative terms since the Second World War.

The disposition of household
income, 2007. Households apportion their income among
taxes, saving, and consumption, with most going to consumption.
(The way income is defined in this figure differs slightly from that
used in Figure 4.1, accounting for the quantitative discrepancies
between the “total income” amounts in the two figures.)

Personal consumption
expenditures $9734 billion

(86%)

/

Personal saving
$43 billion
(1%)

Personal taxes
$1483 billion
(13%)

Source: Bureau of Economic Analysis, www.bea.gov.

In 1941, households paid just 3 percent of their total
income in personal taxes.

Personal Saving

Economists define “saving” as that part of after-tax
income that is not spent; hence, households have just
two choices about what to do with their income after
taxes—use it to consume, or save it. Saving is the portion
of income that is not paid in taxes or used to purchase
consumer goods but instead flows into bank accounts,
insurance policies, bonds and stocks, mutual funds, and
other financial assets.

U.S. households typically save about 3 percent of their
income each year. Reasons for saving center on security and
speculation. Households save to provide a nest egg for cop-
ing with unforeseen contingencies (sickness, accident, and
unemployment), for retirement from the workforce, for
financing the education of children, or simply for financial
security. They may also channel part of their income to
purchase stocks, speculating that their investments will
increase in value.

The desire to save is not enough in itself, however.
You must be able to save, and that depends on the size of
your income. If your income is low, you may not be able to
save any money at all. If your income is very, very low, you
may dissave—that is, spend more than your after-tax
income. You do this by borrowing or by digging into sav-
ings you may have accumulated in years when your income
was higher.

Of course, some high-income people also dissave.
That is how large fortunes are squandered. But overall,
both saving and consumption vary directly with income;
as households garner more income, they usually save
more and consume more. In fact, the top 10 percent of
income receivers account for most of the personal saving
in the U.S. economy.

As shown in Figure 4.3, personal saving was $43 bil-
lion in 2007. This amounted to less the one percent of
household income.

Personal Consumption Expenditures
As Figure 4.3 shows, 86 percent of the total income of
households flows back into the business sector as personal
consumption expenditures—money spent on consumer
goods.

Figure 4.4 shows how consumers divide their expen-
ditures among durable goods, nondurable goods, and
services. Eleven percent of consumer expenditures are on
durable goods—products that have expected lives of
three years or more. Such goods include automobiles,
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FIGURE 4.4 The composition of consumer
expenditures, 2007. Consumers divide their spending among
durable goods (goods that have expected lives of three years or
more), nondurable goods, and services. About 60 percent of
consumer spending is for services.

Services
$5823 billion

(60%)

Nondurable goods
$2833 billion
(29%)

Durable goods
$1078 billion
(11%)

Source: Bureau of Economic Analysis, www. bea.gov.

furniture, and personal computers. Another 29 percent
of consumer expenditures are on nondurable goods—
products that have lives of less than three years. Included
are such goods as food, clothing, and gasoline. About 60
percent of consumer expenditures are on services—the
work done for consumers by lawyers, barbers, doctors,
lodging personnel, and so on. This high percentage is
the reason that the United States is often referred to as a
service-oriented economnty.

QUICK REVIEW 4.1

¢ The functional distribution of income indicates how income
is apportioned among wages, rents, interest, and profits; the
personal distribution of income indicates how income is
divided among families.

® Wages and salaries are the major component of the functional
distribution of income. The personal distribution of income
reveals considerable inequality.

* About 86 percent of household income is consumed; the
rest is saved or paid in taxes.

*  Consumer spending is directed to durable goods, nondurable
goods, and services, with 60 percent going to services.

The Business Population

Businesses constitute the second major part of the private
sector. Like households, they are a major element in the
circular flow diagram that we discussed in Chapter 2.
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In discussing businesses, it will be useful to distinguish
among a plant, a firm, and an industry:

* A plant is a physical establishment—a factory, farm,
mine, store, or warehouse—that performs one or
more functions in fabricating and distributing goods
and services.

* A firm is an organization that employs resources to
produce goods and services for profit and operates
one or more plants.

* Anindustry is a group of firms that produce the
same, or similar, products.

The organizational structures of firms are often complex
and varied. Multiplant firms may be organized horizontally,
with several plants performing much the same function.
Examples are the multiple bottling plants of Coca-Cola
and the many individual Wal-Mart stores. Firms also may
be vertically integrated, meaning they own plants that per-
form different functions in the various stages of the pro-
duction process. For example, oil companies such as Shell
own oil fields, refineries, and retail gasoline stations. Some
firms are conglomerates, so named because they have plants
that produce products in several industries. For example,
Pfizer makes not only prescription medicines (Lipitor,
Viagra) but also chewing gum (Trident, Dentyne), razors
(Schick), cough drops (Halls), breath mints (Clorets,
Certs), and antacids (Rolaids).

Legal Forms of Businesses

The business population is extremely diverse, ranging
from giant corporations such as ExxonMobil, with 2007
sales of $347 billion and thousands of employees, to neigh-
borhood specialty shops with one or two employees and
sales of only $200 to $300 per day. There are three major
legal forms of businesses:

* A sole proprietorship is a business owned and
operated by one person. Usually, the proprietor
(the owner) personally supervises its operation.

* The partnership form of business organization is a
natural outgrowth of the sole proprietorship. In a
partnership, two or more individuals (the partners)
agree to own and operate a business together. Usually
they pool their financial resources and business skills.
Consequently, they share the risks and the profits or
losses.

A corporation is a legal creation that can acquire
resources, own assets, produce and sell products, incur
debts, extend credit, sue and be sued, and perform the
functions of any other type of enterprise. A corporation
is distinct and separate from the individual stockholders
who own it. Hired managers run most corporations.
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The business population and shares of domestic
output. (a) Sole proprietorships dominate the business population
numerically, but (b) corporations account for about 84 percent of total sales
(output).

Corporations
20%

Partnerships
8%

Corporations
84%

Sole
proprietorships
72%

Partnerships | 1%

Sole proprietorships 5%

@ (b)
Percentage of firms Percentage of sales

Source: U.S. Census Bureau, www.census.gov. Latest data.

Figure 4.5a shows how the business population is distrib-
uted among the three major forms. About 72 percent of
U.S. firms are sole proprietorships. These firms are so
numerous mainly because they are easy to set up and
organize. The proprietor is his or her own boss and has sub-
stantial freedom of action. Partnerships constitute 8 percent
of all U.S. business enterprises. The other 20 percent are
corporations.

Butas Figure 4.5b shows, sole proprietorships account
for only 5 percent of total sales (output value) and
partnerships only 11 percent. The remainder—an amazing
84 percent—accrues to corporations.

Advantages of Corporations

Certain advantages of the corporate form of business
enterprise have catapulted it into a dominant sales and
profit position in the United States. The corporation is by
far the most effective form of business organization for
raising money to finance the expansion of its facilities and
capabilities. The corporation employs unique methods of
finance—the selling of stocks (equity financing) and bonds
(debt financing)—that enable it to pool the financial
resources of large numbers of people.

A common stock represents a share in the ownership
of a corporation. The purchaser of a stock certificate has
the right to vote for corporate officers and to share in divi-
dends. If you buy 1000 of the 100,000 shares issued by
Out'Tell, Inc., then you own 1 percent of the company, are
entitled to 1 percent of any dividends declared by the
board of directors, and control 1 percent of the votes in
the annual election of corporate officials.

In contrast, a corporate bond does not bestow any
corporate ownership on the purchaser. A bond purchaser
is simply lending money to a corporation. A bond is an
10U, in acknowledgment of a loan, whereby the corpora-
tion promises to pay the holder a fixed amount set forth on
the bond at some specified future date and other fixed
amounts (interest payments) every year up to the bond’s
maturity date. For example, you might purchase a 10-year
OutTell bond with a face value of $1000 and a 5 percent
rate of interest. This means that in exchange for your
$1000, OT promises you a $50 interest payment for each
of the next 10 years and then repays your $1000 principal
at the end of that period.

Financing through sales of stocks and bonds also pro-
vides other advantages to those who purchase these corpo-
rate securities. An individual investor can spread risks by
buying the securities of several corporations. And it is usu-
ally easy for holders of corporate securities to sell their
holdings. Organized stock exchanges and bond markets
simplify the transfer of securities from sellers to buyers.
This “ease of sale” increases the willingness of savers to
make financial investments in corporate securities. Besides,
corporations have easier access to bank credit than do
other types of business organizations. Corporations are
better risks and are more likely to become profitable cli-
ents of banks.

Corporations provide limited liability to owners
(stockholders), who risk only what they paid for their
stock. Their personal assets are not at stake if the corpora-
tion defaults on its debts. Creditors can sue the corpora-
tion as a legal entity but cannot sue the owners of the
corporation as individuals.

Because of their ability to attract financial capital, suc-
cessful corporations can easily expand the scope of their
operations and realize the benefits of expansion. For
example, they can take advantage of mass-production tech-
nologies and division of labor. A corporation can hire spe-
cialists in production, accounting, and marketing functions
and thus improve efficiency.

Unlike sole proprietorships and partnerships, the cor-
poration has a life independent of its owners and its offi-
cers. As a legal entity, corporations are immortal. The
transfer of corporate ownership through inheritance or
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GLOBAL PERSPECTIVE 4.1

The World’s 10 Largest Corporations
Five of the world’s 10 largest corporations, based on dollar
revenue in 2007, were headquartered in the United States.
Wal-Mart (U.S.) $351 billion
ExxonMobil (U.S.) $347 billion
Shell (U.K./Netherlands) $319 billion
BP (U.K.) $274 billion
General Motors (U.S.) $207 billion
Toyota (Japan) $205 billion
Chevron (U.S.) $201 billion

DaimlerChrysler (Germany) $190 billion

ConocoPhillips (U.S.) $172 billion

Source: “The World’s 10 Largest Corporations,” Fortune Global 500, 2007, www.
fortune.com. © 2007 Time Inc. All rights reserved.

the sale of stock does not disrupt the continuity of the cor-
poration. Corporations have permanence that lends itself
to long-range planning and growth. This permanence and
growth explains why virtually all the nation’s largest busi-
ness enterprises are corporations.

The Principal-Agent Problem
Many of the world’s corporations are extremely large. In
2007, 351 of the world’s largest corporations had annual
sales of more than $20 billion; 121 firms had sales exceed-
ing $50 billion; and 30 firms had sales greater than $100
billion. U.S.-based Wal-Mart alone had sales of $351 bil-
lion in 2007. Global Perspective 4.1 lists the world’s 10
largest corporations, by annual sales.

But large size creates a potential problem. In sole pro-
prietorships and partnerships, the owners of the real and

financial assets of the

firm enjoy direct control

04l of those assets. But own-

Principal-agent problem erShip of large corpora-

tions is spread over tens

or hundreds of thousands of stockholders. The owners of

a corporation usually do not manage it—they hire others
to do so.

That practice can create a principal-agent problem.

‘The principals are the stockholders who own the corpora-

tion and who hire executives as their agents to run the
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business on their behalf. But the interests of these manag-
ers (the agents) and the wishes of the owners (the princi-
pals) do not always coincide. The owners typically want
maximum company profit and stock price. However, the
agent may want the power, prestige, and pay that often
accompany control over a large enterprise, independent of
its profitability and stock price.

So a conflict of interest may develop. For example,
executives may build expensive office buildings, enjoy

CONSIDERTHIS . ..

Unprincipled
Agents

In the 1990s many
corporations ad-
dressed the principal-
| agent problem by
| providing a substan-
tial part of executive
pay either as shares
of the firm’s stock or as stock options. Stock options are con-
tracts that allow executives or other key employees to buy
shares of their employers’ stock at fixed, lower prices when the
stock prices rise.The intent was to align the interest of the exec-
utives and other key employees more closely with those of the
broader corporate owners. By pursuing high profits and share
prices, the executives would enhance their own wealth as well as
that of all the stockholders.

This “solution” to the principal-agent problem had an unex-
pected negative side effect. It prompted a few unscrupulous
executives to inflate their firms’ share prices by hiding costs,
overstating revenues, engaging in deceptive transactions, and, in
general, exaggerating profits. These executives then sold large
quantities of their inflated stock, making quick personal fortunes.
In some cases, “independent” outside auditing firms turned out
to be not so independent because they held valuable consulting
contracts with the firms being audited.

When the stock-market bubble of the late 1990s burst, many
instances of business manipulations and fraudulent accounting
were exposed. Several executives of large U.S. firms were
indicted and a few large firms collapsed, among them Enron
(energy trading), WorldCom (communications), and Arthur
Andersen (accounting and business consulting). General stock-
holders of those firms were left holding severely depressed or
even worthless stock.

In 2002 Congress strengthened the laws and penalties against
executive misconduct. Also, corporations have improved their
accounting and auditing procedures. But seemingly endless rev-
elations of executive wrongdoings make clear that the principal-
agent problem is not an easy problem to solve.
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excessive perks such as corporate jets, and pay too much
to acquire other corporations. Consequently, the firm’s
costs will be excessive and the executives will fail to maxi-
mize profit and the stock price for the owners. (Key
Question 4)

QUICK REVIEW 4.2

* A plant is a physical establishment that contributes to the
production of goods and services; a firm is a business orga-
nization that owns and operates plants; plants may be
arranged horizontally, be vertically integrated, and/or take
on a conglomerate form.

* The three basic legal forms of business are the sole propri-
etorship, the partnership, and the corporation. While sole
proprietorships make up 72 percent of all firms, corpora-
tions account for 84 percent of total sales.

* The major advantages of corporations are their ability to
raise financial capital, the limited liability they bestow on
owners, and their continuing life beyond the life of their
owners and managers.

® The principal-agent problem is the conflict of interest that
may occur when agents (executives) pursue their own objec-
tives to the detriment of the principals’ (stockholders’) goals.

The Public Sector:
Government’s Role

The economic activities of the public sector—Federal, state,
and local government—are extensive. We begin by dis-
cussing the economic functions of governments. What is
government’s role in the economy?

Providing the Legal Structure
Government provides the legal framework and the ser-
vices needed for a market economy to operate effectively.
The legal framework sets the legal status of business
enterprises, ensures the rights of private ownership, and
allows the making and enforcement of contracts. Govern-
ment also establishes the legal “rules of the game” that
control relationships among businesses, resource suppli-
ers, and consumers. Discrete units of government referee
economic relationships, seek out foul play, and impose
penalties.

Government intervention is presumed to improve the
allocation of resources. By supplying a medium of exchange,
ensuring product quality, defining ownership rights, and
enforcing contracts, the government increases the volume
and safety of exchange. This widens the market and fosters
greater specialization in the use of land, labor, capital, and

entrepreneurial resources. Such specialization promotes a
more efficient allocation of resources.

Like the optimal amount of any “good,” the optimal
amount of regulation is that at which the marginal benefit
and marginal cost are equal. Thus, there can be either too
little regulation (MB exceeds MC) or too much regulation
(MB is less than MC). The task is to decide wisely on the
right amount.

Maintaining Competition

Competition is the basic regulatory mechanism in the
market system. It is the force that subjects producers and
resource suppliers to the dictates of consumer sovereignty.
With competition, buyers are the boss, the market is their
agent, and businesses are their servants.

It is a different story where a single seller—a
monopoly—controls an industry. By controlling supply, a
monopolist can charge a higher-than-competitive price.
Producer sovereignty then supplants consumer sovereignty.
In the United States, government has attempted to control
monopoly through regulation and through antitrust.

A few industries are natural monopolies—industries
in which technology is such that only a single seller can
achieve the lowest possible costs. In some cases govern-
ment has allowed these monopolies to exist but has also
created public commissions to regulate their prices and set
their service standards. Examples of regulated monopolies
are some firms that provide local electricity, telephone,
and transportation services.

In nearly all markets, however, efficient production
can best be attained with a high degree of competition.
The Federal government has therefore enacted a series of
antitrust (antimonopoly) laws, beginning with the Sherman
Act of 1890, to prohibit certain monopoly abuses and, if
necessary, break monopolists up into competing firms.
Under these laws, for example, in 2000 Microsoft was
found guilty of monopolizing the market for operating
systems for personal computers. Rather than breaking up
Microsoft, however, the government imposed a series of
prohibitions and requirements that collectively limited
Microsoft’s ability to engage in anticompetitive actions.

Redistributing Income

The market system is impersonal and may distribute
income more inequitably than society desires. It yields
very large incomes to those whose labor, by virtue of inher-
ent ability and acquired education and skills, commands
high wages. Similarly, those who, through hard work or
inheritance, possess valuable capital and land receive large
property incomes.



But many other members of society have less produc-
tive ability, have received only modest amounts of educa-
tion and training, and have accumulated or inherited no
property resources. Moreover, some of the elderly, the
physically and mentally disabled, and the poorly educated
earn small incomes or, like the unemployed, no income at
all. Thus society chooses to redistribute a part of total
income through a variety of government policies and pro-
grams. They are:

Transfer payments Transfer payments, for example, in

the form of welfare checks and food stamps, provide

relief to the destitute, the dependent, the disabled,
and older citizens; unemployment compensation
payments provide aid to the unemployed.

Market intervention Government also alters the

distribution of income through market intervention,

that is, by acting to modify the prices that are or
would be established by market forces. Providing
farmers with above-market prices for their output
and requiring that firms pay minimum wages are
illustrations of government interventions designed
to raise the income of specific groups.

Taxation The government uses the personal income

tax to take a larger proportion of the income of the

rich than of the poor, thus narrowing the after-tax

income difference between high-income and low-

income earners.
The extent to which government should redistribute
income is subject to lively debate. Redistribution involves
both benefits and costs. The purported benefits are greater
“fairness” or “economic justice”; the purported costs are
reduced incentives to work, save, invest, and produce, and
therefore a loss of total output and income.

Reallocating Resources

Market failure occurs when the competitive market system
(1) produces the “wrong” amounts of certain goods and
services or (2) fails to allocate any resources whatsoever to
the production of certain goods and services whose output
is economically justified. The first type of failure results
from what economists call externalities or spillovers and the
second type involves public goods. Government can take
actions to try to address both kinds of market failure.

Externalities When we say that competitive markets
automatically bring about the efficient use of resources, we
assume that all the benefits and costs for each product are
fully reflected in the market demand and supply curves.
"That is not always the case. In some markets certain ben-
efits or costs may escape the buyer or seller.
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An externality occurs when some of the costs or the

benefits of a good are passed on to or “spill over to” some-

one other than the imme-

diate buyer or seller. Such

042 spillovers are called exter-

Brernelies nalities because they are

benefits or costs that

accrue to some third party that is external to the market
transaction.

Negative Externalities Production or consumption
costs inflicted on a third party without compensation are
called negative externalities. Environmental pollution is
an example. When a chemical manufacturer or a meat-
packing plant dumps its wastes into a lake or river, swim-
mers, fishers, and boaters—and perhaps those who drink
the water—suffer external costs. When a petroleum refin-
ery pollutes the air with smoke or a paper mill creates ob-
noxious odors, the community experiences external costs
for which it is not compensated.

What are the economic effects? Recall that costs
determine the position of the firm’s supply curve. When a
firm avoids some costs by polluting, its supply curve lies
farther to the right than it does when the firm bears the
full costs of production. As a result, the price of the prod-
uct is too low and the output of the product is too large to
achieve allocative efficiency. A market failure occurs in the
form of an overallocation of resources to the production of

the good.

Correcting for Negative Externalities Some exter-
nalities get resolved via private negotiations between those
creating the externalities and those affected by them. But
when the externalities are widespread and negotiation
between parties is unrealistic, government can play an
important role. For example, it can do two things to
correct the overallocation of resources associated with
negative externalities. Both solutions are designed to
internalize external costs, that is, to make the offending
firm pay the costs rather than shift them to others:
Legislation In cases of air and water pollution,
the most direct action is legislation prohibiting or
limiting the pollution. Such legislation forces
potential polluters to pay for the proper disposal
of industrial wastes—here, by installing smoke-
abatement equipment or water-purification facilities.
The idea is to force potential offenders, under the
threat of legal action, to bear 4/ the costs associated
with production.
Specific taxes A less direct action is based on the fact
that taxes are a cost and therefore a determinant of a
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firm’s supply curve. Government might levy a specific
tax—that is, a tax confined to a particular product—
on each unit of the polluting firm’s output. The amount
of this tax would roughly equal the estimated dollar
value of the negative externality arising from the
production of each unit of output. Through this tax,
government would impose a cost on the offending
firm equivalent to the spillover cost the firm is
avoiding. This would shift the firm’s supply curve to
the left, reducing equilibrium output and eliminating
the overallocation of resources.

Positive Externalities Sometimes externalities appear
as benefits to other producers or consumers. These un-
compensated spillovers accruing to third parties or the
community at large are called positive externalities.
Immunization against measles and polio results in direct
benefits to the immediate consumer of those vaccines. But
it also results in widespread substantial external benefits to
the entire community.

Education is another example of positive externalities.
Education benefits individual consumers: Better-educated
people generally achieve higher incomes than less-well-
educated people. But education also provides benefits to
society, in the form of a more versatile and more produc-
tive labor force, on the one hand, and smaller outlays for
crime prevention, law enforcement, and welfare programs,
on the other.

External benefits mean that the market demand curve,
which reflects only private benefits, understates total ben-
efits. The demand curve for the product lies farther to the
left than it would if the market took all benefits into
account. As a result, a smaller amount of the product will
be produced, or, alternatively, there will be an underalloca-
tion of resources to the product—again a market failure.

Correcting for Positive Externalities How might
government deal with the underrallocation of resources
resulting from positive externalities? The answer is either
to subsidize consumers (to increase demand), to subsidize
producers (to increase supply), or, in the extreme, to have
government produce the product:
Subsidize consumers To correct the underallocation
of resources to higher education, the U.S. government
provides low-interest loans to students so that they can
afford more education. Those loans increase the
demand for higher education.
Subsidize suppliers In some cases government finds
it more convenient and administratively simpler to
correct an underallocation by subsidizing suppliers.
For example, in higher education, state governments

provide substantial portions of the budgets of public
colleges and universities. Such subsidies lower the
costs of producing higher education and increase its
supply. Publicly subsidized immunization programs,
hospitals, and medical research are other examples.
Provide goods via government A third policy option
may be appropriate where positive externalities are
extremely large: Government may finance or, in

the extreme, own and operate the industry that is
involved. Examples are the U.S. Postal Service

and Federal air traffic control systems.

Public Goods and Services Certain goods called
private goods are produced through the competitive mar-
ket system. Examples are the wide variety of items sold in
stores. Private goods have two characteristics—rivalry and
excludability. “Rivalry” means that when one person buys
and consumes a product, it is not available for purchase
and consumption by another person. What Joan gets, Jane
cannot have. Excludability means that buyers who are will-
ing and able to pay the market price for the product obtain
its benefits, but those unable or unwilling to pay that price
do not. This characteristic enables profitable production
by a private firm.

Certain other goods and services called public goods
have the opposite characteristics—nonrivalry and nonex-
cludability. Everyone can simultaneously obtain the benefit
from a public good such as a global positioning system,
national defense, street lighting, and environmental pro-
tection. One person’s benefit does not reduce the benefit
available to others. More important, there is no effective
way of excluding individuals from the benefit of the good
once it comes into existence. The inability to exclude cre-
ates a free-rider problem, in which people can receive
benefits from a public good without having to pay for it.
As a result, goods and services subject to free riding will
typically be unprofitable for any private firm that decides
to produce and sell them.

An example of a public good is the war on terrorism.
"This public good is thought to be economically justified
by the majority of Americans because the benefits are
perceived as exceeding the costs. Once the war efforts
are undertaken, however, the benefits accrue to all
Americans (nonrivalry). And there is no practical way to
exclude any American from receiving those benefits
(nonexcludability).

No private firm will undertake the war on terrorism
because the benefits cannot be profitably sold (due to the
free-rider problem). So here we have a service that yields
substantial benefits but to which the market system will
not allocate sufficient resources. Like national defense in



general, the pursuit of the war on terrorism is a public
good. Society signals its desire for such goods by voting
for particular political candidates who support their provi-
sion. Because of the free-rider problem, the public sector
provides these goods and finances them through compul-
sory charges in the form of taxes.

Quasi-Public Goods Government provides many
goods that fit the economist’s definition of a public good.
However, it also provides other goods and services that
could be produced and delivered in such a way that exclu-
sion would be possible. Such goods, called quasi-public
goods, include education, streets and highways, police
and fire protection, libraries and museums, preventive
medicine, and sewage disposal. They could all be priced
and provided by private firms through the market system.
But, as we noted earlier, because they all have substantial
positive externalities, they would be underproduced by
the market system. Therefore, government often provides
them to avoid the underallocation of resources that would
otherwise occur.

The Reallocation Process How are resources
reallocated from the production of private goods to
the production of public and quasi-public goods? If the
resources of the economy are fully employed, government
must free up resources from the production of private
goods and make them available for producing public and
quasi-public goods. It does so by reducing private demand
for them. And it does that by levying taxes on households
and businesses, taking some of their income out of the cir-
cular flow. With lower incomes and hence less purchasing
power, households and businesses must curtail their con-
sumption and investment spending. As a result, the pri-
vate demand for goods and services declines, as does the
private demand for resources. So by diverting purchasing
power from private spenders to government, taxes remove
resources from private use.

Government then spends the tax proceeds to provide
public and quasi-public goods and services. Taxation
releases resources from the production of private con-
sumer goods (food, clothing, television sets) and private
investment goods (printing presses, boxcars, warehouses).
Government shifts those resources to the production of
public and quasi-public goods (post offices, submarines,
parks), changing the composition of the economy’s total
output. (Key Questions 9 and 10)

Promoting Stability
Macroeconomic stability is said to exist when an econo-
my’s output matches its production capacity, its labor
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CONSIDERTHIS . ..

Street
Entertainers

Street entertain-
ersare often found
in tourist areas of
major cities. Some
entertainers  are
highly creative and
talented; others
“need more prac-
tice” But, regardless of talent level, these entertainers illuminate
the concepts of free riders and public goods.

Most street entertainers have a hard time earning a living
from their activities (unless event organizers pay them) because
they have no way of excluding nonpayers from the benefits of
their entertainment. They essentially are providing public, not
private, goods and must rely on voluntary payments.

The result is a significant free-rider problem. Only a few in
the audience put money in the container or instrument case,
and many who do so contribute only token amounts. The rest
are free riders who obtain the benefits of the street entertain-
ment and retain their money for purchases that they initiate.

Street entertainers are acutely aware of the free-rider
problem, and some have found creative ways to lessen it. For
example, some entertainers involve the audience directly in
the act.This usually creates a greater sense of audience willing-
ness (or obligation) to contribute money at the end of the
performance.

“Pay for performance” is another creative approach to less-
ening the free-rider problem. A good example is the street
entertainer painted up to look like a statue.When people drop
coins into the container, the “statue” makes a slight movement.
The greater the contributions, the greater the movement. But
these human “statues” still face a free-rider problem: Nonpay-
ers also get to enjoy the acts.

Finally, because talented street entertainers create a fes-
tive street environment, cities or retailers sometimes hire
them to perform.The “free entertainment” attracts crowds of
shoppers, who buy goods from nearby retailers. In these
instances the cities or retailers use tax revenue or commer-
cial funds to pay the entertainers, in the former case validating
them as public goods.

resources are fully employed, and inflation is low and sta-
ble. (Inflation is a general increase in the level of prices.) In
such circumstances, the economy’s total spending matches
its production capacity. Government and the nation’s cen-
tral bank (the Federal Reserve in the United States) pro-
mote full employment and price stability through prudent
fiscal policy (government taxing and spending policy) and
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monetary policy (central bank interest rate policy). But
sometimes unexpected shocks occur to the economy that
cause total spending either to fall far below production
capacity or to surge way above it, resulting in widespread
unemployment or inflation. Government may try to
address these problems by altering its fiscal policy or mon-
etary policy.
Unemployment When private sector spending is too
low, resulting in unemployment, government may try
to increase total spending (private + public) by raising
its own spending or by lowering tax rates to encourage
greater private spending. Also, the nation’s central
bank may take monetary actions to lower interest
rates, thereby encouraging more private borrowing
and spending.
Inflation Inflation is a general increase in the level
of prices. Prices of goods and services rise when the
amount of spending in the economy expands more
rapidly than the supply of goods and services. This
can happen when the nation’s central bank allows
interest rates to remain too low for the economic
circumstances. In such situations, the central bank
can act to lower inflation by increasing the interest
rate so as to dampen private borrowing and spending.
The government may also try to reduce total spending
by cutting its own expenditures or boosting tax rates
to reduce private spending.

Government’s Role:
A Qualification

Government does not have an easy task in performing the
aforementioned economic functions. In a democracy,
government undertakes its economic role in the context
of politics. To serve the public, politicians need to get
elected. To stay elected, officials (presidents, senators,
representatives, mayors, council members, school board
members) need to satisfy their particular constituencies.
At best, the political realities complicate government’s
role in the economy; at worst, they produce undesirable
economic outcomes.

In the political context, overregulation can occur in
some cases; underregulation, in others. Income can be
redistributed to such an extent that incentives to work,
save, and invest suffer. Some public goods and quasi-public
goods can be produced not because their benefits exceed
their costs but because their benefits accrue to firms
located in states served by powerful elected officials.
Inefficiency can easily creep into government activities
because of the lack of a profit incentive to hold down costs.
Policies to correct negative externalities can be politically

blocked by the very parties that are producing the spill-
overs. In short, the economic role of government, although
critical to a well-functioning economy, is not always per-
fectly carried out.

QUICK REVIEW 4.3

* Government enhances the operation of the market system
by providing an appropriate legal foundation and promot-
ing competition.

¢ Transfer payments, direct market intervention, and taxation
are among the ways in which government can lessen income
inequality.

* Government can correct for the overallocation of
resources associated with negative externalities through
legislation or taxes; it can offset the underallocation of
resources associated with positive externalities by granting
government subsidies.

* Government provides certain public goods for which there
is nonrivalry in consumption and nonexcludability of ben-
efits; government also provides many quasi-public goods
because of their large external benefits.

* A nation’s government and central bank promote economic
stability by engaging in prudent fiscal and monetary policies.

The Circular Flow Revisited

In Figure 4.6 we integrate government into the circular
flow model first shown in Figure 2.2. Here flows (1)
through (4) are the same as the corresponding flows in that
figure. Flows (1) and (2) show business expenditures for
the resources provided by households. These expenditures
are costs to businesses but represent wage, rent, interest,
and profit income to households. Flows (3) and (4) show
household expenditures for the goods and services pro-
duced by businesses.

Now consider what happens when we add govern-
ment. Flows (5) through (8) illustrate that government
makes purchases in both product and resource markets.
Flows (5) and (6) represent government purchases of such
products as paper, computers, and military hardware from
private businesses. Flows (7) and (8) represent government
purchases of resources. The Federal government employs
and pays salaries to members of Congress, the armed
forces, Justice Department lawyers, meat inspectors, and
so on. State and local governments hire and pay teachers,
bus drivers, police, and firefighters. The Federal govern-
ment might also lease or purchase land to expand a mili-
tary base and a city might buy land on which to build a new
elementary school.

Government then provides public goods and services
to both households and businesses, as shown by flows
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FIGURE 4.6 The circular flow and the public sector. Government buys products from the product market and employs
resources from the resource market to provide public goods and services to households and businesses. Government finances its
expenditures through the net taxes (taxes minus transfer payments) it receives from households and businesses.
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(9) and (10). To finance those public goods and services,
businesses and households are required to pay taxes, as
shown by flows (11) and (12). These flows are labeled as
net taxes to indicate that they also include “taxes in
reverse” in the form of transfer payments to households
and subsidies to businesses. Thus, flow (11) entails vari-
ous subsidies to farmers, shipbuilders, and airlines as well
as income, sales, and excise taxes paid by businesses to
government. Most subsidies to business are “concealed”
in the form of low-interest loans, loan guarantees, tax
concessions, or public facilities provided at prices below
their cost. Similarly, flow (12) includes both taxes (per-
sonal income taxes, payroll taxes) collected by govern-
ment directly from households and transfer payments
such as welfare payments and Social Security benefits paid
by government.

Government Finance

How large is the U.S. public sector? What are the main
expenditure categories of Federal, state, and local govern-
ments? How are these expenditures financed?

GOVERNMENT
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Government Purchases

and Transfers

We can get an idea of the size of government’s economic

role by examining government purchases of goods and

services and government transfer payments. There is a sig-

nificant difference between these two kinds of outlays:

* Government purchases are exhaustive; the
products purchased directly absorb (require the use
of) resources and are part of the domestic output.
For example, the purchase of a missile absorbs the
labor of physicists and engineers along with steel,
explosives, and a host of other inputs.
¢ Transfer payments are nonexbaustive; they do not

directly absorb resources or create output. Social
Security benefits, welfare payments, veterans’ benefits,
and unemployment compensation are examples of
transfer payments. Their key characteristic is that
recipients make no current contribution to domestic
output in return for them.
Federal, state, and local governments spent $4413

billion in 2007. Of that total, government purchases
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were $2671 billion and government transfers were
$1742 billion. Figure 4.7 shows these amounts as per-
centages of U.S. domestic output for 2007 and compares
them to percentages for 1960. Government purchases
have declined from about 22 to 19 percent of output since
1960. But transfer payments have more than doubled as a
percentage of output—from 5 percent in 1960 to about
13 percent in 2007. Relative to U.S. output, total govern-
ment spending is thus higher today than it was 47 years
ago. This means that the tax revenues required to finance
government expenditures are also higher. Today, govern-
ment spending and the tax revenues needed to finance it
are about 32 percent of U.S. output.

In 2007 the so-called Tax Freedom Day in the United
States was April 30. On that day the average worker had
earned enough (from the start of the year) to pay his or
her share of the taxes required to finance government
spending for the year. Tax Freedom Day arrives even
later in several other countries, as implied in Global
Perspective 4.2.

GLOBAL PERSPECTIVE 4.2

Total Tax Revenue as a Percentage of Total
Output, Selected Nations*

A nation’s “tax burden” is its tax revenue from all levels of
government as a percentage of its total output (GDP). Among
the world’s industrialized nations, South Korea, Japan, United
States have the lowest tax burdens.

Total Tax Revenue as
Percentage of GDP, 2007
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*Includes government nontax revenue from fees, charges, fines and sales of
government property.

Source: Organization for Economic Cooperation and Development. www.oecd.org.

FIGURE 4.7 Government purchases, transfers, and
total spending as percentages of U.S. output, 1960 and
2007. Government purchases have declined as a percentage of U.S.
output since 1960. Transfer payments, however, have increased by more
than this drop, raising total government spending (purchases plus transfers)
from 27 percent of U.S. GDP in 1960 to about 32 percent today.
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Federal Finance

Now let’s look separately at each of the Federal, state, and
local units of government in the United States and com-
pare their expenditures and taxes. Figure 4.8 tells the story
for the Federal government.

Federal Expenditures

Four areas of Federal spending stand out: (1) pensions
and income security, (2) national defense, (3) health,
and (4) interest on the public debt. The pensions and
income security category includes the many income-
maintenance programs for the aged, persons with
disabilities or handicaps, the unemployed, the retired,
and families with no breadwinner. This category—
dominated by the $461 billion pension portion of the
Social Security program—accounts for 34 percent of
total Federal expenditures. (This chapter’s Last Word
examines the impact of the aging U.S. population on the
future financing of this area of Federal spending.)
National defense accounts for about 21 percent of the
Federal budget, underscoring the high cost of military
preparedness. Health reflects the cost of government
health programs for the retired (Medicare) and poor
(Medicaid). Interest on the public debt is a substantial
amount because the public debt itself is large.
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FIGURE 4.8 Federal expenditures
and tax revenues, 2007. Federal
expenditures are dominated by spending for
pensions and income security, health, and
national defense. A full 79 percent of federal tax

personal income tax and payroll taxes. The $163
billion difference between expenditures and
revenues reflects a budget deficit.

Total tax revenues:
$2568 billion

Source: U.S.Treasury, Combined Statement of Receipts, Outlays, and Balances, 2007, fms.treas.gov.

Federal Tax Revenues

The revenue side of Figure 4.8 shows that the personal
income tax, payroll taxes, and the corporate income tax are
the basic revenue sources, accounting respectively for 45,
34, and 14 cents of each dollar collected.

Personal Income Tax The personal income tax
is the kingpin of the Federal tax system and merits special
comment. This tax is levied on taxable income, that is, on
the incomes of households and unincorporated businesses
after certain exemptions ($3500 for each household mem-
ber) and deductions (business expenses, charitable contri-
butions, home mortgage interest payments, certain state
and local taxes) are taken into account.

The Federal personal income tax is a progressive tax,
meaning that people with higher incomes pay a larger per-
centage of their incomes as taxes than do people with lower
incomes. The progressivity is achieved by applying higher
tax rates to successive layers or brackets of income.

Columns 1 and 2 in Table 4.1 show the mechanics
of the income tax for a married couple filing a joint
return in 2008. Note that a 10 percent tax rate applies
to all taxable income up to $16,050 and a 15 percent
rate applies to additional income up to $65,100. The
rates on additional layers of income then go up to 25,
28, 33, and 35 percent.

The tax rates shown in column 2 in Table 4.1 are
marginal tax rates. A marginal tax rate is the rate at
which the tax is paid on each additional unit of taxable
income. Thus, if a couple’s taxable income is $80,000,
they will pay the marginal rate of 10 percent on each dol-
lar from $1 to $16,050, 15 percent on each dollar from

TABLE 4.1 Federal Personal Income Tax Rates, 2008*

)
Average
3) Tax Rate
Q) 2) Total Tax on Highest
Total Marginal on Highest Income in
Taxable Tax Income In Bracket, %
Income Rate, % Bracket 3) = (1)
$1-$16,050 10.0 $ 1605 10
$16,051-$65,100 15.0 8963 14
$65,101-$131,450 25.0 25,550 19
$131,451-$200,300 28.0 44,828 22
$200,301-$357,700 33.0 96,770 27
Over $357,700 35.0

*For a married couple filing a joint return.

$16,501 to $65,100, and 25 percent on each dollar from
$65,101 to $80,000. You should confirm that their total
income tax is $12,688.

The marginal tax rates in column 2 overstate the per-
sonal income tax bite because the rising rates in that col-
umn apply only to the income within each successive tax

bracket. To get a better
idea of the tax burden,
W 4.1 we must consider aver-

Taxes and Progressivity

age tax rates. The aver-
age tax rate is the total
tax paid divided by total taxable income. The couple in our
previous example is in the 25 percent tax bracket because
they pay a top marginal tax rate of 25 percent on the high-
est dollar of their income. But their sverage tax rate is
16 percent (= $12,688/$80,000).
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There Is a Severe Long-Run Shortfall in Social
Security Funding Because Expected Future Outlays
to Retirees Greatly Exceed Expected Future
Revenues.

The Social Security program (excluding Medicare) has grown
from less than one-half of 1 percent of U.S. GDP in 1950 to
4.3 percent of GDP today. That percentage is projected to grow
to 6 percent of GDP in 2030 and

Financing Social Security

dipping into the trust fund to make up the difference. The trust
fund will be exhausted in 2041, after which the annual tax reve-
nues will cover only 75 percent of the promised benefits. The
Federal government faces a several-trillion-dollar shortfall of
long-run revenues for funding Social Security.

As shown in the accompanying figure, the problem is one of
demographics. The percentage of the American population age
62 or older will rise substantially over the next several decades,
with the greatest increases for those age 75 and older. High

fertility rates during the “baby boom”

(1946-1964),
thereafter, and rising life expectan-

declining  birthrates

. . 25
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“pay-as-you-go” plan, meaning that
most of the current revenues from
the 12.4 percent Social Security tax
(the rate when the 2.9 percent
Medicare tax is excluded) are paid
out to current Social Security retir-
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ees. In anticipation of the large ben-
efits owed to the baby boomers
when they retire, however, the

1990
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Social Security Administration has

been placing an excess of current
revenues over current payouts into a trust fund consisting of
U.S. Treasury securities. But the accumulation of money in the
Social Security trust fund will be greatly inadequate for paying
the retirement benefits promised to all future retirees.

In 2017 Social Security retirement revenues will fall below
Social Security retirement benefits and the system will begin

A tax whose average rate rises as income increases is a
progressive tax. Such a tax claims both a larger absolute
amount and a larger proportion of income as income rises.
Thus we can say that the Federal personal income tax is
progressive. (Key Question 15)

Payroll Taxes Social Security contributions are payroll
taxes—taxes based on wages and salaries—used to finance
two compulsory Federal programs for retired workers: Social
Security (an income-enhancement program) and Medicare
(which pays for medical services). Employers and employees
pay these taxes equally. Enlargements in, and extensions of,
the Social Security programs, plus growth of the labor force,
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cies have combined to produce an
aging population. In the future, more
people will be receiving Social Secu-
rity benefits for longer periods and
each person’s benefits will be paid for
by fewer workers. The number of
workers per Social Security benefi-
ciary was 5:1 in 1960. Today it is 3:1,
and by 2040 it will be only 2:1.
There is no easy way to restore

2020 2030 2040

long-run balance to Social Security
funding. Either benefits must be
reduced or revenues must be increased. The Social Security Admin-

Year

istration concludes that bringing projected Social Security revenues
and payments into balance over the next 75 years would require a
12 percent permanent reduction in Social Security benefits, a 14
percent permanent increase in tax revenues, or some combination
of the two.*

have resulted in significant increases in these payroll taxes in
recent years. In 2008, employees and employers each paid
7.65 percent on the first $102,000 of an employee’s annual
earnings and 1.45 percent on all additional earnings.

Corporate Income Tax The Federal government
also taxes corporate income. The corporate income tax
is levied on a corporation’s profit—the difference between
its total revenue and its total expenses. For almost all cor-
porations, the tax rate is 35 percent.

Excise Taxes Taxes on commodities or on purchases
take the form of sales and excise taxes. The difference



Several ideas have been offered to improve the financial out-
look of Social Security. These ideas include increasing the retire-
ment age, subjecting a larger portion of total earnings to the
Social Security tax, and reducing benefits for wealthy retirees.

Other ideas are more novel. For example, one suggestion is
to boost the trust fund by investing all or part of it in corporate
stocks and bonds. The Federal government would own the stock
investments, and an appointed panel would oversee the direction
of those investments. The presumed higher returns on the invest-
ments relative to the lower
returns on U.S. securities would
stretch out the life of the trust
fund. Nevertheless, a substan-
tial increase in the payroll tax
would still be needed to cover
the shortfalls after the trust
fund is exhausted.

Another option is to
increase the payroll tax immedi-
ately—perhaps by as much as 1.5
percentage points—and allocate
the new revenues to individual
accounts. Government would
control the accumulations in the
accounts, but individuals could
direct their investments to a restricted list of broad stock or bond
funds. When they retire, recipients could convert these individual
account balances to annuities—securities paying monthly pay-
ments for life. That annuity income would supplement reduced
monthly benefits from the pay-as-you-go system when the trust
fund is exhausted.

A different route is to place half the payroll tax into
accounts that individuals, not the government, would own,
maintain, and bequeath. Individuals could invest these funds in

between the two is mainly one of coverage. Sales taxes fall
on a wide range of products, whereas excises are levied
individually on a small, select list of commodities. As Fig-
ure 4.8 suggests, the Federal government collects excise
taxes (on the sale of such commodities as alcoholic bever-
ages, tobacco, and gasoline) but does not levy a general
sales tax; sales taxes are, however, the primary revenue
source of most state governments.

State and Local Finance

State and local governments have different mixes of revenues
and expenditures than the Federal government has.

bank certificates of deposit or in approved stock and bond funds
and draw upon the accounts when they reach retirement age. A
flat monthly benefit would supplement the accumulations in
the private accounts. The personal security accounts would be
phased in over time, so those individuals now receiving or about
to receive Social Security benefits would continue to receive
benefits.

These general ideas do not exhaust the possible reforms
since the variations on each plan are nearly endless. Reaching
consensus on Social Security
reform will be difficult because
every citizen has a direct eco-
nomic stake in the outcome and
little agreement is present
among them on the proper
magnitude of the benefits, how
the program should be struc-
tured, and how we should pay
for the projected funding short-
fall. Nevertheless, society will
eventually need to confront the
problem of trillions of dollars
of unfunded Social Security
liabilities.

*Social Security Board of Trustees. “Status of the Social Security
and Medicare Programs: A Summary of the 2008 Annual Reports,”
WWW.SSa.g0v.

"Medicare (the health insurance that accompanies Social Security) is also
severely underfunded. To bring projected Medicare revenues and expen-
ditures into long-run balance would require an immediate increase in the
Medicare payroll tax by 122 percent, a 51 percent reduction of Medicare
payments from their projected levels, or some combination of each.
The total funding shortfall through 2080 for Social Security and Medicare
(including its prescription drug benefit) was $24 trillion in 2007.

State Finances
The primary source of tax revenue for state govern-
ments is sales and excise taxes, which account for about
47 percent of all their tax revenue. State personal income
taxes, which have much lower rates than the Federal
income tax, are the second most important source of
state tax revenue. They bring in about 35 percent of
total state tax revenue. Corporate income taxes and
license fees account for most of the remainder of state
tax revenue.

Education expenditures account for about 36 percent
of all state spending. State expenditures on public welfare
are next in relative weight, at about 28 percent of the
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total. States also spend heavily on health and hospitals
(7 percent), highway maintenance and construction (7 per-
cent), and public safety (4 percent). That leaves about
18 percent of all state spending for a variety of other
purposes.

These tax and expenditure percentages combine data
from all the states, so they reveal little about the finances of
individual states. States vary significantly in the taxes lev-
ied. Thus, although personal income taxes are a major
source of revenue for all state governments combined,
seven states do not levy a personal income tax. Also, there
are great variations in the sizes of tax revenues and dis-
bursements among the states, both in the aggregate and as
percentages of personal income.

Thirty-nine states augment their tax revenues with
state-run lotteries to help close the gap between their tax
receipts and expenditures. Individual states also receive
large intergovernmental grants from the Federal govern-
ment. In fact, about 24 percent of their total revenue is in
that form. States also take in revenue from miscellaneous
sources such as state-owned utilities and liquor stores.

Local Finances

"The local levels of government include counties, munici-
palities, townships, and school districts as well as cities
and towns. Local governments obtain about 72 percent of
their tax revenue from property taxes. Sales and excise

Summary

1. The functional distribution of income shows how society’s
total income is divided among wages, rents, interest, and
profit; the personal distribution of income shows how total
income is divided among individual households.

2. Households use all their income for paying personal taxes,
for saving, and for buying consumer goods. Nearly about 60
percent of their consumption expenditures are for services.

3. Sole proprietorships are firms owned and usually operated by
single individuals. Partnerships are firms owned and usually
operated by just a handful of individuals. Corporations—the
dominant form of business organization—are legal entities,
distinct and separate from the individuals who own them.
They often have thousands, or even millions, of owners—the
stockholders.

4. Corporations finance their operations and purchases of new
plant and equipment partly through the issuance of stocks
and bonds. Stocks are ownership shares of a corporation,
and bonds are promises to repay a loan, usually at a set rate
of interest.

taxes contribute about 16 percent of all local government
tax revenue.

About 44 percent of local government expenditures go
to education. Welfare, health, and hospitals (12 percent);
public safety (11 percent); housing, parks, and sewerage
(8 percent); and streets and highways (4 percent) are also
major spending categories.

The tax revenues of local government cover less than
one-half of their expenditures. The remaining revenue
comes from intergovernmental grants from the Federal
and state governments. Also, local governments receive
considerable amounts of proprietary income, for example,
revenue from government-owned utilities providing water,
electricity, natural gas, and transportation.

QUICK REVIEW 4.4

* As percentages of GDP, government purchases are 19
percent; government transfers, 13 percent; and the two
combined, 32 percent.

* Income security and national defense are the main categories
of Federal spending; personal income, payroll, and corporate
income taxes are the primary sources of Federal revenue.

* States rely on sales and excise taxes for revenue; their
spending is largely for education and public welfare.

* Education is the main expenditure for local governments,
most of whose revenue comes from property taxes.

5. A principal-agent problem may occur in corporations when
the agents (managers) hired to represent the interest of the
principals (stockholders) pursue their own objectives to the
detriment of the objectives of the principals.

6. Government improves the operation of the market system
by (a) providing an appropriate legal and social framework
and (b) acting to maintain competition.

7. Government alters the distribution of income through the
tax-transfer system and through market intervention.

8. Externalities, or spillovers, cause the equilibrium output of
certain goods to vary from the socially efficient output. Neg-
ative externalities result in an overallocation of resources,
which can be corrected by legislation or by specific taxes.
Positive externalities are accompanied by an underallocation
of resources, which can be corrected by government subsi-
dies to consumers or producers.

9. Only government is willing to provide public goods, which
can be consumed by all simultaneously (nonrivalry) and



10.

11.

entail benefits from which nonpaying consumers (free rid-
ers) cannot be excluded (nonexcludability). Because doing
so is not profitable, private firms will not produce public
goods. Quasi-public goods have some of the characteristics
of public goods and some of the characteristics of private
goods; government provides them because the private sec-
tor would underallocate resources to their production.

To try to stabilize the economy, the government adjusts its
spending and taxes, and the nation’s central bank (the Fed-
eral Reserve in the United States) uses monetary actions to
alter interest rates.

Government purchases exhaust (use up or absorb) resources;
transfer payments do not. Government purchases have de-
clined from about 22 percent of domestic output in 1960 to
19 percent today. Transfer payments, however, have grown

Terms and Concepts

12.

13.

14.

functional distribution of income stock

personal distribution of income bond

durable goods limited liability
nondurable goods principal-agent problem
services monopoly

plant externality

firm negative externalities
industry positive externalities
sole proprietorship public goods
partnership free-rider problem
corporation quasi-public goods

Study Questions

1.

- t

ECONOMICS

Distinguish between the functional distribution and per-
sonal distribution of income. Which is being referred to in
each of the following statements? “The combined share of
wage income and proprietary income has remained remark-
ably stable at about 80 percent since the Second World
War.” “The relative income of the richest households is
higher today than in 1970.” LOI

. KEY QUESTION Assume that the five residents of Econoville

receive incomes of $50, $75, $125, $250, and $500. Present
the resulting distribution of income as a graph similar to
Figure 4.2. Compare the incomes of the lowest fifth and the
highest fifth of the income receivers. LO1

Distinguish between a plant, a firm, and an industry. Contrast
avertically integrated firm, a horizontally integrated firm, and
a conglomerate. Cite an example of a horizontally integrated
firm from which you have recently made a purchase. LO1

CHAPTER 4
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rapidly. As a percentage of GDP, total government spending
(purchases plus transfers) now stands at about 32 percent, up
from 27 percent in 1960.

The main categories of Federal spending are pensions and
income security, national defense, health, and interest on the
public debt; Federal revenues come primarily from personal
income taxes, payroll taxes, and corporate income taxes.

States derive their revenue primarily from sales and excise
taxes and personal income taxes; major state expenditures
go to education, public welfare, health and hospitals, and
highways. Local communities derive most of their revenue
from property taxes; education is their most important
expenditure.

State and local tax revenues are supplemented by sizable
revenue grants from the Federal government.

government purchases
transfer payments
personal income tax
marginal tax rate
average tax rate
payroll taxes
corporate income tax
sales and excise taxes

property taxes

KEY QUESTION What are the three major legal forms of
business organization? Which form is the most prevalent in
terms of numbers? Why do you think that is so? Which
form is dominant in terms of total sales? What major advan-
tages of this form of business organization gave rise to its
dominance? LO2

. What is the principal-agent problem as it relates to manag-

ers and stockholders? How did firms try to solve it in the
1990s? In what way did the “solution” backfire on some
firms? LO3

Identify and briefly describe the main economic functions of
government. What function do you think is the most con-
troversial? Explain why. LO4

What divergences arise between equilibrium output and effi-
cient output when (#) negative externalities and (b) positive
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10.

11.

externalities are present? How might government correct
these divergences? Cite an example (other than the text
examples) of an external cost and an external benefit. LO4

. Explain why zoning laws, which allow certain land uses only

in specific locations, might be justified in dealing with a
problem of negative externalities. Explain why tax breaks to
businesses that set up in areas of high unemployment might
be justified in view of positive externalities. Explain why
excise taxes on beer might be justified in dealing with a
problem of external costs. LO4

KEY QUESTION What are the two characteristics of public
goods? Explain the significance of each for public provision
as opposed to private provision. What is the free-rider prob-
lem as it relates to public goods? Is U.S. border patrol a
public good or a private good? Why? How about satellite
TV? Explain. LO4

KEY QUESTION Draw a production possibilities curve with
public goods on the vertical axis and private goods on the
horizontal axis. Assuming the economy is initially operating
on the curve, indicate how the production of public goods
might be increased. How might the output of public goods
be increased if the economy is initially operating at a point
inside the curve? LO4

Use the distinction between the characteristics of private
and public goods to determine whether the following should
be produced through the market system or provided by gov-
ernment: (z) French fries, () airport screening, (¢) court sys-
tems, (d) mail delivery, and (¢) medical care. State why you
answered as you did in each case. LO4

Web-Based Questions

1.

2,

PERSONAL DISTRIBUTION OF INCOME—WHAT IS
THE TREND? Visit the U.S. Census Bureau Web site at
www.census.gov and in order select Income, Historical
Income Tables, Households, and Table H-2. Since 1970,
how has the share of aggregate household income received
by the lowest and highest income quintiles (fifths) changed?
STATE TAXES AND EXPENDITURES PER CAPITA—
WHERE DOES YOUR STATE RANK? Go to the Census

12

13.

14.

15.

16.

. Use the circular flow diagram to show how each of the
following government actions simultaneously affects the
allocation of resources and the distribution of income: LO4
a. The construction of a new high school.

b. A 2-percentage-point reduction of the corporate income
tax.

c. An expansion of preschool programs for disadvantaged
children.

d. The levying of an excise tax on polluters.

What do economists mean when they say government pur-
chases are “exhaustive” expenditures whereas government
transfer payments are “nonexhaustive” expenditures? Cite
an example of a government purchase and a government
transfer payment. LO5

What is the most important source of revenue and the major
type of expenditure at the Federal level? At the state level?
At the local level? LO5

KEY QUESTION Suppose in Fiscalville there is no tax on the
first $10,000 of income, but a 20 percent tax on earnings
between $10,000 and $20,000 and a 30 percent tax on income
between $20,000 and $30,000. Any income above $30,000 is
taxed at 40 percent. If your income is $50,000, how much
will you pay in taxes? Determine your marginal and average
tax rates. Is this a progressive tax? Explain. LO5

LAST WORD What do economists mean when they refer to
Social Security as a pay-as-you-go plan? What is the Social
Security trust fund? Whatis the nature of the long-run fiscal
imbalance in the Social Security retirement system? What
are the broad options for addressing this problem?

Bureau site, www.census.gov/govs/www/state.html, and
select years in descending order until you find a table that
ranks the states by tax revenue and expenditures per capita.
Where does your home state rank in each category? Where
does the state in which you are attending college, if differ-
ent, rank? Speculate as to why a large gap separates the
high-ranking and low-ranking states.

FURTHER TEST YOUR KNOWLEDGE AT

www.mcconnelll8e.com
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INTHIS CHAPTERYOU WILL LEARN:
| Some key facts about U.S. international trade.

2 About comparative advantage,
specialization, and international trade.

3 How exchange rates are determined
in currency markets.

4 How and why government sometimes
interferes with free international trade. . l

5 About trade-related topics such as the World Trade
Organization (WTO), trade adjustment assistance,
offshoring of jobs, and fair-trade products.

The United States in the
Global Economy

Backpackers in the wilderness like to think they are “leaving the world behind,” but, like Atlas, they carry
the world on their shoulders. Much of their equipment is imported—knives from Switzerland, rain gear
from South Korea, cameras from Japan, aluminum pots from England, sleeping bags from China, and

compasses from Finland. Moreover, they may have driven to the trailheads in Japanese-made Toyotas
or German-made BMWs, sipping coffee from Brazil or snacking on bananas from Honduras.
International trade and the global economy affect all of us daily, whether we are hiking in the wil-
derness, driving our cars, listening to music, or working at our jobs. We cannot “leave the world
behind.” We are enmeshed in a global web of economic relationships—trading of goods and services,

multinational corporations, cooperative ventures among the world’s firms, and ties among the world’s




financial markets. That web is so complex that it is difficult to determine just what is—or isn’'t—an

American product. A Finnish company owns Wilson sporting goods; a Swiss company owns
Gerber baby food; and a London-incorporated South African company owns Miller Brewing. The
Chrysler PT Cruiser is assembled in Mexico. Many “U.S.” products such as Boeing aircraft contain

numerous components from abroad, and, conversely, many “foreign” products such as Airbus

planes contain numerous U.S.-produced parts.

International Linkages

Several economic flows link the U.S. economy and the
economies of other nations. As identified in Figure 5.1,
these flows are:

* Goods and services flows or simply trade flows. The
United States exports goods and services to other
nations and imports goods and services from them.

* Capital and labor flows or simply resource flows.
U.S. firms establish production facilities—new
capital—in foreign countries, and foreign firms
establish production facilities in the United States.
Labor also moves between nations. Each year many
foreigners immigrate to the United States and some
Americans move to other nations.

* Information and technology flows. The United
States transmits information to other nations
about U.S. products, prices, interest rates, and
investment opportunities and receives such
information from abroad. Firms in other countries
use technology created in the United States, and
U.S. businesses incorporate technology developed
abroad.

* Financial flows. Money is transferred between the
United States and other countries for several purposes,
for example, paying for imports, buying foreign assets,
paying interest on debt, purchasing foreign currencies
by tourists, and providing foreign aid.

Goods and services

Capital and labor

UNITED OTHER

STATES
ECONOMY

NATIONAL
ECONOMIES

Information and technology

Money
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The United States and
World Trade

Our main goal in this chapter is to examine trade flows and
the financial flows that pay for them. What is the extent
and pattern of international trade, and how much has that
trade grown? Who are the major participants?

Volume and Pattern

Table 5.1 suggests the importance of world trade for
selected countries. Many countries, with restricted re-
sources and limited domestic markets, cannot efficiently
produce the variety of goods their citizens want. So they
must import goods from other nations. That, in turn,
means that they must export, or sell abroad, some of
their own products. For such countries, exports may run
from 25 to 50 percent or more of their gross domestic
product (GDP)—the market value of all goods and ser-
vices produced in an economy. Other countries, the
United States, for example, have rich and diversified re-
source bases and large internal markets. Although the
total volume of trade is huge in the United States, it
constitutes a smaller percentage of GDP than it does in
a number of other nations.

Volume For the United States and for the world as a
whole, the volume of international trade has been increasing

FIGURE 5.1 International linkages. The U.S. economy is
intertwined with other national economies through goods and services
flows (trade flows), capital and labor flows (resource flows), information
and technology flows, and financial flows.



Exports of Goods and Services as a Percentage
of GDP, Selected Countries, 2007

Exports as Percentage

Country of GDP
Belgium 91
Netherlands 75
Germany 47
South Korea 45
Canada 35
Italy 29
France 27
New Zealand 27
Spain 26
United Kingdom 25
Japan 18
United States 12

Source: Derived by authors from IMF, International Financial Statistics, 2008.

both absolutely and relative to their GDPs. A comparison
of the boxed data in Figure 5.2 reveals substantial growth
in the dollar amount of U.S. exports and imports over the
past several decades. The graph shows the rapid growth of
U.S. exports and imports of goods and services as percent-
ages of GDP. On a national income account basis, U.S.
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exports and imports were 12 and 17 percent of GDP,
respectively, in 2007.

Even so, the United States now accounts for a dimin-
ished percentage of total world trade. In 1950, it supplied
about 33 percent of the world’s total exports, compared with
about 9 percent today. World trade has increased more rap-
idly for other nations than it has for the United States. But
in terms of absolute volumes of imports and exports, the
United States is still the world’s leading trading nation.

Dependence The United States is almost entirely
dependent on other countries for bananas, cocoa, coffee,
spices, tea, raw silk, nickel, tin, natural rubber, and dia-
monds. Imported goods compete with U.S. goods in many
of our domestic markets: Japanese cameras and cars,
French and Italian wines, and Swiss and Austrian snow skis
are a few examples. Even the “great American pastime” of
baseball relies heavily on imported gloves and baseballs.
On the export side, many U.S. industries depend on
sales abroad for their profitability. For example almost all
segments of U.S. agriculture rely to one degree or another
on exports. In fact, exports of rice, wheat, cotton, and tobacco
vary from one-fourth to more than one-half of the total out-
put of those crops. The U.S. computer, chemical, semicon-
ductor, aircraft, automobile, machine tool, and coal industries,

U.S. trade as percentage of GDR U.S. imports and exports have increased in volume and have greatly

increased as a percentage of GDP since 1975.
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Source: Bureau of Economic Analysis, www.bea.gov. Data are from the national income accounts and are adjusted for inflation (2000 dollars).
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Principal U.S. Exports and Imports of Goods, 2007 (in Billions of Dollars)

Exports Amount Imports Amount
Chemicals $94.1 Petroleum $331.0
Agricultural products 77.6 Automobiles 133.8
Consumer durables 70.9 Metals 1157
Semiconductors 50.2 Household appliances 1121
Aircraft 48.6 Computers 104.0
Fuels and lubricants 47.7 Consumer electronics 94.7
Automobiles 43.6 Clothing 86.3
Computers 42.9 Chemicals 56.2
Generating equipment 41.5 Generating equipment 55.0
Medical equipment 32.0 Aircraft 344

Source: Consolidated by authors from data provided by the Bureau of Economic Analysis, www.bea.gov.

among many others, sell significant portions of their output abroad than they purchase (import) from foreign firms
in international markets. Table 5.2 shows some of the major and citizens. In 2007, these U.S. exports of services
commodity exports and imports of the United States. exceeded U.S. imports of services by $107 billion.
The United States imports some of the same
Trade Patterns The following facts will give you an categories of goods that it exports, specifically,
overview of U.S. international trade: automobiles, computers, semiconductors, and
A trade deficit occurs when imports exceed exports. telecommunications equipment (see Table 5.2).
The United States has a trade deficit in goods. In About half of U.S. export and import trade is with
2007, U.S. imports of goods exceeded U.S. exports other industrially advanced countries. The remainder
of goods by $816 billion. is with developing countries, including members of
A trade surplus occurs when exports exceed imports. the Organization of Petroleum Exporting Countries
The United States has a trade surplus in services. U.S. (OPEC).
firms and citizens collectively sell (export) more Canada is the United States’ most important trading
transportation, banking, legal and other services partner quantitatively. In 2007, 22 percent of U.S.

U.S. Exports and Imports of Goods by Area, 2007*

Billions of Percentage Billions of Percentage
Exports to Dollars of Total Imports from Dollars of Total
Canada $250 22 Canada $317 16
European Union 242 21 European Union 356 18
Germany 49 4 Germany 94 5
United Kingdom 49 4 United Kingdom 56 3
France 27 2 France 42 2
All other EU 117 10 All other EU 164 8
Mexico 136 12 Mexico 214 I
China 65 6 China 322 16
Japan 6l 5 Japan 146 7
OPEC countries 49 4 OPEC countries 174 9
All other 346 30 All other 436 22
Total $1149 100 Total $1965 100

*Data are on a balance of payments basis and exclude military shipments. Percentages do not sum to 100 percent because of rounding.
Source: Bureau of Economic Analysis, www.bea.gov.
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exported goods were sold to Canadians, who in turn
provided 16 percent of the U.S. imports of goods
(see Table 5.3).

* The United States has sizable trade deficits with
China and Japan. In 2007, U.S. imported goods
from China exceeded exported goods to China by
$257 billion, and U.S. imported goods from Japan
exceeded U.S. exported goods to Japan by $85 billion
(see Table 5.3).

* The U.S. dependence on foreign oil is reflected in its
trade with members of OPEC. In 2007, the United
States imported $174 billion of goods (mainly oil)
from OPEC members, while exporting $49 billion
of goods to those countries (see Table 5.3).

¢ In terms of volume, the most significant U.S. export
of services is airline transportation provided by U.S.
carriers for foreign passengers.

Financial Linkages International trade requires
complex financial linkages among nations. How does a na-
tion such as the United States obtain more goods from
others than it provides to them? How does the United
States finance its trade deficits, such as its 2007 goods and
services deficit of $709 billion (= +$107 billion in services
— $816 billion in goods) in 2007? The answer is by either
borrowing from foreigners or selling real assets (for ex-
ample, factories, real estate) to them. In terms of borrow-
ing, the United States is the world’s largest borrower of
foreign funds, which can be used to purchase foreign
goods. In terms of selling real assets, the countries with
which the United States has large trade deficits end up
holding large numbers of U.S. dollars (since, for instance,
Sony is paid in dollars when it sells a television set in the
United State). Many of these U.S. dollars are then used to
buy U.S. real assets, thereby transferring ownership of
those assets from U.S. citizens to foreign citizens.

Rapid Trade Growth

Several factors have propelled the rapid growth of interna-
tional trade since the Second World War.

Transportation Technology High transportation
costs are a barrier to any type of trade, particularly among
traders who are distant from one another. But improve-
ments in transportation have shrunk the globe and have fos-
tered world trade. Container ships deliver self-contained
box cars of goods to ports, which off-load them to waiting
trucks and trains. We now routinely transport oil in massive
tankers, significantly lowering the cost of transportation per
barrel. Grain is loaded onto oceangoing ships at modern,

CHAPTER 5
The United States in the Global Economy

GLOBAL PERSPECTIVE 5.1

Comparative Exports

Germany, the United States, and China are the world’s largest
exporters.

Exports of goods, 2006
(billions of dollars)
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Source: Data used with permission of World Trade Organization, www.wto.org.

efficient grain silos at Great Lakes and coastal ports. Natu-
ral gas flows through large-diameter pipelines from export-
ing to importing countries—for instance, from Russia to
Germany and from Canada to the United States.

Communications Technology Dramatic im-
provements in communications technology have also ad-
vanced world trade. Computers, the Internet, telephones,
and fax (facsimile) machines now directly link traders
around the world, enabling exporters to access overseas
markets and to carry out trade deals. A distributor in
New York can get a price quote on 1000 woven baskets in
"Thailand as quickly as a quotation on 1000 laptop comput-
ers in "Texas. Money moves around the world in the blink
of an eye. Exchange rates, stock prices, and interest rates

flash onto computer screens nearly simultaneously in Los
Angeles, London, and Lisbon.

General Decline in Tariffs Turiffs are excise taxes
(duties) on imported products. They have had their ups
and downs over the years, but since 1940 they have
generally fallen. A glance ahead to Figure 5.4, page 103,


http://www.wto.org
http://www.wto.org

PART ONE
Introduction to Economics and the Economy

shows that U.S. tariffs as a percentage of imports (on which
duties are levied) are now about 5 percent, down from 37
percent in 1940. Many nations still maintain barriers to
free trade, but, on average, tariffs have fallen significantly,
thus increasing international trade.

Participants in International Trade
All the nations of the world participate to some extent in
international trade. Global Perspective 5.1 lists the top
participants in world trade by total dollar volume (as op-
posed to percentage of GDP, as in "Table 5.1). Observe that
Germany, the United States, China, and Japan had com-
bined exports of $3.6 trillion in 2006. This amounted to
31 percent of total world exports that year. Along with
Germany, other western European nations such as France,
Britain, and Italy are major exporters. So, too, are the east
and southeast Asian countries of South Korea, Taiwan,
and Singapore, whose combined exports exceed those in-
dividually of France, Britain, or Italy.

China, with its increased reliance on the market system
and its reintegration of Hong Kong, has quickly emerged as
a major international trader. In 1990 its exports were about
$60 billion. In 2006 they were nearly $969 billion.

QUICK REVIEW 5.1

* Four main categories of economic flows link nations: goods
and services flows, capital and labor flows, information and
technology flows, and financial flows.

e World trade has increased globally and nationally. In terms
of volume, the United States is the world’s leading interna-
tional trader. But with exports and imports of only about 12
to 17 percent of GDP, the United States is not as dependent
on international trade as some other nations.

* Advances in transportation and communications technology
and declines in tariffs have all helped expand world trade.

* Nearly all nations participate in world trade, but the United
States, China, Japan, the western European nations, and
Canada dominate world trade by volume.

Specialization and
Comparative Advantage

Given the presence of an open economy—one that includes
the international sector—the United States produces more
of certain goods (exports) and fewer of other goods (im-
ports) than it would otherwise. Thus U.S. labor and other
resources are shifted toward export industries and away
from import industries. For example, the United States
uses more resources to make commercial aircraft and to
grow wheat and less to make autos and clothing. So we

ask: “Do shifts of resources like these make economic
sense? Do they enhance U.S. total output and thus the
U.S. standard of living?”

The answers are affirmative. Specialization and inter-
national trade increase the productivity of a nation’s
resources and allow for greater total output than would
otherwise be possible. This idea is not new. Adam Smith
had this to say in 1776:

It is the maxim of every prudent master of a family, never to
attempt to make at home what it will cost him more to make
than to buy. The taylor does not attempt to make his own
shoes, but buys them of the shoemaker. The shoemaker does
not attempt to make his own clothes, but employs a taylor.
The farmer attempts to make neither the one nor the other,
but employs those different artificers. ...

What is prudence in the conduct of every private fam-
ily, can scarce be folly in that of a great kingdom. If a foreign
country can supply us with a commodity cheaper than we can
make it, better buy it of them with some part of the produce
of our own industry, employed in a way in which we have
some advantage.'

Nations specialize and trade for the same reasons as
individuals: Specialization and exchange result in greater
overall output and income.

In the early 1800s British economist David Ricardo
expanded on Smith’s idea by observing that it pays for a
person or a country to specialize and trade even if some
potential trading partner is more productive in 4// eco-
nomic activities. We demonstrate Ricardo’s basic principle
in the Consider This box to the right. You should read it
before plunging into the more elaborate analysis of com-
parative advantage.

Comparative Advantage:

Production Possibilities Analysis
The simple example in the Consider This box shows that
specialization is economically desirable because it results in
more efficient production. Now let’s put specialization into
the context of trading nations and use the familiar concept
of the production possibilities table for our analysis.

Assumptions and Comparative Costs Suppose
the production possibilities for one product in Mexico and
for one product in the United States are as shown in
Tables 5.4 and 5.5. Both tables reflect constant costs. Each
country must give up a constant amount of one product
to secure a certain increment of the other product.

'Adam Smith, The Wealth of Nations New York: Modern Library, 1937),
p. 424. (Originally published in 1776.)



Mexico’s Production Possibilities Table (in Tons)

Production Alternatives

Product A B C D E
Avocados 0 20 24 40 60
Soybeans 15 10 9 5 0

(This assumption simplifies our discussion without
impairing the validity of our conclusions. Later we will
allow for increasing costs.)

Also for simplicity, suppose that the labor forces in the
United States and Mexico are of equal size. If the United
States and Mexico use their entire (equal-size) labor forces

CONSIDERTHIS . ..

A CPA
and House
Painter

Suppose  that
Madison, a certi-
fied public ac-
countant (CPA),
is a swifter paint-
er than Mason,
the professional
painter she is thinking of hiring. Also assume that Madison can
earn $50 per hour as an accountant but would have to pay
Mason $15 per hour. And suppose that Madison would need
30 hours to paint her house but Mason would need 40 hours.

Should Madison take time from her accounting to paint her
own house, or should she hire the painter? Madison’s opportu-
nity cost of painting her house is $1500 (= 30 hours of sacri-
ficed CPA time X $50 per CPA hour).The cost of hiring Mason
is only $600 (= 40 hours of painting X $15 per hour of paint-
ing). Although Madison is better at both accounting and paint-
ing, she will get her house painted at lower cost by specializing
in accounting and using some of her earnings from accounting
to hire a house painter.

Similarly, Mason can reduce his cost of obtaining accounting
services by specializing in painting and using some of his in-
come to hire Madison to prepare his income tax forms. Sup-
pose Mason would need 10 hours to prepare his tax return,
while Madison could handle the task in 2 hours. Mason would
sacrifice $150 of income (= 10 hours of painting time X $15
per hour) to do something he could hire Madison to do for
$100 (= 2 hours of CPA time X $50 per CPA hour). By using
Madison to prepare his tax return, Mason lowers the cost of
getting his tax return prepared.

What is true for our CPA and house painter is also true for
nations. Specializing enables nations to reduce the cost of ob-
taining the goods and services they desire.
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U.S. Production Possibilities Table (in Tons)

Production Alternatives

Product R S T U \'
Avocados 0 30 33 60 90
Soybeans 30 20 19 10 0

to produce avocados, the United States can produce
90 tons compared with Mexico’s 60 tons. Similarly, the
United States can produce 30 tons of soybeans compared
to Mexico’s 15 tons. So output per worker in the United
States exceeds that in Mexico in producing both goods,
perhaps because of better technology. The United States
has an absolute advantage (relative to Mexico) in producing
both soybeans or avocados.

But gains from specialization and trade between the
United States and Mexico are possible even under these
circumstances. Specialization and trade are mutually “prof-
itable” to the two nations if the comparative costs of pro-
ducing the two products within the two nations differ.
What are the comparative costs of avocados and soybeans
in Mexico? By comparing production alternatives A and B
in Table 5.4, we see that 5 tons of soybeans (= 15 — 10)
must be sacrificed to produce 20 tons of avocados
(= 20 — 0). Or, more simply, in Mexico it costs 1 ton
of soybeans (S) to produce 4 tons of avocados (A); that is,
1S = 4A. (The “=” sign simply signifies “equivalent to.”)
Because we assumed constant costs, this domestic oppor-
tunity cost will not change as Mexico expands the output
of either product. This is evident from production possi-
bilities B and C, where we see that 4 more tons of avocados
(= 24 — 20) cost 1 unit of soybeans (= 10 — 9).

Similarly, in Table 5.5, comparing U.S. production
alternatives R and S reveals that in the United States it costs
10 tons of soybeans (= 30 — 20) to obtain 30 tons of avoca-
dos (= 30 — 0). Thatis, the domestic comparative-cost ratio
for the two products in the United States is 1S = 3A.
Comparing production alternatives S and T reinforces this
conclusion: an extra 3 tons of avocados (= 33 — 30) comes
at the sacrifice of 1 ton of soybeans (= 20 — 19).

The comparative costs of the two products within the
two nations are obviously different. Economists say that
the United States has a domestic comparative advantage
or, simply, a comparative advantage over Mexico in
soybeans. The United States must forgo only 3 tons of
avocados to get 1 ton of soybeans, but Mexico must forgo
4 tons of avocados to get 1 ton of soybeans. In terms of
domestic opportunity costs, soybeans are relatively cheaper
in the United States. A nation has a comparative advantage
in some product when it can produce that product at a
lower domestic opportunity cost than can a potential
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Comparative-Advantage Example: A Summary

Soybeans Avocados

. . I
Mexico: Must give up 7 ton of
soybeans to get | ton

of avocados

Mexico: Must give up
4 tons of avocados to
get | ton of soybeans

United States: Must give
up 3 tons of avocados
to get | ton of soybeans

ynited States: Must give up
3 ton of soybeans to get | ton of
avocados

Comparative advantage:
United States

Comparative advantage:
Mexico

trading partner. Mexico, in contrast, has a comparative
advantage in avocados. While 1 ton of avocados costs 1 ton
of soybeans in the United States, it costs only  ton of soy-
beans in Mexico. Comparatively speaking, avocados are
cheaper in Mexico. We summarize the situation in Table 5.6.
Be sure to give it a close look.

Because of these differences in domestic opportunity
costs, if both nations specialize, each according to its
comparative advantage, each can achieve a larger total output

with the same total input
ORIGIN OF THE IDEA

of resources. ‘logether

o5 they will be using their

Absolute and comparative advantage scar(;e resources  more
efficiently.

Terms of Trade The United States can shift produc-
tion between soybeans and avocados at the rate of 1S for
3A. Thus, the United States would specialize in soybeans
only if it could obtain mzore than 3 tons of avocados for 1 ton
of soybeans by trading with Mexico. Similarly, Mexico can
shift production at the rate of 4A for 1S. So it would be
advantageous to Mexico to specialize in avocados if it could
get 1 ton of soybeans for less than 4 tons of avocados.
Suppose that through negotiation the two nations
agree on an exchange rate of 1 ton of soybeans for 31 tons
of avocados. These terms of trade are mutually benefi-
cial to both countries, since each can “do better” through
such trade than through domestic production alone. The

United States can get 31 tons of avocados by sending 1 ton
of soybeans to Mexico, while it can get only 3 tons of avo-
cados by shifting its own resources domestically from soy-
beans to avocados. Mexico can obtain 1 ton of soybeans at
a lower cost of 31 tons of avocados through trade with the
United States, compared to the cost of 4 tons if Mexico

produced the ton of soybeans itself.

Gains from Specialization and Trade Let’s
pinpoint the gains in total output from specialization and
trade. Suppose that, before specialization and trade, pro-
duction alternative C in Table 5.4 and alternative T in 5.5
were the optimal product mixes for the two countries.
That is, Mexico preferred 24 tons of avocados and 9 tons
of soybeans (Table 5.4) and the United States preferred 33
tons of avocados and 19 tons of soybeans (Table 5.5) to all
other available domestic alternatives. These outputs are
shown in column 1 in Table 5.7.

Now assume that both nations specialize according to
their comparative advantage, with Mexico producing 60
tons of avocados and no soybeans (alternative E) and the
United States producing no avocados and 30 tons of soy-
beans (alternative R). These outputs are shown in column
2 in Table 5.7. Using our 1S = 31 A terms of trade, assume
that Mexico exchanges 35 tons of avocados for 10 tons of
U.S. soybeans. Column 3 in Table 5.7 shows the quantities
exchanged in this trade, with a minus sign indicating
exports and a plus sign indicating imports. As shown in
column 4, after the trade Mexico has 25 tons of avocados
and 10 tons of soybeans, while the United States has 35
tons of avocados and 20 tons of soybeans. Compared with
their optimum product mixes before specialization and
trade (column 1), borh nations now enjoy more avocados
and more soybeans! Specifically, Mexico has gained 1 ton
of avocados and 1 ton of soybeans. The United States has
gained 2 tons of avocados and 1 ton of soybeans. These
gains are shown in column 5.

Specialization based on comparative advantage improves
global resource allocation. The same total inputs of world
resources and technology result in a larger global output.

Specialization According to Comparative Advantage and the Gains from Trade (in Tons)

(1) 2)
Outputs before Outputs after

Country Specialization Specialization

Mexico 24 avocados 60 avocados
9 soybeans 0 soybeans

United States 33 avocados 0 avocados

19 soybeans 30 soybeans

)
(©)) Gains from
3) Outputs Available Specialization and
Amounts Traded after Trade Trade (4) — (1)

—35 avocados 25 avocados | avocados
+ 10 soybeans 10 soybeans | soybeans
+35 avocados 35 avocados 2 avocados
—10 soybeans 20 soybeans | soybeans



If Mexico and the United States allocate all their resources
to avocados and soybeans, respectively, the same total inputs
of resources can produce more output between them, indi-
cating that resources are being allocated more efficiently.
Through specialization and international trade a
nation can overcome the production constraints imposed
by its domestic production possibilities table and curve.
Our discussion of Tables 5.4, 5.5, and 5.7 has shown just

how this is done. The
WORKED PROBLEMS

domestic production pos-
W 5.1 sibilities data (Tables 5.4
Gains from specialization

and 5.5) of the two coun-
tries have not changed,
meaning that neither nation’s production possibilities
curve has shifted. But specialization and trade mean that

citizens of both countries can enjoy increased consump-
tion (column 5 of Table 5.7). (Key Question 4)

The Foreign Exchange Market

Buyers and sellers, whether individuals, firms, or nations,
use money to buy products or to pay for the use of re-
sources. Within the domestic economy, prices are stated in
terms of the domestic currency and buyers use that cur-
rency to purchase domestic products. In Mexico, for ex-
ample, buyers have pesos, and that is what sellers want.

International markets are different. Sellers set their
prices in terms of their domestic currencies, but buyers
often possess entirely different currencies. How many
dollars does it take to buy a truckload of Mexican avocados
selling for 3000 pesos, a German automobile selling for
50,000 euros, or a Japanese motorcycle priced at 300,000
yen? Producers in Mexico, Germany, and Japan want pay-
ment in pesos, euros, and yen, respectively, so that they
can pay their wages, rent, interest, dividends, and taxes.

A foreign exchange market, a market in which
various national currencies are exchanged for one
another, serves this need. The equilibrium prices in such
currency markets are called exchange rates. An exchange
rate is the rate at which the currency of one nation can be
exchanged for the currency of another nation. (See Global
Perspective 5.2.)

The market price or exchange rate of a nation’s cur-
rency is an unusual price; it links all domestic prices with
all foreign prices. Exchange rates enable consumers in one
country to translate prices of foreign goods into units of
their own currency: They need only multiply the foreign
product price by the exchange rate. If the U.S. dollar = yen
exchange rate is $.01 (1 cent) per yen, a Sony television set
priced at ¥20,000 will cost $200 (= 20,000 X $.01) in the
United States. If the exchange rate rises to $.02 (2 cents)
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&) GLOBAL PERSPECTIVE 5.2

Exchange Rates: Foreign Currency per U.S. Dollar
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The amount of foreign currency that a dollar will buy varies
greatly from nation to nation and fluctuates in response to
supply and demand changes in the foreign exchange market.
The amounts shown here are for January 2008. (You can easily
update these exchange rates via The Wall Street Journal.)

$1 Will Buy

39.17 Indian rupees

.51 British pound

10.94 Mexican pesos

1.12 Swiss francs

.68 European euro
109.87 Japanese yen
937.38 South Korean won

6.42 Swedish kronors

per yen, the television will cost $400 (= 20,000 X $.02) in
the United States. Similarly, all other Japanese products
would double in price to U.S. buyers in response to the
altered exchange rate.

Dollar-Yen Market

How does the foreign exchange market work? Let’s look
briefly at the market for dollars and yen. U.S. firms export-
ing goods to Japan want payment in dollars, not yen; but
the Japanese importers of those U.S. goods possess yen,
not dollars. So the Japanese importers supply their yen in
exchange for dollars in the foreign exchange market. At
the same time, there are U.S. importers of Japanese goods
who need to pay the Japanese exporters in yen, not dollars.
These importers go to the foreign exchange market as de-
manders of yen. We then have a market in which the
“price” is in dollars and the “product” is yen.

Figure 5.3 shows the supply of yen (by Japanese
importers) and the demand for yen (by U.S. importers).
The intersection of demand curve D, and supply curve S,

establishes the equilib-

rium dollar price of yen.
G5.1 Here the equilibrium

Exchange rates pr ice of 1 yen—the
dollar-yen exchange rate
—is 1 cent per yen, or $.01 = ¥1. At this price, the market
for yen clears; there is neither a shortage nor a surplus of yen.
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The market for yen. U.S. imports from Japan
create a demand D, for yen, while U.S. exports to Japan (Japan’s imports)
create a supply S, of yen. The dollar price of | yen—the exchange rate—is
determined at the intersection of the supply and demand curves. In this
case the equilibrium price is $.01, meaning that | cent will buy | yen.

P

Exchange
rate:$.01 = ¥I|

Dollar price of | yen
=

0 Qe Q

Quantity of yen

The equilibrium $.01 price of 1 yen means that $1 will buy
100 yen or ¥100 worth of Japanese goods. Conversely, 100
yen will buy $1 worth of U.S. goods.

Changing Rates: Depreciation and

Appreciation

What might cause the exchange rate to change? The de-
terminants of the demand for and supply of yen are similar
to the determinants of demand and supply for almost any
product. In the United States, several things might in-
crease the demand for—and therefore the dollar price
of—yen. Incomes might rise in the United States, enabling
residents to buy not only more domestic goods but also
more Sony televisions, Nikon cameras, and Nissan auto-
mobiles from Japan. So people in the United States would
need more yen, and the demand for yen would increase.
Or a change in people’s tastes might enhance their prefer-
ences for Japanese goods. When gas prices soared in the
1970s, many auto buyers in the United States shifted their
demand from gas-guzzling domestic cars to gas-efficient
Japanese compact cars. The result was an increased de-
mand for yen.

The point is that an increase in the U.S. demand for
Japanese goods will increase the demand for yen and raise
the dollar price of yen. Suppose the dollar price of yen
rises from $.01 = ¥1 to $.02 = ¥1. When the dollar price
of yen increases, we say a depreciation of the dollar rela-
tive to the yen has occurred. It then takes more dollars
(pennies in this case) to buy a single yen. Alternatively

stated, the international value of the dollar has declined. A
depreciated dollar buys fewer yen and therefore fewer
Japanese goods; the yen and all Japanese goods have
become more expensive to U.S. buyers. Result: Consumers
in the United States shift their expenditures from Japanese
goods to now less expensive American goods. The Ford
Taurus becomes relatively more attractive than the Honda
Accord to U.S. consumers. Conversely, because each yen
buys more dollars—that is, because the international value
of the yen has increased—U.S. goods become cheaper to
people in Japan and U.S. exports to Japan rise.

If the opposite event occurred—if the Japanese
demanded more U.S. goods—then they would supply
more yen to pay for these goods. The increase in the sup-
ply of yen relative to the demand for yen would decrease
the equilibrium price of yen in the foreign exchange mar-
ket. For example, the dollar price of yen might decline
from $.01 = ¥1 to $.005 = ¥1. A decrease in the dollar
price of yen is called an appreciation of the dollar relative
to the yen. It means that the international value of the
dollar has increased. It then takes fewer dollars (or pen-
nies) to buy a single yen; the dollar is worth more because
it can purchase more yen and therefore more Japanese
goods. Each Sony PlayStation becomes less expensive in
terms of dollars, so people in the United States purchase
more of them. In general, U.S. imports rise. Meanwhile,
because it takes more yen to get a dollar, U.S. exports to
Japan fall.

The central point is this : When the dollar depreciates
(dollar price of foreign currencies rises), U.S. exports rise
and U.S. imports fall; when the dollar appreciates (dollar
price of foreign currencies falls), U.S. exports fall and U.S.
imports rise. (Key Question 6)

QUICK REVIEW 5.2

* A country has a comparative advantage when it can produce
a product at a lower domestic opportunity cost than a
potential trading partner can.

* Specialization based on comparative advantage increases the
total output available for nations that trade with one another.

® The foreign exchange market is a market in which national
currencies are exchanged.

* An appreciation of the dollar is an increase in the interna-
tional value of the dollar relative to the currency of some
other nation; after appreciation a dollar buys more units of
that currency. A depreciation of the dollar is a decrease in
the international value of the dollar relative to some other
currency; after depreciation a dollar buys fewer units of that
currency.



Government and Trade

If people and nations benefit from specialization and
international exchange, why do governments sometimes
try to restrict the free flow of imports or encourage ex-
ports? What kinds of world trade barriers can govern-
ments erect, and why would they do so?

Trade Impediments and Subsidies

There are four means by which governments commonly

interfere with free trade:
Protective tariffs are excise taxes or duties placed on
imported goods. Protective tariffs are designed to
shield domestic producers from foreign competition.
They impede free trade by causing a rise in the prices
of imported goods, thereby shifting demand toward
domestic products. An excise tax on imported shoes,
for example, would make domestically produced
shoes more attractive to consumers.
Import quotas are limits on the quantities or total
value of specific items that may be imported. Once a
quota is “filled,” further imports of that product are
choked off. Import quotas are more effective than
tariffs in retarding international commerce. With a
tariff, a product can go on being imported in large
quantities; with an import quota, however, all
imports are prohibited once the quota is filled.
Nontariff barriers (and, implicitly, zonqguota barriers)
include onerous licensing requirements, unreasonable
standards pertaining to product quality, or simply
bureaucratic hurdles and delays in customs procedures.
Some nations require that importers of foreign goods
obtain licenses and then restrict the number of
licenses issued. Although many nations carefully
inspect imported agricultural products to prevent the
introduction of potentially harmful insects, some
countries use lengthy inspections to impede
imports.
Export subsidies consist of government payments
to domestic producers of export goods. By reducing
production costs, the subsidies enable producers to
charge lower prices and thus to sell more exports in
world markets. Two examples: Some European
governments have heavily subsidized Airbus Industries,
a European firm that produces commercial aircraft,
to help Airbus compete against the American firm
Boeing. The United States and other nations have
subsidized domestic farmers to boost the domestic
food supply. Such subsidies have lowered the market
price of food and have artificially lowered export prices
on agricultural produce.
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Why Government Trade

Interventions?

In view of the benefits of free trade, what accounts for the
impulse to impede imports and boost exports through
government policy? There are several reasons—some
legitimate, most not.

Misunderstanding the Gains from Trade It
is a commonly accepted myth that the greatest benefit to
be derived from international trade is greater domestic
employment in the export sector. This suggests that ex-
ports are “good” because they increase domestic employ-
ment, whereas imports are “bad” because they deprive
people of jobs at home. Actually, the true benefit created
by international trade is the overall increase in output ob-
tained through specialization and exchange. A nation can
tully employ its resources, including labor, with or without
international trade. International trade, however, enables
society to use its resources in ways that increase its total
output and therefore its overall well-being.

A nation does not need international trade to operate
on its production possibilities curve. A closed (nontrad-
ing) national economy can have full employment without
international trade. However, through world trade an
economy can reach a point of consumption beyond its
domestic production possibilities curve. The gain from
trade is the extra output obtained from abroad—the
imports obtained for a lower opportunity cost than if they
were produced at home.

Political Considerations While a nation as a
whole gains from trade, trade may harm particular do-
mestic industries and particular groups of resource sup-
pliers. In our earlier comparative-advantage example,
specialization and trade adversely affected the U.S. avo-
cado industry and the Mexican soybean industry. Those
industries might seek to preserve their economic posi-
tions by persuading their respective governments to pro-
tect them from imports—perhaps through tariffs or
import quotas.

Those who directly benefit from import protection
are few in number but have much at stake. Thus, they
have a strong incentive to pursue political activity to
achieve their aims. However, the overall cost of tariffs and
quotas typically greatly exceeds the benefits. It is not
uncommon to find that it costs the public $200,000 or
more a year to protect a domestic job that pays less than
one-fourth that amount. Moreover, because these costs
are buried in the price of goods and spread out over mil-
lions of citizens, the cost borne by each individual citizen
is quite small. In the political arena, the voice of the
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CONSIDERTHIS . ..

Buy American?

Will “buying American” make
Americans better off? No, says
Dallas Federal Reserve econo-
mist W. Michael Cox:

A common myth is that itis better
for Americans to spend their
money at home than abroad.The
best way to expose the fallacy
of this argument is to take it to
its logical extreme. If it is better
for me to spend my money here
than abroad, then it is even better
yet to buy in Texas than in New York, better yet to buy in Dallas
than in Houston ... in my own neighborhood . . . within my own
family ... to consume only what | can produce. Alone and poor.*

*‘The Fruits of Free Trade,” Federal Reserve Bank of Dallas, Annual
Report 2002, p. | 6.

relatively few producers demanding protectionism is loud
and constant, whereas the voice of those footing the bill is
soft or nonexistent.

Indeed, the public may be won over by the apparent
plausibility (“Cut imports and prevent domestic unem-
ployment”) and the patriotic ring (“Buy American!”) of the
protectionist arguments. The alleged benefits of tariffs are
immediate and clear-cut to the public, but the adverse
effects cited by economists are obscure and dispersed over
the entire economy. When political deal making is added
in—“You back tariffs for the apparel industry in my state,
and T’ll back tariffs on the auto industry in your state”—
the outcome can be a network of protective tariffs, import
quotas, and export subsidies.

Costs to Society

Tariffs and quotas benefit domestic producers of the pro-
tected products, but they harm domestic consumers,
who must pay higher-than-world prices for the protected
goods. They also hurt domestic firms that use the pro-
tected goods as inputs in their production processes. For
example, a tariff on imported steel would boost the price
of steel girders, thus hurting firms that construct large
buildings. Also, tariffs and quotas reduce competition in
the protected industries. With less competition from for-
eign producers, domestic firms may be slow to design and
implement cost-saving production methods and intro-
duce new or improved products.

Multilateral Trade Agreements
and Free-Trade Zones

When one nation enacts barriers against imports, the na-
tions whose exports suffer may retaliate with trade barriers
of their own. In such a #rade war, escalating tariffs choke
world trade and reduce everyone’s economic well-being.
The Smoot-Hawley Tariff Act of 1930 is a classic exam-
ple. Although that act was meant to reduce imports and
stimulate U.S. production, the high tariffs it authorized
prompted adversely affected nations to retaliate with tar-
iffs equally high. International trade fell, lowering the out-
put and income of all nations. Economic historians
generally agree that the Smoot-Hawley Tariff Act was a
contributing cause of the Great Depression. Aware of that
fact, nations have worked to lower tariffs worldwide. Their
pursuit of free trade has been aided by powerful domestic
interest groups: Exporters of goods and services, import-
ers of foreign components used in “domestic” products,
and domestic sellers of imported products all strongly sup-
port lower tariffs.

Figure 5.4 makes clear that while the United States
was a high-tariff nation over much of its history, U.S. tar-
iffs have generally declined during the past half-century.
"Today, U.S. tariffs average only 4.6 percent on the imports
subject to tariff and a growing list of imports are no longer
subject to any tariff at all.

Reciprocal Trade Agreements Act
The Reciprocal Trade Agreements Act of 1934 started
the downward trend of tariffs. Aimed at reducing tariffs,
this act had two main features:
Negotiating authority It authorized the president
to negotiate with foreign nations agreements that
would reduce existing U.S. tariffs by up to 50
percent. Those reductions were contingent on the
actions other nations took to lower tariffs on U.S.
exports.
Generalized reductions The specific tariff
reductions negotiated between the United States
and any particular nation were generalized through
most-favored-nation clauses, which often accompany
such agreements. These clauses stipulate that any
subsequently reduced U.S. tariffs, resulting from
negotiation with any other nation, would apply
equally to any nation that signed the original
agreement. So if the United States negotiates a
reduction in tariffs on wristwatches with, say,
France, the lower U.S. tariffs on imported French
watches also apply to the imports of the other
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U.S. tariff rates, 1860-2006. Historically, U.S. tariff rates have fluctuated. But beginning with the Reciprocal Trade Agreements Act of

1934, the trend has been downward.
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nations having most-favored-nation status, say, Japan
and Switzerland. This way, the reductions in U.S.
tariffs automatically apply to many nations.

"Today, most-favored-nations status is so common that
the U.S. government has renamed it normal-trade-
relations (NTR) status.

General Agreement on Tariffs

and Trade

The Reciprocal Trade Agreements Act provided only bi-
lateral (between two nations) negotiations. Its approach
was broadened in 1947 when 23 nations, including the
United States, signed the General Agreement on
Tariffs and Trade (GATT). GATT was based on three
principles: (1) equal, nondiscriminatory trade treatment
for all member nations; (2) the reduction of tariffs by
multilateral negotiation; and (3) the elimination of im-
port quotas. Basically, GATT provided a forum for the
negotiation of reduced trade barriers on a multilateral
basis among nations.

Since the Second World War, member nations have
completed eight “rounds” of GAT'T negotiations to reduce
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trade barriers. The eighth round of negotiations began
in Uruguay in 1986. After seven years of complex
discussions, in 1993 the 128 member nations reached a
new agreement. The Uruguay Round agreement took
effect on January 1, 1995, and its provisions were phased
in through 2005.

Under this agreement, tariffs on thousands of products
were eliminated or reduced, with overall tariffs dropping by
33 percent. The agreement also liberalized government
rules that in the past impeded the global market for such
services as advertising, legal services, tourist services, and
financial services. Quotas on imported textiles and apparel
were phased out and replaced with tariffs. Other provisions
reduced agricultural subsidies paid to farmers and protected
intellectual property (patents, trademarks, copyrights)
against piracy.

World Trade Organization

The Uruguay Round agreement established the World
Trade Organization (WTO) as GAT T’ successor. Some
153 nations belonged to the WTO in 2008. The WTO
oversees trade agreements reached by the member nations
and rules on trade disputes among them. It also provides
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forums for further rounds of trade negotiations. The
ninth and latest round of negotiations—the Doha
Round—was launched in Doha, Qatar, in late 2001. (The
trade rounds occur over several years in several venues
but are named after the city or country of origination.)
The negotiations are aimed at further reducing tariffs and
quotas, as well as agricultural subsidies that distort trade.
One of this chapter’s Web-based questions asks you to up-
date the progress of the Doha Round.

GATT and the WTO have been positive forces in the
trend toward liberalized world trade. The trade rules
agreed upon by the member nations provide a strong and
necessary bulwark against the protectionism called for by
the special-interest groups in the various nations.

For that reason and others, the WTO is controversial.
Ciritics are concerned that rules crafted to expand interna-
tional trade and investment enable firms to circumvent
national laws that protect workers and the environment.
What good are minimum-wage laws, worker safety laws,
collective bargaining rights, and environmental laws if
firms can easily shift their production to nations that have
weaker laws or consumers can buy goods produced in
those countries?

Proponents of the WTO respond that labor and
environmental protections should be pursued directly in
nations that have low standards and via international
organizations other than the WTO. These issues should
not be linked to the process of trade liberalization, which
confers widespread economic benefits across nations.
Moreover, say proponents of the WTO, many environ-
mental and labor concerns are greatly overblown. Most
world trade is among advanced industrial countries, not
between them and countries that have lower environ-
mental and labor standards. Moreover, the free flow of
goods and resources raises output and income in the
developing nations. Historically, such increases in living
standards have eventually resulted in stronger, not
weaker, protections for the environment and for
workers.

The European Union

Countries have also sought to reduce tariffs by creating
regional free-trade zones—also called trade blocs. The most
dramatic example is the European Union (EU), formerly
called the European Economic Community. Initiated in
1958 as the Common Market, in 2003 the EU comprised 15
European nations—France, Germany, United Kingdom,
Italy, Belgium, the Netherlands, Luxembourg, Denmark,
Ireland, Greece, Spain, Portugal, Austria, Finland, and
Sweden. In 2004, the EU expanded by 10 additional

European countries—Poland, Hungary, Czech Republic,
Slovakia, Lithuania, Latvia, Estonia, Slovenia, Malta, and
Cyprus. In 2007, the addition of Bulgaria and Romania
expanded the EU to 27 nations.

The EU Trade Bloc The EU has abolished tariffs
and import quotas on nearly all products traded among
the participating nations and established a common
system of tariffs applicable to all goods received from
nations outside the EU. It has also liberalized the move-
ment of capital and labor within the EU and has created
common policies in other economic matters of joint con-
cern such as agriculture, transportation, and business
practices. The EU is now a strong trade bloc: a group of
countries having common identity, economic interests,
and trade rules.

EU integration has achieved for Europe what the
U.S. constitutional prohibition on tariffs by individual
states has achieved for the United States: increased
regional specialization, greater productivity, greater out-
put, and faster economic growth. The free flow of goods
and services has created large markets for EU industries.
The resulting economies of large-scale production have
enabled these industries to achieve much lower costs than
they could have achieved in their small, single-nation
markets.

The effects of EU success on nonmember nations
such as the United States have been mixed. A peaceful and
increasingly prosperous EU makes its members better cus-
tomers for U.S. exports. But U.S. firms and other non-
member firms have been faced with tariffs and other
barriers that make it difficult for them to compete against
firms within the EU trade bloc. For example, autos pro-
duced in Germany and sold in Spain or France face no tar-
iffs, whereas U.S. and Japanese autos exported to EU
countries do. This puts U.S. and Japanese firms at a seri-
ous disadvantage.

By giving preferences to countries within their free-
trade zone, trade blocs such as the EU tend to reduce
their members’ trade with non-bloc members. Thus, the
world loses some of the benefits of a completely open
global trading system. Eliminating that disadvantage has
been one of the motivations for liberalizing global trade
through the World Trade Organization. Those liberal-
izations apply equally to all nations that belong to
the WTO.

The Euro One of the most significant accomplish-
ments of the EU was the establishment of the so-called
Euro Zone in the early 2000s. In 2008, 15 members of the
EU used the euro as a common currency. Great Britain,



Denmark, and Sweden have opted out of the common cur-
rency, atleast for now. But gone are French francs, German
marks, Italian liras, and other national currencies within
the Euro Zone.

Economists expect the adoption of the euro to raise
the standard of living of the Euro Zone members over time.
By ending the inconvenience and expense of exchanging
currencies, the euro has enhanced the free flow of goods,
services, and resources among the Euro Zone members.
International trade among the member nations has
increased by roughly 10 percent, with much of thatincrease
happening because companies that previously sold prod-
ucts in only one or two European countries have now found
it easier to market and sell their wares in all 15 Euro Zone
countries. The euro has also allowed consumers and busi-
nesses to comparison shop for outputs and inputs, and this
capability has increased competition, reduced prices, and
lowered costs.

North American Free Trade

Agreement

In 1993 Canada, Mexico, and the United States formed a
major trade bloc. The North American Free Trade
Agreement (NAFTA) established a free-trade zone that
has about the same combined output as the EU but
encompasses a much larger geographic area. NAFTA has
eliminated tariffs and other trade barriers between
Canada, Mexico, and the United States for most goods
and services.

Ciritics of NAFTA feared that it would cause a massive
loss of U.S. jobs as firms moved to Mexico to take advan-
tage of lower wages and weaker regulations on pollution
and workplace safety. Also, they were concerned that Japan
and South Korea would build plants in Mexico and trans-
port goods tariff-free to the United States, further hurting
U.S. firms and workers.

In retrospect, critics were much too pessimistic. Since
the passage of NAFTA in 1993, employment in the United
States has increased by 22 million workers and the unem-
ployment rate has declined from 6.9 to 4.7 percent.
Increased trade among Canada, Mexico, and the United
States has enhanced the standard of living in all three
countries. (Key Question 10)

Trade-Related Issues

Although trade liberalization and increased international
trade raise total output and income, they often disrupt
existing patterns of production and resource allocations.
Such disruptions can be highly painful to certain industries,
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firms, and workers in the countries affected. Little won-
der, then, that international trade generates media and
political controversy. The arguments for special trade
protections are examined in a later chapter. Here, we
examine two other trade-related issues that are in the
news: trade adjustment assistance and offshoring of jobs.
(In this chapter’s Last Word, we examine another trade-
related issue: fair-trade products.)

Trade Adjustment Assistance

A nation’s comparative advantage in the production of a
certain product is not fixed forever. As national econo-
mies evolve, the size and quality of their labor forces may
change; the volume and composition of their capital stocks
may shift; new technologies may emerge; and even the
quality of land and the quantity of natural resources may
be altered. As these changes take place, the relative effi-
ciency with which a nation can produce specific goods
will also change. Also, new trade agreements such as those
we have discussed can suddenly leave formerly protected
industries highly vulnerable to major disruption or even
collapse.

Shifts in patterns of comparative advantage and removal
of trade protection can hurt specific groups of workers. For
example, the erosion of the United States’ once strong com-
parative advantage in steel has caused production plant
shutdowns and layoffs in the U.S. steel industry. The textile
and apparel industries in the United States face similar
difficulties. Clearly, not everyone wins from free trade (or
freer trade). Some workers lose.

The Trade Adjustment Assistance Act of 2002
introduced some new, novel elements to help those hurt
by shifts in international trade patterns. The law pro-
vides cash assistance (beyond unemployment insurance)
for up to 78 weeks for workers displaced by imports or
plant relocations abroad. To obtain the assistance, work-
ers must participate in job searches, training programs,
or remedial education. Also provided are relocation
allowances to help displaced workers move geographi-
cally to new jobs within the United States. Refundable
tax credits for health insurance serve as payments to help
workers maintain their insurance coverage during the
retraining and job search period. Workers who are 50
years of age or older are eligible for “wage insurance,”
which replaces some of the difference in pay (if any)
between their old and new jobs. Many economists sup-
port trade adjustment assistance because it not only helps
workers hurt by international trade but also helps create
the political support necessary to reduce trade barriers
and export subsidies.
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As a College Student,You May Be Aware of Fair-
Trade-Certified Products Such as Those Offered at
Starbucks. On Some Campuses, Proponents of Fair-
Trade Consumption Are Highly Active in Encouraging
Fellow Students To Purchase Only Fair-Trade Goods.
What Is Fair Trade All About? And How Effective Is it
as an Economic Development Strategy?

Imports of goods by high-income nations from low-income
nations increase the demand for labor in low-income nations.
Other things equal, increases in labor demand raise wages and
incomes. Some observers, however, conclude that the benefits
that low-income countries derive from increased production—
especially increased exports of agricultural commodities—accrue
mainly to large corporations in those countries, some of which
are owned by shareholders from high-income nations. Because
workers in many low-income countries are highly immobile,
have few employment options, and are not unionized, the large
dominant sellers can supposedly keep an undeservedly large por-
tion of the proceeds from added exports for themselves (in the
form of profits) while simultaneously denying a fair share to
their workers (by keeping wages low).

To counter this purported problem, consumer organizations
in some of the high-income countries have tried to bypass the

But not all economists are keen on trade adjustment
assistance. Loss of jobs from imports or plant relocations
abroad is only a small fraction (about 4 percent in recent
years) of total job losses in the economy each year. Many
workers also lose their jobs because of changing patterns
of demand, changing technology, bad management, and
other dynamic aspects of a market economy. Some critics
ask, “What makes losing one’s job to international trade
worthy of such special treatment, compared to losing one’s
job to, say, technological change or domestic competi-
tion?” Economists can find no totally satisfying answer.

Offshoring of Jobs

Not only are some U.S. jobs lost because of international
trade, but some are lost because of globalization of re-
source markets. In recent years U.S. firms have found the
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usual distribution channels and buy imported goods directly
from producers or producer cooperatives that agree to fair-trade
standards. Such standards guarantee the producers higher-than-
market prices if they agree to pay their workers higher-than-market
wages and to abide by rules regarding working conditions and
workplace safety. Producers and products that meet the fair-trade
standards are certified as fair-trade employers and fair-trade
products. Fair-trade advocates in the rich nations then strongly
urge consumers to purchase products—for example, coffee, wine,
bananas, tea, fresh fruit, and cocoa—only from certified fair-
trade producers. When pressure is sufficient, some corporate
buyers of these products conclude that it may be more profitable
to provide fair-trade products to customers than to risk being
labeled an exploiter of third-world labor. Because of the higher-
than-market prices and wages, fair-trade goods usually are more
expensive than noncertified products.

In economic terms, the purpose of the fair-trade move-
ment is to redistribute more of the total gains from interna-
tional trade directly to low-income producers and workers by
increasing the demand for fair-trade imports relative to other-
wise identical imports.

Do these efforts succeed? Economists agree that some of
the efforts of fair-trade advocates have succeeded in channeling
sizable purchases away from otherwise identical substitutes and
toward fair-trade goods. These increases in the demand for

outsourcing of work abroad increasingly profitable. Econ-
omists call this business activity offshoring: shifting work
previously done by American workers to workers located
in other nations. Offshoring is not a new practice but
traditionally has involved components for U.S. manufac-
turing goods. For example, Boeing has long offshored the
production of major airplane parts for its “American”
aircraft.

Recent advances in computer and communications
technology have enabled U.S. firms to offshore service jobs
such as data entry, book composition, software coding, call-
center operations, medical transcription, and claims pro-
cessing to countries such as India. Where offshoring occurs,
some of the value added in the production process accrues
to foreign countries rather than the United States. So part
of the income generated from the production of U.S. goods
is paid to foreigners, not to American workers.



fair-trade goods, in turn, have increased the demand for the labor
used to produce those goods. So, the fair-trade strategy “has
worked” insofar as it has raised prices and wages for somze sellers
and some workers in low-wage countries—namely those involved
with fair-trade programs.

Nevertheless, most econo-
mists question the overall ef-
fectiveness of the fair-trade
approach as a broader economic
development strategy. They say
that price and wage setting by
advocacy groups is based on
highly subjective views of fair-
ness that may be at odds with
economic realities. Distortions
of market prices and wages in-
vite inefficiency and unintended
consequences. For example, the
higher fair-trade prices may en-
courage resources to remain
producing the fair-trade products long after normal supply and de-
mand circumstances would have encouraged them to move to more
productive employment in other parts of agriculture or in manufac-
turing or services.

The consensus among economists is that fair-trade purchas-
ing in the high-income nations has simply shifted labor demand
within and among low-wage countries. Fair trade has not in-
creased the overall labor demand nor the average pay of workers
in low-wage nations. Sustainable increases in average pay require

Offshoring is a wrenching experience for many
Americans who lose their jobs, but it is not necessarily bad
for the overall economy. Offshoring simply reflects a
growing specialization and international trade in services,
or, more descriptively, “tasks.” That trade has been made
possible by recent trade agreements and new information
and communication technologies. As with trade in goods,
trade in services reflects comparative advantage and is ben-
eficial to both trading parties. Moreover, the United States
has a sizable trade surplus with other nations in services.
The United States gains by specializing in high-valued
services such as transportation services, accounting ser-
vices, legal services, and advertising services, where it still
has a comparative advantage. It then “trades” to obtain
lower-valued services such as call-center and data entry
work, for which comparative advantage has gone abroad.

economywide gains in labor productivity—output per hour of
work. Unfortunately, fair-trade purchasing does not accomplish
that. Economywide gains in productivity and wages require
improvements in the quantity and quality of education, more and
improved capital goods, and the
use of more efficient technology.

Some economists say that
other action by people in high-
income nations might benefit
the low-income nations more
effectively than fair-trade pur-
chasing. For example, pressing
for the removal of agricultural
subsidies in high-income areas
such as the United States and
the European Union would re-
duce the overproduction of ag-
ricultural output that floods
international markets and de-
presses international agricul-
tural prices. Those low prices impoverish farmers in low-wage
nations and encourage them to concentrate their efforts in pro-
ducing agricultural commodities that are not produced in the
wealthy countries and therefore are unsubsidized. In a sense,
the low-wage countries get stuck overproducing low-profit
agricultural commodities such as coffee, bananas, and cocoa—
keeping those prices artificially low. Ironically, those very low
prices (and the low agricultural wages that result) are precisely
what the fair-trade movement tries to increase.

Oftshoring also increases the demand for complemen-
tary jobs in the United States. Jobs that are close substi-
tutes for existing U.S. jobs are lost, but complementary
jobs in the United States are expanded. For example, the
lower price of writing software code in India may mean a
lower cost of software sold in the United States and abroad.
"That, in turn, may create more jobs for U.S.-based workers
such as software designers, marketers, and distributors.
Moreover, the offshoring may encourage domestic invest-
ment and expansion of firms in the United States by reduc-
ing their production costs and keeping them competitive
worldwide. In some instances, “offshoring jobs” may
equate to “importing competitiveness.” Entire firms that
might otherwise disappear abroad may remain profitable
in the United States only because they can offshore some
of their work.
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QUICK REVIEW 5.3

Governments curtail imports and promote exports through
protective tariffs, import quotas, nontariff barriers, and
export subsidies.

® The General Agreement on Tariffs and Trade (GATT)
established multinational reductions in tariffs and import
quotas. The Uruguay Round of GATT (1993) reduced tar-
iffs worldwide, liberalized international trade in services,
strengthened protections for intellectual property, and
reduced agricultural subsidies.

® The World Trade Organization (WTO)—GAT T’
successor—rules on trade disputes and provides forums
for negotiations on further rounds of trade liberalization.
The current round is called the Doha Round.

® The European Union (EU) and the North American Free
Trade Agreement (NAFTA) have reduced internal trade
barriers among their members by establishing large free-
trade zones. Of the 27 EU members (as of 2008), 15 now
have a common currency—the euro.

* Increased international trade and offshoring of jobs have
harmed some specific U.S. workers and have led to policies
such as trade adjustment assistance to try to help them with
their transitions to new lines of work.

Global Competition

Globalization—the integration of industry, commerce,
communication, travel, and culture among the world’s
nations—is one of the major trends of our time. (See
Global Perspective 5.3 for a list of the top 12 globalized
nations, according to one set of criteria.) There is a lively
debate internationally as to whether globalization is a pos-
itive or negative force. Those who support globalization
focus on the improvements to general standards of living
that it brings. Those who oppose it express concerns about
its impacts on the environment, unionized workers, and
the poor.

One thing about globalization is certain and relevant
to our present discussion: It has brought intense competi-
tion both within the United States and across the globe. In
the United States, imports have gained major shares of
many markets, including those for cars, steel, lumber, car
tires, clothing, sporting goods, electronics, and toys.
Nevertheless, hundreds of U.S. firms have prospered in the
global marketplace. Such firms as Boeing, McDonald’s,
Intel, Coca-Cola, Starbucks, Microsoft, Monsanto, Procter
& Gamble, and Caterpillar have continued to retain high
market shares at home and have dramatically expanded
their sales abroad. Of course, not all firms have been suc-
cessful. Some have not been able to compete, because their
international competitors make higher-quality products,
have lower production costs, or both.

4 GLOBAL PERSPECTIVE 5.3

The Top 12 Globalized Economies, 2007

Foreign Policy magazine publishes an annual list of the world’s
most globalized economies, based on |3 key indicators such as
foreign trade, cross-border travel, Internet use,and international
investment flows. Here is the magazine’s list, in descending
order, for 2007.

2. Hong Kong

3. Netherlands

4. Switzerland
5.lreland

7.United States

8. Canada
9.Jordan

12. United Kingdom

Source: A.T. Kearney, Foreign Policy, www.foreignpolicy.com.

Is the heightened competition that accompanies the
global economy a good thing? Although some domestic
producers do get hurt and their workers must find employ-
ment elsewhere, foreign competition clearly benefits con-
sumers and society in general. Imports break down the
monopoly power of existing firms, thereby lowering prod-
uct prices and providing consumers with a greater variety
of goods. Foreign competition also forces domestic pro-
ducers to become more efficient and to improve product
quality; that has already happened in several U.S. indus-
tries, including steel and autos. Most U.S. firms can and
do compete quite successfully in the global marketplace.

What about the U.S. firms that cannot compete success-
tully in open markets? The unfortunate reality is that they
must sell off production facilities, scale back their operations,
and try to develop new products. If they remain unprofitable
despite their best efforts, they will need to go out of business.
Persistent economic losses mean that scarce resources are not
being used efficiently. Shifting those resources to alternative,
profitable uses will increase total U.S. output. It will be far
less expensive for the United States to provide training and, if
necessary, relocation assistance to laid-off workers than to try
to protect these jobs from foreign competition.


http://www.foreignpolicy.com
http://www.foreignpolicy.com

Summary

1.

Goods and services flows, capital and labor flows, informa-
tion and technology flows, and financial flows link the United
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considerations. By artificially increasing product prices, trade
barriers cost U.S. consumers billions of dollars annually.

States and other countries. 8. The Reciprocal Trade Agreements Act of 1934 marked the

2. International trade is growing in importance globally and beginning of a trend toward lower U.S. tariffs. In 1947 the
for the United States. World trade is significant to the Unit- General Agreement on Tariffs and Trade (GATT) was formed
ed States in two respects: (a) The absolute volumes of U.S. to encourage nondiscriminatory treatment for all member
imports and exports exceed those of any other single nation. nations, to reduce tariffs, and to eliminate import quotas. The
(b) The United States is completely dependent on trade for Uruguay Round of GATT negotiations (1993) reduced tariffs
certain commodities and materials that cannot be obtained and quotas, liberalized trade in services, reduced agricultural
domestically. subsidies, reduced pirating of intellectual property, and

3. Principal U.S. exports include chemicals, agricultural prod- phased out quotas on textiles.
ucts, consumer durables, semiconductors, and medical 9. GAT'T’ successor, the World Trade Organization (WTO),
equipment. Principal imports include oil, automobiles, has 153 member nations. It implements WTO agreements,
metals, household appliances, and consumer electronics. rules on trade disputes between members, and provides
Quantitatively, Canada is the United States’ most important forums for continued discussions on trade liberalization. The
trading partner. latest round of trade negotiations—the Doha Round—began

4. Global trade has been greatly facilitated by (a) improve- in late 2001 and as of early 2008 was still in progress.
ments in transportation technology, (b) improvements in ~ 10. Free-trade zones (trade blocs) liberalize trade within regions
communications technology, and (c) general declines in tar- but may at the same time impede trade with non-bloc mem-
iffs. The world’s major trading nations by volume of trade bers. Two examples of free-trade arrangements are the
are Germany, the United States, China, and Japan. Other 27-member European Union (EU) and the North American
major traders include other western European nations Free Trade Agreement (NAFTA), comprising Canada,
(France, the Netherlands, Italy, and the United Kingdom), Mexico, and the United States. Fifteen of the EU nations
along with Canada and the east and southeast Asian coun- have abandoned their national currencies for a common
tries of South Korea, Taiwan, and Singapore. currency called the euro.

5. Specialization based on comparative advantage enables na- ~ 11. The Trade Adjustment Assistance Act of 2002 recognizes
tions to achieve higher standards of living through trade that trade liberalization and increased international trade
with other countries. A trading partner should specialize in can create job loss for many workers. The Act therefore pro-
products and services for which its domestic opportunity vides cash assistance, education and training benefits, health
costs are lowest. The terms of trade must be such that both care subsidies, and wage subsidies (for persons age 50 or
nations can obtain a product via trade at less opportunity older) to qualified workers displaced by imports or reloca-
costs than if they produced that product at home. tions of plants from the United States to abroad.

6. The foreign exchange market sets exchange rates between ~ 12. Offshoring is the practice of shifting work previously done
currencies. Each nation’s imports create a supply of its own by Americans in the United States to workers located in
currency and a demand for foreign currencies. The result- other nations. Although offshoring reduces some U.S. jobs,
ing supply-demand equilibrium sets the exchange rate that it lowers production costs, expands sales, and therefore may
links the currencies of all nations. Depreciation of a nation’s create other U.S. jobs. Less than 4 percent of all job losses
currency reduces its imports and increases its exports; ap- in the United States each year are caused by imports, off-
preciation increases its imports and reduces its exports. shoring, and plant relocation abroad.

7. Governments influence trade flows through (a) protective tar- ~ 13. The global economy has created intense foreign competi-

iffs, (b) quotas, (c) nontariff barriers, and (d) export subsidies.
Such impediments to free trade result from misunderstand-
ings about the advantages of free trade and from political

tion in many U.S. product markets, but many U.S. firms are
able to compete successfully abroad as well as at home.
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comparative advantage depreciation nontariff barriers

terms of trade appreciation export subsidies

foreign exchange market protective tariffs Smoot-Hawley Tariff Act

exchange rates import quotas Reciprocal Trade Agreements Act
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normal-trade-relations (NTR) status Doha Round
General Agreement on Tariffs and European Union (EU)
Trade (GATT) rncle bilee

World Trade Organization (WTO)
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Study Questions i COI’H’EIC%CS

1. Describe the four major economic flows that link the United
States with other nations. Provide a specific example to il-
lustrate each flow. Explain the relationships between the top
and bottom flows in Figure 5.1. LOI

2. How important is international trade to the U.S. economy?
In terms of volume, does the United States trade more with
the industrially advanced economies or with developing
economies? What country is the United States’ most impor-
tant trading partner, quantitatively? LOI

3. What factors account for the rapid growth of world trade
since the Second World War? Who are the major players in
international trade today? Besides China and Japan, what
other Asian nations play significant roles in international
trade? LO1

4. KEY QUESTION The following are production possibilities
tables for China and the United States. Assume that before
specialization and trade the optimal product mix for China is
alternative B and for the United States is alternative U. LO2

China Production Possibilities

Product A B C D E F
Apparel (in thousands) 30 24 18 12 6 0
Chemicals (in tons) 0 6 12 18 24 30

U.S. Production Possibilities

Product R S T U A\ w
Apparel (in thousands) 10 8 6 4 2 0
Chemicals (in tons) 0 4 8 12 16 20

a. Are comparative-cost conditions such that the two areas
should specialize? If so, what product should each
produce?

b. What is the total gain in apparel and chemical output
that would result from such specialization?

c. What are the limits of the terms of trade? Suppose actual
terms of trade are 1 unit of apparel for 11 units of chem-
icals and that 4 units of apparel are exchanged for 6 units
of chemicals. What are the gains from specialization and
trade for each nation?

d. Explain why this illustration allows you to conclude
that specialization according to comparative advantage
results in more efficient use of world resources.

10.

11.

12.

North American Free Trade Agreement
(NAFTA)

Trade Adjustment Assistance Act
offshoring

. Suppose that the comparative-cost ratios of two products—

baby formula and tuna fish—are as follows in the hypotheti-
cal nations of Canswicki and Tunata:

Canswicki: 1 can baby formula = 2 cans tuna fish
Tunata: 1 can baby formula = 4 cans tuna fish

In what product should each nation specialize? Explain why
terms of trade of 1 can baby formula = 21 cans tuna fish
would be acceptable to both nations. LO2

KEY QUESTION True or False? “U.S. exports create a
demand for foreign currencies; foreign imports of U.S.
goods create a supply of foreign currencies.” Explain. Would
a decline in U.S. consumer income or a weakening of U.S.
preferences for foreign products cause the dollar to depreci-
ate or to appreciate? Other things equal, what would be the
effects of that depreciation or appreciation on U.S. exports
and imports? LO3

. If the European euro were to decline in value (depreciate)

in the foreign exchange market, would it be easier or
harder for the French to sell their wine in the United
States? Suppose you were planning a trip to Paris. How
would depreciation of the euro change the dollar cost of
your trip? LO3

What measures do governments take to promote exports and
restrict imports? Who benefits and who loses from protec-
tionist policies? What is the net outcome for society? LO4

KEY QUESTION Identify and state the significance of each
of the following: (#) WTO; (b) EU; (c) euro; (d) NAFTA.
What commonality do they share? LO5

Explain: “Free-trade zones such as the EU and NAFTA lead
a double life: They can promote free trade among members,
but they pose serious trade obstacles for nonmembers.” Do
you think the net effects of trade blocs are good or bad for
world trade? Why? How do the efforts of the WTO relate
to these trade blocs? LO5

Speculate as to why some U.S. firms strongly support trade
liberalization while other U.S. firms favor protectionism.
Speculate as to why some U.S. labor unions strongly sup-
port trade liberalization while other U.S. labor unions
strongly oppose it. LO5

What forms do trade adjustment assistance take in the
United States? How does such assistance promote support
for free trade agreements? Do you think workers who lose



13.

their jobs because of changes in trade laws deserve special
treatment relative to workers who lose their jobs because of
other changes in the economy, say, changes in patterns of
government spending? LO5

What is offshoring of white-collar service jobs and how does
that practice relate to international trade? Why has it re-
cently increased? Why do you think more than half of all the
offshored jobs have gone to India? Give an example (other

Web-Based Questions

1.

TRADE BALANCES WITH PARTNER COUNTRIES The
U.S. Census Bureau, at www.census.gov/foreign-trade/
statistics/highlights/top/index.html, lists the top trading
partners of the United States (imports and exports added
together) as well as the top 15 countries the United States
exports to and imports from. Using the current year-to-date
data, compare the top 15 countries to which the United
States exports with the top 15 countries from which the
United States imports. Are the countries the same? What
percentage of U.S. imports and exports are accounted for by
the top 15 trading partners? The top 5 trading partners rep-
resent what percent of U.S. imports and what percent of
U.S. exports?

FOREIGN EXCHANGE RATES—THE YEN FOR DOLLARS
The Federal Reserve System Web site, www.federalreserve
.gov/releases/H10/hist, provides historical foreign-exchange-
rate data for a wide variety of currencies. Look at the data

14.
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than that in the textbook) of how offshoring can eliminate
some U.S. jobs while creating other U.S. jobs. LO5

LAST WORD How does a fair-trade product differ from an
otherwise identical imported good? What is the purported
benefit of fair-trade certification on purchases of goods such
as chocolate, coffee, bananas, and tea? Do fair-trade goods
improve average wage and level of income in low-income
nations? Why or why not?

for the Japanese yen from 1995 to the present. Assume that
you were in Tokyo every New Year’s from January 1, 2000,
to this year and bought a bento (box lunch) for 1000 yen each
year. Convert this amount to dollars using the yen-dollar
exchange rate for each January since 2000, and plot the
dollar price of the bento over time. Has the dollar appreciated
or depreciated against the yen? What was the least amount
in dollars that your box lunch cost? The most?

THE DOHA ROUND—WHAT IS THE CURRENT STATUS?
Determine and briefly summarize the current status of the
Doha Round of trade negotiations (the Doha Development
Agenda) by accessing the World Trade Organization site,
www.wto.org. Is the round still in progress or has it been
concluded with an agreement? If the former, when and
where was the latest ministerial meeting? If the latter, what
are the main features of the agreement?

FURTHER TEST YOUR KNOWLEDGE AT

www.mcconnelll 8e.com
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INTHIS CHAPTERYOU WILL LEARN:

| About price elasticity of demand
and how it can be applied.

2 The usefulness of the total revenue test
for price elasticity of demand.

3 About price elasticity of supply
and how it can be applied.

4 About cross elasticity of demand and
income elasticity of demand.

5 About consumer surplus, producer
surplus, and efficiency losses.

Elasticity, Consumer Surplus,
and Producer Surplus

Today’s market economies rely mainly on the activities of consumers, businesses, and resource suppliers
to allocate resources efficiently. Those activities and their outcomes are the subject of microeconomics,
to which we now turn.

In this chapter we extend Chapter 3’s discussion of demand and supply by explaining significant ideas
that help us answer such questions as: Why do buyers of some products (for example, ocean cruises)

respond to price increases by substantially reducing their purchases while buyers of other products (say,

gasoline) respond by only slightly cutting back their purchases? Why do higher market prices for some
products (for example, chicken) cause producers to greatly increase their output while price rises for
other products (say, gold) cause only limited increases in output? Why does the demand for some prod-
ucts (for example, books) rise a great deal when household income increases while the demand for other




products (say, milk) rises just a little? How is it that most consumers obtain products at prices below the

prices they actually would have been willing to pay? How is it that most producers obtain higher prices

for their products than the prices they actually would have been willing to accept?

The ideas of elasticity, consumer surplus, and producer surplus help answer these questions. Let’s

begin by looking at elasticity.

Price Elasticity of Demand

The law of demand tells us that, other things equal, consum-
ers will buy more of a product when its price declines and
less when its price increases. But how much more or less will
they buy? The amount varies from product to product and
over different price ranges for the same product. It also may
vary over time. And such variations matter. For example, a
firm contemplating a price hike will want to know how con-
sumers will respond. If they remain highly loyal and con-
tinue to buy, the firm’s revenue will rise. But if consumers
defect en masse to other sellers or other products, the firm’s
revenue will tumble.

The responsiveness (or sensitivity) of consumers to
a price change is measured by a product’s price elastic-
ity of demand. For some products—for example, restau-

rant meals—consumers

are highly responsive to

06.1 price changes. Modest

Price elasticity of demand price Changes cause very

large changes in the

quantity purchased. Economists say that the demand for
such products is relatively elastic or simply elastic.

For other products—for example, toothpaste—
consumers pay much less attention to price changes.
Substantial price changes cause only small changes in
the amount purchased. The demand for such products is
relatively inelastic or simply inelastic.

The Price-Elasticity

Coefficient and Formula
Economists measure the degree to which demand is price
elastic or inelastic with the coefficient E,, defined as

percentage change in quantity
demanded of product X

=

percentage change in price
of product X

The percentage changes in the equation are calculated by
dividing the change in quantity demanded by the original
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quantity demanded and by dividing the change in price by
the original price. So we can restate the formula as

_ change in quantity demanded of X
=

original quantity demanded of X
 change in price of X
" original price of X

Using Averages Unfortunately, an annoying prob-
lem arises in computing the price-elasticity coefficient. A
price change from, say, $4 to $5 along a demand curve is
a 25 percent (= $1/8$4) increase, but the opposite price
change from $5 to $4 along the same curve is a 20 per-
cent (= $1/$5) decrease. Which percentage change in
price should we use in the denominator to compute the
price-elasticity coefficient? And when quantity changes,
for example, from 10 to 20, it is a 100 percent (= 10/10)
increase. But when quantity falls from 20 to 10 along the
identical demand curve, it is a 50 percent (= 10/20) de-
crease. Should we use 100 percent or 50 percent in the
numerator of the elasticity formula? Elasticity should be
the same whether price rises or falls!

The simplest solution to the problem is to use the
midpoint formula for calculating elasticity. This formula
simply averages the two prices and the two quantities
as the reference points for computing the percentages.

That is,
change in quantity  change in price

~ sum of quantities/2

d sum of prices/2

For the same $5—$4 price range, the price reference is
$4.50 [= (8§5 + $4)/2], and for the same 10-20 quantity
range, the quantity reference is 15 units [= (10 + 20)/2].
The percentage change in price is now $1/$4.50, or about
22 percent, and the percentage change in quantity is 12,
or about 67 percent. So
E, is about 3. This solu-
W 6.1 tion eliminates the “up
bty & et versus down” problem.
All the price-elasticity
coefficients that follow are calculated using this midpoint
formula.



Using Percentages Why use percentages rather
than absolute amounts in measuring consumer respon-
siveness? There are two reasons.

First, if we use absolute changes, the choice of units
will arbitrarily affect our impression of buyer responsive-
ness. To illustrate: If the price of a bag of popcorn at the
local softball game is reduced from $3 to $2 and consumers
increase their purchases from 60 to 100 bags, it will seem
that consumers are quite sensitive to price changes and
therefore that demand is elastic. After all, a price change
of 1 unit has caused a change in the amount demanded
of 40 units. But by changing the monetary unit from dol-
lars to pennies (why not?), we find that a price change of
100 units (pennies) causes a quantity change of 40 units.
This may falsely lead us to believe that demand is inelastic.
We avoid this problem by using percentage changes. This
particular price decline is the same whether we measure it
in dollars or pennies.

Second, by using percentages, we can correctly compare
consumer responsiveness to changes in the prices of differ-
ent products. It makes little sense to compare the effects
on quantity demanded of (1) a $1 increase in the price of
2 $10,000 used car with (2) a $1 increase in the price of a
$1 soft drink. Here the price of the used car has increased
by .01 percent while the price of the soft drink is up by
100 percent. We can more sensibly compare the consumer
responsiveness to price increases by using some common
percentage increase in price for both.

Elimination of Minus Sign We know from
the downsloping demand curve that price and quantity
demanded are inversely related. Thus, the price-elasticity
coefficient of demand E,; will always be a negative number.
As an example, if price declines, then quantity demanded
will increase. This means that the numerator in our
formula will be positive and the denominator nega-
tive, yielding a negative E,. For an increase in price, the
numerator will be negative but the denominator positive,
again yielding a negative E,.

Economists usually ignore the minus sign and simply
present the absolute value of the elasticity coefficient to
avoid an ambiguity that might otherwise arise. It can be
confusing to say that an E, of —4 is greater than one of —2.
"This possible confusion is avoided when we say an E, of 4
reveals greater elasticity than one of 2. So, in what fol-
lows, we ignore the minus sign in the coefficient of price
elasticity of demand and show only the absolute value.
Incidentally, the ambiguity does not arise with supply
because price and quantity supplied are positively related.
All elasticity of supply coefficients therefore are positive
numbers.

CHAPTER 6
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Interpretations of E,
We can interpret the coefficient of price elasticity of
demand as follows.

Elastic Demand Demand is elastic if a specific
percentage change in price results in a larger percentage
change in quantity demanded. Then E,will be greater than 1.
Example: Suppose thata 2 percent decline in the price of cut
flowers results in a 4 percent increase in quantity demanded.
Then demand for cut flowers is elastic and

=04
.02

Inelastic Demand If a specific percentage change
in price produces a smaller percentage change in quantity
demanded, demand is inelastic. Then E; will be less than
1. Example: Suppose that a 2 percent decline in the price
of coffee leads to only a 1 percent increase in quantity
demanded. Then demand is inelastic and

E, 2

.01
Ey==5="

Unit Elasticity The case separating elastic and
inelastic demands occurs where a percentage change in
price and the resulting percentage change in quantity
demanded are the same. Example: Suppose that a 2 per-
cent drop in the price of chocolate causes a 2 percent in-
crease in quantity demanded. This special case is termed
unit elasticity because E, is exactly 1, or unity. In this
example,

.02
Ey=5 =1

Extreme Cases When we say demand is “inelastic,”
we do not mean that consumers are completely unrespon-
sive to a price change. In that extreme situation, where a
price change results in no change whatsoever in the quan-
tity demanded, economists say that demand is perfectly
inelastic. The price-elasticity coefficient is zero because
there is no response to a change in price. Approximate
examples include an acute diabetic’s demand for insulin or
an addict’s demand for heroin. A line parallel to the verti-
cal axis, such as D in Figure 6.1a, shows perfectly inelastic
demand graphically.

Conversely, when we say demand is “elastic,” we do
not mean that consumers are completely responsive to a
price change. In that extreme situation, where a small price
reduction causes buyers to increase their purchases from
zero to all they can obtain, the elasticity coefficient is
infinite (= %) and economists say demand is perfectly
elastic. A line parallel to the horizontal axis, such as D, in
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Perfectly inelastic and elastic demands.
Demand curve D in (a) represents perfectly inelastic demand (E; = 0). A
price increase will result in no change in quantity demanded. Demand curve
D, in (b) represents perfectly elastic demand. A price increase will cause
quantity demanded to decline from an infinite amount to zero (E; = ).

P

D,
Perfectly

inelastic
demand

(Eq = 0)

(@)

Perfectly inelastic demand

b

Perfectly
elastic
demand

(Eq =)

(b)

Perfectly elastic demand

Figure 6.1b, shows perfectly elastic demand. You will see
in Chapter 9 that such a demand applies to a firm—say, a
mining firm that is selling its output in a purely competi-
tive market.

The Total-Revenue Test

The importance of elasticity for firms relates to the effect
of price changes on total revenue and thus on profits
(= total revenue minus total costs).

Total revenue (TR) is the total amount the seller
receives from the sale of a product in a particular time
period; it is calculated by multiplying the product price (P)
by the quantity sold (Q). In equation form:

TR=PXQ

Graphically, total revenue is represented by the P X Q
rectangle lying below a point on a demand curve. At point
a in Figure 6.2a, for example, price is $2 and quantity de-
manded is 10 units. So total revenue is $20 (= $2 X 10),
shown by the rectangle composed of the gold and orange
areas under the demand curve. We know from basic ge-
ometry that the area of a rectangle is found by multiplying
one side by the other. Here, one side is “price” ($2) and the
other is “quantity demanded” (10 units).

CONSIDERTHIS . ..

A Bit of a
Stretch

The following anal-
ogy might help you
remember the dis-

tinction between
“elastic” and “in-
elastic”  Imagine

two objects—one
an Ace elastic ban-
dage used to wrap
injured joints and
the other a rela-
tively firm rubber
tie-down (rubber strap) used for securing items for transport.
The Ace bandage stretches a great deal when pulled with a
particular force; the rubber tie-down stretches some, but not
alot.

Similar differences occur for the quantity demanded of
various products when their prices change. For some products,
a price change causes a substantial “stretch” of quantity
demanded. When this stretch in percentage terms exceeds
the percentage change in price, demand is elastic. For other
products, quantity demanded stretches very little in response
to the price change.When this stretch in percentage terms is
less than the percentage change in price, demand is inelastic.

In summary:

Elastic demand displays considerable “quantity stretch”

(as with the Ace bandage).

Inelastic demand displays relatively little “quantity stretch”

(as with the rubber tie-down).

And through extension:
Perfectly elastic demand has infinite quantity stretch.

Perfectly inelastic demand has zero quantity stretch.

Total revenue and the price elasticity of demand are
related. In fact, the easiest way to infer whether demand
is elastic or inelastic is to employ the total-revenue test.
Here is the test: Note what happens to total revenue when
price changes. If total revenue changes in the opposite
direction from price, demand is elastic. If total revenue
changes in the same direction as price, demand is inelastic.
If total revenue does not change when price changes,
demand is unit-elastic.

Elastic Demand If demand is elastic, a decrease in
price will increase total revenue. Even though a lesser
price is received per unit, enough additional units are sold
to more than make up for the lower price. For an example,
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FIGURE 6.2 The total-revenue test

$3 $4

for price elasticity. (a) Price declines from
$2 to $1, and total revenue increases from $20
to $40. So demand is elastic. The gain in revenue
(brown area) exceeds the loss of revenue (gold

Elastic

©

Unit-elastic

look at demand curve D, in Figure 6.2a. We have already
established thatat point 4, total revenue is $20 (= $2 X 10),
shown as the gold plus orange area. If the price declines
from $2 to $1 (point b), the quantity demanded becomes
40 units and total revenue is $40 (= $1 X 40). As a re-
sult of the price decline, total revenue has increased from
$20 to $40. Total revenue has increased in this case be-
cause the $1 decline in price applies to 10 units, with a
consequent revenue loss of $10 (the gold area). But 30
more units are sold at $1 each, resulting in a revenue gain
of $30 (the brown area). Visually, the gain of the brown
area clearly exceeds the loss of the gold area. As indicated,
the overall result is a net increase in total revenue of $20

(= $30 — $10).

area). (b) Price declines from $4 to $1, and total
revenue falls from $40 to $20. So, demand is
inelastic. The gain in revenue (brown area) is less
than the loss of revenue (gold area). (c) Price
declines from $3 to $1, and total revenue does
not change. Demand is unit-elastic. The gain in
revenue (brown area) equals the loss of revenue
(gold area).

10 20
(b)

Inelastic

The analysis is reversible: If demand is elastic, a price
increase will reduce total revenue. The revenue gained
on the higher-priced units will be more than offset by the
revenue lost from the lower quantity sold. Bottom line:
Other things equal, when price and total revenue move in
opposite directions, demand is elastic. E, is greater than 1,
meaning the percentage change in quantity demanded is
greater than the percentage change in price.

Inelastic Demand If demand is inelastic, a price
decrease will reduce total revenue. The increase in sales
will not fully offset the decline in revenue per unit, and
total revenue will decline. To see this, look at demand curve
D, in Figure 6.2b. At point ¢ on the curve, price is $4 and
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quantity demanded is 10. Thus total revenue is $40, shown

by the combined gold and orange rectangle. If the price

drops to $1 (point d), total revenue declines to $20, which

obviously is less than $40. Total revenue has declined be-

cause the loss of revenue (the gold area) from the lower

unit price is larger than the gain in revenue (the brown

area) from the accompanying increase in sales. Price has
fallen, and total revenue has also declined.

Our analysis is again reversible: If demand is inelastic,

a price increase will increase total revenue. So, other things

equal, when price and

total revenue move in the

W 6.2 same direction, demand

el (0 is inelastic. E; is less than

1, meaning the percent-

age change in quantity demanded is less than the percent-

age change in price.

Unit Elasticity In the special case of unit elasticity,
an increase or a decrease in price leaves total revenue
unchanged. The loss in revenue from a lower unit price is
exactly offset by the gain in revenue from the accompanying
increase in sales. Conversely, the gain in revenue from
a higher unit price is exactly offset by the revenue loss
associated with the accompanying decline in the amount
demanded.

In Figure 6.2c (demand curve D;) we find that at
the price of $3, 10 units will be sold, yielding total reve-
nue of $30. At the lower $1 price, a total of 30 units will
be sold, again resulting in $30 of total revenue. The
$2 price reduction causes the loss of revenue shown by
the gold area, but this is exactly offset by the revenue gain
shown by the brown area. Total revenue does not change.
In fact, that would be true for all price changes along this
particular curve.

Other things equal, when price changes and total
revenue remains constant, demand is unit-elastic (or uni-
tary). E, is 1, meaning the percentage change in quantity
equals the percentage change in price.

Price Elasticity along a Linear Demand
Curve Now a major confession! Although the demand
curves depicted in Figure 6.2 nicely illustrate the total-
revenue test for elasticity, two of the graphs involve specific
movements along linear (straight-line) demand curves.
"That presents no problem for explaining the total-revenue
test. However, you need to know that elasticity typically
varies over the different price ranges of the same demand
curve. (The exception is the curve in Figure 6.2c. Elasticity
is 1 along the entire curve.)

Table 6.1 and Figure 6.3 demonstrate that elasticity
typically varies over the different price ranges of the same
demand schedule or curve. Plotting the hypothetical data
for movie tickets shown in columns 1 and 2 of Table 6.1
yields demand curve D in Figure 6.3. Observe that the
demand curve is linear. But we see from column 3 of the
table that the price elasticity coefficient for this demand
curve declines as we move from higher to lower prices.
For all downsloping straight-line and most other demand
curves, demand is more price-elastic toward the upper left
(here, the $5—$8 price range of D) than toward the lower
right (here, the $4—81 price range of D).

This is the consequence of the arithmetic proper-
ties of the elasticity measure. Specifically, in the upper-
left segment of the demand curve, the percentage change

in quantity is large
because the original ref-
erence quantity is small.
G 6.1
Elasticity and revenue

Similarly, the percent-
age change in price is

Price Elasticity of Demand for Movie Tickets as Measured by the Elasticity Coefficient and

the Total-Revenue Test

(U]
Total Quantity of 3) 4) )
Tickets Demanded 2) Elasticity Total Revenue, Total-Revenue
per Week, Thousands Price per Ticket Coefficient (E;) N X () Test
| $8 $ 8000
1 5.00 1 Elastic
2 7 14,000
1 2.60 1 Elastic
3 6 18,000
] 1.57 1 Elastic
4 5 20,000
1 1.00 1 Unit elastic
5 4 20,000
1 0.64 1 Inelastic
6 3 18,000
1 0.38 1 Inelastic
7 2 14,000
1 0.20 1 Inelastic
8 | 8000



FIGURE 6.3 The relation between price elasticity of
demand for movie tickets and total revenue. Demand
curve D in (a) is based on Table 6.1 and is marked to show that the
hypothetical weekly demand for movie tickets is elastic at higher price
ranges and inelastic at lower price ranges. The total-revenue curve TR
in (b) is derived from demand curve D. When price falls and TR increases,
demand is elastic; when price falls and TR is unchanged, demand is unit-
elastic; and when price falls and TR declines, demand is inelastic.

Elastic
E;> |

Unit
elastic

Price

Inelastic
E,; <1

0 | 2 3 4 5 6 7 8
Quantity demanded (thousands)

(@)

Demand curve

Total revenue (thousands of dollars)

TR

0 | 2 3 4 5 6 7 8 9
Quantity demanded (thousands)

(b)

Total-revenue curve

small in that segment because the original reference price
is large. The relatively large percentage change in quan-
tity divided by the relatively small change in price yields
a large E;,—an elastic demand.
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The reverse holds true for the lower-right segment of
the demand curve. Here the percentage change in quantity
is small because the original reference quantity is large;
similarly, the percentage change in price is large because
the original reference price is small. The relatively small
percentage change in quantity divided by the relatively
large percentage change in price results in a small E;,—an
inelastic demand.

The demand curve in Figure 6.3a also illustrates that
the slope of a demand curve—its flatness or steepness—is
not a sound basis for judging elasticity. The catch is that
the slope of the curve is computed from absolute changes
in price and quantity, while elasticity involves relative or
percentage changes in price and quantity. The demand
curve in Figure 6.3a is linear, which by definition means
that the slope is constant throughout. But we have demon-
strated that such a curve is elastic in its high-price ($8-$5)
range and inelastic in its low-price ($4-$1) range. (Key
Question 2)

Price Elasticity and the

Total-Revenue Curve

In Figure 6.3b we graphed the total revenue per week to the
theater owner that corresponds to each price-quantity com-
bination indicated along demand curve D in Figure 6.3a.
The price—quantity-demanded combination represented by
point # on the demand curve yields total revenue of $8000
(= $8%1000 tickets). In Figure 6.3b, we graphed this $8000
amount vertically at 1 unit (1000 tickets) demanded. Simi-
larly, the price—quantity-demanded combination represented
by point 4 in the upper panel yields total revenue of $14,000
(= $7X2000 tickets). This amount is graphed vertically at
2 units (2000 tickets) demanded in the lower panel. The
ultimate result of such graphing is total-revenue curve TR,
which first slopes upward, then reaches a maximum, and
finally turns downward.

Comparison of curves D and TR sharply focuses
the relationship between elasticity and total reve-
nue. Lowering the ticket price in the elastic range of
demand—for example, from $8 to $5—increases total
revenue. Conversely, increasing the ticket price in that
range reduces total revenue. In both cases, price and total
revenue change in opposite directions, confirming that
demand is elastic.

The $5—$4 price range of demand curve D reflects
unit elasticity. When price either decreases from $5 to $4
or increases from $4 to $5, total revenue remains $20,000.
In both cases, price has changed and total revenue has
remained constant, confirming that demand is unit-elastic
when we consider these particular price changes.
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Price Elasticity of Demand: A Summary

Absolute Value of

Elasticity Coefficient Demand Is:

Greater than | (E; > 1) Elastic or relatively

elastic

Equalto | (E; = 1) Unit or unitary elastic

Less than | (E; < I) Inelastic or relatively

inelastic

In the inelastic range of demand curve D, lowering the
price—for example, from $4 to $1—decreases total reve-
nue, as shown in Figure 6.3b. Raising the price boosts total
revenue. In both cases, price and total revenue move in the
same direction, confirming that demand is inelastic.

Table 6.2 summarizes the characteristics of price elas-
ticity of demand. You should review it carefully. (Key
Questions 3 and 4)

Determinants of Price Elasticity

of Demand

We cannot say just what will determine the price elasticity
of demand in each individual situation. However, the fol-
lowing generalizations are often helpful.

Substitutability Generally, the larger the number
of substitute goods that are available, the greater the price
elasticity of demand. Various brands of candy bars are gen-
erally substitutable for one another, making the demand for
one brand of candy bar, say Snickers, highly elastic. Toward
the other extreme, the demand for tooth repair (or tooth
pulling) is quite inelastic because there simply are no close
substitutes when those procedures are required.

The elasticity of demand for a product depends on
how narrowly the product is defined. Demand for Reebok
sneakers is more elastic than is the overall demand for
shoes. Many other brands are readily substitutable for
Reebok sneakers, but there are few, if any, good substitutes
for shoes.

Proportion of Income Other things equal, the
higher the price of a good relative to consumers’ incomes,
the greater the price elasticity of demand. A 10 percent
increase in the price of low-priced pencils or chewing gum
amounts to a few more pennies relative to one’s income,
and quantity demanded will probably decline only slightly.
"Thus, price elasticity for such low-priced items tends to
be low. But a 10 percent increase in the price of relatively
high-priced automobiles or housing means additional

Description
Quantity demanded changes by a
larger percentage than does price
Quantity demanded changes by the
same percentage as does price

Quantity demanded changes by a
smaller percentage than does price

Impact on Total Revenue of a:

Price Increase Price Decrease

Total revenue
increases

Total revenue
decreases

Total revenue is
unchanged

Total revenue is
unchanged

Total revenue
decreases

Total revenue
increases

expenditures of perhaps $3000 or $20,000, respectively.
These price increases are significant fractions of the
annual incomes and budgets of most families, and quanti-
ties demanded will likely diminish significantly. Price elas-
ticity for such items tends to be high.

Luxuries versus Necessities In general, the
more that a good is considered to be a “luxury” rather than
a “necessity,” the greater is the price elasticity of demand.
Electricity is generally regarded as a necessity; it is difficult
to get along without it. A price increase will not signifi-
cantly reduce the amount of lighting and power used in a
household. (Note the very low price-elasticity coefficient
of this good in Table 6.3.) An extreme case: A person does
not decline an operation for acute appendicitis because the
physician’s fee has just gone up.

On the other hand, vacation travel and jewelry are
luxuries, which, by definition, can easily be forgone. If the
prices of vacation travel and jewelry rise, a consumer need not
buy them and will suffer no great hardship without them.

What about the demand for a common product like
salt? It is highly inelastic on three counts: Few good sub-
stitutes are available; salt is a negligible item in the family
budget; and it is a “necessity” rather than a luxury.

Time Generally, product demand is more elastic the lon-
ger the time period under consideration. Consumers often
need time to adjust to changes in prices. For example, when
the price of a product rises, time is needed to find and ex-
periment with other products to see if they are acceptable.
Consumers may not immediately reduce their purchases
very much when the price of beef rises by 10 percent, but in
time they may shift to chicken, pork, or fish.

Another consideration is product durability. Studies
show that “short-run” demand for gasoline is more
inelastic (E,; = .2) than is “long-run” demand (£, = .7). In
the short run, people are “stuck” with their present cars
and trucks, but with rising gasoline prices they eventually
replace them with smaller, more fuel-efficient vehicles.
They also switch to mass transit where it is available.



Selected Price Elasticities of Demand

Coefficient of Price
Elasticity of

Product or Service Demand (E,)

Newspapers .10
Electricity (household) 3
Bread 15
Major League Baseball tickets 23
Telephone service .26
Cigarettes 25
Sugar .30
Medical care 31
Eggs .32
Legal services .37
Automobile repair 40
Clothing 49
Gasoline .60
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Coefficient of Price

Elasticity of
Product or Service Demand (E,)
Milk .63
Household appliances .63
Liquor .70
Movies .87
Beer .90
Shoes 91
Motor vehicles 1.14
Beef 1.27
China, glassware, tableware 1.54
Residential land 1.60
Restaurant meals 2.27
Lamb and mutton 2.65
Fresh peas 2.83

Source: Compiled from numerous studies and sources reporting price elasticity of demand.

Table 6.3 shows estimated price-elasticity coef-
ficients for a number of products. Each reflects some
combination of the elasticity determinants just discussed.
(Key Question 5)

Applications of Price
Elasticity of Demand

The concept of price elasticity of demand has great
practical significance, as the following examples suggest.

Large Crop Yields The demand for most farm
products is highly inelastic; £, is perhaps .20 or .25. As
a result, increases in the output of farm products arising
from a good growing season or from increased productiv-
ity tend to depress both the prices of farm products and
the total revenues (incomes) of farmers. For farmers as a
group, the inelastic demand for their products means that
large crop yields may be undesirable. For policymakers it
means that achieving the goal of higher total farm income
requires that farm output be restricted.

Excise Taxes The government pays attention to
elasticity of demand when it selects goods and services
on which to levy excise taxes. If a $1 tax is levied on a prod-
uct and 10,000 units are sold, tax revenue will be $10,000
(= $1 X 10,000 units sold). If the government raises the
tax to $1.50 but the higher price that results reduces
sales to 4000 because of elastic demand, tax revenue will
decline to $6000 (= $1.50 X 4000 units sold). Because

a higher tax on a product with elastic demand will bring
in less tax revenue, legislatures tend to seek out products
that have inelastic demand—such as liquor, gasoline, and
cigarettes—when levying excises. In fact, the Federal gov-
ernment, in its effort to reduce the budget deficit, increased
taxes on those very categories of goods in 1991.

Decriminalization of lllegal Drugs In recent
years proposals to legalize drugs have been widely debat-
ed. Proponents contend that drugs should be treated like
alcohol; they should be made legal for adults and regulat-
ed for purity and potency. The current war on drugs, it is
argued, has been unsuccessful, and the associated costs—
including enlarged police forces, the construction of more
prisons, an overburdened court system, and untold human
costs—have increased markedly. Legalization would
allegedly reduce drug trafficking significantly by taking the
profit out of it. Crack cocaine and heroin, for example, are
cheap to produce and could be sold at low prices in legal
markets. Because the demand of addicts is highly inelastic,
the amounts consumed at the lower prices would increase
only modestly. Addicts’ total expenditures for cocaine and
heroin would decline, and so would the street crime that
finances those expenditures.

Opponents of legalization say that the overall demand
for cocaine and heroin is far more elastic than proponents
think. In addition to the inelastic demand of addicts, there
is another market segment whose demand is relatively elas-
tic. This segment consists of the occasional users or “dab-
blers,” who use hard drugs when their prices are low but
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who abstain or substitute, say, alcohol when their prices are
high. Thus, the lower prices associated with the legaliza-
tion of hard drugs would increase consumption by dabblers.
Also, removal of the legal prohibitions against using drugs
might make drug use more socially acceptable, increasing
the demand for cocaine and heroin.

Many economists predict that the legalization of
cocaine and heroin would reduce street prices by up to
60 percent, depending on if and how much they were
taxed. According to an important study, price declines of
that size would increase the number of occasional users of
heroin by 54 percent and the number of occasional users
of cocaine by 33 percent. The total quantity of heroin
demanded would rise by an estimated 100 percent, and the
quantity of cocaine demanded would rise by 50 percent.'
Moreover, many existing and first-time dabblers might
in time become addicts. The overall result, say the oppo-
nents of legalization, would be higher social costs, possibly
including an increase in street crime.

QUICK REVIEW 6.1

* The price elasticity of demand coefficient E, is the ratio of
the percentage change in quantity demanded to the per-
centage change in price. The averages of the two prices and
two quantities are used as the base references in calculating
the percentage changes.

* When E, is greater than 1, demand is elastic; when E,, is less
than 1, demand is inelastic; when E, is equal to 1, demand is
of unit elasticity.

®  When price changes, total revenue will change in the oppo-
site direction if demand is price-elastic, in the same direc-
tion if demand is price-inelastic, and not at all if demand is
unit-elastic.

* Demand is typically elastic in the high-price (low-quantity)
range of the demand curve and inelastic in the low-price
(high-quantity) range of the curve.

* Price elasticity of demand is greater (a) the larger the num-
ber of substitutes available; (b) the higher the price of a
product relative to one’s budget; (c) the greater the extent
to which the product is a luxury; and (d) the longer the time
period involved.

Price Elasticity of Supply

ORIGIN OF THE IDEA

0 6.2
Price elasticity of supply

The concept of price
elasticity also applies to
supply. If the quantity
supplied by producers is

"Henry Saffer and Frank Chaloupka, “The Demand for Tllegal Drugs,”
Economic Inquiry, July 1999, pp. 401 —411.

relatively responsive to price changes, supply is elastic. If it
is relatively insensitive to price changes, supply is inelastic.
We measure the degree of price elasticity or inelasticity
of supply with the coefficient E,, defined almost like E,
except that we substitute “percentage change in quantity
supplied” for “percentage change in quantity demanded”:

percentage change in quantity
supplied of product X

E =

percentage change in price
of product X

For reasons explained earlier, the averages, or mid-
points, of the before and after quantities supplied and the
before and after prices are used as reference points for the
percentage changes. Suppose an increase in the price of a
good from $4 to $6 increases the quantity supplied from
10 units to 14 units. The percentage change in price would
be 2, or 40 percent, and the percentage change in quantity
would be £, or 33 percent:

33
E =75 =83
In this case, supply is inelastic, since the price-elasticity
coefficient is less than 1. If E is greater than 1, supply is
elastic. If it is equal to 1, supply is unit-elastic. Also, E; is
never negative, since price and quantity supplied are di-
rectly related. Thus, there are no minus signs to drop, as
was necessary with elasticity of demand.

The degree of price elasticity of supply depends
on how easily—and therefore quickly—producers can shift
resources between alternative uses. The easier and more
rapidly producers can shift resources between alternative
uses, the greater the price elasticity of supply. Take the case
of Christmas trees. A firm’s response to, say, an increase in
the price of trees depends on its ability to shift resources
from the production of other products (whose prices we
assume remain constant) to the production of trees. And
shifting resources takes time: The longer the time, the
greater the resource “shiftability.” So we can expect a
greater response, and therefore greater elasticity of supply,
the longer a firm has to adjust to a price change.

In analyzing the impact of time on elasticity, econo-
mists distinguish among the immediate market period, the
short run, and the long run.

Price Elasticity of Supply:
The Market Period

The market period is the period that occurs when the
time immediately after a change in market price is too
short for producers to respond with a change in quantity
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Time and the elasticity of supply. The greater the amount of time producers have to adjust to a change in
demand, here from D, to D,, the greater will be their output response. In the immediate market period (a) there is insufficient time to
change output, and so supply is perfectly inelastic. In the short run (b) plant capacity is fixed, but changing the intensity of its use can alter
output; supply is therefore more elastic. In the long run (c) all desired adjustments, including changes in plant capacity, can be made, and

supply becomes still more elastic.
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supplied. Suppose the owner of a small farm brings
to market one truckload of tomatoes that is the entire
season’s output. The supply curve for the tomatoes is per-
fectly inelastic (vertical); the farmer will sell the truckload
whether the price is high or low. Why? Because the farmer
can offer only one truckload of tomatoes even if the price
of tomatoes is much higher than anticipated. He or she
might like to offer more tomatoes, but tomatoes cannot
be produced overnight. Another full growing season is
needed to respond to a higher-than-expected price by
producing more than one truckload. Similarly, because the
product is perishable, the farmer cannot withhold it from
the market. If the price is lower than anticipated, he or she
will still sell the entire truckload.

The farmer’s costs of production, incidentally, will not
enter into this decision to sell. Though the price of toma-
toes may fall far short of production costs, the farmer will
nevertheless sell out to avoid a total loss through spoilage.
During the market period, our farmer’ supply of tomatoes
is fixed: Only one truckload is offered no matter how high
or low the price.

Figure 6.4a shows the farmer’s vertical supply curve
during the market period. Supply is perfectly inelas-
tic because the farmer does not have time to respond to
a change in demand, say, from D; to D,. The resulting price
increase from P, to P,, simply determines which buyers get
the fixed quantity supplied; it elicits no increase in output.

However, not all supply curves need be perfectly
inelastic immediately after a price change. If the product
is not perishable and the price rises, producers may choose
to increase quantity supplied by drawing down their inven-
tories of unsold, stored goods. This will cause the market

supply curve to attain some positive slope. For our tomato
farmer, the market period may be a full growing season;
for producers of goods that can be inexpensively stored,
there may be no market period at all.

Price Elasticity of Supply:
The Short Run

The short run in microeconomics is a period of time too
short to change plant capacity but long enough to use the
fixed-sized plant more or less intensively. In the short run,
our farmer’ plant (land and farm machinery) is fixed. But
he does have time in the short run to cultivate tomatoes
more intensively by applying more labor and more fertil-
izer and pesticides to the crop. The result is a somewhat
greater output in response to a presumed increase in de-
mand; this greater output is reflected in a more elastic sup-
ply of tomatoes, as shown by S, in Figure 6.4b. Note now
that the increase in demand from D, to D, is met by an
increase in quantity (from Q, to Q,), so there is a smaller
price adjustment (from P, to P,) than would be the case
in the market period. The equilibrium price is therefore
lower in the short run than in the market period.

Price Elasticity of Supply:
The Long Run

The long run in microeconomics is a time period long
enough for firms to adjust their plant sizes and for new
firms to enter (or existing firms to leave) the industry.
In the “tomato industry,” for example, our farmer has time
to acquire additional land and buy more machinery and
equipment. Furthermore, other farmers may, over time,
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be attracted to tomato farming by the increased demand
and higher price. Such adjustments create a larger supply
response, as represented by the more elastic supply curve
S; in Figure 6.4c. The outcome is a smaller price rise (P, to
P)) and a larger output increase (Q, to Q)) in response to the
increase in demand from D, to D;.

There is no total-revenue test for elasticity of sup-
ply. Supply shows a positive or direct relationship between
price and amount supplied; the supply curve is upsloping.
Regardless of the degree of elasticity or inelasticity, price and
total revenue always move together. (Key Question 8)

Applications of Price Elasticity

of Supply
The idea of price elasticity of supply has widespread ap-
plicability, as suggested by the following examples.

Antiques and Reproductions The Antigues
Road Show is a popular PBS television program in which
people bring antiques to a central location for appraisal
by experts. Some people are pleased to learn that their old
piece of furniture or funky folk art is worth a large amount,
say, $30,000 or more.

The high price of an antique results from strong
demand and limited, highly inelastic supply. Because a
genuine antique can no longer be reproduced, its quantity
supplied either does not rise or rises only slightly as its
price goes up. The higher price might prompt the dis-
covery of a few more of the remaining originals and thus
add to the quantity available for sale, but this quantity
response is usually quite small. So the supply of antiques
and other collectibles tends to be inelastic. For one-of-
a-kind antiques, the supply is perfectly inelastic.

Factors such as increased population, higher income,
and greater enthusiasm for collecting antiques have
increased the demand for antiques over time. Because the
supply of antiques is limited and inelastic, those increases
in demand have greatly boosted the prices of antiques.

Contrast the inelastic supply of original antiques with
the elastic supply of modern “made-to-look-old” repro-
ductions. Such faux antiques are quite popular and widely
available at furniture stores and knickknack shops. When
the demand for reproductions increases, the firms mak-
ing them simply boost production. Because the supply of
reproductions is highly elastic, increased demand raises
their prices only slightly.

Volatile Gold Prices The price of gold is quite
volatile, sometimes shooting upward one period and
plummeting downward the next. The main sources of

these fluctuations are shifts in demand and highly inelastic
supply. Gold production is a costly and time-consuming
process of exploration, mining, and refining. Moreover,
the physical availability of gold is highly limited. For both
reasons, increases in gold prices do not elicit substantial
increases in quantity supplied. Conversely, gold mining is
costly to shut down and existing gold bars are expensive
to store. Price decreases therefore do not produce large
drops in the quantity of gold supplied. In short, the supply
of gold is inelastic.

The demand for gold is partly derived from the
demand for its uses, such as for jewelry, dental fillings, and
coins. But people also demand gold as a speculative finan-
cial investment. They increase their demand for gold when
they fear general inflation or domestic or international
turmoil that might undermine the value of currency and
more traditional investments. They reduce their demand
when events settle down. Because of the inelastic supply
of gold, even relatively small changes in demand produce
relatively large changes in price. (Web-based question 1
at the end of the chapter provides an Internet source for
finding current and past prices of gold.)

Cross Elasticity and Income
Elasticity of Demand

Price elasticities measure the responsiveness of the quan-
tity of a product demanded or supplied when its price
changes. The consumption of a good also is affected by
a change in the price of a related product or by a change
in income.

Cross Elasticity of Demand

The cross elasticity of demand measures how sen-
sitive consumer purchases of one product (say, X) are
to a change in the price of some other product (say, Y).
We calculate the coefficient of cross elasticity of de-
mand E,, just as we do the coefficient of simple price
elasticity, except that we relate the percentage change in
the consumption of X to the percentage change in the
price of Y:

percentage change in quantity

B - demanded of product X

xy

percentage change in price
of product Y

This cross-elasticity (or cross-price-elasticity)
concept allows us to quantify and more fully under-
stand substitute and complementary goods, intro-
duced in Chapter 3. Unlike price elasticity, we allow the



coefficient of cross elasticity of demand to be either positive or
negative.

Substitute Goods If cross elasticity of demand is
positive, meaning that sales of X move in the same direction
as a change in the price of Y, then X and Y are substitute
goods. An example is Evian water (X) and Dasani (Y). An
increase in the price of Evian causes consumers to buy
more Dasani, resulting in a positive cross elasticity. The
larger the positive cross-elasticity coefficient, the greater
is the substitutability between the two products.

Complementary Goods When cross elasticity is
negative, we know that X and Y “go together”; an increase
in the price of one decreases the demand for the other. So
the two are complementary goods. For example, a decrease
in the price of digital cameras will increase the number of
memory sticks purchased. The larger the negative cross-
elasticity coefficient, the greater is the complementarity
between the two goods.

lndependent Goods A zero or near-zero cross
elasticity suggests that the two products being consid-
ered are unrelated or independent goods. An example is
walnuts and plums: We would not expect a change in the
price of walnuts to have any effect on purchases of plums,
and vice versa.

Application The degree of substitutability of prod-
ucts, measured by the cross-elasticity coefficient, is im-
portant to businesses and government. For example,
suppose that Coca-Cola is considering whether or not
to lower the price of its Sprite brand. Not only will it
want to know something about the price elasticity of de-
mand for Sprite (will the price cut increase or decrease
total revenue?), but it will also be interested in knowing
if the increased sales of Sprite will come at the expense
of its Coke brand. How sensitive are the sales of one of
its products (Coke) to a change in the price of another
of its products (Sprite)? By how much will the increased
sales of Sprite “cannibalize” the sales of Coke? A low
cross elasticity would indicate that Coke and Sprite are
weak substitutes for each other and that a lower price for
Sprite would have little effect on Coke sales.
Government also implicitly uses the idea of cross
elasticity of demand in assessing whether a proposed
merger between two large firms will substantially reduce
competition and therefore violate the antitrust laws. For
example, the cross elasticity between Coke and Pepsi
is high, making them strong substitutes for each other.
Consequently, the government would likely block a
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merger between them because the merger would lessen
competition. In contrast, the cross elasticity between
cola and gasoline is low or zero. A merger between Coke
and Shell would have a minimal effect on competition.
So government would let that merger happen. (Key
Question 9)

Income Elasticity of Demand

Income elasticity of demand measures the degree to
which consumers respond to a change in their incomes
by buying more or less of a particular good. The coef-
ficient of income elasticity of demand E, is determined
with the formula

f, _ percentage change in quantity demanded

1

percentage change in income

Normal Goods For most goods, the income-elasticity
coefficient I, is positive, meaning that more of them are
demanded as incomes rise. Such goods are called normal
or superior goods, which we first described in Chapter 3.
But the value of E; varies greatly among normal goods. For
example, income elasticity of demand for automobiles is
about +3, while income elasticity for most farm products
is only about +.20.

Inferior Goods A negative income-elasticity coeffi-
cient designates an inferior good. Retread tires, cabbage,
long-distance bus tickets, used clothing, and muscatel wine
are likely candidates. Consumers decrease their purchases
of inferior goods as incomes rise.

Insights Coefficients of income elasticity of demand
provide insights into the economy. For example, when
recessions (business downturns) occur and incomes fall,
income elasticity of demand helps predict which products
will decline in demand more rapidly than others.
Products with relatively high income elastic-
ity coefficients, such as automobiles (£; = +3), housing
(E; = +1.5), and restaurant meals (E, = +1.4), are gen-
erally hit hardest by recessions. Those with low or nega-
tive income elasticity coefficients are much less affected.
For example, food products prepared at home (E; = +.20)
respond relatively little to income fluctuations. When
incomes drop, purchases of food (and toothpaste and toi-
let paper) drop little compared to purchases of movie tick-
ets, luxury vacations, and plasma screen TVs. Products
we view as essential tend to have lower income elasticity
coefficients than products we view as luxuries. When our
incomes fall, we cannot easily eliminate or postpone the
purchase of essential products. (Key Question 10)
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Cross and Income Elasticities of Demand

Value of Coefficient

Cross elasticity:
Positive (E,, > 0)

Description

Quantity demanded of W changes in same

Type of Good(s)

Substitutes

direction as change in price of Z

Negative (E,, < 0)

Quantity demanded of X changes in opposite

Complements

direction from change in price of Y

Income elasticity:
Positive (E; > 0)

Quantity demanded of the product changes

Normal or superior

in same direction as change in income

Negative (E; < 0)

Quantity demanded of the product changes

Inferior

in opposite direction from change in income

In Table 6.4 we provide a convenient synopsis of the
cross-elasticity and income-elasticity concepts.

QUICK REVIEW 6.2

* Price elasticity of supply measures the sensitivity of
suppliers to changes in the price of a product. The
price-elasticity-of-supply coefficient E is the ratio of the
percentage change in quantity supplied to the percentage
change in price. The elasticity of supply varies directly with
the amount of time producers have to respond to the price
change.

* The cross-elasticity-of-demand coefficient E, is computed as
the percentage change in the quantity demanded of product
X divided by the percentage change in the price of product Y.
If the cross-elasticity coefficient is positive, the two products
are substitutes; if negative, they are complements.

* The income-elasticity coefficient E; is computed as the
percentage change in quantity demanded divided by the
percentage change in income. A positive coefficient indi-
cates a normal or superior good. The coefficient is negative
for an inferior good.

Consumer and Producer
Surplus

Our final goal for this chapter is to examine the following
reality: Consumers and producers obtain “benefit surpluses”
through market transactions. These surpluses vary in size
among the various buyers and sellers.

Consumer Surplus

The benefit surplus received by a consumer or consum-
ers in a market is called consumer surplus. It is defined
as the difference between the maximum price a consumer
is (or consumers are) willing to pay for a product and the
actual price. In nearly all markets, consumers individually

and collectively gain greater total utility in dollar terms
(total satisfaction) from their purchases than the amount
of their expenditures (= product price X quantity). This
utility surplus arises because all consumers pay the equi-
librium price even though many would be willing to pay
more than that price to obtain the product.

Consider Figure 6.5, where the demand curve shows
the buyers’ maximum willingness to pay for each unit of
the product and we assume that the equilibrium price, Py,
of oranges is $8 per bag. The portion of the demand curve
D lying above the $8 equilibrium price shows that many
consumers of oranges would be willing to pay more than
$8 per bag rather than go without oranges.

See Table 6.5, for example, where column 2 reveals
that Bob is willing to pay a maximum of $13 for a bag of
oranges; Barb, $12; Bill, $11; Bart, $10; and Brent, $9. Betty,

Consumer surplus. Consumer surplus—
shown as the green triangle—is the differences between the
maximum prices consumers are willing to pay for a product and the
lower equilibrium price, here assumed to be $8. For quantity Q,,
consumers are willing to pay the sum of the amounts represented by
the green triangle and the tan rectangle. Because they need to pay
only the amount shown as the tan rectangle, the green triangle shows
consumer surplus.

Consumer
surplus

& Equilibrium
S op price = $8
a |
b
~
o

D

0 Q

Quantity (bags)



Consumer Surplus

2) 3)
Maximum Actual Price (©))

()] Price Willing (Equilibrium Consumer
Person to Pay Price) Surplus
Bob $13 $8 $5(=$13-%8)
Barb 12 8 4(=%$12-98)
Bill I 8 3(=$11-$8)
Bart 10 8 2(=$10-98)
Brent 9 8 I (= $9-$8)
Betty 8 8 0(= $8-$8)

in contrast, is willing to pay only the $8 equilibrium price.
Because all six buyers listed obtain the oranges for the $8
equilibrium price (column 3), five of them obtain a con-
sumer surplus. Column 4 shows that Bob receives a con-
sumer surplus of $5 (= $13 — $8); Barb, $4 (= $12 - $8);
Bill, $3 (= $11 — $8); Bart, $2 (= $10 — $8); and Brent,
$1 (= $9 - $8). Only Betty receives no consumer surplus
because her maximum willingness to pay $8 matches the
$8 equilibrium price.

Obviously, most markets have more than six people.
Suppose there are many other consumers besides Bob,
Barb, Bill, Bart, Brent, and Betty in the market represented
by Figure 6.5. It is reasonable to assume that many of these
additional people are willing to pay more than $8 for a bag
of oranges. By adding together the individual consumer
surpluses obtained by our named and unnamed buyers, we
obtain the collective consumer surplus in this specific mar-
ket. To obtain the Q, bags of oranges represented, consum-
ers collectively are willing to pay the total amount shown
by the sum of the green triangle and tan rectangle under
the demand curve and to the left of Q,. But consumers
need pay only the amount represented by the tan rectan-
gle (= P, X Q)). So the green triangle is the consumer sur-
plus in this market. It is the sum of the vertical distances
between the demand curve and the $8 equilibrium price
at each quantity up to Q;. Alternatively, it is the sum of the
gaps between maximum willingness to pay and actual price,
such as those we calculated in Table 6.5.

Consumer surplus and price are inversely (negatively)
related. Given the demand curve, higher prices reduce con-

sumer surplus; lower
prices increase it. o test
063 this generalization, draw

Consumer surplus

in an equilibrium price
above $8 in Figure 6.5 and
observe the reduced size of the triangle representing con-
sumer surplus. When price goes up, the gap narrows between
the maximum willingness to pay and the actual price. Next,
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draw in an equilibrium price below $8 and see that con-
sumer surplus increases. When price declines, the gap wid-
ens between maximum willingness to pay and actual price.

Producer Surplus

Like consumers, producers also receive a benefit surplus
in markets. This producer surplus is the difference be-
tween the actual price a producer receives (or producers
receive) and the minimum acceptable price. The supply
curve shows the seller’s minimum acceptable price at each
unit of the product. Sellers collectively receive a producer
surplus in most markets because most sellers would be will-
ing to accept a lower-than-equilibrium price if that were
required to sell the product. Those lower acceptable prices
for each of the units up to Q; are shown by the portion of
the supply curve in Figure 6.6 lying to the left of and below
the assumed $8 equilibrium price.

Suppose that Carlos, Courtney, Chuck, Cindy, Craig,
and Chad are six of the many sellers of oranges in the
market. Due to differences in production costs, suppose
that Carlos’ minimum acceptable payment for a bag of
oranges is $3, as shown in column 2 of Table 6.6, whereas
Courtney’s minimum acceptable payment is $4, Chuck’s is
$5, Cindy’ is $6, Craig’s is $7, and Chad’s is $8. But each
seller receives as payment the equilibrium price of $8. As
shown in column 4, Carlos thus obtains a producer surplus
of $5 (= $8 - $3); Courtney, $4 (= $8 — $4); Chuck, $3
(= $8 — §5); Cindy, $2 (= $8 — $6); Craig, $1 (= $8 — §7);
and Chad, zero (= $8 — $8).

Producer surplus. Producer surplus—shown as
the orange triangle—is the differences between the actual price producers
receive for a product (here $8) and the lower minimum payments they
are willing to accept. For quantity Q,, producers receive the sum of the
amounts represented by the orange triangle plus the tan area. Because
they need receive only the amount shown by the tan area to produce Q,
the orange triangle represents producer surplus.

Producer
surplus

T~ Equilibrium
price = $8

Price (per bag)

0 Q
Quantity (bags)
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Producer Surplus

?) 3)
Minimum Actual Price 4)

() Acceptable (Equilibrium Producer
Person Price Price) Surplus
Carlos $3 $8 $5 (= $8-%3)
Courtney 4 8 4(=$8-%4)
Chuck 5 8 3(=9$8-%5)
Cindy 6 8 2 (= $8-%$6)
Craig 7 8 I (=$8-$7)
Chad 8 8 0 (= $8-98)

By summing the producer surpluses of these sellers
along with those of other sellers, we obtain the producer
surplus for the entire market for oranges. In Figure 6.6,
producers collect revenues of P; X Q,, which is the sum
of the orange triangle and the tan area. As shown by the
supply curve, however, revenues of only those illustrated by
the tan area would be required to entice producers to offer
Q, bags of oranges for sale. The sellers therefore receive a
producer surplus shown by the orange triangle. That sur-
plus is the sum of the vertical distances between the supply
curve and the $8 equilibrium price at each of the quantities
to the left of Q;.

There is a direct (positive) relationship between equi-
librium price and the amount of producer surplus. Given
the supply curve, lower prices reduce producer surplus;
higher prices increase it. If you pencil in a lower equilib-
rium price than $8, you will see that the producer surplus
triangle gets smaller. The gaps between the minimum

acceptable payments and
the actual prices narrow
W 6.3 when the price falls. If

Consumer and producer surplus

you pencil in an equilib-
rium price above $8, the
size of the producer surplus triangle increases. The gaps
between minimum acceptable payments and actual prices
widen when the price increases.

Efficiency Revisited
In Figure 6.7 we bring together the demand and supply
curves of Figures 6.5 and 6.6 to show the equilibrium price
and quantity and the previously described regions of con-
sumer and producer surplus. All markets that have down-
ward-sloping demand curves and upward-sloping supply
curves yield consumer and producer surplus.

The equilibrium quantity in Figure 6.7 reflects eco-
nomic efficiency, which consists of productive efficiency
and allocative efficiency. Productive efficiency is achieved

because competition forces producers to use the best tech-
niques and combinations of resources in growing and sell-
ing oranges. Production costs of each level of output are
minimized. Allocative efficiency is achieved because the cor-
rect quantity of output—Q,—is produced relative to other
goods and services. Points on the demand curve in Figure
6.7 measure the marginal benefit (MB) of oranges at each
level of output. Points on the supply curve measure the
marginal cost (MC) of oranges at each output level. The
demand and supply curves intersect at the equilibrium out-
put Qy, indicating that MB = MC. (For the significance of
the MB = MC equality for efficiency, review the discussion
relating to Figure 1.3).

Our analysis of consumer and producer surplus pro-
vides another way of thinking about efficiency. Each point
on a demand curve identifies not only the marginal benefit
of the corresponding unit of output but also the maximum
willingness to pay for it. Willingness to pay derives from the
benefit that a product provides. Similarly, each point on
the supply curve identifies not only the marginal cost of a
good but also the mzinimum acceptable price for the good. To
stay profitable, sellers must receive minimum prices that
“cover” their marginal costs.

In Figure 6.7 the maximum willingness to pay for each
bag of oranges up to Q, exceeds the corresponding mini-
mum acceptable price. So each of these bags adds a positive
amount (= maximum willingness to pay minus minimum
acceptable price) to the rotal of consumer and producer
surplus. Only at the equilibrium price Q;, where maxi-
mum willingness to pay for the last unit equals minimum

Efficiency: maximum combined
consumer and producer surplus. At quantity Q, the
combined amount of consumer surplus, shown as the green triangle,
and producer surplus, shown as the orange triangle, is maximized.
Efficiency occurs because, at Q;, maximum willingness to pay,
indicated by the points on the demand curve, equals minimum
acceptable price, shown by the points on the supply curve.

Consumer S
surplus
o0
«
0
3 P,
N
()]
=
.
o
Producer
surplus
D
0 Qi

Quantity (bags)



acceptable price for that unit, does society exhaust all the
opportunities to add to combined consumer and producer
surplus. So allocative efficiency occurs where the triangle
representing “consumer surplus + producer surplus” is at
its maximum size.

Other things equal, competitive markets produce equi-
librium prices and quantities that maximize the sum of con-
sumer and producer surplus. Allocative efficiency occurs at
quantity levels where three conditions exist:

* MB = MC (Figure 1.3).

* Maximum willingness to pay = minimum acceptable
price.

* Combined consumer and producer surplus is at a
maximum.

Allocative efficiency and maximum benefit surpluses
are the reasons that economists are so enamored of markets
and why they usually think that markets are the best option
for allocating resources in cases where they are possible.

Efficiency Losses
(or Deadweight Losses)

Figure 6.8 demonstrates efficiency losses—reductions
of combined consumer and producer surplus—associated
with underproduction or overproduction of a product.
Suppose that output is Q, rather than the efficient level Q;.
The sum of consumer and producer surplus, previously
abe, falls to adec. So the combined consumer and producer
surplus declines by the amount of the brown triangle to
the left of Q. That triangle represents an efficiency loss
to buyers and sellers. And since buyers and sellers are

FIGURE 6.8 Efficiency losses (or deadweight losses).
Quantity levels less than or greater than the efficient quantity,

Q,, create efficiency losses. The triangle dbe shows the efficiency

loss associated with underproduction Q,, whereas the triangle bfg
illustrates the efficiency loss associated with overproduction Qs.

a
Efficiency
d losses
o0
«
0
—
(V]
K
(V]
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.
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members of society, it represents an efficiency loss (or a
so-called deadweight loss) to society.

For output levels from Q, to Q;, the maximum will-
ingness to pay by consumers (as reflected by points on the
demand curve) exceeds the minimum acceptable price of
sellers (as reflected by points on the supply curve). By fail-
ing to produce a product for which a consumer is willing to
pay, say, $10, and for which a producer is willing to accept
$6, society suffers a $4 loss of net benefits. The triangle dbe
in Figure 6.8 shows the total loss of such net benefits due
to the underproduction at Q,.

In contrast, suppose that the number of oranges
produced is Q; rather than the efficient level of Q. In
Figure 6.8 the combined consumer and producer surplus
therefore declines by sfg—the brown triangle to the right
of Q,. This triangle subtracts from the total consumer and
producer surplus of #bc that would occur if the quantity had
been Q;.

For all units beyond Q;, the consumer’s maximum
willingness to pay is less than the producer’s minimum
acceptable price. Producing an item for which the maximum
willingness to pay is, say, $7 and the minimum acceptable
price is $10 subtracts $3 from society’s net benefits. Such
production is uneconomical and creates an efficiency loss
(or deadweight loss) for society. The brown triangle bfg to
the right of Q, in Figure 6.8 shows the total efficiency loss
from overproduction at ;. We are again reminded that
there can be too much as well as too little of a good thing.
Under most conditions, however, a competitive market
ensures that the “right amount” of a particular good gets
produced. (Key Question 15)

QUICK REVIEW 6.3

* Consumer surplus is the difference between the maximum
price that a consumer is willing to pay for a product and the
lower price actually paid.

® Producer surplus is the difference between the minimum
price that a producer is willing to accept for a product and
the higher price actually received.

* At the equilibrium price and quantity in competitive mar-
kets, marginal benefit equals marginal cost, maximum will-
ingness to pay equals minimum acceptable price, and the
total of consumer surplus and producer surplus is maxi-
mized. These individual conditions define allocative
efficiency.

* Quantities less than or greater than the allocatively efficient
level of output create efficiency losses, often called dead-
weight losses.
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Elasticity and Pricing Power:

Why Different Consumers Pay Different Prices

Firms and Nonprofit Institutions Often Recognize
and Exploit Differences in Price Elasticity of Demand.

All buyers in a highly competitive market pay the same market
price for the product, regardless of their individual price elas-
ticities of demand. If the price rises, Jones may have an elastic
demand and greatly reduce her purchases. Green may have a
unit-elastic demand and reduce his purchases less than Jones.
Lopez may have an inelastic demand and hardly curtail his pur-
chases at all. But all three consumers will pay the single higher
price regardless of their respective demand elasticities.

In later chapters we will find that not all sellers must passively
accept a “one-for-all” price. Some firms have “market power” or
“pricing power” that allows them to set their product prices in
their best interests. For some goods and services, firms may find
it advantageous to determine
differences in price elasticity of
demand and then charge differ-
ent prices to different buyers.

It is extremely difficult to
tailor prices for each customer
on the basis of price elastic-

Bargain Matinee
Friday-Sunday and
Monday-

ity of demand, but it is relatively
easy to observe differences in
group elasticities. Consider air-
line tickets. Business travelers
generally have inelastic demand
for air travel. Because their time
is highly valuable, they do not see
slower modes of transportation
as realistic substitutes. Also, their

ADMISSION PRICES
General Admission

peviods before 4:00 PM

Thursday during Mon-Holiday periods before 6:00 PM
Children z-12)
Seniors (60 & over)

the weekend. As a result, a business traveler often pays hundreds of
dollars more for a ticket than a leisure traveler on the same plane.

Discounts for children are another example of pricing based
on group differences in price elasticity of demand. For many
products, children have more elastic demands than adults be-
cause children have low budgets, often financed by their parents.
Sellers recognize the elasticity difference and price accordingly.
The barber spends as much time cutting a child’s hair as an
adult’s but charges the child much less. A child takes up a full seat
at the baseball game but pays a lower price than an adult. A child
snowboarder occupies the same space on a chairlift as an adult
snowboarder but qualifies for a discounted lift ticket.

Finally, consider pricing by colleges and universities. Price
elasticity of demand for higher education is greater for prospec-
tive students from low-income families than similar students
from high-income families. This makes sense because tuition
is a much larger proportion of
household income for a low-in-
come student or family than for
his or her high-income counter-
part. Desiring a diverse student

body, colleges charge differ-

*9.25
*7.00

*6.50

ent net prices (= tuition mzinus
financial aid) to the two groups
on the basis of price elasticity of
demand. High-income students
pay full tuition, unless they re-
ceive merit-based scholarships.
Low-income students receive
considerable financial aid in ad-
dition to merit-based scholar-
ships and, in effect, pay a lower

employers pay for their tickets as

part of their business expenses. In contrast, leisure travelers tend to
have elastic demand. They have the option to drive rather than fly
or to simply not travel at all. They also pay for their tickets out of
their own pockets and thus are more sensitive to price.

Airlines recognize this group difference in price elasticity of
demand and charge business travelers more than leisure travelers.
To accomplish that, they have to dissuade business travelers from
buying the less expensive round-trip tickets aimed at leisure trav-
elers, so they try to place restrictions on the lower-priced tickets.
For instance, they have at times made such tickets nonrefund-
able, required at least a 2-week advance purchase, and required
Saturday-night stays. These restrictions chase off most business
travelers who engage in last-minute travel and want to be home for
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net price.

It is common for colleges to announce a large tuition in-
crease and immediately cushion the news by emphasizing that
they also are increasing financial aid. In effect, the college is in-
creasing the tuition for students who have inelastic demand by
the full amount and raising the zet tuition of those with elastic
demand by some lesser amount or not at all. Through this strat-
egy, colleges boost revenue to cover rising costs while maintain-
ing affordability for a wide range of students.

There are a number of other examples of dual or multiple
pricing. All relate directly to price elasticity of demand. We
will revisit this topic again in Chapter 10 when we analyze price
discrimination—charging different prices to different customers
for the same product.



Summary

1.

Price elasticity of demand measures consumer response to
price changes. If consumers are relatively sensitive to price
changes, demand is elastic. If they are relatively unrespon-
sive to price changes, demand is inelastic.
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product. The coefficient of cross elasticity of demand is

found by the formula

percentage change in quantity
demanded of X

2. The price-elasticity coefficient E; measures the degree of E,= —
elasticity or inelasticity of demand. The coefficient is found percentage change in price of Y
by the formula Positive cross elasticity of demand identifies substitute goods;
percentage change in quantity negative cross elasticity identifies complementary goods.
- demanded of X 9. Income elasticity of demand indicates the responsiveness of
4" percentage change in price of X consumer purchases to a change in income. The coefficient
Economists use the averages of prices and quantities under of income elasticity of demand is found by the formula
consideration as reference points in determining percent- percentage change in quantity
age changes in price and quantity. If E, is greater than 1, _ demanded of X
demand is elastic. If E, is less than 1, demand is inelastic. " percentage change in income
Unit elasticity is the special case in which E, equals 1. o N .
3. Perfectly inelastic demand is graphed as a line parallel to The Foefﬁment is positive for normal goods and negative for
the vertical axis; perfectly elastic demand is shown by a line inferior goods.
above and parallel to the horizontal axis. 10. Consumer surplus is the difference between the maximum
4. Elasticity varies at different price ranges on a demand curve, price tha.t 4 Consumer 1s willing to pay for a ProducF and the
tending to be elastic in the upper-left segment and inelastic lower price actl%allly paid; Producer surplus is the dlffe.r ence
in the lower-right segment. Elasticity cannot be judged by between the minimum price Fhat a pI:OduCCI‘ 1 w1111ng to
the steepness or flatness of a demand curve. accept for a product and the hl.gher price actually regewed.
5. If total revenue changes in the opposite direction from prices, Sr?cllleicgl‘;eK;Zi?ii;t?;ijij:i?:ggﬁ biitcl;e:;}llae?giz
demand is elastic. If price and total revenue change in the g lus is sh by the triancl bp tl’l |
same direction, demand is inelastic. Where demand is of unit pro ucel;lsll; rlp us E > ownl Y the triangle above the supply
elasticity, a change in price leaves total revenue unchanged. eurve z?n clowthe aCFua price.
. . . -, 11. Graphically, the combined amount of producer and con-
6. The number of available substitutes, the size of an item’s mer surnlas is represented by the triancle to the left of the
price relative to one’s budget, whether the product is a lux- sumer surp usfsh pres I dy d d geto hat i {)) 1
ury or a necessity, and length of time to adjust are all deter- ulllteifecuoz of the su(;l) p g an h eman | curves ¢ Aat t;f cow
minants of elasticity of demand. the demand curve and above the supply curve. At the equi-
o : ) librium price and quantity in competitive markets, marginal
7. The elasticity concept also applies to supply. The coefficient benefit equals marginal cost, maximum willingness to pay
of price elasticity of supply is found by the formula equals minimum acceptable price, and the combined amount
percentage change in quantity of consumer surplus and producer surplus is maximized.
supplied of X 12. Output levels that are either less than or greater than the
* = percentage change in price of X equilibrium output create efficiency losses, also called
deadweight losses. These losses are reductions in the com-
The averages of the prices and quantities under consider- bined amount of consumer surplus and producer surplus.
ation are used as reference points for computing percentage Underproduction creates efﬁciency losses because output
changes. Elasticity of supply depends on the ease of shift- is not being produced for which maximum willingness to
ing resources between alternative uses, which varies directly pay exceeds minimum acceptable price. Overproduction
with the time producers have to adjust to a price change. creates efficiency losses because output is being produced
8. Cross elasticity of demand indicates how sensitive the pur- for which minimum acceptable price exceeds maximum

chase of one product is to changes in the price of another

willingness to pay.
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Terms and Concepts

price elasticity of demand inelastic demand perfectly elastic demand

midpoint formula unit elasticity total revenue (TR)

elastic demand perfectly inelastic demand total-revenue test




132

PART TWO
Microeconomics of Product Markets

price elasticity of supply
market period

short run

Study Questions

1.

long run

-

ECONOMICS

Explain why the choice between 1, 2, 3, 4, 5, 6, 7, and 8
“units,” or 1000, 2000, 3000, 4000, 5000, 6000, 7000, and
8000 movie tickets, makes no difference in determining
elasticity in Table 6.1. LOI

. KEY QUESTION Graph the accompanying demand data,

and then use the midpoint formula for E, to determine price
elasticity of demand for each of the four possible $1 price
changes. What can you conclude about the relationship be-
tween the slope of a curve and its elasticity? Explain in a
nontechnical way why demand is elastic in the northwest
segment of the demand curve and inelastic in the southeast
segment. LO1

Product Quantity
Price Demanded
$5 |
4 2
3 3
2 4
| 5

KEY QUESTION Calculate total-revenue data from the
demand schedule in question 2. Graph total revenue be-
low your demand curve. Generalize about the relationship
between price elasticity and total revenue. LO2

KEY QUESTION How would the following changes in price
affect total revenue? That is, would total revenue increase,
decline, or remain unchanged? LO2

Price falls and demand is inelastic.

. Price rises and demand is elastic.

Price rises and supply is elastic.

. Price rises and supply is inelastic.

Price rises and demand is inelastic.

Price falls and demand is elastic.

. Price falls and demand is of unit elasticity.

wWrhe D TR

. KEY QUESTION What are the major determinants of price

elasticity of demand? Use those determinants and your own
reasoning in judging whether demand for each of the follow-
ing products is probably elastic or inelastic: () bottled water;
(%) toothpaste; (¢) Crest toothpaste; (d) ketchup; (¢) diamond
bracelets; (f) Microsoft Windows operating system. LO1
What effect would a rule stating that university students
must live in university dormitories have on the price elastic-
ity of demand for dormitory space? What impact might this
in turn have on room rates? LO1

cross elasticity of demand

income elasticity of demand

10.

11.

12.

13.

14.

15.

consumer surplus
producer surplus

efficiency losses (or deadweight losses)

In November 1998 Vincent van Gogh’s self-portrait sold at
auction for $71.5 million. Portray this sale in a demand and
supply diagram and comment on the elasticity of supply.
Comedian George Carlin once mused, “If a painting can be
forged well enough to fool some experts, why is the original
so valuable?” Provide an answer. LO3

KEY QUESTION What is the formula for measuring the
price elasticity of supply? Suppose the price of apples goes
up from $20 to $22 a box. In direct response, Goldsboro
Farms supplies 1200 boxes of apples instead of 1000 boxes.
Compute the coefficient of price elasticity (midpoints ap-
proach) for Goldsboro’s supply. Is its supply elastic, or is it
inelastic? LO3

KEY QUESTION Suppose the cross elasticity of demand for
products A and B is +3.6 and for products C and D is —5.4.
What can you conclude about how products A and B are
related? Products C and D? LO4

KEY QUESTION The income elasticities of demand for
movies, dental services, and clothing have been estimated to
be +3.4, +1, and +.5, respectively. Interpret these coeffi-
cients. What does it mean if an income elasticity coefficient
is negative? LO4

Research has found that an increase in the price of beer
would reduce the amount of marijuana consumed. Is cross
elasticity of demand between the two products positive or
negative? Are these products substitutes or complements?
What might be the logic behind this relationship? LO4
Refer to Table 6.5. If the six people listed in the table are
the only consumers in the market and the equilibrium price
is $11 (not the $8 shown), how much consumer surplus will
the market generate? LO5

Refer to Table 6.6. If the six people listed in the table are the
only producers in the market and the equilibrium price is
$6 (not the $8 shown), how much producer surplus will the
market generate? LO5

Draw a supply and demand graph and identify the areas of
consumer surplus and producer surplus. Given the demand
curve, what impact will an increase in supply have on the
amount of consumer surplus shown in your diagram? Ex-

plain why. LO5

KEY QUESTION Use the ideas of consumer surplus and
producer surplus to explain why economists say competitive
markets are efficient. Why are below- or above-equilibrium
levels of output inefficient, according to these two sets of

ideas? LO5



16. LAST WORD What is the purpose of charging differ-

ent groups of customers different prices? Supplement the
three broad examples in the Last Word with two additional

Web-Based Questions

1. THE PRICE OF GOLD—TODAY, YESTERDAY, AND

THROUGHOUT THE YEAR Visit www.goldprices.com
and use the chart to find the very latest price of gold. Com-
pare that price to the price at the beginning of the day. Next,
select “1 year” at the bottom of the chart. What was the
highest price during the last 12 months? The lowest price?
Assume the price fluctuations observed resulted exclusively
from changes in demand. Would the observed price changes
have been greater or less if the gold supply had been elastic
rather than inelastic? Explain.

. PRICE, CROSS, AND INCOME ELASTICITIES—HOW
DO THEY RELATE TO ALCOHOL AND CIGARETTES?

CHAPTER 6
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examples of your own. Hint: Think of price discounts based
on group characteristic or time of purchase.

Go to the National Bureau of Economic Research (NBER)
Web site, www.nber.org, and select New Working Pa-
pers. In the Google search space, type “alcohol.” Use the
titles and summaries of the papers to answer the follow-
ing questions relating to elasticity: () Do the mentally ill
have perfectly inelastic demands for cigarettes and alco-
hol? () Does alcohol consumption increase in bad times?
(c) What is the effect of cigarette taxes (and smuggling)
on the consumption of alcohol? What does that imply
about the cross elasticity of demand between the two?
(d) Is binge drinking among college students sensitive to
the price of alcohol?

FURTHER TEST YOUR KNOWLEDGE AT

www.mcconnelll8e.com
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INTHIS CHAPTERYOU WILL LEARN:

I About total utility, marginal utility, and
the law of diminishing marginal utility.

2 How rational consumers compare marginal
utility-to-price ratios for products in purchasing
combinations of products that maximize their utility.

3 How a demand curve can be derived by
observing the outcomes of price changes
in the utility-maximization model.

4 How the utility-maximization model helps
highlight the income and substitution
effects of a price change.

5 (Appendix) About budget lines, indifference curves,
utility maximization, and demand derivation in the
indifference curve model of consumer behavior.

Consumer Behavior

If you were to compare the shopping carts of almost any two consumers, you would observe striking
differences. Why does Paula have potatoes, peaches, and Pepsi in her cart while Sam has sugar, sal-
tines, and 7-Up in his? Why didn’t Paula also buy pasta and plums? Why didn’t Sam have soup and
spaghetti on his grocery list?

In this chapter, you will see how individual consumers allocate their incomes among the various

goods and services available to them. Given a certain budget, how does a consumer decide which

goods and services to buy? As we answer this question, you will also strengthen your understanding
of the law of demand.




Law of Diminishing Marginal
Utility
The simplest theory of consumer behavior rests squarely
on the law of diminishing marginal utility. This princi-
ple, first discussed in Chapter 3, is that added satisfaction
declines as a consumer acquires additional units of a given
product. Although consumer wants in general may be in-
satiable, wants for particular items can be satisfied. In a
specific span of time over which consumers’ tastes remain
unchanged, consumers can obtain as much of a particular
good or service as they can afford. But the more of that
product they obtain, the less they want still more of it.
Consider durable goods, for example. A consumer’s
desire for an automobile, when he or she has none, may be
very strong. But the desire for a second car is less intense;
and for a third or fourth, weaker and weaker. Unless they
are collectors, even the wealthiest families rarely have
more than a half-dozen cars, although their incomes would
allow them to purchase a whole fleet of vehicles.

Terminology
Evidence indicates that consumers can fulfill specific wants
with succeeding units of a product but that each added
unit provides less utility than the last unit purchased.
Recall that a consumer derives utility from a product if it
can satisfy a want: Utility is want-satisfying power. The
utility of a good or service is the satisfaction or pleasure
one gets from consuming it. Keep in mind three charac-
teristics of this concept:
“Utility” and “usefulness” are not synonymous.
Paintings by Picasso may offer great utility to art
connoisseurs but are useless functionally (other than
for hiding a crack on a wall).
Utility is subjective. The utility of a specific product
may vary widely from person to person. A lifted
pickup truck may have great utility to someone who
drives off-road but little utility to someone unable or
unwilling to climb into the rig. Eyeglasses have
tremendous utility to someone who has poor eyesight
but no utility to a person with 20-20 vision.
Ultility is difficult to quantify. But for purposes of
illustration we assume that people can measure
satisfaction with units called u#ifs (units of utility).
For example, a particular consumer may get 100 utils
of satisfaction from a smoothie, 10 utils of
satisfaction from a candy bar, and 1 util of satisfaction
from a stick of gum. These imaginary units of
satisfaction are convenient for quantifying consumer
behavior for explanatory purposes.

CHAPTER 7

Consumer Behavior

Total Utility and Marginal Utility
"Total utility and marginal utility are related, but different,
ideas. Total utility is the total amount of satisfaction or
pleasure a person derives from consuming some specific
quantity—for example, 10 units—of a good or service.
Marginal utility is the extra satisfaction a consumer
realizes from an additional unit of that product—for
example, from the eleventh unit. Alternatively, marginal
utility is the change in total utility that results from the
consumption of 1 more unit of a product.

Figure 7.1 (Key Graph) and the accompanying table
demonstrate the relation between total utility and marginal

CONSIDERTHIS . ..

Vending Machines and
Marginal Utility
Newspaper dispensing devices
and soft-drink vending machines
are similar in their basic opera-
tions. Both enable consumers
to buy a product by inserting
coins. But there is an important
difference in the two devices.
The newspaper dispenser opens
to the full stack of papers and
seemingly “trusts” the customer
to take only a single copy,
whereas the vending machine displays no such “trust,” requiring
the consumer to buy one can at a time.Why the difference?

The idea of diminishing marginal utility is key to solving this
puzzle. Most consumers take only single copies from the news-
paper box because the marginal utility of a second newspaper
is nearly zero.They could grab a few extra papers and try to sell
them on the street, but the revenue obtained would be small
relative to their time and effort. So, in selling their product,
newspaper publishers rely on “zero marginal utility of the sec-
ond unit,” not on “consumer honesty.” Also, newspapers have
little “shelf life”; they are obsolete the next day. In contrast, soft-
drink sellers do not allow buyers to make a single payment and
then take as many cans as they want. If they did, consumers
would clean out the machine because the marginal utility of
successive cans of soda diminishes slowly and buyers could take
extra sodas and consume them later. Soft-drink firms thus vend
their products on a pay-per-can basis.

In summary, newspaper publishers and soft-drink firms use al-
ternative vending techniques because of the highly different rates
of decline in marginal utility for their products. The newspaper
seller uses inexpensive dispensers that open to the full stack of
papers.The soft-drink seller uses expensive vending machines that
limit the consumer to a single can at a time. Each vending tech-
nique is optimal under the particular economic circumstance.




Total and marginal utility. Curves TU and MU are graphed from

30 the data in the table. (a) As more of a product is consumed, total utility increases at a

diminishing rate, reaches a maximum, and then declines. (b) Marginal utility, by definition,

TU reflects the changes in total utility. Thus marginal utility diminishes with increased
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Marginal utility

1. Marginal utility:
a. is the extra output a firm obtains when it adds another unit
of labor.
b. explains why product supply curves slope upward.
c. typically rises as successive units of a good are consumed.
d. is the extra satisfaction from the consumption of 1 more unit
of some good or service.
2. Marginal utility in Figure 7.1b is positive, but declining, when
total utility in Figure 7.1a is positive and:
a. rising at an increasing rate.
b. falling at an increasing rate.
c. rising at a decreasing rate.
d. falling at a decreasing rate.
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consumption, becomes zero when total utility is at a maximum, and is negative when total
utility declines. As shown by the shaded rectangles in (a) and (b), marginal utility is the change
in total utility associated with each additional taco. Or, alternatively, each new level of total
utility is found by adding marginal utility to the preceding level of total utility.

O] 2) 3)
Tacos Total Marginal
Consumed Utility, Utility,
per Meal Utils Utils
0 0
] 10
| 10
] 8
2 18
] 6
3 24
] 4
4 28
] 2
5 30
] 0
6 30
] -2
7 28

. When marginal utility is zero in graph (b), total utility in graph

(a) is:
a. also zero.

b. neither rising nor falling.

c. negative.

d. rising, but at a declining rate.

. Suppose the person represented by these graphs experienced a

diminished taste for tacos. As a result the:

a. TU curve would get steeper.

b. MU curve would get flatter.

c. TU and MU curves would shift downward.

d. MU curve, but not the TU curve, would collapse to the hori-
zontal axis.
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utility. The curves reflect the data in the table. Column 2
shows the total utility associated with each level of con-
sumption of tacos. Column 3 shows the marginal utility—
the change in total utility—that results from the
consumption of each successive taco. Starting at the origin
in Figure 7.la, observe
SLUSINROI =R D122 that each of the first five
o171 units increases total util-
ity (T'U), but by a dimin-
ishing amount. Total
utility reaches a maximum with the addition of the sixth
unit and then declines.

So in Figure 7.1b marginal utility (MU) remains posi-
tive but diminishes through the first five units (because total
utility increases at a declining rate). Marginal utility is zero

for the sixth unit (because
that unit doesn’t change
G1.l total utility). Marginal
utility then becomes neg-
ative with the seventh
unit and beyond (because total utility is falling). Figure 7.1b
and table column 3 reveal that each successive taco yields
less extra utility, meaning fewer utils, than the preceding
taco as the consumer’s want for tacos comes closer and closer
to fulfillment.! That is, the table and graph illustrate the law
of diminishing marginal utility. (Key Question 1)

Diminishing marginal utility

Total and marginal utility

Marginal Utility and Demand

The law of diminishing marginal utility explains why the
demand curve for a given product slopes downward. If
successive units of a good yield smaller and smaller
amounts of marginal, or extra, utility, then the consumer
will buy additional units of a product only if its price falls.
The consumer for whom Figure 7.1 is relevant may buy
two tacos ata price of $1 each. But because he or she obtains
less marginal utility from additional tacos, the consumer
will choose not to buy more at that price. The consumer
would rather spend additional dollars on products that pro-
vide more utility, not less utility. Therefore, additional
tacos with less utility are not worth buying unless the price
declines. (When marginal utility becomes negative, Taco
Bell would have to pay you to consume another taco!)
Thus, diminishing marginal utility supports the idea that
price must decrease in order for quantity demanded to
increase. In other words, consumers behave in ways that
make demand curves downward-sloping.

"Technical footnote: In Figure 7.1b we graphed marginal utility at half-
units. For example, we graphed the marginal utility of 4 utils at 31 units
because “4 utils” refers neither to the third nor the fourth unit per se but
to the addition or subtraction of the fourth unit.

CHAPTER 7
Consumer Behavior

QUICK REVIEW 7.1

e Utdility is the benefit or satisfaction a person receives from
consuming a good or a service.

¢ The 