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arly journals, such as the American Economic Review, JournalofPoliti-
cal Economy, and Quarterly Journal of Economics, and in more popular
forums, such as The New York Times and The Wall Street Journal. He
is also author of the best-selling intermediate-level textbook Macro-
economics (Worth Publishers). In addition to his teaching, research,
and writing, Professor Mankiw has been a research associate of the
National Bureau of Economic Research, an adviser to the Federal

Reserve Bank of Boston and the Congressional Budget Office, and
a memberof the ETS test development committee for the Advanced
Placement exam in economics. From 2003 to 2005, he served as chair-
man ofthe President’s Council of Economic Advisers.

Professor Mankiw lives in Wellesley, Massachusetts, with his wife, Deborah,
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“Economics is a study of mankind in the ordinary business of life.” So wrote
Alfred Marshall, the great 19th-century economist, in his textbook, Principles of
Economics. Although we have learned much about the economy since Marshall’s
time, this definition of economics is as true today as it was in 1890, whenthe first
edition of his text was published.

Whyshould you, as a studentat the beginning of the 21st century, embark on
the study of economics? There are three reasons.

The first reason to study economics is that it will help you understand the
world in which you live. There are many questions about the economy that might
spark your curiosity. Why are apartments so hard to find in New York City? Why
do airlines charge less for a round-trip ticket if the traveler stays over a Saturday
night? Whyis Johnny Depp paid so muchto star in movies? Whyare living stan-
dards so meager in many African countries? Why do some countries have high
rates of inflation while others have stable prices? Why are jobs easy to find in
someyears andhard to find in others? These are just a few of the questions that a
course in economics will help you answer.

The second reason to study economicsis that it will make you a moreastute par-
ticipant in the economy. As you go aboutyour life, you make many economic deci-
sions. While you are a student, you decide how manyyearsto stay in school. Once
you take a job, you decide how much of your income to spend, how much to save,
and how to invest your savings. Someday you may find yourself running a small
business or a large corporation, and you will decide whatprices to charge for your
products. The insights developed in the coming chapters will give you a new per-
spective on how best to makethese decisions. Studying economics will notby itself
make yourich, butit will give you sometools that may help in that endeavor.

The third reason to study economicsis that it will give you a better understand-
ing of both the potential and the limits of economic policy. Economic questions
are always on the mindsof policymakers in mayors’ offices, governors’ mansions,
and the White House. Whatare the burdensassociated with alternative forms of

taxation? Whatare the effects of free trade with other countries? Whatis the best

way to protect the environment? How does a government budget deficit affect
the economy? As a voter, you help choosethe policies that guide the allocation of
society’s resources. An understanding of economics will help you carry out that
responsibility. And who knows: Perhaps someday you will end up as one of those
policymakers yourself.

Thus, the principles of economics can be applied in many oflife’s situations.
Whetherthe future finds you reading the newspaper, running a business, or sit-
ting in the Oval Office, you will be glad that you studied economics.

N. Gregory Mankiw
September 2008
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Weknow youare often short on time. But you can maximize yourefforts — and

results — when you Experience Mankiw Fifth Edition’s engaging learning tools.
With the product support website and EconCentral, you'll quickly reinforce chapter
concepts and sharpen yourskills with interactive, hands-on applicationsonline.

If a printed Study Guide better suits your needs and study habits, the Mankiw
5e Study Guide is unsurpassedin its careful attention to accuracy, concise

language, and practice that enhances yourstudy time.

Product Support Website

www.cengage.com/economics/mankiw

The Mankiw product support website is an easy
online stop. Here, you'll find access to free

nee Quizzing, Student Note Prompt handouts for the

Tepemeeenate Premium PowerPoint® yourinstructor may use,
and otherresources.

Study Guide

Helping you achieve your personal best, the

Mankiw Study Guide is based completely on
the Fifth Edition, covering chapter material
comprehensively — and accurately. Very hands-

on, each chapter thoroughly covers the material in the corresponding chapter
of Mankiw. Every key word and conceptis addressed within the Study Guide
chapter — meaning you'll feel confident that if you can do the study guide, you
will understand all of the material in that chapter of Mankiw.

The “types” of questions used in the Study Guide reflect what you find most
useful when studying. Our student surveys show that students like you felt that

fill-in-the-blank questions, matching questions, and questions without specific
single answers were an inefficient use of their time — and the Mankiw Study

Guide avoids these kinds of questions.

 

 
 
 
 
  
 
 

  

Principtes of Macraevanomies
Airiet Principtes of Macroeconomics
Essentiass of Economics

fouwth tanon
Principles of Economics
Prirciptes of MICTOeCONOMICS
Principles of Macroeconomics
Bnet Principies of Macroeconomics
Essentiam of Economics

To order the study guide,visit www.ichapters.com.
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Multiple resourcesfor learning and reinforcing principles
concepts are now available in one place! EconCentralis
your one-stop shopforthe learning tools and activities
to help you succeed.

At a minimal extra cost, EconCentral equips you
with a portal to a wealth of resourcesthat help you
both study and apply economic concepts. As you
read and study the chapters, you can access video
tutorials with Greg Mankiw Answers Key Questions,

10 Principles Videos, and Askthe Instructor Videos.
You can review with Flash Cards and the Graphing
Workshop, check your understanding of the chapter
with interactive quizzing, and print Student Note
Prompt handouts for the Premium PowerPoint® to
makenote-taking in class much moreefficient.

Concept: Demand

 
ain ~—~—~|lUhhOO
a __Deneed

tneaase lo tsoeme GiPOOR Ready to apply chapter concepts to the real world?
EconCentral gives you ABC Newsvideos, EconNews

<= articles, Economic debates, Links to Economic Data,

and more. All the study and application resourcesin

EconCentral are organized by chapterto help you get
the most from the Mankiw text and from yourclasses.

 
one metote pe reed & 8 timate Dr mAONCORS Veet 1%, er mi reaes 8 Pe prae tseme homey

Visit www.cengage.com/economics/mankiw/Se/

econcentralto see the study options available! 

Exhibit 2219

Page 12 of 45



������������	�
������������������������	������������������������������������������	����
�������������	��	��������������������	�
����������
�
�������������	�����������������
�
�������������	������
���
��������
������	����������
�����������������
�����	�������������������������	�������������
�����	����������
������

������	���������������
�����	�
������������
�
��������������������
�	���������������������
���������	��������������������
�����
�����
���	���	������������
����
����
��������������	��������
������
	���������
�������	�����������

�����������������������������������	��������	�����
�������
��	���	���������	������	�������� ���������������	����
��	�
���������������������	����	�
���	������������������������
��������
��������	���	�
������
����������	����������������������
����������������������	������
��	�
��!�
����������������	�
������

�	���������"���#�������	�$#���	����#������%�����&�����'��
�$ �����
�������(���	��������%��"�������&���������	���������������	��
��	����
�������
����������
�������������
���������
�����	������������������
����	��������������������	����	��
����������������
���������
��)����	�
���������������	��������������������������
�����������	��������������������������������	������
�������
���
�����������������������
����
����
�������	���������������	�������*�	��#�������+,-./01-23�45�6/,2078�9-114:0-"��	���)����������;04<,�+,-./01-23=����'�������678-540,-7�>272/�+,-./01-23?�@4832/AB,-A?�@4C4,7��������D������E402B</12/0,�+,-./01-23 )�����
�D��������;037,2�+,-./01-23&�����
�!�������+,-./01-23�45�9-114:0-F����(�	�����+,-./01-23�45�G4:-1.-88/H������I�������>4:2B/0,�9/2B4J-12�+,-./01-23��	��������������������
�����	�������	������������������
����
����
���������������	�����������������K������������������	�����	������	�I����L	�����67C/04,�+,-./01-23)��	���L������>272/�+,-./01-23�45�E/<�M40N?�O/12AB/12/0�64CC:,-23�6488/P/!�	������F������E402B7CQ24,�64CC:,-23�6488/P/#����F������R7N24,�64CC:,-23�6488/P/"�������F�����S07,J�T788/3�>272/�+,-./01-23I���	���F������
��+,-./01-23�45�648407J4�72�;4:8J/0
F�����F������678-540,-7�>272/�+,-./01-23?�@4832/AB,-A?�@4C4,7�����F����������E402B/0,�U/,2:AN3�+,-./01-23!���#	�
�����V/7J-,P�W0/7�64CC:,-23�6488/P/&�����#	�����+,-./01-23�45�X7<7--?�97,47I���	�#�
�������+,-./01-23�45�97117AB:1/221?�Y702C4:2BZ[[

\]̂_̀abcdefc_gh

Exhibit 2219
Page 13 of 45



��������	
�������������������������������������������������� �!���"��#�$��%��������������&'(��)(!�*����+���$��������,�-��
�.��(/�!'��������0�������������1�!2�3�!�45'(5���������������%6������1'7��45'(5��8��9,�:�����%����������,��������4��;�7����<���9�=������%��������������>'*��!�?@�A'����;��+B�9B��������������(C��D(��7���������������E�B������F�:���:�G��/2�&����
'	�'(��������9��%��������������H�C��&'5�('����������������"���0���"�6����,�>'*��!�&'��(���������������I����6�B�������F���$�B��?�������J�7���������:����������������&'��(C���J�7��8���������������-���
�J'�����F����������,�?�'���;�?��;��'���������������K��9��L����9G� 7��?�!�MNO�7����+����9��6�������,�

P�����7�-��!��(���������������������9�.���/�(�-C77��2��QB�������������,���R�;�-C(5��(
���������9��%���������������5��(!'	5���-C(5�C(5��L��������%��������������S�*C�G�5�!����������������T�B�������?�C;'�U�C����<���9�=������%��������������-�/5����H�!�'�'��V0������WX�����������,�&�MM�>C*����KB�,�����������������:�8�B��:�601�7C���1�����������,�����%�B����������9�A����;���1���5��<���9�=������%����������������R�;�1	��/�����������������I�6��,����R�;�1Y�! ����%��������B9�%��������������A���2�Z���������������������I������9G�'/*�/5�Z�����%���[�6����������,�-��'�P�����I��\B��������������)�� �*�!5�P5��!'���%�B������I����9�������������-��!���O��;���������:������������������D���/��R�;�;�!����;�M��;*�/
�'��(	�/�M�/����7��!(����!5��!�]!����/�C;����������;N'MN/5�	!���	�'*��7(���;��		��/�!�'�(��M�'7�!5��M'��'Y������(!�C/!'�(@��(�2�>@��*���!'���̂������%��������������1��7���57�;��FB�6�������$$B����������,�.��5�;��7�����%��������������������:�_��0��X���6���������$$B����������,�&@�&@�����(��<���,��������,��̀�%��������������&�7�(�S�!5��!���X����$��������������1/'!!�S��C������I��6���������������R��S��M���;��aB����������,����R���S��/
Y����������,�����������������/���)@�S'5��'���8����%���������������'C���(���7	*������������������I�$b���-�/5����4@�����Y��8��B6�������,�1�Y����5������:�_��0����������
&'2/��&@��5����c���V����%��������������);Y��;��@��'5���F���I��������,��5�;��@��'!!����������������%�B�����������)��
��@����M!���������������K�6�$��9)����'���@���������������������F���:����*;��7����;�)�*������K���E��9�������,�A��'�;�P@�)�;�����������������"��#�$�A�;��1���5��)(M�5������������������L����������#���W���$b��,���R�;�.���/
��Q���6���I����������������7��;��1@�.���7����̂������%��������������&@H@�4��*��!��I��������������,�

deeefghijklmnopmiqr

Exhibit 2219
Page 14 of 45



����������	�
���������������������������������� �!"�#�$%&	�'()(�����������������*���+���,�-��.��"�#�  �/	��������������*�+01��#�� �2"�3 �4 ��	��������������5��1����67�8&9����:���&	�;1�������������������<�=&-�!"�:��& >	�?1�00���)(�������������@��4�A"�:�� B&$	����������������������*���(��C���-����:���	�D(���������������<��$�E&	�F������?���������������<��&���E&�	�G�����*��������������H�>���&���@���&�$	�?(�1��������������I&�B��@����	��������������
���7���,4J���@��=� >&	��������������?(�1����*�������00�#��>����@�>> ��	��������������?�����K1+�������� ��"�@���	�L��1��������������������?�M�N(��,�J��>�,"�O4���-�	��������������*�+01���"�P�&���OQ2���4	�R)����*���������������,�>���/�E"�O >�� 4/	�6�������?���������������

H&>&��I"�A����%S�	�L�����?����������������T�U�V���W�����������8������A��XB�	��������������?(�1��������Y�'�V��Z��>����"�A��4	�'+�����������������2�[��@"�2�9�[��&	�?�����*��1���\��������2���-��I�� ��/�8���S�	��������������]��+�������/��̂�J&���8>�9S�	�6�W���������������_�(�W(�������������̀���L����2&B4�C�����/	�?��00����R�V�����������,-&>&�C��S��	�5�7�a�V�����������@&B�����#"�C�.	�K�����������������&b���,"�I&�B��>	��1�+0�����������@&�� �I�����=&B	�N�1+���������P��=���>�Z��&�	�F������?���������������<��$�� �@"�Z��4��	�����������1�������A�>�&B4�Z�� �	�?�����*��1���\��������E���/�Z��b��J��$��	�*����?�����������Z&��&�9��"�Z��-	�;�+���*�W����������������&��c����d��	�'��)�+��?����������������C����BB���B/��b���>�e>J��4�& �B�&>&B���/�&9S��>��>"�3��9��� S�� &J���b�����/���9�&�&�$������ 	�J�>�3��9�$��>�b���>��>���b����.&�$�S��b�  �� �b������-&�$�>����$��>���b&����9��� B�&S>���-�S�$��S���b �.&>��9�f�����<���b�=�	�D(�V���(�����++(���������������$�#��>��	�����������?����������������_��+��E&��&���:�9��	�5��17����������������� �̂��B& �:�9�$��	�D����������������<��$�� �@&����	��������������*���(��!-�84��>��	�?(�1����*��1W���������������C���>��9��b��-&>�� �.���.��4�-����>�& �J��4�&9S��=�-�&>�>��9��-�� �/"������C�b> 	�-�=���S9��>����-&>��	�S��=&-�-�>���/� S�B>�B������-&>&�$g� � �����.�/ �-�� "�@&4��Z��� 	��B���9&B ��e�B�>&=���-&>��	�-&-��� S���-&-�%�J��b��=�� ��&�$�>���9��/�S��S���&�=��=�-�&�� �B�������$��S��%�B>"�����&b���C��9� �h ��&���-�=��c�S9��>����-&>��i���-�:�>&��d��� �h-�=���S9��>����-&>��i�.����B��B&���&���  �9cJ�&�$�����e>�� &=����-�>���$�>b���$���S��b���=&�.�� �>��$&=��9��b��-J�B4����>���

jkl mnopqrstuvwtpxy

Exhibit 2219
Page 15 of 45



��������	�
�����	�����	�������	��������	��	���������	����	��	������	���	�������������	�������	������	������	�������	�������	�������	��
	���������	������	������	�������	�������	��
	���	��������	��
	
�
�������	���������	��	����	��	����������	����	����	�����	 �������	�������	������	���	
�������	����	����	����	���	�����	!����
��	�����	 ������	"���������	���	�����������	�����
	����	���	����	����	��������	���������	��
	���	���������	��	��	����	���������	�������	��������	�����
����	��!���
	��	�����	��
	#����	�����	��
����	�������
	�	����!��	��
	��������	��
���	$����	%�����	���������	���������	�������	�����
	����	�����	�������	���	���
	���	��	���������	�����	�!	����	�����	#��	����	�!	���	�������	����	�����
���	%���	$������	"��
��	 �������	��
	&�����	�����	���	����	�������������	���!��������	������������	��
	
�
�����
�		'	��	�����!��	����	��	%���	$�����	�	!�����	(
�����
	)��������	���������	�������	��
	��������	��	�������
�����	�������	���
��	!��	*�	+,	���	�����
������	������	��	-�����
�	%���	�����
	��	��!���	���	����������	��
	�����	���	����	����!�	!��	����	�
������	(�	������	'	����	�����	��	.��������/	�
����	&������	 ������	(�	���	!����	���
��	�!	������	����������	'	�����	���	��������
	��	�!!��	����	���	�����	���	�!	���������	��
	��������������	�������	'	����
	����	��	�������	��	�����	����
���	���������	0�������	��
	)�����	#����	������������	��	����	����	���	�������	��	����	�	!�����	����
���	���	����	�����	��	���	���
��	#��	!���	�!	��	����	����	��	������1���	�����	�!	�����	��	���	����	�!	���	�����	2�����	�������	��������	��	�������	34�	 ����	��������	����	���	�!	����	����	����	��	��	�������	!��	���������	��	�����	 0�	5������	 �����	 "��������	6,,7

89:;<=>?@ABCDA=EF

Exhibit 2219
Page 16 of 45

previous edition, while putting together an excellent team to revise the supple-
ments. Colleen Farmer, senior content project manager, and Katherine Wilson,
senior project manager, had the patience and dedication necessary to turn my
manuscript into this book. Michelle Kunkler, senior art director, gave this book
its clean, friendly look. Michael Steirnagle, the illustrator, helped make the book
more visually appealing and the economicsin it less abstract. Carolyn Crabtree,
copyeditor, refined my prose, and Terry Casey, indexer, prepared a careful and
thorough index. Brian Joyner, executive marketing manager, worked long hours
getting the word outto potential users of this book. Therest of the Cengage team,
including Jean Buttrom, Sandra Milewski and Deepak Kumar, was also consis-
tently professional, enthusiastic, and dedicated.

I am grateful also to Josh Bookin, a former Advanced Placement economics
teacher and recently an extraordinary section leader for Ec 10, the introductory
course at Harvard. Josh helped merefine the manuscript and check the page
proofsfor this edition.

Asalways, I must thank my “in-house” editor Deborah Mankiw.Asthefirst
reader of almost everything I write, she continued to offer just the right mix of
criticism and encouragement.

Finally, I would like to mention my three children Catherine, Nicholas, and
Peter. Their contribution to this book was putting up with a father spending too
many hoursin his study. The four of us have much in common—notleast of which
is our love of ice cream (which becomes apparent in Chapter 4). Maybe sometime
soon one of them will pick up my passion for economics as well.

N. Gregory Mankiw
September 2008
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Ten Principles of Economics

he word economy comes from the Greek word oikonomos, which means
“one who managesa household.”Atfirst, this origin might seem peculiar.
Butin fact, households and economies have much in common.

A householdfaces many decisions. It must decide which membersof the house-
hold do which tasks and what each membergets in return: Who cooks dinner?
Whodoesthe laundry? Whogets the extra dessert at dinner? Whogets to choose
what TV show to watch?In short, the household mustallocate its scarce resources

among its various members, taking into account each member’sabilities, efforts,
and desires.

Like a household, a society faces many decisions. A society must find some
wayto decide whatjobs will be done and whowill do them. It needs some peo-
ple to grow food, other people to make clothing, andstill others to design com-
puter software. Once society has allocated people (as well as land, buildings, and
machines) to various jobs, it must also allocate the output of goods andservices
they produce. It must decide who will eat caviar and who will eat potatoes.It
mustdecide whowill drive a Ferrari and whowill take the bus.

The management of society’s resources is important because resources are
scarce. Scarcity means that society has limited resources and therefore cannot
produceall the goods and services people wish to have. Just as each member of
a household cannotget everything he or she wants, each individual in a society
cannotattain the highest standard of living to which he or she mightaspire.
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PART | INTRODUCTION

economics

the study of how society
managesits scarce
resources

Economicsis the study of how society managesits scarce resources. In most
societies, resources are allocated not by an all-powerful dictator but through the
combined actions of millions of households and firms. Economists therefore study
how people make decisions: how much they work, what they buy, how much
they save, and howthey invest their savings. Economists also study how people
interact with one another. For instance, they examine how the multitude of buyers
andsellers of a good together determine the price at which the good is sold and
the quantity that is sold. Finally, economists analyze forces and trends thataffect
the economyas a whole, including the growth in average income, the fraction of
the population that cannotfind work,andthe rate at whichpricesarerising.

The study of economics has many facets, but it is unified by several central
ideas. In this chapter, we look at Ten Principles of Economics. Don’t worry if you
don’t understand them all at first or if you aren’t completely convinced. We will
explore these ideas morefully in later chapters. The ten principles are introduced
here to give you an overview of what economicsis all about. Consider this chapter
a “preview of comingattractions.”

HOW PEOPLE MAKE DECISIONS
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There is no mystery to what an economy is. Whether weare talking about the
economy of Los Angeles, the United States, or the whole world, an economyis just
a group of people dealing with one another as they go abouttheir lives. Because
the behavior of an economyreflects the behaviorof the individuals who make up
the economy, we begin our study of economics with four principles of individual
decision making.

PRINCIPLE 1: PEOPLE FACE TRADE-OFFS

You mayhave heard the old saying, “There ain’t no such thing as a free lunch.”
Grammaraside, there is muchtruth to this adage. To get one thing that welike,
weusually have to give up another thing that welike. Making decisions requires
trading off one goal against another.

Consider a student who must decide how to allocate her most valuable

resource—her time. She can spendall her time studying economics, spendall of
it studying psychology, or divide it between the twofields. For every hour she
studies one subject, she gives up an hour she could have used studying the other.
Andfor every hour she spends studying, she gives up an hour that she could have
spent napping, bike riding, watching TV, or workingat her part-time job for some
extra spending money.

Or consider parents deciding how to spend their family income. They can buy
food, clothing, or a family vacation. Or they can save someof the family income
for retirementor the children’s college education. When they choose to spend an
extra dollar on one of these goods, they have oneless dollar to spend on some
other good.

When people are grouped into societies, they face different kinds of trade-offs.
Theclassic trade-off is between “guns and butter.” The more a society spends
on national defense (guns) to protect its shores from foreign aggressors, the less
it can spend on consumer goods (butter) to raise the standard of living at home.
Also important in moder society is the trade-off between a clean environment
anda high level of income. Lawsthat require firms to reduce pollution raise the
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tuutvolYWoZ�Xtwo�x\i[]y]_�hjc[�q]�fey]g�ĵ�[̀�̀q[ieg�c̀h]�e[]h
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8 PART | INTRODUCTION

that the net result is little change in the numberof driver deaths and an increase
in the numberof pedestrian deaths.

Peltzman’s analysis of auto safety is an offbeat example of the general prin-
ciple that people respond to incentives. When analyzing any policy, we must con-
sider not only the direct effects but also the less obviousindirect effects that work
through incentives. If the policy changes incentives, it will cause people to alter
their behavior.

QUICK QUIZ Describe an important trade-off you recently faced. © Give an example of
someaction that has both a monetary and nonmonetary opportunity cost. © Describe an
incentive your parents offered to you in an effort to influence your behavior.

HOW PEOPLE INTERACT

 
“For $5 A WEEK YOU CAN
WATCH BASEBALL WITHOUT
BEING NAGGED TO CUT THE

Grass!”
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The first four principles discussed how individuals make decisions. As we go
about our lives, many of our decisions affect not only ourselves but other people
as well. The next three principles concern how people interact with one another.

PRINCIPLE 5: TRADE CAN MAKE EVERYONE BETTER OFF

You have probably heard on the newsthat the Japanese are our competitors in
the world economy. In some ways, this is true because American and Japanese
firms produce manyof the same goods. Ford and Toyota compete for the same
customers in the market for automobiles. Apple and Sony compete for the same
customers in the market for digital music players.

Yet it is easy to be misled when thinking about competition among countries.
Trade between the United States and Japanis not like a sports contest in which
one side winsandthe othersideloses.In fact, the opposite is true: Trade between
two countries can make each countrybetteroff.

To see why, consider howtrade affects your family. When a member of your
family looks for a job, he or she competes against membersof other families who
are looking for jobs. Families also compete against one another when they go
shopping because each family wants to buy the best goodsat the lowestprices. In
a sense, each family in the economy is competing with all other families.

Despite this competition, your family would notbebetteroff isolating itself from
all other families. If it did, your family would need to grow its own food, makeits
own clothes, and build its own home. Clearly, your family gains much from its
ability to trade with others. Trade allows each person to specialize in the activities
he or she does best, whetherit is farming, sewing, or home building. By trading
with others, people can buy a greater variety of goods andservices at lowercost.

Countries as well as families benefit from the ability to trade with one another.
Trade allows countries to specialize in what they do best and to enjoy a greater
variety of goods and services. The Japanese, as well as the French and the Egyp-
tians and the Brazilians, are as much our partners in the world economyas they
are our competitors.

PRINCIPLE 6: MARKETS ARE USUALLY A Goop Way

TO ORGANIZE ECONomiIc ACTIVITY

The collapse of communism in the Soviet Union and Eastern Europein the 1980s
may be the most important change in the world during the past half century.

CARTOON:FROMTHEWALLSTREETJOURNAL— PERMISSION,CARTOONFEATURESSYNDICATE
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CHAPTER 1 TEN PRINCIPLES OF ECONOMICS

by makingillegal copies. Weall rely on government-provided police and courts to
enforce our rights over the things we produce—andtheinvisible hand counts on
our ability to enforce our rights.

Yet there is another reason we need government: The invisible hand is pow-
erful, but it is not omnipotent. There are two broad reasons for a government
to intervene in the economy and changetheallocation of resources that people
would choose on their own: to promote efficiency or to promote equality. Thatis,
mostpolicies aim either to enlarge the economic pie or to change how the pie is
divided.

Consider first the goal of efficiency. Although the invisible hand usually leads
markets to allocate resources to maximize the size of the economicpie, this is not
always the case. Economists use the term marketfailure to refer to a situation in
which the market on its own fails to producean efficient allocation of resources.
As wewill see, one possible cause of market failure is an externality, which is
the impact of one person’s actions on the well-being of a bystander. The classic
example of an externality is pollution. Another possible cause of market failure

 

marketfailure
a situation in which a
marketleft on its own
fails to allocate resources

efficiently

externality
the impact of oneper-
son’s actions on the well-

being of a bystander

Adam Smith and the Invisible Hand

Itmay be only acoincidence Itis not from the benevolence of the butcher, the brewer, or the

that Adam Smith's great book The Wealth ofNations was published baker that we expectourdinner, but from their regard to their own
in 1776, the exact year American revolutionaries signed the Declara- interest. We address ourselves, not to their humanity but to their
tion of Independence.But the two documents share a point of view self-love, and nevertalk to them ofour own necessities but oftheir

that was prevalent at the time: Individuals are usually best left to advantages. Nobody but a beggar chooses to depend chiefly upon
their own devices, without the heavy hand of governmentguiding the benevolence ofhis fellow-citizens.. ..

their actions. This political philosophy providesthe intellectual basis Everyindividual... neitherintends to promotethepublicinterest,
for the market economyandforfree society more generally. nor knows howmuch he ispromoting it.... He intends onlyhis own

Why do decentralized market economies work so well? Is it gain, andheisin this, asinmanyothercases,led byan invisible hand
because people can be counted ontotreat one another with love topromotean end whichwas nopartofhis intention. Noris italways
and kindness? Notatall. Here is Adam Smith's description of how theworse for the society that it was nopart ofit. Bypursuing his own
people interact in a market economy:

Man has almost constant occasion for the help ofhis
brethren, and itis in vain forhim to expect it from their

benevolence only. He will be morelikely to prevail ifhe
can interesttheirself-love in his favour, andshow them 

interest he frequently promotes thatof the society more
effectually than when hereally intends to promoteit.

Smith is saying that participants in the economy are

motivated byself-interest and that the “invisible hand”
of the marketplace quidesthis self-interest into pro-

thatit is for their own advantage to do for him what moting general economic well-being.
he requiresofthem. ... Give me that which | want, and Many of Smith's insights remain at the center of
you shall have this which you want, is the meaning of , modern economics. Our analysis in the coming chap-
every such offer, anditis in this manner that we obtain ters will allow us to express Smith's conclusions more
from one another the far greater part of those good precisely and to analyze more fully the strengths and
offices which westand in need of. Adam Smith weaknessesof the market's invisible hand.
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12 PART | INTRODUCTION

market power
the ability of a single
economic actor(or small

groupofactors) to have
a substantial influence on

market prices

is market power, which refers to the ability of a single person (or small group)
to unduly influence marketprices. For example, if everyone in town needs water
but there is only one well, the owner of the well is not subject to the rigorous
competition with which the invisible hand normally keepsself-interest in check.
In the presence of externalities or market power, well-designed public policy can
enhance economicefficiency.

Now consider the goal of equality. Even when the invisible hand is yielding
efficient outcomes, it can nonetheless leave sizable disparities in economic well-
being. A market economy rewards people according to their ability to produce
things that other people are willing to pay for. The world’s best basketball player
earns more than the world’s best chess player simply because peopleare willing
to pay more to watch basketball than chess. The invisible hand does not ensure
that everyonehassufficient food, decent clothing, and adequate healthcare. This
inequality may, depending on one’s political philosophy, call for government
intervention. In practice, many public policies, such as the income tax and the
welfare system, aim to achieve a more equal distribution of economic well-being.

To say that the governmentcan improve on market outcomes at times does not
mean thatit always will. Public policy is made notby angels but bya political pro-
cessthatis far from perfect. Sometimes policies are designed simply to reward the
politically powerful. Sometimes they are made by well-intentioned leaders who
are notfully informed. As you study economics, you will becomea better judge of
whena governmentpolicy is justifiable because it promotes efficiency or equality
and whenitis not.

QUICK QUIZ Whyis a country better off not isolating itself from all other countries?
@ Whydo we have markets and, according to economists, what roles should government
play in them?

HOW THE ECONOMY AS A WHOLE WORKS
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Westarted by discussing how individuals make decisions and then looked at how
people interact with one another. All these decisions and interactions together
make up “the economy.” The last three principles concern the workings of the
economyas a whole.

PRINCIPLE 8: A COUNTRY’S STANDARD

OF LIVING DEPENDsON Its ABILITY

TO PrRopucE GOoDs AND SERVICES

The differences in living standards around the world are staggering. In 2006, the
average American had an incomeof about $44,260. In the same year, the average
Mexican earned $11,410, and the average Nigerian earned $1,050. Not surpris-
ingly, this large variation in average incomeis reflected in various measures of
the quality of life. Citizens of high-income countries have more TV sets, more
cars, better nutrition, better healthcare, and a longerlife expectancy than citizens
of low-incomecountries.

Changes in living standards over time are also large. In the United States,
incomes have historically grown about 2 percent per year (after adjusting for



Exhibit 2219
Page 38 of 45

CARTOON:COPYRIGHTED1978.CHICAGOTRIBUNE COMPANY.ALLRIGHTSRESERVED.USEDWITHPERMISSION.

CHAPTER 1 TEN PRINCIPLES OF ECONOMICS

changesin the cost ofliving). At this rate, average income doubles every 35 years.
Overthe past century, average incomehasrisen abouteightfold.

Whatexplains these large differences in living standards amongcountries and
over time? The answeris surprisingly simple. Almostall variation in living stan-
dardsis attributable to differences in countries’ productivity—thatis, the amount
of goods and services produced from each unit of labor input. In nations where
workers can producea large quantity of goods andservices per unit of time, most
people enjoy a high standardof living; in nations where workers are less produc-
tive, most people endure a more meagerexistence. Similarly, the growth rate of a
nation’s productivity determines the growthrate of its average income.

The fundamental relationship between productivity and living standards is
simple, but its implications are far-reaching. If productivity is the primary deter-
minantof living standards, other explanations must be of secondary importance.
For example, it might be tempting to credit labor unions or minimum-wage laws
for the rise in living standards of American workers over the past century. Yet the
real hero of American workersis their rising productivity. As another example,
some commentators have claimed that increased competition from Japan and
other countries explained the slow growth in U.S. incomes during the 1970s and
1980s. Yet the real villain was not competition from abroad but flagging produc-
tivity growth in the United States.

The relationship between productivity and living standards also has profound
implications for public policy. When thinking about how anypolicy willaffect liv-
ing standards, the key question is how it will affect our ability to produce goods
and services. To boost living standards, policymakers need to raise productivity
by ensuring that workers are well educated, have the tools needed to produce
goodsandservices, and have accessto the best available technology.

PRINCIPLE 9: PRICES RISE WHEN THE GOVERNMENT

PRINTS ‘Too MucH MONEY

In January 1921, a daily newspaper in Germany cost 0.30 marks. Less than two
years later, in November 1922, the same newspapercost 70,000,000 marks. All
other prices in the economyrose by similar amounts. This episodeis one of his-
tory’s most spectacular examples of inflation, an increase in the overall level of
prices in the economy.

Although the United States has never experienced inflation even close to that
in Germany in the 1920s, inflation has at times been an economic problem. Dur-
ing the 1970s, for instance, when the overall level of prices more than doubled,
President Gerald Ford called inflation “public enemy numberone.” By contrast,
inflation in the first decade of the 21st century has run about 2’ percent per year;
at this rate, it would take almost 30 years for prices to double. Because high infla-
tion imposes various costs on society, keeping inflation at a low level is a goal of
economic policymakers around the world.

Whatcausesinflation? In almostall cases of large or persistent inflation, the
culprit is growth in the quantity of money. When a governmentcreates large
quantities of the nation’s money,the value of the moneyfalls. In Germany in the
early 1920s, when prices were on averagetripling every month, the quantity of
moneywasalso tripling every month. Although less dramatic, the economic his-
tory of the United States points to a similar conclusion: The high inflation of the
1970s wasassociated with rapid growth in the quantity of money, and the low

Exhibit 2219

Page 38 of 45

productivity
the quantity of goods
and services produced
from each unit of labor

input

inflation
an increase in the overall

level of prices in the
economy

 
 

 
 

 
  

   

"WELL IT MAY HAVE BEEN 68
CENTS WHEN YOU GOTIN LINE,
BUT IT's 74 CENTS NOW!”
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than what usually is called the broken
window fallacy. Whenever a government
program is justified not on its merits but by
thejobsit will create, remember the broken
window: Some teenagers, being the little
beasts that they are, toss a brick through
a bakery window. A crowd gathers and
laments, “What a shame.” But before you
know it, someone suggests a silver lining
to the situation: Now thebakerwill have to

spend moneyto have the window repaired.
This will add to the incomeof the repair-
man, whowill spend his additional income,
which will add to anotherseller's income,
and so on. You know thedrill. The chain of

spending will multiply and generate higher
income and employment.Ifthe broken win-
dow is large enough,it might produce an
economic boom!....

CHAPTER1

Most voters fall for the broken window

fallacy, but not economics majors. They
will say, “Hey, wait a minute!” If the baker
hadn't spent his money on window repair,
he would have spentit on the new suit he
was saving to buy. Then the tailor would
have the new income to spend,and so on.
The broken window didn’t create net new

spending; it just diverted spending from
somewhereelse. The broken window does

not create new activity, just different activ-
ity. People see the activity that takes place.
They don't see the activity that would have
taken place.

The broken window fallacy is perpetu-
ated in many forms. Wheneverjob creation
or retention is the primary objective| callit
the job-counting fallacy. Economics majors
understand the non-intuitive reality that

real progress comesfrom job destruction.It
once took 90 percent of our population to
grow our food. Nowit takes 3 percent. Par-
don me,Willie, but are we worse off because

of the job losses in agriculture? The would-
have-been farmers are now college profes-
sors and computer gurus... .

So instead of counting jobs, we should
make every job count. Wewill occasionally
hit a soft spot when we have a mismatch
of supply and demandin the labor market.
But that is temporary. Don’t becomea Lud-
dite and destroy the machinery, or become
a protectionist and try to grow bananasin
New YorkCity.

TEN PRINCIPLES OF ECONOMICS

Source: The Wall StreetJoumal, June 4, 2003.

or someplace in between. This short-run trade-off plays a key role in the analy-
sis of the business cycle—the irregular and largely unpredictable fluctuations in
economic activity, as measured by the production of goods and services or the
numberof people employed.

Policymakers can exploit the short-run trade-off between inflation and unem-
ployment using various policy instruments. By changing the amountthat the
governmentspends, the amountit taxes, and the amount of moneyit prints, poli-
cymakers can influence the overall demand for goods and services. Changes in
demandin turn influence the combination of inflation and unemploymentthat
the economy experiencesin the short-run. Because these instruments of economic
policy are potentially so powerful, how policymakers should use these instru-
ments to control the economy,if atall, is a subject of continuing debate.

QUICK QUIZ List ana briefly explain the three principles that describe how the economy
as a whole works.

CONCLUSION

You now havea taste of what economicsis all about. In the coming chapters, we
develop many specific insights about people, markets, and economies. Mastering
these insights will take someeffort, but it is not an overwhelmingtask. Thefield
of economics is based on a few big ideas that can be applied in many different
situations.
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businesscycle
fluctuations in economic

activity, such as employ-
mentand production
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/01203456789:;00<=>?@?AB>CBCDE@FGEHBH>I@IJC?GKLIMNH?JKIM@OPQIBAB@RMBHB@SHLBCHKTHBCH?AIUKBHICK@V?QIGJKI@NKICQICW?CCBGJKOXEHQ?EFHLKCHENK@HFIJC?LIYKIM?JKH?WJIQO=TWKMBK@>KCL?RCHLIHBDQ?EIMKI>HBYKJQB@Y?JYKNICQ?ECHENQHLBCG??UFQ?ERBJJK@V?QIGKHHKM?EH>?AKG?HL?@Q?EMKTIACI@NB@HLKQKIMCHLIHD?JJ?ROZKMKIMKIDKRHBWCIG?EHL?RGKCHH?MKINHLBCG??UO[O\]̂_̀]abc]dêffghHENK@HCN?GKHHKMRLK@HLKQMKINHLKMKJKYI@HHKTHG??U>LIWHKMGKD?MKIHHK@NB@SIJK>HEMKOi?ERBJJE@NKMCHI@NHLKJK>HEMKGKHHKMFI@NQ?EMjEKCHB?@CRBJJGKGKHHKMD?>ECKN?@RLKMKQ?E@KKNKTHMILKJWOkOlmnn̂cop]F_bqrstouteoutsgvE@@B@SIQKJJ?RAIMUKM?YKMHLKHKTHBCH??WICCBYKI@I>HBYBHQH?UKKWQ?EMAB@NK@SISKNOw@CHKINFRLK@Q?E>?AKH?HLKK@N?DICK>HB?@FHIUKIAB@EHKI@NCEAxAIMByKRLIHQ?EVECHJKIM@KNB@Q?EM?R@R?MNCFRMBHB@SQ?EMCEAAIMQB@HLKRBNKAIMSB@CRKzYKWM?YBNKNO{LK@Q?EzYKDB@xBCLKNHLK>LIWHKMF>?AWIMKQ?EMCEAAIMBKCRBHLHLK?@KIHHLKK@N?DHLK>LIWHKMO|BNQ?EWB>UEWHLKAIB@W?B@HC}~O�]fs�bmcf]eag�LM?ESL?EHHLKG??UF�EB>U�EByyKC?DDKMB@CHI@HDKKNGI>UH?DB@N?EHBDQ?EzYKJKIM@KNRLIHQ?EIMKCEWW?CKNH?O�IUKHLK?WW?MHE@BHQH?RMBHKN?R@Q?EMI@CRKMI@NHLK@>LK>UBHISIB@CHHLKI@CRKMCWM?YBNKNIHHLBCG??UzCRKGCBHKO�LKjEByxyKCIMKAKI@HH?HKCHQ?EMGICB>>?AWMKLK@CB?@OwDQ?EMI@CRKMBCB@>?MMK>HFQ?EWM?GIGJQ@KKNH?MKYBKRHLKCK>HB?@O�O�ĉdsod]��ĉdsod]��ĉdsod]g�HHLKK@N?DKI>L>LIWHKMF�EKCHB?@CD?MvKYBKRHKCHQ?EME@NKMCHI@NB@SFI@N�M?GJKACI@N�WWJB>IxHB?@CICUQ?EH?IWWJQI@NKTHK@NHLKAIHKMBIJO�KMLIWCQ?EM
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How People Make Decisions
1: People Face Trade-offs
2: The Cost of Something Is What You Give Upto GetIt
3: Rational People Think at the Margin
4: People Respondto Incentives

How People Interact
5: Trade Can Make EveryoneBetter Off
6: Markets Are Usually a Good Way to Organize Economic Activity
7: Governments Can Sometimes Improve Market Outcomes

How the Economy as a Whole Works
8: A Country's Standard of Living DependsonIts Ability to Produce Goods and Services
9: Prices Rise When the Government Prints Too Much Money

10: Society Faces a Short-Run Trade-off between Inflation and Unemployment

SUMMARY

The fundamental lessons about individual deci-

sion makingare thatpeople face trade-offs among
alternative goals, that the cost of any action is
measuredin terms of forgone opportunities, that
rational people make decisions by comparing
marginal costs and marginal benefits, and that
people change their behavior in responseto the
incentives they face.

The fundamental lessons about interactions

among people are that trade and interdepen-
dence can be mutually beneficial, that markets

KEY CONCEPTS

CHAPTER 1 TEN PRINCIPLES OF ECONOMICS

|

Ten Principles
of Economics

are usually a good wayof coordinating economic
activity among people, and that the government
can potentially improve market outcomes by
remedying a market failure or by promoting
greater economic equality.

The fundamental lessons about the economy as a
whole are that productivity is the ultimate source
of living standards, that growth in the quantity
of moneyis the ultimate source ofinflation, and
that society faces a short-run trade-off between
inflation and unemployment.

17

 

scarcity, p. 3 marginal changes,p. 6 market power, p. 12
economics,p. 4 incentive, p. 7 productivity, p. 13
efficiency, p. 5 market economy,p. 9 inflation, p. 13
equality, p. 5 property rights, p. 10 business cycle, p. 15
opportunity cost, p. 5
rational people,p. 6

marketfailure, p. 11
externality, p. 11
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