




http://www.dummies.com/go/getaccess




Economics
4th Edition

by Sean Masaki Flynn, PhD



Economics For Dummies®, 4th Edition
Published by: John Wiley & Sons, Inc., 111 River Street, Hoboken, NJ 07030-5774, www.wiley.com

Copyright © 2024 by John Wiley & Sons, Inc., Hoboken, New Jersey

Published simultaneously in Canada

No part of this publication may be reproduced, stored in a retrieval system or transmitted in any form or by any 
means, electronic, mechanical, photocopying, recording, scanning or otherwise, except as permitted under Sections 
107 or 108 of the 1976 United States Copyright Act, without the prior written permission of the Publisher. Requests to 
the Publisher for permission should be addressed to the Permissions Department, John Wiley & Sons, Inc., 111 River 
Street, Hoboken, NJ 07030, (201) 748-6011, fax (201) 748-6008, or online at http://www.wiley.com/go/
permissions.

Trademarks: Wiley, For Dummies, the Dummies Man logo, Dummies.com, Making Everything Easier, and related 
trade dress are trademarks or registered trademarks of John Wiley & Sons, Inc., and may not be used without written 
permission. All other trademarks are the property of their respective owners. John Wiley & Sons, Inc., is not 
associated with any product or vendor mentioned in this book.

LIMIT OF LIABILITY/DISCLAIMER OF WARRANTY: WHILE THE PUBLISHER AND AUTHORS HAVE USED THEIR 
BEST EFFORTS IN PREPARING THIS WORK, THEY MAKE NO REPRESENTATIONS OR WARRANTIES WITH RESPECT 
TO THE ACCURACY OR COMPLETENESS OF THE CONTENTS OF THIS WORK AND SPECIFICALLY DISCLAIM ALL 
WARRANTIES, INCLUDING WITHOUT LIMITATION ANY IMPLIED WARRANTIES OF MERCHANTABILITY OR 
FITNESS FOR A PARTICULAR PURPOSE. NO WARRANTY MAY BE CREATED OR EXTENDED BY SALES 
REPRESENTATIVES, WRITTEN SALES MATERIALS OR PROMOTIONAL STATEMENTS FOR THIS WORK. THE FACT 
THAT AN ORGANIZATION, WEBSITE, OR PRODUCT IS REFERRED TO IN THIS WORK AS A CITATION AND/OR 
POTENTIAL SOURCE OF FURTHER INFORMATION DOES NOT MEAN THAT THE PUBLISHER AND AUTHORS 
ENDORSE THE INFORMATION OR SERVICES THE ORGANIZATION, WEBSITE, OR PRODUCT MAY PROVIDE OR 
RECOMMENDATIONS IT MAY MAKE. THIS WORK IS SOLD WITH THE UNDERSTANDING THAT THE PUBLISHER IS 
NOT ENGAGED IN RENDERING PROFESSIONAL SERVICES. THE ADVICE AND STRATEGIES CONTAINED HEREIN 
MAY NOT BE SUITABLE FOR YOUR SITUATION. YOU SHOULD CONSULT WITH A SPECIALIST WHERE APPROPRIATE. 
FURTHER, READERS SHOULD BE AWARE THAT WEBSITES LISTED IN THIS WORK MAY HAVE CHANGED OR 
DISAPPEARED BETWEEN WHEN THIS WORK WAS WRITTEN AND WHEN IT IS READ. NEITHER THE PUBLISHER 
NOR AUTHORS SHALL BE LIABLE FOR ANY LOSS OF PROFIT OR ANY OTHER COMMERCIAL DAMAGES, INCLUDING 
BUT NOT LIMITED TO SPECIAL, INCIDENTAL, CONSEQUENTIAL, OR OTHER DAMAGES.

For general information on our other products and services, please contact our Customer Care Department within 
the U.S. at 877-762-2974, outside the U.S. at 317-572-3993, or fax 317-572-4002. For technical support, please visit 
https://hub.wiley.com/community/support/dummies.

Wiley publishes in a variety of print and electronic formats and by print-on-demand. Some material included with 
standard print versions of this book may not be included in e-books or in print-on-demand. If this book refers to 
media such as a CD or DVD that is not included in the version you purchased, you may download this material at 
http://booksupport.wiley.com. For more information about Wiley products, visit www.wiley.com.

Library of Congress Control Number: 2023943421

ISBN 978-1-394-16133-1 (pbk); ISBN 978-1-394-16135-5 (ebk); ISBN 978-1-394-16134-8 (epdf)

http://www.wiley.com
http://www.wiley.com/go/permissions
http://www.wiley.com/go/permissions
https://hub.wiley.com/community/support/dummies
http://booksupport.wiley.com
http://www.wiley.com
http://Dummies.com


Contents at a Glance
Introduction. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 1

Part 1: Economics: The Science of How 
People Deal with Scarcity. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 5
CHAPTER 1:	 What Economics Is and Why You Should Care . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 7
CHAPTER 2:	 Cookies or Ice Cream? Exploring Consumer Choices. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 23
CHAPTER 3:	 Producing Stuff to Maximize Happiness. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 37

Part 2: Microeconomics: The Science of Consumer  
and Firm Behavior. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 59
CHAPTER 4:	 Supply and Demand Made Easy. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 61
CHAPTER 5:	 Introducing Homo Economicus, the Utility-Maximizing Consumer. .  .  .  .  . 87
CHAPTER 6:	 The Core of Capitalism: The Profit-Maximizing Firm . .  .  .  .  .  .  .  .  .  .  .  .  .  .  105
CHAPTER 7:	 Why Economists Love Free Markets and Competition. .  .  .  .  .  .  .  .  .  .  .  .  .  129
CHAPTER 8:	 Monopolies: Bad Behavior When Competition Is Lacking. .  .  .  .  .  .  .  .  .  .  155
CHAPTER 9:	 Oligopoly and Monopolistic Competition: Middle Grounds. .  .  .  .  .  .  .  .  177

Part 3: Applying the Theories of Microeconomics . .  .  .  .  .  .  .  .  195
CHAPTER 10:	Property Rights and Wrongs. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  197
CHAPTER 11:	Asymmetric Information and Public Goods. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  209
CHAPTER 12:	Internet Economics: Networks and Platforms. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  225
CHAPTER 13:	 Behavioral Economics: Investigating Irrationality. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  245

Part 4: Macroeconomics: The Science of  
Economic Growth and Stability. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  263
CHAPTER 14:	How Economists Measure the Macroeconomy. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  265
CHAPTER 15:	Inflation Frustration: Why More Money Isn’t Always Good. .  .  .  .  .  .  .  .  .  285
CHAPTER 16:	Understanding Why Recessions Happen. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  303
CHAPTER 17:	Fighting Recessions with Monetary and Fiscal Policy. .  .  .  .  .  .  .  .  .  .  .  .  .  .  329
CHAPTER 18:	Grasping Origins and Effects of Financial Crises. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  359



Part 5: The Part of Tens. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  369
CHAPTER 19:	Ten Seductive Economic Fallacies . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  371
CHAPTER 20:	Ten Economic Ideas to Hold Dear. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  379
CHAPTER 21:	Ten (Or So) Super-Famous Economists. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  383
CHAPTER 22:	Ten (Or So) Recent Nobel Laureates in Economics. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  391

Glossary. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  397

Index. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  405



Table of Contents      vii

Table of Contents
INTRODUCTION . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 1

About This Book. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  1
Foolish Assumptions. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  3
Icons Used in This Book. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  3
Beyond the Book. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  4
Where to Go from Here . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  4

PART 1: ECONOMICS: THE SCIENCE OF HOW  
PEOPLE DEAL WITH SCARCITY. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 5

CHAPTER 1:	 What Economics Is and Why You Should Care. . . . . . . 7
Considering a Little Economic History. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  8

Pondering just how nasty, brutish, and short life used to be. .  .  .  .  .  8
Identifying the institutions that raise living standards. .  .  .  .  .  .  .  .  .  .  .  9
Looking toward the future. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  10

Framing Economics as the Science of Scarcity . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  11
Sending Microeconomics and Macroeconomics to  
Separate Corners. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  11

Getting up close and personal: Microeconomics. .  .  .  .  .  .  .  .  .  .  .  .  .  .  12
Zooming out: Macroeconomics and the big picture . .  .  .  .  .  .  .  .  .  .  .  15

Understanding How Economists Use Models and Graphs. .  .  .  .  .  .  .  .  .  17
Abstracting from reality is a good thing. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  17
Introducing your first model: The demand curve. .  .  .  .  .  .  .  .  .  .  .  .  .  .  18
Drawing your own demand curve. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  20

CHAPTER 2:	 Cookies or Ice Cream? Exploring Consumer 
Choices . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 23
Describing Human Behavior with a Choice Model. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  24
Pursuing Personal Happiness. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  25

Using utility to measure happiness . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  25
Taking “selfless” actions into account. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  25
Self-interest can promote the common good. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  26

You Can’t Have Everything: Examining Limitations . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  27
Resource constraints . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  27
Technology constraints. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  28
Time constraints . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  28
Opportunity cost: The unavoidable cost . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  29

Making Your Choice: Deciding What and How Much You Want. .  .  .  .  .  30



viii      Economics For Dummies

Exploring Violations and Limitations of the  
Economist’s Choice Model. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  32

Understanding uninformed decision-making. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  32
Making sense of irrationality. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  33

CHAPTER 3:	 Producing Stuff to Maximize Happiness . .  .  .  .  .  .  .  .  .  .  .  . 37
Figuring Out What’s Possible to Produce. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  38

Classifying resources. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .39
Clarifying human capital. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  39
Diminishing returns . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  40
Allocating resources. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  41
Graphing your production possibilities. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  42
Reaching new frontiers with better technology. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  45

Deciding What to Produce. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  46
Comparing market results and government interventions. . . . . . .47
Opting for a mixed economy. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  53

Promoting Technology and Innovation. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  56

PART 2: MICROECONOMICS: THE SCIENCE OF  
CONSUMER AND FIRM BEHAVIOR. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 59

CHAPTER 4:	 Supply and Demand Made Easy. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 61
Deconstructing Demand . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  62

Prices and other stuff: Looking at what affects quantity 
demanded . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  63
Graphing the demand curve. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  64
Opportunity costs: Setting the slope of the demand curve . .  .  .  .  .  66
Elasticity: Looking at extreme demand cases. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  67

Sorting Out Supply . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  69
Graphing the supply curve. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  69
Using elasticity to understand extreme supply cases. .  .  .  .  .  .  .  .  .  .  73

Bringing Supply and Demand Together. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  75
Market equilibrium: Seeking a balance . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  75
Demonstrating the stability of the market equilibrium. .  .  .  .  .  .  .  .  .  77
Adjusting to new market equilibriums when  
supply or demand changes. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  79

Price Controls: Keeping Prices Away from Market Equilibrium . .  .  .  .  .  81
Setting upper limits with price ceilings. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  82
Propping up prices with price floors. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  83

CHAPTER 5:	 Introducing Homo Economicus, the Utility-
Maximizing Consumer. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 87
Choosing by Ranking. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  88
Getting Less from More: Diminishing Marginal Utility. .  .  .  .  .  .  .  .  .  .  .  .  .  89



Table of Contents      ix

Choosing Among Many Options When Facing a Limited Budget. .  .  .  .  92
Trying to buy as much (marginal) utility as you can. .  .  .  .  .  .  .  .  .  .  .  .  92
Purchasing the best combination of two goods  
to maximize total utility . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  94
Aiming for equal marginal utility per dollar. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  97

Deriving Demand Curves from Diminishing Marginal Utility . .  .  .  .  .  .  .  99
Seeing how price changes affect quantities demanded . .  .  .  .  .  .  .  .  99
Graphing the price and quantity changes to form  
a demand curve. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  101

CHAPTER 6:	 The Core of Capitalism: The Profit-Maximizing 
Firm. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  105
A Firm’s Goal: Maximizing Profits. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  106
Facing Competition. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  107

Listing the requirements for perfect competition . .  .  .  .  .  .  .  .  .  .  .  .  107
Taking prices but setting quantities. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  108
Distinguishing between accounting profits and  
economic profits . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  110

Analyzing a Firm’s Cost Structure. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  111
Focusing on costs per unit of output. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  112
Examining average variable costs. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  113
Watching average fixed costs fall . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  114
Tracking the movement of average total costs. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  115
Focusing on marginal costs. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  116
Noticing where marginal cost equals average cost . .  .  .  .  .  .  .  .  .  .  .  117

Comparing Marginal Revenues with Marginal Costs. .  .  .  .  .  .  .  .  .  .  .  .  .  119
Finding where marginal revenue equals marginal cost. .  .  .  .  .  .  .  .  119
Visualizing profits . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  122
Visualizing losses. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  124

Pulling the Plug: When Producing Nothing Is Your Best Bet. .  .  .  .  .  .  .  125
Distinguishing between the short run and the long  
run in microeconomics. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  126
The short-run shutdown condition: Variable costs  
exceed total revenues. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  126
The long-run shutdown condition: Total costs exceed  
total revenues . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  128

CHAPTER 7:	 Why Economists Love Free Markets 
and Competition. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  129
Ensuring That Benefits Exceed Costs: Competitive Free Markets . .  .  130

Examining the traits of a properly functioning market. .  .  .  .  .  .  .  .  131
Analyzing the efficiency of free markets . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  132
Measuring everyone’s gains with total surplus. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  135



x      Economics For Dummies

When Free Markets Lose Their Freedom: Dealing with  
Deadweight Losses. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  141

Coming up short: The deadweight loss from a price ceiling. .  .  .  .  141
Death and taxes: Finding the deadweight loss of a tax. .  .  .  .  .  .  .  .  142

Hallmarks of Perfect Competition: Zero Profits and Lowest  
Possible Costs . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  146

Understanding the causes and consequences of  
perfect competition. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  146
Peering into the process of perfect competition . .  .  .  .  .  .  .  .  .  .  .  .  .  147
Graphing how profits guide firm entry and exit. .  .  .  .  .  .  .  .  .  .  .  .  .  .  149

CHAPTER 8:	 Monopolies: Bad Behavior When  
Competition Is Lacking. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  155
Examining Profit-Maximizing Monopolies. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  156

Zeroing in on the problems monopolies cause . .  .  .  .  .  .  .  .  .  .  .  .  .  .  156
Identifying the source of the problem: Decreasing  
marginal revenues. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  157
Choosing an output level to maximize profits . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  162

Comparing Monopolies with Competitive Firms . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  166
Looking at output and price levels. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  166
Deadweight losses: Quantifying the harm caused  
by monopolies. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  168
Losing efficiency. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .169

Considering Good Monopolies. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  169
Encouraging innovation and investment with patents . .  .  .  .  .  .  .  .  170
Reducing annoyingly redundant competitors. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  170
Keeping costs low with natural monopolies. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  171

Regulating Monopolies. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  172
Subsidizing a monopoly to increase output . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  172
Imposing minimum output requirements. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  172
Regulating monopoly pricing. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  173
Breaking up a monopoly into several competing firms. .  .  .  .  .  .  .  .  176

CHAPTER 9:	 Oligopoly and Monopolistic Competition: 
Middle Grounds. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  177
Oligopolies: Looking at the Allure of Joining Forces. .  .  .  .  .  .  .  .  .  .  .  .  .  .  178

Sharing power over prices. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  179
Cartel behavior: Trying to imitate monopolists. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  179
Considering the criteria for coordinating a cartel. .  .  .  .  .  .  .  .  .  .  .  .  .  180

Understanding Incentives to Cheat on a Cartel Agreement. .  .  .  .  .  .  .  181
Fleshing out the prisoner’s dilemma . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  181
Enforcing the agreement: Resolving the dilemma  
with credible threats. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  184
Seeing that OPEC is trapped in a prisoner’s dilemma. .  .  .  .  .  .  .  .  .  185
Using an enforcer to help OPEC members stick to quotas. .  .  .  .  .  187



Table of Contents      xi

Regulating Oligopolies . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  188
Breaking up dominant firms . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  188
Attempting to apply antitrust laws. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  189

Studying a Hybrid: Monopolistic Competition . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  189
Benefiting from product differentiation. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  189
Facing profit limits. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  190

PART 3: APPLYING THE THEORIES OF 
MICROECONOMICS . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  195

CHAPTER 10:	Property Rights and Wrongs. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  197
Allowing Markets to Reach Socially Optimal Outcomes . .  .  .  .  .  .  .  .  .  .  198
Examining Externalities: The Costs and Benefits  
Others Feel from Your Actions . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  199

Noting the effects of negative externalities. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  200
Accepting positive amounts of negative externalities. .  .  .  .  .  .  .  .  .  202
Dealing with negative externalities. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  203
Calculating the consequences of positive externalities. .  .  .  .  .  .  .  .  204
Subsidizing things that provide positive externalities. .  .  .  .  .  .  .  .  .  206

Tragedy of the Commons: Overexploiting Commonly Owned 
Resources. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  206

Overgrazing on a commonly owned field . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  206
Extinctions and poor property rights. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  207
Avoiding the tragedy. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  208

CHAPTER 11:	Asymmetric Information and Public Goods . .  .  .  .  .  .  209
Facing Up to Asymmetric Information. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  210

Realizing that asymmetric information limits trade. .  .  .  .  .  .  .  .  .  .  .  210
Souring on the lemons problem: The used car market. .  .  .  .  .  .  .  .  211
Issuing insurance when you can’t tell individuals apart . .  .  .  .  .  .  .  215

Providing Public Goods. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  219
Taxing to provide public goods. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  220
Enlisting philanthropy to provide public goods . .  .  .  .  .  .  .  .  .  .  .  .  .  .  220
Providing a public good by selling a related private good. .  .  .  .  .  .  222
Ranking new technology as a public good. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  222

CHAPTER 12:	Internet Economics: Networks and Platforms. .  .  .  225
Examining Economies of Scale among Internet Businesses. .  .  .  .  .  .  .  226

Pricing, profits, and elasticity. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  228
Pricing and competition at zero MC. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  231

Noticing Network Effects . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  232
Understanding how network effects enhance market power . .  .  233
Visualizing the exponential scaling of network effects . .  .  .  .  .  .  .  .  234



xii      Economics For Dummies

Deconstructing Digital Platforms . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  235
Balancing user engagement against the need to  
charge fees. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  236
Parsing platform profit maximization . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  237

Regulating the Digital Economy. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .240
Engaging with the Microsoft and Google cases . .  .  .  .  .  .  .  .  .  .  .  .  .  .  241
Distinguishing between winner-take-all and  
contestable industries . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  242
Dealing with concentration . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  243

CHAPTER 13:	 Behavioral Economics: Investigating  
Irrationality. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  245
Explaining the Need for Behavioral Economics . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  245
Complementing Neo-Classical Economics with  
Behavioral Economics. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  246
Examining Our Amazing, Efficient, and Error-Prone Brains . .  .  .  .  .  .  .  248

Deciphering heuristics . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  248
Deconstructing brain modularity . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  249
Cogitating on cognitive biases. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  250

Surveying Prospect Theory . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  251
Shrinking packages and loss aversion. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  252
Framing effects and advertising . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  253
Anchoring and credit card bills. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  254
Examining the endowment effect. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  255
Stipulating status quo bias. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  255

Countering Myopia and Time Inconsistency. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  256
Focusing on myopia . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  256
Tattling on time inconsistency. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  257
Beating self-control problems with precommitments. .  .  .  .  .  .  .  .  .  257

Gauging Fairness and Self-Interest. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  258
Defining fairness. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  259
Examining the experimental evidence for fairness . .  .  .  .  .  .  .  .  .  .  .  259
Digesting the experimental evidence on fairness . .  .  .  .  .  .  .  .  .  .  .  .  261

PART 4: MACROECONOMICS: THE SCIENCE OF  
ECONOMIC GROWTH AND STABILITY . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  263

CHAPTER 14:	How Economists Measure the Macroeconomy . .  .  265
Getting a Grip on the GDP and Its Parts. . . . . . . . . . . . . . . . . . . . . . . . .266

Leaving some things out of GDP. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  267
Tallying up what counts in GDP. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  267
Accounting for streams of incomes, and assets. .  .  .  .  .  .  .  .  .  .  .  .  .  .  268
Following the funds around and around. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  270
Counting stuff when it’s made, not when it’s sold . .  .  .  .  .  .  .  .  .  .  .  .  271
Watching GDP rise with the good, the bad, and the ugly . .  .  .  .  .  .  272



Table of Contents      xiii

Diving In to the GDP Equation. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  273
“C” is for consumption (that’s good enough for me!). .  .  .  .  .  .  .  .  .  .  274
“I” is for investment in capital stock . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  275
The big “G” (government, that is). . . . . . . . . . . . . . . . . . . . . . . . . . . .277
Measuring foreign trade with “NX”. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  278

Making Sense of International Trade and Its Effect  
on the Economy. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  279

“Trade deficit” ain’t fightin’ words. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  279
Considering assets — not just cash . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  280
Wielding a comparative advantage. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  282

CHAPTER 15:	Inflation Frustration: Why More Money 
Isn’t Always Good. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  285
Buying an Inflation: When Too Much Money Is a Bad Thing. .  .  .  .  .  .  .  286

Balancing money supply and demand. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  287
Giving in to the inflation temptation. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  289
Tallying up the effects of inflation. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  293

Measuring Inflation. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  295
Creating your very own market basket . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  296
Calculating the inflation rate. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  297
Setting up a price index . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  297
Determining the real standard of living with the price index. .  .  .  299
Identifying price index problems . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  299

Pricing the Future: Nominal and Real Interest Rates. .  .  .  .  .  .  .  .  .  .  .  .  .  301
Using the Fisher equation . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  301
Realizing that predictions aren’t perfect . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  302

CHAPTER 16:	Understanding Why Recessions Happen. .  .  .  .  .  .  .  .  .  .  303
Introducing the Business Cycle. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  304
Striving for Full-Employment Output. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  305
Returning to Y*: The Natural Result of Price Adjustments. .  .  .  .  .  .  .  .  306
Responding to Economic Shocks: Short-Run and  
Long-Run Effects. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  307

Defining some critical terms . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  307
Contemplating the Tao of P: Looking at price  
adjustments in the long run. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  309
A shock to the system: Adjusting to a shift in  
aggregate demand . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  310
Dealing with fixed prices in the short run. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  311
Putting together the long and short of it. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  313

Heading toward Recession: Getting Stuck with Sticky Prices. .  .  .  .  .  .  315
Cutting wages or cutting workers. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  315
Adding up the costs of wages and profits. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  316
Returning to Y* with and without government intervention. .  .  .  .  317



xiv      Economics For Dummies

Achieving Equilibrium with Sticky Prices: The Keynesian Model . .  .  .  318
Adjusting inventories instead of prices . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  319
Boosting GDP in the Keynesian model. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  327

CHAPTER 17:	Fighting Recessions with Monetary and 
Fiscal Policy. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  329
Stimulating Demand to End Recessions . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  330

Aiming for full-employment output. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  330
Back to work: Shifting the AD curve right . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  332

Generating Inflation: The Risk of Too Much Stimulation. .  .  .  .  .  .  .  .  .  .  332
Trying to increase output beyond Y* . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  333
Tracing the movement of real wages. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  334
Failing to stimulate: What happens when a  
stimulus is expected. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  336

Figuring Out Fiscal Policy. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  340
Increasing government spending to help end recessions. .  .  .  .  .  .  340
Dealing with deficits . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  342

Dissecting Monetary Policy . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  344
Identifying the benefits of fiat money over the gold standard. .  .  345
Realizing you can have too much money. . . . . . . . . . . . . . . . . . . . .346
Getting the basics about bonds. . . . . . . . . . . . . . . . . . . . . . . . . . . . .348
Seeing the link between bond prices and interest rates. .  .  .  .  .  .  .  349
Changing the money supply to change interest rates. .  .  .  .  .  .  .  .  .  350
Lowering interest rates to stimulate the economy . .  .  .  .  .  .  .  .  .  .  .  351
Adding In the Administered Rates . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  352
Understanding how rational expectations can  
limit monetary policy . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  353
Examining quantitative easing and the Great Recession . .  .  .  .  .  .  356

CHAPTER 18:	Grasping Origins and Effects of  
Financial Crises . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  359
Understanding How Debt-Driven Bubbles Develop. .  .  .  .  .  .  .  .  .  .  .  .  .  .  360

Embracing borrowing in a booming economy. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  361
Offering larger loans as collateral values rise. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  361
Relaxing lending standards. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  362
Borrowing more in hopes of profit. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  362
Watching the process gain momentum. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  363

Seeing the Bubble Burst. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  363
Deleveraging: Trying to ditch debt as prices fall. .  .  .  .  .  .  .  .  .  .  .  .  .  .  363
Comprehending bank collapses caused by bursting bubbles . .  .  364
Leading into a recession. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  365



Table of Contents      xv

After the Crisis: Looking at Recovery . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  366
Enduring a broken banking system . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  366
Struggling with structural mismatches. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  367
Noting the limits of government policy. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  368

PART 5: THE PART OF TENS. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  369

CHAPTER 19:	Ten Seductive Economic Fallacies . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  371
The Lump-of-Labor Fallacy. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  371
The Overpopulation Fallacy. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  372
The Sequence Fallacy . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  373
The Protectionism Fallacy . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  373
The Fallacy of Composition . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  374
The All-In Fallacy . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  374
The Market-Instability Fallacy . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  375
The Cheap-Foreign-Wages Fallacy . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  375
The Tax-Incentives Fallacy . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  376
The Unintended-Consequences Fallacy. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  376

CHAPTER 20:	Ten Economic Ideas to Hold Dear. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  379
Self-Interest Can Improve Society. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  379
Free Markets Require Regulation. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  380
Economic Growth Relies on Innovation. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  380
Freedom and Democracy Make Us Richer. . . . . . . . . . . . . . . . . . . . . . .380
Education Raises Living Standards. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  380
Intellectual Property Boosts Innovation. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  381
Weak Property Rights Cause All Environmental Problems. .  .  .  .  .  .  .  .  381
International Trade Is a Good Thing. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  381
Government Can Provide Public Goods. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  382
Preventing Inflation Is Easy . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  382

CHAPTER 21:	Ten (Or So) Super-Famous Economists . .  .  .  .  .  .  .  .  .  .  .  .  383
Adam Smith. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  383
David Ricardo. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  384
Karl Marx . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  384
Alfred Marshall. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  385
John Maynard Keynes. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  386
Kenneth Arrow and Gerard Debreu. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  386
Milton Friedman . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  386
Paul Samuelson. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  387
Robert Solow. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  387
Gary Becker . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  388
Robert Lucas . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  388



xvi      Economics For Dummies

CHAPTER 22:	Ten (Or So) Recent Nobel Laureates  
in Economics. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  391
Amartya Sen. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  391
Daniel Kahneman. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  392
Elinor Ostrom. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  392
Dan McFadden. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  393
Vernon Smith. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  393
George Akerlof. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  393
Esther Duflo. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  394
Paul Krugman. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  394
David Card . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  395
Richard Thaler. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  395
Robert Shiller. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  396
Ben Bernanke. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .396

GLOSSARY . .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  397

INDEX. .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  405



Introduction      1

Introduction

Economics is about humanity’s struggle to achieve happiness in a world full 
of constraints. There’s never enough time or money to do everything people 
want, and things like curing cancer are still impossible because the necessary 

technologies haven’t been developed yet. But people are clever. They tinker and 
invent, ponder and innovate. They look at what they have and what they can do 
with it and take steps to make sure that if they can’t have everything, they’ll at 
least have as much as possible.

Having to choose is a fundamental part of everyday life. The science that studies 
how people choose  — economics  — is indispensable if you really want to 
understand human beings both as individuals and as members of larger organiza-
tions. Sadly, though, economics has typically been explained quite badly. As a 
result, people tend to either dismiss it as impenetrable gobbledygook or stand 
falsely in awe of it. After all, if it’s hard to understand, it must be important, right?

I wrote this book so you can quickly and easily understand economics for what it 
is  — a serious science that studies a serious subject and has developed some 
seriously good ways of explaining human behavior in the (very serious) real world. 
You’ll understand much more about people, the government, international rela-
tions, business, and environmental issues after reading these pages. Economics 
touches on nearly everything, so the returns to reading this book are enormous.

About This Book
The Scottish historian Thomas Carlyle called economics the “dismal science.” I’m 
going to do my best to make sure that you don’t come to agree with him.

I’ve organized this book to get as much economics into you as quickly and effort-
lessly as possible. I’ve also done my best to keep it lively and fun.
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In this book, you find the most important economic theories, hypotheses, and 
discoveries without a zillion obscure details, outdated examples, or complicated 
mathematical “proofs.” Among the topics covered are

» How the government fights recessions and unemployment

» How and why international trade benefits both individuals and nations

» Why faulty or nonexistent property rights are responsible for most environ-
mental problems, including global warming, air pollution, and species
extinctions

» How profit guides businesses to produce both existing goods and services as 
well as new products

» How prices serve as signals in market economies

» Why competitive firms are almost always better for society than monopolies

» How the Federal Reserve controls the money supply, interest rates, and 
inflation at the same time

» Why government policies such as price controls and subsidies often cause 
much more harm than good

» How the simple supply-and-demand model can explain the prices of every-
thing from comic books to open-heart surgeries

You can read the chapters in any order and immediately jump to what you need to 
know without having to read a bunch of stuff that you couldn’t care less about.

Economists like competition, so you shouldn’t be surprised that there are a lot of 
competing views when it comes to economic institutions and economic policy. 
Indeed, it’s only through vigorous debate and careful review of the evidence that 
the profession improves its understanding of how the world works. This book 
contains core ideas and concepts that economists agree are valid and important — 
I try to steer clear of fads or ideas that foster a lot of disagreement. (If you want to 
be subjected to my opinions and pet theories, you’ll have to buy me a drink.)

Note: Economics is full of two things you may not find very appealing: jargon and 
algebra. To minimize confusion, whenever I introduce a new term, I put it in italics 
and follow it closely with an easy-to-understand definition. Also, whenever I 
bring algebra into the discussion, I use those handy italics again to let you know 
that I’m referring to a mathematical variable. For instance, I is the abbreviation 
for investment, so you may see a sentence like this: I think I is too big.

I try to keep equations to a minimum, but sometimes they help to clarify things. 
In such instances, I sometimes use several equations, one after another. To avoid 
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confusion about which equation I’m referring to at any given time, I give each 
equation a number, which I put in parentheses. For example,

E mc2	 (1)

MTV ESPN CNN2	 (2)

Foolish Assumptions
I wrote this book assuming some things about you:

»» You’re sharp, thoughtful, and interested in how the world works.

»» You’re either a student trying to flesh out what you’re learning in class or 
you’re a citizen of the world who realizes that a good grounding in economics 
will help you understand everything from business and politics to social issues 
like poverty and discrimination.

»» You want to know some economics, but you’re also busy leading a full life. 
Consequently, although you want the crucial facts, you don’t want to have to 
read through a bunch of minutiae to find them.

»» You’re not totally intimidated by numbers, facts, and figures. Indeed, you 
welcome them because you like to have things proven to you instead of taking 
them on faith.

»» You like learning why as well as what. You want to know why things happen 
and how they work instead of just memorizing factoids.

Icons Used in This Book
To make this book easier to read and simpler to use, I include a few icons to help 
you find and fathom critical ideas and information.

This icon alerts you that I’m explaining a fundamental economic concept or fact 
that you would do well to stash away in your memory for later use.

This icon tells you that the ideas and information that it accompanies are a bit 
more technical or mathematical than other sections of the book. This information 
can be interesting and informative, but I’ve designed the book so that you don’t 
need to understand it to get the big picture about what’s happening. Feel free to 
skip this stuff if you want.
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This icon points out time savers. I place this icon next to suggestions for ways to 
do or think about things that can save you some effort.

This icon indicates troublesome areas. I’ve used it to identify potential pitfalls.

Beyond the Book
To view this book’s Cheat Sheet, go to www.dummies.com and search for “Econom-
ics For Dummies Cheat Sheet” for a handy reference guide that answers common 
questions about economics.

To gain access to the online practice, all you have to do is register. Just follow 
these simple steps:

1.	 Register your book or ebook at Dummies.com to get your PIN. Go to  
www.dummies.com/go/getaccess.

2.	 Select your product from the drop-down list on that page.

3.	 Follow the prompts to validate your product. Then check your email for a 
confirmation message with your PIN and instructions for logging in.

If you don’t receive this email within two hours, please check your spam folder 
before contacting us through our Technical Support website at http://support. 
wiley.com or by phone at 877-762-2974.

Now you’re ready to go! You can return to the practice material as often as you 
want. Just log on with the username and password you created during your initial 
login. No need to enter the access code a second time.

Your registration is good for one year from the day you activate your PIN.

Where to Go from Here
This book is set up so that you can understand what’s happening even if you skip 
around. The book is also divided into independent parts so that you can, for 
instance, read all about microeconomics without having to read anything about 
macroeconomics. The table of contents and index can help you find specific topics 
easily. But if you don’t know where to begin, just do the old-fashioned thing and 
start at the beginning.

https://www.dummies.com/
http://www.dummies.com/go/getaccess
http://support.wiley.com/
http://support.wiley.com/
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IN THIS PART . . .

Find out what economics is, what economists do, and 
why these things are important.

Decipher how people decide what brings them the 
most happiness.

Understand how goods and services are produced, 
how resources are allocated, and the roles of 
government and the market.
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Chapter 1
What Economics Is and 
Why You Should Care

Economics studies how people and societies make decisions that allow them to 
get the most from their limited resources. And because every country, every 
business, and every person has to deal with constraints, economics is every­

where. At this very moment, for example, you could be doing something other 
than reading this book. You could be grueling through your hundredth pushup, 
bingeing the hottest series on Netflix, or texting with that friend you reconnected 
with at your last reunion. You should only be reading this book if doing so is the 
best possible use of your limited time. In the same way, you should hope that the 
resources used to create this book have been put to their best use and that every 
dollar your government spends is being managed in the best possible way.

Economics gets to the heart of these issues by analyzing the behavior of individu­
als, firms, governments, and other social and political institutions to see how well 
they convert humanity’s limited resources into the goods and services that would 
best satisfy needs and wants.

IN THIS CHAPTER

»» Taking a quick peek at economic 
history

»» Observing how people cope with 
scarcity

»» Separating macroeconomics from 
microeconomics

»» Getting a grip on economic graphs 
and models
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Considering a Little Economic History
To better understand today’s economic situation and what sorts of changes might 
promote the most significant improvements in economic efficiency, you have to 
look back on economic history to see how humanity got to where it is now. Please 
stick with me. I’ll make this discussion as efficient and painless as possible.

Pondering just how nasty, brutish,  
and short life used to be
For most of human history, people didn’t manage to squeeze much out of their 
limited resources. Living standards were quite low, and people lived poor, short, 
and painful lives. (Forget about being able to microwave the Lean Cuisine you had 
delivered to your doorstep or have a video chat with your doctor about the peculi­
arity of your Tuesday-only food allergy.) Consider the following facts, which 
didn’t change until just a few centuries ago:

»» Life expectancy at birth was about 25 years.

»» More than 30 percent of newborns never made it to their fifth birthdays.

»» Most people experienced horrible diseases and starvation.

»» The standard of living was low and stayed low, generation after generation. 
Except for the nobles, everybody lived at or near subsistence, century after 
century.

In the past 250 years or so, everything changed. For the first time in history, 
people figured out how to use electricity, computers, television and radio, antibi­
otics, aviation, and a host of other technologies, including artificial intelligence 
and genetic engineering. Each has allowed people to accomplish much more with 
the limited amounts of air, water, soil, and sea they were given on Earth. The 
result has been an explosion in living standards, with life expectancy at birth now 
greater than 70 years worldwide and many people able to afford much better 
housing, clothing, and food than imaginable a few hundred years ago.

Of course, not everything is perfect. Grinding poverty is still a fact of life in a sig­
nificant fraction of the world. And even the wealthiest nations have to cope with 
pressing economic problems like unemployment and how to transition workers 
from dying industries to growing ones. But the fact remains that the modern 
world is much richer than it was in centuries past. Even better, most nations now 
enjoy sustained economic growth so that their living standards rise almost every 
year.



CHAPTER 1  What Economics Is and Why You Should Care      9

Identifying the institutions that  
raise living standards
The obvious reason for higher living standards is that humans have recently dis­
covered lots of valuable technologies. But if you dig a little deeper, you have to 
wonder why a technologically innovative society didn’t happen earlier.

The ancient Greeks, for example, invented a simple steam engine as well as a 
sophisticated mechanical computer that could calculate dates centuries into the 
future. They even developed a mechanical way of storing what today would be 
called a computer algorithm. But they never got around to having an industrial 
revolution or figuring out how they could raise the average person’s standard of 
living.

Ancient Greece wasn’t alone. Even though there have always been brilliant people 
in every society in history, it wasn’t until the late 18th century, in England, that 
the Industrial Revolution started. Only then did living standards begin to rise sub­
stantially, year after year.

What factors combined in the late 18th century to so radically accelerate economic 
growth? The short answer is that the following institutions were in place:

»» Democracy: Because the commoners outnumbered the nobles, the advent of 
democracy meant that, for the first time, governments reflected the interests 
of society at large. A significant result was the creation of government policy 
that favored city-dwelling merchants and manufacturers over landed nobles 
living out in the countryside.

»» The limited liability corporation: Under this business structure, investors 
could lose only the amount of their investments rather than being personally 
liable for all of a business’s debts and liabilities. That reduction in risk led to 
way more investing — enough, in fact, to pay for factories and railroads and 
steamships.

»» Patent rights to protect inventors: Before patents, inventors usually saw  
their ideas stolen before they could make any money. By giving inventors the 
exclusive right to market and sell their inventions, patents provided a financial 
incentive to produce lots of inventions. Indeed, after patents came into being, 
the world saw its first full-time inventors — people who made a living by 
inventing things. (Hello, Thomas Edison, Alexander Graham Bell, and Grace 
Hopper!)

»» Widespread literacy and education: After the Industrial Revolution began, 
many nations began to make primary education mandatory. They understood 
that without widespread literacy, there would be few inventors and little 
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progress. In addition, an educated workforce made spreading and implement-
ing new technologies much easier. Soon, middle school and high school were 
mandated, too, paving the way for rapid and sustained economic growth.

Institutions and policies like these have given people a world of growth and 
opportunity. We enjoy a material abundance so unprecedented in world history 
that the most significant public health problem in many countries today is obe­
sity. (Maybe if we had to forage for our own Lean Cuisine. . .)

Looking toward the future
Moving forward, the challenge is getting even more of what people want out of the 
world’s limited pool of resources. We must face this challenge because problems 
like infant mortality, child labor, malnutrition, endemic disease, illiteracy, and 
unemployment are alleviated by higher living standards.

Economists believe that many of the poverty-related problems found in less eco­
nomically developed areas might be alleviated if those areas adopt some of the 
institutions that have helped already-developed areas reach high levels of mate­
rial prosperity.

On the other hand, economists point out that developing areas should learn from 
the mistakes of the past. There’s no need to blindly copy the “smokestack indus­
trialization” and heavy pollution that characterized the economic rise of England, 
Japan, and the United States in the 19th and 20th centuries. Modern development 
can be clean and green.

To summarize, three interrelated and excellent reasons should motivate you to 
read this book and get a firm grasp of economics:

»» You can discover how modern economies function. Doing so can help you 
understand how they’ve raised living standards and where they 
could improve.

»» By getting a thorough handle on fundamental economic principles, you 
can judge the economic policy proposals that politicians and activists 
promote. After reading this book, you’ll be much better able to sort the good 
from the bad.

»» You’ll be able to spout off some interesting factoids at parties. Hey, 
whatever it takes to get a date, right?
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Framing Economics as the  
Science of Scarcity

Chapter 2 delves into scarcity and the tradeoffs that it forces people to make.

The fundamental and unavoidable constraint that generates a need for the science 
of economics is scarcity: There isn’t nearly enough time or stuff to satisfy human 
desires.

To compensate, people have to make hard choices about what to produce and what 
to consume. If they do so wisely, they can at least have the best of what’s possible, 
even though what they end up with will likely fall far short of everything they 
dreamed of.

The processes that people follow when attempting to deal with scarcity turn out 
to be intimately connected with a phenomenon known as diminishing returns, 
which describes the sad fact that each additional amount of a resource that’s 
thrown at a production process brings forth successively smaller amounts of 
output.

Like scarcity, diminishing returns is unavoidable. In Chapter 3, I explain how peo­
ple deal with diminishing returns to get the most out of humanity’s limited pool 
of resources.

Sending Microeconomics and 
Macroeconomics to Separate Corners

The central organizing principle I use in this book is to divide economics into its 
two broad pieces: macroeconomics and microeconomics:

»» Microeconomics focuses on individual people and individual firms. It explains 
how individuals behave when deciding where to spend their money or how to 
invest their savings. And it describes how profit-maximizing firms behave 
when competing against each other.

»» Macroeconomics looks at the economy as an organic whole by focusing on 
statistics that reflect economy-wide trends, such as interest rates, inflation, 
and unemployment. It also encompasses the study of economic growth and 
the methods governments use to try to moderate the harm caused by 
recessions.



12      PART 1  Economics: The Science of How People Deal with Scarcity

Some basic principles, such as scarcity and diminishing returns, underly both 
microeconomics and macroeconomics. Consequently, I spend the rest of Part  1 
explaining these fundamentals before diving into microeconomics in Part 2 and 
macroeconomics in Part 4.

It’s a good idea, though, for us to pause a little and use the next few pages to give 
you a slightly more detailed overview of microeconomics and macroeconomics. 
That way, you’ll be able to jump around and read the book out of order without 
losing context. Don’t worry. It’s not like turning to the last page of a murder mys­
tery to find out who done it.

Getting up close and personal: 
Microeconomics
Microeconomics gets down to the nitty-gritty, studying the most fundamental 
economic agents: individuals and firms. Topics include supply and demand, com­
petition, property rights, market failures, and how the government might want to 
regulate giant internet companies like Google and Microsoft.

Balancing supply and demand
In a modern economy, individuals and firms produce and consume everything 
that’s made. Producers determine supply, consumers determine demand, and 
their interaction in markets determines what’s made and how much it costs. (See 
Chapter 4 for details.)

Individuals make economic decisions about how to get the most happiness out of 
their limited incomes. They do this first by assessing how much utility, or satisfac­
tion, each possible course of action would give them. They then weigh costs and 
benefits to select the course of action that will yield the greatest amount of utility 
possible given their limited incomes. These decisions generate the demand curves 
that affect prices and output levels in markets. I cover these decisions and demand 
curves in Chapter 5.

In a similar way, the profit-maximizing decisions of firms generate the supply 
curves that affect markets. Every firm will decide what to produce and how much 
to produce by comparing costs and revenues. A unit of output will only be pro­
duced if doing so will increase its maker’s profit. In particular, a firm will only 
produce a unit if the increase in revenue from selling it exceeds the unit’s cost of 
production. This behavior underpins the upward slope of supply curves and affect 
prices and output levels in markets, as I discuss in Chapter 6.


