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CHAPTER 1 TEN FRINCIFLES OF ECONOMICS

1-3 How the Economy as a Whole Works

We started 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 economy
as a whole.

1-3a Principle 8: A Country’s Standard of Living Depends
on Its Ability to Produce Goods and Services

The differences in living standards around the world are staggering, In 2017, the
average American earned about $60,000. In the same year, the average German
earned about $51,000, the average Chinese about $17,000, and the average Nigerian
only $6,000. Not surprisingly, this large variation in average income is reflected in
various measures of quality of life. Citizens of high-income countries have more
computers, more cars, better nutrition, better healthcare, and a la
tancy than do citizens of low-income countries.

Changes in living standards over time are also large. In the Unitec ° @
have historically grown about 2 percent per year (after adjusting fc
cost of living). At this rate, average income doubles every 35 year
century, average U.S. income has risen about eightfold. Add Note

What explains these large differences in living standards amon
over time? The answer is surprisingly simple. Almost all variatioc  Copy
dards is attributable to differences in countries’ productivity—tha

Mellow Yellow

of goods and services produced by each unit of labor input. In Create Flashecard

workers can produce a large quantity of goods and services per he
enjoy a high standard of living; in nations where workers are less p
people endure a more meager existence. Similarly, the growth re
productivity determines the growth rate of its average income.

The relationship between productivity and living standards is simple, but its
implications are far-reaching, If productivity is the primary determinant of living
standards, other explanations must be less important. For example, it might be
tempting to credit labor unions or minimum-wage laws for the rise in living stan-
dards of American workers over the past century. Yet the real hero of American
workers is 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
flagging productivity growth in the United States.

The relationship between productivity and living standards also has profound
implications for public policy. When thinking about how any policy will affect liv-
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