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PART ONE Introduction
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After studying this chapter,
you will be able to:

# Define economics and distinguish between
microeconomics and macroeconomics

¢ Explain the two big questions of economics

¢ Explain the key ideas that define the economic way of
thinking

@ Explain how economists go about their work as social
scientists and policy advisers

A 1

You are studying economics at a time of extraordinary challenge and change.
The United States, Europe, and Japan, the world’s richest nations, are still not
fully recovered from a deep recession in which incomes shrank and millions of
jobs were lost. Brazil, China, India, and Russia, poorer nations with a
combined population that dwarfs our own, are growing rapidly and playing
ever-greater roles in an expanding global economy.

The economic events of the past few years stand as a stark reminder that we
live in a changing and sometimes turbulent world. New businesses are born and
old ones die. New jobs are created and old ones
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Your life will be shaped by the challenges that you
face and the opportunities that you create. But to face those challenges and
seize the opportunities they present, you must understand the powerful forces at
play. The economics that you're about to learn will become your most reliable
guide. This chapter gets you started. It describes the questions that economists
try to answer and the ways in which they think as they search for the answers.
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Definition of Economics

A fundamental fact dominates our lives: We want
more than we can get. Our inability to get everything
we want is called scareity. Scarcity is universal. It con-
fronts all living things. Even parrots face scarcity!

Not only do | want a cracker—we all want a cracker!

© The New Yorker Collection 1985
Frank Modell from cartoonbank.com. All Rights Reserved.

Think about the things that you want and the
scarcity that you face. You want to live a long and
healthy life. You want to go to a good school, college,
or university. You want to live in a well-equipped,
spacious, and comfortable home. You want the latest
smart phone and a faster Internet connection for
your laptop or iPad. You want some sports and recre-
ational gear—perhaps some new running shoes, or a
new bike. And you want more time, much more than
is available, to go to class, do your homework, play
sports and games, read novels, go to the movies, listen
to music, travel, and hang out with your friends.

What you can afford to buy is limited by your
income and by the prices you must pay. And your
time is limited by the fact that your day has 24 hours.

You want some other things that only govern-
ments provide. You want to live in a peaceful and
secure world and safe neighborhood and enjoy the
benefits of clean air, lakes, and rivers.

What governments can afford is limited by the
taxes they collect. Taxes lower people’s incomes and
compete with the other things they want to buy.

What everyone can get—what sociery can get—is
limited by the productive resources available. These
resources are the gifts of nature, human labor and
ingenuity, and all the previously produced tools and
equipment.

Because we can’t get everything we want, we must
make choices. You cant afford both a laptop and an
iPhone, so you must choose which one to buy. You
can’t spend tonight bozh studying for your next test
and going to the movies, so again, you must choose
which one to do. Governments can't spend a tax dol-
lar on both national defense and environmental pro-
tection, so they must choose how to spend that dollar.

Your choices must somehow be made consistent
with the choices of others. If you choose to buy a lap-
top, someone else must choose to sell it. Incentives rec-
oncile choices. An incentive is a reward that encourages
an action or a penalty that discourages one. Prices act
as incentives. If the price of a laptop is too high, more
will be offered for sale than people want to buy. And if
the price is too low, fewer will be offered for sale than
people want to buy. But there is a price at which
choices to buy and sell are consistent.

Economics is the social science that studies the
choices that individuals, businesses, governments,
and entire societies make as they cope with scarcity
and the incentives that influence and reconcile those
choices.

The subject has two parts:

® Microeconomics
m Macroeconomics

Microeconomics is the study of the choices that indi-
viduals and businesses make, the way these choices
interact in markets, and the influence of governments.
Some examples of microeconomic questions are: Why
are people downloading more movies? How would a
tax on e-commerce affect eBay?

Macroeconomics is the study of the performance of
the national economy and the global economy. Some
examples of macroeconomic questions are: Why is
the U.S. unemployment rate so high? Can the
Federal Reserve make our economy expand by cut-
ting interest rates?

1 List some examples of the scarcity that you face.
2 Find examples of scarcity in today’s headlines.
3 Find an illustration of the distinction between

microeconomics and macroeconomics in
today’s headlines.

You can work these questions in Study
Plan 1.1 and get instant feedback.

myeconlab




® Two Big Economic
Questions

Two big questions summarize the scope of economics:

= How do choices end up determining what, how,
and for whom goods and services are produced?

= Can the choices that people make in the pursuit of
their own self-interest also promote the broader
social interest?

What, How, and For Whom?

Goods and services are the objects that people value
and produce to satisfy human wants. Goods are physi-
cal objects such as cell phones and automobiles.
Services are tasks performed for people such as cell-
phone service and auto-repair service.

What? What we produce varies across countries and
changes over time. In the United States today, agri-
culture accounts for 1 percent of total production,
manufactured goods for 22 percent, and services
(retail and wholesale trade, health care, and education
are the biggest ones) for 77 percent. In contrast, in
China today, agriculture accounts for 11 percent of
total production, manufactured goods for 49 percent,
and services for 40 percent. Figure 1.1 shows these
numbers and also the percentages for Brazil, which
fall between those for the United States and China.
What determines these patterns of production?
How do choices end up determining the quantities of
cell phones, automobiles, cell-phone service, auto-
repair service, and the millions of other items that are
produced in the United States and around the world?

How? Goods and services are produced by using pro-
ductive resources that economists call factors of pro-
duction. Factors of production are grouped into four
categories:

m Labor
= Capical
= Entreprencurship

Land The “gifts of nature” that we use to produce
goods and services are called land. In economics,
land is what in everyday language we call natural
resources. It includes land in the everyday sense
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FIGURE 1.1 What Three Countries Produce
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Agriculture and manufacturing is a small percentage of pro-
duction in rich countries such as the United States and a
large percentage of production in poorer countries such as
China. Most of what is produced in the United States is
services.

Source of data: CIA Factbook 2010, Central Intelligence Agency.
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together with minerals, oil, gas, coal, water, air,
forests, and fish.

Our land surface and water resources are renew-
able and some of our mineral resources can be recy-
cled. But the resources that we use to create energy
are nonrenewable—they can be used only once.

Labor The work time and work effort that people
devote to producing goods and services is called
labor. Labor includes the physical and mental efforts
of all the people who work on farms and construc-
tion sites and in factories, shops, and offices.

The qguality of labor depends on human capital,
which is the knowledge and skill that people obtain
from education, on-the-job training, and work expe-
rience. You are building your own human capital
right now as you work on your economics course,
and your human capital will continue to grow as you
gain work experience.

Human capital expands over time. Today, 87 per-
cent of the adult population of the United States have
completed high school and 29 percent have a college
or university degree. Figure 1.2 shows these measures
of the growth of human capital in the United States
over the past century.
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FIGURE 1.2 A Measure of Human

Capital
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In 2008 (the most recent data), 29 percent of the popula-
tion had 4 years or more of college, up from 2 percent in
1908. A further 58 percent had completed high school, up
from 10 percent in 1908.

Source of data: U.S. Census Bureau, Statistical Abstract of the
United States, 2010.
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Capital The tools, instruments, machines, buildings,
and other constructions that businesses use to pro-
duce goods and services are called capital.

In everyday language, we talk about money,
stocks, and bonds as being “capital.” These items are
szmcial Er'ﬂ’_?[u.l%emcial capital plays an important
role in enabling businesses to borrow the funds that
they use to buy physical capital. But because financial
capital is not used to produce goods and services, it is

_not a productive resource.

Entrepreneurship The human resource that organizes
labor, land, and capital is called entrepreneurship.
Entrepreneurs come up with new ideas about what
and how to produce, make business decisions, and
bear the risks that arise from these decisions.

What determines the quantities of factors of pro-
duction that are used to produce goods and services?

For Whom? Who consumes the goods and services
that are produced depends on the incomes that peo-
ple earn. People with large incomes can buy a wide

range of goods and services. People with small
incomes have fewer options and can afford a smaller
range of goods and services.

People earn their incomes by selling the services of
the factors of production they own:

m Land earns rent.
—-anhd carns rent.
® Labor earns wages.

m Capital earns inferest.

® Entrepreneurship earns profit.

Which factor of production earns the most
income? The answer is labor. Wages and fringe bene-
fits are around 70 percent of total income. Land, cap-
ital, and entrepreneurship share the rest. These
percentages have been remarkably constant over time.

Knowing how income is shared among the fac-
tors of production doesn’t tell us how it is shared
among individuals. And the distribution of income
among individuals is extremely unequal. You know
of some people who earn very large incomes:
Angelina Jolie earns $10 million per movie; and the
New York Yankees pays Alex Rodriguez $27.5 mil-
lion a year.

You know of even more people who earn very
small incomes. Servers at McDonald’s average around
$7.25 an hour; checkout clerks, cleaners, and textile
and leather workers all earn less than $10 an hour.

You probably know about other persistent differ-
ences in incomes. Men, on average, earn more than
women; whites earn more than minorities; college
graduates earn more than high-school graduates.

We can get a good sense of who consumes the
goods and services produced by looking at the per-
centages of total income earned by different groups
of people. The 20 percent of people with the lowest
incomes earn about 5 percent of total income, while
the richest 20 percent earn close to 50 percent of
total income. So on average, people in the richest 20
percent earn more than 10 times the incomes of
those in the poorest 20 percent.

Why is the distribution of income so unequal? Why
do women and minorities earn less than white males?

Economics provides some answers to all these
questions about what, how, and for whom goods and
services are produced and much of the rest of this
book will help you to understand those answers.

We're now going to look at the second big ques-
tion of economics: Can the pursuit of self-interest
promote the social interest? This question is a diffi-
cult one both to appreciate and to answer.
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8 CHAPTER 1 What Is Economics?

The Economic Way
of Thinking

The questions that economics tries to answer tell us
about the scope of economics, but they don't tell us
how economists think and go about seeking answers
to these questions. Youre now going to see how econ-
omists go about their work.

We're going to look at six key ideas that define the
economic way of thinking. These ideas are

= A choice is a tradeoff.

= People make rational choices by comparing bene-
fits and costs.

Benefit is what you gain from something.

Cost is what you must give up to get something.

Most choices are “how-much” choices made at the
margin.

Choices respond to incentives.

A Choice Is a Tradeoff

Because we face scarcity, we must make choices.
And when we make a choice, we select from the
available alternatives. For example, you can spend
Saturday night studying for your next economics
test or having fun with your friends, but you can’t
do both of these activities at the same time. You
must choose how much time to devote to each.
Whatever choice you make, you could have chosen
something else.

You can think about your choices as tradeoffs. A

tradeoff is an exchange—giving up one thing to get

something else. When you choose how to spend your
Saturday night, you face a tradeoff between studying

and hanging out with your friends.

Making a Rational Choice

Economists view the choices that people make as
rational. A rational choice is one that compares costs
and benefits and achieves the greatest benefit over
cost for the person making the choice.

Only the wants of the person making a choice are
relevant to determine its rationality. For example,
you might like your coffee black and strong but
your friend prefers his milky and sweet. So it is
rational for you to choose espresso and for your
friend to choose cappuccino.

The idea of rational choice provides an answer to
the first question: What goods and services will be

produced and in what quantities? The answer is
those that people rationally choose to buy!

But how do people choose rationally? Why do
more people choose an iPod rather than a Zune?
Why has the U.S. government chosen to build an
interstate highway system and not an interstate
high-speed railroad system? The answers turn on
comparing benefits and costs.

Benefit: What You Gain

The benefit of something is the gain or pleasure that it
brings and is determined by preferences—by what a
person likes and dislikes and the intensity of those feel-
ings. If you get a huge kick out of “Guitar Hero,” that
video game brings you a large benefit. And if you have
little interest in listening to Yo Yo Ma playing a Vivaldi
cello concerto, that activity brings you a small benefit.

Some benefits are large and easy to identify, such
as the benefit that you get from being in school. A
big piece of that benefit is the goods and services
that you will be able to enjoy with the boost to your
earning power when you graduate. Some benefits
are small, such as the benefit you get from a slice of
pizza.

Economists measure benefit as the most that a
person is willing to give up to get something. You are
willing to give up a lot to be in school. But you
would give up only an iTunes download for a slice
of pizza.

Cost: What You Must Give Up

The opportunity cost of something is the highest-
valued alternative that must be given up to get it.

'To make the idea of opportunity cost concrete,
think about your opportunity cost of being in school.
It has two components: the things you cant afford to
buy and the things you can’t do with your time.

Start with the things you can't afford to buy. You've
spent all your income on tuition, residence fees, books,
and a laptop. If you weren't in school, you would have
spent this money on tickets to ball games and movies
and all the other things that you enjoy. But that’s only
the start of your opportunity cost. You've also given up
the opportunity to get a job. Suppose that the best job
you could get if you weren't in school is working at
Citibank as a teller earning $25,000 a year. Another
part of your opportunity cost of being in school is all
the things that you could buy with the extra $25,000
you would have.
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As you well know, being a student eats up many
hours in class time, doing homework assignments,
preparing for tests, and so on. To do all these school
activities, you must give up many hours of what would
otherwise be leisure time spent with your friends.

So the opportunity cost of being in school is all
the good things that you can’t afford and don’t have
the spare time to enjoy. You might want to put a
dollar value on that cost or you might just list all
the items that make up the opportunity cost.

The examples of opportunity cost that we've just
considered are all-or-nothing costs—you’re either in
school or not in school. Most situations are not like
this one. They involve choosing how much of an
activity to do.

How Much? Choosing at the Margin

You can allocate the next hour between studying and
instant messaging your friends, but the choice is not all
or nothing. You must decide how many minutes to
allocate to each activity. To make this decision, you
compare the benefit of a little bit more study time with
its cost—you make your choice at the margin.

The benefit that arises from an increase in an
activity is called marginal benefit. For example, your
marginal benefit from one more night of study before
a test is the boost it gives to your grade. Your mar-
ginal benefit doesn’t include the grade you're already
achieving without that extra night of work.

The opportunity cost of an increase in an activity i
called mﬁL_%_,—MIWIW
studying one more night is the cost of not spending
that night on your favorite leisure activity.

To make your decisions, you compare marginal
benefit and marginal cost. If the marginal benefit
from an extra night of study exceeds its marginal cost,
you study the extra night. If the marginal cost exceeds
the marginal benefit, you don’t study the extra night.

Choices Respond to Incentives

Economists take human nature as given and view
people as acting in their self-interest. All people—
you, other consumers, producers, politicians, and
public servants—pursue their self-interest.

Self-interested actions are not necessarily se/fish
actions. You might decide to use your resources in
ways that bring pleasure to others as well as to your-
self. But a self-interested act gets the most benefit for
you based on your view about benefit.

The Economic Way of Thinking 9

The central idea of economics is that we can pre-
dict the self-interested choices that people make by
looking at the 7ncentives they face. People undertake
those activities for which marginal benefit exceeds
marginal cost; and they reject options Tor which

— 1 O
marginal cost exceeds marginal benefit.

For example, your economics instructor gives you
a problem set and tells you these problems will be on
the next test. Your marginal benefit from working
these problems is large, so you diligently work them.
In contrast, your math instructor gives you a problem
set on a topic that she says will never be on a test.
You get little marginal benefit from working these
problems, so you decide to skip most of them.

Economists see incentives as the key to reconcil-
ing self-interest and social interest. When our
choices are not in the social interest, it is because of
the incentives we face. One of the challenges for
economists is to figure out the incentives that result
in self-interested choices being in the social interest.

Economists emphasize the crucial role that institu-
tions play in influencing the incentives that people
face as they pursue their self-interest. Laws that pro-
tect private property and markets that enable volun-
tary exchange are the fundamental institutions. You
will learn as you progress with your study of eco-
nomics that where these institutions exist, self-inter-
est can indeed promote the social interest.

1 Explain the idea of a tradeoff and think of three
tradeoffs that you have made today.

2 Explain what economists mean by rational
choice and think of three choices that you've
made today that are rational.

3 Explain why opportunity cost is the best for-
gone alternative and provide examples of some
opportunity costs that you have faced today.

4 Explain what it means to choose at the margin
and illustrate with three choices at the margin
that you have made today.

5 Explain why choices respond to incentives and
think of three incentives to which you have
responded today.

You can work these questions in Study
Plan 1.3 and get instant feedback.

myeconlab
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10 CHAPTER 1 What Is Economics?

Economics as Social Science and
Policy Tool

Economics is both a social science and a toolkit for
advising on policy decisions.

Economist as Social Scientist

As social scientists, economists seek to discover how
the economic world works. In pursuit of this goal,
like all scientists, economists distinguish between
positive and normative statements.

Positive Statements A positive statement is about

_what zs. It says what is currently believed about the
way the world operates. A positive statement might
be right or wrong, but we can test it by checking it
against the Tacts. " Our planet is warming because of
the amount of coal that we're burning” isa positive
statement. We can test whether it is right or wrong,.

“A central task of economists is to test positive

statements about how the economic world works
and to weed out those that are wrong. Economics
first got off the ground in the late 1700s, so it is a
young science compared with, for example, physics,
and much remains to be discovered.

Normative Statements A normative statement is

about what ought to be. It depends on values and can-

not be tested. Policy goals are normative statements.
For example, “We ought to cut our use of coal by 50
_percent” is a normative policy statement. You may

_agree or disagree with it, but you can’t test it. It

doesn’t assert a fact that can be checked.

Unscrambling Cause and Effect Economists are par-
ticularly interested in positive statements about
cause and effect. Are computers getting cheaper
because people are buying them in greater quanti-
ties? Or are people buying computers in greater
quantities because they are getting cheaper? Or is
some third factor causing both the price of a com-
puter to fall and the quantity of computers bought
to increase?

To answer such questions, economists create and
test economic models. An economic model is a
description of some aspect of the economic world
that includes only those features that are needed for
the purpose at hand. For example, an economic
model of a cell-phone network might include fea-
tures such as the prices of calls, the number of cell-

phone users, and the volume of calls. But the model
would ignore cell-phone colors and ringtones.

A model is tested by comparing its predictions with
the facts. But testing an economic model is difficult
because we observe the outcomes of the simultaneous
change of many factors. To cope with this problem,
economists look for natural experiments (situations
in the ordinary course of economic life in which the
one factor of interest is different and other things are
equal or similar); conduct statistical investigations to
find correlations; and perform economic experiments
by putting people in decision-making situations and
varying the influence of one factor at a time to dis-
cover how they respond.

Economist as Policy Adviser

Economics is useful. It is a toolkit for advising gov-
ernments and businesses and for making personal
decisions. Some of the most famous economists work
partly as policy advisers.

For example, Jagdish Bhagwati of Columbia
University, whom you will meet on pp. 52-54, has
advised governments and international organizations
on trade and economic development issues.

Christina Romer of the University of California,
Berkeley, is on leave and serving as the chief eco-
nomic adviser to President Barack Obama and head
of the President’s Council of Economic Advisers.

All the policy questions on which economists pro-
vide advice involve a blend of the positive and the
normative. Economics can’t help with the normative
part—the policy goal. But for a given goal, econom-
ics provides a method of evaluating alternative solu-
tions—comparing marginal benefits and marginal
costs and finding the solution that makes the best use
of the available resources.

1 Distinguish between a positive statement and a
normative statement and provide examples.

2 What is a model? Can you think of a model
that you might use in your everyday life?

3 How do economists try to disentangle cause
and effect?

4 How is economics used as a policy tool?

ryeconlab

You can work these questions in Study
Plan 1.4 and get instant feedback.
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