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Dear AP Macroeconomics Student:

As the summer begins, the macroeconomic outlook appears uncertain due to conflicting economic indicators. While production has steadily increased and unemployment remains low, recent stock market volatility and continued uncertainty around trade relations illustrate that there could be issues to come. One cannot predict how the upcoming election will impact economic circumstances.
We will begin the year by examining fundamental economic principles such as scarcity, choice, and supply and demand.  These central concepts will drive all the theories and models we will be exploring and it is helpful to have some experience and context in order to help them come to life. 

Over the summer you have two tasks to complete. First, read a book of your choosing from the list on the next page. Each of the books examines a different aspect of our economy and provides insight into how real economic decisions are made. As you read this book, consider how it brings to life fundamental economic concepts and take notes based on the questions on the next page. Second, read an introductory chapter from an economics textbook found on the social studies homepage. Create an outline based on the chapter. Your notes and chapter outline will be checked at the beginning of school and will serve as your study guide for an essay you will write during the first week of school. 

The summer reading assignment package (the book list and the introductory chapter) will be available on the Social Studies homepage. I look forward to meeting all of you soon!







_______________________________







Lauren Albert
AP MACROECONOMICS SUMMER READING ASSIGNMENT 6/19
 

 

Economics tries to address the following problem:
 

How do people, with their constantly increasing desire for more goods and services, exist in a society that has limited resources? More specifically, how do individuals, household, business and nations go about making decisions concerning what to produce, how to produce it and who gets it? Who makes the major decisions in each case?
 

The following non-fiction books take a variety of looks at how some of these decisions are made. You are to choose one of the following books to read and take notes based on the study questions below. Those notes will be checked at the start of September and will serve as your study guide for an in-class essay during the first two weeks of school. The textbook chapter is also available on the social studies website.
 

1. What are two or three major points the author is trying to make?

2. How do you feel about the issues or arguments discussed in the book?

3. How does this book relate to the study of economics, as outlined in the text chapter?

4. What is being bought and sold in the book?

5. What market(s) are being discussed?

6. Who makes the key decisions in the book and where does their power come from?

7. What options do the decision makers have to choose from?

8. How does this book help you understand the world we live in?

9. What questions were raised, by reading this book, that you hope would be answered by the AP course?

10. What would be the major reason to recommend this book to another student?

 

 

Book Selections:
 

· Fast Food Nation, Eric Schlosser – A look at America’s obsession with burgers, fries, etc. This book examines the innerworkings of a single market. 
· The World is Flat, Thomas L. Friedman – A discussion of globalization and its impact on our domestic economy and the global market.
· Liars Poker, Michael Lewis – The author describes his experience working in finance on Wall Street.
· ​The Big Short Michael Lewis- This book explains the many causes of the 2008 Recession. This book is one of the more term-heavy books on the list due to subject matter but is highly recommended.
· Moneyball, Michael Lewis – The economics of baseball. Specifically, how the Oakland A’s always field a competitive team, while spending one tenth of what the Yankees spend. 
· Nickel and Dimed, Barbara Ehrenreich – A study in trying to get by on the minimum wage.
· Deep Economy, Bill McKibben –Examining the conflict between growth and the environment.
 

 

Remember that your chapter outline and notes will be checked at the start of school!!!
[image: image1.png]Exploring Economics

deas are important, They change civilizations. Most of the world in the last
two decades has renewed its interest in economic ideas. The phrase “It's the econ-
omy, stupid” became the political mantra of the Clinton administration. Britain in
the 1980s tufned to markets to bring the economy out of the doldrums. Both the
former Soviet Union and China have looked to economic incentives and markets to
help Sptf their economies. China has had remarkable success. While the economy
is improving in Russia, it s still a work in progress.

Why are governments so preoccupied with economic growth? Does it really mat-
ter that much? Answering the last question answers the first. Our level of economic
growth today largely determines the standards of living for our children, and their
children, and then their children.

How jmportant is economic growth, really? To put this in perspective, let’s con-
duct thie following experiment. Today, our real gross domestic product (GDP; it rep-
resents all the goods and services produced annually, or you can think of it as our
income) is roughly $12 trillion (that's a 12 with 12 zeros—a very big number). The
United States has the largest economy in the world, with the European Union a
close second. To see the importance of economic growth rates on our standard of
living, let’s assume that from 1930 to today our growth rate was just 1 percentage
point less every year. So, for example, if our economy grew at a 7% rate between
1953 and 1954, we will assume that it really only grew at a 6% rate

What would be the impact of lowering our growth rate just 1 percentage point
every year over the last 75 years? Simply subtracting 1 percentage point would cut
in half the size of our economy today. Since we have removed the effects of infla-
tion from our estimates, this small adjustment in economic growth rates each year
would give us real (adjusted for inflation) aggregate income of less than $6 trillion
today—not the $12 trillion we actually have.

The ideas of economics
and political philosophers,
both when they are right
and when they are wrong,
are more powerful than is
commonly understood.
indeed, the world is ruled
by little else. | am sure that
the power of vested
interests is vastly
exaggerated compared to
the gradual encroachment

of ideas.

John Maynard Keynes
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While real GDP for the fotal economy is not a perfect measure of our standard
of living, real GDP per capita, a better measure, would also roughly be cut in half.
So, toss out half your stuff and move to an apartment half the size you are in today.
Note that we have ignored a bunch of complementary impacts like reduced edu-
cation, as well as reduced research and development, that are closely associated
with lower incomes. These impacts probably would have reduced these numbers
and our standard of living even further. If we were to conduct this little experiment
going back to the beginning of the century rather than from 1930, we would likely
have the standard of living of Mexico today.

This calculation shows that economic growth is crucial if we are to make this
world a better place to live. This example leads to an obvious question: What causes
economic growth? Why have some countries leaped ahead, while others have made
little progress at all?

John Kay" examined 19 highly productive countries with the highest living stan-
dards in the world. He found that they were distinguished from the other countries
in the world by numerous complex relationships. Highly productive countries have
the following characteristics:

Most are democracies.

Most have high environmental standards.

Most have cool climates.

Most enjoy freedom of expression.

Women's rights and freedoms are better protected.
Most enjoy better health.

Population is taller.

Government is less corrupt.

Income inequality is lower.

Inflation is lower.

Population is more literate.

Most have fewer restrictions on trade (more open).
Population growth is lower.

Property rights are more secure.

John Kay noted that “correlation does not imply causation.” Some of these char-
acteristics follow from a nation being more productive and rich; some, like literacy
and health, help promote productivity. These are clearly complex relationships. As
Jared Diamond? has argued, development in Europe and the United States bene-
fited from immense luck with the weather and the types of flora and fauna native
to our regions. Without all three, he argued we would probably not have seen the
high level of economic growth that has transpired.

That is why the structure of the society and the economy are so important, and
why politicians and governments focus so much of their attention on economic
issues. Economies do not develop overnight; it can take 50 years or more to pro-
duce modern living standards. For many countries of the world, even beginning
today with the right economic programs and policies might mean it would not be
until the end of this century before their living standards reach our standards of
today. And by that time, much of the world will have moved on.

Today, some people are concerned about outsourcing, globalization, and inter-
national trade. Look at this from an undeveloped country’s point of view. These
things can help them rise from abjéct poverty to attain modern living standards.

1john Kay, The Truth About Markets: Their Genius, Their Limits, Their Follies (London: Allen Lane),
2003, pp. 27-31. The highly productive countries are United States, Singapore, Switzerland, Norway,
Canada, Denmark, Belgium, Japan, Austria, France, Hong Kong, Netherlands, Germany, United King-
dom, Finland, Italy, Australia, Sweden, and Ireland.

2Jared Diamond, Guns, Germs, and Steel: The Fates of Human Societies (New York: WW Norton),
1999.
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After all, the United States was once underdeveloped, and trade with richer nations
Jike France and Britain helped us develop. .

Modern technologies and improvements in coraputing, transportation, and com-
munications all are accelerating the development process. For example, cellular
phone infrastructure is so much cheaper to install than the landline technology of
the past. This has meant that developing nations can now get a state-of-the-art cor-
munications network at a fraction of the price that the United States paid to lay
and string cables over the last century. Future communications will undoubtedly
be wireless, so many developing nations will be up to speed in a decade. We will
see early in this book what countries can do to accelerate their economic growth.

This is the broad picture. Living standards are important, and economic growth
improves living standards. Certain programs and policies can foster economic
growth. So far, so good. But you are probably asking: What is in it for me? Why
should I study economics if I am never going to be an economist? Probably the best
reason is that you will spend roughly the next 40 years working in an economic
environment. You will have a job; you will pay taxes; you will see the overall econ-
omy go from recession to a growth spurt and then maybe stagnate; you will have
money to invest; and you will have to vote on economic issues affecting your local-
ity, your region, and your country. It will benefit you to know how the economy
works, what to expect in the future, and how to correct the economy’s flaws.

But more than that—much more, in fact—economic analysis gives you a struc-
ture from which you can make decisions in a more rational manner. This course
may well change the way you look at the world. It can open your eyes to how you
make everyday decisions from what to buy to whom to marry. It may even make
you reconsider your major.

Notice that we have just talked about economic analysis as a way of analyzing
decisions that are not “economic” in the general sense of the term. That is the ben-
efit of learning economic analysis. It can be applied all over the map. Sure, learn-
ing economic thinking may change your views on spending and saving, on how you
feel about government deficits and public debt, and on your opinion of globaliza-
tion and international trade. You may also reflect differently on environmental poli-
cies and what unions do. But you also may develop a different perspective on how
much time to study each of your courses this term, or how much to eat at an
all-you-can-eat buffet. Such is the broad scope of economic analysis.

In this introductory chapter, we will look at what economics is about. We take
a brief look at a key method of economic analysis: model building. Economists use
stylized facts and the technique of holding some variables constant to develop
testable theories about how consumers, businesses, and government act. Second,
we turn to a short discussion of some key principles of economics to give you a
sense of the guiding concepts you will meet throughout this book.

The purpose of this introductory chapter is just that: introductory. It seeks to
give you a sense of what economics is, what concepts it uses, and what it finds to
be important. Do not go into this chapter thinking you have to memorize these con-
cepts. You will be given many opportunities to understand and use these concepts
throughout this course. Rather, use this chapter to get a sense of the broad scope
of economics. Then return to this chapter at the end of the course and see if every-
thing has now become crystal clear.

® Explain the scope of economics and economic analysis.
® Differentiate between microeconomics and macroeconomics.
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m Describe how economists use models.

m Describe the ceteris paribus assumption.

m Discuss the difference between efficiency and equity.
m Describe the key ideas in economics.

What Is Economics Aboﬁt? -

Microeconomics
Microeconomics focuses on
decision making by individuals,

‘ businesses, industries, and
government.

Economics is a very broad subject, and often it seems that economics has some
thing important to say about almost everything.

For example, economics has some important things to say about crime and pun
ishment. On first glance, you might think we are talking about the cost of a prisol
system when we apply economic analysis here. But if we categorize economics a
a way of thinking about how people make rational decisions, we can broaden thi
discussion. Economics considers criminals and potential criminals as rational peo
ple who follow their incentives. Criminals are concerned with getting caught anc
being punished: That is their cost. Longer prison sentences potentially raise the
cost. of committing a crime. Possibly more important than longer prison sentences
is the probability of being convicted for an offense: A long sentence is not an effec
tive incentive if it is rarely used. This is why wounding or killing police officers is
prosecuted aggressively and publicized: Potential criminals know they will pay a
high cost if a police officer is harmed. Thus, economics looks at all of those factors
that raise the cost of crime to criminals. Economics is a way of thinking about an
issue, not just a discipline that has money as its chief focus.

Economists tend to put a rational spin (or analysis if you prefer) on nearly
everything. Now all of this “analysis/speculation” may bring only limited insight in
some cases, but it gives you some idea of how economists think. We look for rational
responses to incentives. We begin most questions by considering how rational peo-
ple would respond to the~incentives that specific situations provide. Sometimes
(maybe even often) this analysis leads us down an unexpected path. Be prepared
to go down some unexpected avenues during your semester in this course.

Microeconomics Versus Macroeconomics

Economics is split into two broad categories: microeconomics and macroeconom-
ics. Microeconomics deals with decision making by individuals, business firms
industries, and governments. It is concerned with issues such as which orange juice
should you buy, which job to take, and where to go on vacation; which products a
business should produce and what price it should charge; and whether a market
should be left on its own or be regulated.

We will see that markets—from flea markets to real estate markets to interna-
tional currency markets—are usually efficient.and promote competition. This is good
for society. The opposite of competitive markets—monopoly, where one firm con-
trols the market—leads to high prices, and it is bad for society. There is also a vast
middle between the extremes of competition and monopoly. Economnists analyze
the various forms that markets take when they look at market structure.

Microeconomics extends to such thirigs as labor markets and environmental
policy. Labor market analysis looks at both the supply (how much we as individu-
als are willing to work and at what wage) and demand (how much business is will-
ing to hire and at what wage) of labor to determine market salaries. Designing poli-
cies to mitigate environmental damage uses the tools of microeconomics.
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& hegiAdam $mith was a 4-year-old boy, he was kidnapped by gypsies and
held foy aqﬂswrﬁiad the gypsies not taken fright and retumned the boy unharmed,
the history of economics might well have turned out differently:

Born in Kirkaldy, Scotland, in 1723, Smith graduated from the University of Glas-
gow at age 17. He then spent 6 years at Oxford—time he considered to be largely
wasted, given the deplorable state of English education at the time. Returning to
Scotland in 1751, Smith was named Professor of Moral Philosophy at the Univer-
sity of Glasgow.

After 12 years at Glasgow, Smith began tutoring the son of a wealthy Scottish
nobleman. This job provided him with a lifelong income, as well as the opportunity
to spend several years touring the European continent with his young charge. In
Paris, Smith met some of the leading French economists of the day, which helped
stoke his own interest in “political economy.” The question that fundamentally guided
Smith, as with all the other economists of his time, was, “How best to increase the
wealth of the nation?”

Returning to Kirkaldy in 1766, Smith spent the next decade writing The Wealth
of Nations. This seminal work of free market economic theory actually contained few
new ideas. Smith’s genius rather was in taking the disparate forms of economic
analysis his contemporaries were then developing and putting them together in sys-
tematic fashion, thereby making sense of the national economy as a whole. Smith
further demonstrated numerous ways in which individuals left fre to pursue their
own economic interests end up acting in ways that enhance the welfare of all. This
is Smith's famous “invisible hand.” In Smith’s words: “By directing that industry in
such a manner as its produce may be of the greatest value, he intends only his own
gain, and he is in this, as in many other cases, led by an invisible hand to promote
an end which was no part of his intention.”

Macroeconomics, on the other hand, focuses on the broader issues we face as
a nation. Most of us could care less whether you buy Nike or Merrell shoes. But
Whether prices of all goods and services rise is another matter. Inflation—a general
increase in prices economy-wide—affects all of us. And as we have already seen,
economic growth is a macroeconomic issue that affects everyone.

Macroeconomics uses microeconomic tools to answer some questions, but its
main focus is on the broad aggregate variables of the economy. Macroeconomics

Macroeconomics
Macroeconomics is concerned
about the broader ssues in the
economy such as inflation,
unemployment, and national
output of goods and services.
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Assumption used in economics
(and other disciplines as well),
where other relevant factors or
variables are held constant.

Chapter 1

has its own terms and topics: business cycle fluctuations such as recessions
depressions, unemployment rates, job creation rates, policies that increase econor
growth rates, the impact of government spending and taxation, the effect of mc
etary policy on the economy, and inflation. Further, macroeconomics looks clos
at theories of inflation, international trade, and international finance. All of the
topics have broad impacts on our economy and our standard of living.

Although we break economics into microeconomics and macroeconomics, the
is considerable overlap in the analysis. We use simple supply and demand analy
to understand both individual markets and the general economy as a whole. Y
will find yourself using concepts from microeconomics to understand fluctuatio
in the macroeconomy.

Economic Theories and Reality

If you are like me, the first thing you do when you buy a book is flip through ti
pages to see what's inside. If the number of charts and graphs in this book, alor
with the limited number of equations, started to freak you out, relax. All of ti
charts and graphs become relatively easy to understand since they all basically re:
the same way. The few equations in this book stem from fifth- or sixth-grade a.lg
bra. Once you get through one equation, the rest are similar.

Economics is a social science that uses many facts and figures to develop ar
express ideas. After all, economists try to explain the behavior of the economy ar
its participants. This inevitably involves facts and numbers. For macroeconomic
this means getting used to talking and thinking in huge numbers: billions (9 zero:
and trillions (12 zeros).

Graphs, charts, and equations are often the simplest and most efficient ways t
express data and ideas. Simple equations are used to express relationships betwee
two variables. Complex and wordy discussions can often be reduced to a simpl
graph or figure. These are efficient techniques for expressing economic ideas.

Model Building

As you study economics this semester or:quarter, you will encounter stylize:
approaches to a number of issues. By stylized, we mean that economists boil dow:
facts to their basic relevant elements and use assumptions to develop a stylize:
(simple) model to analyze the issue. While there are always situations that lie out
side these models, they are the exception. Economists generalize about econorni
behavior and reach generally applicable results.

We begin with relatively simple models, then gradually build in more difficul
issues. For example, in the next chapter we introduce one of the simplest models
in economics, the production possibilities frontier that illustrates the limits of eco
nomic activity. This simple model has profound implications for the issue of eco
nomic growth. We can add in more dimensions and make the model more complex
but often this complexity does not provide any greater insight than the simple model.

Ceteris Paribus: All Else Held Constant

To aid in our model building, economists use the ceteris paribus assumption: “Hold-
ing all other things equal” means we will hold some important variables constant.
For example, to determine how many music CDs you might be willing to purchase
in any given month, we would hold your monthly income constant. We then would
change the prices of music CDs to see the impact on the number purchased (again
holding your monthly income constant). Music labels use this information to set
what they hope is an optimum price.

Though model building can lead to surprising insights into how economic actors
and economies behave, it is not the end of the story. Economic insights lead to eco-
nomic theories, but these theories must then be tested. We will see many instances
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where economic predictions turned out o be false. One of the major errors was the
classical notion that economy-wide contractions would be of short duration. The
Great Depression turned this notion on its head. New models were then developed
to explain what had happened. So it may be best to think of model building as a
process of understanding economic actors and the general economy: Models are
created and then tested; if they fail to explain, new models are constructed. Some
models have met the test of time. Others have had to be corrected or discarded.
Progress, however, has been made.

Efficiency Versus Equity

Efficiency deals with how well resources are used and allocated. No one likes waste.
Much of economic analysis is directed toward ensuring that the most efficient out-
comes result, from public policy. Production efficiency occurs when goods are pro-
duced at the lowest possible cost, and allocative efficiency occurs when individu-
als who desire a product the most’ (as measured by their willingness to pay) get
those goods and services. It would not do for society to allocate to me a large amount
of cranberry sauce—I would not eat the stuff. Efficient policies are generally good
policies.

The other side of the coin is equity or fairness. Is it fair that the CEOs of large
companies make hundreds of times more money than rank-and-file workers? Many
think not. Is it fair that some have so much and others have so little? Again, many
think not. There are many divergent views about Tairness until we get to extreme
cases. When just a few people earn nearly all of the income and control nearly all
of a society’s wealth, most people agree that this is unfair.

Throughout this course you will see instances where efficiency and equity col-
lide. You may agree that a specific policy is efficient, but think it is unfair to some
group of people. This will be especially evident when you consider tax policy and
its impact on income distribution. Fairness or equity is a subjective concept, and
each of us has different ideas about what is just and fair. Economists generally stay
out of discussions about fairness, leaving that issue to philosophers and politicians.
When it comes to public policy issues, economics will help you see the tradeoffs
between equity and efficiency, but you will ultimately have to make up your own
mind about the wisdom of the policy given these tradeoffs.

In summary, the scope of economics is unusually broad, from decision making
by individuals to businesses and large markets. In microeconoruics, it looks at indi-
vidual economic actors; in macroeconomics, it focuses on the economy at large.
Economists use stylized models to understand economic activity and predict likely
outcomes of various policies, but models are tested and refined or discarded as nec-
essary. And economists tend to focus on matters of efficiency and avoid making
sweeping judgments about equity, leaving each one of us to decide what is fair.
Even 5o, the bottom line is that economics has much to say about many things.

m Economics is separated into two broad categories: microeconomics and
INACroeconomics.

m Microeconomics deals with individuals, firms, and industries and how they make
decisions.

W Macroeconomics focuses on broader economic issues such as inflation, employ-
ment and unemployment, and econormic growth.

the lowesf:possible résource
cost? Thiéis the chief focus of
smclsncyg 5

Equity |, Y
The faiméssdf various issues
and policies.”
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m Economics uses a stylized approach, creating simple models holding all other r
evant factors constant (ceteris paribus).

m Economists and policymakers often confront the tradeoff between efficiency a1
equity. Economists have much to say about efficiency.

QUESTIONS

In each of the following situations, determine whether it is a microeconomic «
macroeconomic issue.

1. Hewlett-Packard announces that it is lowering the price of printers by 15%
2. The president proposes a tax cut

3. You decide to look for a new job,

4. The economy is in a recession, and the job market is bad

5. Enron falsifies its accounting books and goes bankrupt

6. The Federal Reserve announces that it is raising interest rates because it fear:
inflation.

7. You get a nice raise.

8. Average wages grew by 2% last year.

Answers to the Checkpoint questions can be found at the end of this chapter.

Key Ideas of Economics -

Scarcity

Our unlimited wants clash with
limited resources, leading to
scarcity. Everyone faces scarcity
(rich and poor) because, at a
minimum, our time is limited on
earth. Economics focuses on the
allocation of scarce resources to
satisfy unlimited wants.

Economics has a set of key principles that show up continually in economic analy-
sis. Some are more restricted to specific issues, but most apply universally. As men-
tioned earlier, these principles should give you a sense of what you will learn in this
course. Do not try to memorize these principles at this juncture. Rather, read
through them now, and return to them later in the course to assess your progress
By the end of this course, these key principles should be crystal clear.

Choice and Scarcity Force Tradeoffs

Wouldn't it be grand if we all had the resources of Bill Gates or if nanotechnology
developed to the point where any product could be made with sand and thus was
virtually costless? But we don't, and it hasn't, so back to reality.

We all have limited resources. Some of us are more limited than others, but
each of us has time limitations: There are only 24 hours in a day, and some of that
must be spent in sleep. Our wants are always greater than our resources. There-
fore, we face scarcity.

The fact that we have limited resources (scarcity) means that we must make
tradeoffs in nearly everything we do. In fact, economics is often defined as the
study of the allocation of scarce resources to competing wants. We have to decide
between alternatives.

Such decisions as which car to buy, which school to attend (this may be con-
strained by factors other than money), and whether to study or party all involve
tradeoffs. We cannot do everything we would like if for no other reason than our
time on earth is limited.
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Paul A. Samuelson

4 n 1970, Paul Samuelson became the first American to win the Nobel Prize
fh Economics. One might say that Paul Samuelson literally wrote the book on eco-
noffics. WWhen he was a young professor at the Massachusetts Institute of Tech-
nology the university asked him to write a standard text for the required junior year
course in economics, no satisfactory alternative being available at the time. More
than 4 million copies of his textbook, Economics, have been sold since it was first
published in 1948. The book has been translated into 41 different languages.

Samuelson once described himself as one of the last “generalists” in econom+
ics. His interests are wide ranging, and his contributions include everything from the
highly technical and mathematical to a popular column for Newsweek magazine,
which ran from 1966 to 1981. As a scholar, he made original contributions in con-
sumer theory, welfare economics, international trade, finance theory, capital theory,
dynamics and general equilibrium, and macroeconomics.

Bom in Gary, Indiana, in 1915, Samuelson attended the University of Chicago
as an undergraduate. At graduate school at Harvard, where his thesis advisor was
Joseph Schumpester, he was considered something of a prodigy. When he was 21
and stil working on his Ph.D., he published his first important contribution to eco-
nomic theory, “A Note on the Measurement of Utility.” In another article in 1938, he
introduced the concept of “revealed preferen
ing of consumer choice involving the integration of empirical studies of observable
behavior with theoretical constructs.

He began teaching at MIT in 1940 and was made a full professor after 6 years
In 1947, he published his magnum opus, the Foundations of Economic Analysis, a
major contribution to the area of mathematical economics.
ot of neocla:
oeconomics with Keynesian macroeconomics. Samuelson believed
that government intervention through fiscal and monetary policy was sometimes
necessary to achieve full employment. Once it reached that level, however, the mar-

" a breakthrough in the understand-

Samuelson introduced the con

sical synthesis, a synthesis of neo-

Classical

ket functioned well

Samuelson was an advisor to President John F. Kennedy. In 1960, Samuelson
warned of the danger of future inflation. He urged increased spending on defense,
foreign aid, educational programs, welfare, unemployment programs, public works,
and highway construction. A prolific writer, he averaged one technical paper each
month during his active career.
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Opportunity costs’

The next best alferrative; what
you give up to do something or
purchase something: For
example, to watch a movie at a
theater, there is not just the
monetary cost of the;tickets and
refreshments, bt the time

You could have been doing
something else (knitting, golfing,
hiking, or studying economics).

Chapter 1

Opportunity Costs Dominate Our Lives

Economics is often categorized as the discipline that always weighs benefits agains
costs. This is straightforward enough. What makes this harder s that economist
use a special concept: opportunity costs. If we undertake to do one activity, som:
other highly valued activity must be given up. For example, going to a movie require
buying a ticket and giving up our next highest valued activity that takes roughl;
two hours to perform. Economists refer to the full costs of attending the movic
(ticket plus time) as opportunity costs.

We have limited resources. College students have limited budgets. Say we car
purchase that new music CD we want or have ice cream for a week, but not both
Ice cream for a week is the opportunity cost of purchasing that music CD.

Every activity we do involves opportunity costs. Sleeping, eating, studying, par
tying, running, hiking, and so on, all require that we spend resources that could be
used in another activity. This other activity represents the opportunity costs of the
current activity chosen. Opportunity costs apply to us as individuals and to soci
eties as a whole. The next chapter focuses on this issue in detail.

Rational Behavior Requires Thinking at the Margin

Have you ever noticed that when you eat at an all-you-can-eat buffet, you always
g0 away fuller than when you order and eat at a normal restaurant? Is this phenom-
enon unique to you, or is there something more fundamental? Remember, econo-
mists look at facts to find incentives to economic behavior.

In this case, people are just rationally responding to the price of additional food.
They are thinking at the margin. In a restaurant, dessert costs extra, and you make
a decision as to whether the dessert is worth the extra cost. At the buffet, dessert
is free. So now you don't have to ask yourself if dessert is worth the extra money
since it costs nothing. Where you might be nearly full and decline dessert in a restau-
rant, you will often have dessert in the buffet even if you are stuffed afterwards.

Throughout this book, we will see examples of thinking at the margin. Busi-
nesses use marginal analysis to determine how much of their products they are will-
ing to supply to the market. People use marginal analysis to determine how many
hours to work. And governments use marginal analysis to determine how much pol-

lution should be permitted.

People Follow Incentives

Tax policy rests on the idea that people follow their incentives. Do we want to
encourage people to save for their retirement? Then let them deduct a certain
amount that they can put in an individual retirement account (IRA), and let this
money compound tax free. Do we want businesses to spend more to stimulate the
economy? Then give them tax credits for new investment. Do we want people to
g0 to college? Then give them tax advantages for setting up education savings
accounts when children are young, and provide tuition tax credits.

Tax policy is an obvious example in which people follow incentives. But this
principle can be seen in action wherever you look. Want to encourage people to use
commuter trains during non-rush-hour times? Provide an off-peak discount. Want
to spread out the dining time at restaurants? Give Early-Bird Special discounts for
those willing to consider a 5:00 p.m. dinner time slot rather than a more popular
8:00 p.m. slot. Want to fill up airplanes during the slow days of Tuesday and Wednes-
day? Offer price discounts or additional frequent flyer miles for flying on those days

Note that in saying that people follow incentives, economists do not claim that
everyone follows each incentive at every time. You may not want to eat dinner at
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4:30 p.M. But there might be a sufficient number of people who are willing to accept
an earlier time slot in return for a cheaper meal.

Markets Are Efficient

Private markets and the incentives they provide are the best mechanisms known
today for providing products and services. There is no government food board that
makes sure that bread, cereal, coffee, and all the other food products you demand
are on your plate in the evening. The vast majority of products we consume are pri-
vately provided, assuming, of course, that we have the money to pay for them.

Markets bring buyers and sellers together. Competition for the consumer dol-
lar forces firms to provide products at the lowest possible price, or some other firm
will undercut their high price. New products enter the market and old products die
out. Such is the dynamic characteristic of markets. Starbucks has made latte
drinkers of us all, whereas just a short time ago, few of us could even spell the word.

What drives and disciplines markets? Prices and profits are the keys. Profits
drive entrepreneurs to provide new products (think of pharmaceutical firms or dot-
coms) or existing products at lower prices (think of Wal-Mart). When prices and
profits get too high in any market, new firms jump in with lower prices to grab away
customers. This competition, or sometimes even the threat of competition, keeps
‘markets from exploiting consumers

Government Must Deal with Market Failure

As efficient as markets usually are, there are some products and services that mar-
kets fail to provide efficiently. Where consumers have no choice but to buy from
one firm (local utility, telephone, or cable companies), the market will fail to pro-
vide the best solution, and government regulation is often used to protect con-
sumers. Another example is pollution: Left on their own, companies will pollute the
air and the water supplies—we will see why later in this book. Governments then
intervene to deal with this market failure.

Information Is Important

Markets are efficient because people tend to make rational choices. To help make
these choices, people rely on information. Bach of us has to decide when we have
enough information: Complete information may not be possible to obtain, and too
much information can be debilitating. Some decisions require little information:
What brand of table salt should you buy? Other decisions require more information:
What type of automobile should you buy? Information is valuable.

As we will see before long, strange things happen to markets when one side of
atransaction has a consistently superior information advantage. Martha Stewart was
convicted of lying about selling stock based on insider information. The top officials
of a business know much more quickly than anyone else if their company is devel-
oping business problems. These problems might lead to a fall in the price of the
company’s stock. If the officials act on this inside information while it is still secret,
they can sell their stock before the price dips. This information gives them an unfair
advantage over the other stockholders or people who may want to own the stock.
That is why there are laws preventing insiders from taking undue advantage of their
privileged position.

Markets work best when both sides of a transaction can weigh carefully the
costs and benefits of goods and services. Superior information can provide signifi-
cant advantages. We will see what markets can do to correct, for information prob-
lems, and what government can do when the market cannot provide an acceptable
solution.

1
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Chapter 1

Specialization and Trade Improve Our Lives

Trading with other countries leads to better products for consumers at lower prices
David Ricardo laid out the rationale for international trade almost two centuries
ago, and it still holds true today. We will expand on this in the next chapter.

As you will learn, econormies grow by producing those products where they have
an advantage over other countries. This is why few of us grow our own food, sew
our own clothes, make our own furniture, or write the books we read. We do those
things we do best and let others do the same. In nearly all instances, they are able
to do it cheaper than we can. The next time you come back from a shopping trip,
look closely to discover where every product was made. More than likely, over half
will have come from another country.

Productivity Determines Our Standard of Living

You can see the computer age everywhere but in the productivity statistics.
Robert Solow

If you want jobs for jobs' sake, trade in bulidozers for shovels. If that doesn’t create
enough jobs, replace shovels with spoons. Heresy! But there will always be more work
to do than people to work. So instead of counting jobs, we should make every job count.

Robert McTeer, Jr.>

Imagine you need to hire someone in your own business (You've finished col-
lege and you are now an entrepreneur). You have narrowed the field down to two
candidates who are equal in all respects except two. One person can do twice as
much as the other (assume you can accurately measure these things), and this same
person wants a salary that is 50% higher. Other than that they are equal. Whom
should you hire?

The answer is obvious in this situation, because the more productive person is
actually the best buy since she produces twice as much as the other candidate, but
only wants half again as much pay. In this case, you would be willing to pay even
more to get this person. Productivity and pay go together. Highly paid movie stars
get high pay because they aré worth it to the movie producer. The same is true of
professional athletes, corporate executives, rocket scientists, and heart surgeons.

The same is true for nations. Those countries with the highest average per capita
income are also the most productive. Their labor forces are highly skilled, and firms
are willing to place huge amounts of capital with these workforces because this
results in immense productivity. In turn, these workers earn high wages. So, high
productivity growth results in solid economic growth, high wages and income, and
large investments in education and research. All of this leads to higher standards
of living.

Government Can Smooth the Fluctuations
in the Overall Economy

All of us have heard of recessions and depressions. These terms refer to downturns
in the general economy. The general movement of the economy from good times
to bad and back again is called the business cycle.

Classical economic theory viewed the overall economy as a self-correcting mech-
anism that would quicKly adjust to disturbances in the business cycle if only it was
left to itself. Along came the Great Depression of the 1930s, which showed that the
overall economy could get stuck in a downturn. The solution was government inter-

3Past president of the Federal Reserve Bank of Dallas.
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vention. Just as government can intervene successfully in individual markets when
market failure occurs, so too can government intervene successfully when the over-
all economy gets stuck in a downturn. You can observe this principle at work when
you hear discussions of using a tax cut (or increased government spending) to pull
an economy out of a recession.

The intricacies of what government can do to smooth out the business cycle
are a major part of your study of macroeconomics. Remember that saying the gov-
ernment can successfully intervene does not mean it always successfully inter-
venes. The macroeconomy is not a simple machine. Successful policymaking is a
tough task.

You will learn more about these important ideas as the semester progresses.
For now, realize that economics rests on the foundation of a limited number of
important concepts.

Key Ideas of Economics

u Choice and scarcity force tradeoffs.
w Opportunity costs dominate our lives.
w Rational thinking requires thinking at the margin.

u People follow incentives.

 Markets are efficient.

m Government must deal with market failure.

 Information is important.

u Specialization and trade improve our lives.

 Productivity determines our standard of living.

& Government can smooth the fluctuations in the overall economy.

QUESTION

McDonald’s has recently introduced a premium blend of coffee that sells for more
than its standard coffee. How does this represent thinking at the margin?

Answers to the Checkpoint question can be found at the end of this chapter.

Microeconomics, p. 4 Equity, p. 7
Macroeconomics, p. 5 Scarcity, p. 8

Ceteris paribus, p. 6 Opportunity costs, p. 10
Efficiency, p. 7

What Is Economics About?

Economics is about almost everything. Economic analysis can be usefully applied
to topics as diverse as how businesses make decisions and how college students
allocate their time between studying and relaxing, how individuals determine
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