Chapter 1
Introduction 

Chapter Summary

The purpose of this chapter and of the entire textbook is to teach you to think like an economist. Economists are unique in the way that they view the world and approach problems. The key assumption of economics (especially microeconomics) is that “individuals allocate their scarce resources so as to make themselves as well off as possible.” This assumption is central to economics; there is an “economic way of thinking” that is different and distinct from the methods of other social sciences.
Microeconomics is the study of the allocation of scarce resources—how individual consumers and firms (producers) make decisions and how these many decisions interact. Economic resources are the factors of production available for producing goods. Scarcity exists when people want more than they can get with their limited resources. Scarcity implies that society must make trade-offs—that we must give up something to get more of another thing. For example, if I want to spend an hour sleeping, I cannot get it without giving up something else, such as an hour of studying. 
Society faces three key trade-offs: what goods and services to produce, how to produce them, and who gets the goods and services. A market is an exchange mechanism (such as a physical structure or a computer network) that allows buyers to trade with sellers. In a market economy the three allocation outcomes (what, how, and who) reflect the interactions of independent decisions made by millions of individual consumers and firms. Prices link and coordinate the three sets of decisions. Prices influence the decisions of individual consumers and firms, and the interactions of these decisions by consumers, firms, and the government in turn determine prices. Most of the textbook is concerned with how prices are determined within a market and the conditions (number of buyers and sellers, amount of information available) that determine whether price is equal to the cost of production.  
A model is a description of the relationship between two or more variables.  Economic models begin with simplifying assumptions and then deduce the implications of these assumptions. Economic theory is the development and use of a model to test hypotheses, which are predictions about cause and effect. Economists test theories by checking whether the predictions of models are correct. A good theory is relatively simple to use and makes clear, testable predictions that are not refuted by evidence. If a model is too simple, its predictions may be incorrect. If a model is too complex, all of its predictions will be ambiguous and, therefore, untestable. 
A key assumption in almost every microeconomic model is that individuals allocate their scarce resources so as to make themselves as well off as possible. This assumption of maximizing subject to constraints implies that consumers pick the bundles of goods that give them the greatest possible enjoyment and that firms try to maximize their profits given limited resources and existing technology.

Individuals, firms, and governments use microeconomic models and predictions to make decisions. A scientific prediction is called a positive statement: a testable hypothesis about cause and effect. “Positive” does not mean that we are certain about the truth of the statement—it only indicates that we can test the statement’s truth. A normative statement is a value judgment—a conclusion about whether something is good or bad. In making economic policies, economists use positive economics to predict what will happen if certain policies are adopted, and then use their beliefs and judgment to select which of the policies yields the best outcome. Economists are usually careful to separate their predictions from their judgments of right and wrong. This often requires careful use of language, such as when the economist points out that what many people call “needs” are actually only “wants.”

Key Concepts and Formulas


•
Microeconomics: the study of the allocation of scarce resources.


•
Scarcity: the situation that arises when people want more than they can get with their limited resources.


•
Trade-offs: measure how much of one thing must be given up to get more of another thing.


•
Market: an exchange mechanism that allows buyers to trade with sellers.


•
Prices: measure the trade-offs available in the market place and coordinate the independent decisions of consumers and producers.


•
Model: a description of the relationship between two or more economic variables.


•
Theory: the development and use of a model to test hypotheses, which are predictions about cause and effect. 


•
Economists assume that individuals exhibit maximizing behavior—that they allocate their scarce resources so as to make themselves as well off as possible.


•
Positive statement: a testable hypothesis about cause and effect.


•
Normative statement: a value judgment.

Application: Agreement Among Economists

Stories about economists disagreeing among themselves are legendary. Yet economists insist that there is an “economic way of thinking” and speak about key assumptions that almost all economists hold. 

Question: Do economists agree with each other on any important issues? If so, why do they agree on some issues and disagree on others?

Answer: As shown below, recent surveys show that economists actually agree about a lot of things, but that there are major disagreements on other fundamental issues. The results show that there is often more agreement on the subject we are now studying—microeconomics. This may be because most economists agree with the central assumption of microeconomics: that almost all individuals allocate their scarce resources so as to make themselves as well off as possible. This essential postulate leads to a number of clear predictions. Aggregation to the macroeconomic level involves feedback effects and hard-to-understand complications. This is probably what explains the lack of consensus on many key macroeconomic issues. In general, economists are more likely to disagree when (1) they disagree about the appropriate model to use, (2) they disagree about how to interpret data, and (3) they disagree about normative issues (i.e., what “should” be done).

Not everyone agrees with the central assumptions of microeconomics, however. A recent survey asked social scientists whether or not “individuals are rational utility-maximizers.” Among economists, 70 percent agreed and only 13 percent disagreed. However, among political scientists, only 33 percent agreed, while 43 percent disagreed.

Microeconomic Propositions
Percent Agreeing


1.
Pollution taxes or marketable pollution permits are a more economically efficient approach
93
to pollution control than emission standards.


2.
Tariffs and import quotas usually reduce general economic welfare.
93


3.
A ceiling on rents reduces the quantity and quality of housing available.
93


4.
Cash payments increase the welfare of recipients to a greater degree than do transfers-in-kind
84
of equal dollar value.


5.
The Social Security payroll tax is borne almost entirely by workers, not their employers.
83


6.
A minimum wage increases unemployment among young and unskilled workers.
74


7.
Economic evidence suggests that there are too many resources in American agriculture.
73

Macroeconomic Propositions
Percent Agreeing


1.
An economy in short-run equilibrium at a real GNP below potential GNP has a self-
60
correcting mechanism that will eventually return it to potential real GNP.


2.
In the short run, a reduction in unemployment causes the inflation rate to increase.
48


3.
The Federal Reserve should increase the money supply at a fixed rate.
44


4.
The major source of macroeconomic disturbances is supply-side shocks.
40

Sources: Richard Alston, J. R. Kearl, and Michael Vaughan, “Is There Consensus among Economists in the 1990s?” American Economic Review: Papers and Proceedings, May 1992; Robert Whaples, “Is There Consensus among American Labor Economists?” Journal of Labor Research, Fall 1996; Dan Fuller and Doris Geide-Stevenson, “Consensus among Economists: Revisited,” Journal of Economic Education, Fall 2003; Robert Whaples and Jac C. Heckelman, “Public Choice Economics: Where Is There Consensus?” American Economist, Spring 2005. “Are Public Choice Scholars Different?” PS: Political Science and Politics, forthcoming. Note: “Percent Agreeing” sums those who “generally agree” and those who “agree with provisos.”

Practice Problems
Multiple-Choice


1.
Asking whether an increase in the minimum wage will decrease employment is



a. a question of positive economics.



b. a question of normative economics.



c. neither a nor b. 



d. both a and b.


2.
Which of the following is a positive statement? (More than one may be correct.)



a. Intermediate microeconomics should be required of all economics majors to build a solid foundation in economic theory.



b. When the price of a good goes up, people buy more of it.



c. When the price of a good goes down, people buy more of it.



d. Jeffrey Perloff was the first president of the United States.

True-False-Ambiguous and Explain Why


3.
The government should spend more money on manned space missions.


4.
Market prices are determined by large companies.

5.
Economists’ models generally predict that individuals allocate their scarce resources so as to make themselves as well off as possible.


6.
Extremely wealthy people, such as Bill Gates, don’t face scarcity.

Short-Answer


7.
Most economic models assume that the goal of all firms is to maximize their profits all the time. This assumption, however, is obviously not correct, so the theories based on these models are not valid. How would an economist respond to this line of reasoning?


8.
Dr. Mergatroid’s theory is that the price of compact disks is determined by the workings of evil spirits. When the evil spirits are active, the price of a compact disk rises. When the evil spirits are at rest, the price of compact disks falls. Is this a useful theory? Why or why not?


9. You may have heard people use the term the “marriage market” to describe the process by which men and women find marriage partners. In what ways is the “marriage market” similar to the market for a service such as a hair cut or day care? How does it differ?


10.
How many economists does it take to screw in a light bulb?

Answers to Practice Problems


1.
a. Positive statements are about cause and effect.  Asking whether an increase in the minimum wage will reduce employment is a testable hypothesis that can, in principle, be demonstrated to be supported by empirical evidence (or not supported by evidence). 


2.
b, c, and d are positive statements—this is, testable hypotheses. Choice a is a value judgment, hence a normative statement.


3.
Ambiguous. This is a normative (“should”) question whose answer will depend on the values of the person answering the question. In answering, you will begin by discussing the trade-offs facing society. Resources are scarce, so spending more on manned space missions means that less can be spent on other things (including unmanned space missions). A maximizing individual will compare the benefits from spending more on manned space missions (e.g. the value of additional knowledge gained by the missions) versus the costs (e.g., higher taxes, lost lives). Princeton University economist Paul Krugman weighed these benefits and costs in the New York Times (February 4, 2003) following the explosion of the Columbia space shuttle. He pointed out that the additional costs of putting humans into space are substantial. The shuttle and International Space Station cost about $7 billion per year. The benefits, he argues, are scant. Machines can carry out almost any research that humans can do in space – scientific observation and experiments or even mining asteroids – and at a much lower cost. He concluded that NASA should not spend additional money on manned space missions.


4.
False. The price system is a decentralized mechanism by which the decisions of millions of consumers and millions of producers are coordinated.  In later chapters, the extent to which large firms influence prices will be considered, but in any case, the decisions of consumers have a significant impact as well.

5.
False. This is the most widely used assumption of economic models. It is not a prediction.

6.
False.  Scarcity is the situation that arises when people want more than they can get with their limited resources. Wants generally exceed resources, even for very wealthy people. Your time is scarce because you’d like to spend the next hour studying for an exam, catching up on your sleep, hanging out with your friends, and playing that addictive new video game, but you can’t spend the hour doing all four of these things in the next sixty minutes. Because wealthy people also face time constraints and have lots of things they’d like to do, they face scarcity, too.


7.
Because the world and the economy are so complex, all models must simplify. Thus, all models are subject to the criticism that their assumptions do not reflect reality. But we cannot throw out all models. If we did, we would have no way of testing theories or making predictions . If we are to act sensibly it is crucial that we predict the consequences of our actions before we make them. Instead, we accept the fact that assumptions do not perfectly reflect reality, and focus on the ability of a model to predict. If a model makes better predictions than any other model, then it will be accepted as valid (until a better model comes along). Economists generally use the assumption of profit maximizing firms because it has a great track record of making predictions that match the real world. 


8.
Most economists would reject Dr. Mergatroid’s theory. Even if the theory is an accurate reflection of reality, it has an insurmountable problem: It is not testable. Unless there is a method of measuring the activity level of evil spirits, there is no way to make predictions using this theory and to show that its predictions are generally correct. In addition, economists have developed an alternative theory—the theory of supply and demand. If there were a way to measure the activity of evil spirits, then we would need to see if it made better predictions than the theory of supply and demand. 


9.
A market is an exchange mechanism that allows buyers to trade with sellers. There are all sorts of places (colleges, bars, church socials) and institutions (networks of friends, classified ads, dating services) that allow men and women to get together. In this sense, there is a marriage market. Men and women “shop around” (as Smokey Robinson put it in his classic Motown song) trying to find the best bargain in a spouse—exhibiting maximizing behavior. The marriage market is different from the market for another service because it is less clear who is buying and who is selling. Both parties seem to be “buying” and “selling.” In addition, there is not usually an explicit price in the marriage market. However, there are contemporary societies and historical cases in which prices can be seen more clearly—for example, when one of the families pays the other a dowry.

10.
How many economists does it take to screw in a light bulb?



Economists’ answers to this joke can be very “illuminating.”



a. ‑None. If the light bulb needed to be screwed in, the market would have already done it. (In other words, economists​ have a lot of faith in the market’s ability to get things done.)



b. ‑It depends on the wage rate. (In other words, economists think that prices—which include wages—are needed in just about any explanation involving people.)



c. Seven, plus or minus ten (i.e., sometimes economic models’ predictions are overly imprecise).



d. Eight, one to screw it in and the others to hold everything else constant.



These jokes were lifted from The Wharton Journal, February 21, 1994 by Selena Maranijan, who also includes this zinger:



Q: Why did God create economists?



A: In order to make weather forecasters look good. (Ouch!)
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