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CHAPTER 1

INTRODUCTION

CHAPTER DISCUSSION

This introductory chapter in your text is a little like an owner’s manual. It guides you through the coming chapters by giving you a context. It will be worth your time to read the introductory chapter carefully.

One of the main themes of this chapter is captured in two words: Economics is about choice and scarcity. 
In our world, we need to confront three issues: what to produce, how to produce it, and who will get what. Any economic system must answer the same three questions. In this introductory chapter, the text will not completely answer these questions, but it will give you a roadmap of how one type of economy, called a market economy, goes about addressing them. A market is simply the interaction of buyers and sellers in the process of exchanging things. It may be a physical location, or it may take place electronically and have no identifiable location at all. The important characteristic is that buyers and sellers voluntarily make and accept offers to buy and sell. Defining the boundaries of a market requires that we recognize the extent to which the items exchanged there are highly interchangeable or substitutable for one another.

Markets are largely the subject of microeconomics, in which we study how the individual actors in the economy (consumers and firms) make decisions to buy and sell goods and services. Macroeconomics is more concerned with economy-wide issues like growth in domestic product, overall inflation, fiscal and monetary policy, and international trade accounts.

Economics generally assumes that individuals are motivated by rational self-interest. It is generally founded on the fact that the individual decision maker, given a full set of facts, will make the choice that makes herself the best off, in her own judgment. That concept is referred to as individual sovereignty, and it means that the best judge of whether you are better or worse off under some set of circumstances is…you.
In the study of economics, we make an important distinction between positive analysis and normative analysis. The first type of analysis tries simply to identify the way the world really is, and the second tries to sort out how the world ought to be. That is, positive analysis is descriptive of some phenomenon, but it does not apply a value judgment to it. 

Economics deals with how people make choices under conditions of scarcity. So virtually all out decisions could be classified as having something to do with economics, as long as we have to choose among two or more mutually-exclusive options.

Economics is a social science; it applies scientific methods to the understanding of how economic agents behave. That means that we would first observe the behavior we are trying to understand, then posit a possible theory that might explain it, then draw additional implications from the theory, then test the theory by comparing the implications to further observations, and finally reject our theory if our observations flatly contradict our theory, or alternatively refine our theory. 

It should be clear by now that because it deals with scarcity, economics fundamentally is about the unavoidability of tradeoffs. Having a choice is both a blessing and a curse: because we have the freedom to choose, we must choose when faced with mutually-exclusive options.

In everyday speech, marginal can sometimes mean insignificant or inconsequential. But that’s not what it means in economics. It means looking at the next little increment. Good choices are usually made at the margin refers to deciding whether the next increment of some action will add more to value than to cost. People respond to incentives. That means that if the reward for taking some action is increased, we would expect to see someone more likely to take that action. So, if the marginal benefits are increased or the marginal costs are reduced, we would expect individuals to respond to those incremental incentives and increase the related activity.

One of the main ideas in microeconomics is that markets establish prices and that prices act as incentives to buyers and sellers. Changes in a price will likely change behavior at the margin. 

Another main idea in microeconomics is that trade can benefit everyone. When someone freely offers an exchange of one item for another, and the other person accepts, both are better off.

One thing is true about market prices: they change. If more is desired by buyers at a given price than is offered by sellers, price will rise; if more is offered by sellers than is desired by buyers at a given price, price will fall. The competitive market price that prevails will be where the amount willingly purchased by buyers is just equal to the amount willingly offered by sellers. 

Markets have important advantages in allocating society’s resources. They have the unique ability to accumulate information from all the individuals (buyers and sellers) in the market. We also must recognize that there are conditions under which markets may fail to achieve an optimum result. Government policy can improve the allocation of resources achieved through free markets.
OUTLINE

· Scarcity implies any economy must face three issues:

· What to produce?

· How do we produce it?

· Who should get what?

· What is microeconomics?

· Laws, institutions, and customs  for allocating resources

· Microeconomics as distinct from macroeconomics

· Micro deals with individual consumers and firms, largely in markets

· Macro deals with GDP, inflations, overall unemployment, “big picture”

· Micro- and macro-economics are less distinct now than a few decades ago.

· Allocating resources: centralized planning or diffused markets?

· In centralized economies, government makes most of allocative decisions.

· In market economies, property is primarily individually owned and transferable, and markets play a large role.

· In free market systems, government enforces property rights but allows markets maximum freedom.

· One goal of microeconomic analysis is to determine when markets or other centralized institutions function better.

· Economic motives

· Each economic agent is assumed to pursue his/her self interest

· Positive versus normative analysis

· positive analysis attempts to describe the world as it is

· normative analysis applies value judgments and deals with what ought to be.

· The scope of microeconomics encompasses more than just money

· Any decision that deals with allocating scarce resources among competing demands is within the scope of microeconomics.

· It is a science of decision-making and aggregation of individual decisions to produce social outcomes.

· Tools of Microeconomics

· The five steps of the scientific method

· Initial observation

· Theorizing

· Identifying additional implications

· Further observation and testing

· Refinement of the theory

· Models are simplified representations of real phenomena

· Often, economic models are mathematical because many of the phenomena are measurable numerically

· But all models need not be mathematical, they may be qualitative.

· Simplifying assumptions allow us to focus on the essential elements of a system

· The test of a good model is not how complete are its assumptions but how helpful it is in understanding and predicting behavior.

· Testing theory requires comparing implications with real-world observations.

· Actual records of data may be available through government agencies or, more rarely, firms.

· Surveys gather data on expenditures, attitudes, etc.

· Increasingly, economists are using controlled experiments in laboratories

· Occasionally, “natural” experiments present themselves, as well.

· Economists can disagree on positive matters

· They may examine the same evidence and disagree on conclusions because they start with different assumptions.

· If theory is subjected to sufficient testing and is not refuted, consensus eventually emerges, but differences in normative matters reflect different values.

· Themes of Microeconomics

· Themes concerning decisions

· Tradeoffs are unavoidable.

· Good choices are usually made at the margin

· People respond to incentives

· Prices provide incentives

· Themes concerning markets

· Trade can benefit everyone

· Competitive market price of a good reflects both its value to consumers and its cost to producers, at the margin

· Compared with other methods of allocating scarce resources, markets have important advantages

· Sometimes, government policy can improve the allocation of resources achieved through free markets

· Microeconomics is useful as an aid in making personal and business decisions, as well as in proposing and evaluating public policy.

PRACTICE MULTIPLE CHOICE 
1. One of the issues that all societies are forced to face is what should we produce?  Why is any society forced to answer that particular question?

a. Because most resources can be used to produce many different goods simultaneously.

b.  Because all societies have scarce resources, and if a resource is used to produce more of one good, less of some other good must be produced.

c.  Because, for most goods, when one person consumes it, someone else cannot.

d.  Because there can be different methods to produce most goods, and society must choose which method to use. 

2. Which of the following questions would most accurately be described as being in the realm of microeconomics, as opposed to macroeconomics, and the reason why it falls into that category?

a. What will happen to the nation’s interest rates next year? Reason: Because consumers who borrow must pay interest on their loans.

b. What will be the nation’s overall unemployment rate next month? Reason: Because households earn their incomes by being employed in the labor force.

c. What will be the nation’s inflation rate next year? Reason: Because microeconomics deals with overall price levels.

d. If the price of DVDs rises, relative to the price of in-theater movies, how will an individual consumer respond? Reason: Because microeconomics helps us understand the choices people make when there are changes in the constraints they face.

3. Regarding centralized and decentralized systems of allocating resources, which statement is most accurate?

a. In reality, economies of the various countries in the world are either completely centralized or completely free-market.

b. Because a free-market society must have a large amount of government intervention to keep it free, those countries that have a large proportion of public-sector employees are considered the least centralized.
c. Generally speaking an economy that is considered primarily capitalistic is likely to be the least centralized.
d. A centralized economy is likely to answer the three basic questions it faces through the use of markets.

4. When we own something, 

a. we have title to it, whether that title is a written document or not.

b. we have the most complete set of property rights to that item.

c. we have the right to transfer our rights to the item to someone else.

d. All of the above are correct statements regarding ownership.

5. Which statement concerning incentives is incorrect?

a. Microeconomics assumes that people respond only to monetary incentives.

b. Prices can act as incentives for sellers to offer goods for sale.

c. When an individual decides to work overtime, she can be thought of as responding to monetary incentives provided by her employer.

d. Though they are not monetary incentives, citizens’ votes can act as incentives for politicians to behave in certain ways.

6. Which of the following statements, if any, is (are) normative, as opposed to positive?

I. If there is a drought in the Midwest, the price of wheat is almost certainly going to rise.

II. If this rain keeps up, the river should rise to the top of the levy by about six this evening.

III. If a policy results in a few rich people suffering from a tax increase while helping a lot of poor people, that’s a good policy.

a. I only is normative.

b. I and II only are normative.

c. I, II, and III are all normative.

d. Only III is normative.

7. Which of the following statement(s), if any, is (are) true regarding microeconomics and macroeconomics?

I. Macroeconomics and microeconomics used to be more separate and distinct than they are now, the line between the two having become more “fuzzy” in recent decades.

II. Microeconomics deals with the actions of individual agents (consumers and firms) and how they interact mainly in markets.

III. Both microeconomics and macroeconomics, as part of the broader field, deal with how people make decisions under circumstances of scarcity.

a. I only is correct.

b. II only is correct.

c. III only is correct.

d. I, II, and III are correct.

8. Which of the following is not one of the steps in the scientific method?

a. Make initial observations of the phenomenon we are trying to explain.

b. Form an initial hypothesis or theory of what would explain the observation.

c. Identify additional implications of the theory, over and above the initial observation that motivated the theory to begin with.

d. Compare the implication to an observation of the real world; if observation does not contradict the theory, consider the theory to have been proved.  There is no need to go any further.

9. Concerning theories and their testing, which statement is most accurate?

a. For many decades, economic theories have been tested exclusively by running controlled experiments in laboratories.

b. The most useful theories are those that are broadly applicable, though they do not have specific implications that can be tested against real observations.

c. Although a theory may have been tested several times and found not to be contradicted by observation, a scientist is never free to claim her theory has captured absolute truth; she may continue to reexamine its validity.

d. Truly useful models are ones that have the most complete set of actually true assumptions, and whose implications could never possibly be contradicted by observation.

10. Which of the following is not one of the central themes of microeconomic analysis?

a. People respond to incentives.

b. Decisions made at the margin are rarely as valid as those that take into account costs that have already been incurred and cannot be changed.

c. Tradeoffs are unavoidable.

d. Trade can benefit both parties to an exchange.

11. Microeconomics deals largely with markets.  Which statement regarding markets is most generally true?

a. Exchanges made in markets usually result in some parties in the exchange being made better off while others must be made worse off.

b. While not always perfect, in many ways markets provide incentives to coordinate our activities such that resources are often allocated in socially valuable ways.

c. Because markets are clearly the best means of allocating all resources, there is virtually never room for government to improve upon the market outcome.

d. One of the main causes of market failure is a high level of intense competition among many buyers and sellers.

12. Which of the following is (are) true of microeconomic analysis and reasons for studying it?

a. Microeconomics can help consumers make better decisions.

b. Microeconomics can help firms’ managers make decisions that increase the firm’s profitability.

c. Microeconomics can be useful in analyzing the probable impacts of proposed public policies.

d. All of the above are reasons to study microeconomics.

MULTIPLE CHOICE ANSWERS
1. b

2. d

3. c

4. d

5. a

6. d

7. d

8. d

9. c

10. b

11. b

12. d

CHALLENGE YOUR MIND
1. Maria was heard to say, “I bought season tickets to the symphony and paid quite a lot for them.  Tonight, although I really would just prefer to stay home in front of the fire, I suppose I should attend the concert because I spent so much money on the ticket, and there is no way to get my money back at this late hour.”  Is Maria thinking at the margin?  Explain to her what microeconomic analysis would say about her decision to go to the concert even though she would prefer not to.

2. A public policy controversy is whether marijuana use, which is now illegal under federal law, should be de-criminalized.  Some people argue against its use on moral grounds.  Others claim that if it were legal but controlled and taxed like liquor, cigarettes, and prescription pain killers, the social consequences would be preferable to the current status.  Briefly consider the marijuana issue in both positive terms and normative terms.  Might there be natural experiments that would lead to an understanding of the positive elements?  If so, what would they look like?  Identify several questions concerning this controversy and clarify whether their answers require positive or normative analysis.

3. Microeconomics generally assumes that people act in their own self interest.  Yet we see people make decisions that they later regret.  Discuss whether this means that a model based on an assumption of rational self-interest is useless as a way of understanding human behavior?  

4. In Fiddler on the Roof Tevye gives a monologue on the role of tradition in the daily lives of his family and fellow villagers.  He says that it governs the way they sleep, what they wear, and other daily activities.  Consider ways that tradition may affect your and your family’s activities.  Could tradition be an alternative model of decision making to a model of rational self interest?  Or could tradition be considered a way of affecting the benefits and costs of various activities, such as what to wear or what to eat?
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