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Chapter One

Limits, Alternatives, and Choices
CHAPTER OVERVIEW

This chapter begins with a discussion of the meaning and importance of economics.  In this first chapter, however, we will not plunge into problems and issues; instead we consider some important preliminaries.  We first look at the economic perspective—how economists think about problems. Second, we examine economists’ use of the scientific method to investigate economic behavior and the economy.  Finally, we explore the fundamental economic problem facing both individuals and societies, and develop the budget line, production possibilities model, and marginal benefit/cost analysis to examine resource allocation decisions.

At the end of the text is an appendix introducing graphical analysis.  While this will be review material for most students, for some this may be new.  Instructors are strongly urged to confirm that their students understand this section before proceeding.  The software supplement can provide effective remedial help for those students who are not familiar with graphical analysis.

INSTRUCTIONAL OBJECTIVES

After completing this chapter, students should be able to:

1.     Define economics.

2.     Describe the “economic perspective” (or “economic way of thinking”), including definitions of scarcity, opportunity cost, purposeful behavior, utility, marginal analysis (benefits and costs), and how these concepts may be used in decision-making.

3.     Explain the relationship between utility and purposeful behavior.

4.     Explain how economists use the scientific method to formulate economic principles.

5.     Explain the differences between hypotheses, theories, principles and laws.

6.     Explain the importance of the “other-things-equal” assumption in formulating economic principles.

7.     Differentiate between micro- and macroeconomics.

8.     Explain the economic problem individual’s confront when attempting to satisfy unlimited wants in the face of limited income.  

9.     Construct an individual’s budget line (or budget constraint), and use it to demonstrate attainable and unattainable combinations, tradeoffs and opportunity costs, choice, and income changes.
10.     Explain the economic problem faced by society when scarce economic resources are allocated in an effort to satisfy society’s unlimited wants.
11.     Define economic resources and describe the four categories of land, labor, capital, and entrepreneurial ability.
12.     Construct the production possibilities model, either conceptually or given a set of data, and explain its construction in terms of the initial assumptions and the law of increasing opportunity cost.  
13.     Describe and demonstrate graphically the optimal allocation of resources using marginal benefit/marginal cost analysis.  

14.     Demonstrate unemployment, economic growth, changes in resource supplies, and technological advancements in the production possibilities model.

15.     Use the production possibilities model to explain how present choices affect future possibilities for economic activity.

16.     Define and identify terms and concepts listed at the end of the chapter. 

LECTURE NOTES

I. Definition of Economics

A.
The study of how people, institutions, and society make choices under conditions of scarcity.  
B.
Human wants far exceed the ability (limited resources) to satisfy them.

II. The Economic Perspective

A.
Scarcity and choice

1.
Resources can only be used for one purpose at a time.

2.
Scarcity requires that choices be made.

3.
The cost of any good, service, or activity is the value of what must be given up to obtain it.  (opportunity cost).

B.
Illustrating the Idea:  Did Gates, Winfrey, and Rodriguez Make Bad Choices?


1.
On average, college graduates earn around 50 percent more than those with just high 



school diplomas. 



2.
Gates, Winfrey, and Rodriguez all gave up college to pursue their careers, each 




believing they could earn more by forgoing or delaying college. 

.

3.
Differences in opportunity costs help explain why people make different choices.
C.
Purposeful Behavior

1.
Rational self-interest entails making decisions to achieve maximum utility.

2.
Individuals weigh costs and benefits in an effort to reach decisions that will maximize their satisfaction.
3.
Purposeful (or rational) behavior does not preclude bad decisions from faulty logic or bad information.

4.
Rational self-interest is not the same as selfishness.

D.
Marginalism:  benefits and costs

1.
Most decisions concern a change in current conditions; therefore the economic perspective is largely focused on marginal analysis.

2.
Each option considered weighs the marginal benefit against the marginal cost, where “marginal” means “extra,” “additional,” or “a change in.”
3.
Whether the decision is personal or one made by business or government, the principle is the same.

4.
The marginal cost of an action should not exceed its marginal benefits.

5.
Marginal costs are also always opportunity costs.

E.
Applying the Analysis: Fast Food Lines


1.
People choose the shortest line to reduce time cost.


2.
Lines tend to have equal lengths as people shift from longer to shorter lines in an effort to 
save time.


3.
Lines are chosen based on length without much other information—cost of obtaining 

more information is not worth the benefit.


a.
Imperfect information may lead to an unexpected wait.


b.
Imperfect information may cause some people to leave when they see a long line.


4.
When a customer reaches the counter, other economic decisions are made about what to order.  These choices are all purposeful, made after the consumer compares the costs and benefits of possible choices.

III. Theories, Principles, and Models
A.
Economists use the scientific method to establish theories, laws, and principles.

1.
The scientific method consists of:


a.
The observation of facts (real data).


b.
The formulations of explanations of cause and effect relationships (hypotheses) based upon the facts.


c.
The testing of the hypotheses.


d.
The acceptance, rejection, or modification of the hypotheses.


e.
Continued testing of a hypothesis, leading to determination of a theory, law, 
principle, 
or model.

2.
Principles are purposeful simplifications used to explain and/or predict the behavior of individuals and institutions.

3.
Terminology—Principles, laws, theories, and models are all terms that refer to generalizations about economic behavior.  They are used synonymously in the text, with custom or convenience governing the choice in each particular case.

5.
Generalization—Economic principles are expressed as the tendencies of the typical or average consumer, worker, or business firm.

6.
“Other things equal” or ceteris paribus assumption—In order to judge the effect one variable has upon another it is necessary to hold other contributing factors constant.  Natural scientists can test with much greater precision than can economists.  They have the advantage of controlled laboratory experiment.  Economists must test their theories using the real world as their laboratory.

7.
Graphical Expression—Many economic relationships are quantitative, and are demonstrated efficiently with graphs.  The “key graphs” are the most important.

8.
Abstractions—Economic principles, theories or models are abstractions, simplifications, which attempt to find the important connections and relationships of economic behavior.  These models are useful precisely because they strip away the clutter and complexity of reality.
Concept Illustration – Abstractions and Models

IV.  Macroeconomics and Microeconomics

A.
Microeconomics looks at specific economic units.

1.
It is concerned with the individual industry, firm or household and the price of specific products and resources.

2.
It is an examination of trees, and not the forest.

B.
Macroeconomics examines the economy as a whole.

1.
It includes measures of total output, total employment, total income, aggregate expenditures, and the general price level – aggregates.
2.
It is a general overview examining the forest, not the trees.
V.
Individual’s Economic Problem

A.
All individuals and societies face the economics problem.



1.
Wants are unlimited.


2.
The means to satisfy wants (time, money, resources) are limited (scarce).

B.
Budget Line (Figure 1.1)

1.
An individual’s income limits can be represented graphically with a budget line (or budget constraint).


2.
It shows the various combinations of two goods a consumer can purchase with a specific money income.


3.
Combinations beyond the budget line are unattainable.


4.
The negative slope of the budget line represents the opportunity cost (tradeoff) of one good in terms of the other.


5.
The constant slope indicates constant opportunity costs – the tradeoff is unchanged whether buying the first or last possible unit of a good.

6.
The budget constraint forces people to choose, weighing marginal benefits and marginal costs in order to maximize satisfaction.

7.
Increases in income shift the budget line to the right, allowing the consumer to buy more.

VI.
Society’s Economic Problem
A.
Scarce resources -- Economic resources are limited relative to wants.

B.
Resource categories

1.
Economic resources refer to all natural, human, and manufactured resources used in the production of goods and services.

2.
Economic resources are sometimes called factors of production and include four categories:

a.
Land or natural resources (“gifts of nature”),

b.
Labor or human resources, which include physical and mental abilities used in production,

c.
Capital or investment goods which are all manufactured aids to production like tools, equipment, factories, transportation, etc.,

d.
Entrepreneurial ability, a special kind of human resource that provides four important functions:

i.
Takes initiative to combine resources needed for production,

ii.
Makes strategic business policy decisions,

iii.
Is an innovator for new products, production techniques, organizational forms,

iv.
Bears the risk of time, effort, and funds.

VII.
Production Possibilities Model
A.
Assumptions:

1.
Economy is employing all available resources (full employment).

2.
Available supply of resources is fixed in quantity and quality at this point in time.

3.
Technology is constant during analysis.

4.
Economy produces only two types of products:

a.
Consumer goods satisfy wants directly, and

b.
Capital goods indirectly satisfy wants by aiding production of consumer goods.


B.
Production Possibilities Table (Figure 1.2)


1.
Lists the combinations of consumer and capital goods that can be produced given a set of 



resources and technology, and assuming full employment.



2.
Choices now impact future production possibilities – by forgoing more now, society can 



have much more later.
C.
Production Possibilities Curve (Figure 1.2).


1.
The production possibilities curve is a graphical representation of the constraints, 
analogous to the individual’s budget line.
2.
Points on the curve represent maximum possible combinations of manufacturing equipment and food products given resources and technology.

3.
Points inside the curve represent underemployment or unemployment.

4.
Points outside the curve are unattainable at present.

D.
Law of increasing opportunity costs:

1.
The amount of other products that must be sacrificed to obtain more of any given product is called the opportunity cost.  

2.
Opportunity costs are measured in terms of real goods rather than money (market prices are not part of the production possibilities model.)

3.
The more of a product produced the greater is its (marginal) opportunity cost.

4.
The slope of the production possibilities curve becomes steeper, demonstrating increasing opportunity cost.  This makes the curve appear bowed out, concave from the origin.


5.
Economic Rationale:


a.
Economic resources are not completely adaptable to alternative uses.


b.
To get increasing amounts of food products, resources not particularly well suited for that purpose must be used.  Workers that are accustomed to producing manufacturing equipment on an assembly line may not do well as processing food.

E.
Optimal allocation (or best product-mix):

1.
It will be some point on the curve.

2.
Society will receive maximum satisfaction at the combination where marginal benefit equals marginal cost (MB=MC).
3.
Graphically the optimal allocation occurs where the marginal benefit and marginal cost 


curves intersect (at 200,000 units of food in Figure 1.3, alternative C on Figure 1.2).

F.
Applying the Analysis: The War on Terrorism


1.
Any society must decide how to allocate resources between “defense goods” and 




“civilian goods,” where the optimal allocation is found where MB=MC.



2.
The terrorist attacks of September 11, 2001, caused many U.S. leaders to conclude that 



the marginal benefits of defense goods are now greater than before, shifting the MB 



curve to the right (outward).



3.
The outward shift of the MB curve would result in an increase in the optimal quantity of 



defense goods relative to civilian goods.
VIII.
Unemployment, Growth, and the Future

A.
Unemployment results in an economy producing inside its production possibilities curve 


(Figure 1.4).  This requires dropping the assumption of full employment.


B.
An outward shift of the production possibilities curve allows an economy to grow 



(Figure 1.5).


1.
Increasing resource supplies (labor force, stock of capital) shifts the curve out, increasing 



the potential output of all goods.


2.
Improved quality of resources (better educated labor force) increases production 




possibilities.



3.
Technological advancements allow an economy to produce more with a given supply of 



resources, and are represented by an outward shift of the curve.


C.
Applying the Analysis: Information Technology and Biotechnology


1.
Advances in computer technology have reduced their cost and increased their speed.



2.
Software improvements have expanded the capabilities (production possibilities) of 



computers.



3.
Cellular phones and the Internet have improved communication, reducing costs and 



expanding production capabilities.



4.
Biotechnology advances have improved production in agriculture and medicine.


D.
Present Choices and Future Possibilities



1.
Present choices about consumer and capital goods affect future production possibilities.




2.
Presentville’s decision to produce more goods for the present (consumer goods) and less 



goods for the future (capital) will result in a smaller outward shift than Futureville’s 



decision to produce more capital (Figure 1.6).
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