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Because cultivating an economic way of thinking requires building

on a foundation of theory and its application to real-world examples,
MACROECONOMICS, 13e continues to set the standard for thoroughly

updated content. In this edition, “Here What and How the Economist

Thinks” and “Does It Matter to You If . . .?” are two new features included

in every chapter. The first feature gives insight into just how economists

go about thinking about various topics. The second feature ties what

students read in an economics principles book—on such subjects as market

structures, interest rates, aggregate demand and supply, monetary and fiscal

policy, regulation and antitrust—directly to how each affects them. Does

It Matter To You If You are Efficient or Not? or If the Economy is at One
Point on the PPF Instead of Another? or If Something You Buy Is Taxed or

Subsidized? It certainly does.

ECONOMICS

Obesity and a Soda Tax

The percentage of the U.S. population that is deemed obese today
is higher than it was 20 years ago. Obesity is a health problem, so
we often hear proposals directed at trying to reduce the obesity
rate in the country. One proposal is to place a tax on high-fat,
high-calorie so-called junk food. A similar proposal is to place a tax
on soda.

We now know that a tax placed on one goed (but noton
another) will change the relative prices of the two goods. Placing a

1soda = 4 sugared iced teas
1sugared iced tea = } soda

As a result of the tax on soda, its elative price has risen, but the rel-
ative price of sugared iced tea has fallen. We would thus expect people
o |atively less soda and relatively d iced tea.

Obesity is lessened by ingesting fewer calories, not the same.
number or more calories. Simply put, the soda tax might reduce

taxon good ¥, but not on good Y, will make good X relatively mor
p and ¥ rel, ly cheaper, to pur-
chase relatively less X and relatively more Y.

‘Consider a tax placed on soda. We would expect the absolute
(money) price of soda to rise. And If the tax is placed only on soda,
its relative price will rise too. As soda becomes relatively more
expensive, we would expect fewer sodas to be consumed and obe-
sity to decline. Right? Well, fewer sodas might be purchased and
consumed, but whether obesity will decline is not so clear. Consider
soda and sugared iced tea. Both soda and sugared iced tea are
sweet drinks. They might even be substitutes, With this idea in mind,
suppose the absolute price of a soda is $1 and the absolute price of
an iced tea (with sugar) is 50¢. It follows that the relative prices are

1soda = 2sugared iced teas
1sugared iced tea = } soda

Now let’s place a tax on soda that drives its price up to $2. The
new relative prices for soda and iced tea are

the of sodas, but it dossn't ly reduce obesity.

Although the soda tax makes soda relatively more expensive, it
makes soda substitutes (such as sugared iced tea) relatively less
expensive and thus makes a rise in the consumption of sugared iced
tea more likely.

Patt Moz onwlla; Alamy Stock Phets

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or dup

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to res




IN'APPRECIATION

Many colleagues have contributed to the success of this text over the last twelve editions. Their feedback continues to influence
and enhance the text and ancillary package and I'm grateful for their efforts. Now into our 13th edition, space dictates that
we can no longer list the names of all reviewers for each past edition; we are including here instructors who contributed to
the development of the 13th edition, but continue to be grateful for the improvements suggested by all of the reviewers and

contributors to this product over the years.

Randy Barcus
Embry Riddle Aeronautical University -
Daytona Beach Daytona Beach, FL

Yosef Bonaparte
University of British Columbia
Kelowna, BC

Anthony Chan

Santa Monica College Los Angeles, CA
Amy Chataginer

Mississippi Gulf Coast Community
College Biloxi, MS

Megan Cummins
Mt. San Jacinto College Long Beach, CA

Ribhi Daoud
Sinclair Community College Dayton, OH

Carol Decker
Tennessee Wesleyan College Niota, TN

Brittany Dobill
John A Logan College Carterville, IL

Tila Dorina
Embry Riddle Aeronautical University -
Daytona Beach, FL

Matthew Dudman
California State University - Maritime
Vallejo, CA

Harry Ellis
University of North Texas Denton, TX

Susan Emens
Kent State University - Trumbull
Warren, OH

Fidel Ezeala-Harrison
Jackson State University Jackson, MS

John Finley
Columbus State University
Columbus, GA

Lea Frances
Germanna Community College
Orange, VA

John Gaughan
Penn State University Lebigh Valley
Center Valley, PA

Sherry Grosso
University of South Carolina Sumter, SC

Travis Hayes
Dalton State College Dalton, GA

Aubrey Haynes
Southwest Texas Jr College Uvalde, TX

Dewey Heinsma
Mz. San Jacinto College Yucaipa, CA

Tony Hunnicurtt
College of the Ouachitas Malvern, AR

Joe Hutlak
Union County College Cranford, NJ

Andres Jauregui
Columbus State University
Columbus, GA

Deb Jones
lowa Lakes Community College
Emmetsburg, 1A

Barry Kotlove
Edmonds Community College
Lynnwood, WA

Katie Lotz
Lake Land College Mattoon, IL

Brian Lynch
Lake Land College Mattoon, IL

Michael Machiorlatti
Oklahoma City Community College
Oklahoma City, OK

Mehrdad Madresehee
Lycoming College Williamsport, PA

Mike McGay
Wilmington University Newark, DE

Shah Mehrabi
Montgomery College Arlington, VA

José Mendez
John A Logan College Carterville, IL

Elizabeth Moorhouse
Lycoming College Williamsport, PA

Edward Murphy
Embry Riddle Aeronautical University -
Daytona Beach Daytona Beach, FL

Charles Myrick
Oklahoma City Community College
Warr Acres, OK

Charles Newton
Houston Community College
Stafford, TX

Ogbonnaya Nwoha
Grambling State University Ruston, LA

Charles Parker
Wayne State College Wayne, NE

Van Pham
Salem State University Salem, MA

John Pharr
Brookhaven College Garland, TX

XXV

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



XXVi

Germain Pichop
Oklahoma City Community College
Oklahoma City, OK

Craig Richardson
Winston-Salem State University
Winston-Salem, NC

April Ruhmann
Southwest Texas Jr College Uvalde, TX

Sara Saderion
Houston Community College
Houston, TX

Richard Sarkisian
Camden County College Blackwood, N]

Daniel Saros

Valparaiso University Valparaiso, IN

Anthony Sawyer
Paris Junior College Paris, TX

Bill Schweizer
University of Mount Union
Alliance, OH

Matt Shekels
North Arkansas College Harrison, AR

Kent Sickmeyer
Kaskaskia College Centralia, 1L

Donald Sparks
The Citadel Charleston, SC

Boo Su
College of the Canyons Santa
Clarita, CA

Omari Swinton

Howard University Upper Marlboro, MD

Krystal Thrailkill
Rich Mountain Community College
Mena, AR

In Appreciation

Kelly Whealan-George
Embry-Riddle Aeronautical University
South Riding, VA

Beth Wilson
Humboldt State University Arcata, CA

Davin Winger
Oklahoma Panbhandle State University
Goodwell, OK

Peter Wui
University of Arkansas Pine Bluff
Lirtle Rock, AR

Mustafa Younis
Jackson State University Jackson, MS

Evaristo Zapata
Southwest Texas Jr College Eagle Pass, TX

I would like to thank Peggy Crane of Southwestern College, who revised the Test Bank and wrote the questions for the Adaptive
Test Prep. I owe a debt of gratitude to all the fine and creative people I worked with at Cengage Learning. These persons include
Erin Joyner, Vice President and General Manager (Social Science and Qualitative Business); Jason Fremder, Product Director;
Chris Rader, Associate Product Manager; John Carey, Executive Marketing Manager; Molly Umbarger, Content Developer;
Colleen Farmer, Senior Content Project Manager; and Michelle Kunkler, Senior Art Director.

My deepest debt of gratitude goes to my wife, Sheila, and to my two sons, David and Daniel. They continue to make all my

days happy ones.

Roger A. Arnold

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



CHAPTER

WHAT ECONOMICS IS ABOUT

You are about to begin your
= #7911 study of economics. Before
e _ 2 discussing particular topics in

| ﬁil‘g economics, we think it best to

gﬁ‘q‘fﬁ i give you an overview of what
Sk

%ﬁ: : economics is and of some of the

: " key concepts. The key concepts
can be compared to musical
notes: Just as musical notes are
repeated in any song (you hear
the musical note G over and over
again), so are the key concepts
in economics repeated. Some
of these concepts are scarcity,
opportunity cost, efficiency,
marginal decision making,
incentives, and exchange.

1-1 YOUR LIFE, 2019-2029

What will your life be like during the years 2019-2029? What kind of work will you do after
college? How much will you earn in that first job after college? Where will you be living and who
will your friends be? How many friends will you have? Will you buy a house in the next few years?
If so, how much will you pay for the house? And, perhaps most importantly, will you be happy?

The specific answers to these questions and many more have to do with economics. For
example, the salary you will earn has to do with the economic concept of opportunity cost. What
you will do in your first job after college has to do with the sztze of the economy when you graduate.
The price you pay for a house has to do with the state of the housing market. How many friends
you have has to do with the economic concept of scarcity. Whether you are happy will depend on
such things as the ner benefits you receive in various activities, the uzility you gain by doing certain
things, and more.

In this chapter, we begin our study of economics. As you read the chapter (and those which
follow), ask yourself how much of what you are reading is relevant to your life today and tomor-
row. Ask: What does what I am reading have to do with my life? Our guess is that after answering
this question a few dozen times, you will be convinced that economics explains much about your
present and future.

Denise Lett/Shutterstock.com
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Good

Anything from which indi-
viduals receive utility or
satisfaction.

Utility

The satisfaction one receives
from a good.

Bad

Anything from which indi-
viduals receive disutility or
dissatisfaction.

Disutility

The dissatisfaction one
receives from a bad.

Land

All natural resources, such as
minerals, forests, water, and
unimproved land.

Labor

The work brought about

by the physical and mental
talents that people contribute
to the production process.

Capital

Produced goods, such as
factories, machinery, tools,
computers, and buildings
that can be used as inputs
for further production.

Entrepreneurship

The talent that some people
have for organizing the
resources of land, labor,
and capital to produce
goods, seek new business
opportunities, and develop
new ways of doing things.

Scarcity

The condition in which our
wants are greater than the
limited resources available to
satisfy those wants.

Part 1 Economics: The Science of Scarcity

1-2 A DEFINITION OF ECONOMICS

In this section, we discuss a few key economic concepts; then we incorporate knowledge of these
concepts into a definition of economics.

1-2a Goods and Bads

Economists talk about goods and bads. A good is anything that gives a person utility, or satisfaction.
Here is a partial list of some goods: a computer, a car, a watch, a television set, friendship, and love.
You will notice from our list that a good can be either tangible or intangible. A computer is a
tangible good; friendship is an intangible good. Simply put, for something to be a good (whether
tangible or intangible), it only has to give someone utility or satisfaction.

A bad is something that gives a person disutility or dissatisfaction. If the flu gives you disutility
or dissatisfaction, then it is a bad. If the constant nagging of an acquaintance is something that
gives you disutility or dissatisfaction, then it is a bad.

People want goods, and they do not want bads. In fact, they will pay to get goods (“Here is
$1,000 for the computer”), and they will pay to get rid of bads (“I'd be willing to pay you, doctor,
if you can prescribe something that will shorten the time I have the flu”).

Can something be a good for one person and a bad for another person? Smoking cigarettes gives
some people utility; it gives others disutility. We conclude that smoking cigarettes can be a good
for some people and a bad for others. This must be why the wife tells her husband, “If you want
to smoke, you should do it outside.” In other words, “Get those bads away from me.”

1-2b Resources

Goods do not just appear before us when we snap our fingers. It takes resources to produce goods.
(Sometimes resources are referred to as inputs or factors of production.)

Generally, economists divide resources into four broad categories: land, labor, capital, and
entrepreneurship.

* Land includes natural resources, such as minerals, forests, water, and unimproved land.
For example, oil, wood, and animals fall into this category. (Sometimes economists refer
to the category simply as natural resources.)

* Labor consists of the physical and mental talents that people contribute to the production
process. For example, a person building a house is using his or her own labor.

* Capital consists of produced goods that can be used as inputs for further production.
Factories, machinery, tools, computers, and buildings are examples of capital. One
country might have more capital than another; that is, it has more factories, machinery,
tools, and the like.

* Entrepreneurship refers to the talent that some people have for organizing the resources of
land, labor, and capital to produce goods, seek new business opportunities, and develop
new ways of doing things.

1-2c Scarcity and a Definition of Economics

We are now ready to define a key concept in economics: scarcity. Scarcity is the condition in which
our wants (for goods) are greater than the limited resources (land, labor, capital, and entrepreneur-
ship) available to satisfy those wants. In other words, we want goods, but not enough resources
are available to provide us with all the goods we want.

Look at it this way: Our wants (for goods) are infinite, but our resources (which we need to
produce the goods) are finite. Scarcity is the result of our infinite wants hitting up against finite
resources.
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Chapter 1 What Economics Is About

Many economists say that if scarcity didn’t exist, neither would economics. In other words, if
our wants weren't greater than the limited resources available to satisfy them, there would be no
field of study called economics. This is similar to saying that if matter and motion didn’t exist,
neither would physics or that if living things didn't exist, neither would biology. For this reason,
we define economics in this text as the science of scarcity. More completely, economics is the science
of how individuals and societies deal with the fact that wants are greater than the limited resources
available to satisfy those wants.

THINKING LIKE AN ECONOMIST

Scarcity Affects Everyone Everyone in the world—even a billionaire—has to face
scarcity. Billionaires may be able to satisfy more of their wants for tangible goods (houses,
cars) than most people, but they still may not have the resources to satisfy all their wants.
Their wants might include more time with their children, more friendship, no disease in the
world, peace, and a hundred other things that they don't have the resources to “produce.”

Thinking in Terms of Scarcity’s Effects Scarcity has effects. Here are three: (1) the need to
make choices, (2) the need for a rationing device, and (3) competition.

Choices People have to make choices because of scarcity. Because our unlimited wants are greater
than our limited resources, some wants must go unsatisfied. We must choose which wants we will
satisfy and which we will not. Jeremy asks, “Do I go to Hawaii or do I pay off my car loan earlier?”
Ellen asks, “Do I buy the new sweater or two new shirts?”

Need for a Rationing Device A rationing device is a means of deciding who gets what of available
resources and goods. Scarcity implies the need for a rationing device. If people have infinite wants
for goods and if only limited resources are available to produce the goods, then a rationing device
is needed to decide who gets the available quantity of goods. Dollar price is a rationing device. For
instance, 100 cars are on the lot, and everyone wants a new car. How do we decide who gets what
quantity of the new cars? The answer is to use the rationing device called do/lar price. The people
who pay the dollar price for a new car end up with one.

Scarcity and Competition Do you see competition in the world? Are people competing for jobs?
Are states and cities competing for businesses? Are students competing for grades? The answer
to all these questions is yes. The economist wants to know why this competition exists and what
form it takes. First, the economist concludes, competition exists because of scarcity. If there were
enough resources to satisfy all our seemingly unlimited wants, people would not have to compete
for the available, but limited, resources.

Second, the economist sees that competition takes the form of people trying to get more of
the rationing device. If dollar price is the rationing device, people compete to earn dollars. Look
at your own case. You are a college student working for a degree. One reason (but perhaps not
the only reason) you are attending college is to earn a higher income after graduation. But why
do you want a higher income? You want it because it will allow you to satisfy more of your wants.

Suppose muscular strength (measured by lifting weights), instead of dollar price, were the
rationing device. Then people with more muscular strength would receive more resources and
goods than people with less muscular strength. In that case, people would compete for muscular
strength. (Would they spend more time at the gym lifting weights?) The lesson is simple: Whatever
the rationing device is, people will compete for it.

Economics

The science of scarcity; the
science of how individuals
and societies deal with the
fact that wants are greater
than the limited resources
available to satisfy those
wants.

Rationing Device

A means for deciding who
gets what of available
resources and goods.
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Part 1 Economics: The Science of Scarcity

FINDING ECONOMICS

At the campus bookstore To learn economics well, you must practice what you learn.
One of the ways to practice economics is fo find it in everyday life. Consider the following
scene: You are in the campus bookstore buying a book for your computer science course,
and you are handing over $85 fo the cashier. Can you find the economics in this simple
scene? Before you read on, think about it for a minute.

Let's work backward to find the economics. You are currently handing the cashier $85.
We know that dollar price is a rationing device. But let's now ask ourselves why we would
need a rationing device to get the book. The answer is scarcity. In other words, scarcity is
casting its long shadow there in the bookstore as you buy a book. We have found one of the
key economic concepts—scarcity—in the campus bookstore. (If you also said that a book is a
good, then you have found even more economics in the bookstore. Can you find more than
scarcity and a good?)

SELF-TEST

(Answers to Self-Test questions are in Answers to Self-Test Questions at the back of the book.)

1. True or false? Scarcity is the condition of finite resources. 2. How does competition arise out of scarcity?

Explain your answer.

Opportunity Cost

The most highly valued
opportunity or alternative
forfeited when a choice is
made.

3. How does choice arise out of scarcity?

1-3 KEY CONCEPTS IN ECONOMICS

A number of key concepts in economics define the field. We discuss a few of these concepts next.

1-3a Opportunity Cost

So far, we have established that people must make choices because scarcity exists. In other words,
because our seemingly unlimited wants push up against limited resources, some wants must go
unsatisfied. We must therefore choose which wants we will satisfy and which we will not. The most
highly valued opportunity or alternative forfeited when we make a choice is known as
opportunity cost. Every time you make a choice, you incur an opportunity cost. For example, you
have chosen to read this chapter. In making this choice, you denied yourself the benefits of doing
something else. You could have watched television, written text messages to a friend, taken a nap,
eaten a few slices of pizza, read a novel, shopped for a new computer, and so on. Whatever you
would have chosen to do is the opportunity cost of your reading this chapter. For instance, if you
would have watched television instead of reading this chapter—if that was your next best
alternative—then the opportunity cost of reading the chapter is watching television.

There Is No Such Thing as a Free Lunch Economists are fond of saying that “there is
no such thing as a free lunch.” This catchy phrase expresses the idea that opportunity costs are
incurred whenever choices are made. Perhaps this is an obvious point, but consider how often
people mistakenly assume that there 7s a free lunch. For example, some parents think that educa-
tion is free, because they do not pay tuition for their children to attend public elementary school.
That’s a misconception. “Free” implies no sacrifice and no opportunities forfeited, but an elemen-
tary school education requires resources that could be used for other things.

Consider the people who speak about free medical care, free housing, free bridges (“there’s no
charge to cross it”), and free parks. Again, free medical care, free housing, free bridges, and free
parks are misconceptions. The resources that provide medical care, housing, bridges, and parks
could have been used in other ways.
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Chapter 1 What Economics Is About

ECONOMICS

Rationing Spots at Yale

Each year, Yale University receives
more applications for admission to
the freshmen class than spots are
available. In most years, for every
100 applications for admission that
Yale receives, it can accept only
seven applicants for admission.
What Yale has to do, then, is ration
its available admission spots.

How does it ration its available

iStock.com/peterspiro

spots? One way is simply to use
money as a rationing device. In other words, raise the dollar amount
of attending Yale to a high enough level so that the number of
spots equals the number of students willing and available to pay
for admission. To illustrate, think of Yale as auctioning off spots in its
freshman class. It calls out a price of $50,000 a year, and at this price
more people wish to be admitted to Yale than there are spots avail-
able. Yale keeps on raising the price until the number of students
who are willing and able to pay the tuition is equal to the number
of available spots. Maybe this price is, say, $200,000.

As we know, Yale does not ration its available spots this way.
In fact, it uses numerous rationing devices in an attempt to whittle
down the number of applicants to the number of available spots.
For example, it might use the rationing device of high school
grades. Anyone with a GPA in high school of less than, say, 3.50 is
not going to be admitted. If, after doing this, Yale still has too
many applicants, it might then make use of the rationing device of
standardized test scores. Anyone with an SAT score of under, say,
2100 is eliminated from the pool of applicants. If there are still too
many applicants, then perhaps other rationing devices will be used,
such as academic achievements, community service, degree of
interest in attending Yale, and so on.

Yale might also decide that it wants
to admit certain students over others,
even if the two categories of students
have the same academic credentials.
For example, suppose Yale wants at
least one student from each state in
the country, and only 10 students from
Wyoming have applied to go to Yale
whereas 500 students from California
have applied. Then Yale could very
well use the rationing device of state
diversity to decide in favor of the student from Wyoming instead of
the applicant from California.

In the first week of April each year, Yale sends out many more
rejection letters than acceptance letters. No doubt, some students
who are rejected by Yale feel that some of the students who were
accepted might not be as academically strong as they are. No doubt,
the student with a 4.00 GPA and a perfect SAT score of 2400 feels that
he might have been slighted by Yale when he learns that a student in
his high school with a 3.86 GPA and SAT score of 2180 was chosen over
him. What did the 3.86-2180 student have that he didn’t have? What
rationing device benchmark did the rejected student score lower on?

In life, you will often hear people arguing over what the rationing
device for certain things should be. Should high school grades and
standardized test scores be the only two rationing devices for college
admission? What role should money play as a rationing device when
a high school graduate applies to college? What role should ethnic
or racial diversity, or state diversity, or income diversity play in the
application process? Our point is a simple one: With scarcity comes
the need for a rationing device. More people want a spot at Yale
than there are spots available. Yale has to use one or more rationing
devices to decide who will be accepted and who will be rejected.

THINKING LIKE AN ECONOMIST

Zero Price Doesn’t Mean Zero Cost A friend gives you a ticket to an upcoming
concert for zero price (i.e., you pay nothing). Does it follow that zero price means zero cost?
No. There is still an opportunity cost of attending the concert. Whatever you would be doing
if you don't go to the concert is the opportunity cost of attending. To illustrate, if you don't
attend the concert, you would hang out with friends. The value you place on hanging out with
friends is the opportunity cost of your attending the concert.
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EXHIBIT 1

Part 1 Economics: The Science of Scarcity

1-3b Opportunity Cost and Behavior

Economists believe that a change in opportunity cost can change a person’s behavior. For exam-
ple, Ryan, who is a sophomore at college, attends classes Monday through Thursday of every
week. Every time he chooses to go to class, he gives up the opportunity to do something else,
such as earn $15 an hour working at a job. The opportunity cost of Ryan’s spending an hour
in class is $15.

Now let’s raise the opportunity cost of attending class. On Tuesday, we offer Ryan $70 to skip
his economics class. He knows that if he attends his economics class, he will forfeit $70. What
will Ryan do? An economist would predict that as the opportunity cost of attending class increases
relative to the benefits of attending, Ryan is less likely to go to class.

This is how economists think about behavior: 7he higher the opportunity cost of doing something,
the less likely it is that it will be done. This is part of the economic way of thinking,

Look at Exhibit 1, which summarizes some of the things about scarcity, choice, and opportu-
nity cost up to this point.

Scarcity and Related Concepts

Because of scarcity, a Whatever the rationing device, people will compete
rationing device is needed. for it. Scarcity and competition are linked.
Scarcity
Because of scarcity, people When choices are made, Changes in opportunity cost
must make choices. opportunity costs are incurred. affect behavior.
FINDING ECONOMICS

In Being Late to Class John is often a few minutes late to his biology class. The class starts
at 10 a.m., but John usually walks into the class at 10:03 a.m. The instructor has asked John
to be on time, but John usually excuses his behavior by saying that the traffic getting to college
was bad or that his alarm didn’t go off at the right time or that something else happened to
delay him. One thing the instructor observes, though, is that John is never late when it comes to
test day. He is usually in class a few minutes before the test begins. Where is the economics?
We would expect behavior to change as opportunity cost changes. When a test is being
given in class, the opportunity cost of being late to class is higher than when a test is not being
given and the instructor is simply lecturing. If John is late to class on test day, he then has fewer
minutes to complete the test, and having less time can adversely affect his grade. In short, the
higher the opportunity cost of being late to class, the less likely it is that John will be late.

1-3¢c Benefits and Costs

If we could eliminate air pollution completely, should we do it? If your answer is yes, then you
are probably focusing on the benefits of eliminating air pollution. For example, one benefit might
be healthier individuals. Certainly, individuals who do not breathe polluted air have fewer lung
disorders than people who do breathe polluted air.
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Chapter 1 What Economics Is About

But benefits rarely come without costs. The economist reminds us that, although eliminat-
ing pollution has its benefits, it has costs too. To illustrate, one way to eliminate all car pollution
tomorrow is to pass a law stating that anyone caught driving a car will go to prison for 40 years.
With such a draconian law in place and enforced, very few people would drive cars and all car
pollution would be a thing of the past. Presto! Cleaner air! However, many people would think
that the cost of obtaining that cleaner air is too high. Someone might say, “I want cleaner air, but
not if I have to completely give up driving my car. How will I get to work?”

What distinguishes the economist from the noneconomist is that the economist thinks in terms
of both costs and benefits. Often, the noneconomist thinks in terms of one or the other. Studying
has its benefits, but it has costs too. Coming to class has benefits, but it has costs too. Getting
up early each morning and exercising has its costs, but let’s not forget that there are benefits too.

1-3d Decisions Made at the Margin

It is late at night, and you have already studied three hours for your biology test tomorrow. You look
at the clock and wonder if you should study another hour. How would you summarize your thinking
process? What question or questions do you ask yourself to decide whether to study another hour?

Perhaps without knowing it, you think in terms of the costs and benefits of further study. You
probably realize that studying an additional hour has certain benefits (you may be able to raise your
grade a few points), but it has costs too (you will get less sleep or have less time to watch television
or talk on the phone with a friend). 7/at you think in terms of costs and benefits, however, doesn’t
tell us how you think in terms of costs and benefits. For example, when deciding what to do, do
you look at the rozal costs and rotal benefits of the proposed action, or do you look at something
less than the total costs and benefits? According to economists, for most decisions, you think in
terms of additional, or marginal, costs and benefits, not fozal costs and benefits. Thats because
most decisions deal with making a small, or additional, change.

To illustrate, suppose you just finished eating a hamburger and drinking a soda for lunch. You
are still a little hungry and are considering whether to order another hamburger. An economist would
say that, in deciding whether to order another hamburger, you compare the additional benefits of
the second hamburger with its additional costs. In economics, the word marginal is a synonym for
additional. So, we say that you compare the marginal benefits (MB) of the (next) hamburger to its
marginal costs (MC). If the marginal benefits are greater than the marginal costs, you obviously
expect a net benefit to ordering the next hamburger, and therefore you order another. If, however,
the marginal benefits are less than the marginal costs, you obviously expect a net cost to ordering
the next hamburger, and therefore you do not order another. Logically, the situation is as follows:

Condition Action

MB of next hamburger > MC of next hamburger Buy next hamburger

MB of next hamburger < MC of next hamburger Do not buy next hamburger

What you don’t consider when making this decision are the zozal benefits and rozal costs of
hamburgers. That’s because the benefits and costs connected with the first hamburger (the one you
have already eaten) are no longer relevant to the current decision. You are not deciding between eat-
ing two hamburgers or eating no hamburgers; your decision is whether to eat a second hamburger
after you have already eaten one.

According to economists, when individuals make decisions by comparing marginal benefits
with marginal costs, they are making decisions at the margin. The employee makes a decision at
the margin in deciding whether to work two hours overtime; the economics professor makes a
decision at the margin in deciding whether to put an additional question on the final exam.

Marginal Benefits (MB)
Additional benefits; the
benefits connected with con-
suming an additional unit of
a good or undertaking one
more unit of an activity.

Marginal Costs (MC)
Additional costs; the costs
connected with consuming
an additional unit of a good
or undertaking one more unit
of an activity.

Decisions at the Margin
Decision making
characterized by weighing
the additional (marginal)
benefits of a change against
the additional (marginal)
costs of a change with
respect to current conditions.
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ECONOMICS

When Is It Too Costly to Attend College?

Look around your class. Are there any big-name actors, sports

stars, or comedians between the ages of 18 and 25 in your class?
Probably not. The reason is that, for these people, the opportu-
nity cost of attending college is much higher than it is for most
18-to-25-year-olds. Think of LeBron James, a basketball star,
Chris Rock, a comedian, Johnny Depp, an actor, Will Smith, also
an actor—these people and many more like them chose not to
go to college. Why didn’t they go to college? The fact is that they
didn’t go to college because it was too expensive for them to go
to college. Not “too expensive”in the sense that the “tuition was
too high,” but expensive in terms of what they would have had
to give up if they attended college—expensive in opportunity
cost terms.

To understand this idea, think of what it's costing you to attend
college. If you pay $3,000 tuition a semester for eight semesters, the
full tuition amounts to $24,000. However, $24,000 is not the full cost
of attending college, because if you were not a student, you could
be earning income working at a job. For example, you could be
working at a full-time job earning $32,000 annually. Certainly, this
$32,000, or at least part of it if you are currently working part time,
is forfeited because you are attending college. It is part of the total
cost of your attending college.

The tuition cost may be the same for everyone who attends
your college, but the opportunity cost is not. Some people have
higher opportunity costs of attending college than others. It just
so happens that Johnny Depp, LeBron James, Will Smith, and Chris
Rock had extremely high opportunity costs of attending college.
Each would have to give up hundreds of thousands of dollars if he
were to attend college on a full-time basis.

Simply put, our story illustrates two related points we have
made in this chapter. First, earlier we said that the higher the oppor-
tunity cost of doing something, the less likely it will be done. The
opportunity cost of attending college is higher for some people
than others, and that is why not everyone who can pay for college
chooses to attend college.

Kent Smith/NBAE/Getty Images

Second, we said that economists believe that individuals think
and act in terms of costs and benefits and that they undertake actions
only if they expect the benefits to outweigh the costs. Thus, Johnny
Depp, LeBron James, Will Smith, and Chris Rock saw certain benefits
to attending college—ijust as you see certain benefits to attending
college. But those benefits—although they may be the same for
you and everyone else—are not enough to get everyone to attend
college. That's because the benefits are not all that matters. The
costs matter, too. In the case of Johnny Depp, LeBron James, Will
Smith, and Chris Rock, the costs of attending college were much
higher than the benefits, so they chose not to attend college.

In your case, the benefits are higher than the costs, so you have
decided to attend college.
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1.3¢ Efficiency

What is the right amount of time to study for a test? In economics, the right amount of anything
is the optimal or efficient amount—the amount for which the marginal benefits equal the marginal
costs. Stated differently, you have achieved efficiency when the marginal benefits equal the marginal
costs.

Suppose you are studying for an economics test, and for the first hour of studying, the marginal

benefits (MB) are greater than the marginal costs (MC):
MB studying first hour > MC studying first hour

Given this condition, you will certainly study for the first hour, because it is worth it:
The additional benefits are greater than the additional costs, so there is a net benefit to studying.

Suppose, for the second hour of studying, the marginal benefits are still greater than the
marginal costs:

MB studying second hour > MC studying second hour
Then you will study for the second hour, because the additional benefits are still greater than
the additional costs. In other words, studying the second hour is worthwhile. In fact, you will

continue to study as long as the marginal benefits are greater than the marginal costs. Exhibit 2
illustrates this discussion graphically.

EXHIBIT 2

MB, MC Efficiency

MB = marginal benefits and
MC = marginal cosfs. In

MC of Studying the exhibit, the MB curve of
studying is downward sloping
and the MC curve of studying
is upward sloping. As long
as MB > MC, the person
will study. The person stops
studying when MB = MC.
This point is where efficiency

MB of Studylng is OChieVed,

4 5 Time Spent

Studying
t Efficient Number (hours)
of Hours to Study

Efficiency

Exists when marginal
benefits equal marginal
costs.
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