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CHAPTER 1

What Is Economics?
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Economics. The word conjures up all sorts of images: manic stock traders on Wall
Street, an economic summit meeting in a European capital, a somber television
news anchor announcing good or bad news about the economy. . .. You probably
hear about economics several times each day. What exactly is economics?

First, economics is a social science, so it seeks to explain something about soci-
ety. In this sense, it has something in common with psychology, sociology, and po-
litical science. But economics is different from these other social sciences, because
of what economists study and how they study it. Economists ask fundamentally dif-
ferent questions, and they answer them using tools that other social scientists find
rather exotic.

[Economics, SCARCITY, AND CHOICE

A good definition of economics, which stresses the difference between economics
and other social sciences, is the following:

Economics £ i % #f
Economics is the study of choice under conditions of scarcity. I R SR 4 R fn A i
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To make good use of the Internet,
you will need the Adobe Acrobat
Reader. It can be downloaded from
http://www.adobe.com/
products/acrobat/readermain.
html. An economic question is:
Why does Adobe give the Reader
away free?

Part I: Preliminaries

This definition may appear strange to you. Where are the familiar words we ordi-
narily associate with economics: “money,” “stocks and bonds,” “prices,” “bud-
gets,” ... 2 As you will soon see, economics deals with all of these things and more.
But first, let’s take a closer look at two important ideas in this definition: scarcity
and choice.

Scarcity and Individual Choice

Think for a moment about your own life—your daily activities, the possessions you
enjoy, the surroundings in which you live. Is there anything you don’t have that
you’d like to have? Anything you’d like more of? If your answer is “no,” congratu-
lations! You are well advanced on the path of Zen self-denial. The rest of us, how-
ever, feel the pinch of limits to our material standard of living. This simple truth is
at the very core of economics. It can be restated this way: We all face the problem
of scarcity.

At first glance, it may seem that you suffer from an infinite variety of scarcities.
There are so many things you might like to have right now—a larger room or apart-
ment, a new car, more clothes . . . the list is endless. But a little reflection suggests
that your limited ability to satisfy these desires is based on two other, more basic
limitations: scarce time and scarce spending power.

scarwy of time and spending power. Given more
swe more of the goods and services that we desire.

The scarcity of spending power is no doubt familiar to you. We’ve all wished for
higher incomes so that we could afford to buy more of the things we want. But the
scarcity of time is equally important. So many of the activities we enjoy—seeing a
movie, taking a vacation, making a phone call—require time as well as money. Just
as we have limited spending power, we also have a limited number of hours in each
day to satisfy our desires.

Because of the scarcities of time and spending power, each of us is forced to
make choices. We must allocate our scarce time to different activities: work, play,
education, sleep, shopping, and more. We must allocate our scarce spending power
among different goods and services: housing, food, furniture, travel, and many oth-
ers. And each time we choose to buy something or do something, we also choose
not to buy or do something else.

Economists study the choices we make as individuals and also the consequences
of those choices. For example, in 2002 and 2003, large numbers of consumers in
the United States decided to spend less on air travel, due to concerns about safety
and increased delays at airport security checkpoints. Many shifted their vacation
spending toward home-improvement projects. Collectively, these decisions led to a
contraction and layoffs in the airline industry, and in businesses associated with air
travel (e.g., hotels and car rental firms). At the same time, businesses associated
with home improvement (e.g., lumber mills, contractors, hardware stores) ex-
panded, and hired additional workers.

Economists also study the more subtle and indirect effects of individual choice
on our society. Will most Americans continue to live in houses or—like Euro-
peans—will most of us end up in apartments? Will we have an educated and well-
informed citizenry? Will traffic congestion in our cities continue to worsen or is
there relief in sight? These questions hinge, in large part, on the separate decisions
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of millions of people. To answer them requires an understanding of how individu-
als make choices under conditions of scarcity.

Scarclity and Soclal Choice

Now let’s think about scarcity and choice from society’s point of view. What are the
goals of our society? We want a high standard of living for our citizens, clean air,
safe streets, good schools, and more. What is holding us back from accomplishing
all of these goals in a way that would satisfy everyone? You already know the an-
swer: scarcity.

In society’s case, the problem is a scarcity of resources—the thlngs we use to
make goods and services that help us achieve our goals. Economists classify re-
sources into four categories:

1. Labor is the time human beings spend producing goods and services.

2. Capital is something produced that is long-lasting, and used to make other
things that we value. Note the word long-lasting. If something is used up
qulckly in the production process—like the flour a baker uses to make bread—
it is generally not considered capital. A good rule of thumb is that capital should
last at least a year, although most types of capital last considerably longer.

It’s useful to distinguish two different types of capital. Physical capital con-
sists of things like machinery and equipment, factory buildings, computers, and
even hand tools like hammers and screwdrivers. These are all long-lasting phys-
ical goods that are used to make other things.

Human capital consists of the skills and knowledge possessed by workers.
These satisfy our definition of capital: They are produced (through education
and training), they help us produce other things, and they last for many years,
typically through an individual’s working life.!

The capital stock is the total amount of capital at a nation’s disposal at any
point in time. It consists of all the physical and human capital made in previous
periods that is still productively useful.

3. Land is the physical space on which production takes place, as well as the natural
resources found under it or on it, such as crude oil, iron, coal, or fertile soil.

4. Entrepreneurship is an individual’s ability (and the willingness to use this abil-
ity) to combine the other resources into a productive enterprise. An entrepre-
neur may be an innovator who comes up with'an original idea for a business or
a risk taker who provides her own funds or time to nurture a project with un-
certain rewards.

Anything produced in the economy comes, ultimately, from some combination
of these resources. Think about the last lecture you attended at your college. You
were consuming a service—a college lecture. What went into producing that ser-
vice? Your instructor was supplying labor. Many types of capital were used as well.
The physical capital included desks, chairs, a chalkboard or transparency projector,
the classroom building itself, and the computer your instructor may have used to

! An individual’s human capital is ordinarily supplied along with her labor time. (When your instructor
lectures or holds office hours, she is providing both labor time and her skills as an economist and
teacher.) Still, it’s often useful to distinguish the time a worker provides (her labor) from any skills or
knowledge possessed (human capital).

Resources # il A TFLE=Y&H
MFEHM LM Fehfps,

Labor 35%) AMELELEEY
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Capital ®& A9 &M
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Physical capital XW¥ A B
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Human capital A H ¥ E ¥
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X3HBFFRHEFTHRA compose lecture notes. In addition, there was human capital—your instructor’s spe-
(inputs) . % * &% (factors cialized knowledge and lecturing skills. There was land—the property on which
of production) , ¥ & (re- your classroom building sits. And some indiyidual or group hgd to play the role of
sources) X Z A4 8 B & innovator and risk taker in order to combine the labor, capital, and natural re-

sources needed to create and guide your institution in its formative years. (If you at-
tend a public college or university, this entrepreneurial role was largely filled by the
state government and the risk takers were the state’s taxpayers.)

The scarcity of resources like these causes the scarcity of all goods and services
produced from them.

AmE g, AFHEFATR
ABANGAF RO XA LR
F kM Al E,

As a society, our resources—land, labor, capital, and entrepreneurship—are
insufficient to produce all the goods and services we might desire. In other
words, society faces a scarcity of resources.

This stark fact about the world helps us understand the choices a society must
make. Do we want a more educated citizenry? Of course. But that will require more
labor—construction workers to build more classrooms and teachers to teach in them.
It will require more land—space for classrooms and natural resources to build them.
And it will require more capital—cement mixers, trucks, and more. These very same
resources, however, could instead be used to produce other things that we find desir-
able, things such as new homes, hospitals, automobiles, or feature films. As a result,
every society must have some method of allocating its scarce resources—choosing
which of our many competing desires will be fulfilled and which will not be.

Input A& A4 Many of the big questions of our time center on the different ways in which re-
sl SR L IR 95 A9 AE AR TG sources can be allocated. The cataclysmic changes that rocked Eastern Europe and the
former Soviet Union during the early 1990s arose from a very simple fact: The

method these countries used for

decades to allocate resources was

Resources vs. Inputs The term resources is often confused with another, not working. Closer to home, the

more ggnergl term—lnputs. An.in.put is anything used to make a good or never-ending debates between De-
service—including (but not limited to) a resource. Resources, by con- . .
DANGEROUS trast, are the special inputs that fall into one of four categories: labor, MOCKALS and Republicans in the
CURVES land, capital, and entrepreneurship. United States_about tax rates, gov-
What's so special about resources? They are the ultimate source of ~ Crnment services, and even foreign
everything that is produced. If you think about any good or service that you policy reflect subtle but important
use—say, an automobile—it is made from the four resources and other inputs differences of opinion about how
(such as steel). But any of these other inputs can be traced back to the resources to allocate resources. Often, these
used to produce it (steel is made from iron ore, labor, capital, etc.). Goods and ser- are disputes about whether the
vices, and the inputs used to make them, are all made from resources. This is why private sector can handle a partic-
a nation’s capacity to produce goods and services is limited by the amounts of the
four resources at its disposal.

ular issue of resource allocation
on its own or whether the govern-
ment should be involved.

Scarcity and Economics

The scarcity of resources—and the choices it forces us to make—is the source of all
of the problems you will study in economics. Households have limited incomes for
satisfying their desires, so they must choose carefully how they allocate their spend-
ing among different goods and services. Business firms want to make the highest
possible profit, but they must pay for their resources; so they carefully choose what
to produce, how much to produce, and how to produce it. Federal, state, and local
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government agencies work with limited budgets, so they must carefully choose
which goals to pursue. Economists study these decisions made by households, firms,
and governments to explain how our economic system operates, to forecast the fu-
ture of our economy, and to suggest ways to make that future even better.

e WoRLD OF ECONOMICS

The field of economics is surprisingly broad. It extends from the mundane—why
does a pound of steak cost more than a pound of chicken?—to the personal and
profound—how do couples decide how many children to have? With a field this
broad, it is useful to have some way of classifying the different types of problems
economists study and the different methods they use to analyze them.

Microeconomics and Macroeconomics

- The field of economics is divided into two major parts: microeconomics and macro-
economics. Microeconomics comes from the Greek word mikros, meaning “small.”
It takes a close-up view of the economy, as if looking through a microscope. Micro-
economics is concerned with the behavior of individual actors on the economic
scene—households, business firms, and governments. It looks at the choices they
make and how they interact with each other when they come together to trade spe-
cific goods and services. What will happen to the cost of movie tickets over the next
five years? How many management-trainee jobs will open up for college graduates?
How would U.S. phone companies be affected by a tax on imported cell phones?
These are all microeconomic questions because they analyze individual parts of an
economy rather than the whole.

Macroeconomics—from the Greek word makros, meaning “large”—takes an
overall view of the economy. Instead of focusing on the production of carrots or
computers, macroeconomics lumps all goods and services together and looks at the
economy’s total output. Instead of focusing on employment of management trainees
or manufacturing workers, it considers total employment in the economy. Instead
of asking why credit card loans carry higher interest rates than home mortgage
loans, it asks what makes interest rates in general rise or fall. In all of these cases,
macroeconomics focuses on the big picture and ignores the fine details.

Positive and Normative Economics

The micro versus macro distinction is based on the level of detail we want to con-
sider. Another useful distinction has to do with our purpose in analyzing a prob-
lem. Positive economics deals with how the economy works, plain and simple. If
someone says, “Recent increases in spending for domestic security have slowed
the growth rate of the U.S. economy,” she is making a positive economic state-
ment. A statement need not be accurate or even sensible to be classified as positive.
For example, “Government policy has no effect on our standard of living” is a
false, but positive, statement. Whether true or not, it’s a statement about how the
economy works and its accuracy can be tested by looking at the facts—and just the
facts.

Normative economics concerns itself with what should be. It is used to make
judgments about the economy, identify problems, and prescribe solutions. Rather

Microeconomics # % i3 ¥ ¥
BT B 69 K BE | £ b R BORT 9
TR, ENNEE, UREMNE
HENHPHEERMHER,

wAzFEFRIAE,

Macroeconomics & W& 3§
BEHEN T BERDIFR,

ERZHERTEE,

Positive economics 3 if & ¥
¥ WRAERHA4AUELFEDM
{5 iE TR 2],

Normative Economics R #
e RN ZRA2; E%
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Seemingly Positive Statements Be alert to statements that may seem  than limiting its concerns to just
positive but are actually normative. Here's an example: “If we want to “the facts,” it goes on to say what
reduce pollution, our society will have to use less gasoline.” This e should do about them and
DANGEROUS may sound positive, because it seems to refer only to facts about
CugvEs the world. But it's actually normative. Why? Cutting back on gaso-
line is just one policy among many that could reduce pollution. To say
that we must choose this method makes a value judgment about its su-
periority to other methods. A purely positive statement on this topic would ; 3 i
be, “Using less gasoline—with no other change in living habits—would reduce ~ €cOnoOmMIc analysis. Cutting govern-

therefore depends on our values.
If an economist says, “We

should cut total government spend-

ing,” she is engaging in normative

pollution.” ment spending would benefit some
Similarly, be alert to statements that use vague terms with hidden value judg- ~ citizens and harm others, so the
ments. An example: “All else equal, the less gasoline we use, the better our qual- statement rests on a value ]udg-

ity of life.” Whether you agree or disagree, this is not a positive statement. Two  ment. A normative statement—Ilike
people who agree about the facts—in this case, the consequences of using less the one about government spend-
gasoline—might disagree over the meaning of the phrase “quality of life,” how to ing above—cannot be proved or
measure it, and what would make it better. This disagreement could not be re-

. disproved by the facts alone.
solved just by looking at the facts.

Positive and normative eco-
nomics are intimately related in
practice. For one thing, we cannot properly argue about what we should or should
not do unless we know certain facts about the world. Every normative analysis is
therefore based on an underlying positive analysis. But while a positive analysis can,
at least in principle, be conducted without value judgments, a normative analysis is
always based, at least in part, on the values of the person conducting it.

Why Economists Disagree. The distinction between positive and normative eco-
nomics can help us understand why economists sometimes disagree. Suppose you
are watching a television interview in which two economists are asked whether the
United States should eliminate all government-imposed barriers to trading with the
rest of the world. The first economist says, “Yes, absolutely,” but the other says,
“No, definitely not.” Why the sharp disagreement?

The difference of opinion may be positive in nature: The two economists may
have different views about what would actually happen if trade barriers were elimi-
nated. Differences like this sometimes arise because our knowledge of the economy
is imperfect or because certain facts are in dispute.

More likely, however, the disagreement will be normative. Economists, like
everyone else, have different values. In this case, both economists might agree that
opening up international trade would benefit most Americans, but harm some of
them. Yet they may still disagree about the policy move because they have different
values. The first economist might put more emphasis on benefits to the overall
economy, while the second might put more emphasis on preventing harm to a par-
ticular group. Here, the two economists have come to the same positive conclusion,
but their different values lead them to different normative conclusions.

In the media, economists are rarely given enough time to express the basis for
their opinions, so the public hears only the disagreement. People may then conclude
that economists cannot agree about how the economy works, even when the real
disagreement is over goals and values.

vHy sTupy ECONOMICS?

Students take economics courses for all kinds of reasons.
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To Understand the World Better

Applying the tools of economics can help you understand global and catastrophic
events such as wars, famines, epidemics, and depressions. But it can also help you
understand much of what happens to you locally and personally—the worsening
traffic conditions in your city, the raise you can expect at your job this year, or the
long line of people waiting to buy tickets for a popular concert. Economics has the
power to help us understand these phenomena because they result, in large part,
from the choices we make under conditions of scarcity.

Economics has its limitations, of course. But it is hard to find any aspect of life
about which economics does not have something important to say. Economics can-
not explain why so many Americans like to watch television, but it can explain how
TV networks decide which programs to offer. Economics cannot protect you from a
robbery, but it can explain why some people choose to become thieves and why no
society has chosen to eradicate crime completely. Economics will not improve your
love life, resolve unconscious conflicts from your childhood, or help you overcome
a fear of flying, but it can tell us how many skilled therapists, ministers, and coun-
selors are available to help us solve these problems.

To Galn Self-Confidence

Those who have never studied economics often feel that mysterious, inexplicable
forces are shaping their lives, buffeting them like the bumpers in a pinball machine,
determining whether or not they’ll be able to find a job, what their salary will be,
whether they’ll be able to afford a home, and in what kind of neighborhood. If
you’ve been one of those people, all that is about to change. After you learn eco-
nomics, you may be surprised to find that you no longer toss out the busiriess page
of your local newspaper because it appears to be written in a foreign language. You
may no longer lunge for the remote and change the channel the instant you hear
“And now for news about the economy. . .. ” You may find yourself listening to
economic reports with a critical ear, catching mistakes in logic, misleading state-
ments, or out-and-out lies. When you master economics, you gain a sense of mas-
tery over the world, and thus over your own life as well.

To Achieve Soclal Change

If you are interested in making the world a better place, economics is indispensable.
There is no shortage of serious social problems worthy of our attention—unemploy-
ment, hunger, poverty, disease, child abuse, drug addiction, violent crime. Econom-
ics can help us understand the origins of these problems, explain why previous
efforts to solve them have failed, and help us to design new, more effective solutions.

To Help Prepare for Other Careers

Economics has long been a popular college major for individuals intending to work
in business. But it has also been popular among those planning careers in politics,
international relations, law, medicine, engineering, psychology, and other profes-
sions. This is for good reason: Practitioners in each of these fields often find them-
selves confronting economic issues. For example, lawyers increasingly face judicial
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The Federal Reserve Bank of Min-
neapolis asked some Nobel Prize
winners how they became inter-
ested in economics. Their stories
can be found at http://www.
minneapolisfed.org/pubs/
region/int.cfm.
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rulings based on the principles of economic efficiency. Doctors will need to under-
stand how new technologies or changes in the structure of health insurance will
affect their practices. Industrial psychologists need to understand the economic im-
plications of workplace changes they may advocate, such as flexible scheduling or
on-site child care.

To Become an Economist

Only a tiny minority of this book’s readers will decide to become economists. This
is welcome news to the authors, and after you have studied labor markets in your
microeconomics course you will understand why. But if you do decide to become
an economist—obtaining a master’s degree or even a Ph.D.—you will find many
possibilities for employment. Of 16,780 members of the American Economic Asso-
ciation who responded to a recent survey,> 62 percent were employed at colleges or
universities. The rest were engaged in a variety of activities in the private sector (19
percent), government (8 percent), and international organizations (3 percent). Econ-
omists are hired by banks to assess the risk of investing abroad; by manufacturing
companies, to help them determine new methods of producing, marketing, and
pricing their products; by government agencies, to help design policies to fight
crime, disease, poverty, and pollution; by international organizations, to help create
aid programs for less developed countries; by the media, to help the public interpret
global, national, and local events; and even by nonprofit organizations, to provide
advice on controlling costs and raising funds more effectively.

e METHODS OF ECONOMICS

One of the first things you will notice as you begin to study economics is the heavy
reliance on models. Indeed, the discipline goes beyond any other social science in its
insistence that every theory be represented by an explicit, carefully constructed model.

You’ve no doubt encountered many models in your life. As a child, you played
with model trains, model planes, or model people—dolls. In a high school science
course, you probably saw a model of an atom—one of those plastic and wire con-
traptions with red, blue, and green balls representing protons, neutrons, and elec-
trons. You may have also seen architects’ cardboard models of buildings. These are
physical models, three-dimensional replicas that you can pick up and hold. Eco-
nomic models, on the other hand, are built not with cardboard, plastic, or metal but
with words, diagrams, and mathematical statements.

What, exactly, is a model?

ract representation of reality.

The two key words in this definition are abstract and representation. A model is
not supposed to be exactly like reality. Rather, it represents the real world by ab-
stracting or taking from the real world that which will help us understand it. In any
model, many real-world details are left out.

2 American Economic Review, Table of Employment, 2003 (http://lwww.vanderbilt.edu/ AEA/TbI.
Employ.htm).
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The Art of Building Economic Models

When you build a model, how do you know which details to include and which to
leave out? There is no simple answer to this question. The right amount of detail
depends on your purpose in building the model in the first place. There is, however,
one guiding principle:

A model should be as simple as possible to accomplish its purpose.
.
This means that a model should contain only the necessary details.

To understand this a little better, think about a map. A map is a model—it rep-
resents a part of the earth’s surface. But it leaves out many details of the real world.
First, maps are two-dimensional, so they leave out the third dimension—height—of
the real world. Second, maps always ignore small details, such as trees and houses
and potholes. Third, a map is much smaller than the area it represents. But when
you buy a map, how much detail do you want it to have?

Let’s say you are in Boston, and you need a map to find the best way to drive
from Logan Airport to the downtown convention center (your purpose). In this
case, you would want a very detailed city map, with every street, park, and plaza in
Boston clearly illustrated and labeled. A highway map, which ignores these details,
wouldn’t do at all.

But now suppose your purpose is different: to select the best driving route from
Boston to Cincinnati. Now you want a highway map. A map that shows every
street between Boston and Cincinnati would have too much detail. All of that ex-
traneous information would only obscure what you really need to see.

Although economic models are more abstract than road maps, the same principle
applies in building them: The level of detail that would be just right for one purpose
will usually be too much or too little for another. When you feel yourself objecting
to a model in this text because something has been left out, keep in mind the purpose
for which the model is built. In introductory economics, the purpose is entirely edu-
cational. The models are designed to help you understand some simple, but power-
ful, principles about how the economy operates. Keeping the models simple makes it
easier to see these principles at work and remember them later.

Of course, economic models have other purposes besides education. They can
help businesses make decisions about pricing and production, help households de-
cide how and where to invest their savings, and help governments and international
agencies formulate policies. Models built for these purposes will be much more de-
tailed than the ones in this text, and you will learn about them if you take more
advanced courses in economics. But even complex models are built around very
simple frameworks—the same frameworks you will be learning here.

Assumptions and Conclusions

Every economic model begins with assumptions about the world. There are two
types of assumptions in a model: simplifying assumptions and critical assumptions.

A simplifying assumption is just what it sounds like—a way of making a model
simpler without affecting any of its important conclusions. The purpose of a simpli-
fying assumption is to rid a model of extraneous detail so its essential features can
stand out more clearly. A road map, for example, makes the simplifying assumption,
“There are no trees,” because trees on a map would only get in the way. Similarly, in
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an economic model, we might assume that there are only two goods that households
can choose from or that there are only two nations in the world. We make such as-
sumptions 7ot because they are true, but because they make a model easier to follow
and do not change any of the important insights we can get from it.

A critical assumption, by contrast, is an assumption that affects the conclusions
of a model in important ways. When you use a road map, you make the critical as-
sumption, “All of these roads are open.” If that assumption is wrong, your conclu-
sion—the best route to take—might be wrong as well.

In an economic model, there are always one or more critical assumptions. You
don’t have to look very hard to find them, because economists like to make these as-
sumptions explicit right from the outset. For example, when we study the behavior
of business firms, our model will assume that firms try to earn the highest possible
profit for their owners. By stating this assumption up front, we can see immediately
where the model’s conclusions spring from.

Two Fundamental Assumptions

The economy is complex. In the twenty seconds or so that it takes you to read this
sentence, America’s 250 million people will produce about $5 million worth of
goods and services, the U.S. government will collect about $1 million in taxes and
spend about the same, and U.S. firms will buy about $600,000 worth of goods and
services from foreign firms in more than a hundred different countries.

Economists make sense of all this activity—and more—in two steps. First, the
decision makers in the economy are divided into four broad groups: households,
business firms, government agencies, and foreigners. In microeconomic models,
the focus is on the behavior of individual households, firms, and government
agencies and how they interact with each other. In macroeconomic models, we
group these decision makers into sectors—the household sector, the business sec-
tor, the government sector, and the foreign sector—and study how each interacts
with the others.

The next step in understanding the economy is to make two critical assumptions
about decision makers. These two assumptions are so universal in economic models
that we may fairly consider them part of the foundation of economic thought.

First Fundamental Assumption. The first assumption has to do with what it is that
individual decision makers are trying to accomplish. It can be stated as follows:

decision maker tries to make the best out of any situation.

Typically, making the best out of a situation means maximizing some quantity. Busi-
ness firms, for example, are usually assumed to maximize profit. Households maxi-
mize utility—their well-being or satisfaction. In some cases, however, we might want
to recognize that firms or households are actually groups of individuals with different
agendas. While a firm’s owners might want the firm to maximize profits, the man-
agers might want to consider their own power, prestige, and job security. These goals
may conflict, and the behavior of the firm will depend on how the conflict is resolved.

While economists often have spirited disagreements about what is being maxi-
mized, there is virtually unanimous agreement that any economic model should be-
gin with the assumption that someone is maximizing something. Even the behavior
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of groups—like the decision makers in a firm or officials of the federal govern-
ment—is assumed to arise from the behavior of different maximizing individuals,
each pursuing his or her own agenda.

The first fundamental assumption seems to imply that we are all engaged in a
relentless, conscious pursuit of narrow goals—an implication contradicted by much
of human behavior. As you read this paragraph, are you consciously trying to max-
imize your own well-being? Perhaps. You may be fully aware that reading this will
improve your grade in economics; that, in turn, will help you achieve other impor-
tant goals. But most likely, you aren’t thinking about any of this. In truth, we only
rarely make decisions with conscious, hard calculations. Why, then, do economists
assume that people make decisions consciously, when, in reality, they often don’t?

This is an important question. Economists answer it this way: The ultimate pur-
pose of building an economic model is to understand and predict behavior—the be-
havior of households, firms, government, and the overall economy. As long as peo-
ple behave as if they are maximizing something, then we can build a good model by
assuming that they are. Whether they actually, consciously maximize anything is an
interesting philosophical question, but the answer doesn’t affect the usefulness of
the model. Thus, the belief behind the first fundamental assumption is that people,
for the most part, behave as if they are maximizing something.

One last thought about the assumption that people maximize something: It
does not imply that people are selfish or that economists think they are. On the
contrary, economists are very interested in cases where people take the interests of
others into account. For example, much economic life takes place in the family,
where people care a great deal about each other. Our first fundamental assumption
would then be applied to the family as a whole. That is, we would assume that the
entire family, rather than any one individual within it, is trying to make the best
out of any situation.

Economics also recognizes that people often care about their friends, their neigh-
bors, and the broader society in which they live. Useful economic models have been
built to explore charitable giving by individuals and corporations, volunteer activity,
and ethical behavior such as honesty, fairness, and respect for fellow citizens.

Second Fundamental Assumption. A second critical assumption underlying all eco-
nomic models is a simple fact of life:

: decision maker faces constraints.

Society’s overall scarcity of resources constrains each of us individually in much the
same way as the overall scarcity of space in a crowded elevator limits each rider’s
freedom of movement. Because of the scarcity of resources, households are con-
strained by limited incomes, business firms are constrained by requirements that
they pay for all of the inputs they use, and government agencies are constrained by
limited budgets.

Together, the two fundamental assumptions help define the approach econo-
mists take in answering questions about the world. To explain why there is poverty,
illiteracy, and crime, to explain the rise and fall of industries and the patterns of
trade among nations, or to explain why some government policies succeed while
others fail, economists always begin with the same three questions:

11
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1. Who are the individual decision makers?
2. What are they maximizing?
3. What constraints do they face?

This approach is used so heavily by economists that it is one of the basic principles
of economics you will learn in this book.

Math, Jargon, and Other Concemns . . .

Economists often express their idéas using mathematical concepts and a special
vocabulary. Why? Because these tools enable economists to express themselves more
precisely than with ordinary language. For example, someone who has never studied
economics might say, “When used textbooks are available, students won’t buy new
textbooks.” That statement might not bother you right now. But once you’ve fin-
ished your first economics course, you’ll be saying it something like this: “When the
price of used textbooks falls, the demand curve for new textbooks shifts leftward.”

Does the second statement sound strange to you? It should. First, it uses a spe-
cial term—a demand curve—that you haven’t yet learned. Second, it uses a mathe-
matical concept—a shifting curve—with which you might not be familiar. But while
the first statement might mean a number of different things, the second statement—
as you will see in Chapter 3—can mean only one thing. By being precise, we can
steer clear of unnecessary confusion.

If you are worried about the special vocabulary of economics, you can relax. All
of the new terms will be defined and carefully explained as you encounter them. In-
deed, this textbook does not assume you have any special knowledge of economics.
It is truly meant for a “first course” in the field.

But what about the math? Here, too, you can relax. While professional econo-
mists often use sophisticated mathematics to solve problems, only a little math is
needed to understand basic economic principles. And virtually all of this math
comes from high school algebra and geometry.

Still, you may have forgotten some of your high school math. If so, a little
brushing up might be in order. This is why we have included an appendix at the end
of this chapter. It covers some of the most basic concepts—such as interpreting
graphs, the equation for a straight line, and the concept of a slope—that you will
need in this course. You may want to glance at this appendix now, just so you’ll
know what’s there. Then, from time to time, you’ll be reminded about it when
you’re most likely to need it. :

[BHE BASIC PRINCIPLES OF ECONOMICS

As you learn economics, you will encounter a variety of different theories, ideas,
and techniques, each suited to analyzing a particular problem. But a few of these
ideas are so central that they are used again and again in a variety of different con-
texts. And these ideas are not only useful in their own right; they also form the
foundation on which the rest of economic theory is built. In this book, we call these
ideas basic principles of economics:

The basic principles of economics are methods or conclusions that appear
again and again in analyzing economic problems. They form the founda-
tion upon which economic theory is built.



