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Ever wonder why you have the number of friends that you do? . ..If a tax
on soda would really reduce obesity? ... What is going on with the financial
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ECONOMICS answers these questions and many more. Using intriguing

pop culture examples, the eleventh edition is revised to include the most
comprehensive coverage of the financial and economic crisis available in
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by author Roger Arnold take a problem from the Video Questions and
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for homework and study outside the classroom or distance learning,
these tutorials give you extra instructional help whenever or wherever

it's most useful.

According to Keyngssar
an economy_mdy not be able to remove itself from 3

,Lﬁﬂg §f2HSj




Working with Diagrams
Chapter 9

Exhibit Title:

Working with Diagrams tutorials feature author Roger Arnold moving
carefully through key graphs and diagrams in the chapter to demon-
strate, step by step, how the graphs and concepts are built, and what
each movement means. You can play and replay the tutorials as you
work through homework or prepare for quizzes and tests, almost as
though your instructor is right by your side. Ideal for homework and

study outside the classroom or distance learning, these tutorials give

you extra instructional help whenever or wherever it’'s most useful.




Cengage Learning’s ECONOMICS, 11e, CourseMate brings course
concepts to life with Arnold’s unique video lectures and tutorials,
interactive learning, study, and exam preparation tools that support
the printed textbook. Watch your comprehension soar as you

work with the printed textbook and the textbook-specific website.
ECONOMICS, 11e, CourseMate goes beyond the book to deliver

what you need! CourseMate is available for student purchase at

> 3. Supply and Demand Theory > Video Ofice Mows with Roger S&mold

Cifice Hours

CC

=
# CourseMate




In Appreciation

This book could not have been written and published without the generous expert assistance of many people. A deep debt of gratitude is
owed to the reviewers of the first through tenth editions and to the reviewers of this edition, the eleventh.

First Edition Reviewers

Jack Adams

University of Arkansas, Little Rock
William Askwig

University of Southern Colorado
Michael Babcock

Kansas State University

Dan Barszcz

College of DuPage, Illinois
Robert Berry

Miami University, Ohio

George Bohler

Florida Junior College

Tom Bonsor

Eastern Washington University
Michael D. Brendler

Louisiana State University

Baird Brock

Central Missouri State University
Kathleen Bromley

Monroe Community College, New York
Douglas Brown

Gmrgetown University

Ernest Buchholz

Santa Monica Community College,
California

Gary Burbridge

Grand Rapids Junior College, Michigan
Maureen Burton

California Polytechnic University,
Pomona

Carol Carnes

Kansas State University

Paul Coomes

University of Louisville, Kentucky
Eleanor Craig

University of Delaware

Wilford Cummings

Grosmont College, California
Diane Cunningham

Glendale Community College,
California

Douglas C. Darran

University of South Carolina
Edward Day

University of Southern Florida

Johan Deprez

University of Tennessee

James Dietz

California State University, Fullerton
Stuart Dorsey

University of West Virginia

Natalia Drury

Northern Virginia Community College
Lu Ann Duffus

California State University,
Hayward

John Eckalbar

California State University, Chico
John Elliot

University of Southern California
Charles Fischer

Pittsburg State University, Kansas
John Gemello

San Francisco State University

Carl Guelzo

Cantonsville Community College,
Maryland

Jan Hansen

University of Wisconsin, Eau Claire
John Henderson

Georgia State University

Ken Howard

East Téxas Baptist University

Mark Karscig

Central Missouri State University
Stanley Keil

Ball State University, Indiana
Richard Kieffer

State University of New York, Buffalo
Gene Kimmett

William Rainey Harper College, Illinois
Luther Lawson

University of North Carolina
Frank Leori

College of San Mateo, California

Kenneth Long

New River Community College,
Virginia

Michael Magura

University of Toledo, Ohio

Bruce McCrea

Lansing Community College, Michigan
Gerald McDougall

Wichita State University, Kansas
Kevin McGee

University of Wisconsin, Oshkosh

Francois Melese
Auburn University, Alabama

Herbert Miliken
American River College, California

Richard Miller
Pennsylvania State University

Ernest Moser
Northeast Louisiana University

Farhang Niroomand
University of Southern Mississippi

Eliot Orton
New Mexico State University

Marty Perline
Wichita State University, Kansas

Harold Petersen
Boston College

Douglas Poe
University of Texas, Austin

Joseph Rezney

St. Louis Community College, Missouri
Terry Ridgway

University of Nevada, Las Vegas

Thomas Romans

State University of New York, Buffalo

Robert Ross
Bloomsburg State College, Pennsylvania

Keith A. Rowley
Baylor University, Texas

Anandi Sahu
Oatkland University, Michigan

Richard Scoggins
California State University, Long Beach

Paul Seidenstat
Temple University, Pennsylvania

xxix

Copyright 2013 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.



XXX IN APPRECIATION

Shahram Shafiee
North Harris County College, Texas

Alan Sleeman

Western Washington University
John Sondey

University of Idaho

Robert W. Thomas

lowa State University

Richard L. Tontz

California State University, Northridge

Roger Trenary

Kansas State University

Bruce Vanderporten

Loyola Universizy, lllinois
Thomas Weiss

University of Kansas

Richard O. Welch

University of Texas at San Antonio
Donald A. Wells

University of Arizona

John Wight

University of Richmond, Virginia
Thomas Wyrick

Southwest Missouri State University

Second Edition
Reviewers

Scott Bloom

North Dakota State University
Thomas Carroll

University of Nevada, Las Vegas
Larry Cox

Southwest Missouri State University
Diane Cunningham

Los Angeles Valley College

Emit Deal

Macon College

Michael Fabritius

University of Mary Hardin Baylor
Frederick Fagal

Marywood College

Ralph Fowler

Diablo Valley College

Bob Gilette

Texas AGM University

Lynn Gillette

Indiana University, Indianapolis
Simon Hakim

Temple University

Lewis Karstensson

University of Nevada, Las Vegas
Abraham Kidane

California State University, Dominguez

Hills

W. Barbara Killen
University of Minnesota

J. David Lages
Southwest Missouri State University

Anthony Lee
Austin Community College

Marjory Mabery

Delaware County Community College

Bernard Malamud
University of Nevada, Las Vegas

Michael Marlow

California Polytechnic State University,

San Luis Obispo

Phil J. McLewin

Ramapo College of New Jersey
Tina Quinn

Arkansas State University
Terry Ridgway

University of Nevada, Las Vegas

Paul Snoonian
University of Lowell

Paul Taube

Pan American University
Roger Trenary

Kansas State University
Charles Van Eaton

Hillsdale College

Mark Wheeler

Bowling Green State University

Thomas Wyrick
Southwest Missouri State University

Third Edition
Reviewers

Carlos Aguilar

University of Texas, El Paso
Rebecca Ann Benakis

New Mexico State University
Scott Bloom

North Dakota State University
Howard Erdman

Southwest Texas Junior College
Arthur Friedberg

Mohawk Valley Community College
Nancy A. Jianakoplos

Colorado State University

Lewis Karstensson

University of Nevada, Las Vegas
Rose Kilburn

Modesto Junior College

Ruby P. Kishan

Southeastern Community College
Duane Kline

Southeastern Community College

Charles A. Roberts

Western Kentucky University
Bill Robinson

University of Nevada, Las Vegas
Susan C. Stephenson

Drake University

Charles Van Eaton

Hillsdale College

Richard O. Welch

The University of Texas at San Antonio
Calla Wiemer

University of Hawaii at Manoa

Fourth Edition Reviewers
Uzo Agulefo

North Lake College

Kari Battaglia

University of North Texas

Scott Bloom

North Dakota State University
Harry Ellis, Jr.

University of North Texas

Mary Ann Hendryson

Western Washington University
Eugene Jones

Obio State University

Ki Hoon Him

Central Connecticut State University
James McBrearty

University of Arizona

John A. Panagakis

Onondaga Community College

Bill Robinson

University of Nevada, Las Vegas
George E. Samuels

Sam Houston State University

Ed Scahill

University of Scranton

Charles Van Eaton

Hillsdale College

Thomas Wyrick

Southwest Missouri State University

Fifth Edition Reviewers
Kari Battaglia

University of North Texas

Douglas A. Conway

Mesa Community College

Lee A. Craig
North Carolina State University

Harry Ellis, Jr.
University of North Texas
Joe W. Essuman

University of Wisconsin, Waukesha

Copyright 2013 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.



Dipak Ghosh

Emporia State University
Shitley J. Gideon

The University of Vermont

Mary Ann Hendryson
Western Washington University

Calvin A. Hoerneman

Delta College

George H. Jones
University of Wisconsin,
Rock County

Donald R. Morgan
Monterey Peninsula College

John A. Panagakis
Onondaga Community College

Bill Robinson
University of Nevada, Las Vegas

Steve Robinson

The University of North Carolina at
Wilmington

David W. Yoskowitz

Texas Tech University

Sixth Edition Reviewers
Hendrikus J.E.M. Brand
Albion College

Curtis Clarke
Dallas County Community College

Andrea Gorospe

Kent State University, Trumbull
Mehrdad Madresehee
Lycoming College

L. Wayne Plumly

Valdosta State University

Craig Rogers
Canisius College

Uri Simonsohn

Carnegie Mellon University
Philip Sprunger

Lycoming College

Lea Templer

College of the Canyons

Soumya Tohamy
Berry College

Lee Van Scyoc
University of Wisconsin, Oshkosh

Seventh Edition
Reviewers

Pam Coates

San Diego Mesa College
Peggy E Crane
Southwestern College

Richard Croxdale

Austin Community College

Harry Ellis, Jr.

University of North Texas

Craig Gallet

California State University, Sacramento
Kelly George

Embry-Riddle Aeronautical University
Anne-Marie Gilliam

Central Piedmont Community College
Richard C. Schiming

Minnesota State University, Mankato
Lea Templer

College of the Canyons

Jennifer VanGilder

California State University, Bakersfield
William W. Wilkes

Athens State University

Janice Yee

Wartburg College

Eighth Edition Reviewers
Dr. Clive R. Belfied

Queens College, City University of New York
Barry Bomboy

J. Sargeant Reynolds Community College
James Bryan

North Harris Montgomery Community
College

Peggy E. Crane

Southwestern College

Richard Croxdale

Austin Community College

Harry Ellis, Jr.

University of North Texas

Kelly George

Embry Riddle Aeronautical University
Alan Kessler

Providence College

Denny Myers

Oklahoma City Community College
Charles Newton

Houston Community College

Ahmad Saranjam

Northeastern University

Jennifer VanGilder, PhD

California State University Bakersfield
Janice Yee

Wartburg College

Ninth Edition Reviewers

Bart Allen
Northern Oklahoma College

IN APPRECIATION XxXxi

Nand Arora

Cleary University

Fathollah Bagheri

University of North Dakota
Mohammad Bajwa

Northampton Community College
Atin Basuchoudhary

Virginia Military Institute

Susan Bell

Seminole Community College
Douglas Campbell

University of Memphis

Franny Chan

Mt. San Antonio College

Stephen B. Davis

Southwest Minnesota State University
William L. Davis

University of Tennessee, Martin
James Dulgeroff

California State University, San Bernandino
Dr. J. Pat Fuller

Brevard Community College

Dr. Robert Garnett

Texas Christian University

Lynde Gilliam

Metropolitan State College of Denver
Judith A. Grenkowicz

Kirtland Community College
Pablo Hernandez

Hollins University

Philip L. Hersch

Wichita State University

Michael Heslop

Northern Virginia Community College (NOVA)
Chandrea Hopkins

College of Lake County

Brian K. Jackson

Oklahoma Wesleyan University
Bun Song Lee

Northwestern State University
Joanne Leoni

Johnson & Wales University
Michael L. Marlow

California Polytechnic State University
Peter Mavrokordatos

Tarrant County Community
College

Dominic F. Minadeo

Troy University

Dr. Barbara B. Murray

Baltimore City Community College
Bernard J. Sharkey, Jr.

Louisiana State University

Copyright 2013 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.



xxxii IN APPRECIATION

Joe Silverman
MiraCosta College

Martha Stuffler
Irvine Valley College

Vicky Tucker
Lewis University

Mary Louis White
Albright University

Tenth Edition Reviewers
Ercument Aksoy

Los Angeles Valley College
Carol Decker

Tennessee Wesleyan College
Stephen Elliott
Northwestern State

University

Kelly Whealan George
Embry Riddle Aeronautical
University

Aubrey P Haynes

Southwest Texas Junior College
Tori Knight
Carson-Newman College
Bun Song Lee

Northwestern State University
Lucy Malakar

Lorain County Community
College

Lea Templer

College of the Canyons

Jan Wyatt

Hesser College

Eleventh Edition
Reviewers

Ercument Aksoy

Los Angeles Valley College

Randall Barcus
Embry Riddle Aeronautical University

Yoram Bauman

University of Washingron

Izabella Bazoeva

Edison State College

Robert Cronberg

Columbia College Chicago

Zach Cronin

Hillsborough Community College
Megan Cummins

M. San Jacinto College

Carol Decker

Tennessee Wesleyan College
Dorsey Dyer

Davidson County Community College
Diego Escobari

University of Texas, Pan American
Fidel Ezeala-Harrison

Jackson State University

Fassil Fanta

University of Wisconsin, Parkside
Yoshi Fukasawa

Midwestern State University
Robert Gentenaar

Pima Community College

Emilio Gomez

Palomar College

Richard Gosselin

Houston Community College
Sheryl Grosso

University of South Carolina Sumter
Betty Habiger

New Mexico State University Grants
Dana Harris

Keystone College

Fidel Harrison

Jackson State University

Nicholas Hill

Jackson State University

Lora Holcombe

Florida State University

Bun Song Lee
University of Arkansas Fort Smith
Charles Newton
Houston Community College-Southwest
Kathleen Odell
Dominican University
Gregory Randolph
Southern New Hampshire University
Craig Rogers
Canisius College
April Ruhmann
Southwest Texas Junior College
Sara Sadeiron
Houston Community College-Southwest
Claire Starry
Southern New Hampshire University
Joseph Stenard
Hudson Valley Community College
Michael Tasto
Southern New Hampshire University
Ronald Tremmel
Kaskaskia College
Vicky Tucker
Lewis University
Edwin Vineyard
Northern Oklahoma College
J. Douglas Wellington
Hugsson University
Mustafa Younis
Jackson State University
Charles Zalonka
Oklahoma State University
Evaristo Zapata
Southwest Texas Junior College
Daniel Zobrist
Pima Community College

I would like to thank Peggy Crane of Southwestern College, who revised the Test Bank, and Lloyd Beckles of Palm Beach State College for
creating the PowerPoint slides that accompany this text. I owe a debt of gratitude to all the fine and creative people I worked with at South-
Western/Cengage Learning. These persons include Erin Joyner, Editorial Director; Michael Worls, Executive Editor for Economics; Jennifer
Thomas, Product Development Manager; Cliff Kallemeyn, Senior Content Project Manager; John Carey, Senior Market Development
Manager; Robin Lefevre, Senior Brand Manager; Michelle Kunkler, Senior Art Director; and Kevin Kluck, Manufacturing Planner.

My deepest debt of gratitude goes to my wife, Sheila, and to my two sons, David, 22 years old, and Daniel, 25 years old. They continue to
make all my days happy ones.

Roger A. Arnold

Copyright 2013 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.



- 7
. S~ 4"-
£ - . L i
r & . E
L e . .
. ey R , :ji = :
1 ¥ 2 I
=
] By
o
o
. ¥ z
4 )
(1} - . LY
| i :
5 ™
| ' - gt ¥ d
% -y
: i ; [ 4 5 =< . [
MR . f -
> B e ™ o 1 ;|
- -y y ‘:&\ &
5 & ) .
| SRR, ¥ e :
* L} i .
ot i . . mt | 'ﬁ"lh" Tt .
e B s T L 13 .
L A o (& \
W i "_‘.'-fi.—"'s,.*-(l - id
l‘ o, ' i . ¥ o ry
: » -,
]

CHAPTER

-,
[ ]

) 2l &l & 3 |

What Economics Is About

IntTOd uctlon You are about to begin your study of (you hear the musical note G over and over again), so are the key

economics. Before discussing particular topics in economics, we concepts in economics repeated. Some of these concepts are scarcity,
think it best to give you an overview of what economics is and opportunity cost, efficiency, marginal decision making, incentives,
of some of the key concepts. The key concepts can be compared and exchange.

to musical notes: Just as musical notes are repeated in any song

1-1 YOUR LIFE, 2014—2024

What will your life be like during the years 201420242 What kind of work will you do
after college? How much will you earn in that first job after graduating? Where will you be
living, and who will your friends be? How many friends will you have? Whom might you
marry? Will you buy a house in the next few years? If so, how much will you pay for it?
And, perhaps most importantly, will you be happy?

The answers to these questions and many more have to do with economics. For
example, the salary you earn has to do with the economic concept of opportunity cost.
What you do in your first job after college has to do with the szaze of the economy when you
graduate. Whom you marry has to do with the costs and benefits connected to the people
you date. 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 depends on such things as the ner benefits you receive in various activities, the uzility
you gain by doing certain things, and other circumstances.

In this chapter, we begin our study of economics. As you read this chapter (and those
that follow), ask yourself how much of what you are reading is relevant to your life today
and tomorrow. Ask: How does what I am reading relate to mzy 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.
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2 PART 1 Economics: The Science of Scarcity

Good
Anything from which individuals receive
utility or satisfaction.

Utility
The satisfaction one receives from a
good.

Bad
Anything from which individuals receive
disutility or dissatisfaction.

Disutility
The dissatisfaction one receives from
abad.

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

Labor
The physical and mental talents people
contribute to the production process.

Capital

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

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.

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 (“T'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 econ-
omists refer to this 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 produc-
tion. 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 opportu-
nities, and develop new ways of doing things.

1-2¢ 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 entrepreneurship) 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.
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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.

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 A, Economist

Scarcity Affects Everyone Everyone in the world has to face scarcity, even billionaires. 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 on earth, and a hundred other
things that they don't have the resources to “produce.” [}

1-2d The Counterintuitive in Economics

As defined, scarcity is the condition in which our wants for goods and services are greater
than the resources available to satisfy those wants. In other words, we want more than
we can have. If we ended the discussion here—with only our definition of scarcity—we
would leave thinking that we are doomed to a life of poverty—of not having enough.
But that would be the wrong impression. Scarcity can coexist with wealth. A society that
faces scarcity can be a very wealthy society indeed, but there is no guarantee that it will be.
Scarcity, a fact of life, can come with poverty or wealth.

To understand how scarcity can be consistent with either poverty or wealth, consider
any country in the world today, either a rich one like the United States or a poor one like
Cuba. As measured by real output per capita, the United States is a rich country, and Cuba
is poor. Both countries, however, face scarcity. The people who live in both countries have
infinite wants for goods and services but only finite resources with which to produce those
goods and services.

But if both countries face scarcity, then why is one rich and the other poor? If
scarcity is all that matters, then why arent both countries rich or both poor? The
answer is because the two countries do not function under the same economic and
political systems. In other words, both the economic and political institutions in the two
countries are different, and that difference matters when it comes to poverty and wealth.
To be more specific:

* Consider how prices are determined in the two countries. In the United States,
prices are largely determined by market forces. In Cuba, prices are largely deter-
mined by government edict.

* Or consider the incentive to produce in the two countries. In the United States,
people and firms can produce or not produce what they want. In Cuba, these
decisions are largely made by government.

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.
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Rationing Device
A means for deciding who gets what of
available resources and goods.

* In the United States, profit and loss guide a whole host of economic choices. In Cuba,
profit and loss are replaced with government officials who decide things like what gets
produced, how much a worker gets paid, how much a seller can charge, and so on.

* In the United States, private property rights play a big role in determining how
and what things get done; in Cuba, not so much.

Cuba isn't a poor country and the United States isn't a rich country because Cuba faces
scarcity and the United States does not. As we know, the people in both countries must
grapple with scarcity. Scarcity is a little like the sky: It exists everywhere, for everyone.
Rather, Cuba is poor and the United States is rich because of the different ways each
country deals with scarcity.

Economists often summarize their take on this fact of life by saying, “Institutions matter.”
In other words, the economic and political institutions under which a country operates affect
its outcomes. Or: Scarcity is a fact of life; what matters is how we deal with that fact of life.

THINKING IN TERMS OF SCARCITY'S EFFECTS Scarcity has a number of 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 example, 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 dollar 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 competi-
tion exists and what form it takes. First, the economist concludes that 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) were the rationing device
instead of dollar price. 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.
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At the Campus Bookstore To learn economics well, you must practice what you learn. One of the ways
to practice economics is to 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 to 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 ;2 — - — ==

(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. 3

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, texted friends, 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 example, if you would have watched television instead of
reading this chapter—if this was your next best alternative—then the opportunity cost of
reading this 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 oppor-
tunity costs are incurred whenever choices are made. Perhaps this is an obvious point,
but consider how often people mistakenly assume that there is a free lunch. For example,
some parents think education 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 elementary school education requires resources that could
be used for other things.

How does choice arise out of scarcity?

Opportunity Cost

The most highly valued opportunity or
alternative forfeited when a choice is
made.
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Low Admission Rates at Yale

Each year Yale University receives more applications for admission

to the freshmen class than spots 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 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
available. Yale keeps on raising the price until the number of students
who are willing and able to pay the tuition are 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 300 students from California
have applied. 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

6
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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 see arguing over what the rationing device
for certain things should be. Should high school grades and stan-
dardized test scores be the only two rationing devices in accepting
candidates for admission? What role should money play as a rationing
device? 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.
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CHAPTER 1 What Economics Is About

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.

Thinking like A, Economist

Zero Price Doesn’t Mean Zero Cost A friend gives you a ticket to an upcoming concert for zero price
(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. [}

1-3b Opportunity Cost and Behavior

Economists believe that a change in opportunity cost can change a person’s behavior. For
example, 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 $12 an hour working at a job. The opportunity cost of Ryan’s
spending an hour in class is $12.

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 its benefits, Ryan is less likely to go to class.

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

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 on a 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 John will be late.

1-3c 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 benefizs of eliminating air pollution. For example, one
benefit might be better public health. Certainly, individuals who do not breathe polluted
air have fewer lung disorders than people who do breathe polluted air.

But benefits rarely come without costs. The economist reminds us that although elimi-
nating pollution has its benefits, it has costs too. To illustrate, one way to eliminate all car
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EXHIBIT 1

Scarcity and Related Concepts

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

Marginal Benefits

Additional benefits; the benefits
connected with consuming an addi-
tional unit of a good or undertaking one
more unit of an activity.

Marginal Costs

Additional costs; the costs connected
with consuming an additional unit of a
good or undertaking one more unit of
an activity.

pollution tomorrow is to pass a law stating that anyone caught driving a car will go to prison
for 40 years. With such a 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 whether 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). That you think in terms
of costs and benefits, however, doesn’t tell us 40w you think in terms of costs and benefits.
For example, when deciding what to do, do you look at the total costs and total 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 rozal costs and benefits. That’s 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 to its additional costs. In
economics, the word marginal is a synonym for additional. So we say that you compare
the marginal benefits (AMB) 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 it. 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.
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What Does Scarcity Have to Do with the Number of Friends You Have?

At first glance, scarcity and the number of friends you have probably
seem unrelated. But friendship implies choice, and choice implies
opportunity cost; thus, if a person incurs an opportunity cost when
making a friend, the link between the number of friends a person has
and scarcity is established.

But does a person incur an opportunity cost when making a
friend? The answer is yes. First, you have to meet someone (could you
be doing something else?). Then you have to talk to this person (could
you be doing something else?). You may have to drive over to this
person’s house for a party (could you be doing something else?). You
may have to invite this person over to your house for dinner (could
you be doing something else?). You have to be there when this person
needs your help (could you be doing something else?). In short,
making friends comes at a cost. (Of course, it comes with benefits too.)

Now, the higher the opportunity cost of making friends, the fewer
friends you will have, all other things being constant. For example,
the average five-year-old may say that she has 10 friends and that

she plays with each of them every week. The average 40-year-old

may say that he has four friends and that he talks to, or gets together
with, maybe one or two every two weeks. Are adults less friendly than
children, or do they simply face higher opportunity costs of making
friends than children do? We suggest the latter as the reason. An adult
who spends as much time a week making and keeping friends as a
child does would have to forfeit the opportunity to work at a job and
earn an income.

Further, would the number of friends a person has in a large city
be greater than the number of friends in a small town? Large towns
have museums, plays, numerous restaurants, libraries, concerts, sports
events, and usually better opportunities to earn a large income than

small towns have. We conclude that the opportunity cost of making
friends is higher in a large city than in a small town and that the
“average” person would have fewer friends in a large city thanin a
small town. Perhaps this is why large cities are so often said to be cold
and impersonal and small towns are said to be friendly.
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