







As you know, the workshop was cut off 20 minutes before the end.  I encourage you to look at the part of the outline we didn’t reach.  Even if you don’t use the framework here, you should check out the questions in the boxes and in item #21 because you are likely to find something useful.  I have tried to make up for what we missed by adding some explanatory notes in purple. 



Feedback, questions, critiques, contributions to our misconceptions list are always welcome at brentkigner@gmx.at.  



Fundamentals of Economics	Outline		Brent Kigner

This outline provides the foundation of economics. It is not a list of separate concepts.  Be sure you understand how each step leads to the next. 	

Question 1:
If you memorize everything in this outline and the rest of the semester, it is very likely that you will ______ the final exam.					pass		fail



A. INDIVIDUALS AND SOCIETY

1. Economics is about decisions.  It looks at decisions of (a) individuals and (b) society.  It is   
    important to know which we are dealing with at any moment.
	a. An individual can be a single person, a family, a firm, a government, etc.
	b. A society is a collection of all people in (usually) a nation.

• Note:  You can ignore foreign individuals and societies throughout Topic 1.  We will deal with them later. 

2. Since a society is no more nor less than the collection of its people:
	a. Never say, “That’s good for society (or for the economy), but bad for the people.”
	b. When money – or anything else – moves from one individual to another, total wealth of 		the society does not change.

Questions 2 and 3:
2. In total, Austrians get ______ when firms raise prices.	richer	poorer	neither

3. In total, Austrians get ______ when the government gives unemployment money to people who don’t have jobs. 	richer	poorer	neither
	
	c. But when money, or something else, moves from one individual to another, society 			could (directly) gain or lose: how?
	

B. THE BENEFIT - COST PRINCIPLE

3. The Benefit-Cost Principle applies to individuals and society.    
	a. It says:  To decide whether or not to do X, compare the Benefit and Cost, and …
							Do X 		if 	Benefit  >  Cost	 								Don’t do X 	if 	Cost  >  Benefit

Question 4:
Society should take all possible measures to minimize risks from terrorism (and other dangers). 										true		false

Question 5:
Air and water pollution damage people’s health. 	Society should take all possible measures to minimize them. 							true		false
	b. The Benefit-Cost Principle is easy but can be tricky to apply in practice. You have to be 		careful to count all the benefits and costs – including future, indirect, intangible and 		implicit ones.  We will see examples in #21 below.

Question 6:
The Philip Morris report lists the benefits and costs from smoking for a     society.	     government.

Tell how benefit-cost analyses for a society (nation) and for a government differ in this case.  
Hint: The biggest difference, by far, is a cost that would appear in one analysis but not in the other – what is it?

See the uploaded article.  It nicely highlights the difference between a gain for society and a financial gain for the government.


C.  BENEFITS

4. The goal of economics is to maximize happiness, or benefits, or utility.

Question 7:
Imagine hypothetically that when Prohibition ended in the U.S. in 1933, the only effect was that people drank more beer and less soda.  The total amount of beverage consumed didn’t change, employment didn’t change, total output didn’t change, absolutely nothing changed except more beer, less soda.  (In other words, focus on the direct effect of the repeal.)  In this case, we can conclude that there was an economic …	gain.	loss.	no change.

5. Where do benefits (mainly) come from? 		production	   	consumption 

Question 8:
Benefits come from ________ and costs come from ________ of goods and services.  In other words, the purpose of economic activity is ________.  We do ________ mainly because it makes ________ possible.  Society gains from some good or service as long as the benefit from ________ is more than the cost of ________.			production	  	 consumption


D.  SCARCITY

6. Total consumption is, unfortunately, limited for every individual and every society.
	Why?  We answer that first for individuals (in #7), then for society (in #8-#10).

7. An individual’s total consumption is limited mainly because he or she has a limited amount 
	of ______.  This is the individual’s main scarce resource.

8. Why is a society’s total consumption limited?
	Answer (step 1): Because the society can consume in total exactly what it produces.
					And total production is limited.

	But why is society’s total production limited?	→  Hint: First do Questions 9 - 11.
	Answer (step 2): A society’s potential total output depends on its _______ and _______.

Quiz Questions 9 -11:
Note:  If you pick ‘false’ below, you should be prepared to explain the true reasons.

9. Every year, Austria produces, in total, only about 12% as many goods and services as Germany.  Austria produces so much less because Austrians don't like to spend their income.  Austrian producers have no incentive to produce more.  Austria could match German production if its people wouldn't save so much. 						true		false

10. Every year, Morocco produces about half as many goods and services as Austria even though Morocco has four times as many people.  Morocco produces so much less because people there have less income so they spend less.  Morocco could match Austria's production if its government could get people to spend more of their income. 				true		false

11. Austria, like most countries, produces far more than it did 100 years ago – about ten times as much – so we have a much higher standard of living today.  This is because Austrians today are exposed to lots of advertising that convinces them to buy more than people did 100 years ago. 											true		false


9. The resources used in production are grouped into three categories called the Factors of 		Production.  These are society’s scarce resources:
	a. __________________
	b. __________________
	c. __________________, which has two parts: ___________  and _____________ .
			(Notice that ___________  and _____________ are different things.)
		Growth of ______________  is called ______________________.

Question 12:
The finance industry justifies its high salaries by arguing that they are needed to attract highly-qualified personnel.  Does this help society?	yes	no


10. Money is a scarce resource for individuals.  Is it also a scarce resource for society’s production?
			→  Hint: See Examples 10a – 10c. 				yes	no

Examples 10a – 10c:
10a. From 2001 to 2009, the amount of money held by Zimbabweans increased by more than a trillion times.  At the same time, the country’s output fell by 10%.

10b. From 2004 to 2005, the Turkish people lost 99.9999% of their money as million-lira notes were replaced by one-lira notes.  At the same time, the country’s output rose by 8%.

10c. Imagine that Morocco’s national bank announces that it will print up and hand out ten million dirham (equivalent to about a million euros) to every Moroccan on the first day of every month from now on.  Would this help Morocco’s output catch up to Austria’s?

11. Two Fallacies of Composition – true for each individual but false for society:
	a. Fallacy of Composition #1:  More money makes more consumption possible.
		Society cannot produce more than its resources allow.
Question 13:
An increase in demand for an individual good or service allows a firm or industry to produce and sell more.  Therefore, since an economy is composed of firms and industries, how much a nation can produce in total depends, over the long run, on how much people demand in total.											true		false

	b. Fallacy of Composition #2:  More demand allows more production and consumption. 		Society cannot produce more than its resources allow.  Industries compete for 			resources.  If Industry X uses those resources, Industry Y cannot.

	Note: We will learn in Macroeconomics that, while money and demand can’t change long-run total 		potential production, they could matter at specific times when resources are sitting idle. But 		remember that, even then, resources used by one industry cannot be used by another.

12. Summary so far: Total consumption is limited for every individual and every society due
			to scarcity, the condition that resources are limited.

	But individuals and societies face different scarce resources:
		No individual has enough money to satisfy all of his or her needs and desires.
		No society has enough labor, land and capital to produce enough to satisfy its 								people’s needs and desires.

13. But is this true – does our society really face scarcity?  Could it be that, over the long run, 	societies really have the opposite problem: too much production, too many workers and other 
	resources, too much technology? 	yes	no 	Hint: First do Questions 14 - 16.
	
Questions 14-16:
14.  As an economy grows over the long run, it develops serious problems because firms are eventually producing more than consumers demand.  The country gets stuck with a growing surplus of output than it cannot use.  The only solution is to keep exporting more and more.  
												true	false

For example, we know that the United States produces about 20% more goods and services per person than Austria or Germany every year.  This means U.S. consumers can’t buy everything that’s produced so the country needs a large and growing trade surplus ( = exports – imports) to get rid of all the extra output.							true	false

15. In an economy with steadily improving technology, machines keep replacing workers so the country’s unemployment rate must gradually rise over the long run.		true	false

16. An economy with a steadily expanding labor force – through birth or immigration – will face growing unemployment because a point comes where there aren't enough jobs to keep all the workers employed.									true	false

Question 17:
The author of the New York Times article, "All Part of the Job," does not understand basic economic principles.  What is his mistake?  (You just need to read the first column.)

See the uploaded article.  The misconception refuses to die despite centuries of evidence.
14. Due to scarcity, every individual and every society must decide how to allocate its scarce 	resources:  If we want to consume more of one thing, we have to accept less of something 	else.  
				Therefore:  Scarcity is the foundation of all of economics!

“Economics is the study of how people make choices under conditions of scarcity,
and of the results of those choices for society.”
-- Robert Frank and Ben Bernanke, Principles of Economics

“In fact, you might say that it isn’t economics if it isn’t about choice.”
-- Paul Krugman and Robin Wells, Economics


E. COSTS ( = OPPORTUNITY COSTS)

15. Scarcity and the need to choose can be seen in graphs:
	a. for individual decisions:	Budget Constraint
	b. for society decisions:	Production Possibility Curve

16.  The graphs show that costs are a result of scarcity.
	If an individual or a society wants to consume more of X, there is always a cost – it has to 	sacrifice some of an alternative, Y.  This is because:

	a. When an individual consumes more of Product X, it uses up scarce resources 
		(usually money), which therefore cannot be used to buy Product Y.
	b. When a society consumes more of Product X, it uses up scarce resources 
		(labor, land and capital), which therefore cannot be used to produce Product Y.

	That lost amount of Y – the best alternative use of the individual’s or society’s resources – is 	the cost of getting more X.  To remind us that this cost represents a lost opportunity, we call it 	the opportunity cost of the additional X.  

	We can see the opportunity cost in the graphs of the Budget Constraint and the Production 	Possibility Curve – where?

Question 18:
In the good old days of the Schilling, I burned money in class every year.  But euro coins don’t burn (and I don’t want to burn five euros).  So please just imagine that I burn a five-euro note each year.  Then answer these questions:
	
A. What is the private (opportunity) cost to me from burning the money every year?  5 euros

B. What is the social (opportunity) cost to European residents in total (including me) from burning 	the money every year?  none

Hint: Don't make this question more complicated than it really is. Just tell what I lose / society loses directly when my five-euro note disappears. (Ignore the tiny cost of printing a new note.)

This used to get great reactions up to 2001 when I actually burned money.  In any case, it makes the difference between private and social opportunity cost very clear.

Question 19:
During the Vietnam war, every 18-year-old American male had an equal chance (at least in principle) of being drafted and forced to serve in the military.  The draft (compulsory service) ended in 1973.  The American soldiers in Afghanistan are all (paid) volunteers. In order to get people to join the military, the government has to pay them more now.  Compare a draft army with a volunteer army:

With the volunteer army, the country’s (opportunity) cost for each soldier that serves is _______
than with the draft army.			higher		lower		the same

This one is interesting because it has bad, good and better answers:
	Bad:  higher because government has to pay more
	Good:  the same because the opportunity cost is the alternative use of soldier’s time 
	Better: lower because people with high opportunity cost won’t join

17. When an individual buys something, they can express the cost in terms of either euros or lost 	alternative purchases (opportunity cost).  For example, if you hire someone to clean your 	home, you normally just say the cost was €100, but what you really lost was the €100 worth of 	goods or services that you could have bought instead, the opportunity cost.  Cost (in euros) and 	opportunity cost are just two ways of describing the same thing.

18. All consumption has an opportunity cost because it uses up resources that could otherwise be 	used for something else.  That is true even if you produce the good or service yourself.  For 	example, if you do your own house cleaning, you use up your time so the (opportunity) cost is 	what you would have done with that time if you weren’t cleaning.  

	In other words, cleaning uses time, a resource – either your time or that of someone you hire.  	Either way, there is a cost.  If your own time is worth more than €100, it is better to hire 	someone.

19. Together, #17 and #18 show that we have two types of costs:
		a. Explicit costs (in #17) are those where you pay out money for something.
		b. Implicit costs (in #18) are those where you have an opportunity cost from using your 
		own resources even if no money is paid out.

20. To decide whether to increase consumption / production of X, an individual or society needs to 	compare the benefit from more X with the (opportunity) cost of the lost Y.  But people often 	ignore some or all of the (opportunity) cost:

		a. With individual decisions, they may forget about the implicit costs.
		b. With social decisions, people often think that increasing production of some good or 				service X automatically helps society.  They forget that industries compete for 				resources, so more production by industry X means less for other industries.  Society 			is helped only if those resources provide more benefit in Industry X than in another 			industry – the opportunity cost.  Sometimes that’s true and sometimes it’s not.

Question 20:
Have we made any progress at all in educating our citizens?  It is amazing that people today believe not just as much nonsense, but exactly the same nonsense, as people did two centuries ago – as the writings of Frédéric Bastiat make clear.  The policies that Bastiat proposes sound absurd but they are just satirical versions of common policies, equally absurd, that people supported in his time and continue to support today. Read the article about Bastiat and tell which of these would increase Austria’s long-run prosperity:
	
A. a rule that train travelers between Vienna and Tirol must stop overnight in Linz to provide extra 	work for the tourism industry there.				yes		no
B. a large bureaucracy that does nothing useful, but provides guaranteed jobs for 10% of the 	population.							yes		no
C. a rule that workers must retire at the age of 60 to make jobs available to younger workers.	
										yes		no

See the uploaded article.  Versions of (B) and (C) still get a lot of popular support.

21.  To make the right decision about whether or not to do something, it is important to account for 	the benefits and costs correctly.  What are the main (opportunity) costs for the individual or 	society in each of the decisions listed below:

Individual decisions:
	a. (Child) Should I build more tanks with my Lego pieces?
	 b. (Consumer) Should I spend more of my income?
	c. (Student) Should I go to college?
			-- What about housing: is that an (opportunity) cost of going to college?
	d. (Business owner) Should I keep (or buy) this business? 
					→ Key: Look at the annual economic profit
		-- local baseball team
I had a friend whose family owned a minor league baseball team.  It was profitable on paper but the implicit cost of his own labor was too high to justify keeping the team. 
		-- Long Island farm	
I grew up across the street from a potato farm 80 km from New York.  The farm disappeared because the high opportunity cost of the land turned an accounting profit into an economic loss.

Society (long-run) policy decisions:
Keep in mind that we are interested in the benefits and costs to our society (=nation), not to the government, which is just one element of the society.  And remember: follow the resources.

	e. Should our army have more tanks?
Compare with (a). Kids grasp the opportunity cost of building tanks but adults don’t: Resources used to build tanks can’t be used to produce something else.

Question 21e:
Which did U.S. President Dwight Eisenhower (1953) really say?  

A. "Every gun that is made, every warship launched, every rocket fired, signifies in the final sense a theft from those who hunger and are not fed, those who are cold and are not clothed." 

B. “Those who criticize the mighty American weapons industry ignore its contributions to this country’s security and to its economy. Our extraordinary standard of living would be just ordinary without the hundreds of thousands of jobs provided by a strong defense industry.” 

Hint:  His statement is the correct one.  Eisenhower had a solid understanding of fundamental economic principles.  He needed to understand those principles as president and, before that, as a successful military strategist – Supreme Commander of the Allied forces in Europe in World War II.

Which principles did he understand and why were they important for a military commander?

Eisenhower went on list possible opportunity costs explicitly.  See the uploaded file.

	f. In many countries, governments give subsidies to people who buy their own homes: The 		governments pay, either directly or indirectly, part of the cost of a new home.  			Should the government do this?
The precise opportunity cost isn’t the point.  Students just need to recognize that the resources could go into producing something other than owned housing.

	g. Our coal industry has been struggling for many years.  Should the government support it?
[bookmark: _GoBack]Students can see that one opportunity cost is less clean energy.  Before doing this, they don’t recognize that policies like those in (f) and (g) have opportunity costs (or they express them as a financial loss to the government).

	h. Should government policies encourage people to consume more of their income?
Compare with (b).  The cost is less future consumption.  I use a Production Possibility Curve to show that more consumption means less investment so slower growth.

	i. Since the potential cost of global warming is so high, should we do whatever we can now 		to prevent it?		Hint: Read the article, “Cooling the Globe … .”
See the uploaded article.  I think this is the debate we would have had if global warming hadn’t become so politicized.  It is also interesting to see how our perspective has changed since the article was written in 1992.

	j. Our government wants to reduce dependence on fossil fuels.  Should it subsidize ethanol 		production?
See the uploaded article.  Europe and the U.S. backtracked on ethanol subsidies when they discovered the opportunity costs: less food production worldwide plus destruction of rain forests.
