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The economist’s stock in trade—his tools—
lies in his ability to and proclivity to think
about all questions in terms of alternatives.
The truth judgment of the moralist, which
says that something is either wholly right or
wholly wrong, is foreign to him. The win-lose,
yes—no discussion of politics is not within his
purview. He does not recognize the either—or,
the all-or-nothing situation as his own. His is
not the world of the mutually exclusive.
Instead, his is the world of adjustment, of
coordinated conflict, of mutual gain.

James M. Buchanan
(1966, p. 168)






Preface

E conomics has traditionally been defined by both its methods and its subject
matter. That is to say, there are economic methods—models and statistical
tests—that are based on a set of assumptions about the way people behave and
interact with one another. Moreover, there is a distinct set of “tools” or “principles”
economists employ in their analyses.

Economists have studied the world of “business” extensively. As may be
obvious from the table of contents of this book, we believe that the economic
methods that have been used to study business issues over the centuries can also be
applied to many other areas of human behavior. Indeed, while we acknowledge that
economics is only a partial view of human behavior, we see no practical limit to the
application of economic methods to all areas of human behavior. Even a “partial
view” can often offer insights that could be overlooked if economics were not
employed. The test of the applicability of economic methods to areas of human (or,
for that matter, animal) behavior is whether insights that stand up to empirical tests
are found. We remain firmly convinced that these new applications make the study
of economics more exciting, more interesting, and more relevant.

When The New World of Economics was first published in the 1970s, it was
(would you believe?) controversial because many economists were not comfortable
extending the application of economic methods to politics, sex, crime, marriage,
family, divorce, riots and panics, and learning, among other topics. We heard from
hostile economists who were stunned by our audaciousness.

Given its widespread use in college and university classrooms over the decades,
we are pleased to say that The New World of Economics has changed a number of
professional minds. It was the first introductory economics reader to discuss
(among a host of other topics) public choice economics, the economics of marriage
and family, and law and economics. Several Nobel Prizes have since been given to
economists who have worked in these areas. We have also heard from economists
and their students who have written to say, in effect, “Right on! About time.”

Many of the subjects we have covered in The New World over its first five
editions now have extensive scholarly literatures and have been integrated into
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viii Preface

“conventional” or “mainstream” economics textbooks published since The New
World first appeared. A host of other popular books have since been released that
have more broadly applied economic methods, most notably Freakonomics, which
had a long run on The New York Times bestseller list."

Indeed, we have chosen to reissue this major revision of The New World because
many current practicing economists are too young to remember the success and
impact of its first five editions and because many professors of economics of all
generations want to show their students the “new, new worlds” of economic inquiry
that have emerged within the professional lifetimes of the last generation of
economists. We have included a number of these “new, new” topics in this edition.
However, our overall objective remains the same, namely, to show students how the
principles of economics are applicable to their everyday experiences and to a
variety of issues studied in other courses, not the least of which are business and
social science courses that are grounded in psychology, neuroscience, and evolu-
tionary biology.

Accordingly, we have retained many of the topics covered in the first five
editions, but we have also added a heavy emphasis on pricing strategies and
behavioral economics, now a burgeoning subdiscipline within economics, which
is grounded on serious criticisms of conventional economics’ underlying assump-
tions and conclusions. We review the “behavioralist” approach and its arguments,
but we also point to problem areas within behavioral economics.

Most budding economists understand that businesses can become successful by
developing “better mousetraps.” We stress how businesses have improved the
profitability of their products by careful construction of their pricing strategies to
take advantage of their market positions. In any number of topics covered in the
following chapters, we describe the insights of another subdiscipline—organiza-
tional economics—which has radically expanded since the first edition of The New
World was released.

Most introductory economics textbooks are, literally, encyclopedias of just
about everything known in the subject. We have always believed that the first and
most important principle in economics should be economy in the principles that are
taught and studied. The critical concern in education is not how much is raught, but
how much is learned and what insights can be drawn from what is learned.
Accordingly, students will probably be relieved and pleased to know that we
introduce a relatively small number of principles through coverage of the various
disparate topics in the chapters. However, we make those few principles work,
applying them broadly, to just about every nook and cranny of human behavior. We
strive to keep the analysis simple in order to make the learning process productive
(incidentally, a topic which we elaborate on in Chaps. 18 and 19). An often-cited
adage applies to economic education: “less is more.”

The New World of Economics has been developed on the premise that economics
is, at its disciplinary core, a way of thinking. We believe that students will want to
read this book because of our focused emphasis on honing their thinking skills, as
well as applications to interesting topics. And by the end of the book, we believe
students and readers will be thinking much like economists do, all very naturally (or
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as if by second nature). We have been told numerous times by students and
professors alike that this book simply works in changing the way students see the
world.

We are, of course, indebted to our many colleagues around the country who have
contributed directly or indirectly to the development of chapters in this book in the
form of their recommendations for improvements. We are also immensely indebted
to our students; they have taught us much that is reflected in this (and past) editions.
Nothing helps improve a book more than classroom use, and this book has been
used, at one time or another, in most of the country’s colleges and universities and
in many foreign universities. Over the years, both authors have continued to extend
the application of economics to an ever-expanding arena of ideas, and in redevelop-
ing The New World we have drawn on our published works for other audiences.’
We welcome students to what could be for many the educational trip of their
college careers.

Irvine, CA, USA Richard B. McKenzie
Tucson, AZ, USA Gordon Tullock
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Part I
The New World of Economic Thinking

In the first four chapters of this book, we seek to lay out the broad outlines of the
“economic way of thinking” about everything and anything, mainly by illustrating
how a very few economic concepts, principles, and lines of argument can illuminate
a variety of topics. In Chap. 3, we clarify the economic way of thinking by
comparing and contrasting economists’ view of consumer purchases with that of
psychologists [as partially represented by “Maslow’s Hierarchy of Needs,” which is
employed in a variety of business courses (most notably marketing)]. As we move
through the book, we will gradually apply the lines of argument developed in this
section to more complicated and sophisticated topics. However, be assured that
while the topics considered might grow in complexity and sophistication, you will
find that they easily succumb to understanding. This is the case because economics
is a very powerful and nimble “engine of analysis.”



Chapter 1
Economic Thinking

conomics is a constantly changing discipline. This can be said about most

disciplines, but it is particularly applicable to economics. At one time, around
the turn of the nineteenth century, students could think of economics as being
neatly contained within the sphere of commercial life. Indeed, in his long-adopted
Principles of Economics textbook, eminent British economist Alfred Marshal
defined economics as dealing with the “ordinary business of life.”' Through the
middle of the twentieth century, most courses and books on the subject traditionally
revolved around such topics as money, taxes and tariffs, stocks and bonds, cost
structures, forms of business organization, and the operation of the market as it
pertains to the production and sale of automobiles and toothpaste.

Over the past half century, however, economists have greatly expanded their
field of concern, and, as a result, the boundaries of economics as a discipline are
rapidly expanding, encroaching on areas of inquiry that have historically been the
exclusive domain of other social sciences. The change in direction and scope of
the discipline has been so dramatic that the economists who have been involved in
bringing about the change are no longer inclined to debate the issue of what is or is
not economic in nature. They merely ask, “What can economics contribute to our
understanding of this or that problem?”

This book reflects that expanded vision. Accordingly, we will introduce you
to topics and points of discussion you may never have imagined would be included
in an economics book. We will talk about family life, child rearing, dying, sex,
crime, obesity, gender pay differences, a host of pricing strategists, predictably
irrational consumers, politics, and many other topics.”> We do this not because
such topics add a certain flair to the book (which they do, for sure), but rather
because we believe that these are extraordinarily important areas of inquiry and
that economic analysis can add much to our understanding of them. In addition,
we are convinced that you will learn a good deal about economics through their
consideration.

In dealing with such topics, we cannot avoid coming to grips with human
behavior and making it the focus of our concern. The simple reason is that

R.B. McKenzie and G. Tullock, The New World of Economics, 3
DOI 10.1007/978-3-642-27364-3_1, © Springer-Verlag Berlin Heidelberg 2012



4 1 Economic Thinking

crimes cannot be committed, children cannot be reared, sex cannot be had, and
governments cannot operate without people’s “behaving” in one respect or another.
We argue that before we can ever hope to understand social phenomena, we must
understand why people behave the way they do. To do this, we must have some
perception, or model, of how behavior is motivated and organized from which the
revealed actions of people can be interpreted. Economists have such a model, which
has been developed and defined since the days of Adam Smith, and it is because
we employ this model in our discussion, that we consider this to be a book on
economics. All we intend to do here is to extend the application of this model into
unconventional areas.

This is not to say, however, that economics can give a complete understanding of
these problem areas. Other social scientists have long considered many of the topics
included in this book, and their contributions to our understanding of human
behavior cannot be overlooked. By viewing these topics strictly through the lens
of economics, we must be ever mindful that we are dealing with one particular point
of view, which can be complemented by many of the findings in other disciplines.

You may at times have reservations about accepting what we have to say, but
that response is not necessarily unwelcome. We could easily write a book with
which the reader would readily agree with almost everything written; however, we
imagine that such a book might deal with only trivial issues and very well be a
monumental bore. We take the view that at any given time, there are many
important issues that are to some degree unsettled; we believe that learning requires
not only that an individual know the settled issues but also that he be able to explore
those issues over which there may be some disagreement.

You do not need to have a large reservoir of economic knowledge to understand
what we have to say. We will provide you with the necessary principles on which
later discussion will be founded. Furthermore, we do not intend to waste your
time with a lot of esoteric theory that will never be used. We understand that you
want to make as efficient use of your time as possible, and we intend to cooperate
with you.

Remember, this is a book on economics! Our first principle of economics is
economy in principles of economics. In our view, the mark of a good economics
course, or a good economics book, is not how much is learned in the way of
principles and other forms of content, but how much of the world can be under-
stood, with how much is learned. We expect you will be able to do a lot, and
understand much about the world we all inhabit, with the relatively small set of
concepts, principles, and lines of arguments developed in this pages.

The principles that we do develop and the points that we make will at times be
very subtle and a little tricky to handle—we cannot escape this. You may be
pleasantly surprised, however, at how few the principles are and at how useful
they will be in thinking about topics that are and are not included in this book. First,
we need to lay the foundation, to explain how economists look at their subject and
at human behavior.
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The Meaning of Economics

For nearly two hundred years, economists have periodically struggled with the
problem of defining economics, and it is still a live issue. At times the subject has
been defined as “what economists do,” as that part of human experience that
involves money, or as a study of how men attempt to maximize their material
well-being. Different people perceive a discipline in different ways; therefore, no
one can ever claim to offer readers the definition of the subject. All we can hope to
accomplish is to describe our own perception of the subject and in that way suggest
how we will proceed.

The approach taken in this book is to define economics as a mental skill that
incorporates a special view of human behavior characteristic of economists.” It is,
in short, a thought process, or the manner in which economists approach problems,
rather than an easily distinguishable group of problems that sets an economist
apart from others. Sociologists and political scientists have dealt with many of
the problems considered in this book, but the reader may notice that our approach to
these problems is substantially different from theirs. This mental skill or approach
has several distinctive characteristics that can be discussed separately as follows.

Thinking in Terms of Abstractions

First and foremost, economists are prone to think, as are all other scientists, in terms
of abstractions, not in the sense that the notions are vague or nebulous, but rather in
the sense that their first impulses are to reduce reality to the relationships that are
important and that bring the inquiry down to manageable proportions. The ideal
approach to the study of human and social phenomena would be to treat the world
as we confront it. However, the world is terribly complex. At any point in time, it
encompasses literally billions of bits of information and tens of thousands (if not
millions) of relationships. On the other hand, the human mind has a limited capacity
to handle such data; it can consider only so much at any one time. It is, therefore,
literally impossible for a person to think about the world in its totality and deduce
anything meaningful. As a consequence, scientists must restrict the information
they do consider. They must abstract in the sense that they pull out from the total
mass of information a limited number of relationships that they think are important
and that they can handle.

This means that the analysis that then follows will lack a certain degree of
realism. It must be that way because the analysis is based on abstractions that
represent only a small portion of what we might call the real world. The expectation
is, however, that such an approach will increase our understanding of the real world
and will increase our ability to predict events in it.

In thinking about the social world around them, economists heed the principle
concisely laid out by economist Kenneth Boulding: “It is a very fundamental
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principle indeed that knowledge is always gained by the orderly loss of information;
that is, by condensing and abstracting and indexing the great buzzing confusion
of information that comes from the world around us onto a form which we can
appreciate and comprehend.”* (Take a moment and think about this. If you have
difficulty understanding the world we live in, we suggest that your problem is likely
to be that you are attempting to consider too much information, not too little.)

The test of a theory or model’s acceptability is not solely its degree of realism
but also its efficacy—that is, the model’s ability to explain events in the real world
and to make correct predictions. At times, the reader is likely to think to himself that
our analysis is, in one respect or another, unreal or that the model we employ does
not represent the “fullness of the human experience.” We would agree. The supply
and demand curves we will rely on extensively in this book are not “real.” They are
nothing more than photons that have been bounced off the pages and into your eyes.
They are hardly descriptive of “real” markets. After all, they are just two lines on a
graph and do not capture (and are not meant to capture) the full complexities of real-
world markets. But having made such concessions, we must follow with questions
drawn from our analyses (developed with or without supply and demand curves):
Are our conclusions not borne out in the real world? Are our predictions not more
accurate than can be obtained by other means?

There is a story of an economics professor who was lecturing on a very esoteric
topic before his graduate class. In the middle of the lecture, a student interrupted,
“Sir, I hate to break in, but in the real world ...” The professor snapped back,
“Mr. Waldorf, you must remember that the real world is a special case, and,
therefore, we need not consider it!” Before one gets the impression that we may
be taking the same view as that professor, let us emphasize that everything we say,
although it may be discussed in terms of models, is directed at our understanding of
the real world, and we believe that economics has a very efficient way of doing that.

Thinking About Values

The approach of the economist tends to be (but is not always) amoral. Economics is
not so much concerned with what should be or how individuals should behave, as
with understanding why people behave the way they do. Accordingly, our analysis
is devoid of our own personal values—as much as possible. We treat each topic as
something that is to be analyzed and understood, and to do that, we must avoid the
temptation to judge a given form of behavior as contemptuous, immoral, good, or
bad. Therefore, in the context of our analysis, the services of a prostitute are treated
the same as the services of a butcher; they are neither good nor bad, but simply exist
and are subject to analysis. Criminal activity is considered in a manner similar to
that of legitimate enterprise, and religion is treated as a good (in the sense of
anything that yields satisfaction to the user) that is sought after and procured.

Our reason for taking this tack is that in this book, we are not interested in telling
people how they should behave or what is good or evil; we are interested in gaining
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understanding of the behavior of others, given their values. Further, we are inter-
ested in evaluating the effects of institutional settings on human behavior and in
suggesting how institutions may be rearranged to accomplish whatever objective is
desired. Note that our intention is to suggest changes in institutions and not
in behavior.

Like everyone else, we have our own value systems, and we could easily make
recommendations regarding how people’s behavior should be changed to accom-
plish what we, as humanists, think is right. We also recognize that you have your
own values, and we in no way wish to suggest that you dispense with them. You
may violently disagree with prostitution or with political corruption, and we do not
quarrel with this. All we ask is that you allow us the opportunity to address the
question of why such phenomena occur. In the process, you may find a solution to
the problem that is more consistent with your values than the solution you may now
perceive.

Furthermore, economic analysis may suggest that some value can be achieved,
but that the cost would be so much as to make it undesirable. In the early part of this
century, many well-intentioned Americans objected to the consumption of alco-
holic beverages. They succeeded in getting the Constitution amended to prohibit
the sale of alcohol. By the 1930s, most of them had given up because they
discovered how difficult it was to enforce the law. If backers of prohibition had
consulted economists, we are sure they would have been told that the law would be
very difficult and expensive to enforce. With this advice, they might have decided
not to undertake the program of moral elevation. The same considerations (involv-
ing the costs of enforcement) should, perhaps, be taken into account now in
evaluating the efficacy of contemporary laws against hard drugs or pornography.

Thinking About People

The focal point of the study of economics is the individual person. It is the
individual who possesses values, makes choices, and if given the freedom, takes
actions. All group decisions and actions are thought of in terms of individuals’
collective decisions and actions, and social goals are considered only to the extent
that they reflect individuals’ collective values or choices.

All too often we hear such expressions as “society disapproves of this or that,”
“Congress is considering legislation,” or “government has made a decision to
enforce a given policy.” If the expressions are meant to suggest that individuals
are involved, we have no qualms; if, on the other hand, the expressions are intended
to suggest that these bodies have a behavior of their own that is independent of the
behavior of individuals, we must take issue.

We ask how can a group act? What is group behavior if not the behavior of
individuals? How can a society, as an independent organism, have a value? Where
must the values come from?
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Do not misinterpret us; we are interested in understanding group behavior.
However, we argue that to do this, we must first understand the behavior of the
individuals that make up the group. We take it as a given that only individuals
can act.

Thinking About Rationality

Economists begin their analysis of human behavior with the assertion that human
beings act and do so with a purpose. That purpose, in general terms, is to improve
their lot, to change the situation from something less desired to something better,
as economist Ludwig von Mises put it:
Acting man is eager to substitute a more satisfactory state of affairs for a less satisfactory.
His mind imagines conditions which suit him better, and his actions aim at bringing about
this desired state. The incentive that impels a man to act is always some uneasiness. A man
perfectly content with the state of affairs would have no incentive to change things. He

would have neither wishes nor desires; he would be perfectly happy. He would not act; he
would simply live free from care.’

This is the ultimate foundation of economics as a discipline and has several
implications. First, in economics people are assumed to be rational in the sense that
they are able to determine within limits what they want and will strive to fulfill as
many of their wants as possible. People are, in other words, able to offset environ-
mental, social, and biological forces that would otherwise determine what they do.
To what extent they are able to accomplish this depends on the resources at their
command and the intensity of desire to overcome forces that are obstructing the
achievement of their goals.

Although these points may be taken for granted, they need to be made because
not all social scientists agree with this perspective. Many will argue, at least for
purposes of their theories, that a factor such as the immediate environment
determines—not influences—human behavior. The economist, on the other hand,
views factors such as the immediate environment as constraints within which the
individual’s preferences can operate.

The economist’s assumption of rational behavior sometimes annoys people from
other branches of the social studies who apparently feel that people act irrationally
(or nonrationally) much of the time (if not all of the time). The actual difference
here, however, may often be a matter of definition. In assuming that people behave
rationally, the economist does not mean that human beings are necessarily cold,
calculating machines, who always pursue selfish interest with perfect precision.
Indeed the economics of information, which deals with the question of how much
information people should gain before they make a decision, is one of the rapidly
developing fields of economics. Thus, the prospect that people make mistakes
because they are not properly informed is now very much alive in economic theory.

Furthermore, the religious hermit who lives in semistarvation to achieve oneness
with God could be quite rational. The terrorists who crash planes into tall buildings
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could be no less rational. They both may be using their resources in the best way
they know how to fulfill their goals.

Thus, the statement that people behave rationally is not a terribly strong state-
ment about how people behave. It merely means that people attempt to achieve their
goals and that they devote at least some thought, some of the time, to how to do it.
This assumption, modest though it is, turns out to permit a great deal of careful
analysis.

Furthermore, people are not the only living beings who behave rationally, at
least some of the time. As experimental economists have found, animals (and even
ants and termites) behave rationally, at least within the bounds of their mental and
physiological constraints. Ants do appear to seek to minimize the costs of their food
gathering; they apparently try to minimize the travel distance and time between
their food sources and their mounds. They may be dumb, but they are not irrational!
On the basis of the view that man behaves rationally in this very limited sense,
economists have been able to construct a very elaborate detailed theory. Of course,
the fact that it is elaborate and that its basic assumptions seem sensible does not
prove that it is true. In order to tell whether any given theory is true, we must
compare theory with reality, either through statistical manipulation or through
experiments.

Economists from Adam Smith on always have looked to the real world to test
their theories. Since about 1950, with the development of modern computers,
this study has become predominantly a matter of careful statistical analysis. Very
recently, laboratory experiments have begun to be performed. All of these studies
seem to indicate that the basic theory, founded on assumptions of rationality, is
correct much of the time.

Rational behavior implies that individuals will always choose more of what they
want rather than less, and less of what they do not want rather than more. For
example, if the individual desires beer and pretzels and is presented with two
bundles of these goods, both with the same amount of pretzels and one with more
beer, the rational individual (that is, college student!) will take the bundle with the
greater number of beers. If he or she does not like beer, then that is another matter.
In a similar vein, if one bundle contains a greater variety of goods or goods with a
higher quality than the other bundle, the individual will tend to choose that bundle
with the greater variety or higher quality. For all intents and purposes, goods of
differing quality can be treated as distinctly different goods.

If there is some uncertainty surrounding the available bundles, the individual
will choose that bundle for which the expected value is greatest (after allowance for
losses due to bad outcomes). People do make mistakes mainly because they have
incomplete information, but this does not negate the assumption of rational behav-
ior. We only assume that individuals’ motivations are to do that which they expect
will improve their stations in life, not that they always accomplishes this. There are
such things as losers. But people will tend to minimize their bad outcomes, or their
losses, at least within the limits of their mental resources.

Economists are often criticized for assuming that human beings are wholly
materialistic, that they want only material things. The criticism is unjustified.
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All we have assumed from the start of this section is that an individual has desires.
These desires may be embodied in material things, such as cocktails and clothes,
but we also fully recognize that human beings want things that are esthetic,
intellectual, and spiritual in nature. Some people do want to read Shakespeare
and Keats and to contemplate the idea of beauty. Others want to attend church
and worship as they choose. Even a few may want to read this book! We have no
quarrel with this (particularly with those who are interested in this book). We accept
these as values with which we must deal in our analysis. They are part of the data
we handle. We emphasize, however, that what we have to say regarding material
things is also largely applicable to those values that are not material. We may talk in
terms of goods, but what we mean are those things people value.

Thinking About Cost

Another implication of our basic position is that as far as the individual is
concerned, Nirvana will never be reached. The individual will never obtain a
perfect world and, as a result, must accept second best, which is to maximize utility
through behavior. Individuals will undertake those things for which they can expect
some net gain, or, in this sense pursue, their own self-interests. But pursuing self-
interest does not mean a lack concern for fellow human beings. Among the things
individuals may want is to give to others. Such behavior can yield as much pleasure
as anything else, and if so, it will be done.

Why do people give gifts, say, at Christmas time? There are many motives, but
we suggest that the overriding reason is that the giver gets some pleasure (gain), in
one form or another, from giving. Even the Bible admonishes “it is better to give
than to receive,” indicating that there are gains to be had for acts of charity. Can you
think of anything you have done that you did not expect would make you happier?
(Remember, you have no doubt made a mistake and lost, but this is not involved in
the question.)

Certainly there have been instances in which direct self-satisfaction was not the
basis for your action. However, we wish only to make the point that much, but
certainly not all, human action is founded on the desire of people to gain from what
they do. To the extent that they behave the way we assume they do, then our
predictions about their behavior should be accurate.

If we are seeking to maximize our utility, then it follows that we must make
choices between relevant alternatives. It also follows that in the act of choosing to
do one thing, we must forgo doing or having something else. There is no escaping
this. Although often measured in terms of dollars, the cost of doing or having
something is the value of one’s best alternative forgone when a choice is made.

For every act, therefore, there is a cost, and this cost will determine whether (or
how much) something will be done. Cost is the constraint on action. In other words,
is there anything such as a free lunch? Free TV? Free love or sex? How can these
things be had if choices are involved? No money may have changed hands, but
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again, cost is not money. Money (or more properly, dollars) is just one means of
measuring cost. To have such things, we have to give up something in the way of
time, psychic benefits, or resources that may be used for other purposes.

Throughout this book, as we attempt to explain social phenomena, we will
address the question of the costs and benefits of behavior. As we will see, cost is
a very powerful explanatory factor in understanding behavior. Consider the follow-
ing problems:

1. Why do the poor tend to ride intercity buses and the rich tend to fly?

Perhaps the two groups have different educational and experience levels that
result in different behavior patterns. Or, perhaps the rich, being rich, can afford
such extravagances as airplane tickets. All these factors may explain part of the
behavior; but we wish to stress that it may be cheaper for the poor to take a bus
than to fly and cheaper for the rich to fly than to take the bus. Both rich and poor
pay the same price for equal tickets; consequently, the difference in cost must lie
partly in the difference in the value of the time of the rich and the poor.

If by “rich person” we mean someone whose wage rate is very high, it follows
that the rich person’s time is much more valuable (in terms of wages forgone)
than the poor person’s time. Since it generally takes longer to take a bus than to
fly, the cost of taking the bus, which includes the value of one’s time, can be
greater to the rich than the cost of flying. The cost of taking the bus can be lower
for the poor. The poor person’s time may be worth very little in terms of what he
could have earned. Therefore, the total cost of a bus ride can be quite inexpen-
sive. As a case in point, consider David Letterman, who makes millions in salary
each year, and a poor man who is unemployed. Determine the total cost for each
to take a bus or a plane from Washington to Chicago. You may think that
Letterman has a lot of free time for sunbathing on the beach. Actually, Letterman
could be making money instead of playing on the beach. He would be spending
very large amounts, in terms of income forgone, for some pleasurable time at the
beach. We can understand why a wealthy person might choose to spend time at
the beach, but it is hard to say why that person would choose to spend valuable
time riding a bus between cities. And of course, few really rich people can be
found among intercity bus passengers.

2. Why do the British use linen table napkins more often than Americans do?
In part, the answer may be that cultural differences have had an effect on
people’s choices in napkins. However, one should also realize that the British
have to import virtually all of their paper or pulpwood and that paper is relatively
expensive there. Paper napkins are much less costly in the United States.
Furthermore, linen napkins require washing and ironing, and since wages are
generally higher in the United States, the cost of using linen napkins is much
greater to the Americans than to the British. Again the difference in costs
provides a partial explanation.

3. Why do some people resist cheating on their examinations?
Some people may fear being caught and suspended from school, which means
they attribute a cost to cheating. Barring this, they may have a moral code that
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opposes cheating, at least in this form. If they cheat, they would have to bear the
psychic cost of going against what they consider right. This does not mean that
all those with a moral code or conscience will not cheat to some degree. (Why?)
4. Why do some men forgo asking women out on dates (and vice versa)?
They may be shy (or gay), or they may feel that the cost in terms of the money
and time spent will be too great. They may also be reluctant to ask women out
because in doing so they have to incur the risk cost of being turned down.
5. Why are people as courteous as they are on the highways?
They may have a streak of kindness in their hearts, but they may also be fully
aware of the very high cost they can incur if their rudeness ends in an accident.

When trying to sum up the economist’s view of human behavior, we are
reminded of a little ditty for which, unfortunately, we do not have the source:
Oh, little girl with your nose pressed up against

the windowpane of life,
There is no jelly doughnut.

At least, there is no jelly doughnut without a cost, which is why economists often
say, “There is no such thing as a free lunch.”

Thinking About the Margin of Cost

In determining how many units of a given good we will consume, we must focus on
the additional cost of each additional unit. Another name for this cost concept is
marginal cost. In other words, before we can proceed to the consumption of the next
unit, we must, at each step along the way, ask how much that additional unit costs.

If we are allowed time to make choices, there is substantial reason to believe
that, as a general rule, the marginal cost of successive units we provide for ourselves
or others will rise. At any point where a choice must be made, we are likely to have
a whole array of opportunities we can choose to forgo to do this one thing. These
opportunities are likely to vary in their value to us. In making the choice to consume
the first unit of a good, which opportunity will we give up? We will forgo that
opportunity we value least, and we will forgo that opportunity if the value of the
unit produced is greater than the value of the opportunity forgone.

Because cost (or as in this case, marginal cost) is the value of that opportunity
given up, this means that the cost of the first unit is as low as possible. If we then
wish to produce or consume a second unit, we will have to give up that opportunity
that is second to the bottom in value. This means that the marginal cost of the
second is greater than the first. Given this choice behavior, we should expect the
marginal cost of successive units to rise progressively. Therefore, if we were to
describe the relationship between the unit of the good provided and the marginal
cost, we would expect to have a curve that is upward sloping to the right as in
Fig. 1.1. In this graph, marginal cost is on the vertical axis, and the quantity of the
good is on the horizontal axis. We economists refer to such a curve as the supply
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curve. Because of this relationship, we can argue that the higher the benefits (or
price) received per unit, the more units of the good that we can justify providing.

In some cases, the marginal cost of providing additional units is constant—more
units of the good can be provided by forgoing alternatives that are equal in value.
(Can you think of such cases?) In this event, the supply curve will be horizontal.
See Fig. 1.2.
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There is no reason to believe that the supply curve will remain stationary over
time and under all conditions. Basically, the curve is set where it is because of a
given cost structure of providing the good. It follows that anything that changes this
cost structure will cause the curve to shift in one direction or the other. If the cost
(which means the value of alternatives) of providing the good rises, then the curve
will shift upward and to the left. If the cost goes down, the curve will move
downward and to the right.° (Can you think of changes that would change the
cost structure?)

Thinking About Demand

The assumption that rational individuals maximize their utility implies that they
will fully allocate income among those things wanted. When we say income,
we mean full income, which includes not only what individuals can earn on a
conventional job and that can be measured in terms of dollars, but also what they
can earn by doing things for themselves outside of work, such as cooking meals.

How can a person not fully allocate his income? Even when a person saves, he is
allocating his income and generally doing it for a purpose. That purpose may be to
acquire a certain degree of security for himself or his family or to buy something he
wants in the future. We might rightfully argue that by saving, the person is buying
something.

The assumption also implies that the individual will continue to consume a given
good until the marginal cost (MC) of the last unit obtained is equal to the last unit’s
marginal utility (MU). (As in the concept of marginal cost, marginal utility, or
benefit, is the additional utility on each additional unit of the good.) That is to say,
the individual would consume until MU = MC. If this were not the case and the
marginal cost of the next unit of the good were less than the marginal utility of it (or
MC < MU), the individual could increase her level of satisfaction by consuming
additional units. She could get more additional satisfaction from the additional unit
or units than would be forgone by not consuming something else.

Note that the marginal cost is the value of that which is forgone. If the marginal
cost exceeds the marginal utility, the individual can increase his satisfaction by
consuming at least one unit less. (Can you explain why?)

This so-called equi-marginal rule (MC = MU) is readily applicable to produc-
tion and consumption decisions involving, say, carrots or candy, but we suggest that
it has a much broader application than may be first realized. If you are a student,
what rule do you follow in determining how much you study for a given course? We
expect that you will follow the MC = MU rule: you will continue to study un