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INTRODUCTION
This is the first of a 2 part microeconomics course.  The overall objective is to learn to apply the tools of economics analysis.  The first quarter focuses on microeconomic theory.  Theory will be taught by using applications, but the applications will be general in nature.  The second course will focus more specifically on applying economics to policy analysis and public and private sector decision making.

Definition of Economics
Friends: 
Boring; balancing check books; managing the household, removing spots, etc,; making a fortune in the stock market.

Dictionary:  Of or relating to the science of economics; of or relatring to a devine dispensation or system of government; of, relating to or concerned with production, distribution and consumption of commodities.

Lots of subjects are concerned with these things (marketing, accounting, management).  Doesn't indicate how economic concerns differ from these other concerns.  At the same time, economists like to think that economics has a much broader influence than just production, distribution and consumption of commodities (i.e., national defense, government debt, alliances/study groups, etc.).

Text:
Gwartney and Stroup:  "Both individually and collectively we face a constraint called scarcity, the most basic concept in economics, meaning that people's desire for things is far greater than what is freely available from nature....  Choice, therefore, the act of selecting among alternatives, is the logical consequence of scarcity.  These two-scarcity and choice-are the basic ingredients of an economic topic

Eight guideposts

The use of scarce resources to produce a good is always costly (opportunity cost)

Decision makers choose purposefully; thereforemthey will economize

incentives matter- choice is influenced in a predictable way by changes in economic incentives

Economic thinking is marginal thinking

While information can help us make better choices, its acquisition is costly

Economic actions odten generate secondary effects in addition to their immediate effects

The value of a good or service is subjective

the test of a theory is its ability to predict

Bronfenbrenner, Sichel, and Gardner provide two definitions, based on the types of problems addressed and the method used to solve these problems.

Problem type definition:  Economics can be defined as the social science concerned with the problem of using or administering scarce resources (the means of producing) so as to attain the greatest or maximum fulfillment of society's unlimited wants (the goal of producing).

This definition is consistent with the dictionary and text book definitions.  In particular, we will address three issues related to production:  what, how, for whom.  Also consistent with broader set of issues:  income (housing, clothes, food, entertainment, transportation); time (studying for finals); family (marriage age, timing and number of children); buffet (what to eat).

Methods type definition:  The Theory of Economics does not furnish a body of settled conclusions immediately applicable to policy.  It is a method rather than a doctrine, an apparatus of the mind, a technique of thinking which helps its possessor to draw correct conclusions.  This definition is consistent with the objectives for the class.  The objective is to think like economists.

Objective for Class

The objective is not to learn specific tools or how to solve specific problems.  You will learn specific tools and apply these tools to specific problems (mostly related to the production, distribution and consumption of commodities), but the objective is not to learn the answers to these specific questions.  It is to learn "the economic way of thinking" so you can make use of these tools as opportunities pop up (e.g., insurance rates, water rationing, air fares in Monterey).  By the quarter's end, you should be able to sort sense from nonsense as you hear arguments surrounding various issues.

Example

You are in school at NPS.  Have limited time to balance between physiological needs, family/entertainment, classes, studying.  Also have to make ends meet in an area where housing and entertainment are expensive.  In some cases, pressures of income may exceed desire to apply full effort to studies (as long as you are passing).  May decide to take second job (either overtly or covertly).to supplement income.  Satisfies your preferences, but not necessarily those of the service because you are not getting full benefit from your education.  (Get by with a 3.0, but you could have gotten a 3.8).

You have 8 hours per week for outside employment to earn supplementary income.  Your GPA falls off correspondingly.  If enough people do this, services may recognize.  Problem is that services and students may have different objectives.  Services want students to maximize the value of their education while students want to maximize their happiness (which includes school performance and several other factors).  What can the services do?  Raise grade requirements-secondary effect of grade inflation.  Increase class load-secondary effect of reduced quality (less soak time).  Restrictions and closer monitoring-hard to detect, information is expensive.  Moral suasion (pep talks)-incentives matter.  Recognize asymmetry in incentives (makes monitoring difficult when information is not perfect).

Incentives:  GPA Pay!  Services offer $2 weekly bonus for every .01 GPA over 3.0.  Changes incentive to study, making services' and individuals' objectives compatible (increases bickering for grades-maybe bribes).  Need to know how study time affects GPA to get relationship between studying and bonus pay.
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Concept 1:  Diminishing Marginal Productivity.  From 1st columns, notice that as hours of study increases, GPA goes up, but at a decreasing rate.  Each hour of study time becomes progressively less productive the more time you spend.  Productivity of an additional hour is called marginal productivity (we will focus most of our analysis on marginal values).  This phenomenon is called diminishing marginal productivity.  As we devote more of one resource to an activity (holding the amounts of all other resources constant), that resource will eventually begin becoming progressively less productive.  Very common and important in the real world.

Concept 2:  Opportunity Cost.  How much should I study if my objective is to maximize income (given that I get a 3.0 average with no additional study time)?  Can't tell with out considering how much I sacrifice in terms of income as I study more.  Incentive pay has a cost, measured by the income I forgo as I study rather than work.  This is referred to as opportunity cost (there is no such thing as a free lunch).  Opportunity costs are the central notion of costs in economics.  Monetary cost is not important.  The value of a good is measured by the value of what we give up in order to purchase that good (monetary cost may be a good proxy in some cases, but not always).

What is the cost of an NPS education?  Supplies (books used to be), clothes, extra living/entertainment costs, sea duty pay, time (weekly for some or additional commitment).  What is the cost of a ticket to the All-Star game (suppose you won the ticket)?  Reflected by price for ticket scalpers.  The second columns in this example reflect the opportunity cost of incentive pay.

Concept 3:  Marginal Cost and Marginal Benefit.  What should you do?  Best combination is study three hours (3.73 GPA and $146 in incentive pay) and work 5 hours ($125 in income).  Total income is $271.  How did you figure?  Brute force:  add up all combinations and find the best.  Alternative:  compare the marginal benefit (GPA Pay) and marginal cost (opportunity cost of income forgone).  Whenever MB > MC, it pays to study an additional hour.  When MB < MC, it does not pay to study that hour.  

The third columns reflect MB and MC.  Do we need to calculate all MBs and MCs.  No, we can stop as soon as MC > MB because of diminishing marginal productivity.  That is where computational efficiency is introduced.  Note:  comparing MB and MC shows us what combination of study and work maximizes income, but it does not tell us what our income is.  We have to calculate that from total costs and total benefits.  But this does give short hand approach to identify the optimal point.  (If we could work for partial hours, what would be the relationship between MC and MB at the optimal point?  They would be equal.)

This is one of the central points this semester.  If you learn nothing else, learn MC = MB.  Example:  Suppose we could eliminate all illegal drugs in the U.S. for $150 Billion.  Should we do it?  What if for $5 Billion we could eliminate 99% of the illegal drugs and the last 1% was so hard to find it would cost $145 Billion?  Have to compare MC and MB, can't look at total costs and benefits.  Alternatively, suppose eliminating tax fraud would increase federal revenues by $50 billion.  Should we eliminate tax fraud?

Concept 4:  Production Possibilities Frontier.  We can show this decision in a graph.  The production possibilities frontier shows all possible combinations of work income and GPA Pay that we can produce with our limited time.  Can be generalized to the economy as a whole.  Inside the frontier is inefficient; outside is unattainable.  Will the PPF always have this bowed shape?  Yes, as long as there is diminishing marginal productivity.

Decisions we face are:


1.
How to produce to be efficient (study, capital/labor ratio, technology, etc.)


2.
What combination to produce (study/work income, guns/butter, etc.)


3.
For whom (entertainment budget, distribution of commodities, etc.)
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Underlying assumption in economics is that we will use measures of efficiency to determine if we are answering these questions optimally.  We should maximize the total value of all goods and services available to consumers in the economy.  This concept has a very specific meaning in each of the questions described above.   (If there is a combination of outputs that has a higher value, or a mixture of inputs that can increase output in one industry without decreasing it in other industries, or a way to redistribute outs between consumers and make one consumer better off without hurting others, we don't have efficiency.)

How are these decisions made in different economic systems?  Tradition, Dictatorship/planned economies, self interest.  Market economies are the seemingly least coordinated, yet they have produced the best results (in terms of maximizing the total value of goods and services).  What coordinates the system?  Every one acts in their own self interest (consumers maximize well being; producers maximize profits).  Prices coordinate the system.  They ensure that individuals acting in their own self interest serve to increase the efficiency of the economy.  Next we will begin to explore how this works.

Micro versus Macro:  Macro means big and deals with the economy as a whole (inflation, unemployment, budget deficit, trade deficit, monetary policy, fiscal policy, etc.); micro means small and deals with individual decision makers (consumers, firms, industries).  Micro less controversial (agreement regarding micro principals, disagreement regarding policy implications, e.g., we can identify the disease but we disagree about the suggested treatment).  Macro principals are disputed as well as the policy implications.
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