
Summary Chapter 1 – Thinking Like an Economist 

 

 The Cost-Benefit Approach to Decisions 

-If B(x) > C(x), do x; otherwise don’t 

-Where B(x) is the benefit of x and C(x) is the cost of x 

-It is useful to bring the values into monetary terms (even if money has nothing to do with it) 

-Define B(x) as the maximum willingness to do the activity, and C(x) as the value of resources you 

must give up in order to do x 

-The reservation price is the price at which a person would be indifferent between doing an activity 

and not doing it 

 The Role of Economic Theory 

-The idea behind many economic concepts is that people tend to behave as if they knew economic 

theory without knowing it. This is known as Rational thinking 

-People don’t always behave as predicted by economic models, but the models provide useful 

insights about how to achieve important goals 

 Common Pitfalls in Decision Making 

-Economics is about identifying the costs and benefits that really matter.  

Pitfall 1: Ignoring Implicit costs: 

 - If doing activity x means not being able to do activity y, then the value of activity y is an 

opportunity cost 

 - Opportunity Costs are the value of the next best alternative by choosing one activity over 

another 

Pitfall 2: Failing to Ignore Sunk Costs: 

 - Sunk costs are costs that are beyond recovery at the moment the decision is made 

 - Unlike opportunity costs, sunk costs should be ignored 

 - If a cost has already been incurred and cannot be recovered, it is irrelevant for all decisions 

about the future 

Pitfall 3: Measuring Costs and Benefits as Proportions Rather Than Absolute Dollar Amounts: 

 - Contextual clues are important for a variety of ordinary judgments 

 - When comparing costs and benefits, always use absolute dollar amounts, not proportions 



Pitfall 4: Failure to Understand the Average-Marginal Distinction 

 - Often, the choice is not whether to perform an action, but the extent to which it should be 

performed 

 - The costs of an additional unit of activity is called the marginal cost of an activity, and the 

benefits of an additional unit is called the marginal benefit 

  - The average cost of undertaking n units of an activity is the total cost of the activity divided 

by n 

 - The average cost of undertaking n units of an activity is the total benefits of the activity 

divided by n 

 The Invisible Hand 

- One of the most important features of economic analysis is that self-interest is often not only 

consistent with broader social objectives, but actually required by them 

-Self-interested consumers often act as if they were driven by The Invisible Hand described by Adam  

Smith (Father of modern Economics), to produce the greatest social good 

-Smith observed that competition causes sellers to attempt to increase development of their goods 

and produce them more cheaply 

- Smith was also aware of the fact that the outcome of self-interest did not always benefit society. 

The Invisible Hand breaks down when important costs and benefits occur to people and not the 

decision makers themselves 

- The External cost of an activity is a cost that falls on people who are not directly involved in the 

activity 

- External costs and benefits often motivate laws that limit individual discretion 

 Would Parents want their Children to Marry Homo Economicus? 

- Self-interest is one of the most important motives. But is not the only important motive 

The self-interest model is often given the label Homo eocnomicus or “economic man” 

However, to succeed in life, people must form alliances and relationships of trust 

  

The Economic Naturalist 

- An “economic naturalist” is a person who sees details of ordinary existence in a sharp new light 

If there are no economic incentives behind something that isn’t great, then it is likely to remain the 

way it is 



 Positive Questions and Normative Questions 

- A normative question is a question about what policies or institutional arrangements lead to the 

best outcome 

- Normative questions often consider what ought to be done or what should be done. Economic 

analysis, however, cannot answer such questions 

- A positive question is a question about the consequences of specific policies or institutional 

arrangements 

- Positive questions give answers which are clearly relevant to our thinking about the underlying 

normative question 

 Microeconomics and Macroeconomics 

- Microeconomics is the study of individual choices and group behavior in individual markets 

- Macroeconomics is the study of broader aggregations of markets 

- Economists increasingly believe that the key progress in macroeconomics lays in more careful 

analysis of the individual markets that make up broader aggregates. As a result, the border between 

micro and macro has become less and less clear 


