“What Do We Give Up?”

Lesson 2: Section 4

Some decisions in life are easy. You probably don't fret much over which option to choose from a school lunch menu. Other
decisions are agonizing. Think back to the choice facing Mick Jagger when he realized he did not have enough time to both
continue his studies and be the lead singer in a band. It was “very, very difficult,” he said later, since his parents wanted him to stay
in college. But there was another reason this decision was so tough. In making his choice, Jagger had to give up something he
valued (education) to get something he valued even more (a chance to become a rock star).

Maximizing Utility: What We Want When We Choose

The way economists see the world, people seek to make themselves as well off as possible by maximizing the utility of their
decisions. They usually define utility as the satisfaction or pleasure one gains from consuming a product or service or from taking
an action. But utility is more than that. We also gain utility by making choices that, while not all that pleasurable, are likely to
improve our lives. Getting a vaccination or studying for a test may not be your idea of fun, but both should make you better off in the
long run.

Maximizing utility is seldom easy. Whether choosing which television program to watch or which college to attend, we seldom have
enough information to be absolutely sure we have made the best choice. This was true for Mick Jagger as well. When choosing
between school and music, he had no way of knowing how successful the Rolling Stones would become. Nonetheless, he made the
best judgment he could about the utility of one alternative over the other. In retrospect, he seems to have gotten it right.

Tradeoffs: What We Give Up When We Choose

As the scarcity-forces-tradeoffs principle reminds us, every decision we make—even one as simple as deciding to read this
book—involves giving up one thing for another. To gain time to read, you are giving up all of the other things you could be doing
right now. Each of those alternatives not chosen is a tradeoff.

Like individuals, businesses face tradeoffs as they try to maximize the utility of their land, labor, and capital. Suppose an automaker
decided that it could best use all of its factories and workers to build pickup trucks instead of cars. The tradeoff of its decision would
be the loss of its passenger car business.

Societies face tradeoffs as well. The classic example used by economists is the guns-versus-butter tradeoff, in which a society must
choose between using its resources to produce guns (military goods) or butter (civilian goods). If the society chooses guns, it
maximizes its security, but at the cost of lowering living standards. If it chooses butter, the society maximizes living standards, but at
the cost of reducing security.

Opportunity Cost: The Best Thing We Give Up to Get What We Want

You may have noticed that each decision made by a society in the guns-versus-butter example involved a cost. The same is true for
the decisions you make. When you choose one course of action, you lose the utility, or benefits, of the alternatives you did not
choose. Were you to rank those alternatives, one would likely stand out as more attractive than the rest. While you might think of
this option as your second best choice, an economist would see it as your opportunity cost.

The opportunity cost of any action is the value of the next best alternative that you could have chosen instead. Whether you have
2 alternatives or 200, your opportunity cost is simply the value of the next best one. Think back to Mick Jagger's decision. His
opportunity cost of pursuing a singing career was the future utility of the college degree he never earned. Similarly, the opportunity
cost of the automobile company that decided to produce only trucks was the money it would have made by continuing to produce
cars.
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Understanding the opportunity costs of the choices you face every day can help you make better decisions. Put yourself in this
situation. There is a new video game you want to buy. You can download the game from an online store for $49.95. You can
download the game online for $44.95. You can order the game disc from an online store for $39.95 plus $3.00 shipping, but it will



take at least a week to get to your home. Or you can buy it today for only $35.95 at a big box store in a nearby town, but it will take
an hour of your time and about $4.00 of gas to drive there and back.

One way to sort through these alternatives is to lay them out on a decision matrix like the one in Figure 2.4. The matrix lists all the
alternatives involved in the decision as well as the criteria, or factors, that might be used in evaluating those alternatives. In this
instance, the factors are price, delivery cost, transaction time (how long it will take you to complete the purchase), and delivery time.
The decision matrix does not tell you which alternative to choose, but it does clarify what you will gain and lose by choosing one
over another.

After analyzing the alternatives, you decide you really want to buy the game today. If you choose to download it, your opportunity
cost is the $5 you would have saved by driving to the big box store. If you choose to buy it from the store, your opportunity cost is
the hour you would have saved by downloading the game.

Knowing the opportunity cost of each alternative still does not tell you what to do. That depends on the value of $5 or an hour's time
to you. Should you have a better use for that hour, such as working at a job that pays $10 an hour, you probably would be better off
downloading the game. If not, you might decide that trading an hour of your time for a savings of $5 is the better choice.

Making “How Much” Decisions at the Margin

Note that in the video-game-purchase scenario, you were not facing an all-or-nothing, “buy the game or do without” decision.
Instead, you were employing the thinking-at-the-margin principle by looking at the marginal utility of one purchase alternative over
another. Marginal utility is the extra satisfaction or pleasure you will get from an increase of one additional unit of a good or
service. One alternative in the scenario left you with more time compared to the others. Another left you with more money.

An understanding of marginal utility begins with the recognition that the amount of satisfaction we get from something usually
depends on how much of that something we already have. Suppose you are so thirsty after a workout that you buy yourself a large
bottle of apple juice. The first glass provides you with a high level of utility by quenching your thirst. The second glass is still
satisfying, but its marginal utility is less because you are no longer so thirsty. The third or fourth glass has less utility as your thirst
disappears and your stomach fills up. The fifth glass, should you go on drinking, might have a negative utility by making you feel
sick.

The Law of Diminiahing Masginal Utliiey
Thi B of dumeri phang muprgengl c0d ry 180 o3 CUILTHE BErd W CoASerme OF pamathang. (b leas sRDEl BT
e will gt rem each additienal saital it

) A o I e [ e ) B ) e e e

Sliee 1: Vary igh iiliry Slizn 2: High msility Shen B Lewstiliy  Sheo 1 Megative miility

As this example shows, the marginal utility of something diminishes as we get more of it. This explains why a homeless person is
more likely to pick up a dollar bill off the sidewalk than a millionaire is. The dollar has a relatively high marginal utility to a person
with little money. Conversely, the marginal utility of an extra buck to a person who already has a million dollars is relatively low. An
economist would see this difference in behavior as an example of the law of diminishing marginal utility. According to this law, as
the quantity of a good consumed increases, the marginal utility of each additional unit decreases.

Most of the choices we face every day are “how much” decisions at the margin. Think back to the video game example. How much
more would you be willing to pay to get the game right now? How much longer would you be willing to wait to get the game for less?
Whenever you find yourself asking “how much” questions like these while considering a choice, you are thinking at the margin.

Read each question and answer thoroughly in your notebook.

1. What was the reason Jagger’s decision was so tough?

What does it mean to maximize the utility of a decision?

Besides a vaccination, give an example of something that can provide utility while not being pleasurable?
What does the scarcity forces tradeoffs principle remind us?
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What does guns vs. butter mean?

What do economists refer to as the second best choice?

Describe how you maximize utility with two examples.

Make a list of ten things you could be doing rather than being here at school. Circle your opportunity cost?
Create a four square comic of your own that illustrates the law of diminishing marginal utility.



