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Chapter 1 

Introduction to Economics 

Scarcity, Choice, and the Language of Economic Reasoning 

This opening chapter is designed to help you slow down at the right places: scarcity, 

opportunity cost, incentives, positive and normative reasoning, the core macroeconomic 

goals, the basic economic questions, and the factors of production. The aim is not to 

rush you through vocabulary, but to build the framework you will use throughout the 

course. 
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Chapter Overview 

Many introductory chapters feel dull because they present economics as a list of terms. A better approach is to 

begin with the problem that makes economics necessary: human wants are broad, but time, income, tools, labor, 

and natural resources are limited. Economics exists because people, businesses, and governments must make 

choices under conditions of scarcity.1 

This chapter treats the opening unit of the course as a way of thinking rather than a stack of definitions. You 

will first learn why scarcity forces tradeoffs. You will then see how opportunity cost and incentives shape 

behavior, why economists distinguish between positive and normative statements, how macroeconomists judge 

the performance of an economy, and why every economy must answer the questions of what to produce, how to 

produce, and for whom to produce. The final sections connect these opening ideas to the rest of the 

macroeconomics course. 

1. Scarcity, Choice, and the Necessity of Economics 

Scarcity does not mean that a society has nothing. It means that even in a wealthy society there are not enough 

resources to satisfy every possible want at the same time. Land can be used for housing or farming. A household 

can spend income on groceries, rent, tuition, or savings, but not without limits. A government can allocate tax 

revenue to roads, schools, defense, or debt service, but not maximize all of them simultaneously. Because scarcity 

is permanent, choice is unavoidable.2 

This insight gives the first chapter its real importance. Economics begins when you recognize that every 

decision has a cost because choosing one use of resources means not choosing another. The economy is therefore 

not just money moving around. It is the sum of decisions made by households, firms, governments, and 

institutions about how scarce resources will be used. 

Scarcity also explains why economic disagreement is common. If resources were unlimited, there would be 

no need to prioritize competing goals. In the real world, however, societies must decide how much current 

consumption to sacrifice for future growth, how much inflation risk to tolerate while fighting unemployment, and 

how much regulation to accept in exchange for safety, fairness, or environmental protection. If you understand 

scarcity early in the course, you are less likely to treat later policy debates as mere arguments over opinions. 

2. Opportunity Cost and Incentives 

Opportunity cost is the value of the next-best alternative given up when a choice is made. That definition 

matters because it forces you to move beyond money alone. The cost of attending college includes tuition and 

fees, but it also includes time, forgone wages, and the alternatives that could have been pursued during those 

years. Likewise, the cost of a government project is not simply the dollars spent; it is the other programs, tax 

reductions, or debt reduction that those dollars could have financed instead.3 

Incentives complete the picture. People respond to rewards, penalties, rules, and expectations. Consumers buy 

more when prices fall. Firms expand production when expected profit rises. Workers compare wages with 

alternative uses of time. Governments adjust behavior when voters reward or punish certain results. Incentives do 

not make people identical or perfectly rational, but they do help economists explain why behavior changes 

systematically when costs and benefits change.4 

These concepts matter because macroeconomics is full of incentive problems. Tax policy changes the 

incentive to work, save, and invest. Inflation changes the incentive to hold money. Interest rates alter the incentive 

to borrow, lend, and undertake long-term investment. If you absorb opportunity cost and incentives in the first 

chapter, later topics will feel less disconnected. 
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3. What Economics Studies: Economy, Microeconomics, and 

Macroeconomics 

An economy can be described as the system of decisions and exchanges through which resources are 

allocated, goods and services are produced, incomes are earned, and output is distributed. Economics studies how 

these decisions are made and what consequences follow from them. In practical classroom terms, economics asks 

how people cope with scarcity and what happens when millions of separate choices interact.5 

Microeconomics studies individual decision makers and particular markets. It focuses on buyers, sellers, 

firms, costs, prices, and the allocation of resources in specific settings. Macroeconomics studies the economy as a 

whole. Instead of examining one market at a time, it looks at broad aggregates such as real GDP, unemployment, 

inflation, and long-run growth. The two branches are related. Microeconomics studies the parts; macroeconomics 

studies the overall performance of the system created by those parts. 

You may find macroeconomics more engaging when you see that it addresses large questions that affect 

everyday life: Why do recessions occur? Why do prices rise? Why are some economies richer than others? Why 

do governments and central banks intervene, and when do those interventions help or hurt? This opening chapter 

should show you that macroeconomics is not just abstract theory; it is the study of national economic health and 

policy. 

4. Positive and Normative Economics 

Positive economics deals with statements about what is, what tends to happen, and what can be tested against 

evidence. Normative economics deals with statements about what ought to be and therefore depends on value 

judgments. The definitions themselves are simple. Their importance lies in the fact that economic arguments 

constantly mix the two without announcing the shift.6 

Consider a familiar example. The statement that a higher minimum wage may reduce employment for some 

low-skill workers is a positive claim; it can be studied with theory and evidence. The statement that a minimum 

wage is therefore bad policy is a normative claim; it depends on what a person values most, such as employment, 

income floors, bargaining power, or fairness. The same pattern appears in debates over trade deficits, tax cuts, 

inflation, welfare programs, environmental rules, and monetary policy.7 

This distinction deserves more than a brief mention because it trains you to separate evidence from judgment. 

Economics can estimate likely effects, opportunity costs, and tradeoffs. It cannot by itself determine what a 

society should value most. Two economists may agree on the likely consequences of a policy and still disagree 

about whether the policy is desirable because they assign different weight to competing goals such as equality, 

liberty, stability, efficiency, or long-run growth. 

For that reason, positive and normative economics should become a recurring lens throughout the course. 

When you study inflation, you can distinguish between the positive claim that rising prices reduce purchasing 

power and the normative claim that inflation control should always take precedence over employment goals. 

When you study fiscal policy, you can separate the positive claim that government spending may raise aggregate 

demand in the short run from the normative claim that deficits are or are not justified under specific conditions. In 

the chapters on Keynesian and neoclassical thought, you can see that part of the disagreement concerns testable 

assumptions about adjustment and policy effectiveness, while another part concerns beliefs about the proper role 

of government.8 

The practical payoff is substantial. You will write more clearly when you learn to label the parts of an 

argument. A stronger college-level paragraph does not jump directly from a factual claim to a policy 

recommendation. It first explains what the evidence suggests, then states the value judgment that motivates the 

recommendation. Once you internalize that sequence, you will reason more carefully across the entire semester. 
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Selected Examples 

Statement Type Why 
A rise in the money supply can increase 

inflation if it persistently outpaces output 

growth. 

Positive It is a causal, testable claim. 

The central bank should prioritize low 

inflation even if unemployment rises 

temporarily. 

Normative It depends on policy values and 

tradeoffs. 

A tariff may protect some domestic jobs 

while raising prices for consumers. 
Positive It describes likely effects that can be 

studied. 
Protecting domestic jobs is more 

important than maintaining lower 

consumer prices. 

Normative It ranks social goals. 

 

5. The Three Macroeconomic Goals 

Most introductory macroeconomics courses return repeatedly to three broad goals: economic growth, full 

employment, and price stability. Economic growth matters because a rising level of real output expands the 

economy's capacity to improve living standards over time. Growth supports higher incomes, broader opportunity, 

greater tax capacity, and more room to address social needs without reducing current consumption as sharply.9 

Full employment does not mean zero unemployment. In macroeconomics, it usually means that cyclical 

unemployment is absent and that the economy is operating close to its potential output. There will still be 

frictional and structural unemployment as workers change jobs, enter the labor force, or adapt to changing 

conditions. The key point is that prolonged unemployment represents lost output, lost income, and long-term 

damage to skills, confidence, and community well-being. 

Price stability matters because inflation and deflation both distort planning. High inflation erodes purchasing 

power, clouds long-term contracts, and can redistribute income arbitrarily. Deflation can discourage spending and 

investment and can worsen debt burdens in real terms. A healthy economy therefore seeks growth and 

employment without allowing the price level to become unstable.10 

These goals are related rather than isolated. Rapid demand growth may lower cyclical unemployment in the 

short run but can increase inflationary pressure. Policies aimed at long-run productivity growth can raise potential 

output and make it easier to achieve growth, employment, and price stability together. You should therefore treat 

the three goals as a balancing act rather than three independent boxes. 

6. The Three Basic Economic Questions 

Every economy, regardless of ideology or institutional form, must answer three basic questions: what to 

produce, how to produce, and for whom to produce. The first question asks which goods and services will be 

emphasized. A society cannot maximize everything simultaneously, so choices must be made among food, 

housing, health care, education, entertainment, defense, and countless other uses of resources.11 

The second question asks how goods and services will be produced. Firms may rely more heavily on labor or 

more heavily on capital. They may choose technologies that are cheap but polluting, or cleaner but more costly. 

They may organize production through markets, contracts, and global supply chains or through more centralized 

coordination. Efficiency, quality, time, and ethics all influence the answer. 

The third question asks for whom goods and services will be produced. In market economies, distribution is 

influenced strongly by prices, income, productivity, and ownership of resources. Governments also affect 

distribution through taxes, transfers, public goods, and regulation. This is the question that most visibly connects 

economics to moral and political disagreement, because a society's answer reflects not only productivity but also 

its views about fairness, need, rights, and opportunity. 
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7. The Four Factors of Production 

The four traditional factors of production are land and natural resources, labor, capital, and entrepreneurship. 

Land refers broadly to natural resources such as soil, water, timber, minerals, and energy sources. Labor refers to 

human effort, both physical and mental. Capital refers not to money itself but to the produced tools, machinery, 

structures, and equipment used to make other goods and services. Entrepreneurship refers to the organizing and 

risk-bearing function that combines resources in new and productive ways.12 

These categories matter because they show you what an economy actually uses to create output. They also 

prepare you for later chapters on productivity, long-run growth, and the neoclassical emphasis on potential output. 

An economy grows not merely because people spend more, but because it becomes better at combining labor, 

capital, resources, and innovation into greater productive capacity. 

In classroom discussion, these factors become more memorable when you apply them to concrete examples. 

A farm uses land, labor, tractors, irrigation systems, and the entrepreneur who organizes the enterprise. A hospital 

uses land, labor from doctors and nurses, buildings and imaging equipment as capital, and entrepreneurs or 

administrators who coordinate services and bear strategic responsibility. You will understand the abstraction more 

quickly when you can identify the factors inside real institutions. 

8. Why This Opening Chapter Matters for the Rest of Macroeconomics 

The opening chapter should show you that none of these ideas will be left behind. Scarcity and opportunity 

cost return in fiscal policy and trade. Incentives reappear in taxation, labor markets, inflation, saving, and 

investment. Positive and normative reasoning remains essential whenever you evaluate policy recommendations. 

The three macroeconomic goals guide later discussions of GDP, unemployment, inflation, aggregate demand and 

supply, monetary policy, and long-run growth. The factors of production become central again when the course 

turns to productivity and living standards. 

For that reason, the first chapter should not feel like a pile of definitions designed to be forgotten. It should 

feel like the intellectual foundation of the course. If you grasp these ideas early and practice using them, the rest 

of macroeconomics becomes easier to organize, explain, and remember. 

Chapter Study Guide Highlights 

• Economics begins with scarcity; scarcity makes choice unavoidable. 

• Opportunity cost is the value of the next-best alternative forgone. 

• Incentives help explain how behavior changes when costs and benefits change. 

• Microeconomics studies specific decision makers and markets; macroeconomics studies the economy as a 

whole. 

• Positive economics concerns what is and what can be tested; normative economics concerns what ought to be 

and depends on value judgments. 

• The major macroeconomic goals are economic growth, full employment, and price stability. 

• Every economy must decide what to produce, how to produce, and for whom to produce. 

• The four factors of production are land, labor, capital, and entrepreneurship. 
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Workbook: Student Exercises 

Directions: Answer in complete sentences unless a question asks for labels or classifications. Where appropriate, 

explain your reasoning rather than only listing an answer. 

Section A. Conceptual Short Answer 

1. Explain why scarcity exists even in a wealthy economy. Use one example from household life and one example 

from public policy. 

2. Define opportunity cost in your own words and explain why money cost alone is often an incomplete measure 

of economic cost. 

3. Explain how incentives affect the behavior of consumers, firms, and governments. Give one distinct example 

for each. 

4. Why is macroeconomics concerned with aggregates such as output, unemployment, and inflation rather than 

with a single market? 

Section B. Positive, Normative, or Mixed? 

For each statement, identify whether it is positive, normative, or mixed. Then briefly justify your answer. 

5. A persistent rise in overall prices lowers the purchasing power of money. 

6. The central bank should always choose price stability over lower unemployment. 

7. A tariff can protect certain domestic producers while increasing costs for consumers. 

8. Because some workers may lose jobs to imports, tariffs are worth the cost. 

9. A cut in business taxes may increase investment spending. 

10. The government ought to encourage business investment even if it raises the budget deficit. 

Section C. Applied Analysis 

11. A city government has enough money to either expand a public transit system or renovate a football stadium, 

but not both. Explain the choice using scarcity, opportunity cost, and the three economic questions. 

12. Suppose a country experiences strong real GDP growth but also rising inflation. Which macroeconomic goals 

are being met, which are in tension, and why? 

13. Choose a real-world organization such as a restaurant, hospital, farm, or online retailer. Identify the four 

factors of production and explain how they work together to create output. 

14. Write a short paragraph that begins with a positive economic statement and ends with a normative 

recommendation. Then underline or clearly label the point at which the argument shifts from positive to 

normative reasoning. 

Section D. Extended Response 

15. In a well-developed paragraph or short essay, explain why the distinction between positive and normative 

economics should not be treated as a forgotten vocabulary item from the first week of class. Your answer 

should discuss policy debates, evidence, value judgments, and how this distinction helps you think more 

clearly throughout a macroeconomics course. 
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