Chapter 2

Some Common Pitfalls for Decision Makers

Chapter Outline

I.  Introduction/Overview

II.  Pitfall #1: Ignoring Opportunity Costs


A.  Defining opportunity cost


B. The Time Value of Money



1.  value of future versus present opportunities



2.  value of interest bearing 



3.  interest and fairness

4.  Economic Naturalist 2.1: “Why do many people feel it is “unfair” to charge interest on a loan made to a friend or family member?”

III.  Pitfall #2: Failure to Ignore Sunk Costs


A.  Defining sunk costs




1.  cost/benefit principle




2.  marginal costs

IV.  Pitfall #3: Failure to Understand the Average-Marginal Distinction


A.  Marginal versus average




1.  relevant costs and benefits are marginal




2.  definition of average costs 




3.  definition of average benefits


B.  Total cost, marginal cost and average cost using tables of data




1.  allocation of foragers examples




2.  criterion for allocating a resource efficiently





a.  allocating to highest marginal benefit





b.  allocate so marginal benefits equal for all activities


C.  Fixed and Variable Costs




1.  definition of a fixed cost




2.  definition of a variable cost



3. not all costs matter equally
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