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CH1: Ten Principles of Economics
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What Economics Is All About
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e Scarcity: The limited nature of society’s resources.
il 3 ) gal 83 ganall Aaplall: 3 jadl)

e Economics: The study of how society manages its scarce resources.
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Examples:

e How people decide what to buy, how much to work, save, and spend.
058 Os AN (Osleny oS5 s iy Lo il ) s o

e How firms decide how much to produce and how many workers to hire.
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e How society decides to divide its resources between national defense, consumer goods,
environmental protection, and other needs.
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The Principles of How People Make Decisions
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PRINCIPLE #1: People Face Tradeoffs
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o Tradeoff: All decisions involve tradeoffs.
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Examples:

e (oing to a party the night before exams leaves less time for studying.
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e Protecting the environment uses resources that could produce consumer goods.
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e Society’s Tradeoff: Efficiency vs. Equality.
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o Efficiency: Society gets the most from its scarce resources.
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o Equality: Prosperity is distributed uniformly among society’s members.
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PRINCIPLE #2: The Cost of Something Is What You Give Up to Get It
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e Opportunity Cost: The cost of any item is what you give up to get it.
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Examples:
e The opportunity cost of going to college includes tuition and foregone wages.
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e Watching a movie includes the price of the ticket and the value of your time.
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PRINCIPLE #3: Rational People Think at the Margin
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« Rational people make decisions by comparing marginal costs and marginal benefits.
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Examples:

e A student considers whether to attend college for an extra year by comparing costs and
potential income.
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e A manager considers producing more by comparing the cost of labor and materials to
additional revenue.
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PRINCIPLE #4: People Respond to Incentives
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e Incentive: Something that induces a person to act.

Examples:
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o When gas prices rise, consumers buy more hybrid cars.
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o Higher cigarette taxes reduce teen smoking.
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The Principles of How People Interact
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PRINCIPLE #5: Trade Can Make Everyone Better Off
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o People can specialize in producing one good or service and trade for others.
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Benefits of Trade:
o Countries get better prices for goods they produce.
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o Countries buy goods more cheaply from abroad than producing them locally.
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PRINCIPLE #6: Markets Are Usually a Good Way to Organize Economic Activity
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e Market Economy: Resources are allocated through decentralized decisions of
households and firms interacting in markets.
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e Invisible Hand: Adam Smith’s idea that markets guide self-interest to promote societal
well-being.
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PRINCIPLE #7: Governments Can Sometimes Improve Market Outcomes
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o Market Failure: When the market fails to allocate resources efficiently.
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Causes of Market Failure:

o Externalities: When production or consumption affects bystanders (e.g., pollution).
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» Market Power: A single buyer or seller influences market prices (e.g., monopoly).
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o Governments can also promote equity by redistributing resources.
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The Principles of How the Economy as a Whole Works
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PRINCIPLE #8: A Country’s Standard of Living Depends on Its Ability to Produce Goods
& Services
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e Productivity: The amount of goods and services produced per unit of labor.
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e Productivity determines living standards.
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PRINCIPLE #9: Prices Rise When the Government Prints Too Much Money
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e Inflation: An increase in the general level of prices.
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o Excessive money growth leads to inflation.
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PRINCIPLE #10: Society Faces a Short-run Tradeoff Between Inflation and
Unemployment
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e Inthe short run, policies that reduce unemployment may increase inflation, and vice
versa.
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Ch 2: Thinking Like an Economist
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