September 9th 2013
Chapter 1: Ten Principles of Economics

· What is economics all about?
· Scarcity: the limited nature of society’s resources, Insufficiency of amount or supply; shortage. Society has limited resources therefore cannot produce all the god and services people wish to have
· Economics: the study of how society manages its scarce resources

How people make decisions

1. People face tradeoffs
· To get something we like, we must give something up
· Tradeoff of national defense vs. consumer goods, clean environment vs. high level of income
· Tradeoff between efficiency and equity. Efficiency society is getting the most it can from scarce resources. Equity the benefits of those resources distributed fairly
Ex. Welfare, employment insurance (help those in society who are in need) or income tax <- power of achieving equity but reduce efficiency, reduces reward of hard work when taking from poor so people work less and produce less 

Society faces tradeoffs
· Efficiency vs. Equality
· National defense vs. consumer goods
· Current vs. Future consumption 

2. The cost of something is what you give up to get it
· Making decisions requires comparing the costs and benefits of alternative choices
Opportunity cost whatever must be given up to obtain some item


3. Rational people think at the Margin
Rational People: people who systematically and purposefully do the best they can to achieve their objectives given the opportunities they have
· Make decisions by evaluating costs and benefits of marginal changes – incremental adjustments to an existing plan of action (around the edge) 
· Rational people make decisions by comparing marginal changes to marginal costs
· Look forward, not backwards

4. People respond to Incentives
· Incentive: something that induces a person to act, i.e. the prospect of a reward or punishment 
· Incentives are crucial to analyzing how markets work (ex. Price of apple goes up, people buy less apples and more pears but benefit of producing and selling apples is also higher) 
· Many policies change the costs or benefits that people face and alter behavior (ex. Tax on gas -> people drive smaller, more fuel efficient cars, encourages public transpo 

How people interact

5. Trade can make everyone better off
· Rather than being self-sufficient, people can specialize in producing one good or service and exchange it for other goods
· Countries also benefit from trade and specialization 

6. Markets are usually a good way to organize economic activity 
· Market: a group of buyers
· A market economy allocates resources through the decentralized decisions of many households and firms as they interact in markets for goods and services 
· No one is looking for the economic well-being of society as a whole
· Famous insight by Adam Smith in The Wealth of Nations (1776)
Each of these households and firms acts as “Led by an invisible hand” that leads to desirable market outcomes to promote economic 
well-being. Smith’s great insight was that prices adjust to guide these individual buyers and sellers to reach outcomes that, in may cases; maximize the welfare of society as a whole
When the govt. prevents prices for adjusting naturally to supply and demand, it impedes (prevents) the invisible hand’s ability to coordinate the millions of households and firms that make up the economy 


The Invisible Hand works through the price system 
· Interaction of buyers and sellers determines prices 




7. Government can sometimes improve market outcomes 

· Invisible hand can only work if the government enforces the rules and maintains the institutions that are key to a market economy
· Important role for government enforce property rights (police/courts) 
· To promote equality if markets distance of economic well-being not desirable, tax or welfare policies can change how the economic “pie” is divided
· First goal: efficiency.  Market failure: when market fails to allocate society’s resources efficiently 

· Causes of market failure: 

· Externalities: when the production of consumption of a good effects bystanders (e.g. pollution)
· Market power: a single buyer/seller has substantial influence on market price (e.g. monopoly)
· In such cases, public policy may promote efficiency 

Ex. 1. Preventing mergers between large banks –efficiency
       2. Prohibiting smoking in public places –efficiency 
       3. Laws against drunk driving – efficiency 
       4. High taxes on rich – equality (see study guide) 

How the economy as a whole works 

8. A country’s standard of living depends on its ability to produce goods and services

· The most important determinant of living standards:
Productivity, the amount of goods and services produced from each hour of workers time (prices rise when government spends too much)
· Public policy will boost living standards, policymakers need to raise productivity by ensuring that workers are well educated, have the tools needed to produce goods and services and have access to the best available technology 



9. Prices Rise when the government Prints too much money 


· Inflation: increases in the general level of prices in the economy
· Keeping inflation at a low level is a goal of economic policymakers around he world
· Causes of inflation: growth in the quantity of money, value of money falls with the more the government puts out there

10. Society faces a short-run Tradeoff between inflation and unemployment 

· Increasing the amount of money in the economy stimulates the overall level of spending and thus the demand for goods and services 
· Higher demand may, over time, cause firms to raise prices, but also encourages the to increase the quantity of goods and services the produce and to hire more workers to produce them
· More hiring means lower unemployment 

*Society faces a short-run tradeoff between inflation and unemployment
More money out in the economy reduces unemployment -> high inflation 

· This short-run tradeoff plays a key role in the analysis of the business cycle (fluctuations in economic activity, such as employment and production as measured by the production of goods and services or number of people employed 
· [bookmark: _GoBack]Policymakers can exploit this short-run tradeoff by changing amount that government spends, amount it taxes, amount of money it prints 
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