

ECO1104: Chapter 1 - Ten Principles of Economics
4 Principles on How People Make Decisions

1. People Face Tradeoffs
· An individual must choose one thing over another, can’t choose both due to scarcity. For example, a student devoting time to studying rather than napping or chilling
· Grouped societies have different tradeoffs, such as  between a clean environment or high level of income, equity or efficiency

2. The Cost of Something is What You Give up to get it
· Due to tradeoffs, an individual might want to weigh their alternatives
· This leads to Opportunity Cost

3. Rational People Think at the Margin
· Rational people make decisions by comparing marginal benefits and marginal costs
· Refer to plane example
· Ex) Water is cheap but required for survival, but diamonds are useless and expensive. Why do diamonds cost more? A: Because water is plentiful, and diamonds are rare, therefore, there is going to be a large marginal benefit when buying a diamond
· A rational decision maker takes an action if and only if the marginal benefit of the action exceeds the marginal cost

4. People Respond to Incentives
· Due to rational people making decisions by comparing benefits and cost, they will definitely respond to incentives
· Ex) Apple’s price increases, people resort to Blackberry
· Effect on a good’s price affects the behaviour of buyers and sellers in markets
· People will act upon incentives for their own well being and convenience
· Return to seat belt example














3 Principles on How People Interact

5. Trade can make Everyone Better Off
· Trade allows each person to specialize in the activities they do best (Farming, sewing…)
· Trade allows people to buy a greater variety of goods and services at a lower cost

6. Markets are Usually a Good Way to Organize Economic Activities
· Command Economy -- Central planners in the government were in the position to guide economic activity. They decided what goods and services would be produced, how much would be produced, and who would consume these goods and services
· Govt can only organize economic activity in a way that promoted economic well being for the country as a whole
· Market Economy -- Decisions are made by the millions of firms and households
· Proven to be successful in organizing economic activity in a way that promotes the overall economic well being
· Adam Smith’s observation: “Households and firms interacting in markets act as if they are guided by an invisible hand that leads them to desirable market outcomes”
· In all markets, buyers look at the price when determining how much to demand, and sellers look at the price when deciding how much to supply
· As a result, market prices reflect the value of a good to society and the cost to society of making the good
· Smith: Prices adjust to guide individual buyers and sellers to reach outcomes that maximize the welfare of society as a whole
· Read last paragraph on Page 11 (Explanations)

7. Governments can Sometimes Improve Market Outcomes
· We need government for several reasons
a. Allows invisible hand to function if government enforces rules and maintains the institutions that are key to a market economy (eg. Property rights)
b. The invisible hand is powerful, but not almighty. Government is required to allocate resources to promote efficiency or equity
· For efficiency, government intervenes to fix market failures, caused by externalities or market power. Public Policy can fix economic efficiency
· For equity, invisible hand does not ensure that everyone will have sufficient food, clothing, and health care. Therefore, government policies (income tax and welfare systems) aim to achieve a more equitable distribution of economic well-being
· Government aid can improve market outcomes, but not always due to the fact that public policy is made by a political process that isn’t perfect.
· Eg. Can be designed to reward the politically powerful or designed good people that are not fully informed

3 Principles on How the Economy as a whole Works

8. A Country’s Standard of Living Depends on its Ability to Produce Goods and Services
· The average income of a nation has a relation with a country’s standard of living
· Nations with higher productivities have higher living standards
· The growth rate of a nation’s productivity determines the growth rate of its average income
· Relation between productivity and living standards causes implications for public policy because policy makers must ensure workers are educated, have the necessary tools and have access to the best technology
9. Prices Rise when the Government Prints too much Money (Inflation)
· High inflation imposes various costs on society, therefore economic policy makers aim to keep inflation low

10. Society Faces a short-run Tradeoff between Inflation and Unemployment
· Short-run effects of Monetary Injection:
· Increases overall level of spending, leading to an increase in demand for G&S
· High demand makes firms increase prices, which leads to an increase in the quantity of goods and services produced and the number of workers
· More hiring = Low unemployment
· Economic policies push inflation and unemployment in opposite directions
· This tradeoff aids with the analysis of the business cycle
· “Policy makers can exploit the short-run tradeoff between inflation and unemployment using various policy instruments” (Monetary or fiscal policy)
