Chapter 1 – Microeconomics
Ten principles of economics
· Economy , “one who manages a household”
· Households and economies have much in common 
· Household faces many decisions
· Decides which members of the household do which tasks and what each member gets in return
· Household must allocate its scarce resources among its various members
· Each member’s abilities, efforts and desires
· Society faces many decisions
Must decide what jobs will be done
Who will do them
· Management of society’s resources is important because resources are scarce
· Scarcity , society has limited resources 
Cannot produce all the goods and services people wish to have
· Cannot attain the highest standard of living
· Economics, study of how society manages its scarce resources
Study how people make decisions
How people interact with one another
Analyze forces and trends that affect the economy as a whole

How people make decisions

Principle # 1 : People Face tradeoffs
· “there is no such things as free lunch”
· To get one thing that we like, we usually have to give up another thing that we like
· Trading off one goal against another
· Higher costs causes firms end up earning smaller profits
· Tradeoff ; efficiency and equity
· Efficiency, society is getting the most it can from its scarce resources
Size of the economic pie
· Equity; benefits of those resources are distributed fairly among society’s members
How the pie is divided into individual slices
· When gov’t redistributes income from rich to poor 
Reduces reward for working hard 
People work less and produce fewer goods and services
· When gov’t tries to cut economic pie into more equal slices, pie gets smaller
· People are likely to make good decisions only if they understand the options that they have available
Principle #2 : The cost of something is what you give up to get it
· Making decisions requires comparing the costs and benefits of alternative courses of action 
· Cost of some action is not as obvious as it might first appear
· Opportunity cost, what you give up to get that item
Decision makers should be aware of the opportunity costs that accompany each possible action 
Principle # 3 : Rational people think at the margin
· Rational people , do the best they can to achieve their objectives given the opportunities they have
· Encounter firms that decide how many workers to hire and how much of their product to manufacture and sell to maximize profits
· Encounter individuals who decide how much time to spend working and whats good and services to buy with the resulting income to achieve the highest possible level of satisfaction
· Know that decisions in life are rarely black and white
· Marginal changes, describe small incremental adjustments to an existing plan of action 
· Margin means edge so marginal changes are adjustments around the edges of what you are doing
· Often make decisions by comparing marginal benefits and marginal costs
· Although the average cost of flying a passenger is $500 the marginal cost is merely the cost of the bag of peanuts and can of soda that the extra passenger will consume
· Marginal benefit in turn, depends on how many units a person already has
· Takes an action if and only if the marginal benefit of the action exceeds the marginal cost

Principle #4 : people respond to incentives
· Incentive, something that induces a person to act
· Rational people respond to incentives
Crucial to analyzing how markets work
· The effect of a good’s price on the behaviour of buyers and sellers in a market
EX: tax on gas
· Encourages people to drive smalle, more fuel efficient cars
· People to take public transportation 
· When policymakers fail, often end up with results they did not intend
· Rational people compare the marginal benefit from safer driving to the marginal cost
· Not only the direct effects but also the indirect effects that work through incentives
· Policy changes incentives, cause people to alter their behaviour

How people interact 
Principle # 5: Trade can make everyone better off 
· Trade between two countries can make each country better off
· Trade allows each person to specialize in the activities he or she does best, whether it is farming, sewing or home building
· Trading with others, people can buy a greater variety of goods and services at lower cost
· Allows countries to specialize in what they do best and to enjoy a greater variety of goods and services
Principle #6 : Markets are usually a good way to organize economic activity
· Market economy, decisions of a central planner are replaced by the decisions of millions of firms and households
· Firms decide whom to hire and what to make
· Households decide which firms to work for and what to buy with their incomes
· Both interact in marketplace, prices and self interest guide their decisions
· Free markets contain many buyers and sellers of numerous goods and services 
· Market economies have proven remarkably successful in organizing economic activity in a way that promotes overall economic well being
· Decisions that buyers and sellers make, market prices reflect both the value of a good to society and the cost to society of making the good
· Prices adjust to guide these individual buyers and sellers to reach outcomes 
· In many cases, max the welfare of society as a whole
· Taxes distort prices and thus the decisions of households and firms
Principle #7 : Governments can sometimes improve market outcomes
· We need gov’t is that the invisible hand can work its magic only if the gov’t enforces the rules and maintains the institutions that are key to a market economy
· Market economies need institutions to enforce property rights 
Individuals can own and control scarce resources
· Rely on gov’t provided police services and courts to enforce our rights over the things we produce and the invisible hand counts on our ability to enforce our rights
· Most policies aim either to enlarge the economic pie or to change how the pie is divided
· Market failure, situation in which the market on its own fails to produce an efficient allocation of resources
· Externality, impact of one person’s actions on the well being of a bystander
· Market power, ability of a single person to unduly influence market prices
· Market economy rewards people according to their ability to produce things that other people are willing to pay for
How the economy as a whole works
Principle # 8 : a country’s standard of living depends on its ability to produce goods and services
· Almost all variation in living standards is attributable to differences in countries productivity
· Amount of goods and services produced from each hour of a worker’s time
· Workers produce large quantity of goods and services per unit of time, high standard of living
· Growth rate of a nation’s productivity determines the growth rate of its average income
· Primary determinant of living standards, other explanations must be of secondary importance
Principle # 9 : prices rise when the gov’t prints too much money 
· Inflation , increase in the overall level of prices in the economy
Economic problem
· High inflation imposes various costs on society, keeping inflation at a low level is a goal of economic policymakers around the world
· When gov’t creates large quantities of the nation’s money, value of money falls
Principle #10 : society faces a short run tradeoff between inflation and unemployment
· Higher level of prices is, long run , primary effect of increasing the quantity of money
· Short run: 
· Increasing money in economy stimulates overall level of spending
· Demand for goods and services
· Higher demand cause firms to raise prices, increase quantity of goods and services overtime
· Hire more workers to produce those goods and services
· More hiring, lower unemployment
· Business cycle, irregular and largely unpredictable fluctuations in economic activity 
· Changing the amount the gov’t spends or does, policymakers can influence the combination of inflation and unemployment that the economy experiences
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