Chapter 1
· Scarcity: the limited nature of society’s resources, cannot produce all the goods and services people wish to have
· Economics: the study of how society manages its scarce resources

· How People Make Decisions
· Principle #1: People Face Tradeoffs
· To get one thing, we usually have to give up another thing
· Society faces tradeoff between efficiency and equity
· Efficiency: getting the most you can from scarce resources
· Equity: resource benefits are distributed fairly among society
· Principle #2: The Cost of Something Is What You Give Up to Get it
· Making decisions requires comparing the costs and benefits of alternatives
· Opportunity Cost: whatever must be give up to obtain some item
· Principle #3: Rational People Think at the Margin
· Rational People: people who systematically and purposefully do the best they can to achieve their objectives
· Marginal Changes: small incremental changes to a plan of action
· Margin means edge
· Rational people make decisions by comparing the marginal benefits and marginal costs
· Principle #4: People Respond to Incentives
· Incentive: something that induces a person to act, perhaps the prospect of a punishment or a reward
· When your marginal cost or benefit changes due to an incentive, that can affect your decision
· How People Interact
· Principle #5: Trade Can Make Everyone Better Off
· Individuals gain from trading with others, you would need to grow your own food, make your own clothes, build your own house etc without trade
· Trade allows one to specialize in what they do best, and enjoy a greater variety of goods
· Principle #6: Markets are usually a Good Way to Organize Economic Activity
· Market Economy: an economy that allocates resources through the decentralized decisions of many firms and households as they interact in markets for goods and services
· Households and firms interacting in markets act as if they are guided by an “invisible hand” that leads them to desirable outcomes
· They look at prices when determining what to buy and sell
· Principle #7: Governments can Sometimes Improve Market Outcomes
· Markets work only if property rights are enforced
· Property Rights: the ability of an individual to own and exercise control over scarce resources
· Market Failure: a situation in which a market left on its own fails to allocate resources efficiently
· This results in inefficiency – failure of the “invisible hand”
· When the market fails, the government can intervene to promote efficiency and equity
· Oftentimes both efficiency and equity are not obtainable simultaneously
· Causes of Market Failure:
· Externality: the impact of one person’s actions on the well-being of a bystander
· Market Power: the ability of a single economic actor to have a substantial influence on market prices (e.g. monopoly or Cartel)
· Asymmetric information: one party (seller or buyer) having more information than the other about a product
· Government can improve market outcomes:
· Taxing or subsidizing externality creating activities 
· Control prices, prevent firms from collusion
· How the Economy as a Whole Works
· Principle #8: A Country’s Standard of living depends on its Ability to Produce Goods and Services
· Standard of living depends on per capita income, not the total income of the country
· Differences in standard of living between countries is attributable to the productivity
· Productivity: the quantity of goods and services produced from each hour of a worker’s time
· The higher the productivity, the higher the standard of living
· Principle #9: Prices rise when the government prints too much money
· Inflation: an increase in the overall level of prices in the economy
· The oversupply of money reducing the value of money (since there’s so much of it), thus leading to inflation
· Principle #10: Society faces a short-run tradeoff between inflation and unemployment
· When governments reduce the quantity of money, in the long run prices will go down. However, in the short run, prices remain the same
· It takes time for stores to change their prices, and restaurants to change their menus, this is known as sticky prices
· With less money and unchanged prices, people will buy less. As consumers buy less, producers will produce less and employ less people, causing unemployment
· Increasing the amount of money in the economy stimulates the overall level of spending thus increasing demand. Higher demand over time will cause firms to raise prices, but it also increases the quantity of goods and services they produce to hire more workers. More workers means lower unemployment
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