Chapter 1:  Ten Principles of Economics.
1. The word economy comes from the Greek word for “one who manages a household.”

2. Scarcity means that society has limited resources and therefore cannot produce all the goods and services people with to have.
3. Economics is the study of how society manages its scarce resources.
1. How People Make Decisions

a. Principle #1:  People Face Tradeoffs.
i. Making decision requires trading off one goal against another.
ii. The classic tradeoff in a society is between “guns and butter.”
1. The more we spend on national defense (guns) to protect our shores from foreign aggressors, the less we can spend on consumer goods (butter) to raise our standard of living at home.
iii. Another tradeoff in modern society is tradeoff between a clean environment and a high level of income.

iv. A third tradeoff society faces is between efficiency and equity.
1. Efficiency means that society is getting the most it can from its scarce resources.
2. Equity means that the benefits of those resources are distributed fairly among society’s members.
3. Efficiency refers to the size of the economic pie, and equity refers to how the pie is divided.
b. Principle #2:  The Cost of Something Is What You Give Up to Get It
i. The opportunity cost of an item is what you give up to get that item.
c. Principle #3:  Rational People Think at the Margin

i. Economists use the term marginal changes to describe small incremental adjustments to an exiting plan of action.
d. Principle #4:  People Respond to Incentives

i. Because people make decisions by comparing costs and benefits, their behavior may change when the costs or benefits change, thus people respond to incentives.
2. How People Interact

a. Principle #5:  Trade Can Make Everyone Better Off
i. Trade allows each person to specialize in the activities he or she does best.
b. Principle #6:  Markets Are Usually a Good Way to Organize Economic Activity

i. Communist countries worked on the premise that central planners in the government were in the best position to guide economic activity.
1. The theory behind central planning was that only the government could organize economic activity in a way that promoted economic well-being for the country as a whole.
ii. A market economy is an economy that allocates resources through the decentralized decisions of many firms and households as they interact in markets for goods and services.
iii. In his 1776 book An Inquiry into the Nature and Causes of the Wealth of Nations, economist Adam Smith made the most famous observation in all of economics:  Households and firms interacting in markets act as if they are guided by an “invisible hand” that leads them to desirable market outcomes.
c. Principle #7:  Governments Can Sometimes Improve Market Outcomes

i. Markets work only if property rights are enforced, thus there is a need for government.
ii. There are two broad reasons for a government to intervene in the economy—to promote efficiency and to promote equity.
iii. Economists use the term market failure to refer to a situation in which the market on its own fails to produce an efficient allocation of resources.
iv. One possible cause of market failure is an externality, which is the impact of one person’s actions on the well-being of a bystander.
v. Another possible cause of market failure is market power, which refers to the ability of a single person (or small group of actors) to have a substantial influence on market prices.
3. How The Economy As A Whole Works

a. Principle #8:  A Country’s Standard of Living Depends on Its Ability to Produce Goods and Services.

i. Almost all variation in the living standard is attributable to differences in a countries’ productivity—that is, the amount of goods and services produced from each hour of a worker’s time.
ii. The growth rate of a nation’s productivity determines the growth rate of its average income.

iii. To 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.

b. Principle #9:  Prices Rise When the Government Prints Too Much Money.

i. Inflation is an increase in the overall level of prices in the economy.
ii. When a government creates large quantities of the nation’s money, the value off the money falls, thus raising prices.

c. Principle #10:  Society Faces a Short-Run Tradeoff between Inflation and Unemployment

i. When the government increases the amount of money in the economy, one result is inflation.

ii. Another result, at least in the short run, is a lower level of unemployment.

iii. The curve that illustrates this short-run tradeoff between inflation and unemployment is called the Phillips curve.

iv. The Phillips curve is particularly important for understanding the business cycle—the irregular and largely unpredictable fluctuations in economic activity, as measured by the number of people employed or the production of goods and services. 

v. By changing the amount that the government spends, the amount it taxes, and the amount of money it prints, policymakers can influence the combination of inflation and unemployment that the economy experiences.
