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Chapter 1

Ten Principles of Economics

The word economy comes from the Greek word for “one who manages a
household”. At first, this origin might seem peculiar. But in fact, households and
economies have much in common.

A household faces many decisions.. It must decide which members of the
household do which tasks and what each member gets in return: Who cooks dinner?
Who does the laundry? Who gets extra dessert at dinner? Who gets to choose what TV
show to watch? In short, the household must allocate its scarce resources among its
various members, taking into account each member’s abilities, efforts, and desires.

Like a household, a society faces many decisions. A society must decide what
jobs will be done and who will do them. It needs some people to grow food, other
people to make clothing, and still others to design computer softwares. Once society
has allocated people (as well as land, buildings, and machines) to. various jobs, it must
also allocate the output of goods and services that they produce. It must decide who
will eat caviar and who will eat potatoes. It must decide who will drive a Porsche and
who will take the bus.

The management of society’s resources is important because resources are scarce.
Scarcity means that society has less to offer than people wish to have. Just as a
household cannot give every individual the highest standard of living to which he or
she might aspire.

Economics is the study of how society manages its scazee resources. In most
societies, resources are allocated not by a single central planner but through the
combined actions of millions of households and firms. Economists therefore study
how people make decisions: how much they work, what they buy, how much they save,
and how they invest their savings. Economists also study how people interact with one
another. For instance, they examine how the multitude of buyers and sellers of a
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product together determine the price at which the good is sold and the quantity that is

sold. Finally, economists analyze forces and trends that affect the economy as a whole,

including the growth in average income, the fractlon of the population that cannot find

work, and the rate at which prices are rising.

Although the study of economics has many facets, the field is unified by several

central ideas. In this chapter we look at Ten Principles of Economics. These principles

recur throughout this book and ar¢ introduced here to give you an overview of what

economiics is all about.

Words and Expressions

1.
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economy [i(:)'’konami]
Greek [gri:k]
household ['haushauld]
peculiar [pi'kju:lja)
decision [di'sizen]
laundry {'lo:ndri]

extra {'ekstra]

dessert [di'za:t]
allocate ['zelaukeit]

. scarce [skeas]

. resource [ri'so:s]

. desire [di'zaia]

. caviar ['keevia:]

. aspire [9s'pais]

. economics [.izka'nomiks]
. combined [kem'baind] -
. economists [i:'konemist]
. invest [in'vest]

. savings ['seivinz]

. interact [.intar'aekt]

. multitude ['maltitju:d]

. determine [di'ta:min]

. trend [trend]

. fraction ['freek{an]

n. 25, %% R, T4

adj. HHERY, HIEER; n. FEA
n. KE, F

adj. FFEI, FEEKH

n. H_E, R, R

n. YKE, BERMOKR, T8
adj. FERIM, BUSME

n. BEFHA

vt. R, HRC; KR, 1R
adj. BRZM, REK

n. #IE, BhH

n WWHE; HE

n. fi7¥ ' ‘

vi. B Uk

n. 5%

adj. &M, 4AH

n. ZHFEE, BHXK

v. % !

n. fE%E, FK

vi. HAEER, AR -
n. K&; &R¥L )

v. RFE, BiE, BE, FTERL
n. @¥, BE);vi. M@K, BT

n. MRS, ¥, %
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25. population [,popju’leifan] n. A, FhEf

26. unify ['ju:nifai] vt. Gi—, FR—

27. principle [prinsapl] n. E, RN, JRE

28. recur [ri'ka:] vi. Bk, B, BHX

29. introduce [.intra'dju:s] vt. V4R, A, 3, i
30. overview ['auvaviju:] n. —RROWEE, BEEE
31. take into account =, ZE

32. .Porsche RISEERE

Principle 1 People face tradeoffs

There is no such thing as a free lunch. To get one thing that we like, we usually
have to give up another thing that we like.

Consider a student who must decide how to allocate her most valuable
resource—her time. She can spend all of her time studying economics; she can spend
all her time studying psychology; or she can divide her time between the two fields.
For every hour she studies one subject, she gives up an hour she could have used in
studying the other. And for every hour she spends studying, she gives up an hour that
she could have spent napping, bike riding, watching TV, or working at her part-time
job for some extra spending money.

Or consider parents deciding how to spend their family income. They can buy"
food, clothing, or a family vacation. Or they can save some of the family income for
retirement or the children’s college education. When they choose to spend an extra
dollar on one of these goods, they have one less dollar to spend on some other goods.

When people are grouped into societies, they face different kinds of tradeoffs.
The classic tradeoff is between “guns and butter.” The more we spend on national
defense to protect our shores from foreign aggressors (guns), the less we can spend on
personal goods to raise our standard of living at home (butter).What is also important
in modern society is the tradeoff between a clean environment and a high level of
income. Laws that require firms to reduce pollution raise the cost of producing goods
and services. Because of the higher costs, these firms end up earning smaller profits,
paying lower wages, charging higher prices, or some combination of these three. Thus,

while pollution regulations give us the benefit of a cleaner environment and improved
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health that comes with it, they bring the cost of reducing the incomes: of the firms’
owners, workers, and customers.

Another tradeoff society faces is between efficiency and equity. Efficiency means
that society is getting the most it can from its scarce resources. Equity means that the
benefits of those resources are distributed fairly among social membets. In other words,
efficiency refers to the size of the economic pie, and equity refers to how the pie is
divided. Often, when government policies are being designed, these two goals conflict.

Consider, for instance, policies aimed at achieving a more equal distfibution of
economic well-being. Some of these policies, such as the welfare system or
unemployment insurance, try to help those members of socigty who are most in need.
Others, such as the individual income tax, ask the financially successful to contribute
more than others to support the government. Although these policies have the benefit
of achieving greater equity, they have a cost in terms of reduced efficiency. When the
government redistributes income from the rich to the poor, it reduces the reward for
working hard; as a result, people work less and produce fewer goods and services. In
other words, when the government tries to cut the economic pie into more equal slices,
the pie gets smaller. , .

Recognizing that people face tradeoffs does not by itself tell us what decisions
they will or should make. A student should not abandon the study of psychology just
because doing so would increase the time available for the study of economics. Society
should not stop protecting the environment just because environmental regulations
reduce our material standard of living. The poor should not be ignored just because
helping them distorts work incentives. Nonetheless, acknowledging life’s tradeoffs is
important because people are likely to make good decisions only if they understand the
options that they have available.

Words and Expressions

1. Tradeoff ’ n. (VR 5, &, BUE
2. psychology [sai'koled3i] n. GEEEE, RS

3. field [fi:ld] n. YU

4. napping ['neepin] n. /EEE, FTHE

5. consider [kan'sida] vt. g, B, AH

6. income ['inkeam]) n. WA, W, #HR, BTl
7. vacation [va'keifan] n. B, K&
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25.
26.
27.
28.
29.
30.
31.
32.
33.
34.
35.
36.
37.
38.
39.
40.
41.

. retirement [ri'taiomant]
. aggressor [a'gresa(r)]
environment [in'vaiaranmant]

pollution [pa'lu:[an]
earn [9:N]

profit ['profit]

wage [weid3]
charge [t] a:d3]

combination [ kombi'neifan]

regulation [regju’leif an]
benefit [ benifit]
customer [kastama]
efficiency [i'fif ansi]
equity ['ekwiti]
distribute [dis'tribju(:)t]
refer [ri'fa:]

conflict {'kanflikt]
welfare ['welfea)
financially [fai'nzen| ali]

redistribute ['ri:dis'tribju(:)t]

reward [ri'wo:d]

slice [slais]

abandon [8'beendan]
available [a'veilabl]
protect [pra'tekt]

ignore [ig'na:]

distort [dis'to:t]
incentive [in'sentiv]
acknowledge [ak'nolid3]
option ['opfan]
unemployment insurance
individual income tax
environmental regulations
in terms of
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n. #Eh, Y, 6, B4y, AB
vt. Tﬂﬁ, buiE >

adj. ATRIEIM, ATRIAIR, AR/
vt. TR

vt. NEERR, 23

vt. $Hih, FEl, g, RIR
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Principle 2 The cost of something is

what you give to get it

Because people face tradeoffs, making decisions requires comparing the costs and
benefits of alternative courses of action. In many cases, however, the cost of some
action is not as obvious as it might first appear.

Consider, for example, the decision whether to go to college. The benefit is
intellectual enrichment and a lifetime of better job opportunities. But what is the cost?
To answer this question, you might be tempted to add up the money you spend on
tuition, books, bed and board. Yet this total does not truly represent what you give up
to spend a year in college.

The first problem with this answer is that it includes things that are not really
costs of going to college. Even if you quit school, you would need a place to sleep in
and food to eat. Bed and board are costs of going to college only to the extent that they
are more expensive at college than elsewhere. Indeed, the cost of bed and board at
your school might be less than the rent and food expenses that you would pay living on
your own. In this case, the savings on bed and board are a benefit of going to college.

The second problem with this calculation of costs is that it ignores the largest cost
of going to college—your time. When you spend a year listening to lectures, reading
textbooks, and writing papers, you cannot spend that time working at a job. For most
students, the wages given up to attend school are the largest single cost of their
education.

The opportunity cost of an item is what you give up to get that item. When
making any decision, such as whether to attend college, decision makers should be
aware of the opportunity costs that accompany each possible action. In fact, they
usually are. College-age athletes who can earn millions if they drop out of school and
play professional sports are well aware that their opportunity cost of college is very
high. It is not surprising that they often find that the benefit is not worth the cost.

Words and Expressions
1. require [ri'kwais] vt. WL, Bk, 4



