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nlt I Ten Principles of Economics

Although the study of economics has many facets, the field is unified by several
central ideas. The ten principles of economics explain the unifying central ideas of
the field of economics. Below are each of the ten principles, a short definition and
explanation of what it means, and an example of what the principle means for society.
The ten principles of economics can be divided into 3 aspects.

0 About How people Make Decisions

Principle 1: People Face Trade-offs

To get one thing, you have to give up something else. Making decisions
usually requires trading off one desired end for another.

In the recent financial and economic crises extensions for unemployment
benefits were included in the economic stimulus programs by many governments. This
results in a trade-off between equity and efficiency. It increases equity by providing those
who have less money because they are unemployed but it reduces efficiency because
the redistribution creates disincentives for production and alleviates the incentive to find
work people would otherwise have.

Principle 2: The Cost of Something Is What You Give Up to Get It

Decision-makers have to consider both the obvious and implicit costs of
their actions.Since people must make trade-offs, the decision is made by the costs and
benefits of each possible choice. The opportunity cost is the desirable end that must be
forgone to allow the optimal choice to be made.

The cost of the US spending money on the Iraq war is not simply measured
in dollars; the opportunity cost is the other ways the government could have used the
money. The cost of the Iraq war can be quantified as reduced salaries for workers , less
infrastructure spending, or fewer trips to the moon...

Principle 3: Rational People Think at the Margin

People make decisions based on the benefit and cost that a single extra unit
of a good would yield. A rational decision-maker takes action if and only if the marginal
benefit" of the action exceeds the marginal cost?.

People do not make decisions about supplying every possible hour of their labor
or supplying none at all. Rather, rational people choose between working eight-hour days
and ten-hour days. A person will only choose to work the additional two hours if the benefits
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earned through increased wages exceed the benefit of more time spent at leisure.

Principle 4: People Respond to Incentives

An incentive is something that induces one to act, generally some sort of
reward or punishment. Incentives create the costs and benefits people judge to make
decisions. Behavior changes when costs or benefits change.

Citizen approval is a major incentive for politicians. When voting on a bill,
congressmen must judge the potential benefits and costs of voting one way or the other.
The senator of a state with a large population of farmers has an incentive to vote through
agricultural subsidies to keep voters happy, thus increasing chances or reelection.

9 About How the Economy Works as A Whole

Principle 5: Trade Can Make Everyone Better Off

Trade allows each person to specialize in the activities he or she does best.
By trading with others, people can buy goods or services in greater variety, higher
quality and lower cost.

If Wisconsin specializes in dairy farming and another Idaho specializes in
potato farming, each state can devote a greater portion of its resources to the specific
agricultural activity and improve processes to increase efficiency. This results in better
quality, lower cost, agricultural products for not only those two states but all consumers
of the products the states produce. ‘

Principle 6: Markets Are Usually a Good Way to Organize Economic Activity

In a market economy, self-interested consumers and producers make
decisions, rather than a central planning organization. Individuals, households and firms
that interact in the marketplace act as if they are guided by an “invisible hand” © that
leads the market to allocate resources efficiently and results in desirable outcomes. The

opposite of this is economic activity that is organized by a central planner within the
government with less efficiency.

The transformation of traditional socialism in many countries in the past 3
decades is an obvious example of undesired outcomes of centrally planned economies.
Because a small number of people make decisions about what is produced and how much
it will cost, the invisible hand is unable to operate, resulting in misallocation of resources
which isn't able to self-correct. This results in greater scarcity and a lower standard of
living for everyone.

Principle 7: Governments Can Sometimes Improve Market Outcomes

The invisible hand can work only if laws are enforced and institutions are
maintained which are necessary to a market economy. When a market fails to allocate
resources efficiently, the government can change the outcome through public policy.

(2%®)
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Common examples are regulations against monopolies and pollution. Here we
have one more: Property right enforcement is the most important thing a government
can do to allow the market to work. If the property rights of a storeowner are not
enforced any criminal could steal without the threat of prosecution. This would result in
irreparable losses, thus reducing the incentive to do business in the marketplace.

9 About How People Interact

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

There is a fundamental relationship between productivity and living
standards. Countries whose workers produce a large quantity of goods and services per
unit of time enjoy a high standard of living. Similarly, as a nation’s productivity grows, so
does its average income. Thus the more productive a country is the higher its standard
of living will be.

The use of the horseshoe, which did not become common until around the
second century, profoundly increased agricultural productivity by allowing horses to plow
substantially larger plots of land without becoming painful. Because of this increase in
productivity, farmers were able to plant and harvest more crops, subsequently resulting
in greater surplus, which could be sold at lower costs but still for greater profits.

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

When too much money is printed by the government, its value decreases
and prices increase because of inflation, requiring more of the same currency to buy the
same amount of goods and services.

The Zimbabwe government has printed so much money that the inflation
rate as of the end of January was at 231 million percent. This results in vast hikes in
consumer prices and a disincentive to save for the future, which ultimately prohibits
future growth in the economy.

Principle 10: Society Faces a Short-Run Trade-off between Inflation and
Unemployment

By increasing the money supply, the overall demand to consume goods and
services rises, resulting in higher levels of employment. But there is no free lunch; this
brings with it higher prices and less savings. On the contrary, reducing inflation often
causes a temporary rise in unemployment. This tradeoff is crucial for understanding the
short-run effects of changes in taxes, government spending and monetary policy.

The economic stimulus programs by many governments in the recent financial
and economic crises in effect pump a large quantity of money into the economy, which
comes from expanding the money supply. This will artificially raise employment levels but
will make the money that consumers have less valuable by making goods less affordable.
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ﬂ)cabulary

facet ['feesit] n. one of numerous aspects,
as of a subject E—1"5@E; @, NFmE:
There are several facets to this question.
XANERAE LA H.

[ i ] aspect phase side

equity ['ekwiti] n. the state, quality, or ideal
of being just, impartial, and fairX¥; N1F
disincentive [.disin'sentiv] n. something that
prevents or discourages action; a deterrent
(&S HE) BREZR, ~EiHskiERET
HEVEY

[ &2 ] encouragement incentive inducement
motive stimulus

alleviate [a'li;vieit] vt. to make ( pain, for
example ) more bearablej@iz, & (B
%) . Heat often alleviates pain.VE%EEER
HEE.

[ iz ] relieve

forgo [fo:'gau] vt. (-went,-gone ) fF; &
#:to forgo pleasures WHEZ5% ( Note:
forgone #foregone )

[ 1] do without, give up, relinquish, sacrifice
optimal ['optim(a)l] adj. most favorable or
desirablefx{£fY, RIEEN, REEF

[i£ ) optimum

infrastructure ['infrastrakt[a] n. the basic
facilities, services, and installations
needed for the functioning of a community
or society, such as transportation and
communications systems, water and power
lines, and public institutions including
schools, post offices, and prisons ( #t
SHHXEBZERFEN ) Ef gk :
Some countries lack a suitable economic
infrastructure. BLEEEFIATRZABNAYERFTEAM
Bt o

Idaho ['aidshau] n. a state of the northwest
United States ( XEFEILERRY ) ZAfEIM

dairy ['deeri] a. & n. (of, for, or relating to)

milk or milk products 43, ZLEISEAY: the
dairy section at the grocery storeZ¥£3[ERIZL
R

irreparable [i'reparabl] a. impossible to
repair, rectify, or amendZ;EiRMY, ABEWK
£19: The flood did irreparable damage to
the building. /KT IXIEREEIRIRETIEIR
MY

hike [haik] ». an often abrupt increase or
risez8AMN BRIV EFH . Eik. 1Bh0: a hike
in living expenses‘iEE& Bk

free lunch ( Slang ) something acquired without
due effort or without cost &EFF&, &K H
LI HEMISEINEY

function [‘fank[(a)n] ». a variable so related
to another that for each value assumed by
one there is a value determined for the other
[HZF ) NTE, RY, —"TSHEBEXBENT
g (X—EPEa— Bt E PR EIXI L
NEREE)

derivative [dirivativ] n. something derived;
the limiting value of the ratio of the change
in a function to the corresponding change
in its independent variableS44, £744;
S, RY, BENEETENTHERNEIRE
asymmetry [z'simatri] »n. lack of balance or
symmetry AR, GREFEaiIdfRE

[ |2 ] symmetry

externality [.eksta:'neeliti] ». an incidental
condition that may affect a course of action
HhERE, SNEBERIZR, BIEEIN{TohEIRRIIMER
IR

affected [o'fektid] a. assumed or simulated
to impress others;speaking or behaving in
an artificial way to make an impression {¥
ERBRELUS ANRZWEDRE, EEEHEDN, &
fERY: His manners are affected. B EA
B,

[ )z ] unaffected

L

=]

|

£ |




The text is slightly adapted from Mankiw’s Ten Principles of Economics by Abby Olin,
The Tiger Town Observer http://media.www.tiger town observer.com/media/storage/

paper1123/news/2009/03/05/News And Opinion/Mankiws.Ten.Principles.Of.Economics-
3663799.shtml

ﬁ’otes

@© marginal benefit is the additional satisfaction, or utility, that a person receives from
consuming an additional unit of a good or service. A person’s marginal benefit is the
maximum amount they are willing to pay to consume that additional unit of a good
or service. In a normal situation, the marginal benefit will decrease as consumption
increases.

For example, assume there is a consumer wishing to purchase an additional burger.
If this consumer is willing to pay $10 for that additional burger, then his marginal benefit
of consuming that burger is $10. The more burgers the consumer has, the less he will
want to pay for the next one. This is because the benefit decreases as the quantity
consumed increases.

It is important to note that even though the consumer is willing to pay $10 for the
burger, it is not the price he will actually pay for the burger. The price of the burger will
be determined by market forces. The difference between the market price and the price
the consumer is willing to pay is called consumer surplus.

#) marginal cost is the change in total cost that arises when the quantity produced
changes by one unit. That is, it is the cost of producing one more unit of a good.
Mathematically, the marginal cost ( MC ) function is expressed as the first derivative of
the total cost (TC) function with respect to quantity (Q ) . Note that the marginal cost

may change with volume, and so at each level of production, the marginal cost is the
cost of the next unit produced.

Price

MC

Output

A typical Marginal Cost Curve
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In general terms, marginal cost at each level of production includes any additional
costs required to produce the next unit. If producing additional vehicles requires, for
example, building a new factory, the marginal cost of those extra vehicles includes the
cost of the new factory. In practice, the analysis is segregated into short and long-run
cases, and over the longest run, all costs are marginal. At each level of production and
time period being considered, marginal costs include all costs which vary with the level
of production, and other costs are considered fixed costs.

A number of other factors can affect marginal cost and its applicability to real
world problems. Some of these may be considered market failures. These may include
information asymmetries, the presence of negative or positive externalities, transaction
costs, price discrimination etc...
€) invisible hand is a metaphor created by Adam Smith to illustrate the principle of

“enlightened self interest” , holding that the greatest benefit to a society is brought
about by individuals acting freely in a competitive marketplace in the pursuit of their own
self-interest.

According to Adam Smith, in a free market each participant will try to maximize
self-interest, and the interaction of market participants, leading to exchange of goods
and services, enables each participant to be better off than when simply producing for | o
himself/herself. He further said that in a free market, no regulation of any type would
be needed to ensure that the mutually beneficial exchange of goods and services took
place, since this “invisible hand” would guide market participants to trade in the most
mutually beneficial manner.

Today this principle is associated with psychological egoism. In The Wealth of
Nations, Adam Smith makes the claim that, within the system of capitalism, an individual
acting for his own good tends also to promote the good of his community. He attributed
this principle to a social mechanism that he called the Invisible Hand.

@Rercises

I. Multiple Choices

1. The ten principles of economics are
A. rules or standards for people to follow in a capitalist market economy
B. fixed or predetermined policies for people to carry out in practice
C. explanations of the central ideas of economics for peope to understand
D. basic lines for economists to adhere to in a socialst market economy

2. Extensions for unemployment benefits results in a trade-off between equity and ‘
efficiency because E
A. it increases equity by providing those who have less money
B. it intensifies the incentive to find work people would otherwise have
C. it reduces efficiency by creating disincentives for production
D. both A and C '

MC=

=




3. The opportunity cost of the US spending money on the Iraq war can be

A. less infrastructure spending B. fewer trips to the moon
C. reduced salaries for workers D. all of the above
4. Trade

A. limits specialization of labor
B. results in more choices of goods and services in the market
C. can only make some people better off
D. both A and C
5. In a market economy, consumers and producers are generally assumed to be

A. self-interested B. public minded
C. unselfish D. generous
6. Most decisions in a market economy are made by .
A. government B. consumers & producers
C. a central planner D. households
7. The necessary condition to a market economy includes
A. government intervenes B. laws are enforced
C. institutions are maintained D. all of the above except A

8. Increasing the money supply may result in lower levels of unemployment but bring
with it .
A. less savings B. less valuable money
C. less affordable goods D. all of the above

Il. True or False?

1. The opportunity cost is the desirable goal that you must give up to make your optimal
choice.

2. Rational People Think at the Margin means people make decisions about supplying
every possible hour of their labor.

3. Although citizen approval may be a major incentive for politicians money is still a
major incentive in most occupations.

4. The undesired outcomes of centrally planned economies are greater scarcity and a
lower standard of living for everyone.

5. The “invisible hand” can hardly lead the market to allocate resources efficiently. ____

6. The invisible hand can always work well and allocate resources efficiently._

7. Regulations against monopolies and pollution are common examples of government
improvement of negative market outcomes.

8. The more productive a country is the lower its standard of living will be.__

lll. Close

But the annual revenue of every society is always precisely equal to the
exchangeable value of the whole annual produce of its industry, or rather is precisely
the same thing with that __ 1 value. As every individual, 2 , endeavors as much
he can both to employ his capital in the support of domestic industry, and so to direct that
industry that its 3 may be of the greatest value; every individual necessarily labors to
render the annual 4 of the society as great as he can. He generally, indeed, neither
intends to promote the public 5 , nor knows how much he is 6 it. By preferring
the support of domestic to that of foreign industry, he 7 only his own security; and




