Ten Principles of Economics


In the principles covered, one thing is clear; it’s the choices we make and the freedom to make those choices that make our economy great.  The topics covered were: Tradeoffs, Opportunity Costs, Marginal Thinking, Incentives, Trade, Markets, Governments, Productivity, Inflation, and The Phillips Curve.
Tradeoffs - Everyone face scarcity.  Gregory Mankiw of Harvard University says “Decision making is the essence of Economics.”  People face tradeoffs every day. All decisions involve tradeoffs.

Opportunity Costs - Every decision involves an opportunity cost. Even simple decisions such as whether or not to go to a baseball game or do homework involves an opportunity cost. The opportunity cost for going to a baseball game is the better grade you would have received in class.

Marginal Thinking - Thinking at the margin means creating a balance when needed to maximize efficiency.

Incentives - People respond to incentives. Incentives influence how people make decisions.  The example of tax-free shopping is an excellent interpretation of how people respond to incentives.  With the high retail tax in some areas, a state sponsored tax-free shopping weekend was an incentive to buy something you would not have normally bought.  It’s an incentive because it only happens once a year.
Trade - Trade can make everyone better off. Countries are not self sufficient. Countries specialize and rely on one another for goods and services that would otherwise use more resources, or be more expensive to produce.  As an economy grows, so does the need for trade.

Markets - Markets are a good way to organize economic activity. A market is a place where people make exchanges governed by prices.  A market economy is made up of numerous markets that are based on the decisions of households and firms.
Government - Governments can sometimes improve markets. Markets may fail, or markets may fail to allocate resources in an equitable way. Governments intervene in order to regulate or enforce rules. One reason markets fail to work efficiently is due to externality. Air pollution is an example of externality. It pollutes air and effects people’s lives. Therefore the government intervenes to regulate markets. 

Productivity - A country’s standard of living depends on its ability to produce goods and services.  Differences in living standards are dramatic among some countries.  Differences in income reflect the quality of life.  Productivity is what determines standard of living.  Education improves productivity.  Economically free countries promote production.  Research and development also improves the production rate.

Inflation - Inflation is when the value of money decreases.  Prices on goods and services rise simply to reflect the increase in money supply.  As money becomes more available, the value of it shrinks.  In order to control inflation, the rate of money made and the rate of goods and services produced should be at about equal levels.

Inflation and Unemployment - Money supply stimulates the economy and reduces unemployment but in the long run the rate of inflation rises.  In contrast, if the money supply is shortened, unemployment rises and the inflation rate decreases.   The Phillips curve studies the relationship between inflation and unemployment. It states when inflation is high unemployment is low and when inflation is low, unemployment is high. However, the Phillips curve is a controversial topic.  In the last twenty years the curve has not worked due to a low unemployment and inflation rate at the same time.

