Basic Concepts of an Economy


Economics 
is the study of how society manages their resources. People allocate our resources by the decisions they make every single day.  The status of an economy reflects the decisions of all the individuals that make up that economy.

Here are some central ideas of Economics that deal with individual decision making.
In every decision you or a society makes there is a “trade off
”.  For example, a student trades their time for an education.  Or even at the grocery store, when you are choosing the brand of a certain product. Society as a whole also faces tradeoffs.  For example, a congressman has to allocate the defense budget.  How much does society  want to devote its resources to national defense?


Next is cost.  “The cost of something is what you have to give to get it”.  For instance a college student gives up not only pocket cost ($), but also full opportunity cost such as time for loss wages.  Time is a valuable cost.


“Rational people think at the margin”.  

Instead of looking at something as a whole or in its entirety, just doing a little more here and there.   An individual can adjust their schedule in increments for work, school, family and leisure.  Businesses, such as auto companies also think at the margin.  Economist assumes, that any rational person will only act if the marginal benefits exceed the marginal cost.

“People respond to incentives
”.  Since, decisions are made by comparing cost and benefits, as those change so do people’s behavior.  A perfect example would be the price of gasoline in Europe.  As a result from a heavy tax on gas, Europeans drive much smaller vehicles.  Or, a store has a sale over the weekend.  That sale is a tremendous incentive for shoppers to go there.

These four principles deal with how individuals face decision making.  However the decisions we make have an impact on others.


“Trade can make everyone better off”.  The fact is, we are not self sufficient.  People specialize in a particular task and rely on other people to do other task for them.  Trade is the essence of why it is that an economy can grow.  Also why it is market and economic science is so important.

“Markets organize economic activity”.  A market is a place fundamentally in which people make exchanges.  Generally, exchanges are governed by prices.  A market, is the working of self-interest by individuals in the economy to create benefits for 
everyone.  Firms decide what to make and who to hire.  Individuals decide who they work for and what to spend their money on.

In many ways, “government can improve the market outcome”.  There are two main reasons as to  why they  might intervene with the market.  One is if the Market fails to allocate resources efficiently.  Or, if the market fails to allocate resources in an equitable way.  
“Externality” is when a company or an individual creates something that has an impact beyond the buyer or seller of that product.  For example,  smoke stacks that pollute the air have an impact on others in 
which the company does not have to pay for, unless the government intervenes.  Another cause of market failure is “market power”.  When a company or individual is so big, they are able to control or manipulate the market.  For example, the only cable company in your neighborhood might increase prices, because they are the only service available.

“A countries standard of living 
depends on their ability to produce goods and services”.  Living standards are created from an economy’s productivity.  Productivity is the difference in a rich and poor country.  For this, taking into consideration the education and skill of the workforce, accumulation of capital, openness of economy etc..  Government intervenes by creating an educational workforce.  Education impacts the skill of the work for which results in better productivity.


“When the government creates too much money, prices will rise”.  Inflation is the rise in overall prices of a product.  When the supply of money increases there is more money, chasing the same number of goods.  As money becomes more 
available, it value shrinks and prices rise.  Society faces a tradeoff with inflation and unemployment.  If the money supply is high inflation increases and unemployment is low.  If the money supply is scarce there is less inflation, however unemployment is high.


All of these basic concepts of economics are the back bone for the study of our economy.  Theses concepts offer insights on how economist evaluate people and the decisions they make about markets and entire economies.  These fundamental ideas can be applied in many different situations in a society. 

� Economics- The study of how society manages their resources.


� “Trade-off-  The cost or service to get something.





3 “Thinking at the margin”-  Spreading out of the work load.  Marginal benefits must exceed marginal cost.


� Incentives- Is what compels someone or many people to act a certain way.


� Market- A place fundamentally where people make exchanges


� Externality-when an individual or company creates something that has an impact beyond the buyer or seller of the product


� Standard of living- is based on an economy’s ability to produce goods and services.


� Inflation-  the rise in overall prices of a product.





