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Ten principles of Economics (1-4)
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* A PeAzdp Lt 5 N. Gregory Mankiw: Principles of Economics (2012), 6th edition.
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Mankiw’s Ten Principles of Economics

People face trade-offs

The cost of something is what you give up to get it

Rational people think at margin

People respond to incentives

Trade can make everyone better off

Markets are usually a good way to organize economic activity

Governments can sometimes improve market outcomes

A country’s standard of living depends on its ability to produce goods and services
Prices rise when the government prints too much money

10. Society faces a short-run trade-off between inflation and unemployment Eil
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A ke AT 5 1 (Scarcity) ; 0 " The fact that “Society has
limited resources and therefore cannot produce all the goods and services
people wish to have.” EE'I
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Friedman, Milton, There's No Such Thing as a Free Lunch, Open Court
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Publishing Company, 1975.

Milton Friedman: “The society that puts equality before freedom will end up
with neither. The society that puts freedom before equality will end up with a
great measure of both.” Eil

H 8¢ = % (opportunity cost) % % Mankiw’s Principle 2
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Answer: USD102,000

]2 » 'You won a free ticket to see an Eric Clapton concert (which has no resale
value). Bob Dylan is performing on the same night and is your next-best
alternative activity. Tickets to see Dylan cost $40. On any given day, you
would be willing to pay up to $50 to see Dylan. Assume there are no other costs
of seeing either performer. Based on this information, what is the opportunity
cost of seeing Eric Clapton?

A.$0 B.$10 C.$40 D.$50 B8

Opportunity Cost Survey Results: A (25.1%), B (21.6%), C (25.6%), D
(27.6%)
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When you go to the Clapton concert, you forgo the $50 of benefits you would
have received from going to the Dylan concert. You also forgo the $40 of costs
that you would have incurred by going to the Dylan concert. An avoided
benefit is a cost, and an avoided cost is a benefit. Thus, the opportunity cost of
seeing Clapton, the value you forgo by not going to the Dylan concert, is $10 —
i.e., the net benefit forgone. EEI
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Rational people often make decisions by comparing marginal benefits and
marginal costs. Eil

B 24 (Rational) % % Mankiw’s Principle 3

Rational people: people who systematically and purposefully do the best they
can to achieve their objective.ﬂi'l
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Remark: Are people really rational?

(1) 95% at 95% argument
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(2) Irrational people will be wiped out by the market (X + 43"51)
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(3) Are some behaviors really irrational?
Ex:(a)- ¥ = Br= * & (b) the benefit of declaring oneself as a crazy man
(game theory)
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(4) For Economics, requirement for people to be rational is minimal-
transitivity(:£4% 12, even 8 year old and crazy guys can do it!
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(5) The role of an assumption (see next chapter)
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B # %] (Incentives) % % Mankiw’s Principle 4

Incentive: something that induces a person to act. Eil
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|3 » You are selling your 1996 Mustang. You have already spent $1000 on
repairs. At the last minute, the transmission dies. You can pay $600 to have it
repaired, or sell the car “as is.” In each of the following scenarios, should you
have the transmission repaired?

A. Blue book value is $6500 if transmission works, $5700 if it doesn’t

B. Blue book value is $6000 if transmission works, $5500 if it doesn’t

Answer:
Cost of fixing transmission = $600
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A. Benefit of fixing the transmission = $800($6500 — 5700). It’s worthwhile to
have the transmission fixed.

B. Benefit of fixing the transmission is only $500. Paying $600 to fix
transmission is not worthwhile.

Carthage College/ N. Gregory Mankiw Macroeconomics Brief Principles of
Sixth Edition ch.1
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X8 : Gertler, P., M. Shah and S. Bertozzi. 2005. Risky Business: The Market
for Unprotected Commercial Sex. The Journal of Political Economy 113(3):
518-550.
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Incentive works even at the place that you expect least
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4 | The society that puts Milton Friedman / Created Equal, an episode
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5 | Opportunity Cost Paul J. Ferraro and Laura O. Taylor / Do
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$10 —i.e., the net
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Economists Recognize an Opportunity Cost
When They See One? A Dismal Performance
from the Dismal Science p.3
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A small incremental
adjustment to an
existing plan of action.

Robert Frank and Ben Bernanke/ Introduction
to Microeconomics (2001) p.6
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Rational people often
make decisions by
comparing marginal
benefits and marginal
costs.

Robert Frank and Ben Bernanke/ Introduction
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people who
systematically and
purposefully do the
best they can to
achieve their objective
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something that
induces a person to act
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