
Scarcity and economics:

Scarcity: the limited nature of society’s resources.

Economics: the study of how society manages its scarce resources.



Principle 1: People face tradeoffs

December 20th 2005: 

NYY: 4 years $52 million

December 20th 2005: 

BOS: $12 million less
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Alex Honnold

https://www.youtube.com/watch?v=urRVZ4SW7WU
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Principle 2: Opportunity cost (what are you forgoing?)

Opportunity cost: what you must give up to get something.

Opportunity cost of... going to college.



Principle 2: Opportunity cost (what are you forgoing?)

Opportunity cost: what you must give up to get something.

Opportunity cost of... having a dependent?.



Principle 2: Opportunity cost (what are you forgoing?)

Opportunity cost: what you must give up to get something.

Opportunity cost of... using illegal substances?.



Principle 3: Rational people think at the margin

A rational person is one who systematically and purposefully does
the best they can to achieve their objectives.

This is achieved by evaluating costs and benefits of marginal
changes (or incremental adjustments) to an existing plan.



Principle 4: People respond to incentives

Incentive: something that induces a person to act (i.e. the
prospect of a reward or punishment).

Rational people respond to incentives.

When gas prices are high, people buy 

more hybrid cars. 
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Incentive: something that induces a person to act (i.e. the
prospect of a reward or punishment).

Rational people respond to incentives.

Incentivizing health.

Banning large 

soft drinks.
Calorie labeling.
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Principle 4: People respond to incentives

Incentive: something that induces a person to act (i.e. the
prospect of a reward or punishment).

Rational people respond to incentives.

Mutually assured destruction.



Principle 5: Trade can make everyone better off

Rather than being self-sufficient, people can specialize in
producing one good or service and exchange it for other good.

Is this true?
Textiles/

clothing

Biotechnology

Computer technology

Cars

What are 

we good at?

Bad at?



Principle 6: Markets are usually a good way to organize
economic activity

Market: a group of buyers and sellers (need not be in a single
location).

• What goods to produce?

• How to produce them?

• How much of each to produce?

• Who gets those goods?

A market economy allocates resources through the decentralized
decisions of many households and firms as they interact in markets.



Principle 6: Markets are usually a good way to organize
economic activity

The invisible hand works through the price system.

1 The interaction of buyers and sellers determines prices.

2 Each price reflects the good’s value to buyers and the cost of
producing the good.

3 Households and firms both act in their best interest and
(although unintentional) the outcome often results in the
highest possible well-being of society.



Principle 7: Governments can sometimes improve market
outcomes

Government must enforce property rights!

Bill Burr

Why work if your valuables are going to be stolen?

https://www.youtube.com/watch?v=v5lOjhD_z6E


Principle 7: Governments can sometimes improve market
outcomes

Market failure: when the market fails to allocate society’s
resources efficiently.

Causes of market failures:

Externalities: when the production or consumption of a good
affects bystanders(e.g. pollution).

Market power: a single buyer or seller has substantial influence on
market price (e.g. monopoly).

Public policy can promote efficiency.



Principle 7: Governments can sometimes improve market
outcomes

Market failure: Externalities

Positive information externality: we 
don’t pay for this thermometer but the 
temperature is advertised to us for free.

Negative production externality: these firms 
don’t pay for their pollution but surrounding 

households have to inhale it.

Canada benefits from U.S. missile 
defense systems because we could 
not risk allowing a North America-

inbound missile.  We incur the cost of 
those systems. 
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Market failure: Externalities



Principle 7: Governments can sometimes improve market
outcomes

Market failure: Market power

Oil prices are so high because few countries (OPEC) 
control the supply of oil and cooperate with each 

other, instead of compete against each other.

All of these firms make 
extremely high profits 
because there are few 

other firms that can 
compete with them.



Principle 8: A country’ standard of living depends on its
ability to produce goods & services.

Huge variation in living standards across countries and over time:

• Average income in rich countries is more than ten times the
average income in poor countries.

• The U.S. standard of living today is about eight times larger
than 100 years ago.



Principle 8: A country’ standard of living depends on its
ability to produce goods & services.

Dubai, UAE

Shinas, Oman

2 hour drive

Ciudad Juarez, 
Mexico

El Paso, Texas

20 minute 
drive



Principle 8: A country’ standard of living depends on its
ability to produce goods & services.

• The most important determinant of living standards:
productivity, the amount of goods and services produced per
unit of labor.

• Productivity depends on the equipment, skills and technology
available to workers

• Other factors (e.g. labor unions, competition from abroad,
etc.) have far less impact on living standards.



Principle 9: Prices rise when the government prints too
much money.

• Inflation: increases in the general level of prices.

If a government prints too much money, that money becomes
less valuable.

Hyperinflation in Zimbabwe

https://www.youtube.com/watch?v=6fRtrQITSNE


Principle 9: Prices rise when the government prints too
much money.

Hyperinflation 

in Zimbabwe



Principle 10: Society faces a short-run tradeoff between
inflation and unemployment.

In the short-run (1-2 years), many economic policies push inflation
and unemployment in opposite directions.

Other factors can make this tradeoff more or less favorable, but the
tradeoff is always present.


