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Economics is the study of the use of scarce resources that have 
alternative uses. There are two key components to this defini-
tion:

1. Scarce Resources. A resource is anything used to produce 
an economic good or service. For example, money is an 
obvious resource. Time is also another resource. None of us 
has enough resources to do everything we might want to do. 
There are more things that we’d like to buy but don’t have 
the money, more things we’d like to do but don’t have the 
time. Everyone, whether they are an individual, business, 
group, or even a country, has scarce resources.

2. Alternative Uses. A given resource has multiple uses. Look 
at our example of time as a resource. There are many activi-
ties toward which you can devote your time (work, study, 
sleep, homework, gaming, etc.). You don’t have enough 
time to devote to all of your possible alternatives to the level 
you would like. 

Because of scarcity, decisions must be made relating to what 
those resources are used for, and how much of those resources 
are used for a given use. For our example of time, you have 
to decide which of the alternative uses of your time to do, and 
how much of the limited time in a day (only 24 hours) to devote 
to each of the alternatives you choose. You may decide that, 
because you have a major project due in class the next day, you 
don’t have time to go shopping or play video games, and you 
will have to stay up late (and get less sleep) in order to complete 
the major project. You have made decisions on which alterna-
tive uses of your time to do (work on the project) and not do (go 
shopping or play video games), and you have made decisions on 
how much of the limited resource (time) to devote toward the al-
ternatives you will do (more time toward working on the project, 
less time for sleep).

Resources, like lumber, are scarce; there is not an unlimited amount. The lumber has many 
alternative uses, including building houses, making furniture, and even burning for heat. 
(Image courtesy of dan at www.freedigitalphotos.net)

Branches of Economics
There are two main branches of economic study. 

Microeconomics looks at economic decision making by individ-
uals, households, & businesses. A good example of this is when 
economists study how an increase in the price of wheat affect 
sales of bread for an individual business that uses bread (or for 
the bread industry as a whole), or what happens when a business 
charges more for a product than many people are willing to pay. 
The focus of microeconomic study is relatively small. 

Macroeconomics, by contrast, focuses on the workings of 
an economy as a whole. For example, an economist studying 
macroeconomics would analyze the effect an increase in taxes 
will have on the economy as a whole, or the effect a change in 
interest rates will have on borrowing, saving, & investing in an 
economy. The focus of macroeconomic study is much broader 
and looks at overall effects on an entire economy, not just one 
individual, household, business, or even industry.

Microeconomics would study the impact of a price change on sales of baby formula. 
Macroeconomics would study the impact of a tax increase on overall consumer purchases 
in an economy.
(Image courtesy of Ambro at www.freedigitalphotos.net)

Positive vs. Normative Economics
There are also two main types of economic study. 

Positive economics describes how things are. For example, 
someone doing positive economic study might evaluate the fol-
lowing: What impact will increased enrollment, salary increases, 
and rising maintenance costs have on next year’s school district 
budget? That person would now try to determine the various 
impacts highlighted in the question; however, that person would 
make no evaluation of the impacts or make any judgments of the 
costs and/or benefits of each impact.

Normative economics, on the other hand, focuses on how 
things ought to be done. For example, someone doing normative 
economic study would ask the following question: What actions 
should we take now to reduce expenses in order to balance next 
year’s budget? That person would now examine various options, 
assess the impacts of each option, and recommend action(s) to 
be taken. 
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7 Principles that Guide an
Economic Way of Thinking

Principle #1: Scarcity Forces Tradeoffs
The term scarcity refers to the fact that we do not have enough 
resources to do everything we would want to do. Those re-
sources have alternative uses. When you choose to use a given 
resource for something, you are unable to use that resource for 
anything else. For example, imagine you only have $20 to spend 
this weekend. You could use it to go to the movies (to buy your 
ticket and snacks), you could buy some new clothes that you saw 
on sale at the mall, you could save it for an upcoming vacation, 
or you could save it for a larger purchase you plan to make in the 
near future (like a new tablet computer). You can do any of the 
choices mentioned, but you cannot do all of them.

Whenever you choose one thing over another, you are making 
a tradeoff. In the example of what to spend the $20 on, regard-
less of the choice you make, you are making a tradeoff of not 
using that $20 for the other possible uses. Should you choose to 
buy the clothes with that $20, you are giving up all of the other 
alternatives.

A concept that is key to this principle that scarcity forces trad-
eoffs can be expressed with the acronym TANSTAAFL, which 
stands for “There Ain’t No Such Thing As A Free Lunch”. 
Every choice someone makes involves tradeoffs, whether that 
person realizes it or not. The most obvious example is if you get 
a free lunch. The lunch might be free to you. Someone, however, 
had to pay for that lunch. That someone had to give up some-
thing (payment for lunch, eating that lunch him/herself, etc.) in 
order for you to get it for free.

Opportunity Cost. The term opportunity cost refers to the 
“value” of the next most likely choice for the use of a resource 
that is given up when making a choice. For example, imagine 
that you have $5. You determine that you have the following 
alternative uses (in prioritized order, with number 1 being  the 
most likely option you will choose) for that $5: 
1) spend it on a snack at Sheetz or Handy Mart; 2) spend it on 
a snack at a fast food restaurant, like McDonald’s, Arbys, Taco 
Bell, KFC, etc.; 3) spend it on admission to the next home game 
for your school’s team; or 4) save it to buy gas for your car later 
this week. By choosing to spend the $5 on a snack from Sheetz 
or Handy Mart, the opportunity cost of that choice is not being 
able to spend it on a snack from one of the fast food restaurants 
(which was your next most likely alternative). Note that the op-
portunity cost is not the actual dollar value of the choice (if it is 
a resource that has a dollar value); any of the alternatives would 
have cost $5. The opportunity cost was the next most likely al-
ternative. That limited resource (money) that has alternative uses 
will go to one of those alternative uses (saving, other spending, 
investing, etc.) so the dollar value is irrelevant as far as opportu-
nity cost is concerned.

If you choose to spend $60 on concert tickets, you are making a tradeoff between going to 
the concert and whatever else you might have done with that same $60. If, instead of going 
to the concert, you would have spent that $60 on clothes, the opportunity cost for going to 
the concert was not getting those clothes.
(Image courtesy of Pixomar at www.freedigitalphotos.net)

Principle #2: Costs Versus Benefits
The scarcity-forces-tradeoffs principle forces us to make 
choices. Economists assume that individuals make choices based 
on each choice’s expected costs and benefits. The costs are what 
you spend in time, money, or other sacrifices to get your choice. 
The benefits are what you gain from something in terms of 
money, time, experience, or other improvements in your situa-
tion. People choose something when the benefits of doing so are 
greater than the costs. 

Economists assume that people are rational thinkers; they will 
choose an alternative that will benefit them the most. Therefore, 
people will rationally analyze the pros and cons of a choice. This 
is called a Cost-Benefit Analysis. It is a comparison of the costs 
and benefits associated with each alternative. This analysis may 
be formal, where the person takes the time and effort to list out 
costs and benefits for each alternative side-by-side (on paper, 
in spreadsheet, etc.). The analysis may also be informal, where 
the person just does it mentally. The analysis should lead to a 
calculation of which side (costs or benefits) outweighs the other. 
If the benefits outweigh the costs, then the person will go with 
choice. However, if the costs outweigh benefits, then the person 
will reject the choice.

A simple example of a cost-benefit analysis would be this: you 
have $20 and are considering spending it on gas for your car. 
The costs are: 1) you won’t have money to go out on a date this 
weekend; and 2) you won’t have money to pay admission to 
the next home game. The benefits are: 1) you will be able to get 
to school, work, or wherever else you want to go in your car, 
and 2) you won’t have to get a ride to wherever you want to go 
from your parents, friends, or the school bus. If you feel that the 
benefits outweigh the costs, you will choose to spend that $20 
on gas. If, however, you feel that the costs outweigh the benefits, 
you will not spend the $20 on gas.
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Principle #3: Thinking at the Margin
The previous example of spending $20 on gas may have been a 
little drastic; perhaps you were thinking “I’d probably not spend 
all $20 on gas. I might just spend $10 on gas and use the other 
$10 for one of my other alternatives.” That’s the way it is in real 
life. Most decisions every day are not all-or-nothing. Normally, 
decisions involve choices of doing a little more of this or a little 
less of that.  This is known as thinking at the margin. Thinking 
at margin is deciding to add (or subtract) one more unit to (or 
from) what we already have.

When you think at the margin, you compare the marginal costs 
and marginal benefits of each alternative. The marginal cost is 
what you give up Uto add one unit to an activity. The marginal 
benefit is what you gain by adding one more unit to an activity. 
The goal is to maximize the utility of choice. Utility is the satis-
faction or pleasure one gains from consuming a product or ser-
vice or from taking an action. An obvious example would be the 
pleasure you get from doing your favorite hobby (like a sport, 
playing games, or shopping). It is also a choice that, although 
it may not be all that pleasurable, is likely to improve our lives. 
For example, getting a flu shot may not be all that pleasurable, 
but it is likely to reduce the chance that you get sick from the flu, 
which has the potential to improve your life.

Diminishing Marginal Utility. However, you do not always 
get the same amount of satisfaction as you continue to choose 
more and more units of an alternative. Marginal Utility refers 
to the extra satisfaction or benefit you will get from an increase 
of an additional unit of a good or service. It is essentially your 
perceived difference between the marginal benefits and marginal 
costs from that additional unit. The Law of Diminishing Mar-
ginal Utility states that as you make use of more additional units 
of a resource, the additional marginal utility you get for each 
additional unit becomes less and less. The marginal benefits for 
each additional unit get smaller, and the marginal cost for each 
additional unit gets larger. Eventually, the marginal costs start 

The Law of Diminishing Marginal Utility states that the additional benefit a per-
son receives by adding one additional unit of a product is less than before, while 
the additional cost of adding that unit gets more. Just like sleep, the additional 
benefit you get from each additional hour of sleep is less than the previous 
hour, and the costs of what you are not doing keeps going up until you no longer 
want to sleep any more.
(Image courtesy Microsoft Photo Gallery)

to outweigh the marginal benefits for adding additional units, so 
you no longer want any more. 

A good example of this is devoting an extra hour to sleep. If you 
are only getting 8 hours of sleep, the marginal benefit of adding 
a 9th hour is high (feeling more rested), and the marginal cost is 
low (maybe giving up an hour of gaming or being on a social 
network).  You will still get an additional benefit from adding a 
10th hour (a little more rested), but the costs are probably more 
(another hour less of studying, time with friends, etc.). The ben-
efits of an 11th, 12th, 13th hour, etc., of sleep are less, but the costs 
of what you are not doing with that time keep going up until the 
costs start to outweigh the benefits. As the saying goes, “You can 
have too much of a good thing”.

Principle #4: Incentives Matter
An incentive is something that motivates a person to take a 
particular course or action. People respond to these incentives 
in generally predictable ways. For example, the desire to be 
awarded a scholarship will motivate someone to go through the 
application process and compete for that scholarship. Incen-
tives can be positive (rewards/benefits). Incentives can also be 
negative (punishments/costs). For example, the threat of jail time 
and/or fines can serve as a negative incentive for breaking the 
law. These negative incentives are called disincentives.

Positive incentives (like trophies, awards, and bonuses) encourage specific be-
haviors. Negative incentives, called disincentives, discourage specific behaviors. 
People respond to positive and negative incentives in predictable ways.
(Images courtesy of Microsoft Photo Gallery)

Principle #5: Trade Makes People 
Better Off
Imagine if you had to produce everything you wanted to have 
in your life yourself: every item of clothing, your home (and 
everything in it), your transportation, or anything else.  You may 
be able to do some of those things well, or you may not be able 
to do any of those things at all but are able to do something that 
someone else would want (like managing financial records). 
None of us are equally skilled at doing everything. It makes 
more sense to concentrate on what we do best and trade with 
others for what they do best. By doing so, we end up with more 
and better choices than by trying to do everything for ourselves.
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For example, you probably can’t produce a cell phone (or the 
equipment needed to operate an entire cell phone network). 
However, maybe you are a trained chef. It makes more sense 
for you to focus on cooking (and providing that food to others 
who would want it) and get the cell phone from someone who is 
good at making cell phones. In cases such as this, a medium of 
exchange (money) that is willing to be accepted by all in trade 
for what they do well is needed. That way, you don’t have to try 
to find someone with a cell phone who would be willing to trade 
you that cell phone for a meal you cook.

Principle #6: Markets Coordinate Trade
A market is any arrangement that brings together buyers & sell-
ers to do business with each other. That market may be a single 
place, like a store, flea market, etc. That marker may also be 
cyberspace, like an online store, online auction site, etc.

When markets operate freely or with limited government 
interference, buyers & sellers can trade with each other until 
both are satisfied with their sales & purchases. The end result 
is an efficient market that serves everyone’s interests without 
guidance from a person or institution. Markets usually do better 
than anyone or anything else at coordinating exchanges between 
buyers & sellers.

Markets allow us to trade for things we couldn’t reasonably make for ourselves. 
Imagine having to make your own computer, cell phone, or TV. Trade makes us 
better off, improving our standard of living. Markets that bring together buyers 
and sellers do this much more efficently than any government could.
(Image courtesy WorldTop.org)

Principle #7: Future Consequences 
Count
Decisions made today have consequences not only for today, but 
also for the future. The problem, though, is that many only look 
at the immediate costs & benefits of a decision. You must also 
consider the long-term effects of that decision. 

The Law of Unintended Consequences states that the actions 
of people and governments always have effects that are not 
expected. Economists spend much of their time trying to predict 
these unintended consequences. For example, in 1968, the state 
of Vermont banned roadside billboards and other large signs in 
order to protect the state’s scenic beauty. Since then, businesses 
have instead built sculptures instead of billboards or signs to 
advertise. One business built a giant squirrel in suspenders, 
and another built a 19-foot high genie to attract the attention of 
passersby.

When considering an action, you cannot simply focus on the 
intent of that action. You must also look at the incentives (or 
disincentives) that action creates. The unintended consequences 
that result from the incentives (or disincentives) created by that 
action could greatly outweigh the intended benefits of the action. 
An example of this is when the city of Winchester increased the 
local cigarette tax. The intent was to raise a specified, higher 
amount of tax revenue for the city (based on the current level of 
cigarette sales). Although tax revenues from cigarettes did in-
crease, they did not nearly go up as much as the city government 
had originally estimated. Smokers shifted their purchases to 
stores outside the city limits, resulting in lower sales revenue for 
city businesses that sold cigarettes. The intent of the tax was not 
to hurt those businesses; government officials assumed that there 
would be no change in behavior due to the disincentive created 
by increasing the price of cigarettes in the city, and they did not 
think that smokers would change their buying habits. However, 
if they would have considered the disincentive created by this 
tax, and the potential resulting change in behavior because of the 
disincentive, they might have reconsidered this action. 

In the 1980s, Mexico City, in an attempt to lower the air pollution level in the 
city, implemented an odd-even driving ban (if your license plate ended in an 
even number, you could only drive on even-numbered days). The intent was to 
reduce  the exhaust emissions from the cars and lower pollution levels. The un-
intended consequence was that many residents bought cheaper, less pollution-
friendly used cars with license plate numbers that allowed them to drive on the 
opposite days. The policy had no effect on the level of pollution, but the costs 
to drivers there is estimated at over $300 million per year (approximately $130 
per driver.
(Image courtesy www.visualphotos.com)


