Eco Review


Scarcity refers to the limited nature of society’s resources

Economics is the study of how society manages its scare resources 

Ten principles of microeconomics 

· People face tradeoffs: 
. Equity means the benefits of those resources are distributed fairly among the members of society (sharing the pie)
. Efficiency means society gets the most it can from its scarce resources (enlarging the pie)

· The cost of something is what you give up to get it
. The opportunity of cost of an item is what you give up to obtain the item
. Decisions require comparing costs and benefits of alternatives

· Rational people think at margin (People make decisions by comparing costs and benefits at the margin)
· People respond to incentives 
· Trade can make everyone better off
. Allows people to do what they do best
. Trade is not a zero sum game everyone is better off

· Markets are usually a good way to organize economic activity 
. Organizing economic activities means determining 
. The invisible hand works through the price system: the interaction of buyers an sellers determines prices of goods and services 
. Centrally planned economy = Communisim

· Government can sometimes improve market incomes
. Market failures occur when the market fails to allocate resources
. Externalities: the impact of one persons actions on a bystander

· A country’s standard of living depends on the ability to produce goods and services 
· Prices rise when the government prints too much money (Inflation)
· Society faces a short run tradeoff between inflation and unemployment 


Chapter 2 Graphing curves in the coordinate system


· When a variable that is not named on either axis changes the curve shifts
· When two variables move in the same direction the variables are positively related or, equivalently, the curve is upward sloping
· When two variables move in opposite directions variables are negatively related or, equivalently, the curve is downward sloping 

Economists play two roles: Scientists- try to explain the world, Policy advisors- try to improve it

· The scientific method: make assumptions and uses abstract models to help explain how a complex, real world operates, develop the theories, collects, and analyses data to evaluate the theories 
· The art in scientific thinking is deciding which assumptions to make

Models

· Economists use models to study economic issues 
· A model is a highly simplified representation of a more complicated reality 
· Two basic models: The circular flow diagram – The Production Possibilities Frontier
· Circular flow diagram: a visual model that shows how the economy is organized and how participants in the economy interact
· The production possibilities frontier (PPF): a graph that shows the combinations of output s that the economy can possibly produce given the available factors of production and the available production technology (can be straight or bow shaped)
· The slope of a curve is the measure of how much one variable responds to changes in another variable 

· Circular flow diagram add ons: Two markets (factors of production: resources that the economy uses to produce goods and services, including labor, land and capital. Markets for goods and services)
· PPF add ons: If opportunity cost remains constant the PPF is a straight line
· If opportunity cost of a god rises as the economy produces more of the good, which is more likely the case, then PPF is bow shaped (bow shaped reflects increasing costs (or equivalently, decreasing returns to scale)

Micro vs. Macro economics 

Micro: looks at how households and firms make decisions and how they interact in specific markets 

Marco: looks at the economy as a whole including unemployment, and economic growth

Positive vs. Normative Analysis
Positive statements are statements that attempt to describe the world as it is (can be confirmed or refuted by examining evidence

Normative statements are statements about how the world should be (perspective)
 (may involve values and facts)

Economists in Ottawa: help design tax policy, help design and enforce Canada’s antimonopoly laws, design income support programs, help negotiate trade agreements

Two reasons why economists often disagree
· disagree about validity of alternative positive theories 
· may have different values

Chapter 3: Interdependence and the Gains from Trade

Ways to satisfy our wants and needs in a global economy
· be economically self sufficient 
· specialize and trade with others, leading to economic interdependence 

· Patterns of production and trade are based upon differences in opportunity costs
· Imports: goods produced abroad and sold domestically 
· Exports: goods produced domestically and sold abroad

Absolute Advantage vs. Comparative Advantage

· The country that requires less inputs to produce a good is said to have an absolute advantage in producing the good
· The country that has the lowest opportunity cost of producing a good is said to have a comparative advantage in producing that good

Comparative advantage and trade
· Whenever potential trading parties have differences in opportunity costs, they can each benefit from trade
· A country should specialize in what it is good at.
· In a two good economy the opportunity cost of producing one good is the inverse of the opportunity cost of producing the other 

How much a country consumes determines the country’s standard of living

With out trade a country can only consume what it produces 

CPF: consumption possibility frontier

Chapter 4: The market forces of supply and demand 

· A market is a group of buyers and sellers of a particular good or service (buyers determine demand while sellers determine supply)

Competitive Markets

Characteristics of competitive markets 
. The goods being offered for sale are all the same
. The buyers and sellers are so numerous that no single buyer or seller can influence the market price (that is they are price takers)

Other types: Monopoly (one seller controlling price), oligopoly (few seller not a lot of competition), Monopolistic competition (many sellers but slightly different goods)

The Demand Curve
· The demand curve expresses the relationship between price and quantity demand
· The quantity demand of any good is the amount of the goods that buyers are willing to purchase at a given price 

Shifts in Demand Curve
· A demand curve is derived holding all variables constant (except price and quantity)
· This means that changes in any variable other than price or quantity may shift the demand curve
· Any change that alters the quantity demanded for every price will shift the demand curve
· If change increases the quantity demanded for every price then the increase in demand results in demand curve moving to the right
· If change decreases the quantity demanded resulting in decrease of demand (curve shifts left)

Change in Demand vs. Change in Quantity Demand
· Change in demand 
· Shift in demand curve, caused by change in variable other than price
· Change in quantity demanded
· Movement along the demand curve, caused by a change in the price of a product

Normal goods: as income increases demand for normal goods also increases 
Inferior goods: as income increase demand for inferior goods decreases
Substitute goods: when the fall in a price of a good decreases the demand for another
Complement goods: when the fall in one price of a god increases the demand for another

The Supply Curve

· The supply curve expresses the relationship between price and quantity supplied
· The quantity supplied of a good is the amount of the good that sellers are willing and able to sell at a given price

Individual supply curve: supply curve for one good by one seller
Market supply curve: the sum of all individual supplies for all sellers of a particular good or service 
· Graphically, individual supply curves are summed to obtain the market supply curve

Shifts in Supply Curve
· Any change that alters the quantity supplied at every price at every price will shift the supply curve
· Any change that increases amount supplied shifts curves to the right 
· Any change resulting in decrease of quantity supplied shifts curve left

Change in supply vs. Change in Quantity supplied
· Change in supply
· Shift in supply curve, caused by a change in variable other than price (change in input prices)
· Change in Quantity supplied 
· Movement along the supply curve, caused by a change in price of a product

Supply and Demand Together

Equilibrium refers to a situation in which the price has reached the level where quantity supplied equals quantity demanded

Equilibrium Price: The price that balances quantity supplied and quantity demanded 

Equilibrium Quantity: The quantity supplied and quantity demanded at the equilibrium price

Law of Supply: all other things equal to the quantity supplied of a good goes up as the price goes up

The Law of Supply and Demand: the price of any good adjusts to bring the quantity supplied and the quantity demanded for that good into balance
· If the price is to high there will be a surplus and the price will decrease 
· If the price is to low there will be a shortage and the price will increase

Three steps in analyzing changes in the equilibrium

1. Decide whether the event shifts the supply or demand curve (or both)
2. Decide whether the curve shifts to the left or right 
3. Use supply and demand diagram to see how the shift affects equilibrium price and quantity 


Chapter 5: Elasticity and Its Application

Elasticity: a measure of how much buyers and sellers respond to changes in market conditions
Price Elasticity of Demand: is a measure of how much the quantity demand of a good responds to change in the price of that good

Percentage change in quantity demanded /Percentage change in price

Elastic Demand: Quantity demanded responds strongly to the changes in price, price elasticity of demand is greater than one

Inelastic Demand: Quantity demand does not respond strongly to price changes, price elasticity of demand is less than one

The variety of demand curves

· Economists classify demand curves according to their elasticity 
· The price elasticity of demand is closely related to the slope of the demand curve
· Rule of thumb: The flatter the curve the bigger the elasticity, The steeper the smaller

Total revenue and the price elasticity of demand

Total Revenue: the amount paid by buyers and received by sellers of a good
Computed as the price of the good multiplied by the quantity sold

The effects of a change in price on total revenue depends on the elasticity of demand. For example if price increases

Price elasticity of supply: is a measure of how much the quantity supplied of a good responds to change in price of that good

Change in percentage of quantity supplied divided by change in percentage of cost
Economists classify supply curves according to their price-elasticity.
• The slope of the supply curve is closely related to the inverse of the price-elasticity of supply.
• Rule of thumb: – The larger the elasticity, the flatter the curve. – The smaller the elasticity, the steeper the curve.

Determinants of Elasticity of Supply


• Ability of sellers to change the amount of the good they produce.
– Beach-front land is inelastic.
– Books, cars, or manufactured goods are elastic.
• Time period. – Supply is more elastic in the long run.

The methodology used to analyze changes in equilibrium
 Examine whether the supply or demand curve shifts.
• Determine the direction of the shift of the curve.
• Use the supply-and-demand diagram to see how the market equilibrium

Income elasticity of demand: measures how much the quantity demanded of a good responds to change in consumers income

Percentage change in quantity demanded divided by percentage of change in income

Income elasticity of demand properties 

• Goods consumers regard as necessities tend
to be income inelastic – Examples include food, fuel, clothing, utilities, and
medical services.
• Goods consumers regard as luxuries tend to be income elastic.
– Examples include sports cars, furs, and expensive foods.
• Inferior goods have a negative income elasticity.

Cross price elasticity of demand: measures how the quantity demanded of a good responds to a change in the price of another good.

Percentage change in quantity demanded divided by percentage change in price of good

Cross price elasticity of demand properties 

• If two goods are substitutes, then their cross- price elasticity is positive.
• If two goods are complements, then their cross- price elasticity is negative.

Chapter 6: Supply, Demand, and Government policies

• Use the supply-demand model to examine the effects of three government policies:
· A ceiling on prices – A floor under prices – A tax on a good

– Price Ceiling : a legal maximum on the price at which a good can be sold (for example, a rent control law).
· Price Floor: a legal minimum on the price at which a good can be sold (for example, minimum wages).

Taxation – Some basic principles 

• Taxes result in a change in market equilibrium—prices typically go up and quantities sold go down.
• Buyers and sellers share the tax burden, regardless on whom the tax is levied.
• The burden/incidence of a tax falls more heavily on the side of the market that is less elastic.

Elasticity and tax incidence 

• Tax incidence is 
– the manner in which the burden of a tax is shared among participants in a market.
[bookmark: _GoBack]– or who bears the burden of a tax.
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