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What is Economics?
The study of how individuals, households and societies choose with or without the use of money to:
Employ scarce resources
Produce goods and services over time
Distribute them for consumptions now and in the future among individuals and groups in society. 

Two basic fundamental concepts:
Resources are scarce.
People have to choose (tradeoffs)

How people make decisions?
Principle 1: People face tradeoffs
-All decisions involve tradeoffs. Examples: 
Individuals: taking ECON 1000 means:
3 hours of lectures plus workshops. PASS & Study time
Therefore: less time for other things giving up something

 Households: have to decide how to spend family income: households face budgets and constraints and many things to spend money on

 Societies: have to decide: How much money to spend on civilian goods, versus on defense
How much on educations, health and physical infrastructure. 
 Societies: face an important tradeoff: efficiency vs equity
 Efficiency: getting the most out of scarce resources 
 Equity: distributing national income fairly among society’s members

 Two important concepts in economics
Often not possible to achieve both simultaneously

Efficiency VS Equity:
Efficiency: How to enlarge the economic pie (How to best use scarce resources to maximize output)
Equity: How to divide the economic pie 

Principle 2: The cost of something is what you give up to get it
 Make decisions requires comparing the costs and benefits of alternative choices
an important economic concept is opportunity cost
the opportunity cost of an items is whatever must be given up to obtain it!
> What is the opportunity cost of going to university?
 Tuition, cost of books, and other fees
 Also foregone wages (could have gone to work)
>How about housing and food?
- No, still have to incur whether in university or not

Principle 3: Rational people think at the margin
-A person is rational is he/she systematically and purposefully does the best to achieve his/her objectives
-many decisions are not “all or nothing” but involve marginal changes
-incremental adjustments to existing plan
-evaluating the costs and benefits of marginal changes ids an important part of decision making
>Examples: when you get up in the morning you don’t necessary look at the big picture: should I go to uni or not?
Think at margin: Do I take ½ hour for a shower or do I dash for the bus to make it to class?

Principle 4: People respond to incentives
Incentive: something that induces a person to act
 the prospective of reward or punishment 
 rational people respond to incentives because they make decisions by comparing costs and benefits 
 Incentives change costs or benefits and therefore tradeoff
>Example: response to higher taxes on cigarettes, less smoking. 
 Gov’t provides grants for energy efficiency improvements, more households upgrade furnaces and air conditioning. 

>How People Interact

Principle 5: Trance can make everything better off
 Person-to-person trade
Rather than being self-sufficient people can specials in producing one good or service and exchanging it for goods 
This is mainly the case now:
 Most individuals work in given trade or profession for which they wage
 They use the wage or income to buy goods and services 
Hence, individuals specialize and trade with others

 Country-to-country trade
-countries can also benefit from trade and specialization:
 Export: get a better price abroad for goods they produce (sell to consumers in foreign countries)
 Import: buy other goods more cheaply from abroad than can be produced at home 
 Concept: specialize where you have comparative advantage and trade
However country-to-country trade is sometimes controversial

The Gains od Specializing and Engaging Trade
	
Canada                      
UK
	Wheat100 (bushels)
100
5
	Cloth (yards)
60
10


1 unit of resource can produce ^
 Note that Canada is more efficient in producing both wheat and cloth then UK
 Despite this: Can relocation of resources in each country make everyone better off?

Principle 6: Markets are usually a good way to organize economic activity 
 A market is a group of buyers and sellers buying and selling good or service (they need not be in single location)

 “Organizing economic activity” means determining
-what goods to produce
-how to produce them
-how much to produce
-who gets them

 Most important economic/political event on last 50 years…collapse of communism
 A key of communism was economic centralization. 
 A market economy allocates resources through the decentralization decisions of many households and firms 
 Key feature is decentralization
-each households and firm acts as if “led by an invisible hand” to promote 

 The invisible hand works through the price system:
 The interaction of buyers and sellers determines prices of goods and services
 Each price reflects; the goods value to buyers and the sellers cost of producing the good 
 Prices guide self-interested household and firms to make decisions that , in many cases, maximize society’s economic well being 

Principle 7: Governments can sometimes improve market outcomes
Markets and the ‘invisible hand’ of Adam Smith: are not always infallible
Market failure: when the market fails to allocate society’s resources efficiently 
Causes:
-Externalities, when production or consumption of a good affects bystanders (e.g. pollution) 
-Market power, when single buyer or seller has substantial influence on market price (e.g. monopoly) 
 Government may alter market outcome to promote efficiency 
 Government may also intervene and alter the market outcome to promote equity 
 If society decides that distribution of the economic ”pie” under market conditions is nor equitable or fair
 Then, tax or welfare policies can be used to change how the economic “pie” is divided 

How the Economy as a whole works

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

Self–evident the more goods and services a country can produce, the better off are its citizens

 But there are huge differences in living standards across countries and over time:
 Average income in rich countries is more than ten times the average income in poor countries
> Canadian standard of living todays is about eight times higher then 100 years ago

Why those differences?
 Because of Productivity
The most important determinant of living standards
 Productivity is the amount of goods and services produces by per unit of labor
 Productivity depends on the equipment, skills and technology available to workers. 
 Other factors (e.g. labor unions, competition from abroad) have far less impact on living standards.

Principle 9: Prices rise when the government prints too much money 
What is inflation?
 -increases the in the general level of prices 
 In the long run, inflation is almost always cause by the excessive growth in the quantity of money. 
 -Which causes the value of money to fall
 The faster the government creates money (e.g. prints money) the greater the inflation rate. 
 If you double the amount of currency(money) and there is a fixed amount of goods and services available, the only thing that can happen is that prices double. 

Principle 10: Society faces a short-run tradeoff between inflation and unemployment
 In the short-run (1-2 years), there is a tradeoff between inflation and unemployment 
 Many economic policies push inflation and unemployment in opposite directions 
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