Unit 1: The Economic Way of Thinking  (Chapters 1-2)

What is Economics (Chapter 1)
· [bookmark: _GoBack]Two reasons to study Economics 
· Want a lot of things
· Good economic relationships, government, standard of living
· No limits
· Happiness project studies country and its inhabitants (#1 Denmark, #6 Canada – Measured through HDI)
· Maximize what you can do, but you can’t do everything
· Optimal choices that make us the most happy
· Economics is the social science that studies the choices that individuals, businesses, governments, and entire societies make as they cope with scarcity and the incentives that influence and reconcile the choices
· Scarcity – our inability to satisfy all of our wants
· Incentive – a reward that encourages an action, or a penalty that discourages an action
· Two sections 
· Microeconomics – the study of choices that individuals, and businesses make, the way these choices interact with markets, and the influence of governments
· Why are people downloading more movies? 
· How would a tax on e-commerce affect eBay? 
· Macroeconomics – the study of the performance of the national economy and the global economy
· Why is the Canadian unemployment rate so high?
· Can the Bank of Canada make our economy expand by cutting interest rates
· Two Big Questions
· How do choices end up determining what, how, and for whom the goods or services are produced?
· What 
· What Determines the patterns of production?
· How
· Goods produced using factors of production
· Land
· Natural Resources (Land, Oil, Water, Gas, Minerals, etc…)
· Labour 
· The work time and effort that people devote to producing goods
· Quality relies on the human capital of worker (knowledge)

· Capital
· The tools, machines, instruments, buildings, and other constructions used in the production
· Entrepreneurship
· The human resource that organizes the land labour and capital 
· Come up with ideas on how and what to produce
· For Whom
· Consumption of a product depends on the consumers income
· People earn money from selling the services of the factors of production
· Land – Rent
· Labour – Wages
· Capital – Interest
· Entrepreneurship - Profit	
· When do the choices that people make in the pursuit of their own self interest promote the broader social interest
· Self Interest 
· Choices that a person feels is best suited for them
· Pizza Delivery Tip (Pursuing Self Interest) 
· Social Interest
· Choices that are best for a society as a whole
· Two Dimensions 
· Efficiency 
· Available resources are used to produce goods at the lowest production cost
· Quantities that give the greatest benefit
· Equity
· The Big Question – Social vs Self Interest
· Globalization
· Expansion of international trade
· In the self interest of consumers
· The information-age economy
· Change over the past 40 years
· Did it serve the best for social interest?
· Microsoft – Bill Gates
· Social – more access to internet
· Climate change
· Political issue in the self interest of consumer
· More worry about carbon footprint
· Self interest choices to cut back (electricity, water, gas, etc…)
· Economic Instability
· Recessions 
· Credit Crunch
· The Economic Way of Thinking 
· Questions that economics tries to answer depict the scope of economics
· 6 keys to economic thinking
· A choice is a tradeoff
· Giving up one thing to get another thing
· If butter is too expensive, consumers will purchase margarine or other substitutes
· Making a rational choice
· Compares costs and benefits and achieves the greatest benefit over cost for the person making the choice
· Provides the answer to: What goods and services will be produced, and in what quantities?
· Benefit: What you gain 
· Benefit – the gain or pleasure that it brings is determined by preferences (what a person likes)
· Benefit measured by “what you are giving up”
· Cost: What you must give up
· Opportunity Cost – The highest valued alternative that we must give up to get something
· The things you cant afford because of purchased
· The things you cant do because of the time it took up
· How much? Choosing at the margin
· Marginal Benefit – benefit that arises from an increase in an activity
· Measured by monetary value
· Willingness to pay
· How much one more good brings you benefit
· Marginal Cost – opportunity cost of an increase in activity 
· Compare marginal benefit and marginal cost
· Benefit greater than cost – good
· Cost greater than benefit – not good
· Choices respond to incentives
· Human nature is to act in best self interest
· Your view is the most important when you are making decisions
· Economics as Social Science and Policy Tool
· Economist as Social Scientist
· Positive Statements
· About “what it is”
· This statement can be right are wrong
· Factual statement, facts to back it up
· Normative Statements
· “what ought to be”
· Personal opinion
· Policy goals are form of normative statements
· Unscrambling Cause and Effect
· Economists usually interested in positive statements about cause and effect
· Economic models are used to answer these questions
· Economic Model - A description of some aspect of the economic world, that includes only those features that are only needed for the purpose at hand
· Compares opinions with facts
· Economist as a Policy Advisor
· Economics is a tool kit for advising governments and businesses for making personal decisions


The Economic Problem (Chapter 2)

· Production Possibilities and Opportunity Cost
· The production possibilities frontier (PPF) is the boundary between those combinations of goods and services that can be produced and those that cannot.
· To illustrate the PPF, focus on two goods at a time and hold the quantities of all other goods and services constant.
· That is, we look at a model economy in which everything remains the same (ceteris paribus) except the two goods we’re considering
· Production Efficiency
· We achieve production efficiency if we cannot produce more of one good without producing less of some other good.
· Lowest possible cost
· Points on the frontier are efficient.
· Any point inside the frontier, such as Z, is inefficient.
· At such a point, it is possible to produce more of one good without producing less of the other good.
· At Z, some resources are either unemployed or misallocated.
· Tradeoff Along the Production Possibilities Frontier 
· Every choice along the PPF involves a tradeoff.
· On this PPF, we must give up some of one product to get more of the other 
· Opportunity Cost
· As we move down along the PPF, we produce more of Product A, but the quantity of Product B we can produce decreases.
· The opportunity cost of Product A is the Product B forgone
· In moving from E to F: The quantity of Product A increases by 1 million.
· The quantity of Product B decreases by 5 million cans.
· The opportunity cost of the fifth 1 million “A” is 5 million units of Product B’s.
· One unit of Product A costs 5 units of Product B.
· Using Resources Efficiently
· All the points along the PPF are efficient. 
· To determine which of the alternative efficient quantities to produce, we compare costs and benefits.
· The PPF and Marginal Cost 
· The PPF determines opportunity cost.
· The marginal cost of a good or service is the opportunity cost of producing one more unit of it.
· Preferences and Marginal Benefit
· Preferences are a description of a person’s likes and dislikes.
· To describe preferences, economists use the concepts of marginal benefit and the marginal benefit curve.
· The marginal benefit of a good or service is the benefit received from consuming one more unit of it.
· We measure marginal benefit by the amount that a person is willing to pay for an additional unit of a good or service.
· It is a general principle that:
· The more we have of any good, the smaller is its marginal benefit and ...
· the less we are willing to pay for an additional unit of it. We call this general principle the principle of decreasing marginal benefit.
· The marginal benefit curve shows the relationship between the marginal benefit of a good and the quantity of that good consumed.
· Allocated Efficiency 
· When we cannot produce more of any one good without giving up some other good, we have achieved production efficiency.
· We are producing at a point on the PPF.
· When we cannot produce more of any one good without giving up some other good that we value more highly, we have achieved allocative efficiency.
· We are producing at the point on the PPF that we prefer above all other points.
· The Economic Growth
· The expansion of production possibilities—and increase in the standard of living—is called economic growth.
· Pushes curve out
· Two key factors influence economic growth:
· Technological change
· Capital accumulation
· Technological change is the development of new goods and of better ways of producing goods and services.
· Capital accumulation is the growth of capital resources, which includes human capital.
· The Cost of Economic Growth
· To use resources in research and development and to produce new capital, we must decrease our production of consumption goods and services.
· So economic growth is not free. The opportunity cost of economic growth is less current consumption.
· Gains from Trade
· Comparative Advantage and Absolute Advantage
· A person has a comparative advantage in an activity if that person can perform the activity at a lower opportunity cost than anyone else.
· A person has an absolute advantage if that person is more productive than others.
· Absolute advantage involve comparing productivities while comparative advantage involves comparing opportunity costs.
· Liz and Joe Smoothie Analysis
· Liz’s Comparative Advantage
· Liz’s opportunity cost of a smoothie is 1 salad.
· Joe’s opportunity cost of a smoothie is 5 salads.
· Liz’s opportunity cost of a smoothie is less than Joe’s.
· So Liz has a comparative advantage in producing smoothies.
· Achieving Gains from Trade
· Liz and Joe produce the good in which they have a comparative advantage:
· Liz produces 30 smoothies and 0 salads.
· Joe produces 30 salads and 0 smoothies
· Liz and Joe trade:
· Liz sells Joe 10 smoothies and buys 20 salads. 
· Joe sells Liz 20 salads and buys 10 smoothies. 
·  After trade: 
· Liz has 20 smoothies and 10 salads.  
· Joe has 20 smoothies and 10 salads. 
· Liz gains 5 smoothies and 5 salads an hour
· Joe gains 5 smoothies and 5 salads an hour
· Joe’s opportunity cost of producing a salad is less than Liz’s. So Joe has a comparative advantage in producing salad.
· Liz’s opportunity cost of producing a smoothie is less than Joe’s. So Liz has a comparative advantage in producing smoothies.
· Economic Coordination
· To reap the gains from trade, the choices of individuals must be coordinated.
· To make coordination work, four complimentary social institutions have evolved over the centuries:
· Firms  
· A firm is an economic unit that hires factors of production and organizes those factors to produce and sell goods and services.
· Markets 
· A market is any arrangement that enables buyers and sellers to get information and do business with each other.
· Property rights
· Property rights are the social arrangements that govern ownership, use, and disposal of resources, goods or services.
· Money
· Money is any commodity or token that is generally acceptable as a means of payment.
· Circular Flows Through Markets
· Factors of production, goods and services flow in one direction.
· Money flows in the opposite direction.
· Coordinating Decisions
· Markets coordinate individual decisions through price adjustments.
Supply and Demand (Chapter 3)
· Market and Prices
· A market is any arrangement that enables buyers and sellers to get information and do business with each other.
· A competitive market is a market that has many buyers and many sellers so no single buyer or seller can influence the price.
· The money price of a good is the amount of money needed to buy it.
· The relative price of a good—the ratio of its money price to the money price of the next best alternative good—is its opportunity cost.
· Demand
· If you demand something, then you
1. Want it,
2. Can afford it 
3. Have made a definite plan to buy it.
· Wants are the unlimited desires or wishes people have for goods and services. Demand reflects a decision about which wants to satisfy.
· The quantity demanded of a good or service is the amount that consumers plan to buy during a particular time period, and at a particular price.
· The Law of Demand
· The law of demand states: Other things remaining the same, the higher the price of a good, the smaller is the quantity demanded; and the lower the price of a good, the larger is the quantity demanded.
· The law of demand results from  
· Substitution effect 
· When the relative price (opportunity cost) of a good or service rises, people seek substitutes for it, so the quantity demanded of the good or service decreases.
· Income effect
· When the price of a good or service rises relative to income, people cannot afford all the things they previously bought, so the quantity demanded of the good or service decreases.
· Demand Curve and Schedule
· The term demand refers to the entire relationship between the price of the good and quantity demanded of the good.
· A demand curve shows the relationship between the quantity demanded of a good and its price when all other influences on consumers’ planned purchases remain the same.
· A rise in the price, other things remaining the same, brings a decrease in the quantity demanded and a movement up along the demand curve.
· A fall in the price, other things remaining the same, brings an increase in the quantity demanded and a movement down along the demand curve.
· Willingness and Ability to Pay
· A demand curve is also a willingness-and-ability-to- pay curve.
· The smaller the quantity available, the higher is the price that someone is willing to pay for another unit.
· Willingness to pay measures marginal benefit.
· A Change in Demand
· When some influence on buying plans other than the price of the good changes, there is a change in demand for that good.
· The quantity of the good that people plan to buy changes at each and every price, so there is a new demand curve.
· When demand increases, the demand curve shifts rightward.
· When demand decreases, the demand curve shifts leftward.
· Six main factors that change demand are 
· The prices of related goods 
· A substitute is a good that can be used in place of another good.
· A complement is a good that is used in conjunction with another good.
· When the price of substitute for an energy bar rises or when the price of a complement of an energy bar falls, the demand for energy bars increases
· Expected future prices 
· If the expected future price of a good rises, current demand for the good increases and the demand curve shifts rightward.
· Income
· When income increases, consumers buy more of most goods and the demand curve shifts rightward.
· A normal good is one for which demand increases as income increases.
· An inferior good is a good for which demand decreases as income increases.
· Expected future income and credit 
· When expected future income increases or when credit is easy to obtain, the demand might increase now.
· Population 
· The larger the population, the greater is the demand for all goods.
· Preferences
· People with the same income have different demands if they have different preferences.
· Example: Because an energy bar is a normal good, an increase in income increases the demand for energy bars.
· Change in Demand vs Change in Quantity Demanded
· Movement Along the Demand Curve
· When the price of the good changes and everything else remains the same, the quantity demanded changes and there is a movement along the demand curve.
· A Shift of the Demand Curve
· If the price remains the same but one of the other influences on buyers’ plans changes, demand changes and the demand curve shifts.
· Supply
· If a firm supplies a good or service, then the firm 
 1. Has the resources and the technology to produce it,
 2. Can profit from producing it, and
 3. Has made a definite plan to produce and sell it.
· Resources and technology determine what it is possible to produce. Supply reflects a decision about which technologically feasible items to produce.
· The quantity supplied of a good or service is the amount that producers plan to sell during a given time period at a particular price.
· The Law of Supply
· The law of supply states:  Other things remaining the same, the higher the price of a good, the greater is the quantity supplied; and the lower the price of a good, the smaller is the quantity supplied.
· The law of supply results from the general tendency for the marginal cost of producing a good or service to increase as the quantity produced increases 
· Producers are willing to supply a good only if they can at least cover their marginal cost of production.
· Supply Curve and Supply Schedule
· The term supply refers to the entire relationship between the quantity supplied and the price of a good.
· The supply curve shows the relationship between the quantity supplied of a good and its price when all other influences on producers’ planned sales remain the same.
· A rise in the price of an energy bar, other things remaining the same, brings an increase in the quantity supplied.
· Minimum Supply Price
· A supply curve is also a minimum-supply-price curve.
· As the quantity produced increases, marginal cost increases.
· The lowest price at which someone is willing to sell an additional unit rises.
· This lowest price is marginal cost.
· A Change in Supply
· When some influence on selling plans other than the price of the good changes, there is a change in supply of that good.
· The quantity of the good that producers plan to sell changes at each and every price, so there is a new supply curve.
· When supply increases, the supply curve shifts rightward.
· When supply decreases, the supply curve shifts leftward.
· The five main factors that change supply of a good are 
· The prices of factors of production 
· If the price of a factor of production used to produce a good rises, the minimum price that a supplier is willing to accept for producing each quantity of that good rises.
· So a rise in the price of a factor of production decreases supply and shifts the supply curve leftward.
· The prices of related goods produced 
· A substitute in production for a good is another good that can be produced using the same resources.
· The supply of a good increases if the price of a substitute in production falls.
· Goods are complements in production if they must be produced together.
· The supply of a good increases if the price of a complement in production rises.
· Expected future prices
· If the expected future price of a good rises, the supply of the good today decreases and the supply curve shifts leftward.
· The number of suppliers 
· The larger the number of suppliers of a good, the greater is the supply of the good. An increase in the number of suppliers shifts the supply curve rightward.
· Technology 
· Advances in technology create new products and lower the cost of producing existing products.
· So advances in technology increase supply and shift the supply curve rightward.
· State of nature
· The state of nature includes all the natural forces that influence production—for example, the weather.
· A natural disaster decreases supply and shifts the supply curve leftward.
· Example: An advance in the technology for producing energy bars increases the supply of energy bars and shifts the supply curve rightward.
· Movement of the Supply Curve
· Movement Along the Supply Curve
· When the price of the good changes and other influences on sellers’ plans remain the same, the quantity supplied changes and there is a movement along the supply curve.
· A Shift of the Supply Curve
· If the price remains the same but some other influence on sellers’ plans changes, supply changes and the supply curve shifts.
· Market Equilibrium
· Equilibrium is a situation in which opposing forces balance each other. Equilibrium in a market occurs when the price balances the plans of buyers and sellers.
· The equilibrium price is the price at which the quantity demanded equals the quantity supplied.
· The equilibrium quantity is the quantity bought and sold at the equilibrium price.
· Price regulates buying and selling plans.
· Price adjusts when plans don’t match.
· Predicting Changes in Price and Quantity (Energy Bar Example)
· Figure 3.7 illustrates the equilibrium price and equilibrium quantity.
· If the price is $2.00 a bar, the quantity supplied exceeds the quantity demanded.
· There is a surplus of 6 million energy bars
· If the price is $1.00 a bar, the quantity demanded exceeds the quantity supplied.
· There is a shortage of 9 million energy bars.
· If the price is $1.50 a bar, the quantity demanded equals the quantity supplied.
· There is neither a shortage nor a surplus of energy bars.
· Price Adjustments
· At any price above the equilibrium price, a surplus forces the price down.
· At any price below the equilibrium price, a shortage forces the price up.
· At the equilibrium price, buyers’ plans and sellers’ plans agree and the price doesn’t change until some event changes either demand or supply.
· An Increase in Demand
· Figure 3.8 shows that when demand increases the demand curve shifts rightward.
· At the original price, there is now a shortage.
· The price rises, and the quantity supplied increases along the supply curve.
· An Increase in Supply
· Figure 3.9 shows that when supply increases the supply curve shifts rightward.
· At the original price, there is now a surplus.
· The price falls, and the quantity demanded increases along the demand curve.
· All Possible Changes in Demand and Supply
· A change demand or supply or 
· Both demand and supply changes the equilibrium price and the equilibrium quantity.
· Change in Demand with No Change in Supply
· When demand increases, there is a movement up along the supply curve.
· The equilibrium price rises and the equilibrium quantity increases.
· When demand decreases, the equilibrium price falls and the equilibrium quantity decreases.
· Change in Supply with No Change in Demand
· When supply increases, there is a movement down along the demand curve.
· The equilibrium price falls and the equilibrium quantity increases.
· When supply decreases, the equilibrium price rises and the equilibrium quantity decreases.
· Increase in Both Demand and Supply
· An increase in demand and an increase in supply increase the equilibrium quantity.
· The change in equilibrium price is uncertain because the increase in demand raises the equilibrium price and the increase in supply lowers it.
· Decrease in Both Demand and Supply
· A decrease in both demand and supply decreases the equilibrium quantity.
· The change in equilibrium price is uncertain because the decrease in demand lowers the equilibrium price and the decrease in supply raises it.
· Decrease in Demand and Increase in Supply
· A decrease in demand and an increase in supply lowers the equilibrium price.
· The change in equilibrium quantity is uncertain because the decrease in demand decreases the equilibrium quantity and the increase in supply increases it.
· Increase in Demand and Decrease in Supply
· An increase in demand and a decrease in supply raises the equilibrium price.
· The change in equilibrium quantity is uncertain because the increase in demand increases the equilibrium quantity and the decrease in supply decreases it.
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