Economics Study Notes
Chapter 1- Ten Principles
· Economics- the study of how society manages its scarce resources
· Scarcity- society has limited resources and therefore cannot produce all the goods and services people wish to have
· Economists study how people make decisions and interact with each other; how much they work, what they buy, how much they save and how much they invest in savings
· Economists analyze forces and trends that affect the economy as a whole such as inflation, income growth or unemployment

1. People face trade offs
· To get one thing we like we usually have to give up another, therefore making decisions requires trading off one goal for another
· People face tradeoffs everyday
· Society faces the Equity vs. Efficiency tradeoff
· Efficiency- society is getting the most it can from the limited resources
· Equity- benefits from the resources are allocated fairly among society’s members
· Efficiency is the size of the economic pie and equity is how it is divided

2. The cost of something is what you give up to get it
· Opportunity cost- the value of the next best item you gave up to get something

3. Rational people think at the margin
· Rational People- people who will systematically and purposefully do the best they can to achieve their objectives
· Marginal Changes- small incremental adjustments to an existing plan of action
· Rational people make decisions by comparing marginal cost to marginal benefit
· Margin- an additional unit
· Peoples willingness to pay for products is based on the marginal benefit it will yield
· Marginal benefit depends on the amount of that product the consumer already has, if I buy one piece of pie it will be good but the second one will not be as good because I am full from the first one

4. People respond to incentives
· Incentive- something that induces a person to act (i.e. punishment or reward)
· Rational people respond to incentives

5. Trade can make everyone better off
· Trade between two countries can make each better off
· Trade allows specialization, meaning countries can produce whatever they are best
· Trade allows for a wider variety of goods and services

6. Markets are usually a good way to organize economic activity
· Market Economy- the decisions of a central planner are replaced by decisions of millions of firms and households
· Firms chooses what to make and who to hire whereas households decide where to work and what to buy
· Prices and self-interest guide the decisions made by firms and households
· Interactions in markets are guided by an invisible hand that leads to desirable market outcomes
· Invisible hand uses price to direct market activity
· Price decides how many consumers will buy and how many producers will supply, therefore markets reflect the value consumers place on goods and the costs the producers faced

7. Governments can sometimes improve market outcomes
· Markets only work if property rights are enforced
· Invisible hand is powerful but not omnipotent therefore governments intervene sometimes to promote either efficiency or equity
· Market Failure- a situation in which a market left on its own fails to allocate resources efficiently 
· Externality- the impact of one person/firms actions on bystanders (can be the cause of a market failure)
· Market Power- the ability of a single person or small group to have a substantial influence on price
· Due to externalities and market power governments can design public policy that can enhance efficiency and equity
· Invisible hand does not always ensure that economic prosperity is distributed equitably consequently public policies such as income tax and welfare 

8. A country’s standard of living depends on its ability to produce goods and services
· Productivity- the quantity of goods and services produced from each hour of a workers time
· In nations where workers have a high output per hour the result is a higher standard of living
· Growth rate of national income proportional to growth rate of productivity

9. Prices rise when the government prints too much money
· Inflation-an increase in the overall prices of the economy
· High inflation imposes various costs on society, keeping inflation at a low level is a goal of economic policymakers
· Inflation is caused by growth in the quantity of money

10. Society faces a short run trade off between inflation and unemployment
· Increasing the level of money in the economy stimulates the overall level of spending and this demand for goods increase
· Higher demand may, over time, cause firms to raise prices, but it also encourages them to increase the quantity they produce and to hire more workers for the excess production
· More hiring means less unemployment
· This is an example of a short term trade off between inflation and unemployment
· Business cycle- the irregular and largely unpredictable fluctuations in economic activity measured by number of people employed 

Chapter 2 – Thinking like an economist
· Economists create theories, collect and analyze data to support or refute their theories
· Circular flow diagram- a visual model of the economy that illustrates the flow of money through markets between households and firms
· Factors of Production- land, labor, capital, enterprise
· Households sell their factors of productions to firms, firms produce goods and sell them to the households
· [image: ]
· Production Possibilities Frontier- a graph that shows the combinations of output that an economy can possibly produce given the available factors of production and the production technology
· Efficient- if the economy is getting all it can from the scarce resources (producing on the line)
· PPF’s show tradeoffs that society faces
· Microeconomics- the study of how households and firms make decisions and how they interact in markets
· Macroeconomics- the study of economy wide phenomena including inflation, unemployment and economic growth
· Positive statements- are descriptive and make a claim about how the world is
· Normative statements- are prescriptive and make claims about how the world should be

Chapter 3- Interdependence and the gains from trade
· Trade > self sufficiency 
· Trade increases the consumption possibilities frontier
· Absolute Advantage- when comparing the productivity of one person firm or nation to that of another one producer requires a smaller amount of inputs to produce that good
· Comparative Advantage- the producer that has to give up less of other goods to produce good X has the comparative advantage
· Gains from specialization and trade are based on comparative advantage not absolute advantage
· For both parties to gain from trade the price at which they trade must lie between the two opportunity costs
· Imports- goods produced abroad and sold domestically
· Exports- goods produced domestically and sold abroad

Chapter 4- The Market Forces of Supply and Demand
· Market- a group of buyers and sellers of a particular good or service
· Markets take many forms, can be highly organized or much less organized 
· Competitive Market- a market in which there are may buyers and sellers so that each has little to no influence over the price
· Perfectly Competitive Market- goods offered are all exactly the same, buyers and sellers are so numerous that they have no influence of the market price
· Price Takers- no control over the price, take whatever the market gives them
· Quantity Demanded- the amount of good that buyers are willing and able to purchase at a particular price point
· Law of Demand- quantity demanded of a good falls when the price of the good rises, negatively related
· Demand Schedule- a table that shows the relationship between the price of a good and the quantity demanded

Chapter 5- Elasticity and its Applications
· Elasticity is a measure of how much buyers and sellers respond to changes in market conditions
· Price Elasticity of Demand- a measure of how much the quantity demanded of a good responds to a change in the price of that good, computed as a percentage change in quantity demanded by the percentage change in price
· Elastic- substantial change in quantity demand with price change
· Inelastic- slight change in quantity demand with price change
· Price elasticity of demand measures how willing consumers are to move away from it with a rise in price
· Goods with close substitutes tend to have more elastic demand because it is easier for consumers to switch from that good to others
· Necessities tend to have inelastic demands, whereas luxuries have elastic demand
· Narrowly defined markets tend to have more elastic demand than broadly defined markets because it is easier to find close substitutes for narrowly defined goods
· Goods tend to have more elastic demand over longer time horizons
· Income Elasticity of Demand- a measure of how much the quantity demanded of a good responds to a change in consumers income, computed as the percentage change in quantity demanded divided by the percentage change in income
· Cross-price elasticity of demand- a measure of how much the quantity demanded of one good responds to a change in the price of another good
· Price elasticity of supply- a measure of how much the quantity supplied of a good responds to a change in the price of that good, computed as the percentage change in quantity supplied divided by the percentage change in price
· The price elasticity of supply depends on the flexibility of sellers to change the amount of the good they produce

Chapter 6- Supply, Demand, and Government Policies
· Price Ceiling- a price maximum set by the government for which a good can be sold
· Price Floor- a legal minimum on the price at which a good can be sold
· When the government imposes a binding price ceiling on a competitive market, a shortage of the good arises, and sellers must ration the scarce goods among the large number of potential buyers
· When the government imposes a binding price floor on a competitive market, a shortage of the good arises, and sellers must ration the scarce goods among the large number of potential buyers
· Rationing mechanisms are rarely desirable
· Free markets ration goods with prices
· Tax Incidence- the manner in which the burden of a tax is shared among participants in a market
· Taxes discourage market activity, when a good is taxed the quantity of the good sold is smaller in the new equilibrium
· Buyers and sellers share the burden of taxes
· Taxes on buyers and taxes on sellers are equivalent
· Very elastic supply and relatively inelastic demand, buyers bear most of the burden
· Very elastic demand and relatively inelastic supply, sellers bear most of the tax

Chapter 7- Consumers, Producers, and the Efficiency of Markets
· Welfare Economics- the study of how the allocation of resources affects economic well-being
· The equilibrium of supply and demand in a market maximizes the total benefits received by buyers and sellers
· Willingness to pay- the maximum amount that a buyer will pay for a good
· Consumer Surplus- a buyers willingness to pay minus the amount they actually pay, measures the benefit a buyer receives from buying a good at a particular price
· At any quantity, the price given by the demand curve shows the willingness to pay of the marginal buyer
· The area below the demand curve and above the price measures consumer surplus in a market
· Cost- the value of everything a seller must give up to produce a good
· Producer surplus- the amount a seller is paid for a good minus the sellers costs
· Free markets allocate the supply of goods to the buyers who value them most highly, as measured by their willingness to pay
· Free markets allocate the demand for goods to the sellers who can produce them at the least cost
· [bookmark: _GoBack]Free markets produce the quantity of goods that maximizes the sum of consumer and producer surplus 
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