Chapter 1 – The Art & Science of Economic Analysis
· The Economic Problem: Scarce Resources, Unlimited Wants
· Desires are virtually unlimited but resources available to satisfy these wants are scarce
· Not freely available; price exceeds zero
· Must choose among wants, and forgo satisfying other wants
· Economics examines how people use scarce resources to satisfy unlimited wants
· Definition by British economist Alfred Marshall of Cambridge University in 1890: “Political Economy or Economics is a study of mankind in the ordinary business of life. It examines that part of individual and social action which is most closely connected with the attainment and with the use of material requisites of well-being.”
· Economic choice arises from scarcity
· Resources
· Inputs or factors of production, used to produce goods/service that people want
· Goods and services are scarce because resources are scarce
· Sorted into four broad categories
· Labour
· Human effort, both physical and mental
· Comes from more fundamental resource: TIME
· Allocation time to alternative uses: sell time as labour or spend time doing other things
· Has a very important additional component
· How hard and how smart we work or how hard and smart we play and engage in leisure activities
· Capital
· Human creations used to produce goods/services
· Distinguish between:
· Physical capital
· Factories, tools, machines, computers, buildings etc.
· Human capital
· Knowledge, skills people acquire to increase productivity
· Natural Resources
· Gifts of nature such as water, trees, oil reserves, minerals, animals etc.
· Divided into two categories
· Renewable resources
· Drawn on indefinitely if used conservatively
· Exhaustible resources
· Does not renew itself; available in limited amount
· Entrepreneurial Ability
· Talent required to dream up new product or find better way to produce existing one
· Comes from an entrepreneur
· Profit-seeking decision maker who starts with an idea, organizes enterprise, and then assumes risk of operation
· Pays resource owners for opportunity to employ resources
· Paid wages for labour
· Paid interest for use of capital
· Paid rent for use of natural resources
· Rewarded by profit
· Revenue from items sold minus cost of resources employed
· Comes from Latin proficere which means “to benefit”
· Entrepreneur benefits from what’s left over after paying resource suppliers
· Sometimes suffers a loss
· Earnings usually based on time resources are employed
· Have time dimension ($s per hour, per year etc.)
· Goods and Services
· Variety of combinations of resources
· A good is something that you can feel, see and touch
· Requires scarce resources to produce and satisfies human wants
· A service is intangible 
· Uses scarce resources to satisfy human wants
· They are scarce if amount people desire exceeds amount available at a zero price (Scarcity)
· Things that we would prefer less or none of even at zero price are called bads
· Some seem free because amount available at zero price exceeds amount people want
· Goods and services that are truly free are not subject matter of economics
· Without scarcity there would be no economic problem and no need for prices
· All goods and services involve some sort of cost to someone
· Draws resources away from production of other goods and services
· Albert Einstein: “Sometimes one pays the most for things one gets for nothing”
· Economic Decision Makers
· There are four types of decision makers in the economy
· Households
· As consumers, they demand goods and services produced
· As resource owners they supply labour, capital, natural resources, and entrepreneurial ability to firms, governments, and the world
· Firms, governments and world demand resources households supply and they use resources to produce goods/services demanded by households
· Firms
· Governments
· Rest of the World
· Includes foreign households, foreign firms, foreign governments that supply resources and products to Canadian markets and demand resources and product from Canadian markets
· Interaction determines how resources are allocated
· Markets are means by which buyers/sellers carry out exchange
· Determine price, quantity and quality
· Physical places like supermarkets, department stores, malls etc.
· Can also include other mechanisms by which buyers and sellers communicate like ads, radios, tv ads, phones, online sites etc.
· Provide info about quantity, quality and price 
· Goods and services sold and bought in product markets
· Resources are sold and bought in resource markets
· Most important resource market is labour/job market
· [image: ]Circular-flow model
· Describes flow of resources, products, income and revenue among decision makers
· Simple model focuses on primary interaction in market economy which is between households and firms
· Supported by flow of income/expenditure (money)
· What Forces Shape Our Economic Decisions?
· Economy results as millions of individuals attempt to satisfy unlimited wants
· Rational Self-Interest
· Key economic assumption: individuals rationally select what they think be in their best interests or expect will yield most satisfaction and happiness
· Each individual tries to maximize expected benefit achieved with given cost or to minimize expected cost of achieving benefit
· Includes welfare of family, friends, and poor of the world
· Influenced by personal cost 
· Notion does not rule out concern for others; simply means concern is influenced by same economic forced that affect other economic choices
· Lower the personal cost of helping others, the more help we offer
· Choice requires time and information
· Scarce and therefore valuable
· Information costly to acquire; willing to pay others to gather and digest
· Rational decision makers continue to acquire information as long as the additional benefit expected from that information exceeds the additional cost of gathering it
· Economic choice involves adjustment to existing situation or status quo
· Often based on comparison of expected marginal benefit and expected marginal cost of action
· Marginal – incremental, additional or extra
· Change in an economic variable or change in status quo
· Rational decision maker changes status quo if expected marginal benefit from change exceeds expected marginal cost
· By focusing on effect of marginal adjustment to status quo, economist is able to cut analysis of economic choice down to manageable size
· Begin with marginal choice to see how it affects particular market and shapes economic system
· Microeconomics and Macroeconomics
· Microeconomics
· Study of your economic behaviour and behaviour of others
· Examines individual economic choices and how markets coordinate choices of decision makers
· Explains how price and quantity are determined by individual markets
· Macroeconomics
· Studies performance of economy as a whole
· Determine economy-wide measures such as total production, employment and economic growth
· Economy experiences recessions in economic activity
· Decline in production, employment, and economic activity
· Economic Fluctuations 
· Rise and fall of economic activity relative to long-term growth trend
· Referred to as business cycles
· [bookmark: _GoBack]Vary in length and intensity but usually involve entire nation and other nations

1.3 Economics and the Scientific Method
· Use scientific analysis to develop theories and models to explain economic behaviour
· Economic theory or economic model
· Simplification of economic reality that is used to make predictions about real world
· Captures important elements, not every detail and interrelation
· Too many details make theory unwieldy and less useful
· A good theory offers helpful guide to sorting, saving and understanding information
· The Scientific Method
· Process of theoretical investigation which has four steps
1) Identify the question and define relevant variables
a. Variable is a measure that can take on different values at different times
i. Become elements of theory 
2) Specify Assumptions under which theory apply
a. Other-things-constant assumption (ceteris paribus)
i. Focus exclusively on relationships among variables, and other things remain constant
b. Behavioural Assumptions
i. Rational Self-Interest
1. Maximize individual satisfaction/firm’s profit
3) Formulate a hypothesis
a. Theory about how variables relate to each other
i. Purpose is to help make predictions about cause and effect in the real world
4) Test Hypothesis 
a. Compare predictions with evidence to test validity
i. Reject the hypothesis if it predicts worse than best alternative theory
1. Modify approach
ii. Use hypothesis until better one comes along
· Normative versus Positive
· Positive Economic Statement
· Assertion about economic reality that can be supported/rejected by reference to facts
· Attempts to understand world around us; concerns what is
· Normative economic statement 
· Value judgments; reflects an opinion that cannot be shown to be true or false through facts
· Concerns what should be
· Predicting Average Behaviour
· Goal of theory is to predict impact of an economic event on choices and the effect of these choice on markets or the economy as a whole
· Individual may act in unpredictable way
· Random unpredictable actions of numerous individuals often cancel one another out
· Average behaviour of groups can be predicted more accurately
· Pitfalls of Faulty Economic Analysis
· Three sources of confusion
· Fallacy that Association is Causation
· If one event precedes another or two events occur simultaneously does not necessarily mean one cause the other
· Fallacy of Composition
· Erroneous belief that what is true for the individual or the part is also true for the group or whole
· Mistake of Ignoring Secondary Effects
· Ignoring the unintended consequences
· Turn out to be more important the primary effects
· Good economic analysis tries to anticipate them and take them into account
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