
ECO1104 1st midterm preparation

Italics show the corresponding definition/flashcard. Examples are in bold.

Chapter 1 

Principle 4
Incentive
Price is an incentive: when price is high, consumers are incentivized to consume less, producers are incentivized to consume more (and vice-versa)
Taxes are incentives: if gasoline is taxed, people are incentivized to use different transportation options, like public transit

Principle 5
No corresponding flashcard; trade?
Trade makes everyone better off
Trade allows countries to focus on what they do best, increasing overall production
Without trade, every country has to make everything, from food to clothing, limiting total production due to reduced resources 
By trading with others, people can buy more goods and services at lower cost

Principle 6
Market economy
Free markets are lead by Adam Smith’s “invisible hand” that guides them towards market outcomes that are good for everyone (like equilibrium price/quantity)
Prices are how the invisible hand directs economic activity; the conductor’s baton for the economic orchestra
Taxes negatively affect the allocation of resources because they distort prices and change the decisions of firms and households, impeding the invisible hand

Principle 7
Property rights, market failure, market power, externality
Government is good, though, because it makes sure that everyone follows the rules
This helps the invisible hand 
Example: property rights; if a farmer thinks their crops will be stolen, they won’t grow crops
The government also intervenes for the purposes of efficiency and equality, making sure the economic pie is as large and fairly divided as it could be
Market failure is when there’s an efficiency problem: the market alone can’t make a big enough pie
Some factors that lead to market failure: externalities and market power
A market left alone doesn’t take into account the cost of externalities, like pollution
A market left alone also doesn’t regulate cases of market power
Example: a recent scenario because of the hurricanes; companies and stores that have water, a valuable and scarce resource, mark up the price because they know people will still need it. The government can prevent this mark up with policies.
In regards to equity, the invisible hand doesn’t ensure everyone has necessities to survive; the government can create policies to increase equity and ensure that everyone has things like food

Principle 8
Productivity
The more goods and services a country’s workers can produce, the better the standard of living
Canadians live better than, say, Nigerians for the simple reason that Canadians have found ways to be more productive
Productivity can be increased by using better technology, ensuring people are educated, and providing the tools necessary to produce a good or service

Principle 9
Inflation
Inflation happens when the government prints too much money
The more money there is, the lower the value of that money

Principle 10
Business cycle
There is a short-run tradeoff between inflation and unemployment
This is because more goods and services are demanded when there’s more money in the economy due to an overall spending increase; producers are encouraged to hire more workers to meet this increased demand, which lowers unemployment 
This tradeoff is important when analyzing the business cycle

Chapter 2
Key terms: 
Macroeconomics: the study of economy-wide phenomena, including inflation, unemployment, and economic growth
Microeconomics: the study of how households and firms make decisions and how they interact in markets
Production possibilities frontier (PPF): a graph that shows the combinations of output that the economy can possibly produce given the available factors of production and the available production technology
Circular-flow diagram: a visual model of the economy that shows how dollars flow through markets among households and firms; THIS IS NOT A VERY IMPORTANT CONCEPT
Normative statements: claims that try to prescribe how the world should be
Positive statements: claims that attempt to describe the world as it is

Circular-flow diagram 
The factors of production: labour, land, and capital (buildings and machines)
Households own the factors of production and consume the goods and services produced by firms
Households are buyers, firms are sellers for goods and services
Households are sellers, firms are buyers for factors of production

Production possibilities frontier
The points inside are feasible, while points beyond the PPF are unattainable 
Points inside represent a situation of under-utilized resources
Points on the frontier represent efficient levels of production 
The PPF shows that if we want more of one good, we have to give up some of another good
When the frontier is flatter, the opportunity cost of a good is lower 
When the frontier is steeper, the opportunity cost of a good is higher
The PPF shifts when a very good thing happens (technological advance) or when a very bad thing happens (economic crash)

Microeconomics
Microeconomics is about prices and quantities: what are the prices and quantities what they are?
Microeconomics is on a smaller scale; it usually studies the effects of a specific economic event in a specific place

Macroeconomics
Just a bigger scale; studies economy-wide phenomena, instead of what happens in a certain place

Economics usually disagree, except about a few topics; even when a policy is widely opposed, it’s sometimes not withdrawn because it simply can’t be (rent control)

Chapter 3
Key terms: 
Imports: goods and services produced abroad and sold domestically
Exports: goods and services produced domestically and sold abroad
Comparative advantage: the comparison among producers of a good according to their opportunity cost.
Absolute advantage: the comparison among producers of a good according to their productivity

Absolute advantage
Whoever can produce the most for the fewest inputs (like time) has absolute advantage
Someone can have absolute advantage for both goods produced, but someone can only have comparative advantage for one good

Comparative advantage
The person who can produce a good at lowest cost (i.e., loses the least amount possible of the other good) has comparative advantage 
Total production rises when countries trade the good they have a comparative advantage in
As long as the price of trade (how much you have to give to get something in return) is lower than a person’s opportunity cost to produce that good, trade is beneficial
For both parties to gain, the price has to be between the two opportunity costs
Example: if the opportunity cost of the person exporting is $1 and the opportunity cost of the person importing is $2, then a good price is $1.50; the exporter makes a profit (producer surplus) of $0.50 and the importer saves (consumer surplus) $0.50

Chapter 4 (IMPORTANT CHAPTER)
There are a lot of key terms for this one (20)…I’ll group the concepts as they should be grouped on flashcards and give definitions for the terms.

Markets
Buyers determine demand and sellers determine supply; the two together create a market
In a competitive market, there are so many buyers and sellers that each one has little-to-no control over the price, so the price is determined by all the buyers and sellers together
The reason each seller has so little control over the price is because all the products are similar
The reason each buyer has so little control over the price is because the buyer only buys a small amount
Buyers and sellers in a perfectly competitive market are price takers: they take the price as a given
A monopoly is when a market is small enough for a single or group of sellers to set the price because there isn’t any competition 

Demand
The quantity demanded is the amount of the good buyers are willing and able to purchase
The law of demand means that when the price of a good rises, the quantity demanded of the good falls, and when the price falls, the quantity demanded rises
The demand curve slopes downward because a lower price means a higher quantity demanded
Market demand is calculated as the sum of all individual demands in a market 
The demand curve shifts to the right when demand increases and the left when demand decreases
Variables that shift the demand curve
Income: if a good is normal, demand decreases as income decreases; if a good is inferior, demand rises as income decreases
Price of related goods: if there is a substitute for a good available for a better price, the demand curve will shift to the left; frozen yogurt is a substitute for ice cream, so if the price of ice cream rises, people will buy frozen yogurt instead. If a good’s price decreases and demand for another good rises, it’s a complement; for instance, hot fudge is a complement of ice cream.
Tastes: obviously, a buyer’s tastes affect demand for a good
Expectations: a buyer’s expectations for the future (for instance, an increase in income) impacts demand for a good; if you know you’ll make money, you’re more likely to spend some of what you have
Number of buyers: if there are more buyers in a market for a good, then the demand curve shifts to reflect the larger quantity demanded at a given price
Price doesn’t shift the demand curve, it moves along the demand curve

Supply
The quantity supplied is the amount of a good sellers are willing and able to sell
Law of supply: When price rises, supply rises, and when price decreases, supply decreases
The curve slopes upwards because a higher price means more will be supplied
Market supply is the sum of all individual supplies in a market
Variables that shift the supply curve
Input prices: the greater the price of an input, the less profitable producing a good is, thus shifting the supply curve; inputs are things like labour, factories, and ingredients (milk, sugar, etc.)
Technology: if an advance in technology makes it easier or cheaper to produce a good, then it is more profitable to produce a good; for instance, a machine that makes ice cream reduced the labour involved in making ice cream, reducing costs
Expectations: if a seller expects the price to go up, they might reduce the amount they make today
Number of sellers: the more sellers, the larger the quantity supplied for a given price, shifting the supply curve

Supply and demand together; equilibrium
The quantity and price at which supply and demand intersect is equilibrium
When markets are not in equilibrium, there is either a shortage (price is too low; too little to satisfy the quantity demanded) or a surplus (price is too high; too much to sell, not enough demand)
Sellers respond to, for instance, surplus by lowering prices; this increases demand, pushing the price towards equilibrium
The law of supply and demand: The price of any good adjusts to bring the quantity supplied and quantity demanded into balance
Three steps for analyzing market equilibrium
Decide whether the event shifts the supply or demand curve (or both).
Decide in which direction the curve shifts.
Use the supply-and-demand diagram to see how the shift changes the equilibrium price and quantity.

Mathematical appendix
To find equilibrium price, set the supply and demand equations to equal each other; to find equilibrium quantity, sub in the value you got for equilibrium price in either the supply or demand equation 
To solve for price (P), set quantity demanded (Qd) equal to zero and solve the equation
To solve for Qd, set P equal to 0 and solve the equation
Same protocol for quantity supplied (Qs)

Chapter 5
Even though there are only 7 key terms, the definitions are quite long, so I’ll format the same way as for Chapter 4.

Elasticity of demand
Elasticity is a measure of the responsiveness of quantity demanded or quantity supplied to one of its determinants
Basically, it’s how fast buyers/sellers react to a change in a variable that shifts the demand/supply curve, like income or input price
Price elasticity of demand measures how much quantity demanded responds to a change in price
Demand is elastic when it reacts strongly to a change in price
Demand is inelastic when it reacts only a little to a change in price
Price elasticity measures how willing buyers are to buy less of a good when the price rises
What influences price elasticity of demand
Availability of close substitutes: if a buyer can easily switch to another good, demand is more elastic (butter is more elastic than eggs because there isn’t a close substitute for eggs, like margarine for butter)
Necessity vs. luxury: demand for necessities (like food) is less elastic than luxuries (yachts); however, buyer preferences play a big part in this, as someone might consider a yacht to be a necessity (how I’d like to be that person)
Definition of the market: demand for a widely defined market like “food” is less elastic than, for instance, ice cream; there isn’t a close substitute for food, while there is for ice cream
Time horizon: demand is more elastic in the long term because if the price of, for instance, gas rises, people don’t have much choice but to continue buying gas in the short term; in the long term, though, they might switch to hybrid/electric cars and use public transit

Calculating price elasticity of demand
Elasticity is calculated as percentage change in quantity divided by percentage change in price
Absolute value is common practice for price elasticity, so no negatives
Midpoint method should be used for calculating price elasticity
The midpoint method: (Q2 - Q1) / the midpoint [calculated as (Q2 - Q1) divided by 2] multiplied by 100 (last step is optional, gives the percentage as a whole number)
This yields the percentage change in quantity; take the same steps to calculate percentage change in price, then divide percentage change in quantity by percentage change in price

What elasticity means
When price elasticity of demand (PED for short) is greater than one, demand is elastic
When PED is less than one, demand is inelastic
When PED is exactly one, demand is unit elastic
When PED is zero, demand is perfectly inelastic
When PED is infinity, demand is perfectly elastic  
The steeper the demand curve, the less elastic price elasticity of demand
The flatter the demand curve, the more elastic price elasticity of demand 

Total revenue and PED
Total revenue is P x Q
If demand is inelastic, an increase in price causes an increase in revenue; since buyers are less reactive, the increase in revenue from the higher price is enough to offset the lost sales
If demand is elastic, an increase in price causes a decrease in revenue; since buyers are more reactive/can find alternatives, the increase in revenue isn’t enough to offset the lost sales

Linear demand curves
Along a linear demand curve, elasticity is not the same along the points of the curve
At points with a low price and high quantity, the demand curve is inelastic
At points with a high price and low quantity, the demand curve is elastic

Other elasticities of demand
Income elasticity of demand: measures how quantity demanded changes as income changes; calculated as percentage change in quantity demanded divided by percentage change in income
Cross price elasticity of demand: measures how quantity demanded of one good responds to a change in price of another good; calculated as percentage change in quantity demanded of good 1 divided by percentage change in price of good 2
Can be positive or negative; absolute value doesn’t apply
When positive, the goods are substitutes
When negative, the goods are complements 

Elasticity of supply
Price elasticity of supply measures how much quantity supplied responds to changes in price
Depends on the ability of suppliers to change the amount they produce, i.e. beachfront land has an inelastic supply because suppliers can’t produce more
Supply is more elastic in the long run than in the short run
Calculating is identical to elasticity of demand, just with quantity supplied (Qs) instead of Qd
Graphs are very similar, with one important distinction
For low levels of quantity supplied, the elasticity of supply is high, indicating that firms respond substantially to changes in the price
When this happens, firms have capacity for production that is not being used, such as plants and equipment sitting idle
Small increases in price make it profitable for firms to begin using this idle capacity, but firms begin to reach capacity
Once capacity is fully used, increasing production further requires the construction of new plants
The price must rise a lot for firms to do this, so supply becomes less elastic

Chapter 6
Key terms: 
Price floor: a legal minimum on the price at which a good can be sold (price is kept above equilibrium), like minimum wage
Price ceiling: a legal maximum on the price at which a good can be sold (price is kept below equilibrium), like rent control
Tax incidence: the manner of which the burden of a tax is shared among participants in market

Price ceiling 
A price ceiling is only binding when it is below the equilibrium price; otherwise, the price naturally adjusts to the equilibrium
When the price ceiling is binding, it causes a shortage; since a price ceiling is beneficial to buyers (it lowers the price), following the law of demand, demand rises
Since there is a shortage, the good must be rationed, either by waiting in line or by a seller’s personal biases
Some buyers get the good for the lower price, but others don’t
Example: rent control; the long term effect is a decrease in both quality and quantity supplied. This is because suppliers don’t want to rent out more apartments, lowering quantity supplied; they also don’t want to maintain the ones they own, as the quality of an apartment doesn’t increase the price

Price floors
Price floors are only binding when it is above the equilibrium price
When the price floor is binding, it causes a surplus; the price is high, so more is supplied
Sellers have to ration their goods and appeal to buyers based on personal biases; those who can use buyers’ biases sell more
Example: minimum wage; minimum wage is good for people who have jobs and bad for people who are trying to get jobs because the increase in price (employers are buyers, employees are the sellers) decreases demand

Price controls often hurt those they are trying to help, usually the poor.
Taxes
The steps for deciding whether taxes affect buyers or sellers are the same as for analyzing supply and demand:
Decide whether the event shifts the supply or demand curve (or both)
Decide in which direction the curve shifts.
Use the supply-and-demand diagram to see how the shift changes the equilibrium price and quantity.
If the tax is levied on buyers, the demand curve shifts by the magnitude of the tax
If the tax is levied on sellers, the supply curve shifts by the magnitude of the tax
Looking at this shift, we can decide what the cost of the tax is to buyers and sellers
Taxes on buyers and taxes on sellers are equivalent; they have the same result
The burden of the tax falls more heavily on the inelastic party (sellers or buyers)

Mathematical appendix
For the supply equation, change the P to Ps, standing for price received by sellers
For the demand equation, change the P to Pb, standing for price paid by buyers
Other than that, too many equations to type…discuss on Tuesday.
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