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Economists As scientist
- they devise theories, collect data, and then analyze data in attempt to verify or refute their theories

Scientific Method: Observation, Theory and More Observation
- an economist might live in a country experiencing rapid increases in price and be moved by this observation to develop theory of inflation
- to test, they collect and analyze data on prices and money from diff countries
- if money growth and inflation were correlated in international data, economist become confident in their studies

The Role of Assumptions
- can simplify the complex world and make it easier to understand
- to study effects of international trade, we assume the world consist of only two countries and that each country produces only two goods focus our thinking
scientific thinkingwhich assumptions to be made
- study short-run and long-run effects of a change in the quantity of money

Economic Model
- use models to learn about the world, made of diagrams and equations
- doesn’t include every feature of the economy

Our First Model: The Circular-Flow Diagram
- millions of people buying and selling, working, hiring, manu.  to understand how economy works we need a model that explains how it is organized and how they interact with each other
- circular flow diagram a visual model of the economy that shows how dollars flow through markets among households and firms 
Firmsproduce goods and services using inputs such as labor, land, and capital (buildings)  caked factors of production
Households own the factors of production and consume all the goods and services that the firms produce
Interact: markets for goods and services households are buyers of output  and firms are sellers
markets of factors of production households are sellers and firms are buyers ( household provide the inputs that the firms use to produce goods and services)  firms are buyers, households are sellers


THE INNER LOOP
- flows of inputs and outputs
HOUSEHOLDS sell the use of their labor, land and capital to the firms in the markets for the factors of production
FIRMS use these factors to produce goods and services 
- factors of products flow from householders to firms, and goods and services flow from firms to households

THE OUTER LOOOP
- corresponding flow of dollars
- households spend money to buy goods and services from the firms
- firms use some of the revenue from these sales to pay for the factors of production, such as wages of their workers
- what left is profit of the firm owners, who themselves are members of households

SUMMARY
- Economists try to address their subject with a scientists objectivity
- they make appropriate assumptions and build simplified models in order to understand the world around them. Two simple economics models are the circular flow diagrams and productions possibilities frontier
- divided into two subfields: microeconomics and macroeconomics
- Micro study decisions making by households and firms and the interaction among households and firms in the marketplace
- Macro study the forces and trends that affect the economy as a whole
- positive statement: assertion about how the world is. A normative statement is an assertion about how the world ought to be. When economists make normative statements, they are acting more as policy and advisers than scientists
- economists who advise policymakers offer conflicting advice either because of differences in scientific judgments or because of difference in values
- united in the advice they offer, but policymakers may choose to ignore it

The Production Possibilities Frontier
- graph showing the combinations of output that the economy can possibly produce given the available factors of production and the available production technology
- TRADEOFF: to get more of one, you lose from the other
- shows the tradeoff between the outputs of different goods at a given time, but it can change over time

MICRO VS MACRO
Microeconomicsstudy of how households and firms make decisions and how they interact in specific markets
Macroeconomics study of economy wide phenomena, including inflation, unemployment and economic growth

Positive Statements claims that attempt to describe the world as is minimum wage laws cause unemployment (descriptive)
Normative Statements claim about the world ought to be (prescriptive)the government should raise the minimum wages

Rely on Economists
- Government of Canada advice
Industry Canada design and enforce Canada’s competition laws
Foreign Affairs and International Trade Canada negotiate trade agreements with other countries 
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market a group of buyers and sellers of a particular good or service; buyers determine the demand of the product and sellers the supply
competitive market a market in which there are many buyers and sellers so that each has negligible impact on the market price
Perfectly competitive market the goods offered for sale are all exactly the same, and the buyers/sellers are numerous that no single buyer or sellers has an influence over the market price

Quantity demand the amount of a good that buyers are willing and able to purchase ( if q.d. falls as the price rises, and rises as the price falls negatively related to the price) 
Law of Demand the claim that, other things equal, the quantity demanded of a good falls when the price of the good rises
Demand schedule a table that shows the relationship between the price of a good and the quantity demanded
Demand curve a graph of the relationship between the price of a good and the quantity demanded

Market demand how markets work; sum of al the individual demand for a particular good or service
Normal good a good for which, other things equal, an increase in income leads to an increase in demand ( no ice-cream if you lose your job) 
Inferior good a good for which, other things equal, and increase in income leads to a decrease in demand ( chose a bus over buying a car)
Wealth effect the impact of changes in wealth on both the amount and composition of goods that individuals consume 

Substitutes two goods for which an increase in the price of one leads to an increase in the demand for the other (Prices of Related Goods ice-cream vs. frozen yogurt)
Complements- two goods for which an increase in the price of one leads to the decrease in the demand for the other( used together hot fudge and ice cream) 
Shifts in demand curves
Prices of Related Goods, Income, Tastes (you’ll buy what you like), Expectations( future expectations), Numbers of Buyers

Supply Curve
Quantity supplied the amount of a good that sellers are willing and able to sell
Law of supply claim that things equal, the quantity supplied of a good rises when the price of the good rises
Supply schedule a table that shows the relationship between the price of a good and the quantity supplied 
Supply curve a graph of the relationship between the price of a good and the quantity supplied 

Shifts in Supply curve

Input Prices ice-cream: sugar, cream, flavor
Technology mechanized ice-cream machine, less money for workers
Expectations
Number of Sellers if ben and jerry were to retie, supply would go down

Equilibrium a situation in which the price has reached the level where quantity supplied equals quantity demanded
Eq. price the price that balances quantity supplied and quantity demanded
Eq. quantity the quantity supplied and the quantity demanded and the eq. price 
Surplus a situation in which quantity supplied is greater than quantity demanded
Shortage a situation in which quantity demanded is greater than quantity supplied 
Law of supply and demand the claim that the price of any good adjusts to bring the quantity supplied and the quantity demanded for that good into balance




Summary
- Economists use the model of supply and demand to analyze competitive markets. In a competitive market, there are many buyers and sellers, each of whom has little or no influence on the market price
- the demand curve shows how the quantity of a good demanded depends on the price
- according to the law of demand, as the price of a good falls, the quantity demanded rises (demand curve slopes downwards)
- in addition to price, other determinants of how much consumers want to buy include income, the prices of substitutes and complements, tastes, expectations and the number of buyers. If once changes, demand curve shifts 
- the supply curve shows how the quantity of a good supplied depends on the price. According to the law of supply as the price of a good rises, the quantity supplied rises supply curve slopes upwards
- in addition to price, other determinants of how much producers want to sell include input prices, technology, expectations and the number of sellers one chances, supply curve shifts
- the intersection of the supply and demand curves determines the market equilibrium the quantity demanded= the quantity supplied
- behavior of buyers and sellers naturally drives markets towards their equilibrium. When the market price is above the eq. price, there is a surplus of good which causes the market price to fall. When the market price is below the eq. price, there is a shortage which causes the market price to rise
- to analyze how any event influences a market, we use the supply-and-demand diagram to examine how the event affect the eq. price and quantity. Steps: we decide where the event shifts the curve or the  demand curve (or both) then we decide which direction the curve shifts. And lastly, we compare the new eq. with the initial eq. 
- in market economies, prices are the signals that guide economic decisions and thereby allocate scarce resources. For ever good in the economy, the price ensures that supply and demand are in balance. The eq. price then determines how much of the good buyers choose to purchase and how much sellers choose to produce. 
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Elasticity a measure of the responsiveness of quantity demanded or quantity supplied to one of its determinants 

Price elasticity of demand a measure of how much the quantity demanded of a good responded to a change in price of that good; computed as the percentage change in quantity demanded divided by the percentage change in price 

Elastic if quantity demand responds substantially to changes in a price
Inelastic  if quantity demand responds only slightly to changes in the price

Availability of Close Substitutes: Goods with close substitutes (butter and margarine) tend to have more elastic demand because its easier for consumers to switch that good to others 

Necessities vs. Luxuries: necessities are inelastic, while luxuries are elastic 

Definition of the Market: elasticity of demand in any market depends on how we draw the boundaries of the market; narrowly defined markets are more elastic than broadly defined because its easier to find close subs. for narrowly goods
- ex. Broad: food; can be substituted vs. ice-cream be changed for another desert 

Time Horizon:  more elastics over longer time horizons; ( gas prices rise, demand decreases slightly eventually people buy hybrids, TTC)

Computing the Price Elasticity of Demand

Price Elasticity= percentage change in quantity demanded / percentage change in price 

The midpoint method

Price Elasticity= (Q2 –Q1) / [(Q2+Q1)/2] OVER (p2-p1)/[(p2+p1)/2]
Numerator: percentage change in quantity computed using midpoint 
Denominator: percentage change in price computed using midpoint 

Variety of Demand Curves
· is elastic when the elasticity is greater than 1, so quantity moves proportionally more than price 
· inelastic when elasticity is less than 1, so quantity moves less than the price
· if exactly 1, they move same amount : unit elasticity


Total Revenue
· the amount paid by buyers and received by sellers of a good, computed as the price of the good times the quantity sold 
· P X Q
· Inelastic: move same direction
· Elastic: move in opposite directions
· Unit Elastic: remains constant 

Elasticity and Total Revenue along a Linear Demand Curve
· when points with a low price have a high quantity, demand curve is inelastic
· at points with a high price, and low quantity, demand curve is elastic

Other Demand Elastics 
The Income Elasticity of Demand
· measures how the quantity demand changes as consumer income changes; percentage change in quantity demanded / percentage change in income
· Income Elasticity of Demand= % change in quantity demanded/ % change in income 

The Cross-Price Elasticity of Demand 
· Cross price elasticity of demand= % change in quantity demand of good1/ % change in price of good 2
· Measures how much the quantity demanded of one good responds to a change in the price of another good 

The Price Elasticity of Supply and its Determinants 
· measures how much the quantity supplied responds to changes in the price
· supply of a good: elastic if quantity supplied responds substantially in price
· its inelastic if responds slightly to changes in the price 
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Supply, Demand, And Government Policies

Price Ceiling a legal maximum on the price at which a good can be sold
Price Floor a legal minimum on the price at which a good can be sold

How Price Ceilings Affect Market Outcomes
- 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

How Price Floors Affect Market Outcomes
- a binding price floor causes a surplus

Evaluating Price Controls 
- balance supply and demand
- aimed at helping the poor

Taxes
- raise revenue for public projects, such as roads, schools and national defense
tax incidence the manner in which the burden of a tax is shared among participants in a market 

Buyers Effect Market Outcome
- on the demand; shifts demand curve
- which way it shifts
- see effects by the equilibrium 
- taxes discourage market activity; when its taxed, quantity of the good old is smaller in the new equilibrium 
- buyers and sellers share the burden of taxes; buyers pay more, sellers receive less

Sellers Effect Market Outcome
- shifts supply curve
- which way it shifts
- effects on equilibrium
- buyers and sellers share the same burden

Elasticity and Tax Incidence
- tax burden falls more heavily on the side of the market that is less elastic 
- small elasticity on demand: buyers do not have good alternatives to consuming this good
- on supply: sellers do not have good alternatives to producing this good 
- when taxed, side with fewer good alternatives cannot easily leave the market and must, bear more of the burden of the tax
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