Chapter 1: The Essence of Economics
Limited Resources == Limited Goods/Services < Unlimited Desires
Scarcity/Constraints

Decreasing Marginal Product => Increasing Marginal Cost => Upward Sloping Supply Curve

Outputs \
Yoo : AN

Production Function,... y = f (x),....technology

X Inputs / Resources / Factors of Production
Scarcity The situation in which unlimited wants exceed the limited resources available to fulfill those wants.

Trade-off The idea that because of scarcity, producing more of one good or service means producing less
of another good or service.

Scarcity == Tradeoffs == Choice

Economics The study of the choices people make to attain
their goals, given their scarce resources.

Scarcity

Limited Resources == Limited Goods/Services < Wants
Poverty

Limited Resources ==> Limited Goods/Services < Needs

U.S Poverty Rate
% Below Poverty Level

16 (37 million people in poverty )
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8 Principles of Economic Thinking

The use of scarce resources to produce a good is always
«  Tradeoffs
«  Opportunity cost

Individuals behave & economize

»  Weigh cost & benefits of actions

«  Maximize utility subject to a budget constraint

«  Minimize costs subject to a technology and output

Matter
Q. D.=F(P; Income, tastes, expectations,.....)
+ Q.S.=F(P;technology,...... )

Focus on
«  Marginal Analysis: Compare marginal costs to marginal benefits

«  Optimal decisions are made on the margin,...spend a little more, save a
little less vs. all or nothing

«  Anactivity should be continued to the point where the marginal benefit
is equal to the marginal cost.

8 Principles of Economic Thinking

Information is scarce => is fact of life

Economic events => primary and
« Law of unintended consequences
« Effective policy evaluation looks for indirect effects

Value of goods/services are

The test of an economic theory is its ability to and
events in the real world
- Positive analysis: Analysis concerned with what is.
- Normative analysis: Analysis concerned with what ought to be.
— Equity: The fair distribution of economic benefits.
— Equity Tradeoff: Increase equity => decrease efficiency




4 Pitfalls to avoid in Economic Thinking

1. Violation of
« Hold “other things equal”
2. do not guarantee desirable outcomes
« Unsound proposal => undesirable outcomes
« Political games
3. Fallacy of
- Erroneous view that what is true for the individual is also true for
the whole
«  Micro vs Macro Economics
4. Association is not
« Logical fallacy: Post Hoc Ergo Propter Hoc
The Market A group of buyers and sellers of a good or service and the
institution or arrangement by which they come together to trade.
Price Determined by Utility Maximization
Marginal Benefit per unit
Maximum willingness to pay S
Determined by Profit Maximization
P* e Marginal Cost per unit

Minimum willing to receive

Voluntary exchange The situation that occurs in markets
when both the buyer and selfler of a product
are made better off by the tr?nsaction.

Q* Quantity Demanded/Supplied




The Market Model

Price Economic models make behavioral assumptions about the motives of consumers and firms.
S
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Determined by Utility Maximization
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Market economy An economy in which the
decisions of households and firms interacting in
X markets allocate economic resources.

Inputs

. . Centrally planned economy An economy in which
Production Function the government decides how economic resources
will be allocated.




Price Market

AN

P* b3 ; Productive efficiency
! The situation in which a good or service
is produced at the lowest possible cost.

D
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Q*
/ Quantity Demanded/Supplied

Allocative efficiency A state of the economy in which production
reflects consumer preferences; in particular, every good or service is produced

up to the point where the last unit provides a marginal benefit to consumers
equal to the marginal cost of producing it.

1st Theorem of Welfare Economics
Markets == firm competition & voluntary exchange == Efficient Outcome

Price Market

P*

Y
Quantity Demanded/Supplied

Every society must answer 3 fundamental questions:

» What goods and services will be produced?

» How will the goods and services be produced?
» Who will receive the goods and services produced?




Valve = Price
# of threads = elasticity

Quantity Supplied per year
Inflow/Production

N
\\/

Adam Smith’s
Invisible Hand
Quantity demanded
per year
Outflow/Sales

Water/Inventory/Stock

Equilibrium Condition
Inflow = Outflow
QS = QD

Determines Price/Valve turns

Homework 1
Due Friday February 2

Problems and Applications,.... pages 19-20

Problems 5,11,13,15

Problems and Applications,.... pages 29-30
Problems 1,3,5




