Economics

Q1 Exam Study Guide

Topics to focus on:

· Supply and demand graphing – questions similar to the last test

· Supply and demand definitions and basic knowledge

· Supply

· Demand

· Law of supply

· Law of demand

· Factors effecting supply curve shape and supply shifts

· Factors effecting demand curve shape and demand shifts

· Equilibrium, surplus and shortage

· Concept of elasticity – factors effecting it, shape of curves, long vs. short term

· Great economists – know key ideas/contributions of each of the eight (see guide)

· Production possibilities curve

· Economic concepts underlying the curve – scarcity, choice, trade-offs 

· Points on, outside or inside the curve – what do they represent?

· Changes in the curve under different scenarios

· Circular flow diagram

· Factors of production – land, labor, capital, entrepreneurship

· Factor market

· Goods and services market

· Be able to draw a diagram, label the parts and showing the relationships

· Key principals of economics

· Incentives matter

· Correlation ≠ causation

· Normative vs. positive economics

· Fallacy of secondary effects

· Thinking at the margin

· Scarcity vs. shortage

· Markets are an effective way to allocate resources but they sometimes fail

· Economic systems

· Three key questions all economic systems and societies must address

· Market economy – definition, how it answers the key questions

· Command economy – definition, how it answers the key questions

· Mixed economy – definition, how it answers the key questions

· Traditional economy – definition, how it answers the key questions

· Continuum and where various countries are placed, incl.

· HK/Singapore – nearest to market end of continuum

· USA

· Europe (Nordic model – represented by Sweden)

· China

· North Korea

Textbook concept review

A need is something that is necessary for survival. 

A want is an item that we desire but that is not essential to survival.

Economics is the study of how people seek to satisfy their needs and wants by making choices.

Goods are physical objects. Services are actions or activities that one person performs for another.

Scarcity implies limited quantities of resources to meet unlimited wants. 

Shortage occurs when producers will not or cannot offer goods and services at the current prices.

Factors of production: land, labor, capital. Physical capital includes buildings, tools, and machines. Human capital is the knowledge and skills a worker gains through education and experience. Entrepreneurs utilize factors of production to make profits.

Trade-offs is what we give up when we choose one course of action over another.

Opportunity cost is the most desirable alternative given up as the result of a decision.

Guns or butter is the trade-offs a country face, military goods vs. consumer goods.

Thinking at the margin- deciding whether to do or use one additional unit of some resource. 

Once the opportunity cost outweighs the benefits, no more units should be added.

Production possibilities curve shows a range of ways to use the economy’s productive resources.

Production possibilities frontier is the line on a pp graph that shows maximum possible output. Efficiency means using resources in such a way as to maximize the production of goods and services. Underutilization means using fewer resources than an economy is capable of using.
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Cost is the alternative we give up when we choose one option over the other.

Law of increasing costs states that as production switches from one item to another, more and more resources are necessary to increase the production of the second item.

Factor payments are the income people receive for supplying factors of production, such as land, labor, or capital.

Market is an arrangement that allows buyers and sellers to exchange things. Specialization is the concentration of the productive efforts of individuals and firms on a limited number of activities. 

Household is a person or group of people living in the same residence.

Firm is an organization that uses resources to produce a product, which it then sells.

Factor market is a market in which firms purchase the factors of production from households.

Profit is the financial gain made in a transaction.

Product market is a market in which households purchase the goods and services that firms produce. 
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Self-interest is one’s own personal gain. 

Incentive is an expectation that encourages people to behave in a certain way. 

Competition is the struggle among producers for the dollars of consumers.

Advantages of a free market

· Economic efficiency- producers make only what consumers want, when they want it, and generally at prices they are willing to pay. It satisfies everyone.

· Economic freedom- freedom of workers to work where they want, firms to produce what they want, and consumers to buy what they want.

· Economic growth- competition encourages innovation and growth. Entrepreneurs are always looking for the most profitable business and what people want most.

· Additional goals- consumer sovereignty is the power of consumers to decide what gets produced.
Articles review

Correlation Versus Causation
· A and B coexist ≠ A(B nor B(A
· A and B coexist = A(B or B ( A or C(A&B or some other things, we don’t know
Fallacy of Secondary Effects: Broken Glass

· A broken glass results in a $250 raise in consumption. This consumption leads to another consumption. The thing is endless. The public menace was a public benefactor.

· A broken glass results in a $250 loss which might’ve been used to consume. This lack of consumption leads to another. The thing is endless. 

· However, the latter case is often ignored. We only see what is immediately visible to the eye.

Lecture

An economic system describes the methods used by societies to produce and distribute goods and services. The economic system a society employs reflects that society’s goals and values.

	What goods and services to produce?
	How to produce them?
	Who gets to consume them?

	· allocation of resources

· guns and butter
	· human labor vs. machinery

· renewable vs. carbon based energy sources
	· distribution based on wealth vs. need

· political vs. financial


	Economics goals

	Economic efficiency
	Making the most of resources

	Economic freedom
	Freedom from government intervention in decisions on the production and distribution of goods and services

	Economic security and predictability
	Assurance that goods and services will be available, payments will be made on time, and a safety net will protect individuals in times of economic disaster

	Economic equity
	Balanced distribution of wealth

	Economic growth and innovation
	Innovation => economic growth, and economic growth => a higher standards of living

	Other goals
	Societies pursue additional goals, such as environmental protection.

	
	Advantages
	Disadvantages

	Traditional economy
	Certainty – roles all predetermined

Stability and safety – social net
	Low standard of living

Little innovation = vulnerable to external shocks

	Market economy
	Encourages innovation and growth

Relatively high efficiency

High degree of freedom and choice
	Unequal distribution of benefits (poverty)

Personal uncertainty and insecurity

Subject to boom and bust cycle

	Command economy
	Potential fairness

Safety net – free services (education, health)

Easy to mobilize resources quickly to achieve national or societal goals
	Relatively low efficiency

Weak incentives for hard work

Little consumer choice / economic freedom

	Mixed economy
	Reasonable innovation and efficiency

Basic economic safety net

Basic services guaranteed for all (fairness)
	Some wasted or misallocated resources

Potentially slower growth than market system

Less consumer choice

Higher taxes


The Great Economists

Adam Smith

· Wealth of Nations (pub. 1776) in which he coined the term “Invisible Hand”

· Believed markets are an effective way to allocate resource – no need for a central organization (e.g. government) deciding the key economic questions

· Described how the division of labor / specialization + propensity to trade motivated by self interest = economic prosperity

· Was not a laissez-faire ideologue – saw role for government in preventing monopolies, regulating banks, insuring property rights are protected and contracts enforced

Thomas Malthus

· Described how population grows exponentially while food supplies only grow arithmetically

· Saw the above as inevitably leading to famine/disease and keeping wages at subsistence level

· Was opposed to relief for the poor because it would just cause them to have more children

· But believed that government should provide public education to get the poor to have fewer children

John Stuart Mill

· Follower of Jeremy Bentham – father of Utilitarianism

· Utilitarianism favors any choice that brings the greatest good to the greatest number of people

· Supported free markets; big believer of competition and free trade

· But thought that questions of production and questions of distribution could be separated

· Thought that if government took steps to deal with income inequality, socialism would not be needed

Karl Marx

· Co-author of the Communist Manifesto

· Believed in a “labor theory of value,” i.e. that goods only have value to the extent of the labor embodied in them; only way firms make profit is by paying workers less than the “value” they create

· Over time, capitalists introduce labor saving machinery, which puts more workers out of work, which means less demand for goods and services produced by firms, which causes boom and bust cycles, etc.

· Eventually, the system will collapse as workers rise up to overthrow capitalism and impose socialism

Frederic Hayek

· Wrote “The Road to Serfdom” and is associated with the Austrian School of economics

· Believed strongly in free markets and was opposed to any form of government intervention

· Thought that prices are the best way to allocate resources since they embody the collective information of millions of people; government planners can never have this much information

· Was a strong proponent of democracy and was against any form of socialism

Joseph Schumpeter

· Coined the term “creative destruction”

· Focused on how innovation and entrepreneurship drives economic growth

· Described how economy goes through cycles: new innovation=> opportunity for abnormal profit=> rush of investment=> profits shrink as field gets crowded => economy contracts => firms go out of business (destruction) but this sets the stage for a new cycle of innovation (thus, the destruction is ultimately creative)

· Saw great depression as natural phenomenon – just need to wait it out

· Famously asked “Can Capitalism Survive?” and answered “No” because he thought people would get frustrated with boom and bust cycles and accept socialism – even though he was in favor of free markets and against socialism

John Maynard Keynes

· Author of General Theory of Employment, Interest and Money (1936)

· Opposed the view that the depression will naturally run its course and all will be well in the long run; famously said “in the long run we are all dead.”

· Believed depressions were caused by too much saving and too little demand; the way to fight them was for government to temporarily stimulate demand by spending – cutting taxes, building bridges and other infrastructure, anything!

Joseph Stiglitz

· Famous for his argument that the invisible hand only works if there is perfect information (i.e., everyone in a transaction has the same information); since this is rarely the case, the invisible hand often doesn’t work

· Supports free markets, and opposes extreme socialism, but believes the government needs to play an active role to insure markets reach the right outcome

· Has written a lot on issues of international development and poverty and on environmental problems

Textbook

Factor payments are the income people receive for supplying factors of production.

Patriotism is the love of one’s country.

Safety net is the set of government programs that protect people experiencing unfavorable economic conditions.

Standard of living is the level of economic prosperity.

Socialism is a social and political philosophy based on the belief that democratic means should be used to distribute evenly throughout a society.

Communism is characterized by a centrally planned economy with all economic and political power resting in the hands of the central government.

Authoritarian governments exact strict obedience from their citizens and do not allow individuals freedom of judgment and action.

Collectives were large farms leased from the state to groups of peasant farmers.

Heavy industry requires a large capital investment to produce items used in other industries.

Laissez faire is the doctrine that government generally should not intervene in the marketplace.

Private property is property that is owned by individuals or companies, not by the government or the people as a whole.

An economic system characterized by private or corporate ownership of capital goods is called free enterprise.

A continuum is a range with no clear divisions.

Transition is a period of change in which an economy moves away from central planning toward a market-based system. To make the transition, state firms must be privatized, sold to individuals.

Demand (the desire to own something and the ability to pay for it)
Law of demand- consumes buy more when price decreases and less when price increases.
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	Moving from any two points on the curve is a change in QUANTITY DEMANDED.

Substitution effect

If you are fine with either A or B, then as the price of A increases, your demand for A will decrease and demand for B will increase.

Income effect

Rising prices make us feel poorer. As the price of A decreases, you buy less of A, meanwhile you buy less of other good too.


	
	Price of A increases
	Price of A decreases

	
	Consumption of A
	Consumption of other goods
	Consumption of A
	Consumption of other goods

	Substitution
	↓
	↑
	↑
	↓

	Income
	↓
	↓
	↑
	↑

	Combined
	↓
	?
	↑
	?


Demand schedule- the quantity of a good a person will buy at each different price.

Market demand schedule- the quantity of a good all consumes in a market will buy at each different price.

Shift in DEMAND
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Price of Substitutes – e.g. an increase in price of pork might increase the demand for beef, and vice versa
Price of Complements – e.g. an increase in the price of gas might decrease the demand for SUVs
Personal Income – usually, when personal income goes up, people tend to spend more freely on a range of things *
Taste – e.g. popularity of coffee in China; demand for cigarettes as health effects become known; etc.

Population – important for looking a demand curves across a country or other group of people (“individual” vs. “market” demand curves)

Expectations – if you believe prices are going up, you will probably buy more of something now; if there’s a sale coming, you will buy less and wait

Other – e.g. climate, age structure of population, income distribution, government policies, etc.
Elasticity of Demand- a measure of how consumes react to a change in price

How to calculate elasticity?

Percentage change in quantity demanded / Percent change in price

Elastic describes demand that is very sensitive to a change in price (elasticity > 1).

Inelastic describes demand that is not very sensitive to a change in price (elasticity < 1).

Unitary elastic is when elasticity = 1.

Factors affecting elasticity

Availability of substitutes

If there is little alternative, then if the prices increase you might still buy it.

Relative importance

If you originally spent a great amount on a good, a change in price will make you cut back the demand. If you originally spent a tiny amount on a good, a change in price wouldn’t cause you to change anything.

Necessities versus luxuries

The demand for necessities (drugs) is inelastic. The demand for luxuries (steak) is elastic.

Change over time

Demand is sometimes inelastic in the short term, but becomes elastic overtime.

Total revenue- the total amount of money a firm receives by selling goods or services

	Elastic demand
	Inelastic demand

	price ↓
total revenue ↑
	price ↑
total revenue ↓
	price ↓
total revenue ↓
	price ↑
total revenue ↑


Supply (the willingness and ability of firms to produce a given quantity of a good or service)
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	Moving from any two points on the curve is a change in QUANTITY SUPPLIED.

Profit Maximizing Behavior of Firms 
since firms seek maximize their profit, they will keep producing so long as their marginal cost is less than their marginal benefit
Increasing Marginal Costs of Production

as firms increase production, the cost of each new unit is higher than the cost of the last unit…this is also known as decreasing marginal returns


Shift in SUPPLY
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Input Costs – changes in the cost of land, labor or capital, i.e. higher oil prices, increase in minimum wage, etc. 
Technology – a breakthrough in chip technology might shift the supply curve out; the loss of rights to use of a patent might shift the supply curve in
Price of Alternative Goods – e.g. if the price of broccoli increases, farmers might shift land away from growing lettuce, so the supply of lettuce decreases
Expectations – could be expectations of future demand, expectations of input price changes, or both
Government Intervention – indirect taxes (sales taxes or VAT), producer subsidies, direct regulations, or trade restrictions
Number of Suppliers – distinction between individual producer’ supply curve and the supply curve for a region, country, or the globe
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When supply and demand are equal (i.e. when the supply function and demand function intersect) the economy is said to be at equilibrium.
At this point, the allocation of goods is at its most efficient because the amount of goods being supplied is exactly the same as the amount of goods being demanded.
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Excess Supply 
If the price is set too high, quantity demanded will be less than the quantity supplied. There will be an excess supply.
Excess Demand

When the price is set too low, there will be more quantity demanded than quantity supplied. There will be an excess demand.
Elasticity of supply is just the same concept as elasticity of demand, but based on supply.
Result of Shifts in Supply and Demand

	Demand
	Supply
	Equilibrium Price
	Equilibrium Quantity

	↑
	
	↑
	↑

	↓
	
	↓
	↓

	
	↑
	↓
	↑

	
	↓
	↑
	↓


Prices

Price is an incentive. Law of supply and law of demand describe how people and firms respond to a change in prices. Prices tell whether goods are in short supply or readily available.

Price is a signal. A high price shows that something is in great demand and that firms should produce more. A low price shows that something is overproduced.

Flexibility. When a supply shift or a demand shift changes the equilibrium in a market, price and quantity need to change. Supply stock is a sudden shortage of a good. Rationing is a system of allocating scarce goods and services using criteria other than price.

Black market is a market in which goods are sold illegally.

Market problems

Imperfect competition can affect prices, and higher prices can affect consumer decisions. 

Spoiler costs are costs of production that affect people who have no control over how much a good is produced.
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