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Thinking Like an Economist

Economics trains you to. ...
Think in terms of alternatives. —

Evaluate the cost of individual and social —
choices.

Examine and understand how certain events —
and issues are related.
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POSITIVE VERSUS
NORMATIVE ANALYSIS

Positive statements are statements that -
attempt to describe the world as it is.
Called descriptive analysis —

Normative statements are statements about -
how the world should be.

Called prescriptive analysis —
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The production possibilities frontier is 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.
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Figure ¥ A Shift in the Production Possibilities

Quantity of
Cars Produced
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Concepts of Production Possibilities Frontier

Efficiency>

Tra o;ni

Economic Grgwthf)

Yy

A PARABLE FOR THE MODERN
ECONOMY

Imagine . . . °
only two goods: potatoes and meat °

* only two people: a potato farmer and a cattle
rancher

* What should each produce?
* Why should they trade?
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Table Y The Production Opportunities of the Farmer

and Rancher

Amount of Meat

Minutes Needed to or Potatoes
Make 1 Ounce of: Produced in 8 Hours
Meat Potatoes Meat Potatoes
Farmer 60 min/oz 15 min/oz 8oz 320z
Rancher 20 min/oz 10 min/oz 24 oz 48 oz

Copyright © Y- ¢ South-Western

Production Possibilities

Self-Sufficiency -
By ignoring each other: °

Each consumes what they each produce. *
The production possibilities frontier is also the ©

consumption possibilities frontier.

Without trade, economic gains are diminished. °

Copyright© Y+« ¢ South-Western
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Figure Y The Production Possibilities Curve

(a) The Farmer’s Production Possibilities Frontier

Meat (ounces)

If there is no trade,

the farmer chooses
A ¢ this production and
consumption.
< A
AN YY Potatoes (ounces)

Figure Y The Production Possibilities Curve

(b) The Rancher ’s Production Possibilities Frontier

Meat (ounces)
Y:

If there is no trade,
the rancher chooses
this production and
consumption.

ve A
Potatoes (ounces)
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Specialization and Trade

The Farmer and the Rancher Specialize and
Trade

Each would be better off if they specialized in *
producing the product they are more suited to
produce, and then trade with each other.

The farmer should produce potatoes.

The rancher should produce meat.

Copyright© Y+« ¢ South-Western

| Table Y The Gains from Trade: A Summary

Farmer Rancher

Meat Potatoes Meat Potatoes

Without Trade:
Production and Consumption 4 oz 16 0z 12 0z 24 0z

Copyright © Y- ¢ South-Western
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Table Y The Gains from Trade: A Summary
Farmer Rancher
Meat Potatoes Meat Potatoes
Without Trade:
Production and Consumption 40z 16 oz 12 0z 24 0z
With Trade:
Production 0oz 320z 18 oz 120z
Trade Gets50z Gives 150z  Gives50z  Gets 15 0z
Consumption 50z 17 oz 13 0z 27 0z
Gains from Trade:
Increase in Consumption +10z +10z +1 0z +3 0z
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The Circular-Flow Diagram

The circular-flow diagram is
a visual model of the
economy that shows how
dollars flow through markets
among households and
firms.

The interdependence of goods and factors markets

FIRMS
(suppliers of goods and services,
demanders of factor services)

HOUSEHOLDS
(demanders of goods and services,

ll I!P
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The Circular Flow of Goods and Service s

Goods and Services

Goods and Services Market

¢ Pandcipants

Households

Factors Market

i ]

ey ;H"( Resources
N

['he Circular Flow
MARKETS
Revenue FOR Spending
GOODS AND SERVICES
Goods Spasieol! Goods and
and services +Households buy services
sold bought
FIRMS HOUSEHOLDS
*Produce and sell *Buy and consume
goods and services goods and services
+Hire and use factors +Own and sell factors
of production of production
Factors of MARKETS Labour, land,
production FOR and capital
FACTORS OF PRODUCTION
Wages, rent, *Households sell Income
and profit *Firms buy
~——»  =Flow of inputs
and outputs
—» =Flow of dollars
ot
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Demand Schedule

The demand schedule is a table that
shows the relationship between the
price of the good and the quantity
demanded.
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Demand Schedule

Price of Quantity of
Ice-Cream Cone Cones Demanded

$0.00 12
0.50 10
1.00 8
1.50 6
2.00 4
2.50 2
3.00 0

Demand Curve

The demand curve is a graph of the
relationship between the price of a
good and the quantity demanded.
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Figure Y Catherine’s Demand Schedule and
Demand Curve
Price of Quantity of
Price of Ice-Cream Cone  Cones Demanded

Ice-Cream Cone $0.00 12

$r,ee 0.50 10

1.00 8

1.50 6

Y00 2.00 4

2.50 2

). Adecrease | 300 o
in price . \’l
V,04
Y,
,b~

| | | | | Ii |
Y Y Y ¢ o 1 Y A 4 ). \Y Quantity of
= Ice-Cream Cones
Y. ... increases quantity
of cones demanded.

1Py R

4:(P, =)0, =N
B:(P,=Y,0, =%

szxv_:g

A%
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Changes in Quantity Demanded

Price of Ice-

gm': A tax that raises the

price of ice-cream

s cones results in a

,QQ ...........................
movement along the
demand curve.
\,00 ............................ | ................................... !
D

- & <& A Quantity of Ice-Cream Cones
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» Consumer income

* Prices of related goods
» Tastes

+ Expectations

* Number of buyers

Figure Y Shifts in the Demand Curve

Price of
Ice-Cream
Cone
Increase
in demand

Decrease
in demand

Demand
curve, Dy
Demand
curve, D,
Demand curve, Dy
Quantity of

Ice-Cream Cones
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« Consumer Income

— As income increases the demand for a
normal good will increase.

— As income increases the demand for an
inferior good will decrease.

A%
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Consumer Income
Normal Good JL; Y

Price of Ice-
Cream Cone

Wyee An increase
Y,0¢ in income...
Yo F-—-=—-—=--)&—"-""""-----
\ : Increa:se
0 | in demand
Ve :
1
1
1
0,00 I D‘.
: D\ Quantity of
. : Ice-Cream
v ¢+ ) Y Y0 TV A QY Y Cones

Consumer Income
(cwmw sYW)INferior Good

Price of Ice-
Cream Con

$Y,0 .

T,0¢ An Increase

Yoo in income...

Decrease

1,0¢ in demand

),¢0

Quantity of

Ice-Cream
vy + Y YYZ0 1T VA a1« )Y Cones




Irmgn.ir

e ool g bl Y cwd o
Lolss
* Prices of Related Goods

— When a fall in the price of one good, reduces

the demand for another good, the two goods
are called substitutes ( ivl> sb¥Y5).

— When a fall in the price of one good,

increases the demand for another good, the
two goods are called complements ( sl¥ls
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() JaSo YIS Caad alS

$Y,e

Y,00

T,oo ——————

1,0

1,¢0

1
(SLalEs s o8
s |

2 ¢+ Y YYZ0o1TVAAQY NY

| Table ) Variables That Influence Buyers

Variable A Change in This Variable.. . .
Price Represents a movement along the demand curve
Income Shifts the demand curve

Prices of related goods
Tastes

Expectations

Number of buyers

Shifts the demand curve
Shifts the demand curve
Shifts the demand curve
Shifts the demand curve
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AY

Ben's Supply Schedule

Price of Quantity of
Ice-Cream Cone Cones Demanded

$0.00
0.50
1.00
1.50
2.00
2.50
3.00

u b W N = OO
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Supply Curve

The supply curve is the graph of
the relationship between the price
of a good and the quantity
supplied.

Figure ¢ Ben's Supply Schedule and Supply Curve

Price of Price of Quantity of
Ice-Cream Ice-Cream Cone Cones Demanded
Pl $0.00 0
$Y, e

0.50 0
1.00 1
Y,0n 1.50 5

Y. An g
. _T 2.00 3
increase 250 a
in price ... =0 5

I 1 1 1 | 1 | 1
VoY Y_ g e 1 ¥V A 4 Y« V)Y Quantity of
| Ice-Cream Cones

Y. ... increases quantity of cones supplied.
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Market Supply versus Individual
Supply

» Market supply refers to the sum of all
individual supplies for all sellers of a
particular good or service.

» Graphically, individual supply curves
are summed horizontally to obtain the
market supply curve.
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Shifts in the Supply Curve

Input prices

Price of Related Goods
Technology

Tax and subsidy
Expectations

Number of sellers

Shifts in the Supply Curve

« Change in Quantity Supplied
— Movement along the supply curve.

— Caused by a change in anything that alters
the quantity supplied at each price.
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Change in Quantity Supplied
Price of Ice-
Cream S
Cone
$Y,¢ S T !
:  Arise in the price
of ice cream
cones results in a
movement along
Vooo bt the supply curve.
Quantity of
Ice-Cream
. \ » O Cones

Shifts in the Supply Curve

* Change in Supply as,c ;o i
— A shift in the supply curve, either to the
left or right.

— Caused by a change in a determinant other
than price.
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Figure v Shifts in the Supply Curve

Price of
Ice-Cream Supply gurve, Sy Suop)
Cone pply
curye, S,
Supply
Decrease curve, Sy

in supply

Increase
in supply

Quantity of
Ice-Cream Cones

Variable A Change in This Variable . . .

Price Represents a movement along the supply curve
Input prices Shifts the supply curve

Technology Shifts the supply curve

Expectations Shifts the supply curve

Number of sellers Shifts the supply curve

Copyright©" - - ¢ South-Western
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SUPPLY AND DEMAND
TOGETHER

« Equilibrium refers to a situation in
which the price has reached the level
where quantity supplied equals
quantity demanded.

SUPPLY AND DEMAND
TOGETHER

* Equilibrium Price
— The price that balances quantity supplied and
quantity demanded.
— On a graph, it is the price at which the supply
and demand curves intersect.
* Equilibrium Quantity
— The quantity supplied and the quantity
demanded at the equilibrium price.

— On a graph it is the quantity at which the
supply and demand curves intersect.
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SUPPLY AND DEMAND TOGETHER

Demand Schedule Supply Schedule
Price of Ice-Cream Cone Market Price of Ice-Cream Cone  Market
$0.00 19 $0.00 0
0.50 16 0.50 0
1.00 13 1.00 1
4

At $Y,- +, the quantity demanded
is equal to the quantity supplied!

Figure A The Equilibrium of Supply and Demand

Price of
Ice-Cream
Cone Supply
_~ Equilibrium price / Equilibrium
$Y, 0

Equilibrium Demand

/quantity
AN I Iy I |

T S T - T U R S S IO B B B AR K
Quantity of Ice-Cream Cones
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Figure 9 Markets Not in Equilibrium

(a) Excess Supply

Price of
Ice-Cream Supply
Cone Surplus

A
$Y,0

oo o

~ ~~

Demand
8 i A Quantity of
Quantity Quantity Ice-Cream
demanded supplied Cones

» Surplus
— When price > equilibrium price, then
quantity supplied > quantity demanded.
» There is excess supply or a surplus.

» Suppliers will lower the price to increase sales,
thereby moving toward equilibrium.
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» Shortage
— When price < equilibrium price, then
quantity demanded > the quantity
supplied.
* There is excess demand or a shortage.

» Suppliers will raise the price due to too many
buyers chasing too few goods, thereby moving
toward equilibrium.

Figure 9 Markets Not in Equilibrium

(b) Excess Demand

Price of
Ice-Cream Supply
Cone

Demand
£ ¥ A Quantity of
Quantity Quantity Ice-Cream

supplied demanded Cones
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» 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.

Three Steps to Analyzing Changes in
Equilibrium

» Decide whether the event shifts the supply
or demand curve (or both).

» Decide whether the curve(s) shift(s) to the
left or to the right.

» Use the supply-and-demand diagram to
see how the shift affects equilibrium price
and quantity.
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Figure Y+ How an Increase in Demand Affects the

Equilibrium
Price of
Ice-Cream ). Hot weather increases
Cone the demand for ice cream . . .

Supply

$Y,0. New equilibrium
/" N
Y. ...resulting ™~ Initial
in a higher equilibrium
price . . .
\ D;
D4
v/—> Y. Quantity of

Y. ...and a higher Ice-Cream Cones

quantity sold.

Three Steps to Analyzing Changes in
Equilibrium

 Shifts in Curves versus Movements along
Curves
— A shift in the supply curve is called a change
in supply.
— A movement along a fixed supply curve is
called a change in quantity supplied.

— A shift in the demand curve is called a change
in demand.

— A movement along a fixed demand curve is
called a change in quantity demanded.
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Figure 'Y How a Decrease in Supply Affects the

Equilibrium

Price of : :
Ice-Cream ). An increase in the
Cone price of sugar reduces
s the supply of ice cream. . .
Al
S,

1

Y. ...resulting /

in a higher
price of ice
cream. .. /

L ¢ <—\v Quantity of

Y....and alower Ice-Cream Cones
quantity sold.

|nitial equilibrium

Demand

Supply or Demand Shifts?

No Change in Supply An Increase in Supply A Decrease in Supply
No Change in Demand P same P down Pup

Q same Qup Q down
An Increase in Demand Pup P ambiguous Pup

Qup Qup @ ambiguous
A Decrease in Demand P down P down P ambiguous

Q down Q ambiguous Q down

CopyrightOY. - ¢_South-Western
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