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CHAPTER OVERVIEW

1: Overview

Upon completion of this module, you will be able to:

Describe the science of economics.
Use the supply and demand to explain economic relationships and the consequences of surpluses and shortages.
Explain the production possibilities curve and how it represents the opportunity costs associated with production decisions.
Use the production possibilities curve to illustrate and distinguish between the concepts of scarcity, law of increasing
opportunity cost, inefficiency, unemployment, and economic growth.
Recount some of the market failures of the market mechanism as well as the government failures associated with
government directives.
Recount the benefits to society that result from a free market economy.

1.1: What is Economics?
1.2: Scarcity and Choices
1.3: The Economy
1.4: Production Possibilities
1.5: Reality Shot
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1.1: What is Economics? 1.1: What is Economics?Edit Update titlecancel
Economics can intimidate some people. Some treat economics like a language they should know but have not had the time to
become fluent. This so-called inarticulateness, in most cases, is only an illusion. Everyone has more experience and expertise in
economics than they think.

The main reason people cannot hear their inner economic voice is mainly due to a misunderstanding. There tends to be a
misunderstanding regarding the simple principle at the core of economics.

Are you ready for it?

Here it is.

ECONOMICS IS THE STUDY OF CHOICE!

That’s all there is. So, if you make choices then you have some experience with economics. This principle says something about the
importance of economics. It is everywhere and is practiced by everyone.

Choices are made every day by billions of people. Some are made easily, and some are excruciatingly difficult. Be it easy or hard,
most people do their best to avoid making choices. And there is a very simple reason for this. All choices must cost something.
THERE ARE NO FREE CHOICES!
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1.2: Scarcity and Choices 1.2: Scarcity and ChoicesEdit Update titlecancel
If there are no free choices, what then forces people to do something that will exact a cost?

Scarcity 

Scarcity is the lack of enough resources to satisfy all desired uses of those resources.

Scarcity of time, money, or resources creates a situation where one cannot do everything; he/she desires. They are forced to choose
something over another.

The cost of every choice we make is based on the value of what we must give up.

You have only one choice from three options:

Let’s say you choose option B.

Question: what is the cost of your decision?

A?

C?

A+C?

Solution
Since you can choose only one option, it does not make sense that the cost of your choice is the value of both A and C. If you
could not choose B, then you would have to choose between A or C. Therefore, the cost of your choice is the value of your
most favored second option.

Opportunity Costs 

Opportunity cost is the most desired goods or services that are forgone in order to obtain something else.

It is what is given up for getting something else. This is how economists refer to the costs incurred from decision making.

To give you an idea of how the concept of opportunity cost is used, here is a quote from August 7th, 2008, issue of the Economist.
The article discusses the consequences of seeking an MBA degree.

“The biggest cost of undertaking an MBA is often the earnings forgone while studying. In
difficult times those earnings may fall or even disappear, reducing the opportunity cost of
taking a year out.”

In this one sentence, the author says several things regarding opportunity costs. One, the costs associated with earning an MBA
degree are not limited to the money spent on tuition and books. It also includes money which could have been earned if the person
worked instead of taking classes. Two, opportunity costs can, and often do, change. During a recession, incomes fall and as a result,
the opportunity cost of pursuing a graduate degree also falls.

Understanding that opportunity costs exist and can change, improves decision making.

This page titled 1.2: Scarcity and Choices is shared under a CC BY-NC-SA 4.0 license and was authored, remixed, and/or curated by Martin
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1.3: The Economy 1.3: The EconomyEdit Update titlecancel
By fully understanding the foundation upon which economics sits, you can start to see how economic principles apply to the real
world.

Question: What is the difference between micro and macroeconomics?

By remembering that economics is simply the study of choice, the answer to this question is remarkably simple.

Microeconomics is the study of individual choices and macroeconomics the study of group choices.

Micro

Macro

The fact that economics is the study of choice makes it a very special subject. It is special because everyone makes choices and,
most importantly, everyone wants to make better choices. The study of economics is simply a way of:

identifying your options
measuring benefits and costs
making the best choice given your goals and circumstances

The economy is an abstraction that measures changes in decision making by market participants.

Changing choices leads to changing behavior. Changing behavior leads to changing economic activity. Let’s think about this for a
moment. How could there be a change in anyone’s activity if they made the same choices repeatedly?
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1.4: Production Possibilities 1.4: Production PossibilitiesEdit Update titlecancel
Scarcity is all around us and there is no escape from it. Since scarcity is ubiquitous, we will assume it is always present.

Factors of production 

Factors of production are the inputs in the production process. Imagine a factory floor on which cars are being manufactured. All
elements in the production process are factors of production. Some factors are tangible (i.e., physical) and others intangible (i.e.,
ideas).

Factors of production are resource inputs used to produce goods and services.

To produce something, one needs land (and other natural resources such as crude oil, water, air, and minerals) on which to work;
physical capital to house the company (i.e., plant, storage facilities) and automate production (i.e., machinery); labor to command
the equipment and handcraft raw materials; entrepreneurship to devise a new business plan and hatch new product ideas.

All production processes need some combination of all these factors of production. Nothing can be produced if just one of the four
is missing (no matter how much of the other factor one has).

We will assume that at least one of the four factors of production is in scarce supply. This scarcity means hard choices must be
made because no one had enough factors of production to produce what they want; how they want; and for whom they want.

Production possibilities are the alternative combination of final goods and services that could be produced in each period with all
available resources and technology.

Production Possibilities Curve 

The production possibilities curve (PPC) is a graphical representation of the combination of goods which can be produced with a
limited number of factors of production.

News Alert

The Bureau of Labor Statistic released their monthly PPC for the U.S. (see Chart 1) Employment dramatically changed in
February, compared with market expectations for no change.

The PPC above shows change in the production mix of the U.S. between the months of January and February. Given the situation
depicted in the graph and described in the News Alert, which of the following best describes the change in the U.S. economy:

A. Unemployment is falling.
B. Production is falling.
C. Unemployment is rising.
D. No change in economic activity.

One of the main functions of the PPF is to show the costs associated with output decisions. If you want more trucks, then you must
take away resources from other industries (e.g., tanks) and send them to the truck plant. Therefore, the opportunity cost for one
more truck can be measured in terms of lost production from resource depleted industries. If producing one more truck means tank
production falls by two, then two tanks are the opportunity cost for one truck.
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1.5: Reality Shot 1.5: Reality ShotEdit Update titlecancel
When measuring the opportunity cost of anything you need to quantify what was given up. Measuring costs in money terms (e.g.,
dollars, yen, euros, yuan) can be misleading. For example, in 1990 you may have spent $200 a year on shoes. Now, you spend
about $400 a year. Just because you are spending more in nominal dollars does not mean you are giving up other goods. If your
income doubled since 1990, then you could afford to spend twice as much on shoes and still afford all the other goods and services
you consume daily.

A better way to measure opportunity cost is to show how spending on shoes has changed relative to your income. Let’s say
spending on shoes represented 2% of your annual income in 1990. Now, your shoe spending now represents 6% of annual income.
Without knowing the value of your spending, we can say that the opportunity costs associated with shoes have increased. We can
say this because you now have a smaller share of income to buy other goods and services.

We can apply this tactic to measure the opportunity cost to the U.S. associated with military spending. In this case, we will use the
value of all economic output (gross domestic product – GDP) to measure the change in the military’s opportunity cost. See figure 1.

Figure 1

You can see that in the 1960’s, the U.S. committed a far larger share of its economic activity to the military. Even though the U.S.
currently spends more money on defense, this spending does not represent a higher opportunity cost to Americans.
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CHAPTER OVERVIEW

2: Supply and Demand

Upon completion of this module, you will be able to:

Distinguish factor markets form product markets and be aware of the importance of correctly defining the buyers and
suppliers in a market.
Explain the differences between supply and demand and be able to distinguish changes in overall supply and demand from
changes in quantity supplied and quantity demanded.
Recognize and recount the determinants of supply and demand for any good or service.
Explain the differences between movements along a supply/demand curve and shifts of the supply/demand curve.
Describe the effects on equilibrium output and prices from any shift of demand or supply.
Recognize that supply and demand graphs represent communication between market participants.

2.1: Free Markets and Efficiency
2.2: Free Markets - Sustainability
2.3: Free Markets – Enhanced Growth
2.4: Supply and Demand – A Form of Communication
2.5: Demand
2.6: Supply
2.7: Equilibrium
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