Topic 1 – Introduction to Economics

At the end of this unit you will be assessed on your knowledge of the following topics:

· Basic Economic Concepts 
· Production Possibility Frontiers 
· Demand, Supply and the Market
· Aggregate Demand and Supply Model for the Economy

1) Basic Economic Concepts

Factors of Production (or Resources) – are used to produce goods and services

1) Land – 


i) Renewable Resources – 


ii) Non-Renewable Resources – 



2) Capital – 



Investment – 


Putting money in the bank or buying shares would be called savings in economics not investment. 


3) Labour – 



4) Enterprise (Entrepreneurship) – 




· Scarcity ( = _______________________+__________________________) 




· Choice – 


· Opportunity Cost – 



· Economics – “ The study of how individuals and societies solve the economic problem of satisfying peoples unlimited wants given the limited amount of resources that are available”   

· The Economic Problem (3 Questions) 

i) 

ii) 

iii) 

Stages in the Production Process

There are three sectors of the economy:

1. Primary Production



2. Secondary Production



3. Tertiary Production



2) Production Possibilities Frontiers (Curves)

Definition – 




Graphing a PPC   

Production Possibility Table A 


	Possible Combinations
	Apples (000’s kg)
	Kiwifruit   (000’s kg)

	A
	75
	0

	B
	70
	10

	C
	60
	20

	D
	45
	30

	E
	25
	40

	F
	0
	50




All economics graphs must be accurate . . 
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Shifts of a PPC

An outwards shift of the PPC shows an increase in the economies “productive capacity” and results in economic growth.

This is caused by the economy gaining new resources used in the production of Good X & Y or an increase in technology related to the production of Good X & Y. 

a) An increase in technology used in the		   b) Discovery of resources used in the 


    production of Good Y 				      production of Good X



		
	c) An increase in the level of technology		   d)  An increase in efficiency. Greater 
	    used in the production of both goods		        utilisation (or employment) of             
        resources






3) Macro & Micro Economics

Micro Economics –


Macro Economics - 


4) Demand, Supply and the Market

DEMAND (the buyers)

A consumer is a person who buys (or uses) a finished good or service to satisfy their needs and wants. 

Individual (consumer) demand – 



The demand schedule – a table showing the quantities of a commodity (good or service) a consumer is willing and able to pay for over a series of prices.

Dave’s demand for Mars Bars (per week)         ________________________________
	Price ($)
	Quantity demanded

	0.25
	14

	0.50
	12

	0.75
	10

	1.00
	 9

	1.25
	 8

	1.50
	 7

	1.75
	 3

	2.00
	 1



 (
T - 
itle
A - 
xis
L - 
abel
L - 
ine
)           
The demand curve slopes downwards to the right; the curve is _______________ sloped, i.e. as price ___________ the quantity demanded ____________. This is consistent with the law of demand.
  
Law of demand – as the price of a commodity ________________, the quantity demanded _________________, ceteris paribus (CP). 

Ceteris paribus (CP) – is a Latin term, which means ‘all other factors remain unchanged’. In order to clearly identify the relationship between two variables (in this case price and the quantity demanded), it is assumed all other factors are held equal or constant. 

Movements along a demand curve

A movement along a demand curve can only be caused by a change in price (assuming ceteris paribus).  
Decrease in Quantity Demanded

 (
As the 
law of demand 
states: as the price increases from $_____ (P1) to $_____ (P2), the quantity demanded __________ from ____ (Q1) to ____ (Q2) per week. There is a 
movement along
 (up) the demand curve from point ____ to point ____.
)

Increase in Quantity Demanded

 (
As the 
law of demand 
states: as the price decreases from $180 (P1) to $140 (P2); the quantity demanded rises from 4 (Q1) to 8 (Q2) per week. There is a 
movement along
 (down) the demand curve from point A to point B.
)

 (
ONLY
 a change in 
price
 will cause a change in the 
quantity demanded
 (
ceteris paribus
) and a 
movement along
 
the demand curve.
)





Shifts of a Demand Curve

If another factor, other than price, changes then this will cause a shift of the demand curve itself (the ceteris paribus condition will be broken). At each and every price there is an increase or decrease in the quantity demanded. This is called a change in demand.  
 
                           An Increase in Demand              	                  A Decrease in Demand



 (
A change in a 
non-price
 factor will cause a change in 
demand
 and a 
shift
 of the demand curve. 
Ceteris paribus
 no longer applies.
)           


  



Non-price factors 

1) Changes in Income

An increase in a consumer’s disposable income will cause an increase in demand and a shift of the demand curve to the right. When incomes increase, consumers are able to buy a greater quantity of goods and services at each price level. 



Consumers’ disposable income increases as a result of:

· 
· 

Goods can be classified as either normal or inferior goods:

· Normal Goods – 


· Inferior Goods – 


2) Changes in Consumers’ Tastes and Preferences




3) Changes in the Price of Substitute Goods

Substitute goods are goods that can be used in place of each other, e.g. snowboards and _________, butter and ______________, ____________ and ____________.


Example – At a local dairy, an increase in the price of a can of Coke causes a decrease in the _________________ of cans of Coke. This will result in a __________________ the demand curve for cans of Coke (shown below). This increase in the price of a can of Coke leads to an ____________ in demand for cans of Pepsi. Cans of Pepsi have become relatively cheaper so people will buy more at each price. The demand curve for Pepsi will _____________ to the ___________ (shown below).


                                     Demand for Coke                                          Demand for Pepsi


 	   

4) Changes in the Price of Complementary Goods

Complementary goods are goods that are usually consumed or used together with another good (in conjunction with each other), e.g. DVD player and __________________,       petrol and __________, _____________ and _______________. 

Example – An increase in the price of cars causes a decrease in the ___________________ of cars. This will result in a __________________ the demand curve for cars (shown below). The increase in the price of a car leads to a _____________ in ______________ for petrol. As people are buying fewer cars the demand for petrol will fall at each price. The demand curve for petrol will ___________ to the ___________ (shown below).

Demand for Cars                                Demand for Petrol


                

A market is made up of all the consumers of a particular good or service, e.g. the Auckland car market. 

Market demand – 




The market demand curve and schedule show the quantities that will be bought by all consumers of a commodity in the market at each price. To calculate, add the quantity demanded by all individuals horizontally at each price.
               		   
Market Demand Schedule for Ice Creams (per week) 

	Price ($)
	Sione’s quantity demanded 
	Pam’s quantity demanded
	Mei’s quantity demanded
	Market quantity demanded

	1.00
	4
	4
	5
	

	1.50
	3
	4
	4
	

	2.00
	3
	
	3
	  9

	2.50
	2
	2
	
	  6

	3.00
	
	1
	2
	  4






SUPPLY (the sellers)


A firm or producer is a business who makes goods or provides services with the aim of making a profit. 


Profit is the difference between revenue (sales or income) and costs.

Supply –




 

              Terry’s Takeaways supply schedule 		      
        	       for hamburgers (per day)			    	    	 
	Price ($)
	Quantity supplied

	3.00
	  20

	3.50
	  40

	4.00
	  60

	4.50
	  80 

	5.00
	110

	5.50
	130



	                                                                      					
The supply curve slopes upwards to the right, the curve is positively sloped – as price increases the quantity supplied increases. This is consistent with the law of supply.

Law of supply – as the price of a commodity _____________, the quantity supplied _____________, ________________.   

Movements Along a Supply Curve

A movement along the supply curve can only be caused by a change in price (assuming ceteris paribus). 
Increase in the Quantity Supplied    	      Decrease in the Quantity Supplied
      



        

· An increase in price from P1 to P2 results in an increase in the quantity supplied from Q1 to Q2. There is a movement along (up) the supply curve from point A to point B. 


· ________________________________________________________________________________________________________________________________________________
________________________________________________________________________

 (
ONLY
 a change in 
price
 will cause a change in the 
quantity supplied
 (
ceteris paribus
) and a 
movement along
 
the supply curve.
)





Shifts of the Supply Curve

If another factor, other than price, changes then this will cause a shift of the supply curve itself (the ceteris paribus condition will not apply). At each and every price there is an increase or decrease in the quantity supplied, so we must draw another, new and separate supply curve. This is called a change in supply.

         An Increase in Supply				A Decrease in Supply





 (
A change in a 
non-price
 factor will cause a change in 
supply
 and a 
shift
 of the supply curve. 
Ceteris paribus
 no longer applies.
)





Non-Price Factors


A) Economic factors – factors that are within the control of the firm.

1) The Costs of Production
 (
Costs of Production
)

 (
Cost of services 
e.g. _________ ___________________________
) (
Cost of resources e.g. 
________ ___________________________
)



If costs for a producer increase, then it is going to cost more to produce the same quantity. Supply will decrease and the supply curve will shift to the _________, as it will be less profitable to sell the good at each price. There is a ___________ relationship between the costs of production for a firm and supply – if costs _________, supply ___________.

2) The Level of Technology

If there is an increase in technology, which leads to an increase in productivity, then supply will increase. At each price the producer will be able to supply more.  Technological improvements include greater computerisation, automation, and mechanisation of the production process.


Productivity – 


Human Capital –

3) Price of Related Goods Produced

Consider a farmer who grows both apples and pears on their land.

An increase in the price of apples will result in the farmer wanting to increase the _________ ___________ of apples, as they will be more profitable to sell. This will result in a _____________ _________ the supply curve for apples (shown below). To grow more apples the farmer will have to use more land to grow them. This results in less land available for growing pears. There will be a decrease in the __________ of pears, and the supply curve will __________ to the ___________ (shown below).  

            		        Supply of Apples                              	          Supply of Pears


                       
B) Non-economic factors – factors that are beyond the control of the firm or industry. 

1) Environmental Factors

Changes in the environment, such as weather conditions, can affect the supply of agricultural goods in particular, e.g. a severe drought would decrease the supply of primary produce like dairy products, beef and vegetables.

2) Trade Restrictions

Trade restrictions such as tariffs and quotas will restrict the amount of a good that will be imported into a country. If fewer goods are imported, there will be __________ goods available for local consumers to buy, _____________ supply.    

Tariff – 
	

Quota – 


3) Legal Factors

If government regulations result in an increase in the costs of production for a firm, then supply will decrease. For example, laws relating to OSH (Occupational Safety and Health) may require a construction firm to purchase additional safety equipment. 

Compliance costs are the costs to a firm of complying with government regulations.

4) Indirect Taxes and Subsidies

Direct tax – 





Indirect tax – 




Indirect taxes are often used by the government to _________________ the use of certain goods, e.g. _____________ and _______________. An indirect tax is collected by the firm and passed on to the government, increasing the firm’s costs and ______________ supply.   



		An indirect tax of 0.50c 

 (
Before the tax was imposed, the firm was prepared to produce ____ units at a price of $______ (point ____). After a tax of 0.50c was placed on the good, the producer needs to receive $_______ (point ___) to produce _____ units, as the firm will have to pass 0.50c tax on to the government. 
An indirect tax increases a firm’s _________, ___________ supply and ________ the supply curve up, vertically by the amount of the tax.
 
)
 
Subsidy – 



Subsidies are used by the government to ______________ the consumption of certain goods it considers beneficial. A subsidy received by a firm reduces their ____________, increasing ______________.  


		  A subsidy of $0.50 


 (
Before the subsidy, the firm was prepared to produce 10 units at a price of $1.50 (point A). After the subsidy the firm only needs a price of $1.00 (point B) to produce 10 units, as they will receive an extra 0.50c from the government. 
A subsidy decreases a firm’s costs, increasing supply and shifts the supply curve down, vertically by the amount of the subsidy. 
)


Market Supply = 




The market supply curve and schedule show the quantities of a commodity that will be produced by all firms in the market at each price. To calculate, horizontally add together the quantity supplied by all firms at each price.


Example – if there are 3 producers in the market.


Market Supply Schedule (per month)

	P ($)
	QSA
	QSB
	QSMkt

	300
	—
	100
	

	350
	100
	150
	

	400
	200
	200
	

	450
	250
	
	500

	500
	
	300
	600




















THE MARKET 

In the market system, resources are allocated by the price mechanism. The price will adjust to take into account any changes in the supply or demand of a commodity.   

Market Equilibrium Price = 






 (
If the price is higher than the equilibrium price, for example P1 = $7.00, then the quantity supplied (Q2) is ________kg and the quantity demanded (Q1) is _______ kg. ____ > ____ and there will be a ____________ (or _________________) of ________ kg; these oranges are produced but not sold at a price of $7.00. Firms will have to drop their prices in order to clear the surplus. As the price drops the QD _____________, the QS ____________, and the surplus reduces. Eventually the price will return back to equilibrium (
Pe
) and the surplus will have been eliminated.
If the price is lower than the equilibrium price, for example P2 = $3.00, then the quantity supplied (Q1) is ________kg and the quantity demanded (Q2) is _________kg. ____ >____ and there will be a ___________
_(
or ________________
)
 of _________ kg; there are consumers who want to buy the oranges at a price of $3.00 but there are not enough available. Some consumers will be prepared to pay a higher price and will push the price up.  As the price rises the QD ___________, 
es
. Eventually the price will return back to equilibrium (
Pe
) where the shortage has been eliminated.
) (
In the example shown, the market equilibrium price (
Pe
) of oranges is $________ and the market equilibrium quantity (
Qe
) is equal to ________ kg. 
At this price QD = QS and the market is cleared.
)


















Changes in Supply, Demand and Equilibrium
 
1)  Changes in Supply 

Review -  The following non-price factors will shift the supply curve.

i) ___________________________	 ii)	  ___________________________	
iii) ___________________________	 iv)	  ___________________________
v) ___________________________	 vi)	  ___________________________
vi) ___________________________	 vii) 	  ___________________________

Increase in supply (S1 to S2)


 (
The initial market equilibrium price (P1) is $________ and quantity (Q1) is ________ kg of oranges. Supply increases from S1 to S2. The price falls, and a new equilibrium price (P2) of $_______ and quantity (Q2) of ________ kg of oranges are established in the market. 
An increase in supply (S1 to S2) ___________ the market price (____ to ____) and ____________ the market quantity (____ to ____).
  
)
Decrease in supply (S1 to S2)


 (
The initial market equilibrium price (P1) is $5.00 and quantity (Q1) is 5000 kg of oranges. Supply decreases from S1 to S2. The price rises, and a new equilibrium price (P2) of $6.00 and quantity (Q2) of 4000 kg of oranges are established in the market. A decrease in supply (S1 to S2) increases the market price (P1 to P2) and decreases the market quantity (Q1 to Q2).  
)			
2) Changes in Demand 

Review - The following non-price factors will shift the demand curve.

 	i)	________________________ 		ii)	________________________		iii)	________________________		iv)	________________________
Increase in demand (D1 to D2)		            			

                       





Decrease in demand (D1 to D2)








Summary Table – Changes in Supply and Demand


	Change
	Direction of shift
	Effect on price
	Effect on quantity

	Increase in Supply
	
	
	

	Decrease in Supply
	
	
	

	Increase in Demand
	
	
	

	Decrease in Demand
	
	
	



Government Intervention and the Market 


Maximum Price Control

· A maximum price, is set by the _____________ (by regulation or law), where the price a commodity may not be sold at ___________ the maximum price.

· It is used to make some essential goods and services ____________ to _________ income earners e.g. maximum price for government housing rent or doctor’s visits

· A maximum price must be set __________ the equilibrium. If the maximum price was set above equilibrium the price would simply decrease back to the market price and have no effect on the market.

· A maximum price will result in a permanent ___________ (shown below)

· Consumers may have to “__________” (or wait for a long time), the commodity may be “_________” (where consumers are only allowed a limited amount) or black markets can appear. 

The Effect of Maximum Price on the Market for Doctors Visits 


























Minimum Price Control


· A minimum price, is set by the government (by regulation or law), where the price a commodity may not be sold at _______________ the minimum price.

· It is used to protect ___________ in the market by raising their incomes e.g. minimum price for steel or wool.

· A minimum price must be set __________ the equilibrium. If the minimum price was set below equilibrium the price would simply increase back to the market price and have no effect on the market.

· A maximum price will result in a permanent _____________ (shown below)

· Large surpluses will build up, and scarce resources will be ____________ with the overproduction. 


The Effect of Minimum Price on the Market for Wool 



























Indirect Tax 

					Example – Market for Cigarettes

            Price                                                                                
             ($)
                                                                                                                         S1


 (
 B
) (
(P2)  6
)

 (
 C
) (
(P1)  4
)                                                                                                                   $4   tax
 (
A
)


 (
   D
) (
(P3)  2
)

                                                                                                                     D1


                                         10           20         30            40           50                  Quantity
                                                                     (Q2)          (Q1)                           (000’s packets)

· Without the tax the market is at point ____ (P1 = $_________, Q1 = _____________)
· Suppose the government decides to put an indirect tax (sales tax) on cigarettes to ____________ the price people have to pay for them and _______________ their use.
· A tax of $_________ per packet is placed on the cigarette companies. This moves the supply curve up by the amount of the tax (____ to ____) as their companies ________ have increased. In this case the supply curve moves up vertically by $________.
· This moves the market to point _____ (P2= $________, Q2 = ____________)
· The new price consumers must pay for a packet of cigarettes after the tax is $________
· Producers receive $_________ a packet from consumers but must pass $_________ tax onto the government meaning they receive $___________ per packet.
· Consumers used to pay $_________ but now pay $__________ for a packet of cigarettes. They are worse off by the extra $_________ they have to pay.
· Producers did receive $__________ but now receive $___________ for each packet of cigarettes they sell. They are worse off by the ____________ in price they receive i.e. by $__________
· Total cost of the tax paid by consumers is the $_________ extra they pay per packet multiplied by the quantity they buy after the tax is put on (_____________) i.e. $__________ This is represented by the area ________________
· Total cost of the tax paid by producers is the $________ less they pay per packet multiplied by the quantity they sell after the tax is put on (_____________) i.e. $__________. This is represented by the area _______________.
· The total tax revenue received by the government is the sum of the amounts collected from both consumers and producers i.e. $___________ from consumers + $__________ from producers = $____________. This is represented by the area _______________.




Subsidy

			Example – Market for Public Transport (Bus)


            Price                                                                                S1
             ($)
 (
  D
) (
  (P3) 2.00
)                                                                                                                        


 (
A
) (
   C
) (
 (P1) 1.50
)

                                                                                                                   $1.     subsidy
 (
  B
) (
    (P2) 1.00
)




                                                                                                                     D1


                                          5           10          15             20           25                  Quantity
                                                                    (Q1)       (Q2)                           (000’s bus fares)

· Without the tax the market is at point _____ (P1 = $___________, Q1 = ___________)
· The government decides to give a subsidy to the bus companies to ____________ the price of bus fares and ______________ more people to use public transport.
· A subsidy of $1.00 per bus fare is paid to the bus company by the government, ____________ their costs. This moves the supply curve down by the amount of the subsidy (S1 to S2). In this case the supply curve moves down vertically by $__________.
· This moves the market to point _____ (P2= _________, Q2 = ____________)
· The new price consumers pay for a bus fare after the subsidy is P2 = $___________.
· Producers receive $________ a bus fare from consumers and a further $________ subsidy from the government meaning they receive a total of $__________.
· Consumers did pay $__________ but now pay $__________ for a bus fare. They are better off by $__________.
· Producers used to receive $_________ but now receive $________ for each bus ride they provide. They are better off by the extra $_________ they receive.
· Total value of the subsidy received by consumers is the $_______ less they pay per bus ride multiplied by the quantity of bus rides they take (_____________) i.e. $___________. This is represented by the area ______________.
· Total value of the subsidy paid to producers is the $________ more they receive from the government multiplied by the quantity of bus fares they provide after the subsidy (__________) i.e. $___________. This is represented by the area _____________.
· The total cost of the subsidy to the government is $_________ subsidy per bus fare multiplied by the quantity of bus fares provided (__________) i.e. ______________. This is represented by the area ____________.




[bookmark: _GoBack]AD / AS Model of the Macro-economy

1) Aggregate Demand (AD) = total expenditure on the output final goods and services in the economy by consumers, firms, the government and the overseas sector.

			AD = C + I + G + (X – M)

		C = 

		I = 

		G = 

		X = 

		M = 














2) Aggregate Supply (AS) = total output (production) of goods and services by firms within the economy 




















3) Equilibrium 

















4) Changes in Aggregate Demand

	Increase in AD
	Decrease in AD

	C = 
	C = 

	I = 
	I = 

	G = 
	G = 

	(X – M) = 
	(X – M) = 




5) Changes in Aggregate Supply

	Increase in AS
	Decrease in AS
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