BUAD200  Spring 2009  Week 01-02 Classnotes: 01.12-14.2009 and 01.19-21.2009
1. Def.: Economics is a science that analyzes how individuals behave in a world of Scarcity. 
2. Science means that the study is objective, analyzing and predicting how people behave without making any value judgments.
3. Construction of economic theory 

A. Abstraction: The process of building a theory is to simplify our thinking, giving us an understanding of the most likely outcome with the least amount of detailed information.

B. Definitions: Clearly defining the terms that are used to avoid any uncertainty or confusion. Economics uses marginal analysis, the study of small changes associated with one additional unit. ( ex. Def: Marginal value: the additional value of consuming one more unit; Marginal revenue: the addition to revenue from selling one more unit; marginal cost: the additional cost of producing one more unit.) 

C. Assumptions: The assumptions of the theory or model are the key observations of reality that appear to be most helpful in predicting behavior.(ex. Who plays basketball well? Assumption: Focus on tall people first.) 

D. Implications: The implications of the theory follow directly and logically from the assumptions. Together, the assumptions( If…) and implications (Then…) form the "If…..Then" form of the theory or hypothesis. (ex. If  "the sun rises in the east and sets in the west" then ( 
a. Washington DC will be light before Los Angeles; b. an eastern window will be light before a western window; etc…..etc.) 

E. Testing and Adoption of Theories: We test theories by observing reality. We adopt theories based on how well they predict. 
  
The Science of Economics: Definitions, Assumptions and Implications 
Economics is a science that analyzes how individuals behave in a world of scarcity. To begin to build our analysis, we start with definitions.

1.A Good is anything, which an individual wants, to have more of, at zero price.

A. Notice it is anything you want, so it includes all those material things like cars and clothes and travel but also all those non-material things you want like friendship, physical abilities, knowledge, good health, a cure for cancer, world peace (just to name a few.)


B. which an individual wants: for something to be a good, you must want it. Since we don't all want all of the same things, some things may be a good to me and not to you. I enjoy sushi, so for me sushi is a good. If you think that’s called bait, it may not be a good from your perspective.


C. to have more of: Here we are interested in the number of units in a given time period. If I offer you free Krispy Krème donuts, and you only take two,…then these two are goods but the third is not a good. ( Note: you don't want it, so its not a good from your decision perspective)


D. at zero price: Notice we are talking about just your wants, not how many you might be willing to buy. The term good includes all those things you want so we measure it at zero price.

2. A Resource is anything that can be used to produce goods. We normally think of three categories of resources. 


A. Land: including all its attributes like mineral content, location, view, weather etc.


B. Labor: the skills of people in producing both material and non-material goods


C. Capital: the buildings and equipment used in production

3. Assumption: Humankind has insatiable wants. We are seekers. Since goods include all those non-material wants we are never fully satisfied. 

4. Assumption: Our resources are limited. Both as an individual and a world society, we do not have enough resources to produce all the goods people want.

5. Scarcity: A good is scarce if the amount wanted (at zero price) is greater than the amount available (at zero price).

6. Implications of Scarcity: If Scarcity exists, and it does seem to follow from our two assumptions, then we can think about the implications for our lives.


A. Choice: Since we have limited resources we have to make choices. Which of all the goods I want, will I use my scarce resources to produce. Each day, we each make those decisions. My time is limited. Will I: a. practice tennis to improve my physical abilities, or b. spend time helping a friend increasing my friendship, c. work to earn dollars to buy more sushi, e. study my economics to acquire knowledge….etc. Nations must make choices too. How much to collect from its citizens for government spending, what to spend tax revenue on, Defense, more roads, more assistance to other nations, more medical research, more prisons, more police, more parks, etc.


B. Cost: Since resources are limited, producing more of one good means less of other goods can be produced. Every choice involves a cost. In economics we define all costs in a particular way. Economic costs are opportunity costs. The economic cost of any choice is the personal value of the next highest valued alternative given-up or forsaken. All the things I might do with my time do not have equal value to me. All the goods I might buy do not bring me equal satisfaction. In measuring cost, we focus on the next best alternative as the cost of my choice. Ex. If I spend $8 and two hours watching a movie, the economic cost is the value of what I would have bought with $8 plus the value of what I would have done during the two hours. By going to the movie, I gave up that highest alternative value. Question: What is your cost of attending class ? [ my attendance often drops off when students consider this concept(]


C. Competition: When the concept of scarcity is extended from an individual to society, we can see that scarcity implies competition. Two people are in competition if the resources which could be used to produce the goods Mr. A wants, could alternatively be used to produce the goods that Ms. B wants. If resources are scarce, using them to produce the goods I want, means they cannot be used to produce the goods you want. If I get the porterhouse steak , you don't. If the land is used for your bike path it cannot be used for my tennis court. Society must choose a way to allocate resources and determine which goods to produce and who will get them. The method of allocation is the method of competition. Society cannot eliminate competition, only choose the form it will take.

7. Forms of Competition: Since humankind has faced scarcity from the beginning, it is useful to think of the alternative ways in which we have competed and do compete today.


A. Violence or Threat of Violence: The most primitive and primary form of competition is the use of violence. Among cavepeople and still today in the animal kingdom, goods are allocated by violence. Even in our society, some individuals resort to violence to get the goods they want. War is the use of violence between nations to acquire control of resources.


B. Social /Political Competition: Many goods are allocated, and we compete based on some limited behavior or characteristic. Olympic Gold medals are scarce, and people compete by swimming the fastest, or scoring the most points all under certain rules. We elect presidents through a form of social /political competition. You choose friends, (your friendship is a scarce good) through a social /political competitive process.


C. Economic/Market Competition: In advanced societies of today, many goods are allocated through market or economic competition. In market competition, goods are allocated to those who offer the highest value in exchange, thus we compete by offering to exchange goods for other goods. You offer the use of your labor services for money, than use the money to compete for the goods you want to acquire. Goods go to those who offer to pay the most.

8. Goals of choosing a form of Competition:


A. Fair: Equal opportunity to Compete


B. Low Cost


C. Maximize societies Value from resources


D. Incentive to produce more goods

9. Conclusion: Life Isn't Fair, but economic competition offers the broadest and fairest form of competition.

Week 2:
Chapter 1: Ten Principles of Economics
Individual Decision Making:

1. People face tradeoffs: First implication of Scarcity is Choice.

2. Opportunity Cost: What you give up is the cost of what you get.

3. Rational People think at the margins: We all make small decisions, we live one step at a time.

4. People respond to incentives:

How people interact:
5. Trade can make everyone better off: Because we differ in our relative abilities, when we specialize and exchange, both parties are made better off. (Domestic, foreign trade)

6. The market system is a form of exchange that organizes production efficiently…

7. Market outcomes can sometimes be improved upon by government intervention.

The Economy as a Whole:

8. The standard of Living depends on the productive ability

9. Inflation results from too much money in the system

10. The short-term trade off: Inflation vs. Unemployment

Chapter Two: Thinking like an Economist

1. Flow Charts:
 The circular Flow Diagram of the Economy (ref. Text p.25)








Economic competition occurs through the process of exchange. We offer to exchange goods (in most cases money) to acquire goods. The goods go to those who offer the most value ($$) in exchange. 


A. Economic Agents in the Exchange system:
1. Households:  We assume that household decisions are made in order to MAXIMIZE UTILITY. Households have two categories of decisions to make in an exchange system.

1. What can I do to produce value for others and earn dollars in return?

2. What goods will I choose to acquire with the dollars I earn?



2. Business Firms: Production of Goods and Services in centered in Firms. Most firms are groups of individuals working together with some Capital. Production is organized this way to take advantage of the increased output possible from teamwork and specialization. We assume that firms operate in order to MAXIMIZE PROFITS.  Profit (() = total revenue - total cost. Since the owners get to keep the profits (after taxes) they have an incentive to produce more value ( increasing total revenue, and to reduce costs ( increasing profit. Firms therefore have two catagories of decisions to make.




1. What goods and Services to produce?




2. What combination of inputs will minimize cost?


B. Two General Forms of Markets: Markets are the interaction of the relevant buyers and sellers of what is being exchanged. 



1. Product Markets: Goods and services produced by firms flow through the product markets and are purchased primarily by households. In exchange money is paid by households to the firms, which becomes their revenues.



2. Resource Markets: In resource markets, households provide the use of their resources to firms and receive money in exchange, which becomes their income.


C. The Role of money in the Exchange system: The Money supply consists of currency in circulation plus the amount of deposits in checkable accounts. The amount of money in the economy plays a critical role in the process of exchange, since money is one-half of each exchange. If there is "not enough money" to be used for exchanges, the level of exchange declines and GDP will decline. If there is "too much" money, peoples efforts to spend it will cause a rise in the price level, or inflation.
2. For society, Scarcity implies Some Choices must be made: i.e. Society must adopt a system to decide:


A. What to produce?: Goal: find the mixture of outputs that maximizes Society's Value

B.  How to produce?  Goal: find the optimal mixture of inputs that maximizes technical output.[ Ex. Use the lowest cost resources first so you give up less alternative output value ]


C. For Whom to produce? Who will get to consume the goods produced.
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