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What is Economics?

Economics Is the science that deals with the
allocationof limited resource$o satisfyunlimited
human wants

Human wants are the goods and services that
Individuals desire, includintpod, clothing,
shelter and anything else that enhances the quality

of life.



Introduction: Markets and Prices

AEconomicsis divided into two main branches:
microeconomicsgndmacroeconomics

AMicroeconomicsdeals with the behavior of individual
economic units. These units include consumers, workers,
Investors, owners of land, business firms.

Amacroeconomicgleals with aggregate economic quantities,
such as the level and growth rate of national output, interest
rates, unemployment, and inflation.




Positive versus Normative Analysis

Apositive analysis analysis describing relationships of cause
and effect.

Anormative analysis analysis examining questions of what
ought to be. And answer the question ?What is best? Itu
Important for both managers of firms and those
making public policy.



What Is a Market?

Market ISs:

A collection of buyers and sellers that, through their actual

or potential interactions, determine the price of a product or
set of products.

Or we candefine the Market as:

Determination of the buyers, sellers, and range of products
that should be included in a particular market.



Arbitrage

arbitrage Practice of buying at a low price at one location
and selling at a higher price in another.



Competitive versus Noncompetitive Markets

AA Perfectly Competitive Market has many buyers
and sellers, so that no single buyer or seller has any

Impact on price. Most agricultural markets are close to
being perfectly competitive.

For example, thousands of farmers produce wheat,
which thousands of buyers purchase to produce flour
and other products. As a result, no single farmer and

no single buyer can significantly affect the price of
wheat.



Market Price

AMarkets make possible transactions between buyers
and sellers. Quantities of a good are sold at specific
prices. In a perfectly competitive market, a single
price| the market price | will usually prevail. For
example, you can find the price of corn, wheat, or
gold each day In the business section of a newspaper.



Real versus Nominal Prices

ANominal Price: absolute price of a good, unadjusted for
Inflation. Or called market prices or current prices. The
Consumer Price Index (CPIl) and Producer Price Index
are good examples for Nominal prices.

AReal Price: Price of a good relative to an aggregate
measure of prices; price adjusted for inflation.



Real versus Nominal Prices

Real price of eggs in 1980 =

Real price of eggs in 1990 =

Percentage change in real price =

TABLE 1.2 THE REAL PRICES OF EGGS AND OF A COLLEGE

CPlig70

CPlyggo
Plig70

CPlyg90
real price in 7?7?77~ real price in 1970

X nominal price in 1980

X nominal price in 1990

real price in 1970

EDUCATION®
1970 1980 1990 2000 2016

Consumer Price 38.8 82.4 130.7 172.2 241.7
Index
Nominal Prices
Grade A Large Eggs $0.61 $0.84 $1.01 $0.91 $2.47
College Education $1.784 $3,499 $7.602 $12,922 $25.694
Real Prices ($1970)
Grade A Large Eggs $0.61 $0.40 $0.30 $0.21 $0.40
College Education $1.,784 $1,624 $2,239 $2,912 $4,125

1970is the base year



HW

Using the previous table. Suppose we want to calculate the
real price of eggs and College Education in 1990dollars. Or
1990is the base year. Then CalculaeEcentage change in
real price between the years 2016-19707



H.W,

The following table shows the average retail price of butter and the Consumer Price Index
from 1980to 201Q scaled so that the CPI=100in 1980

a. Calculate the real price of butter in 1980dollars. Has the real price
Increased/decreased/stayed the same froml980to 2000? From 1980to 2010?

b. What is the percentage change in the real price (980dollars) from 1980to 2000? From
1980to 20102

c. Convert the CPI into 1990= 100and determine the real price of butter in 1990dollars.

d. What is the percentage change in real price (990dollars) from 1980to 2000? Compare
this with your answer in (b). What do you notice? Explain.

1980 1990 2000 2010

CPFI 100 158.56 208.98 218.06

Retail price of butter $1.88 $1.99 $252 $2.88
(salted, Grade AA, per|lb.)




The Basics of Supply and Demand

The basic model of supply and demand is the
workhorse of microeconomics. It helps us understand
why and how prices change and what happens when
the government intervenes in a market. The supply-
demand model combines two important concepts: a
supply curve and ademand curve It Is important to
understand what these curves represent.




The Supply Curve

Thesupply curve shows the quantity of a good that
producers are willing to sell at a given price, holding
constant any other factors that might affect the quantity
supplied. The curve label& The vertical axis of the graph
shows the price of a good, measured in dollars per unit.
The horizontal axis shows the total guantity suppligd,
measured in the number of units per period.

The supply curve Is thus a relationship between the quantity
supplied and the price. We can write this relationship as an

equation: {4 = {4 % (P



Factors Affecting Supply Curve

(1)Price of the same goo@\Voving on the same curve)
(2)Prices of inputs/production cos{Shifting supply curve)
(3)Technology(Shifting supply curve)
(4)Expectation(Shifting supply curve)

(5) Number of Producers$Shifting supply curve)



Price of the same good: Moving on the supply curve itself

The higher the price, the more that firms are able and willing
to produce and sell

The Supply Curve for Wheat in
Canadarhe law of supply holds in
this market because the supply curve
slopes upward.
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Price (dollars per bushel)
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The supply curve is upward sloping:
The higher the price, the more firms
are able and willing to produce and , R T

Se I I . Quantity (billions of bushels per year)



Production Cost: Shifting Supply Curve

If production costs (price of
Inputs) fall, The supply curve
then shifts to the right (from S

to ). )

firms can produce the same quantity .
at a lower cost (input price, P2) or a
larger quantity at the same (input

price, P1).



Factors causing supply curve shifting to the left

Alncreasing Input Prices (cost). Facor
ALower Level of Technology.
AOptimistic Expectation.

Qs



Factors causing supply curve shifting to the left

ADecreasing Input Prices (cost). ™"
AHigher Level of Technology.
APessimistic Expectation.

Qs



Supply Function

Qs =a b*(P)

Since, @ andb ) constants. And the sign is Plus according to
the law of supply. That there are positive relationship
between price and quantity supplied.

Example:
Q. =100 2P



Supply table

Q. =100 +2P
Price 0 1 2 3 4 5

Quantity | 100 | 120 | 140 | 160 | 180 | 200
supplied

Price

Pairs of (Price, Quantity)
Calculated from supply function.
We can plot supply curve using
this table.

S

Supply Curve
/ Qd
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Demand Curve

Thedemand curveshows how much of a good consumers are
willing to buy as the price per unit changes. We can write this

relationship between quantity demanded and price as an
equation: Az

QB =Q*P) 5

Qd



Demand Function

Q; =a v*(p

Since, @ andb ) constants. And the sign is Minus according
to the law of Demand, that there are negative relationship
between price and quantity demanded.

Example:

Q=20 -2



Demand table

Q=20 -2

Quantity | () 18 16 14 12 10

Demanded

_ _ Price
demand table:Pairs of (Price, °
Quantity) Calculated from 4 Demand Curve
demand function. We can plot > \
demand curve using this table. | Qd

9 10 11 12 13 14 15 16 17 18 19 20 21 22
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Suppose the demand for new automobiles in the United States is described by the
equation:

Qd =5.3-0.1P

where Qdis the number of new automobiles demanded per year (in millions) when
Pis the average price of an automobile (in thousands of dollars).

(a) What is the quantity of automobiles demanded per year when the average
price of an automobile is $15,000? When it is $25,000? When it is $35,000?

(b) Sketch the demand curve for automobiles. Does this demand curve obey the
law of demand?




Factors Affecting Demand Curve

(1)Price Of the gOOd itself (P Moving on Demand curve itself
(2)Prices of other goods (Complements/substitu
(3)Income, | (Normal/lnferior).

(4)Consumer taste and preferences (Compatibl
Incompatible.

(5)Expectation (optimistic/pessimistic).
(6)Number of consumers (small/large).




Price effect and moving on the line

The higher the price, the lower the
guantity demanded.

O P N W b
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Factors shifting demand curve to the right (rise)

(1)Decreasing prices of complement good or increasing prices of
substitute good .

(2)Increasing Income In case of normal good or decreasing incon
case of Inferior good. 9

(3)Compatible Consumer taste and preferences,
(4)Pessimistic Expectation today for the future|
(5)Large Number of consumers.

3
2
1
0

O 1 2 3 4 5 6 7 8 9



Factors shifting demand curve to the left (fall)

(1)increasing prices of complement good or decreasing prices of
substitute good .

(2)decreasing Income in case of normal good or increasing incorr
case of Inferior good. ;

(3)Incompatible Consumer taste and preferences
(4)Optimistic Expectation today for the future.
(5)Small Number of consumers.

O B N W B~ O

o 1 2 3 4 5 6 7 8 9



The Market Mechanism

The market mechanism Is the tendency in a free market for
the price to change until the market clears(or until the
guantity supplied and the quantity demanded are equal)
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AThe two curves intersect at thquilibrium, or market
clearing, price and quantity. At this pricd”(*), the quantity
suppliedand the quantity demanded are just eqgQ4l).(

AAt this point, because there is neither excess demand nor
excess supply, there is no pressure for the price to change
further. Supply and demand might not always be In
equilibrium, and some markets might not clear quickly when

conditions change suddenly. Ttemdencyhowever, Is for
markets to clear.



Why markets tend to clear?

1. To understand that suppose the
price were initially above the
market-clearing level| say, P1.

2. Producers will try to produce
and sell more than consumers
are willing to buy.

3. A surplus| a situation in which
the quantity supplied exceeds
the quantity demanded | will
result.

Price
(dollars per unit)

ExcessSupply

-

e ——————— —— — — — ——————— — —

e ——— —— — —— — —

Shortage




Why markets tend to clear?

4. To sell this surplus| or at least to
prevent it from growing | producers
would begin to lower prices.

5. Eventually, as price fell, quantity
demanded would increase, and
guantity supplied would decrease
until the equilibrium price P* was
reached.

6. The opposite would happen if the
price were Initially below P*d say, at
P2. there Is a shortage, so price is bid

up.

Price
(dollars per unit)

ExcessSupply

e ——————— —— — — — ——————— — —




Excess Demand
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Excess Supply
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Changes in Market equilibrium4}

fincome (normal good)+ Costs C ?
4 income (inferior good)+ Cosfs C ?
vincome (normal good)+ Cosks C ?
} income (inferior good)+ Cos}s C ?
yincome (normal good)+ Cods C ?
¥ income (inferior good)+ Costs C ?
4 income (normal good)+ Cosfs C ?
4 income (inferior good)+ Coss C ?




Substitute Price (Ps) & technology (T)

Let's try it



Complement Price (Pc) & technology (T)

try it in home



