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Tilahun Ayanou[21:01 ET]: Recap Unit 1: resource scarcity force to make economic choice
 
Tilahun Ayanou[21:01 ET]: choices are based opportunity cost: tradeoff

Tilahun Ayanou[21:02 ET]: Unit 2: how to deal with resource scarity
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trade leads to specialization
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2-deals with area of trade or trade model
Tilahun Ayanou[21:06 ET]: comparative is the basis: domestic + international trade

3-flow model or marketing model, flow of goods and money
Tilahun Ayanou[21:07 ET]: economics agents: firm/business and household/individual

4-positive and normative
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Tilahun Ayanou[21:10 ET]: USA economy:   the most complex economy ever
Tilahun Ayanou[21:11 ET]: flow model: business vs house household + role government
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Tilahun Ayanou[21:13 ET]: PPF: capital goods vs consumption goods

Tilahun Ayanou[21:14 ET]: PPF: defense goods vs  civilian goods


Tilahun Ayanou[21:16 ET]: economic growth vs equity: distribution

Tilahun Ayanou[21:17 ET]: efficiency vs equity

Tilahun Ayanou[21:22 ET]: specialiation: production (goods + services)
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Tilahun Ayanou[21:23 ET]: PPF: applied, it does work
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Tilahun Ayanou[21:27 ET]: Combination A (20 oranges, 15 apples)

Tilahun Ayanou[21:28 ET]: B (28 oranges, 9 apples)

Tilahun Ayanou[21:28 ET]: D: outside PPF not possible

Tilahun Ayanou[21:29 ET]: efficient + feasible production: along the PPF (A, B.....)
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Tilahun Ayanou[21:30 ET]: Tradeoff: opportunity cost

Tilahun Ayanou[21:31 ET]: assignment graph: increase OC

if it outside the PPF it cannot be produced, they don’t have enough resources
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Tilahun Ayanou[21:35 ET]: Anjie: follow this example for the assignment
Tilahun Ayanou[21:38 ET]: if one goods production increases, other goods production decreases
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Decrease divided by quantity gained = 200/100 = 2
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also called trade model

Tilahun Ayanou[21:46 ET]: trade based on lower OC

Tilahun Ayanou[21:47 ET]: problem: cheating in trade: unfair trade practice (currency manipulation: China vs USA)

Explains social gain
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Tilahun Ayanou[21:54 ET]: cost labor is cheap in emerging markets
Anita Bhiro[21:54 ET]: China only allows

Tilahun Ayanou[21:55 ET]: negative trade balance with China
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Tilahun Ayanou[21:56 ET]: capital flow is relate to trade balance
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government may intervene with taxation

[image: ]

[image: ]
From Chapter 2

A model is a simplified representation of 
a real situation that is used to better understand
real-life situations.

The other things equal
assumption means that all other
relevant factors remain unchanged.


The production possibility
frontier illustrates the trade-offs
facing an economy that produces
only two goods. It shows the
maximum quantity of one good
that can be produced for any given
quantity produced of the other.

Factors of production are
resources used to produce goods
and services.
Technology is the technical means
for producing goods and services.


A country has a comparative
advantage in producing a good
or service if its opportunity cost of
producing the good or service is
lower than other countries’. Likewise,
an individual has a comparative
advantage in producing a good or
service if his or her opportunity cost
of producing the good or service is
lower than for other people.



A country has an absolute
advantage in producing a good or
service if the country can produce
more output per worker than other
countries. Likewise, an individual
has an absolute advantage in
producing a good or service if he
or she is better at producing it than
other people. Having an absolute
advantage is not the same thing as
having a comparative advantage.

Trade takes the form of barter when
people directly exchange goods or
services that they have for goods or
services that they want.
The circular-flow diagram
represents the transactions in an
economy by flows around a circle.
A household is a person or a group
of people that share their income.
A firm is an organization that
produces goods and services for sale.
Firms sell goods and services that
they produce to households in
markets for goods and services.

Firms buy the resources they need
to produce goods and services in
factor markets.

An economy’s income distribution
is the way in which total income is
divided among the owners of the
various factors of production.

Most economic models are “thought
experiments” or simplified representations
of reality that rely on the
other things equal assumption.

• The production possibility frontier
model illustrates the concepts of
efficiency, opportunity cost, and
economic growth.

• Every person and every country has
a comparative advantage in something,
giving rise to gains from trade.
Comparative advantage is often confused
with absolute advantage.

• In the simplest economies people
barter rather than transact with
money. The circular-flow diagram
illustrates transactions within the
economy as flows of goods and
services, factors of production, and
money between households and
firms. These transactions occur in
markets for goods and services
and factor markets. Ultimately,
factor markets determine the economy’s
income distribution.

Positive economics is the branch
of economic analysis that describes
the way the economy actually works.
Normative economics makes
prescriptions about the way the
economy should work.
A forecast is a simple prediction of
the future.

Positive economics—the focus
of most economic research—is
the analysis of the way the world
works, in which there are definite
right and wrong answers. If often
involves making forecasts. But
in normative economics, which
makes prescriptions about how
things ought to be, there are often
no right answers and only value
judgments.

• Economists do disagree—though
not as much as legend has it—for
two main reasons. One, they may
disagree about which simplifications
to make in a model. Two,
economists may disagree—like
everyone else—about values.


1. Almost all economics is based on models, “thought
experiments” or simplified versions of reality, many
of which use mathematical tools such as graphs. An
important assumption in economic models is the
other things equal assumption, which allows analysis
of the effect of a change in one factor by holding all
other relevant factors unchanged.

2. One important economic model is the production
possibility frontier. It illustrates opportunity cost
(showing how much less of one good can be produced
if more of the other good is produced); efficiency (an
economy is efficient in production if it produces on the
production possibility frontier and efficient in allocation
if it produces the mix of goods and services that
people want to consume); and economic growth (an
outward shift of the production possibility frontier).
There are two basic sources of growth: an increase in
factors of production—resources such as land, labor,
capital, and human capital, inputs that are not used up
in production—and improved technology.

3. Another important model is comparative advantage,
which explains the source of gains from trade between
individuals and countries. Everyone has a comparative
advantage in something—some good or service in
which that person has a lower opportunity cost than
everyone else. But it is often confused with absolute
advantage, an ability to produce a particular good or
service better than anyone else. This confusion leads
some to erroneously conclude that there are no gains
from trade between people or countries.

4. In the simplest economies people barter—trade goods
and services for one another—rather than trade them
for money, as in a modern economy. The circular flow
diagram represents transactions within the
economy as flows of goods, services, and money
between households and firms. These transactions
occur in markets for goods and services and factor
markets, markets for factors of production—land,
labor, physical capital, and human capital. It is useful
in understanding how spending, production, employment,
income, and growth are related in the economy.
Ultimately, factor markets determine the economy’s
income distribution, how an economy’s total income
is allocated to the owners of the factors of production.

5. Economists use economic models for both positive
economics, which describes how the economy works,
and for normative economics, which prescribes how
the economy should work. Positive economics often
involves making forecasts. Economists can determine
correct answers for positive questions but typically
not for normative questions, which involve value judgments.
The exceptions are when policies designed to
achieve a certain objective can be clearly ranked in
terms of efficiency.

6. There are two main reasons economists disagree. One,
they may disagree about which simplifications to make
in a model. Two, economists may disagree—like everyone
[bookmark: _GoBack]else—about values.
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PPF: Production-related Economic Model

* PPFis used to illustrate:
1. Productive Capacity: the maximum Output
2. Opportunity Costs: tradeoff in production
3. Efficiency
a. Productive efficiency: least cost production.
b. Allocative (marketing) efficiency: supply vs. demand.
4. Economic Growth or Economic Decline
a. Growth: PPF shifts rightward (outward)
b. Recession/decline: PPF shifts leftward (inward)
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The Production Possibility Frontier
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Production Possibilities Frontier
Increasing Opportunity Costs
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Quantity of Apples  Quantity of Oranges

Option  (pounds) (pounds)
A 900 0

B 800 400

c 700 600

D 500 700

E 300 750

F 0 825

‘What is the opportunity cost of increasing the
annual output of apples from 700 to 800 pounds?
‘What is the opportunity cost of increasing the
annual output of oranges from 400 to 600 pounds?
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If the production of apples increases from 700 to
800, production of oranges decreases from 600 to
400 pounds.
Opportunity cost (OC): decrease in the
production of 200 Ibs of oranges.

* 0C=lost/gained = 200/100 =2
If production of oranges increase from 400 to 600,
apples production decreases from 900 to 800 Ibs.
Opportunity cost: decrease in apples
production by 100 Ibs.

= 0C=lost/gained = 100/200 = 1/2
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2.2 Comparative Advantage

An individual has a comparative advantage in
producing a good or service if the opportunity
cost of producing the good is lower for that
individual than for other people.

— The person with the comparative advantage can
produce the activity by giving up the smallest amount of
the alternative activity.

Trade Theory: Comparative advantage explains

the source of gains from trade between

individuals as well as between countries.
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Absolute Advantage

An individual has an absolute advantage in an
activity if she/he can do it better than other people.
Absolute advantage: if a country uses fewer
resources to produce a given unit of output than
another country.

Comparative advantage: ifa country can produce
the output at a lower opportunity cost in terms of
other goods foregone than another country.

Every country (or person, or economy) has a
comparative advantage at some activity: Trade.
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Sources of Comparative Advantage
Lower Opportunity Costs of Production

—Natural resources
—Human capital
—Technology
—Physical capital

—Land, etc.
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2.3 Transactions: The Circular-Flow Diagram

* The circular-flow diagram is a model that
represents the transactions (interactions) in
an economy by flows around a circle.

* It represents transactions within the
economy as flows of goods, services, and
money between households and firms.
These transactions occur in markets for
goods and services and factor markets.
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2.3 Transactions: The Circular-Flow Diagram

* The circular-flow diagram is a model that
represents the transactions (interactions) in
an economy by flows around a circle.

* It represents transactions within the
economy as flows of goods, services, and
money between households and firms.
These transactions occur in markets for
goods and services and factor markets.
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The Circular-Flow Diagram
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Normative Economics

* Normative economics makes prescriptions
about the way the economy should work.
. Personal Opinions (Value Judgments).

Examples:

We should reduce USA imports.
Price of beer is high.

Price of soft drinks is low.

* Disagreements between economics usually
involve normative economics.
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Unit 2 Assignment #2

* To see the list of research paper topics click on
DocSharing icon.

* Select one research topic from the lists. This will be the
subject you will research over the course of the Term.

Research-related submissions (based on the same topic)
* Unit 2: Research Topic and explanations thereof,

= Unit 4: Complete research outline template (DocSharing),

= Unit 6: Complete research draft template (DocSharing),
* Unit 8: Submit the final research paper.
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BU224-01: Microeconomics
Unit 2 Seminar

Tutor Center: http://Kkhe2.acrobat.com/kubc/
(Check the Business Tutor Center link)

Tilahun Ayanou, PhD
Wednesday 9:00-10:00PM (EST)
4/24
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Unit 2 Seminar Agenda

Chapter 2: Economic Models: Tradeoffs and Trade

Unit 1 Discussions
Adam Smith, Wealth of Nations (1776)
* Trade
« Specialization: more output
* Foundation of the Market Economy
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Chapter 2
Economic Models: Tradeoffs and Trade

Three Basic Economic Models
The production possibility frontier (PPF) model
illustrates the principles of scarcity, opportunity cost,
specialization and trade-offs, and efficiency.
The model of comparative advantage examines the
gains from trade. (Trade Model)
The circular flow model helps economists analyze
the monetary transactions taking place in the
economy as a whole.

The difference between positive economics and
normative economics.
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Models in Economics

* Almost all economics is based on models.
* Tables, Graphs, Formulas, etc.

* A model is a simplified representation of a
real economy that is used to better understand
real-life economic conditions.

* The “other things equal” assumption means
that all other relevant factors remain

unchanged; only one factor changes at a time.
* “Ceteris Paribus”
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2.1 Tradeoffs: The Production Possi

lity Frontier

The production possibility frontier (PPF)
illustrates the tradeoffs facing an economy that
produces only two goods.

PPF shows the maximum quantity of one good that can
be produced for any given production of the other.
Why do we face PPF? Resources at our disposal
are scarce at a given period.

Increase in the production of one good leads to the
decrease in the production of another good.




