UNIT O

Chapter 8
Money, Banking, Saving and Investing

8.1 Introduction

; 3 : saving
eaking of Economics Sottitii As o
; etting aside a portion of income for use in
s the future.
A business whose main purpose is to receive W
deposits and make loans. interest
L A periodic payment for the use of borrowsc
funds. When calculated as a simpl
Anything owned to which a market value can ! gl
S percentage of the amount borrowed, this
payment is also known as simple interest.
credit card

A card authorizing the user to buy go
services with funds borrowed fro
store, or other business that issue

principal

The amount of money borrowed, or the
amount of money still owed on a foan, 2.2
debit card from the interest.

A card authorizing the user to s hi

her own funds on deposit in a bs
A debit card can be used to buy g
services or to withdraw money di

investing
Using money with the intention of making a

an account. financial gain.
saving . o S diversification

i ide a portion of Income : . : e
peundesices A method of lowering risk by investing in a

the future. ; : h :
wide variety of financial assets.

rlaatn .

The opening is about this guy (red paper clip guy)
https:/ /www.youtube.com/watch?v=8s3bdVxuFBs

8.2 What Makes Money... Money?

Money has three basic functions

Medium of Exchange: It enables us to easily trade with others.

Standard of Value: Money serves as a standard of value which allows us to measure and
compare the value of various goods.

Store of Value: Something is a store of value if it holds its value over time.

"Legal tender; the established medium of trade
“"Purchasing power refers to the quantity of goods and services that can be bought with a

particular sum of money.

Money has six characteristics
Acceptability: sellers and buyers must agree that the money being used is acceptable.


https://www.youtube.com/watch?v=8s3bdVxuFBs

Scarcity: the money must be scarce, for example, historically items like salt, gold, and silver

were used as mediums of trade.

Portability: It must be portable (easy to carry)

Durability: It must be able to withstand physical wear and tear.
Divisibility: Money must be easy to divide.

Uniformity: They must be identical or close to being identical.
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History of Money
A Commodity - a good that has value in trade.

As trade flourished in Europe during the Renaissance, wealthy merchant and nobles needed a
safe place to store their gold and silver, ®0EN3, a business that receives deposits and makes

loans began to emerge.

In exchange for gold/silver, the banks would give back @0ENIESS&I, promising an exchange
whenever the holder wanted to have silver or gold back. This was what economists cal
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Today, governments print their own money, this is known as ekO8iO8EaNi For example, the US
government backs the USD, not gold or silver.



A credit card is not regarded as a form of money, this is because credit is borrowed money
which is to be returned later on. To the contrary, debit cards are not owed money, its taking
money out of your bank account to pay for goods.
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8.5 HOW DO AMERICANS INVEST THEIR SAVINGS?

SRip the first section, and start from page 151:
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\EZa3eOAESI. As in,

High risk -> potentially high returns

Low risk -> usually lower returns than high-risk investments

Compounding refers to the ability of an investment to generate earnings that can be
reinvested to earn still more earnings. Banks make this happen through interests.

FDIC-Insured Savings and Government Bonds: The Safest Investments

One of the lowest risk investments is government bonds.

A bond is a loan in which the borrower promises to pay the lender a fixed rate of interest
over the term of the loan and then repay.

Local state governments also issue bonds in order to gain money to build projects such as
schools, buildings, bridges, and highways. This is known as a municipal bond.

Corporate Bonds: Moderate Risk for More Return

Like governments, corporations may borrow money. Corporate bonds are riskier, and the
amount of risk simply depends on the status of the company you are lending money to. If
the company has a strong history and stable business and revenue flow, you have a lower
risk in comparison to a hewer less stable company.

The higher quality companies are rated as AAA (B is lower), and at the bottom are junk
bonds, these are bonds which are classified the lowest level with the highest risk.

Stocks:

Stocks are securities that represent ownership in a business.

When a company issues shares of a stock, the investors become shareholders.

As part owners of a company, shareholders have a right to receive a portion of the firm's
profits, this is known as dividends.

Investors who buy non-dividend -paying stocks assume that the price of the stock will rise
as the company grows in size.



Stocks have offered investors a higher return rate than bonds.
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Enron Stock Price, 1997-2002

Source: Enron Securities Ligitation website
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The most common way to invest in stocks is through brokerage companies that help buy
and sell for investors.

Brokerages employ stock brokers to help investors make and carry out with decisions.

The actual buying and selling of stocks and bonds take place at the stock market, the most
famous being the New York Stock Exchange at Wall Street New York City.

NASDAQ, also handles billions of shares per day of trade.

The Securities and Exchange Commission (The SEC) regulate the stock market and make
sure that all investors have access to the same financial information.

Firms provide such information in a legal document known as a prospectus.

The SEC has been accused in the past for not doing enough in regards to regulation,
especially in regards to the 2008 financial crisis.

Mutual Funds


https://www.forbes.com/2008/02/05/sec-cmos-banking-biz-wall-cx_lm_0206sec.html#2dee8b376450
https://www.forbes.com/2008/02/05/sec-cmos-banking-biz-wall-cx_lm_0206sec.html#2dee8b376450

A Mutual Fund is a collection of securities chosen and managed by a group of professional
fund managers.

It is a popular way to invest because the firms diversify the investments. Meaning that they
buy a wide variety of financial assets and as a result mitigate risk.

For example, investing in four companies alone can be risky. One company could go
bankrupt or have simply a poor year, and that could seriously hurt returns. Whereas if you
are investing in 1,000 companies. Some will do better than others, but overall, the market
generally goes upward 5-8%, meaning that you will most likely gain profits (It varies from
year to year, but generally speaking, the market goes up beyond the rate of inflation).

Market Index, measures changes in the value of a group of stocks, bonds and other
investments.

The most often quoted ones are, The Dow Jones Industrial Average and Standard & Poor's
500.



Chapter 10
Human Capital and the Labor Market

10.1 Introduction SKIP

10.2 What Trends are Shaping Today's Labor Market?
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Labor Force, people over the age of 16 who are working or are actively seeking work.
(Who would then not be considered, not actively seeking? For example, a lady who got
pregnant left her job and went back to work for a few years, but then decided to be a
full-time Mother. She would have the necessary skill sets, and is over the age of 16, but not
part of the labor force. It also does not include military members or prisoners).

The force continues to grow in the millions, although the average age continues to grow
older, which is a concern.

Shift from Manufacturing to Service
The number of workers involved in factory jobs has declined. This shift towards service
started with the Industrial Revolution.
Economists expect this trend to continue.
+ In productivity meant fewer workers were needed.
+ Some jobs have been outsourced to places like China and India

Knowledge Workers

Are growing in importance. This is a type of person who works with information or who
develops or apply information in a workplace.

For example, computer programmers, teachers, lawyers, and scientists.

Increased Outsourcing, Temping, and Telecommuting
1. More jobs are being “outsourced” as in business send work to another company to
complete for them.
2. The use of temporary workers has increased.


https://www.forbes.com/sites/joemckendrick/2016/12/29/5-ways-digital-technology-is-changing-your-job/#575788fa64bd

3. Telecommuting is another growing practice, this is where workers communicate
primarily by phone, email and will work from home.

Globalization

Globalization is the process by which people around the world, along with their economic
activities, are becoming increasingly interconnected.

One key aspect of globalization is the growing practice of offshoring or relocating work and
jobs to another country.

-This can happen in two ways, one way is for an American firm to move operations to
another country OR contact a company in another country, and outsource the job to them
(For example, if | make tshirts. Instead of relocating and creating a tshirt factory in Vietnam, |
could contact a tshirt creating company there, and have them work for my company, and
pay them. This makes sense as long as it saves my company money).

Fasted Growing Occupations in 2018

1. Solar Photovoltaic Installer
Wind Turbine Service Technician
Home Health and Personal Care Aide
Physician Assistant
Statistician and Mathematician
Nurse Practitioner
Physical Therapist Assistant and Aide
Software Developer, Application
. Bicycle Repairer

10. Medical Assistant
(Other +25% growth industries. Forest Fire Inspector, Physical Therapist, Massage
Therapist, and Genetic Counselor).
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10.3 What Determines How Much Workers Earn?

How do companies decide how much money to pay different workers?
What determines one's “worth” in the marketplace?

Wages Reflect the Value of What Workers Produce

A number of factors influence wage. One has to do with skill.

Unskilled: These jobs require no specialized skill, and earn a low hourly wage (Examples
Jjanitor, busboys, farm workers, CU staff).

Skilled: Workers need little or no supervision and require some type of specialized skill, for
example, police officers, carpenters, bank tellers and factory workers (Who operate
machinery).


https://www.thebalancecareers.com/top-fastest-growing-jobs-2059649

Professional: This is the level considered “White collar”. This job is based on a “salary” and is
not hourly pay. Examples include doctors, teachers, dentists, pilots, lawyers, accountants.

As skills increase. So do wage.

More productive workers tend to receive higher wages than less productive workers,
although this ranges greatly based on the job. For example, a salesman would most likely
get compensated for efficient work, where as an efficient nurse may not see this on her
paycheck.

Competitions can also raise or lower pay.

For example, if there are three companies who want the same worker, one may offer
$13.00/hr, another $15.00/hr, another $18.00 hr, simply to pay more than the first two.

The reverse can also happen. If there are 3 people who want the same job at one company,
one may be willing to work as low as $7.00 /hr, another $5.00 / hr, and another at $4.00. In
this scenario, the company may go with the $4.00 option to save money.

Supply and Demand in the Labor Market
1. Demand for labor comes from businesses and government,
2. Demand changes with the economy, the better the economy, more labor is

demanded,

3. Increase in demand tends to boost wages,

Wages fall when the supply of labor increases, but demand decreases,

5. Wages are especially low when you have many people willing to work for low pay
(and end up dropping each other's wages),

6. Immigration decreases wages for unskilled Wage rae Labous supoly
laborers,

7. Equilibrium wage is a wage rate that resultsin ™
neither a surplus nor a shortage of qualified
workers. If the wage for a job is too high, a

surplus of workers will apply for the job and \
employers will lower the wage. /

»

Wegq

Labour demand

N2 Negq N1 Labour units

Other Factors

Minimum wage laws:

The government sets minimum wages, which means businesses must pay above or at the
minimum wage, but not below.

Some local minimum |
wage rates:

Minimum Wage hy U.S. State
as of July 1, 2018
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Working Conditions

Jobs with stressful working conditions pay more. For example, fishing crews in Alaska earn
far more than average, because of the stressful and dangerous situation. Similarly,
policemen in more dangerous areas, like Oakland, California, earn significantly more than a
policeman who works in a safe suburb in Colorado.
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10.4 How Can You Increase Your Human Capital

Z

EFWFMPQJOH!ZPVS! 1 VNBO!DBQIUBMUT!BIMIGEMPOH!QVSTVIU'";

Z

Cfdpnjoh!Rvbnjgjfez

Fevdbujpo!jt!pof!pglui Finbjo!spvuftiuplefwiipgjoh!ivnbo!dbgjubn/z
1jhifs!fevdbujpo!nbz!bitp!rvbnjgz!zpv!gpsidfsujgjdbujpo!psijdfotjohlup!gsbdujd bz
gbsujdvrbs!gspgfttjpo/z

Z

Dfsujgjdbujpoft!bo!pggjdjbnisFdphojujpoluibulb!gfstpo!jt!rvbnjgjfe!jo!ijt!i fslgjfie/z
Gps!'fybnagif-lepdupst!nvtulcfldfsujgjFelup!gsbdujdf!intejdjof/:

Z
Fevdbujpo!xjmbntp!ifig!zpv!fbso!npsfinpofz/Uiflejggfsfodfljo!xbhf!gbje!cfuxffo!b:
dpmfhflhsbevbufiboe!ijhi!tdippnhsbevbuf!ibt!dpoujovielupthspx-lboe!xjmdpoujovTiupz
hspx!fbdi!zfbs/z

Z

Hbjojoh!Xpsl'Fyqfsjfodf;

Bopui fsixbzlup!jodsfbtfizpvs!ivnbo!dbgjubnljtiuispvhi!fygfsjfodf/!Uispvhi!xpsl:
Tyqfsjfodf-1zpv!dboljodstbtfizpvsikpc!tljmboe!ivnbo!dbgjubi/z

1 pxfwfs-l1TFg!jolnjoe-luibuljuljtiejggjdviuthFuljohluibulgjstulkpc!xjui pvulfyqfsjfod /! Zpvz
xjm! 1 bwFlup!bgqgnz!gps!bolifouszinfwhil!gptjujpo-'boelcvijre!vqglgspn!ui Fsf/z

Z

Jodstbtjoh!QfstpobnQspevdujwjuz;!Fggpsu!boe! 1 jhi!Tuboebset;
Urfinfwhilpg!fofshz!boe!fouivtjbtn!b!xpsl!fscsjohlup!xpslidbo!jodsfbtfluifjslivnbo;
dbqjubn/z

Joltpnflkpct-Ixpslfstibsflstxbsefe!cbhtfe!po!ipx!nvdiluifzigspevdf/z

Z

Cvjnejoh!b!Qfstpobn. QspgfttjpobnOfuxpsl:
Qfparfldbo!efwipq!ivnbo!dbgjubniuispvhilcvjiejoh!b!gspgfttjpobnofuxpsliuispvhiz
kpjojoh!bttpdjbujpot-boe!czlkpjojohlup!hspvat!pg!gfpagrf!jo!b!tjnijibs!joevtusz/;

Z

Z

10.5 The Role of Unions in the Labor Market SKIP;

11



Z

UNIT 1

Chapter 1
Human Capital and the Labor Market

1.1 Introduction
Adam Smith wrote The Wealth of Nations. Smith observes, that “Every man is rich or poor
according to the degree in which he can afford to enjoy the necessaries of conveniences, and
amusements of human life"

1.2 What is Economics All About?

Economics does utilize graphs, numbers and equations. However, the core of economics
lies in understanding human behavior, and understanding why people do what they do.

Economic enigmas are puzzles or riddles which could be explained through economic
analysis.

For example, small questions such as, “Why is popcorn at the theater more expensive than
popcorn at the grocery store?” or larger concepts such as “Why do Americans tax so much
for car tires and tobacco, but so little for bananas"?

How People Use Limited Resources

A resource is anything used to produce an economic good or a service. Resources are
limited (services and products).

Despite sources being scarce, people have unlimited wants.

q[6«yC6yryq[6 fHow economic decisions are made by individuals, households and
businesses.

q 6«yC6yryq[6 i focuses on how economics as a whole work.

Science of Decision Making

Economics is the science of decision making.

Why do people pay $70,000 for an expensive BMW? Why would someone who makes the
same income choose to buy a $20,000 KIA instead? What type of factors affect their
decision making.

Define Economics

Defining Economics L
Economists define economics in different ways
depending on how they view their work.

analyzing everyday
enigmas

teaching better

decision making 12

making policy | ~ studying how

recommendations people use limited
(normative Ir

economics)




Positive Economics & Normative Economics

Example prompt “What impact will increase enrollment, salary increases, and rising
maintenance costs have on next years budgets?

Example prompt Se, “What actions should we take now to reduce expenses in order to balance
next year's budget?”

POSITIVE ECONOMICS: Gather facts about the number of new classes needed to cope with
rising enrollment, the salaires of the school employees, maintenance costs, and other
expenses.

NORMATIVE ECONOMICS: Gather the facts but also, analyze the various choices the school
board has for cutting costs. Having laid out the choices, they would then recommend where
to cut costs.

1.3 What Seven Principles Guide an Economic Way of Thinking

Principle 1: Scarcity Forces Tradeoffs

Our desires are unlimited, but our resources are scarce.

Since there is scarcity we will always be forced to make tradeoffs, giving up one thing to
get another.

Economists have another name for this scarcity-forces-tradeoffs principle no-free-lunch
principle. Even if the lunch was free to you, someone had to pay for the meal and had made
the choice to make it free.

We make these decisions of trade offs every day. Some larger than others.

For example, going to line A vs. line B for lunch, going to line A, means you cannot enjoy the
food at line B. Or it can be a large decision, such as choosing between going to a University
in the United Kingdom or the USA. By choosing the UK over the USA, you are losing many
opportunities you may have had by going to the USA, and vice versa.

Principle 2: Costs Versus Benefits

The scarcity-forces-tradeoffs principles forces us to make choices.

The cost is what you spend, it does not have to be money, it could also be time, effort or
other sacrifices.

The benefits are what you gain from something in terms of money, time, experience or
other improvements in your situation.

To compare these two is known as costs-versus-benefits principle.

13



Like Principle 1, this is part of our everyday life.

Do you buy the popcorn alone for 3,000 KRW or do you get the popcorn + cola set, because
it is only +1,000 KRW, even though you are not especially excited about the cola, you figure
you might get thirsty and should get the drink now, instead of buying it later for +2,000 KRW.

Principle 3: Thinking at the Margin
This principle tells u that most of the decisions we make each day involve choices about a
little more or a little less of something rather than making a wholesale change.

Making decisions at the margin involve comparing marginal costs to marginal benefits.

For example, if you study for 3-hours for an economics test, is studying an extra 30-minutes
worth it? The answer to this question would vary depending on the individual. For some,
3-hours is enough to get their goal score, and would love to get that extra 30-minutes of
sleep. While for others, they may find that extra 30-minutes crucial to raise their potential
test score, and will sacrifice 30-minutes of sleep to improve their chances of doing well on
the test the next day.

Principle 4: Incentives Matter
Incentives, something that motivates a person to take a particular course of action.

Incentives come in many forms, positive and negative. Teachers use points and grades as
positive incentives, and could use demerits as negative incentives.

Often, finances are closely linked to incentives. For example, if you go over the speed limit
by a little bit (Let's say 5-miles an hour) in most states, the fine is often nominal, under $100.
If the same driver goes over the speed limit in the same lane, but this time by 20-miles an
hour, now the fine could be hundreds of dollars, and the driver may have to take hours of
online courses as part of his/her fine.

Principle 5: Trade Makes People Better Off

Why don't we make our own clothes? Grow our own food? The answer is quite simple,
through trade, everyone's life becomes better. It makes sense for people to concentrate on
what they do best, and then trade. This is known as the trade-makes-people-better-off
principle, that by focusing on what we do well and trade makes everyone's lives better.

Principle 6: Markets Coordinate Trade

A market is any arrangement that brings buyers and sellers together to do business with
each other.

Markets are most efficient without government intervention.

14



Adam Smith would use the metaphor of the invisible hand guiding human affairs to explain
how the markets regulate themselves with buyers and sellers.

Principle 7: Future Consequences Count

The future-consequences-count principle tells us that decision made today have
consequences not only for today but also in the future. This is important, because often
many decisions are made for the moment, and do not take into account future ramifications.

The law of unintended consequences states that actions of states and governments
always have effects that are not expected.

1.4 What Tools Do Economists Use?
Economists, like other scientists, rely on the scientific method to study how the world works.

For example, they may utilize the scientific method, where they will pose a question,
research the question, develop a hypothesis, conduct studies, analyze these studies and
evaluate their hypothesis.

Scientists have to rely on a lot of “natural experiments”, since unlike many of the hard
sciences, there is no hard evidence there, and you cannot monitor human beings the way
you would of a test-rat.

Graphs represent the visual information of two sets of data.
A variable is a quantity which can vary or change on a chart.

Economic Models: Simplified Representations of Reality
An economic model is a simplified representation of reality that often allows economists to
focus on the effects of one change at a time.

One widely accepted descriptive model is called homo economicus. This in Latin for
‘economic man,” although it applies to all human beings. It also is called the
rational-behavior model. This model is a tool for understanding the mystery of human
behavior.

This model focuses on human self-interest. Smith believes that despite everyone working in
their own self-interest, that ultimately this leads towards the advancement of society

overall.

However, keep in mind that this sometimes does not take into account matters such as
social values and charity, where people are selfless.

Financial Costs and Benefits of College (Khan Academy)
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Should Everyone Go to College? (Forbes)

Chapter 2
Economic Decision Making

2.1 Introduction
Why do even millionaires have to make choices? Why can no one get everything they want?
Even those with various skills, for example, famous artist Mick Jagger had to decide whether or
not to finish his bachelor's degree at the London School of Economics or pursue a career in
music. Another example would be the Oakland A’'s owner Billy Beane. In his teens, he had to
make the decision to pursue a fully tuition paid degree at Stanford University or pursue a
professional baseball career with the New York Mets.

2.2. Why is What We Want Scarce?
Our Wants Always Exceed Our Resources
Time for example is a limited resource, whether rich or poor financially, we all only have
24-hours a day which we can use.

With Resources Limited, Scarcity is Everywhere
Goods, are physical objects produced for sale.
Services, are activities done for us by others.

Shortages Are Temporary, While Scarcity Is Forever

A shortage is a lack of something is desired, a condition that occurs when there is less of a
good or service available than people want at a current price.

Shortages are usually temporary and can be caused by external actions such as war and
natural disasters, or simply because there is more demand than supply.

2.3 How Do We Satisfy Economic Wants?
Inputs, Outputs and the Production Equation
Inputs are the scarce resources that go into the process. Economists call these productive
resources the factors of prodcution and divide them into three basic categories: land, labor
and capital.

Factors of Production are three categories; land, labor and capital.
Outputs are the goods and services produced using these resources.

Land + labor + capital = goods and services
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Some economists consider entrepreneurship the willingness to take the risks involved in
starting a business.

Land is far more than real estate, it means all of the “gift of nature” which include minerals,
waters, plants, and animals. Which can be replaced as they are used.

Perpetual Resources, are both used and widely available, and have no danger of running
out.

Analyze a pencil

1. Most pencils are made of cedar wood. Cedar can be found by the Great
Lakes.

2. Pencil lead is made from a form of carbon called graphite. Graphite
cannot be found easily in the U.S. It is mainly imported from Sri Lanka
or parts of Canada.

3. This graphite is then mixed with wax and clay. This wax is found mainly
in Mexico, while the clay is found in the Southern parts of the U.S.

4. Ferrule, which holds the eraser to the wood, is made up of zinc and
copper. Zinc is found mainly in Canada, while copper is found mainly in
Chile.

5. The eraser is composed of rubber, which comes from a rubber tree, seed
oil, and pumice. Rubber trees are most abundant in the Democratic
Republic of Congo in Central Africa. Seed oil is found in Indonesia and
pumice is found in Italy.

6. The yellow color comes from a glossy lacquer made up of castor oil.
Castor oil comes from seeds of the castor plant. This can be found in
India.

7. Finally, the black lettering found on most pencils is made of carbon
black. This can be found in Texas.

Given that some of the resources needed to make a pencil is not easily
accessed in the U.S., the students should be advised that they have to think
about transporting these goods to their pencil factory. They can use land, air,
or water transportation methods.
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Labor Resources:

Labor, the time and effort people devote to producing goods and services in exchange for
wage This includes both physical labor and mental activities.

Human capital is the knowledge and skill that people gain from education, on-the-job
training, and other experiences.

There is a strong correlation between a country's level of human capital and its standard of
living. In contrast, the correlation between a country's natural resources and living standards
is weak. This explains why nations like Denmark have on average a high level of human
capital in comparison to a poorer nation like Somalia.

Capital Resources: Tools, Machines, and Buildings
Money used for investment such as stocks, bonds, real estates and businesses are often
referred to as financial capital.

Where as CAPITAL GOODS, refers to what helps produce the capital such as buildings,
factories and machines.

Putting It All Together: Entrepreneurship
Entrepreneurs perform four major roles.
1. Innovator: Entrepreneurs think of new inventions, technologies and techniques to
create more goods and services.
2. Strategist: Entrepreneurs supply the vision and make the key decisions that set the
course for new business enterprises.
3. Risk Taker: Entrepreneurs take on the risk of starting new businesses.
4. Sparkplug: Entrepreneurs supply the energy, drive, and enthusiasm needed to turn
ideas into realities?

Famous Entrepreneurs
(Oprah, Walt Disney, J K. Rowling, Steve Jobs, Rockefeller for example).

Working Smarter Boosts Productivity
Productivity is the measure of the output of an economy per unit of input.

Productivity = Output / Input

Article?
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Treatment Plan?
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2.4 What Do We Give Up When We Make a Choice

Utility, is the satisfaction or pleasure one gains from consuming a product or service.

Utility is not limited to fun activities, for example, getting a vaccination increases the
chances of your well-being, meaning you will have a greater opportunity to engage in

activities you want to. It increases your utility.

Trade Offs: What We Give Up When We Choose
Like individuals, business face tradeoffs as they try to maximize the utility of their land,

labor, and capital.

Societies also face tradeoffs, for example, the classic term of “guns-versus-butter”.

Quantity of guns produced

Quantity of butter produced

Opportunities Cost: The Best Thing We Give Up to Get What We Want
Opportunity cost, of any action is the value of the next best alternative that you could have

chosen instead.
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Marginal utility, is the extra satisfaction or pleasure you will get from an increase of one
additional unit of a good or service. One alternative in the scenario left you with more time
compared to the others. Another left you with more money.

Law of diminishing marginal utility
According to this law, as the quantity of a good consumed increases, the marginal utility of
each additional unit deceases.
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Fig. 4.1. Total Utility Fig. 4.2. Marginal Utility

2.5 How Can We Measure What We Gain and Lose When Making
Choices

Production Possibilities Frontier (PPF)

Is an economic model, in the form of a line graph, that shows how an economy might use its
resources to produce two goods. The graph shows all possible combinations of those
goods that can be produced using the available resources and technology fully.

The sloping line shows what is known as the production possibilities curve.
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Analyzing PPFs and Tradeoffs

Selkirk’s production possibilities frontier shows all the

combinations of turnips and clams that his one-person

economy can produce.

= At Points A and E, Selkirk devotes his time to producing
justone food, either 40 clams or 40 turnips.

= At Point C, he divides his time evenly between turnips
and clams. His tradeoff compared to Point Ais a loss
of 20 clams in exchange for a gain of 20 turnips.

Turnips and Clams PPF

A
N 40 clams

30 |--------

C
N 20 turnips, 20 clams

Clams per Day
S

|1 ]| ——— 1 -------- r """"" : 40 turnips

Turnips per Day
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Analyzing PPFs and Opportunity Costs

The shape of this PPF indicates that the opportunity cost of producing more of one

product is greater at some points along the curve than at others.

= Moving from Point B to Point C increases banana production by 200 pounds atthe
modest opportunity cost of 60 cell phones.

=« Moving from Point E to Point Fincreases banana production by only 20 pounds at
the much larger opportunity cost of 300 cell phones.

Cell Phones and Bananas PPF
900 — Gain: 200 pounds of bananas
Lose: 60 cell phones
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Analyzing PPFs and Efficiency

A PPF shows what an economy can produce using its resources as efficiently as possible.
= At Point G, the economy is not producing as many cell phones or bananas as it could

= Point H represents a level of production that is not possible for this economy.

Cell Phones and Bananas PPF
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Economic efficiencies, shows how productions can be efficient or inefficient.

PPFs can also be used to see how productivity can look like with increased or decreased
amount of productivity.

For example, with the bananas and cell phones, the PPF will shift to the right if the
economy grows and/or productivity increases.

“Knalyzing PPFs and Changes in Productivity
Changes in productivity can shift part of a PPFto the right or left. In this graph, the
productivity of banana plantations has been improved by the introduction of trees
that bear more fruit. There is no change in the productivity of cell phone factories.
= Note thatthe PPF remains fixed at Point Awhile increasing between Points Fand F.
= The productivity gains of banana growers can be measured anywhere along the

curve by calculating the difference between the original PPF and the new PPF.

Cell Phones and Bananas PPF

A New PPF

Original PPF

Cell Phones
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o

Note, what is interesting is better production of bananas not only leads towards more
production of bananas, but can potentially lead towards greater production of cellphones
too given the increased overall efficiencies.
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Analyzing PPFs and Changes in the Economy

Changes in a country’s economy can shift an entire PPF to the right or left.

» A shift to the rightis good news. It means that output is expanding and the economy
is growing.

= A shiftto the left is bad news. It means that output is shrinking and the economy is
heading into harder times.

Cell Phones and Bananas PPF
Original PPF

Growing economy

Shrinking economy
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