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FOREWORD

This book is a product of many years of teaching economics and consulting businesses in the
international environs. Experience showed certain impediments in delivering major economic
concepts to a diverse global audience. No doubt, market is full of perfect professionally
compiled and presented instructional materials. And yet, most of economics text books are
supplied by western academicians under the assumption of the standardized North-American
or European high school background.

Naturally, both authors and students are products of their own cultures. Their educational
interaction is yet another reflection of the cultural backgrounds in many ways: in semantics, in
paradigms, in mentality, etc. It is hard to expect from a Middle-Eastern or an Eastern-
European student to clearly understand meanings of icol d ,tmeiikéeyacdk @
i b andwamooenver to readily perceive concepts based on such colloquialisms. In
extreme cases, simple examples or references to things like beacon, beef, or alcohol could
serve as repellents in by all means innocent attempts of scholars to present economic
concepts in the best way possible. Not to mention huge differentials in basic math
preparation, reading habits, critical thinking and conceptual perception skills, etc. Usual effect
is an unconscious phobia towards the subject built up prior even to the class commence,
based upon a sheer glance at a thick volume of outlandish wisdom.

Some other concerns:

a library resources are not abundant outside the western world, although internet
access is often a remedy almost everywhere;

a majority of international students of introductory economics is not pursuing careers
of economists, they rather take it as an obligatory element of their business degree;

a many elements of economic life differ across the countriesi icer t i f i cate of depo
can mean either nothing at all or something els

To make the long story short, this text is an attempt to present economics to unprepared
international students in an easy and yet comprehensive manner. Here are the basic features
this text attempts:

- simple language, short, straightforward and linear narration;

- one concept, one example preferably universal enough to reach anyone;

- exemplary test questions and exercises covering all critical points of each topic;

- easily reproducible MS Excel based calculations and graphs;

- internet references to allow for supplementary and alternative views.

It is up to the kind audience to judge, whether the rationale justified this humble effort and
whether the target was achieved.
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1. INTRODUCTION: ECONOMICS, MICROECONOMICS

1.1. Where do We Begin?

Let us start with this book in your hands. For you to read these lines a variety
of resources were used. Someone extracted, processed and moved across
the globe wood, oil, ores, sand and many other raw materials. While crossing
borders, waters and continents materials undergo several transformations, or
production processes to end up as this book in your hands. At all stages
many people were involved, both as producers and consumers, yourself being
the last one (the final consumer). And at all stages resources could have
been used in many different alternative ways.

There are two major approaches in how to look at these economic processes,
and correspondingly economics is usually divided into microeconomics and
macroeconomics. This book represents microeconomics, which studies the
economic behavior of consumers, households, producers, firms, markets and
industries at the individual level. In contrast, macroeconomics is a study of
the entire economy at the aggregate level, dealing with national or regional
total amount of goods and services produced, total income earned, level of
employment of productive resources, and general behavior of prices (1).

1.2. What Economists Study?

According to the most general definition, economics is the study of how
societies choose to use scarce productive resources that have alternative
uses, to produce commodities of various kinds,
and to distribute them among different groups (2).
In other words, economics is a study of flows of
resources at all levels of human society (local,
regional, national, global) through activities of
production, distribution, exchange and
consumption (3). Flow of resources, goods and
services is usually called economic allocation
process (Figure 1.1):

L RESOURCES

PRODUCTION «
{ ]

* DISTRIBUTION

Resources Y Production Y Distribution Y
Exchange Y Consumption

Consider such a chain starting with the
extraction of oil. Oil processing plants convert
oil into a variety of products which in turn are
sent to numerous businesses. Oil revenues, as
well as revenues of downstream businesses
are distributed in different forms (salaries,
profits, = government transfers,  welfare,
educational and healthcare payments) among
people, which exchange their income to goods
of their final consumption.

: EXCHANGE 3

CONSUMPTION ¢

l

Figure 1.1. Economic Allocation Process
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Of course, economics is not just a description of allocation. Main objective of
economics is to study how to improve (optimize) each step from resources to
consumption. Further on, we will see that economics is about efficient (not
wasteful) use of scarce resources in production with just (fair) distribution and
exchange of goods and services for their optimal (best possible) final
consumption.

In any definition of economics you can always find two most important points:
1) economic resources are scarce (see section 1 . 3  Yzgng 3) they usually
have many alternative uses (see section 1. 4 ilzd Yhese two main
concepts form the basis of all economic theory.

1.3. Free Resources vs. Scarce Resources ( Economic G oods)

From the economic point of view there are two major kinds of resources or
goods: free and scarce. Some resources are free, like sunshine, open air,
sea water, or desert sands. They are available without limit to cover all and
any needs of people. Economics does not deal with free resources and
goods, that are not economic goods. In economic terms, these goods have
zero price.

Economic goods or resources are not free, they are scarce, limited in quantity.
Scarcity happens because people desire much more than is available. An
economic good will immediately fall short of supply at a zero price.

Perhaps everyone would like to have an extra jacket, computer, or car, but
there are not enough resources to provide all desired by everyone. Scarce
(economic) goods are produced from scarce (economic) resources. Scarcity
makes economic goods valuable and puts people into economic relationships
over the above allocation process (see sectionl1 . 2 §.r h j

Seawater is free, anyone who needs it can walk to the seashore and
pick up a bucket or a cistern of it. There are free wild beaches,
everyone can use them as much as they want. Then, why would people
pay for beach parks and resort beaches? Simply because, the seawater
in parks and resorts is not the same as elsewhere anymore, it acquired
value due to landscape development, conveniences and services.

1.4. Alternative U ses

Let us consider three basic economic resources: 1) land; 2) labor; 3) capital.
Land can be used to raise crops, to build houses, or for public parks. Labor
can be employed in agriculture, construction, or manufacturing. Capital can
be used for the production of food, computers, or cars. All resources are
limited and can be used in many different alternative uses. This brings
problems of choice: how much of which resource should be used in
production of what kind of goods?

Suppose a country has abundant resources of capital, labor and oill,
should it just extract oil as much as possible and export as a raw
material, or rather produce fuels and petrochemicals? The answer
requires complex economic analysis.



1.5. Opportunity Cost

Intelligent economic decisions among numerous choices are taken based on
a fundament al apmaretpu n idtcerdindnteshigiaotion, the
true cost of something should include what one gives up to get it (4). By
taking one opportunity everyone forgoes numerous other opportunities. If you
go to the cinema, you loose a chance to study, or read a book. If a country
builds a gunboat, it looses opportunity to have an extra school, or a hospital.

As you can see, an opportunity cost concept is more or less universally
applicable to everything, from personal choices, business decisions to
government policies alike.

To attend college you pay tuition. If you consider your total cost as only
tuition payments you will miss your opportunity cost, a cost of forgone
opportunities. Being present in class, costs you loosing all other
opportunities. This is how term opportunity cost originated. Your
forgone opportunities may include say, taking employment or developing
your computer skills.

Speaking mor e precisely and Afeconomically
resource is the value of the next-highest-valued alternative use of that

resource (5). This definition allows to assign accurate values to different

things, to evaluate true full cost of everything.

To develop our previous example, let us assume that your business
class tuition is $5,000, salary of possible job is $3,000, and $2,000 is
how you value computer skills. In this case your next-best alternative or
next most valuable option is forgone employment. Now we can evaluate
full costs related to your study:

- Direct cost of study T tuition: $5,000, plus,
- Indirect cost, or opportunity cost of study i forgone salary: $3,000
- Full economic cost of study: $5,000 + $3,000 = $8,000

The concept of opportunity cost is usually demonstrated with the model of
production possibilities frontier (see section 1 . 8  Yzd et ys first learn, what
production is, and what models in economics are?

1.6. Production

With the concepts of scarcity, economic goods, and opportunity cost clarified,
let us consider an important starting point in the allocation process (see
sectionl. 2 9Y prgduction. | n t oday 6 prodaction mduces all
kinds of businesses 1 private and public, manufacturing and agricultural,
financial and trading, in logistics and infrastructure. They are organized in a
numerous forms, including (but not limited to) firms, companies, corporations,
enterprises, establishments, concerns, etc. (6)

Production of goods and services happens when necessary resources (inputs)
are put together with a purpose of creating commodities (outputs). In
agriculture, for example, land and labor are inputs while grain and foodstuff



are outputs. Resources (inputs) used to produce goods and services can be
of two kinds:

a factors of production - inputs to production from outside the production,
including, but not limited to land, labor, capital,
a intermediate goods - inputs to production from within the production,

usually supplied by other producers, like tires, glass, and electronics in
automobile assembly.

Correspondingly, outputs are either intermediate goods, or final goods. Final
goods are outputs only - commodities consumed without further processing,
i.e. food, clothes, furniture, etc. (Figure 1.2).

FACTORS OF & m Goops,
PRODUCTION , >t OUTPUTS,
INPUTS‘ :  CONSUMPTION

| NTERMEDIATE GOODS, «

Figure 1.2. Inputs-Outputs in Production

If sugar goes to a bakery, it is an output of the sugar factory, an
intermediate good of manufacturing and an input for a baking industry.
If sugar goes to a household, it is just a final product for consumption.

1.7. Economic Models

We are now ready to be introduced to our first economic model. Modeling is a
powerful tool of economics. Economic models are theoretical descriptions of
economic processes expressed the form of words, diagrams, or mathematical
equations. Economic models are used to demonstrate, analyze, or predict
economic relationships.

Simple example of models is, for example, a statement: extra two hours

of study wi ||l i ncrease yMawrmodél#iA] to t he
education try to capture which variables (hours of study, family income,

reading patterns, etc.) influencest udent s perfor magce.

An economic model shows qualitatively and analyzes quantitatively behavior
of economic agents by specifying important relationships between two, or
more economic variables.

In the example of oil processing dilemma (see section 1. 4 9} h j

solution comes with the economic model based on linear programming i

a special mathematical technique. One way to build such a model will

bet o find out a relationship between the
oil processedo and the dependent Jvari abl e
to find out what combination of crude oil and processed petrochemicals
results in highest profits. Moreover, to insure optimal performance
under constantly changing prices and quantities of inputs/outputs this
model should run on a daily basis.
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How are economic models actually created? Now we are ready for an
example of the Production-Possibility Frontier (PPF)

1.8. Production -Possibility Frontier (PPF)

Let us consider an automobile producer who has certain fixed amount of
resources (land, labor, capital). According to technological restrictions and
based on available inputs, daily outputs can be only a limited number of
sedans, or trucks, or combinations of them. The Table 1.1 below identifies
daily output possibilities of this particular production. In extreme points, the
ultimate trade-off is: either 150 sedans with no trucks, or 50 trucks with no
sedans. Four more combinations show possible joint outputs of more trucks
with less sedans or vice-versa.

If we plot Sedans-Trucks trade-off points into the two-dimensional diagram
(Figure 1.3) and connect these points we will receive a curve called
Production-Possibility Frontier (PPF). The PPF shows the possible quantities
of two goods or services that could be produced based on current technology
and given available resources.

Figure 1.3. Sedans-Trucks PPF
Table 1.1. Sedans-Trucks

Maximum outputs happen only along ppE
the PPF. It is possible to produce ..issseessssssssssss poesssssannnssnnnns
less, say 30 Sedans and 40 Trucks, .......... Sedans: Trucks
but then some of inputs will stay .. 1505 ... 0.
unused or wasted i 30 more Sedans 140 : 10
Could have been produced! Hence1 --------------- ]j -2-0--:r -------------- 2- -O--
pl’OdUCtIOﬂ Of 30 Sedans and 40 -------------------- .r ------------------
) - . 95: 30
Trucks is not efficient. Any pomt ................ .6.6.!."""""""4._(._')"
below the PPF is affordable, but NOt .cceessssssneaaasuas ..
. R S 20,
(iso < 10, 140 N efficient. At the same time, with
@T L (20 120 40 Trucks produced there is no
120 > ﬁ ‘ way to have more than 60
” \130, 95| S d E th.
= o edans. or is reason,
18 . combinations above the PPF are
“ *@ not affordable, impossible.
d
'8 The PPF shows combinations of
- > | efficient production, i.e. maximum
. Trucks 22 OL output combinations possible from
L o o i - i = ] all available inputs. Points along

the PPF illustrate the trade-off:
movements along the PPF show the necessity to forgo trucks for sedans, or
sedans for trucks.

1.9. Shifts of the PPF

The PPF model gives a useful insight into the notion of efficiency of
production. We can redefine production efficiency as maximum output from
all available inputs, when it is not possible to produce more of one good



without producing less of the other good. With no change in available
resources, the only way to increase production of one good without reducing
production of the other good is to improve technology. Improvement of
technology will allow increase in production of both goods which result in an
upward, outward, or rightward shift of the PPF (Table 1.2 - Figure 1.4).

Production described by Table 1.2., as compared to Table 1.2,
indicates increase in production possibilities due to better, more efficient
technology. If plotted in the same graph, new combinations will clearly
show the shift of the whole PPF upwards.

Figure 1.4. Sedans-Trucks PPF
Table 1.2. New Sedans-

In general, production-possibility  Trucks PPE
frontiers illustrate many basiC €CONOMIC ...eeeesessesnnnnnns presssssssssssnannnas
processes. If we plot a PPF with . Sedans: .....Trucks,
investment goods against consumption 200 : 0
goods we will see how a trade-o f f A 17€ss180 + 15
consumption i mor e i nves t'Tﬁé"h"t‘"gé‘d"@'i"1"T """" 30
push out the next y"E'a'r"6'1'§'5""|§J'U"S"S"i"bz1%"|“i ties of
production. Economists like to illustrate ssssssssssseiiiia.. e
different trade-offs using the PPF, for .....eeeeeeee. 75.. .............. 60...
. S ...

g Ty example: food  vs. guns,  public
i 200 15, 180 . :{ goods vs. private goods, and so on
30, 160 (2).
Bw._/ f
P oo @ & 1 ;
3 10; 140 pm :
%120 20;.126 E/ & \ao 75
EE 80 30,98
3 E
08 w0 \

‘\ \50
: 0 T K
0 0 40 500 g0 80
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1.10. Key Concepts
U economics, microeconomics, macroeconomics

U economic allocation: resources, production, distribution, exchange,
consumption

U free goods vs. economic goods

U scarcity, alternative uses

U opportunity cost

U production, inputs, outputs

U production-possibility frontier (PPF)

U productive efficiency & inefficiency

1.11. Discussion Questions

If government decides to analyze financial sector and its impact on
national economy, will it involve microeconomic or macroeconomic
analysis? How about tourism industry? Foreign trade?

What are advantages (if any) of processing crude oil, rather than selling
it straight away? What factors could possibly influence such a decision?

Which part or parts of the allocation process (see section 1. 2 g do" j
you consider most important? Why?

Do you think use of scarce resources in production of your country is
efficient? Is distribution and exchange of goods and services fair?

What natural resources are scarce in your country? Are they scarce in
other countries as well?

What is opportunity cost to your economics studies? How would you
value full cost of studies?

Give some examples of goods and services which are both outputs, and
inputs.

What variables influence your grades. How do you think they relate to
your grades i positive, negative, neutral?

What does the shape of the PPF tell us? Why is the PPF shaped the
way it is?

Consider current year PPF between food &
output of food increased, does it mean that the technology improved and

the PPF shifted up? Is this increase possible without any changes in the

PPF and technology? Answer using diagrams.



1.12. Exercises

There are three things you could do instead of studying economics now

(you value your studies at $500): go to the beach (you value your

beach swim at $200), take a promotion work (you could earn $300),

write a program for a friend (you could earn $400).

- What is the opportunity cost of studying economics? What is your
full cost of studying economics?

- What is the opportunity cost of a promotion work? What is your
full cost of taking a promotion work?

- Which of four opportunities you should choose?

Pl ot Table 1.1 and Table 1.COmp#ePFOGsS i n
movements along each PPF with the shift from one PPF to another.

Pl ot t he-TruckBUVRPE Tablel1.3 . STlvké BPF
according to the Table 1.3. Which Of ====sssssssssasssanns EesssssssEEsEEnEEEnn
the following PrOdUCHON severeeresre et b Trucks
combinations is inefficient, efficient, .......vveeeers 200E urerrrsrnnes Q..
not affordable? ... i I 10..
- 60 SUVos, 30 Truycgks.... T 20...
- 30 SUVGOs, 40 TrugKs i 0.
- 90 SUVOAS, 5 Tr UCGK.Su.. 30k e 40...
0: 50
Based on Informatlon in Table 11 --------------------- BssssEEEEEEEEEEEEEEE!
and Table 1.2 plot the Sedans-SUVo6s PPF. Whi ch of t he

production combinations is inefficient, efficient, not affordable?
- 140 Sedans, 55 SUVOs

- 60 Sedans, 30 SUVOs

- 60 Sedans, 75 SUVOs

ANSWERS TO TEST QUESTIONS

MuLTIPLE CHOICE QUESTIONS TRUE FALSE QUESTIONS .
6 7 8 9 10



1.13. Test Questions

MULTIPLE CHOICE QUESTIONS

1. Microeconomics is the study of:

A. general behavior of prices

B. economic behavior at the individual level

C. amountf goods and services produced nationally
D. total income earned

3. Economic allocation process includes:
A. production
B. distribution
C. consumptio
D. all of the above
" 5. Economists classify factors of production
into these major groups:
A. efficient and inefficient
B. land, labor, andpital
C. affordable and not affordable
D. inputs and outputs

7. The value of the good or service forgone
indicates:

A. production efficiency

= 2. The central problem in economics is that of

E A. scarcity of resources
= B. efficient production
. C. just distribution

= D. fair exchange

TIIIIIIIIII EEEEEEEEEEEEEEEEEEEEEEEEEEEEER

= 4. If the supply of good X at a zero price exceeds
its demand, good X is:

A. factor of production
B. economic good

= C. free good

= D. scarce

T6. Labor is:

EA. input

. B. economic resource
= C. factor of production
E D. all of the above

= 8. Points the PPF are unattainable

EA. outside
= B. on and inside

B. factor of production = C. inside
C. opportunity cost = D. on
IPI.Ifrlelelglq()ldlllllllIIIIIIIIIIIIIIIIIIIIIII : LA AR R RN RRRRRRRRRRRRRRERRRRRRRRRRRNERNRRNRNHN.!I
9. To show a trade off between production of TlO. This year as opposed to last year
two goods on the PPF . produc tion of food have decreased. This could
A. move along the PPF +  Dbethe resultof
B. shift the PPF outward = A. movement alotigePPF
C. shift the PPF inward = B. positive shifttinePPF
D. none of the above = C. negative shifttimePPF
= D. all of the above
TRUE-FALSE QUESTIONS
1. The income distribution deals with how firm s !'2. One of main concerns of economics is how to
divide their profits . distribute efficiently
A. True = A. True
B. False = B. False

3. Opportunity cost is a direct cost

A. True
B. False

5. Outputs can be only final goods

A. True

B. False

7. Economic relationships are analyzed with the

help of economic models

A. True

B. False

9. Production is efficie nt when it is not possible
to produce more of one good without
producing less of the other good
True
False

= 4. Land is a basic economic resource

= A True
= B. False

= 6. Intermediate goods are inputs to production
from outside the production

= 8. The Production -Possibility Frontier shows

sjeununn

. maximum output possible from a combination

- of two inputs

= A. True

: ?‘IIIallslelllIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIII
Tl . In the PPF graph an improvement of

. technology will show as an outward shift of

= the PPF

= A. True

= B. False




2. EcoNomMIC SYSTEMS, MARKET ECONOMY

2.1. Three Basic E conomic Questions

Every nation faces scarcity of resources, it has only so much of labor, land,
and capital. Each society deals with scarcity through the allocation process it
finds best. Need to cope with scarcity holds at all levels of economy: global,

national, regional, local. To resolve resource

e~ - allocation problem of economy means to
'”‘?""""-90\‘ answer three basic economic questions:
A0’ RN - what to produce?
/ d o
§ § Beonemic -.‘0\‘ - how to produce?
{ : Systems: - - for whom to produce?
. Pf@du&]g@ &
A F! o
\\ @ﬂgﬂ: uﬂ&% y 2.2. What to Produce?
.o. ... 4
\EOrWhom?/ Millions of different products and services could
~~~~~ - beproduced to satisfy peopl eds

and wants. What actual mix of goods will be
chosen to be produced? What products will remain unproduced and which
needs/wants should remain unsatisfied? Why, what is the reason? Who and
how takes responsibility for these decisions? Here is one example of such a
decision:

DUBAI - Energy Minister Mohammed bin Dhaen Al Hamili said
yesterday:
..."The UAE is now producing more than 2.7 million barrels of crude oil a
day...and oil production is expected to increase to 3.5 million bpd at the
start of the next decade..."
"Opec follows a known policy to guarantee stability of supply in the
market because consuming countries have legitimate concerns about
any disruption in oil supplies, but on the other hand producing countries
also have legitimate concerns about demand security,” the minister
added.

Khaleej Times Online, 21.09.2006

http://WWW.khaIeejtimes.tlom/

2.3. How to Produce?

Next guestion tHow aen eiety's limitesl :resourcés and
productive capacities pooled together to produce goods and services?0 This
involves series of choices over what kind of production will use which limited
resources to produce what mix of goods and services. Which goods are
better left to private producers? Which resources should stay public? What
technologies should be banned? Can a monopolist-producer take over entire
sector or industry? Which form of business provides most efficient production:
partnerships or corporations?

Booz Allen Hamilton: Public-private partnerships keep Middle East water
flowing.



The water needs of Middle Eastern countries are growing at a significant
rate, while the cost of providing this valuable resource is increasing
while nonrenewable groundwater reserves are shrinking.

As a result, Middle Eastern governments are increasingly turning to
public-private partnerships (PPPs) to manage their water resources and
everything related to water distribution.

Al Bawaba, 30.05.2006

http://www.menareport.com/en/business/§ 98685/

Related are technological questions touching scope of issues around scarcity

and efficiency. Question Ahow to produc:
problems of nations. Should synthetic fibers substitute natural fabrics? Is

genetically modified food healthy? Are alternative fuels viable?

Brazil wins race on alternative fuel

Brazil became the centre of alternative fuel production in the 80s
spurred by the oil shocks of the 1970s. The experiment reached its peak
in 1985 when an astonishing 91% of cars produced that year ran on
sugar-cane ethanol - the same fuel as the national spirit cachaca that
makes the popular cocktail caipirinha.

It could lead to Brazil drastically reducing its dependency on oil - it
imports 80% - and becoming a world leader in the export of renewable
fuels.

Aljazeera.Net, 21.07.2004

http://english.aljazeera.net/NR/exereSIQO&EBmgAQS%F30073C1FFB.t]m

2.4, For Whom to Produce?

Scarcity ensures that society cannot completely satisfy all its members.
Eventually each society has to eedeand de how
wants is to be satisfied. Whether everyone should have relatively equal share
of the final product, or some can have more than others? This question
clearly takes us away from pure economics into philosophy, politics, sociology.

It is not that difficult to state: A Gi ve t o each, wihdtismbch or she
more difficult to sort out what exactly 1is
valuable? If people have to work for their food, should the disabled die

starving?

Some nations try to reduce inequalities in distribution by re-distributing income
from the richer to the poorer members of the society. This is usually done
through the tax system: those who earn more pay high taxes, which are
transferred to less prosperous citizens. Other nations lack any policies of re-
distribution, their citizens are free to earn whatever they can, or rely upon
charities, if they earn nothing.

2.5. Alternative Economic Systems

People live in communities, societies. Based on ideas and opinions of its
members, each society chooses its own way to answer three basic questions



of economic allocation. Strangely enough, there are not too many ways to
answer these questions. People organize their economies just into four basic

types:

- Traditional Economy

- Market Economy or Capitalism

- Planned or Command Economy

- Mixed Economies
Table 2.1. shows how economic systems resolve the problem of allocation.
Following sections will discuss each of them in detail.

Table 2.1. How Economic Slystems Answer_l_Tree Basic Qusstions

.................... e A TS At A A R iy Syl by
: Tradit ional : Market : Command Mixed
.................... A U Ao - L1111 S-S
What to : .. = What consume ...+ Necessities/Whe
produce? Necessities ; demand | NecessmesE consumers dema
................... e esssssssssssssasfEasassamssassaRssaEdRastannnasaannnanspaannnnntannanananannes
How to : : Private : Government/Prive
produce? Everyone Entrepreneurs Government Entrepreneurs
..................................... PPl et N S AT
For whom : : People who c& People who can
to produce? Everyoa afford it Everyone : affordtfi Everyone
2.6. Traditional Economy

In the Traditional Economy the three economic questions are answered by
looking to the past, by customs, beliefs, and habits. All decisions are made
on the basis of past decisions. Tradition and history provide the primary guide
to resource use and the distribution of goods. What was produced, distributed,
and consumed in the past, same will be produced today. How did the
community grow lentil in the past? That is how they will do it now.

Advantage of the traditional societies over other systems, is in little friction
between its members. There is nothing to argue or dispute about, just make
clothing and shelter exactly the same way as in the past. Yet, the traditional
economy comes at a price. It restricts individual initiative to change and
improve economic allocation. Traditional societies usually have a lack of
advanced goods, new technologies, and economic growth (9).

Examples are numerous through the history of mankind. Traditional
economies existed in Neolithic societies, in Feudal societies of Medieval
Europe and they still exist today in some parts of South America, Asia,
and Africa. Some economists even argue that, the new traditional
economy is developing nowadays within the world economy (10).

2.7. Market (Free-Market) Economy or Capitalism

In the Market Economy allocation happens without anyone's interference.
According to Adam Smith, it happens due to "the invisible hand", or as we
would say - automatically. By that automatic "invisible hand" Smith meant an
economic system in which individuals following their own interests end up with
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http://en.wikipedia.org/wiki/Good_%28economics_and_accounting%29
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http://en.wikipedia.org/wiki/Asia
http://en.wikipedia.org/wiki/Africa

the best possible allocation of resources of their communities. Thus, this
system is based on self-interest:

Al ot i's not from the benevol ence
that we expect our dinner, but from their regard to their own self-
interest. o

Adam Smith (11)

In a market economy consumers and producers themselves decide what they
will buy and sell. Markets are free for everyone to participate and the only
thing that matters is price. Rational people acting freely in their own self-
interest answer the three questions through markets by "voting” with their
money for or against particular goods.

How do farmers decide what to grow under free market system?
Suppose his alternatives are wheat or lentil? Their choice is very
simple: if the price of wheat is higher than the price of lentil, will they
grow lentil? Obviously, not! They will choose wheat. But, why is wheat
more expensive than lentil? Because those who buy wheat and lentil,
i.e. consumers, value wheat more, than lentil. If the price of lentil will go
up, farmers will switch to lentil. Thus, farmers will always grow what is
more needed currently, or as economists say, is in greater demand.

Market economy is guided by consumer sovereignty. This term means that in
free markets final consumers decide which goods and services they want and
the economy's limited resources will be allocated according to their eventual
choice. Consumer is King!

At present, market economy is a globally dominating economic system. It is
considered as the most efficient economic allocation system. Key advantage
of a free market economy against other economic systems is in efficient
economic allocation without any additional effort or cost. To summarize
advantages of free market, it:

-followsconsu mer s demand

- motivates producers, who can profit by keeping low costs and
improving technology

At the same time, markets often fail. Market failure is a condition in which
markets fail to efficiently allocate resources among producers and goods and
services among consumers.

One example of market failure is a monopoly, when one producer takes
over whole markets and dictates high prices. Another typical market
failure is poverty or inequality of income and wealth in distribution.
Besides markets are often instable, from time to time they generate high
inflation and unemployment. With certain goods and services markets
simply do not work, examples vary from national security to street
lighting. And at last, but not least, many societies refuse to restrict
education and health care only to those who can afford it.

Because of the above-mentioned market imperfections, there is practically no
country in the world with all markets absolutely free. With a capitalist system
as a basis, almost each nation has its own version of market organization,
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institutions, regulations, restrictions. Even the United States, which promotes
free markets worldwide, has market restrictions in its economy (12).

2.8. Planned or Command Economy

Planned, Centrally-Planned, or Command Economy is a system in which all
major allocation decisions are taken by a central administration. Usually all
resources, factors of production, inputs and outputs belong to the central
government, which determines and commands, both quantities, and prices of
production and distribution.

Planned economies of our age, like in the USSR or in China, were specifically
designed to avoid social consequences of market economy failures. Indeed,
under the planned system production of necessary goods is insured, their
distribution is equal, medical care and education is not restricted only to
people who can afford it. In fact, sometimes capitalist countries also adopted
command systems during national emergencies, disasters or wars in order to
better mobilize resources. Before the WWII:

assumed comprehensive control over production and trade. Well before
the Japanese attack at Pearl Harbor, the Roosevelt administration, on
its own initiative, created the Office of Production Management, Office of
Price Administration and Civilian Supply, and Supply Priorities and
Al l ocati o®3 Board. o

As a disadvantage, command economy planners cannot accurately measure
consumer preferences over hundreds of thousands of goods produced in a
contemporary economy. This often results in shortages and surpluses and
therefore often leads to black markets. Besides, with profits collected by the
government producers have little motivation to reduce costs or improve
technology.  Accordingly efficient allocation can hardly happen under
command system.

2.9. Mixed Economies

Most of economists agree: practically none of presently existing countries
follows any of the first three types of economic system purely. All economies
in the world are mixtures, although usually one of the three schemes is
dominant. The idea behind mixing traditional, market, and planned systems is
to combine their advantages and avoid their disadvantages.

Mixed economies may start out either as market economies, like Canada
incorporating free public health care and affordable education, or as
command systems, like China expanding its private sector. Each nation
decides on its own desirable balance between private initiative and public
administration. Moreover, same nations at different times prefer different
mixes of private versus public ownership.

Under Charles DeGaulle and Georges Pompidou French government
initiated state control over some critical industries, such as
transportation, energy, and telecommunication. In return France

Al n the name of econoSr:r)ngovernmenbeivelntUaﬂyalt'



experienced "Thirty Glorious Years" (1945-1975) of steady high
economic growth. Later, in early 80-ies further expansion of the public
ownership led to poor economic results, which shifted favors back to
free market system. (14)
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Figure 2.1. Economic Systems

Yet, most successful economies of the last century were based on free
market systems with limited elements of command and planning. For this
reason, market economy elements are in key focus of economics.

2.10. Market Mechanism

On a very basic level, market economy works rather simply. It is usually
illustrated by a simple circular flow model of the economy with two sectors
(Households and Firms) and two types of markets (Goods/Services and
Factors of Production). Diagram in Figure 2.1. presents two-sector, two-
market circular flow with:

- Household sector which includes people who own resources or
factors of production, but want to consume goods and services.

- Business sector or Firms who are willing to produce those goods and
services, but need inputs or resources to operate.

Thus, two sectors become dependent on each other, they interact in two
different types of markets:

- Goods/Services Markets, where Households buy desired final goods
and services from Firms. Households act here as consumers, who
demand products from Firms-suppliers. The more, the better. How
much goods and services Households will be able to afford? Who, or
which Household will afford what and how much? It all depends on
how much of owned by particular Household resources (land, labor,
capital) will be soldinthef act or s® mar ket s

- Factors 0 ( Re s Markets, e Where Firms buy inputs from
Households. Here Households supply their resources, while Firms
demand these resources as inputs to their production. How much of
what product Firms will produce? It depends on how much of what
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product Households are able to buy. And depending on that Firms
will request inputs from Households.

TewEE_ N,
Services ®@

Markets &

FIRMS

HOUSEHOLD§:

Facto
| Markets
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Figure 2.1. Circular Flows in Market Economy

This way, the flow between sectors and markets circulates smoothly and
continuously without any external intrusion i the A1 nvi s i ksl ae
work! Firms use their Revenues to cover Costs of factors provided by
Households, which become Ho u s e h intothe, avhich Households
use for consumption Expenditures, which buy Fi r mé s , fDoviding § t
Firms with Revenues to cover their Costs T the circle is full!

You may start at any of four segments of this two-sectors, two-markets model,
the circle will always be completed. And, while moving along this circular flow,
three basic economic questions 1 what? how? for whom? 1 will be resolved
within a free-market economy all by themselves. Table 2.2. gives an example
of how a circular flow could possibly look in numbers.

Table 2.2. ExemE)Iar Circular Flow inasS imple Economy.

EEEEEEEEEEEEEEEEEERN am IIIIIIIIITIIIIIIIIIIIIII LB R R NN NNNNNERNERGHEHR.]

Factor Markets

Households sell T Firms buy
(Incomes) i (Costs)

Goods & Services Markets

Firms sell i Households buy
(Revenue) 1 (Expenditure)

Land $20 Food $15
Labor $50 Cloth $30
Capital $30 Flats $45
Totally $100 Transportation  $10
Totally $100

IIIIIIIIIIIIII*IIIIIII

Thus, in general, both types of markets have two sides: sellers i those who
sell commodities they own, and buyers i those who buy commodities they

hando



want or need. Interaction of sellers and buyers across all markets results in
balanced turnover of resources, goods and services in the economy.

2.11. Role of Government

Generally, free-mar k et system requir eosf f @ovpeorlninceinets

Usually markets develop and operate best without external intrusion. Yet,
many economists still recommend government involvement to protect markets
from failures.

As mentioned above (see section 2 . 7 ¢ every now and then markets
experience failures. Inefficiencies in performances of markets may lead to
guite serious social consequences, such as, poverty, injustice, environmental
disasters, etc. In such cases, the government may step in to correct these
failures. Although there is frequent disagreement on which markets and
sectors ar e eoxfdacot | or-o i, ietllaavebdcan outline most
commonly accepted functions of government in a modern economy (2):
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Figure 2.2. Economic Functions of Government.

INCREASE EFFICIENCY OF FREE-MARKET SYSTEM:

- Support of Perfect Competition : Perfect free markets operate under
condition that no internal or external force can influence these markets.
In such markets competition guarantees that firms minimize their costs
and achieve efficiency in production. In reality, such markets are rare,
there are always attempts of unfair competition, dominating markets,
dictating prices, etc. In such cases important role of the government is to
provide laws and regulations in support of fair competition. For example,
the Sherman Antitrust Act was the first United States federal government
action to limit monopolies:

fEvery contract, combination in the form of trust or otherwise, or
conspiracy, in restraint of trade or commerce among the several States,
or with foreign nations, is declared to be illegal. . Every person who
shall make any contract or engage in any combination or conspiracy
hereby declared to be il l egal Eselyil
person who shall monopolize, or attempt to monopolize, or combine or
conspire with any other person or persons, to monopolize any part of the

be

d e
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trade or commerce among the several States, or with foreign nations,
shall be deemed guilty of a felonyo
The Sherman Antitrust Act, 1890
http://www.civiosline.org/library/formatted/texts/shermast.latmtijru

- Correct for Externalities : Externality is a side effect from one
business which has consequences for another business but is not
reflected in costs or prices of either business.

Externalities happen to be both negative (bringing costs to the society),
and positive (bringing benefits to the society). Typical example of a
negative externality is pollution, generated by some chemical plant,
which affects other businesses and residents in the area who suffer
unexpected consequences in their lives and businesses. Education is
an example of a positive externality. Higher overall level of education
benefits not only graduates themselves, but everyone in the society from
a more educated labor force and population.

Government can use regulatory and monetary motivations to correct for
externalities. For example, in case of pollution, many countries exercise
both restricting laws, and tax incentives.

- Production of Public Goods : Public goods are defined as goods
consumption of which by one individual does not actually or potentially
reduce the amount available to be consumed by another individual (15).
Another characteristic of a public good is that usually it is impossible to
exclude any individuals from consuming the good.

The popular example of a public good is a street light: it is not a free
good, but as an economic good it can not be sold to anyone particular,
everyone passing by can enjoy it without restrictions or limits and there
is no way to charge people for amount of light enjoyed.

As opposed to public goods, private goods do not have these
characteristics. A bowl of soup or a cab ride, for example, are private
goods: their owners can keep out anyone from using it, and once they
have been consumed, they cannot be used again. Typically, free
markets function well in delivery of private goods, but with public goods
they fail. In most countries governments take over their production and
delivery.

Widespread examples of public goods include: national security,
defense, law enforcement (police, courts, arbitrage), environmental
goods.

REDISTRIBUTE INCOME TO FIGHT POVERTY

Many nations promote equity through income redistribution. The idea is to
narrow the gap between rich and poor.

In Brazil and Hungary, for example, per capita income levels are quite
comparable, but the incidence of poverty in Brazil is much higher. In
Hungary the richest 20% of the population receives about four times
more income than the poorest 20%, whereas in Brazil the richest 20%
receives 30 times more than the poorest 20% (16).
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In such cases, one simple way to promote equality is to tax rich and transfer
payments or welfare benefits to poor.

SUPPORT THE ECONOMY

Under the free-market economic system governments should not directly
interfere with businesses, markets and industries. Instead, governments are
well positioned to manage the overall pace of economic activity. They have
two key tools to help economy function better: fiscal policy, through which
they determine the appropriate level of taxes and spending; and monetary
policy, through which they manage the supply of money and credit.

Main objectives of governments fiscal and monetary policies are:
- high level of national output
- stable growth of economy
- high employment (low unemployment)
- low inflation

Further topics address what governments can do about each of these four
objectives. Generally speaking, role of the government is to create and
maintain the environment supporting and motivating efficient allocation of
resources by businesses and continuous improvement of standards of living
of population without negative impediments.



2.12. Key Concepts

U three basic economic questions

U economic systems, their types

U advantages / disadvantages of each economic system

U market economy, consumer sovereignty

U  market mechanism, circular flow

U markets for goods & services and markets for factors of production
U market failures, government role: efficiency, equity, stability

U positive/negative externalities, public vs. private goods

U objectives of government policies

2.13. Discussion Questions

1. How do different economic systems decide on justice in distribution? What
would you consider as a just distribution of goods and services in your
community, society?

2. Given a choice, which economic system would you prefer to live in? Why?

3. If you are creating a mixed economy, what mix of features will you choose?
What type of goods would you want not to have a market in? Why?

4. Which of economic systems better resolves poverty? Are you aware of
how this problem is addressed in your country? In other countries?

5. Do you believe that free-mar ket i s the best economic sY
or wh y? Whyaretmost modern economies mixed?

6. What type of economy does your country have? In what way are goods
distributed in your country?

7. What examples of market failures in your country do you know? How does
your government cope with them?

8.What examples of positive and negative externalities can you think of?
What costs and benefits arise from these externalities?

9.What examples of public and private goods can you think of? What
characteristics make them public or private?

10. What is your government doing to support national economy?

ANSWERS TO TEST QUESTIONS

|V|ULTIPLE CHOICE QUESTIONS - TRUE FALSE QUESTIONS .
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2.14. Test Questions
MULTIPLE CHOICE QUESTIONS

1. Three basic economic questions include: = 2. Basic types of economies include

A. why to produce? = A. primitive economy

B. when to produce? = B. new economy

C. where to produce? = C. capitalism
IIDI.InlolnlelolfltbglaployglIIIIIIIIIIIIIIIIIIIIII 3 ?Ilr:elolle ilstnlIIIIIIIIIIIIIIIIIIIIIIIIIIIIII

3. Who decides how to produce in planned 4. Planned economy produces for

economy? = A. government

A. everyone = B. everyone

B. private entrepreneurs = C. entrepreneurs

C. goernment " D. people who can afford it
IIDI.IIeeIO Ilel\IlvlhlolclalnlefrolrldlitlIIIIIIIIIIIIIIIII . LA AR R RERERRRRRRRRRRRRRRRRRRRRRERRRRRRNRRNRNRNHN.!I

5. Market economy producers are motivated to T6. Market econom Yy is based on:

A follow consumer 0s de magA. central plan

B. improve technology = B. past decisions

C. keep low costs = C. consumer sovereignty
IIDI.IIallllolfltDEIaIbPY?lIIIIIIIIIIIIIIIIIIIIIII;?.IPPD?PIErleI?Ee\ieIIIIIIIIIIIIIIIIIIIIIIIIII

7. In the market economy households sell = 8. Governments redistribute income by

A. labor = A. taxing and transfers

B. food = B. correcting for externalities

C. doth = C. production of publicdgo
IIDI.IIﬂlaltsllIIIIIIIIIIIIIIIIIIIIIIIIIIIIIII 3 ?.IISlIJEE(ertipglplelrfleICtlEerPP?tIitli()lnlIIIIIIIIIIIIIIII

9. In an ideal market economy, economic a 10. Objectives of government policies include:

functions (role) of governments include: = A. low level of natiboatput

A. fight poverty = B. low (moderate) inflation

B. investment in production * C. low employment (high unemployment)

C. setting exchange rates * D. none of the above

D. all of the above =

TRUE-FALSE QUESTIONS

1. The question fAWhich goa2 Society can complet ely satisfy needs of all its
cer

private produ S?0 i s; members
basic economic questions = A True
A. True " B. False
B. False n
IIIII.IIIIIIIIIII!IIIIIIIIIIIIIIIIIIIIIII IIIIII.I.IIIIIIIIIIIIIIIIII_IIIII_III.I_IIIIIII
3. Mixed economies produce only what « 4. Traditional economy restricts individual
consumers demand - initiative to improve economic allocation
A. True = A True
B. False = B. False
LA AR R R RRERRRRRRERRRRRRRRRRRRRRRERRRRRNENHN.] LA AR R RERERRRRRRRERRRRRRRRRRRRRRRRRRRRNRNRNRNRNHN.!I

5. Market failure is a condition in which markets « 6. According to consumer sovereignty concept,
| |

fail to efficiently allocate resources among - consumption is the only purpose of producti on
producers and goods and services among = A, True

consumers . B. False
A. True .
IIBaIlzlallslelIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIII : LA AR R RERRRRERRRRRRRRRRRRRERRRRRRRRRRRNRNRNRNRNHN.!I
7. Firms are selling in factor markets, and T8. Mixed economies combine advantages, and
buying in product markets . avoid disadvantages of component systems
A. True = A True
IIBiIlzlailslelIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIII;?IIl:la.lslIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIII
9. Governments increase efficiency of free a 10. Bread is a public good
markets  through  support  of perfect 3 A. True
competition " B. False
A. True .
B. False .
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3. DEMAND & SUPPLY. MARKET EQUILIBRIUM

3.1. Demand and Supply Model

We are now in a good position to take a closer look at markets. The foremost
economic tool in studies of markets is the demand and supply model. It

describes how all buying and

* BUYERS,
E DEMAND

MARKET: FRICE &

UAN OF A 0(

SELLERS,
SUPPLY

selling decisions are taken in a free-market
system based on prices.

While discussing market mechanism (see
section 2 . 1 0 )pwe dgfined two sides of
any market as those who buy (buyers) and
those who sell (sellers). Demand and supply
model describes market as a mechanism by
which buyers and sellers act together to
determine the price and quantity of a good or
service (Figure 3.1.).

Buyers represent Demand, Sellers represent
Supply. Demand comes from buyers, or
consumers, who are voting with their money
for goods of their choice, while supply comes
from firms, or producers, who supply these
goods in hope to profit.

Figure 3.1. Market Interaction between Buyers and Sellers.

3.2 Individual Demand

Buyers are willing and able to pay for goods. Demand describes market
behavior of buyers by means of Demand Curves. The Demand Curve is a
line that reflects relationship between the market price of a good and the
guantity demanded of that good. In other words, The Demand Curve shows
what quantity of a good an individual is willing

and able to buy at every price.

Let us assume, t hat yhawarmasf r i end o s
demand for shawarma is described in the sssssssssse.s  SELRTTTTTEEEEEERRRI Y
Table 3.1. It is quite natural, that at the Price, $ i Quantity, units
lowest price of $1 he will be able and willing """ " ¥ TS50
to consume most of the product i 129 2"'105
shawarmas. As the price increases your ............. .!. .....................
friend will be willing and able t0 DUY 1SS serrrrersSeedurerssserssnns 90...
shawarmas: 105 at $2, 90 at $3, and so on ......... A e ...
up to total refusal from expensive $9 5 i 60...
shawarma. 6 : 45
If we now plot points from the Table 3.1. N0 8 weveeeeeelesedeeerrerreeeess 30...
graph with price on the vertical axis and quantity _........8. . i............... 15
on the horizontal axis we will receive your 9 : 0

friend©os i ndi v

Table 3.1. Demand for

mont h

I dual Demand Curve (Figure



This curve illustrates the Law of Demand formulated in any of the three
AM st nsasanen e amernannan s ansananas fo||owing ways:

510 $% ; - if the price of a good rises,

3 ; the quantity demanded of
that good will fall, or

- quantity demanded of a
good is inversely related
to the price of that good,
or

-demand is downward-
sloping.

Putting it even simpler: the higher

: the price, the less quantity

i 0 ) ) . . —. § demanded, and vice-versa the

i\._ 0 o5 50 75 100 129 lower the price, the more quantity
demanded.

Figure 3.2. Table 3.1 Shawarma Individual Demand Curve.

3.3. Market Demand
Each individual has his own individual demand curve.

Unlike your friend, some shawarma-lovers might be willing and able to
pay even more than $9 for their favorite delicacy, others more health-
concerned friends maybe barely go for a couple of shawarmas at $1.

All individual demands add up into a market demand, so that at any price, the
market demand is the sum of the quantities demanded by each of the
individuals in the market. That is, the market demand is the horizontal sum of
the individual demands. The diagram in Figure 3.3 shows individual demand
curves for n individuals adding up to the demand curve for a market.
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Figure 3.3. Shawarma Market Demand Curve.

At the A level price, the market quantity of sawarma demanded will be a sum
of n individual demands at that level of price:

A=al1+a2+¢é +n a



At the B level price, the market quantity of sawarma demanded will be a sum
of n individual demands at that level of price:

B=bi1+b2+é+nb

The Law of Demand applies to the market as a whole just as it applies to an
individual consumer: the higher the price, the less quantity demanded in the
market.

3.4. Individual Supply

On the supply side, sellers, or producers are willing to supply goods motivated
by profits. Supply describes market behavior of sellers through the use of
Supply Curves. The Supply Curve is a line that reflects relationship between
the market price of a good and the quantity supplied of that good. In other
words, The Demand Curve shows what quantity of a good an individual
supplier is willing and able to sell at every price.

Table 3.2. Suppl of
Suppose, some other your friend cuts and  ¢poarmas PRY

sells shawarmas.  Your fri e n drorsthly ... ... pereernmnernnrnnnae
supply of shawarma is described in the Table  price, $ : Quantity, units
3.2. It is quite natural, the higher the price,
the higher profits to make, the more
shawarma he will be willing to produce and
sell. At the highest price of $9 he will be
willing to cut the largest quantity of the
product i 80 shawarmas. As the price
decreases your friend will be willing to sell
less shawarmas: 75 at $8, 70 at $7, and so
on up to minimum of 40 of least expensive $1
shawarma.

------------------------------------------------------------------

If we now plot points from the Table ; ‘
3.2. into the same graph with price A0 7$g " 2
on the vertical axis and quantity on

the horizontal axis we will receive i g .
your friendSoamply Cuveiivf dual
(Figure 3.4). This curve illustrates i
the Law of Supply formulated in any i
of the three following ways: :

-if the price of a good rises, the 4 -

quantity supplied of that good i @

will rise, or i24 )

- quantity supplied of a good is i ®

directly proportional to the price 0 ) ) ) h ;
of that good, or 025 50 75 ICENNEE

- supply is upward-sloping.

Figure 3.4. Table 3.2 Shawarma Individual Supply Curve.



3.5. Market Supply
Each individual producer has his own individual supply curve.

Unlike your friend, due to better technology or lower cost some
shawarma producers might be able to supply more at a low price of $1,
while others might refuse from this business at all.

All individual supplies add up into a market supply, so that at any price, the
market supply is the sum of the quantities supplied by each of the individuals
in the market. That is, the market supply is the horizontal sum of the
individual supplies. The diagram in Figure 3.5 shows individual supply curves
for n individuals producers adding up to the supply curve for a market.

greveseeneraseaenes T TS U gay e e s esarseeassmenssees :
i o >, p |Market Supply E
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Figure 3.5. Shawarma Market Supply Curve.

At the A level price market quantity of sawarma supplied will be a sum of n
individual supplies at that level of price:

A=zai1+a2+é +npa

At the B level price market quantity of sawarma supplied will be a sum of n
individual supplies at that level of price:

B=bi1+b2+é+nb

The Law of Supply applies to the market as a whole just as it applies to an
individual producer: the higher the price, the more quantity supplied to the
market.

3.6. Market Demand and Supply

Now, let us move up to the market-wide level of demand and supply. We
have the marked demand as a sum of the individual demands and the market
supply as a sum of the individual supplies. As soon as we put demand and
supply together, our demand and supply model is complete.

We can put market demand and supply together either in one single table
(Table 3.3.) or in one single graph (Figure 3.5.). Now we have a clear picture,
what will happen in the market as prices vary. Note, demand/supply model
describes influence of prices only. There are other market forces that affect
demand and supply, such as incomes of consumers or costs to producers.



This model assumes no change in other influences, or as economists say: fall
other things being equalo .

At the lowest price of 1$ monthly demand is high 25,000 shawarmas.
On the contrary, producers will expect little profits from inexpensive
product, they naturally are not ready to produce a lot i only 3,000
shawarmas. As price goes up, quantity demanded starts declining, it
falls down to just 1,000 shawarmas a month at $9. In contrast, with the
rise of shawarma price, producers get more and more interested, so that
at $9 they are ready to supply 19,000 shawarma per month.

Table 3.3. Market Demand & g i
Supply of shawarmas =
........... -
Price :  Quantity : Quantity {81
P& : Demanded, { Supplied, i
"7 1 Qo,units : Qs,units 1} 61
R St 5 5000,.3000 :
----------- T-----------------r-------------- 4.
eeeei B 22000, 26000
3 : 19,000 : 7,000
----------- *-----------------r-------------- E 2 o
....... 4.5...28000 = 9000 i
5 1 13,000 : 11,000
----------- *-----------------r-------------- 3 O T T ]
........6....5. ...... :I.' .O.’.O.(.).Q...i....]:‘?).’.o.(.)p.... 0 10.000 20.000 30.00
00050007 N ’ ’ —J
....... 8 .i.......4000 : 17,000  Figure 3.5. Shawarma Market Supply
ceereredeerbennnenn 900, 1, 19,000 and Demand.
3.7. Excess Demand, Excess Supply. Equilibrium.

Let us consider, what happens in the market as price goes up or down.

At a price of $2, for example, consumers are willing to buy 22,000
shawarmas, but producers are willing to supply only 5,000. Demand is
high, supply is low, the difference between demand and supply, or
excess demand is 17,000 shawarmas.

Low prices cause excess demand or shortage. Will shortage endure? Not
likely. Producers eager to make profits will try and offer more shawarmas at a
higher price. Prices will start going up.

At a price of $8 producers are willing to sell 17,000 shawarmas, but
consumers are willing to buy only 4,000. Supply is high, demand is low,
the difference between supply and demand, or excess supply, is 13,000
shawarmas.

High prices cause excess supply or surplus. Will surplus endure? Not likely.
Unsold goods mean losses to producers. To save the situation, they will
rather try and sell overstocked product at a lower price. Prices will start going
down.



Thus, any price fluctuation up or down will always fade out and converge to a

price at which quantity supplied match demanded, or supply equals demand.

This process of price adjustment or price determinatione x pl ai ns how #Ai nvi
h a n d othe onarket economy (see section 2.7) works. With no external

interference and without shortages and surpluses, free market will at all times

eventually rests at the price and quantity where demand equals supply.

A combination of market price (Pe) and quantity (Qe) at which neither buyers,
nor sellers wish to change their purchases, sales, or prices is called
equilibrium. At equilibrium market clears. For that reason, price at which the
amount of a good that sellers are willing to supply equals the amount that
consumers are willing to buy is called market-clearing price. Any other
Combination Of price and quantity iS et T N
in disequilibrium. 10 s -

Graphically (see Figure 3.6.), you i g J...}
can locate the equilibrium in the
Figure 3.6. at the point of { _ |
intersection of the supply and EPe
demand curves. At this point the
amount of a good demanded
equals the amount of good

supplied: Qe = Q¢ = Qs. And this {21
point corresponds exclusively to i
the market-clearing equilibrium Eo 9e

rice Pe. :
p e i 0 10,000 20,000 30,009'

Figure 3.6. Excess Demand, Excess Supply. Equilibrium.

3.8. Price Floors, Price
Ceilings
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Sometimes governments are not willing to
let markets adjust to market-clearing
prices. Instead, they establish either price
ceilings or price floors (see Figure 3.7)
7).

A Price Floor is a government-forced
minimum level of a price for a product.
For a price floor to be effective, it must be
greater than the equilibrium price. Price
floors cause surpluses i compare Figures
3.6 and 3.7.

3‘0
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Figure 3.7. Price Floor & Price Ceiling.

In some countries agricultural producers are guaranteed a minimum
price through price support programs. These prices are secured
because at the time of planting farmers do not know at what price they
can sell their crops. By assuring a minimum price for farmers,
governments guarantee sufficient production of important agricultural
products.




A Price Ceiling is a government-forced maximum level of a price for a product.
For a price ceiling to be effective, it must be lower than the equilibrium price.
Price ceilings cause shortages i compare Figures 3.6 and 3.7.

A typical example of price ceilings is rent control when national or local
authorities fix the price of some apartments or restrict annual increases
of rent.

3.9. Math of Demand and Supply

Other than tables and graphs, there is a third way to describe demand and
supply T equations.

What is market-clearing price in our shawarma market? Judging from
what we see in the Table 3.3 and Figure 3.6 we can only guess, that
equilibrium price is somewhat between $5 and $6 and equilibrium
guantity is around 12,000-13,000 shawarmas. The only way to get
exact numbers is calculations based on equations.

Demand and supply curves can take different functional forms (18), but for the
sake of simplicity we will consider only linear functions. To refresh your math
skills, linear functions are equations that yield straight lines. Linear functions
are written in the form of:

Y =b + mX

where dependent variable Y changes following independent variable X while
the Y-intercept b and the slope m are fixed numbers.

If the slope m is positive, the line slopes upward and the more positive m is,
the steeper is the slope of the line. If the slope m is negative, the line slopes
downward and the more negative m is, the steeper is the slope of the line.

As we established earlier (see section 3.6), in the demand and supply model
guantities purchased and sold depend on the price of the good, so price is an
independent variable, while quantity is dependent. In that case linear
equations describing demand (Qd) and supply (Qs) will have the form of:

(3.1) :Qq =a+bPU (b<0):

(3.2) :Qs=c+dPU (d>0):

Under the equilibrium condition of Qe = Q4 = Qs equations (3.1) and (3.2) can
easily be solved for the equilibrium price Pe and quantity Qe:

(3.3) Qe = Qd QsY a- bR = c+dPe.
aca
(3.4) :Pe = b d = bgeb—g

In the shawarma market example (Table 3.3. - Figure 3.5.), the demand
and supply correspond to the following linear functions:



http://en.wikipedia.org/wiki/Rent_control

| s5) :Qg = 28,000- 3,000P:

(3.6) :Qg = 1,000+ 2,000P:

Then, according to equations 3.3.-3.4.:

_ 1000- 28000 ,
: 4°
(3.7) 1te T 3,000- 2,000 N2> .

(3.8)
Qe = 28000- 3,000=000- 260008 11,800.
¢- 3,000~ 2,000+

Thus, our market research ended with precise knowledge of market-
clearing price of $5.4 at which 11,800 shawarmas will be sold.

3.10. Movements Along vs. Shifts . Shifts of Demand/Supply.

Will equilibrium ever change? Not with all fother thingsdremaining equal (see
section 3. 6 §.r Pog short periods of time the price may fluctuate up or
down causing brief disequilibriums. With these changes of price market
moves along the supply and demand back and forth, but mechanism of
shortages and surpluses quickly restores initial balance. With price changes
guantities demanded and supplied change, while demand and supply stay
unchanged. (19)

Only changes in either supply, or demand can change equilibrium price and
guantity. Changes in supply and/or demand are called shifts, while forces or
factors causing shifts are called determinants or shifters. There are several
shifters which may either increase, or decrease (determine) the supply or
demand. We will return to determinants in next section right after we take a
closer look at the consequences of shifts in demand and supply.

What happens in the market if the demand or the supply changes? Two
possible ways for the demand and supply to change are either increase, or
decrease. Let us start with the increase in demand. An increase in demand
means that at each possible price, buyers are willing and able to buy more of
the good.

In development of our shawarma market analysis, assume that
shawarma demand has increased, as shown in Table 3.4. According to
Table 3.4. now for any price, for every price, buyers are willing and able
to buy more of shawarmas. In Figure 3.8 such an increase in demand
results as a parallel shift to the right, or up, or out.

What happens to the market equilibrium? The new demand is
described by the following equation:

(3.9) :Qq = 40,000- 3,000P:

The supply is same as before (see equation 3.6). Then, using thel



equations 3.3.-3.4. we can solve for the new equilibrium price (Pe) and

quantity (Qe):
(3.10)

(3.11)

= 1,000- 40,000 v $7.8
- 3,000- 2,000 .

...‘.'.O"..'..O'...'...'.O.'.O.'..."............
L]

: Qe = 28,000- 3,001000- 400008 _ , ¢ 560
3 ¢- 3,000- 2,000+ :

Thus, the equilibrium point moves from (Pe=$5.4: Qe=11,800) to
(P&=%$7.8: Q@=16,600). Conclusion: when demand grows, both the
equilibrium price (Pe) and quantity (Qe) increase.

Table 3.4. Increase in Market
Demand of shawarmas.

------------- mEEsssEEns

------- gEEssssssssEEEEEEs

Demand : Demand
Price, P, before after
$ : increase, : increase,

Qd, units ' Q &, units
o LT 25,000 87,000
reeeeen 222000 234,000
reereene e i000 231,000
ceeeeen 5L, 16.000 2 28,000
reeeeee Db 13000 225,000
ceeeeen 00 b 10000 222,000
reeeeeeeredennn 1000 219,000
e 8h 4000 s 16,000 Figure 3.8. Increase in Demand i
ceeeeeee et 12000, 5 13,000 Shift right, up, or out.

As a general rule, when demand grows, the demand curve moves to the right,

or up, or out. Both the equilibrium price and quantity increase

The opposite happens when demand falls. A decrease in demand means that
at each possible price, buyers are willing and able to buy less of the good. In
that case, the demand curve moves to the left, or down, or in.
illustrates, as the demand curve shifts left, the equilibrium moves from the

point E1 to E2: both the equilibrium price and quantity decrease.

Figure 3.11





























































































































































































































































































