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Unit 1: Thinking Like an Economist

Learning Objectives

1. Discuss how economics helps explain decision making at the level of individuals, firms
and government.

2. Distinguish between microeconomics and macroeconomics and how they are useful
in analyzing problems of financial and business management.

3. How to think about opportunity cost in decision making and assess trade-offs in the

day-to-day.

4. Explain the role of scarcity and how it is related to resource allocation decisions.

5. Analyze marginal decision making and the way rational people make decisions at the

margin.

6. Translate the behavior of market and institutions actors in terms of incentives.

7. Assess the significance and role of economic models and assumptions as a way to

Con
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simplify and analyze real world complexity.

tent
Introductory Caselet
Scarcity and Choices
How People Make Decisions
How People Interact
How Economy works as a whole

Role of Assumptions in Economic Models
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1.6 Circular Flow Model

1.7 Production Possibilities Frontier (PPF)
1.8 Positive vs. Normative Statements
1.9 Economists in Policy Debates

1.10 Summary

1.11 Key Terms

1.12 Descriptive Questions

11.13 References

11.14 Case Study

1.0 Introductory Caselet

“The Laptop Dilemma — A Student Choice”

Aayushi, who is in her first year in college, has managed to save 60,000 from a part-time job
and a small financial contribution from her parents. She wants to buy a new laptop as help
for her studies. But the tight purse-strings mean that she is faced with several competing
options, each with their own pros and cons.

A premium X58,000 laptop that will not only be futureproof but also durable. But this would
barely allow her any money for the necessities of university life - such as text books or
stationary.

Her current academic requirement is being met by a 40,000 laptop and she already has
money to spare for her books. But this might not be quite durable or capable enough —
either in regards to processing power or endurance — for serious software she may have to
work with later on in her course.
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Or she could decide not indulge in a laptop at all and take advantage of the college's library
computers instead. She could then keep all of the $60,000 for future needs and opportunities,
like a certification program she is considering or taking out a loan to cover costs of an
internship. But that alternative might be less convenient and flexible for her daily school life.

This case is a mini-modification of classic principles of economics teachings, regarding
scarcity, opportunity cost and trade-off. Aayushi can never have everything she wants at the
same time (i.e., her resources are limited), and so value judgements must be made about what

she sacrifices.\

Summary Table: Aayushi’s Choices and Opportunity Costs
Option Benefits Opportunity Cost
High-End Laptop High performance, future- No funds for textbooks or daily
(X58,000) ready academic needs
Mid-Range Meets current needs, allows Limited capacity for future
Laptop (X40,000) book purchase advanced software use
Use Library  Saves entire amount for Loss of personal device access

Computers (X0) future use and daily convenience

Another Example: Business Business investment trade-offs.

Trade-Offs
Performance vs. Finan
Flexibility

Usability now

Capability later

Savings for future
Dayto-day flexibility

Let’s take a small business owner, who has capital available as X10,00,000. The businessman

is considering 3 courses of action:

Plowing the whole thing into a top-end marketing campaign to drive new customers faster.
This can result in a fast short-term growth, but it leaves the cash reserves with hardly any

buffer for unexpected expenses.

Z"—.I turnltln Page 6 of 66 - Integrity Submission Submission ID  trn:oid:::3618:127505021



z'l_.l turnitin Page 7 of 66 - Integrity Submission Submission ID _ trn:oid::3618:127505021

%6,00,000 towards product development and some basic marketing X4,00,000 as operational
buffer. This is an option that provides you with steady growth and stability.

Keeping the capital dry in order to preserve liquidity if new nausea hits the markets and/or
fund an emerging strategic play in the near term.

This quibble resembles a decision-tree(probably) inhibitor at AayushiMy friend is up against
something similar, although on a higher/complexer financial scale. It serves to emphasize the
utility of core economic concepts such as trade-offs, opportunity costs, and resource
allocation.

Critical Thinking Questions

In what ways does Aayushi’s case demonstrate scarcity, the law of trade-offs and opportunity
cost?

What would you? do if you were her, depending on what’s important (say to combine effort
with academics / long term goals -job security/money?) 1.

1.1 Scarcity and Choices

Understanding Scarcity Through Personal Reflection

One of the fundamental ideas in economics is that of scarcity. It forces people, organization
and society at large to make decisions since resources are scarce and wants too many. This
part discusses what scarcity is and asks participants to think about how they experience it in
their own life.

1.1.1 Meaning of Scarcity Definition:
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Scarcity is a fundamental economic problem that occurs because resources have to be scarce,
but human desires are unlimited. It does not mean that there is zero resources, but it means
that they do not meet all needs and wants at the same time.

Key Features of Scarcity

e The worldwide universal: Constraint is encountered by people, businesses and
governments. No one is exempt.

* Relative, not absolute: Scarcity is found even in prosperous societies. For example, a country
may be rich but still short of clean water, medical workers or affordable housing.

e ETERNAL: So long as human desires outstrip available resources, scarcity will be with us.

* Powers choice: Scarcity requires people to make choices, consider alternatives and rank
their needs.

Examples of Scarcity

e Someone may want an international trip and a new laptop, but their finances will
accommodate only one. A choice must be made.

* A hospital might wish to treat everyone immediately, but it has only so many doctors, beds
or pieces of medical equipment, and it must prioritize patients by their need and urgency.

Quick Write Think about a time from your experience when you have encountered scarcity.

Take amomentto think about your average day. What do you wish you had more of — though
not necessarily is, be it time, money, space or something else entirely?
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Self-Assessment Prompt:

Name two places in your life where you experience lack. How have you been affected, day-
to-day, by these constraints?

You may consider:

e Time (e.g. study-life balance)

* Monetary (e.g., saving and spending of money)
® Space (e.g., sharing accommodation)

* Energy (e.g., managing academic workload)

Did You Know?

“Economists often say “Scarcity is the mother of economics” because without scarcity, there
would be no need for economic decision-making or trade-offs.”
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The Cycle of Scarcity

Experience Trade
offs

rtunity

1.1.2 Why Choices are Necessary
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Life is a scarcity, you have to make choices. Everyone, from private citizen to company to local

government, has to choose how best to spend limited resources. Every choice will mean a

trade off between one thing and another, bringing in the notion of opportunity cost -- the

value of what has to be given up for what we can gain. Choices at Different Levels 1. Individual

Level

¢ Deciding whether to spend them on entertainment or educational material.

e Education vs. Working right after Graduating.

Business Level

e A particular firm may have to make a trade-off between spending on R&D and on marketing

activities.
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eThere may be constraints on the production capacity, so that the factory can produce only
product A or B (not both) in unlimited amounts. 3. Government Level

* Governments need to decide how to spend its money, such as whether to build schools or
highways.

e If more money is spent on healthcare, then less may be available for defense or
infrastructure.

Insight

All choices require a trade-off — getting more of something at the expense of one or more
other things. Thus, decisions must be made not only because resources are limited but also
because instrumental rationality attempts to maximise the net benefit across options.

1.1.3 Real-Life Examples of Scarcity and Choices

Student Budget Example

So Riya has a budget of at most X5,000. She can:

® Purchase a new pair of branded shoes, or

e Attend a short-term coding workshop.

If she decides to purchase the shoes, the cost of it would be the skill growth which she could
learn from that workshop.

If she opts for the workshop, then satisfaction and social worth of wearing on new shoes are
the opportunity cost.
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Corporate Decision Example

Tata Motors could be faced with a strategic decision:

¢ |nvest in electric cars, or

* Expand its petrol-based car line.

investment in EVs may be painful for the bottom line in the short-term, when high R&D costs
bite into profits, but may secure a competitive edge.

competitiveness and sustainability. Alternatively, concentrating only on petrol cars might
have given quick wins in today's market, but it would be strategically dangerous in a changing
market.

Government Policy Example

The Indian government has to decide on choices of investment: e Decide whether to give
priority to rural development programs, or

e Invest in urban infrastructure projects.

Both are important, but we don’t have money enough to accommodate all desires at once.
The choice is one between inclusive development and the modernization of urban India.

Self-Reflection Activity: What would YOU do Colour — Scarcity-Based Decisions

To get a better grasp of the concept of scarcity and opportunity cost, think about choices you
make in your life.
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Prompt for Students:

Tell me about a recent decision in which you had to decide between two good options because
you couldn't have both with the resources at hand (money, time, energy, etc.). What did you
pick and what did a rival forgo?

Examples may include:

e Opting to study rather than socialize.

* The textbook dilemma of buying versus borrowing.

* Buying a concert ticket vs. a brief online course.

This helps students relate economic concepts to their own lives.

“Activity: Identifying Scarcity in Daily Life”

Form small groups and list five situations in your daily life where you faced scarcity of
resources (time, money, materials). For each situation, identify:

. The choice you made.
. The opportunity cost of your decision.
] Whether you think you made the optimal choice.

Example: Choosing between studying for exams and attending a friend’s party. Opportunity
cost = lost fun OR lower exam performance.

1.2 How People Make Decisions

1.2.1 Principle 1 — People Face Trade-offs
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All our choices entail trade-offs, which is to say that they involve obtaining something at the
price of foregoing something else. The same holds true in everyday life, business matters and
policymaking.

e Personal trade-offs: Every day students are making a trade-off between studying and
chilling with friends. Increasing the hours spent studying may raise grades at the expense of
leisure, while an increase in leisure can lead to lower academic performance.

® Business Trade-offs: A company that needs to invest in product innovation may have less
money to invest in advertising. At the same time, if more of one kind of thing is to be made,
less is available for other things since resources are limited.

* Input Choices for Government: If a government spends more on defense, it has less money
available for education, health, or infrastructure. This is sometimes known as the “guns vs.
butter” debate, which is shorthand for the trade-off between national security and civilian
well-being.

Insight: Because of trade-offs, society cannot have everything at the same time. Rather, it
should rank its goals and allocate resources according to those priorities.

- a 1.2.2 Principle 2 — The Cost of Something is What You Give Up to Get It (Opportunity Costs)

Scarcity gives rise to the notion of opportunity cost - that is, the value of the next best
alternative not chosen. It isn't just about money, but time and energy invested/rewards that
could have been derived from doing something else.

* Personal Example: When an individual spends four years to get a university degree, the total
cost includes not only tuition fees but also all the earnings lost by not working during those
four years.

Z"—.I turnltln Page 14 of 66 - Integrity Submission Submission ID  trn:oid:::3618:127505021



z'l_.l turnitin Page 15 of 66 - Integrity Submission Submission ID _ trn:oid::3618:127505021

® Business example: When a firm decides to spend 10 crore in constructing a new factory, it
is forgoing the opportunity cost — earnings from simply depositing the money in fixed deposits
or investing it an expanding marketing campaigns.

e Example of a policy: For instance, if the government increases its expenditure in building
new airports then it may also have to spend less on schools, hospitals or rural development
projects which is thus surely an opportunity cost.

Insight: Being mindful of opportunity cost encourages people to make better choices by
nudging them to recognize hidden sacrifices, and not just visible costs.

1.2.3 Applications in Personal & Policy Decisions

The opportunity cost applies to small- and large-scale decision-making:

* Personal Finance: Deciding whether to buy a car or invest in higher education. The car
brings short term comfort, education could potentially bring you a higher income over the
long run.

e Family Decisions: A family may face the decision to take a vacation or save money for a
child’s education.

e Business Strategies: A startup business decides whether to innovate its product or to
penetrate the international market.

¢ Public Policy: There are always trade-offs — whether to spend money on building urban
infrastructure vs. addressing rural poverty and so on — that governments have to deal with.

1.2.4 Principle 3 — Rational People Think at the Margin
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Most decisions are not all-or-nothing. rational people ask whether a little more or a little less
of something is better (or worse) for them. This is the rationale of marginal thinking.

e Student Question: Whether it’s optimal to prepare one additional hour for an exam. The
payoff is a better grade, but the price may be less sleep.

¢ Business Case: An airline chooses whether to sell a seat at a discount. And because the
marginal cost of carrying one more passenger is so close to zero, any time an extra seat finds
a buyer (at whatever price), it adds money.

* Policy Example: A government understanding whether to invest in one more vaccination
drive by weighing the marginal benefit (less disease spread) against the marginal cost
(resources taken from another program).

1.2.5 The Marginal Benefit vs. the Marginal Cost

. a eMarginal Benefit (MB): The additional satisfaction or income received from consuming or

producing one more unit.

* Marginal Cost (MC): The additional cost or the sacrifice of producing or consuming an extra
unit.

Decision Rule:

e [f MB > MC, carry on doing the activity.

¢ If MC > MB, cut back or eliminate the activity.

Example 1: A restaurant may keep selling extra meals until the cost of an extra meal is more
than what a customer would pay for it.
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1.2.6 Examples of Marginal Thinking

Getting Introduced to The Marginal Thinking Through Our Daily Life Decisions

Marginal thinking is to think about the additional benefit and additional cost of doing a little
bit more or less of something. Rather than push buttons, the logic goes, people and
organizations contemplate whether another unit of activity will make an increase or decrease
in a potentiating sum.

The following everyday instances provide a little insight into how marginal thinking operates
in reality.

Education

Question: Should | wait until the next semester to leave college?

e Marginal Benefit: A better preparation (knowledge, skills and signalling activities), Better
matching of job-seeker capabilities with employer needs.

* Marginal Cost: The amount of income one would have earned, not working at the time, in
addition to tuition and living expenses.

e Real-life situation: A student who is graduating soon wonders if spending an extra semester
in school to take a specialization course would be worth the added time and money.

Production

Imitator based on: machine factories one another factory Question: Shall a ussing produce
one more success?
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e Marginal Benefit: What benefits he gets from that extra unit.

e Marginal Cost: The cost of additional materials, energy and labor to produce one more.

» Real-world example: A manufacturer of cellphones ponders whether it’s worth bearing the
higher overtime and raw-material expenses to produce 501 phones in a day, instead of 500.

Healthcare

As you do yourself further surgeries, should hospital do one more surgery in a day?

e Marginal Benefit: Another patient is treated, and the wait time shrinks; access to care
improves.

e Marginal Cost: Doctors and nurses might become overworked, equipment could wear out
more quickly, quality of care could degrade.

e Real-life situation: A hospital administrator decides whether to add one more slot to the
surgery schedule without lowering the quality of care.

Key Insight

Marginal thinking helps decision-makers — whether they are students deciding how much
more time to study, or chief executives pondering whether “a little more” is worth the added
cost — judge if the addition is worthwhile. It’s not about wholesale binary contributions, but
tuning decisions to maximize impact with limited resources.

1.2.7 Principle 4: People Respond to Incentives
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Incentives are the rewards or punishments that shape decisions. People frequently adjust
their behavior when costs or benefits change.

e Positive Enticements: Inspire people to do something. Example: Discounts, tax rebates,
bonuses.

* Negative Incentives: Discourage unwanted behavior. Example: Fines, penalties, higher taxes.

Example: Should the cost of petrol spike, individuals might use public transport, car pool or
switch to electric vehicles.

1.2.8 Positive vs. Negative Incentives

e Good: Higher-paying banks incentivize people to save money.

e Counterexample: Governments fining polluting industries heavily disincentivize dangerous
behavior.

Incentives work because they tap into self-interest. If aligned right, they can help deliver
results that serve the interests of the individual and the community.

1.2.9 Examples: Tax Promotions Safety Requirements

Taxation Policies:

o Increased taxes on cigarettes lower use and lead to better public health.

o Incentives for alternative energy promote investment in solar and wind.
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Promotions in Business:

o “Buy One Get One Free” offers on chocolate help supermarkets to increase short term sales.

o Loyalty programmes (e.g., frequent flyer miles) encourage customers to return to the firm.

Safety Rules:

o Helmet and seatbelt laws that are both mandatory with steep fines, save lives on road.

o Incentives on workplace safety (e.g., bonuses for no accidents during a month) motivate
the adherence to security norms.

1.3 How People Interact

1.3.1 Principle 5 — Trade Can Make Everybody Better Off

Trade and Theories of Comparative Advantage At Home and Abroad Definition:

Trade is the act of willingly sharing goods and services between people, companies, or
nations. It means that people can specialize in what they are best at, their comparative
advantage, and trade their excess production for items or services that they are not as good
at.

Why Trade Benefits Everyone
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* Encourages Specialization: People and countries can concentrate on producing products or
services that they are more effective at which increases overall productivity.

e Mutual Gains: Trading is a two-way street, and both parties benefit by receiving goods they
cannot produce themselves as efficiently.

eDiversity and Choice: Trade increases the array of goods and services available, making
consumers better off.

Examples at Different Levels

Individual Level

A college student fluent in coding helps a classmate, who is struggling to write code, with an
assignment. In return, The classmate who is really good at writing helps edit research papers.
Both students gain in this specialization and trade of effort and save up time.

Business Level

The global car manufacturer, Toyota is known for the automotive industry and this Japanese
cars producer collaborates with Intel to import some powerful microchips in these vehicles.
That lets each company specialize in what it's best at — and innovation, efficiency, product
quality.

National Level

India exports IT services, pharmaceuticals and textiles in which it has a comparative
advantage. It needs to have been imported when it comes to crude oil, semiconductors and
defense technology, all of which other countries are better at producing. This shared benefit
in turn stimulates economic growth, promotes employment, and facilitates access to
technology for all trading partners.
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Historical Note: The Silk Road

The Silk Road was an important trade route connecting Asia and Europe and Africa long ago.
It wasn’t just goods like silk and spices — and gold that made up the gold trade — but also
ideas, religions, languages and new technologies.

Trade built communities; it spread ideas and formed bonds between people across the globe.

Group Work: Comparative Advantage in the Real World

Objectives — for students to * Use the idea of comparative advantage contextually and in
conversation.

Activity Setup:

Divide students into small groups. Give group(s) a situation of having limited skill, resources,
or time. Example contexts:

*A team of students with differing skills (design, writing, data analysis) that get together to
form a project group.

e Two nations are choosing whether to make wheat or electronics depending on labor
productivity.

e A small business is weighing whether to contract out digital marketing or manage it
themselves.

Discussion Questions:

What services or goods does your team (or nation) produce most effectively?
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What would you trade, and with whom?

In this scenario, what is the benefit for both sides of specialization and trade?

Learning Outcome:

Students explain how comparative advantage results in more efficient and mutually beneficial
production in trade both among individuals domestically and internationally among
countries.

1.3.2 Comparative Advantage Principle

Trade gains are discussed in terms of comparative advantage.

e Absolute Advantage: When one person, firm or country can produce more of something
with the same amount of resources.

e Comparative advantage: If you can buy a good at lower opportunity costs than others can
produce it.

Illustration

For instance, if Country A can produce both rice and computers more efficiently than Country
B; but Country A is less efficient in the production of computers relative to rice, it may retain
a comparative advantage in daring. If A specializes in computers, and B in rice
(hypothetically), then they trade....both countries are better off.

Applications
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e India’s IT industry: India enjoys a comparative advantage in software, because of a massive
number of capable engineers.

e Brazil’s agriculture: Brazil enjoys a comparative advantage in coffee production, because of
its climate and land.

e Japan’s factories: It can be difficult to compete in electronics and autos because of its
advanced technology.

Insight from the theory: Comparative advantage leads to trade gains for even less efficient
countries — as long as such nations specialize in what they can produce at a lower
opportunity cost.

1.3.3 Gains from Interdependence and Global Trade

No country today is self-sufficient. Today’s economies are interconnected by global supply
chains and trade agreements.

Benefits of Global Interdependence

e For Consumers: Greater variety of goods, at lower prices (e.g., Indian consumers benefit
from American iPhones, Chinese electronic devices and African cocoa).

* For Producers: Companies can grow by selling into foreign markets, which allows them to
produce at ever-increasing levels of efficient scale and reap even greater profits.

* For Nations: Trade encourages economic growth, job creation and innovation.

A business case: the coffee value chain
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* Brazil and Vietnam are coffee-bean growers.
® Beans are processed in Europe.
e And multinational brands like Starbucks market and sell them around the world.

This relationship creates livelihoods for farmers, jobs for processors and satisfaction to
millions of customers.

Challenges of Interdependence
e Sensitivity to global shocks (i.e., COVID-19 disrupted their supply chains).
* Risk of overdependence on imports.

* Mass shootings can stoke contagion (supported by many studies) in a nation, while terrorism
has the reverse effect.

Did You Know?

“According to the World Trade Organization (WTO), global trade in goods and services
accounts for over

60% of world GDP. This highlights how deeply nations are tied together through trade.”

] ° 1.3.4 Principle 6 — Markets Are Usually a Good Way to Organize Economic Activity

Definition: A market economy lexists when there is a private property system and markets,
where prices like that of goods and services are voluntarily set. It’s like we're being nudged,”
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Ware says, “as if there are all these secret fingers poking us in the sides.” Prices serve as
signals here, prompting these decisions.

The Power of Markets

* Prices tell us about scarcity and preferences.

e Competition drives efficiency and innovation.

* The allocation of resources is not planned centrally, but they go to whomever pays most for
them.

Adam Smith’s Insight:

The “invisible hand” of the market was what Adam Smith had described in The Wealth of
Nations (1776). To contravene his claim opponents may argue that persons who follow their
own individual wishes, in most instances advance the condition of society involuntarily. For
instance, a baker bakes bread to make money but by doing so he is feeding a community.

Case Examples

» Tech: Apple makes iPhones, not because the government says it must, but because people
demand them. However, this supply-demand circular drives availability around the planet. o
Agriculture: Farmers plant more wheat when its price goes up, a sign of high demand.

1.3.5 Principle 7 — Governments Can Sometimes Improve Market Outcomes

Markets are efficient but not perfect. Governments step in because stuff goes wrong,
unfairness develops and parties go to war.
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Market Failures

Externalities: The unintended consequences, positive or negative, of economic activity.

o Negative externality: Factory pollution is bad for society.

o Positive externality: People are inclined to be more educated as their not going to schools
harms the society as well.

Market Power: Monopolies or oligopolie that result in unfair prices.

Public Goods: Goods such as national security or clean air can’t really be provided by markets.

Government Roles

* Regulation: Establishing standards of safety, environmental protection and labor.

e Redistribution: Reducing inequality by taxing the rich and offering welfare to the whole
nation.

e Stabilization: The soft landing, the Goldilocks economy, preventing inflation or
unemployment or recession by fine-tuning monetary and fiscal policies.

Case Examples

e Pollution Taxes: Internalize external costs in order to mitigate environmental damage.

* Renewable Energy Subsidies: Prompting the proliferation of clean energy.
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e Antitrust Laws: Prevent monopolistic practices.
Balancing Act:
* Excessive intervention can kill innovation and efficiency.

¢ Too much intervention can breed inequality, exploitation and crises.

Knowledge Check 1

Choose the correct option:

1. The idea that people should specialize and exchange to increase overall welfare is
called: a) Trade-offs

b) Comparative advantage

c) Marginal cost

d) Market failure

2. According to Adam Smith, the “invisible hand” refers to:
a) Government control

b) Market power

c) Self-interest guiding markets

d) Opportunity cost

3. Pollution from a factory is an example of:
a) Comparative advantage

b) Externality

c) Trade-off

d) Absolute advantage

4, Which of the following is a public good usually provided by governments? a)
Smartphones
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b) National defense
c) Automobiles
d) Coffee

1.4 How Economy Works as a Whole

1.4.1 Principle 8 — A Country’s Standard of Living Depends on Its Ability to Produce Goods
and Services The Core Idea

The living standard in any country is related directly to productivity—the extent to which the
work force can produce goods and services efficiently. Productivity is about squeezing as
much output from scarce resources, and having that output grow access to education,
healthcare, infrastructure and consumption.

Productivity and Living Standards

Productivity Level And Its Impact On The Standard Of Living

High productivity Enhanced medicine, sector wage premiums, increased education, more
leisure

Productivity Growth People live in poverty and cannot escape, infrastructure is nonexistent
or negative growth, whatever that may mean social mobility is limited

e Nations with high output per worker have higher standards of living and more widespread
access to social services.

e Countries with low output per worker tend to suffer from chronic poverty, inequality and
underdevelopment, even if they are resource-rich.
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Key Factors That Drive Productivity

Factor Description

Human Capital Education, training, and skilled ability of the labor force

Physical Capital Tools, machines, and infrastructure that increase production capacity

Technology & Innovation Application of sophisticated techniques and digital devices to work
smarter

Factor Description

Institutions & Governance Legal systems, property rights, control of corruption, and public
policy institutions

Comparative Examples

¢ High Productivity Economies:

Nations such as the United States, Germany and Japan enjoy high living standards because
they invest in technology, skilled labour and strong institutions over many years. These
countries are constantly investing in their assets and knowledge economy.

e Low Productivity Despite Resources:

Countries like Nigeria and Venezuela, while rich in natural resources (oil, mineral), suffer from
low productivity because they have underinvested in physical capital, have poorly functioning
public institutions or weak governance. Yet people’s lives remain poor and inequality
abounds.
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Visual Learning Tool: Summary Infographic

Infographic Suggestion

Generate or show a well-labeled image which includes :

e A pyramid that runs from productivity inputs at the bottom (education, capital, tech), to
living standards at top.

* A country comparison table (example GDP per capita and productivity metrics).

e A simple flow diagram showing:

More Inputs = More Productivity Higher GDP per Capita Better Standard of Living

This visualizes the concept of cause and effect from inputs to productivity to welfare for
students who learn visually.

Linking forward: inflation, unemployment, and the Phillips curve

In the realm of macroeconomics, policy makers frequently encounter trade-offs between
keeping inflation low and keeping unemployment low. The Phillips Curve is a diagrammatical
means of depicting this tradeoff.

1.4.2 Examples of Countries with High GDP and Standard of Living

* Norway: Makes good use of its oil money through sovereign wealth funds, which means high
GDP per capita, excellent welfare policies and long life expectancy.

Z"—.I turnltln Page 31 of 66 - Integrity Submission Submission ID  trn:oid:::3618:127505021



z'l_.l turnitin Page 32 of 66 - Integrity Submission Submission ID _ trn:oid::3618:127505021

e Singapore: Singapore has all but zero natural resources; yet through the creation of a
knowledge-based economy, and becoming a world-class global financial hub, it managed to
raise living standards to among the world’s finest.

e Switzerland: Specialises in precision and banking (and, naturally enough for a really smart
small country, education), with high productivity and good public services.

* South Korea: It was one of the poorest nations in the world only a few decades ago; now,
it’s a worldwide tech leader because of heavy investment in education and innovation.

Insight: The important conclusion is the relationship between productivity growth (rather than
G.D.P. growth) and gains in people’s standard of living.

1.4.3 Principle 9 - Prices Rise When the Government Prints Too Much Money (Inflation)

Inflation: What does it mean Inflation is nothing but a sustained increase in the general price
level (in an economy) - when we buy things,we see that prices are going up. One of the reasons
that inflation exists is due to an unrestricted increase in supply of currency.

e |f governments print more money without a corresponding increase in goods and services,
too much cash chases too few goods.

* This decreased the purchasing power of money, and prices rose.

Types of Inflation

e Mild Inflation: 2 —-5% a year, often regarded as healthy for economic growth.

e Moderate Inflation: 10-20%, compromise of purchasing power and savings. e
Hyperinflation: At least 100 percent annually, ending economies.
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5O

Quote Milton Friedman Nobel Prize Laureates say it:

“Inflation is necessarily and everywhere a monetary phenomenon.

1.4 Example a€“ Inflation in Argentina

Argentina is the most recent example that shows how debasing a currency leads to economic
instability.

* Cause: The government often printed pesos to cover budget deficits.

e Effect: Argentina’s inflation has exceeded 140 percent annually, one of the highest in the
world.

¢ I[mpact:

o Prices of basics doubled in months. o The population lost faith in the peso, gravitating
toward the U.S. dollar.

o Paternities and pensions collapsed, poverty deepened.

Lesson: Printing money may offer temporary relief, but leads to long-term instability, lack of
trust and social unrest.

1.4.5 Principle 10 — Society Faces a Short-Run Trade-off Between Inflation and
Unemployment This principle is captured by the Phillips Curve. ¢ Short Run: Policymakers
often face a dilemma:

o Effective demand will alleviate unemployment and at the same time drive inflation up.
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o High demand creates inflation but unemployment decreases. o Tight demand reduces
inflation while also raises unemployment.

* Long Run: Economists say the trade-off goes away; unemployment returns to its natural
rate no matter what inflation is doing.

Policy Implications
e Governments have to choose between controlling inflation and providing employment.

e Overdoing one can destabilize the other (as in: drive up inflation if you try to completely
eradicate unemployment).

Did You Know?

“In the 1970s, many economies experienced stagflation — high inflation combined with high
unemployment

— contradicting the original Phillips Curve and leading to new macroeconomic models.”
1.4.6 Technical Graphs — The Phillips Curve

Phillips Curve: The Phillips Curve is a graph that illustrates the relationship between inflation
as measured by the price index on the vertical axis, and the unemployment rate on the
horizontal axis.

e X-axis: Unemployment rate.

¢ Y-axis: Inflation rate.
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e Short-Run Curve: Downward sloping — as unemployment falls, inflation climbs.

® Long-Run Curve: Vertical line at the natural rate of unemployment — no trade-off shown.

Interpretation:

e Policies in the short run that help to reduce unemployment can be expected to be at the
expense of higher inflation.

® Long-run policies should be those that promote productivity growth, not printing money.

1.5 Role of Assumptions in Economic Models

1.5.1 Why Economists Use Assumptions

“Assumptions” are for the same reason that physicists use simplifying assumptions, namely
that the economy as it really exists is way to complex to analyze in its naked form. If each of
these little things were packed into a model, then the choice would be impossible to analyze,
or predict.

Key Reasons for Using Assumptions

Making Complexity Simple o Actual economies include millions of decisions made by
consumers, firms and public sector. o By taking non-essential factors on which individuals
disagree off the table, economists can concentrate on the important ones Pat is a careful
philosopher and not inclined to try to refute theories he himself has crafted.

o This is, for example, the assumption in consumer demand studies, where models assume
“ceteris paribus” or other things (like income, tastes and technology) are held constant to
isolate the influence of price changes.

Clarity and Precision
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o Assumptions also allow economists to define the borders of their analysis. o Example: Price
determination can be analyzed by looking at a specific market, and the textbook supply and
demand model simplifies matters by introducing perfectly competitive markets.

Building Theories and Models

o Economic models are commonly derived from primary principles and then expanded to
increase realism. Examples: Early labor market models hypothesized that all workers had the
same skill which economists could use to build basic theories of wages before complicating
matters with education and experience.

Predictive Value

o Even quite simple models will sometimes produce predictions that are good enough to help
businesses or government agencies to make better choices.

o Example: Central banks employ models that rely on assumptions regarding the money
supply and demand to predict inflation rates.

Illustration:

Picture assumptions as if they were a map. No city map can ever include all the trees, minor
paths, individual houses — but they contain most of what someone needs to find their way
quickly through unfamiliar territory: roads, highways, landmarks.

In the same way assumptions work to blot out extraneous minutiae and only leave what is
crucial in regards to relationships in economics.

1.5.2 Simplification vs. Realism
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A perpetual tension in economics is between the desire for simplification and the thirst for
realism.

Simplification

* Models must be simplified to be of any use in capturing reality.

e Example: The "rational consumers" model presupposes that individuals consistently choose
the options that generate the most utility. This makes demand curves predictable.

Realism

* Too simple models risk not being related to real behaviour.

e Real people aren’t always rational — they may behave from habit, emotion, culture or
incomplete information.

e Take for example behavioural economics, which disputes the idea of ‘pure’ rationality:
through revealing how biases and heuristics have a decisive impact on consumer decisions.

Balancing the Two

Good models strike a balance between over-simplification and bizarre realism:

e Too much simplification — the model becomes intractable/ loses face and cannot catch
crucial dynamics.

e High fidelity - the model is getting subtle (slight changes or behavior are not visually
obvious) and it loses predictive power.
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Example:

The Circular Flow Diagram of an economy is a gross simplification — it’s messy enough as it
is: there are families, firms, and markets for goods and services, not to mention factors of
production. And yet, even though it ighores government and banks and foreign trade in its
most rudimentary form, it still serves as an entry-level primer for beginners about the
mechanics of how income and spending slosh around a society.

1.5.3 Limitations of Assumptions

Assumptions however, can be both a blessing and curse for the analyst.

Over-Simplification

o Some models neglect to take relevant issues into account, such as inequality, social norms
or government intervention. o Example: Perfectly competitive model assumes identical
products and infinite number of buyers and sellers, a situation that almost never occurs in
true markets.

Unrealistic Behavior o Many models are based on the concept of “rational economic man” —
always making decisions that make logical sense to maximize utility.

o In reality people are swayed by sentiment, the influence of fellow consumers or advertising
and behave quite differently from the model.

Limited Applicability

o What is taken as true in one situaion may not apply to the other. o For example, "letting
labor flow freely might be a good idea in theory but that's not what happens in practice
because of restrictions on migration or cultural prejudice or differences between skills and
demand."
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Policy Misguidance

o If policy-makers become highly dependent on misleading assumptions, policies may be
proposed that do not work or which are even damaging.

o Example: Ignoring the fact that households could spend, instead of save, can lead to an
overestimation of the positive effects from tax cuts on savings and investment.

Dynamic Nature of Economies

o Economies change all the time, because that’s what economies do when they globalize and
adopt new technology and culture. Assumptions that were valid in one decade may not apply
to another.

o Example- the belief that excessive money supply and inflation are strongly correlated is valid
in traditional systems, but does not completely describe modern financial systems influenced
by digital payments or credit.

1.6 Circular Flow Model

1-6-1 Structure of the Circular Flow

The most straightforward circular flow is one with two sectors (or components of the
economy): household and business.

e Households supply firms with the factors of production (land, labor, capital, and
entrepreneurship).

* Firms take goods and services and some resources, and use them to produce goods and
services that are sold back to households.
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This creates two flows:

¢ Actual Flow: ( Households Factors of Production Firms; Firms Goods & Services Households.

* Money Flow: Firms pay wages, rent, interest and profit to households; households spend
that income on goods and services produced by the firms.

In the simplest of schematics, all income received by households is reconsumed with firms,
which creates a “loop” of economic activity.

1.6.2 The Part Played by Households and Firms

Households

* Holders of factors of production like land, labour and capital.

e Earn factor income in the form of wages, rent, interest and profit for selling these resources
in product markets.

e Use their income to buy goods and services in product markets, generating demand.

Firms

e Resource buyers in factor markets.

e Use these inputs to make things you want.

e Sell what they produce to households in product markets.
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* Pay households to take natural resources out of the ground, so that income flows back into
the economy.

That intertwining demonstrates that households and firms can’t live separately — the first
need things (goods and services) to consume, which only the second can provide, while the
latter need stuff (resources) to produce, which only the first can supply.

1.6.3 The Model: Government and Foreign Sector

But in real life there is more to the economy than just households and firms. It is also possible
to enlarge the model with the government sector and with the foreign sector; hence more
realistic.

Government Sector

¢ Collection of Revenue: It levies taxes on the household sector as well as firms.

e Spending: Spends on public goods and services including infrastructure, defense, health
care and education.

e Redistribution: Provides subsidies, unemployment insurance and welfare to help the poor.

e The government is a buyer (that is, it buys goods and services) and a producer (that is, it
creates public goods).

Foreign Sector

e |s everything else in the world that a country trades with.

e Exports: Products and services sold overseas earn income for the domestic economy.
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e Imports: As the products and services we import come from other nations, they result in
an outflow of income.

* Flows of Capital: Foreign investments and remittances affect money flows from one country
to another.

The existence of government and the foreign sector serve to emphasize that the circular flow
model is an open one (as opposed to closed), insofar as modern economies are coupled with
public policy and international commerce.

1.7 Production Possibilities Frontier (PPF)

1.7 Concept and shape of the PPF

Definition

The PPF is a visual representation of the various combinations of two goods or services that
can be produced in an economy when resources are fully and efficiently employed.

Key Assumptions

There are two such goods or types of goods produced in the economy.

The amount of resources (land, labor, capital) are fixed.

In the short run, technology is given.
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All factors are fully utilized and used in the most optimal way.

Shape of the Curve

* The PPF generally bowed out to the origin.

* This shape represents the law of rising opportunity cost — as additional units of one good
are produced, progressively larger amounts of the other good must be foregone because
resources aren’t perfectly well-suited to both goods.

Example: When a country has specialists who can produce two goods, like food and clothes,
or if workers that were making clothing are moved to make food instead, will not be more
efficient in their new job and the blocker good (in this example:food) will be produced less
efficently. This creates increasing opportunity costs.

1.7.2 Efficiency, Inefficiency, and Unattainable Points

The PPF serves us in our pictorial diagram to see if resources are bei ng used efficiently or
inefficiently.

Efficient Points (On the Curve):

o All resources are fully utilized. o The economy is providing the standard of living that it can.

o Example: 50 units of food and 40 units of clothing with all labor and capital.

Inefficient Points (Inside the Curve):
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o Factors of production are being wasted (e.g. unemployment, idle factories). o The
economy could produce more of one good or both goods with its current resources. o
Example: Once pecked 30 units of food and 20 units of clothing instead of its full potential.

Unattainable Points (Outside the Curve):

Combinations of production beyond the PPF are unattainable with current resources and
technology. o Example: No poor country can have high levels of both advanced machinery
and luxury goods except by increasing its productivity or technology.

Insight : Going up n down the curve, you are paying opportunity cost while going inside to on
the curve, you are getting better efficient.

1.7.3 Changes in the PPF (Growth, Technology, Factor Inputs)

The PPF is not constant; it can shift outward or inward depending on changes to available
resources, technology and institutions.

Outward Shifts (Economic Growth)

More Resources: Additional land, labor, or capital becomes available.

o Example: Population growth = workers; discovery of oil = resource base.

(2) Technological progress: With better technology, we can produce more efficiently.

o Example: Use of artificial intelligence in manufacturing enhances productivity.

5 Investment in Human Capital Education and training increase workers’ skills.
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o Elaboration: Highly qualified IT personnel increase ability to export software.

Inward Shifts (Economic Decline)

e Resources may be constrained because of natural disasters, wars or pandemics.

EXAMPLE ¢ A drought decreases agricultural production leading to an inward shift of the PPF.

Biased Shifts (Sector-Specific Growth)

e Growth is sometimes for only one sector a good thing.

e Example: New medical technology increases healthcare output but has no impact on the
production of automobiles.

1.8 Positive vs. Normative Statements

1.8.1 Meaning of Positive Statements and Normative Statements

Positive Statements

e A positive statement is one that states the reality as it is, without including judgment or
prescription.

* They can be tested, proven or disproved with evidence and data.

* They are impersonal, grounded in the measurable and not matters of morality or politics.

Examples:
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* “Raise the minimum wage, and fewer low-skilled workers will be employed.”

* “In 2023, the inflation rate in India was about 6%.”

* “Higher demand for loans increases the price, or interest rate.”

All these statements can be tested against data, so they have a positive character.

Normative Statements

e A positive statement takes a stance on what is.

e Those statements are value-laden and therefore cannot be regarded as 'verified by the data'
on their own, because they also imply subjective judgment.

* They are often couched in the language of “should,” “ought” or “must.”

Examples:

e “The government should raise the minimum wage so people can live and sustain
themselves.”

e “Health care should be free for all Americans.”

* “The rich need to be heavily taxed in order to reduce inequality.”

These are not situation that can be either true or false, since they hinge on personal or
societal values.
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1.8.2 Normative vs Positive Statements

Read then is another example of a positive and normative statement drawn from a separate

policy context. This comparison serves to illustrate how economics is a blend of both positive

and normative.

Comparative Examples Across Policy Areas

Area

Taxation

Healthcare

Trade

Climate

Change

Education

Key Insight

Positive Statement Normative Statement
“The government should increase taxes on the
“Raising income tax reduces disposable income.”
rich to reduce inequality.”

“Countries with universal healthcare spend more “Healthcare should be provided free of cost to
all

on public health services.”  citizens.”

“Lower tariffs increase international trade “Free trade agreements should be avoided to
volume.” protect local jobs.”

“Burning fossil fuels contributes to global “Governments must ban fossil fuels to protect
warming.” the environment.”

“Higher education increases lifetime earnings of “University education should be free for

workers.” everyone.”

® Positive Statements:

Describe what is, not what might be, according to the evidence available to you. They’re

falsifiable, too, capable of being proved right or wrong based on evidence.

('U turnitin
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e Normative Statements:

Consider what should be, including attitudes, beliefs and values. They are not verifiable and
vary between perspectives.

Both kinds of statements are important in economics. Descriptive analysis describes results
and patterns, whereas prescriptive analysis informs policies and debates.

Practice Exercise: Classify the Statements

For each of the following statements: label each as Positive or Normative:

Under increasing the minimum wage is ruining youth employability.

“The government should increase the minimum wage so poor people can live better.”

“In the last quarter, India’s G.D.P. grew 7.8 percent.”

"Public transport should be free in the major cities." 5. “Prohibiting single-use plastic will
help lower the pollution in our waterways.” Task:

Identify each statement as Positive or Normative, and explain. This exercise is designed to
help solidify your understanding of how economists separate positive from normative
analysis.

1.8.3 Examples of Policy Debates

Discussions about the economy are mixed in part of what is - and what ought to be. Again,
positive economics is what happens if a policy occurs; does it happen etc., and normative
economics is whether or not the policy should occur.

Z"—.I turnltln Page 48 of 66 - Integrity Submission Submission ID  trn:oid:::3618:127505021



Z'l_.l turnitin Page 49 of 66 - Integrity Submission Submission ID _ trn:oid::3618:127505021

Healthcare Policy Debate

e Good: “If government spending on healthcare is increased, overall public health
expenditure will increase by 20%.”

e Normative: “The government must insure free healthcare because that is a basic human
right.

Taxation Policy Debate

* Positive: “5% increase in corporate tax will lead to lower private investment.”

e Normative: “We need to increase corporate taxes in order that big businesses pay their fair
share to society.

Trade Policy Debate

e Positive: “Reducing import tariffs increases the volume of trade and lowers consumer
prices.”

e Normative: “Imports must be limited in an effort to safeguard domestic industries against
foreign rivalry.

Environmental Policy Debate

e Positive: ‘ Carbon pollution is making the planet warmer.’

e Normative: “Governments should prohibit single-use plastics to protect the environment.”
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Education Policy Debate

¢ For: “Data shows that students in well-funded schools do better on standardized tests.”

e Normative: “The government should make all schools receive the same amount of funds to
keep inequality at a minimum.”

Why the Distinction Matters

Scientific Precision: Distinguishing between positive and normative statements allows
economists to discern that which can be tested with logic and data from that which is based
on value judgments.

Policy Decisions: It is important for governments to have both — facts (positive economics)
that will signal what outcomes may ensue and values (normative economics) that will
establish priorities.

Preventing Confusion: The two are frequently confused in public debate. Acknowledge the
disparity and you don't end up with crap arguments like that.

Balance in Economics: Positive analysis offers the “evidence base”That normative analysis
supplies the “ethical direction.” They are the staple of policymaking in the real world.

1.9 Economiists in Policy Debates

1.9.1 Role of Economists in Policymaking

Policy-makers seek the advice of economists in most areas of decision-making in public policy
for governments (i.e., national or regional economic), international organizations, and with
large private entities. Their conclusions are based on data analysis, theoretical models and
real-world implications that provide a scientific rationale for decision-making.
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Key Roles of Economists 1. Policy Advisers

e Economists pore over data and predict trends in growth, inflation, unemployment and
trade.

* They recommend policy responses from demonstration models.

* For example: Central bank economists recommend interest rate changes to monetary policy
committees in order to combat inflation and stabilize the economy.

Designers of Economic Frameworks

* Economists help design these systems and others, including how to tax, what kind of welfare
to offer, which trade policy is best and what role public financing should play.

e Example: The introduction of Goods and Services Tax (GST) in India was a result of the
advice given by economists to harmonize and rationalize indirect taxes.

Evaluators of Policy Outcomes

e Economists use tools like cost-benefit analysis, econometric models and impact
assessments to evaluate the efficacy of policies.

* Example: Researching whether more spending on rural health programs has had an effect
on the infant mortality rate.

Communicators to the Public
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e [t is the role of economists to translate complex ideas into language that can then inform
contestants and contribute to transparent decision-making.

e Example: Describing how inflation erodes the real value of money or demonstrating
relationships between fiscal deficits, public borrowing and interest.

Insight: How Economists Disagree There are really two reasons why economists might
disagree.

Scientific Disagreements:

o Models, interpretations of the data or methodology all produce different conclusions.

o Example: Economists can dispute the magnitude of the spending multiplier.

Value-Based (Judgment) Disagreements:

o Their recommendations are motivated by differences in political philosophy or ethical
views. o Example: One economist may regard income equality as more important, while
another might stress economic efficiency.

Real-World Policy Debate Examples
Policy Area  Nature of Debate

Minimum Wage Does raising the minimum wage reduce poverty or increase
unemployment?

Free Trade Do free trade agreements boost growth or hurt domestic jobs in certain
sectors?

Universal Basic Income (UBI) Is UBI fiscally sustainable and effective in reducing inequality?

Carbon Taxes Will carbon pricing reduce emissions without harming industrial
competitiveness?
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These debates highlight the complexity of policymaking, where economic analysis intersects
with political judgment, social values, and practical constraints.

Classroom Activity: Policy Case Debate

To this end, we developed an exercise in which students take on the role of economists with
philosphic differences.

Step 1: Identify a Current Policy Issue in This Week’s News First, choose a current policy
debate to focus on.

Select a subject on current affairs like:

e Raising the minimum wage in an emerging economy

® By 2035, ban new fossil fuel vehicles

e Implementing a universal basic income

® Removing tariffs on agricultural imports

Step 2: Form Debate Teams

Divide students into two groups:

e Champions of the policy (benefits, data, ethical reasons to support it)
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* Groups opposed to the policy (emphasize cost, risk or alternatives)

Step 3: Present and Discuss

the teams express their position with an economic argument (3—5 minutes per team), then:

e Q&A session with the class

* Promotei the reflection of our roles as economists, and of disagreement over policy

Learning Outcome:

Students will be able to use economic thinking, understand trade-offs and acknowledge the
interplay of empirical analysis and values in actual policy making.

1.9.2 Why Economists Sometimes Disagree

Though they rely on data and models, economists disagree profoundly when suggesting
policies. These discrepancies stem from various sources:

Differences in Scientific Judgment

o Economists might have different models or place a different interpretation on data. o
Example: One model predicts that raising the minimum wage reduces employment and
another predicts little effect.

Values and Priorities o Normative judgements are often made in the context of economic
analysis. o Example: One economist may have reducing inequality as an objective and another
may have efficiency maximization.
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Uncertainty and Complexity of Economies

o Millions of unforeseeable factors affect economic systems.

o All this complexity is such that even the best models can provide different projections.

Time Horizon of Analysis

o Short-run and long-run effects can be not the same. o Example: A fiscal stimulus might add
to growth in the short run, but worsen long-run debt burdens.

Conclusion These distinctions and disputes within the economics profession are par for the
course, but they add a lot of value to debates by creating countervailing views that make policy
responses more considered.

1.9.3 Real-World Policy Debate Examples

Economists often disagree on big policy questions, based on both their scientific analysis and
value judgments.

Some notable debates include:

Minimum Wage Policy

* Positive Analysis: Evidence is a mixed bag, with some studies finding that low-skilled workers
lose jobs and others finding no effect.

* The Normative Argument: Should government seek to guarantee higher wages for workers
(equity) or protect jobs (efficiency)?
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Free Trade vs. Protectionism

* Normative Analysis: All economists are in general agreement, that is, trade liberalization
raises aggregate efficiency and consumer welfare.

* Debate over Norms: Is it proper to shield jobs in at-risk domestic industries, even if doing
so means efficiency is sacrificed?

Climate Change Policy

e Positive Analysis: Economic theory and historical statistics demonstrate that carbon
emissions cause global warming.

e Normative Debate: Should governments mandate high carbon taxes, which would make
energy more expensive for households?

Fiscal Policy During Recession

¢ Positive Analysis: Keynesian economists call for more government spending as a demand
booster; some warn it risks carrying too much debt for too long.

* Debate: Should governments focus on a short-term recovery or long-term fiscal discipline?

Universal Basic Income (UBI)

e Positive Analysis: Economists don’t agree on whether UBI lessens poverty without
distorting work.

e Normative Disagreement: Is it fair that societies offer income support to individuals?
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“Activity”

Form small groups and choose one current policy issue (e.g., minimum wage, trade tariffs,
climate change taxes). Identify the positive statements (facts, data-based claims) and
normative statements (opinions, valuebased judgments). Present your findings and debate
whether economists would likely agree or disagree on the policy.

1.10 Summary

Shortage There is not enough to meet the needs or wants of everyone; people must make
choices that involve trade-offs.

Opportunity Cost The value of the best foregone alternative when a decision is made.

Marginal Thinking: Decisions are taken a little at a time by comparing marginal benefits and
marginal costs.

Incentives People react to incentives; the influence of such, on choice and behavior, is
reflected by rewards and penalties.

Trade & Specialization Trade enables specialization, which leads to greater welfare and
efficiency.

Comparative

Even when one community is more efficient at all tasks, it can still be beneficial for both to
trade. Advantage
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INTERNATIONAL RISKS Globalisation International trade provides access to products and
services, but also creates the potential for interdependence on a global scale.

Market Mechanics Prices direct decisions in markets and often result in efficient results
(“invisible hand”).

Markets fail, and government steps in — to mitigate inequality, to offset externalities, and

Government Role monopolies.

The main determinant of the long-run level of living standards, depends on humancapital,
technology, and 11 / 25_CLASSES FACTOR.

Productivity institutions.

Shifrinfor the proposition that an excess ofmoney supply brings about areArgentina case, this
is reservedparison financial shenanigans are a cases to illustrate interestrate policiesreturn
tothem now in brooding criteriawhereAs such howthe drugs of dominant money
growingconstant would it will serve PUSILLANIMITY/REASON v.MONETARY POLICY 1276 on
price increases.

Inflation instability.

[llustrates the short run trade-off between inflation and unemployment. Long-term growth

Phillips Curve requires productivity.

Model reality in order to comprehend complicated systems; but use this with cautions for.

Economic Models assumptions.
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1.11 Key Terms

- a 1 Scarcity: The condition that results from society not having enough resources to produce all

the things people would like to have.

2 *Opportunity Cost: Quantity sacrificed to obtain something else *the value of the next best
alternative given up when a choice is made.

3 Trade-off: Having to choose one thing at the expense of another because resources are
limited.

4 Comparative Advantage: Producing a good at a lower opportunity cost than other.

5 Productivity: The rate at which goods and services are made compared with the amount of
work and time needed.

6 Inflation: A general increase in prices and reduction in the purchasing value of money.

7 Phillips Curve: Negative short-run relationship between inflation and unemployment.

8 Positive 1Statement: Statement that can be tested by empirical observation.*Description of
what is.

9 Normative Statement: A value claim- a statement with an opinion or preference about what
should be.

1.12 Descriptive Questions

Discuss the idea of scarcity and opportunity costs along with clear real-life examples.
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Analyze the significance of trade-off in personal, business, and government choices.

Explain and show the principle of comparative advantage. How does that justify the global
trade?

Critically discuss the importance of incentive in economic decisions using relevant examples.

Describe how productivity affects the standard of living in a country. lllustrate your answer
with country instances.

Explain the association of inflation with too much money. Explain with the help of the
example of Argentina.

Describe what is meant by the Phillips Curve. How does it show the short-run trade-off
between inflation and unemployment?

Distinguish between positive and normative statements. Provide samples of each with
reference to policy decision-making.

Why do economists frequently argue with each other about policy? lllustrate with real-world
economic issues.
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Answers to Knowledge Check

Knowledge Check 1

1. b) Comparative advantage
2. c) Self-interest guiding markets
3. b) Externality

E

b) National defense

1.14 Case Study

Scarce Resources and Trade-offs in a Student’s Life

Introduction

Rationing and trade-offs are the essence of economics. People confront daily decisions about
how to allocate their limited resources of time, money and energy. As with businesses and
governments, personal decision-making requires making trade-offs, acknowledging the
opportunity costs of our choices, and responding to incentives.

This case features a student who integrates basic economic concepts into discussions of his
or her life choices.
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Background

Ritika, a college student, has 10,000 in savings. She must make several decisions:

® Purchase a new smartphone for ease,

* Take a certification program that might get her hired, or

e Tuck the money away for unexpected emergencies.

Yet, at the same time she has to juggle her limited time between:

e Studying for upcoming exams,

e Working part-time, and

e Socializing with friends.

Every decision she confronts carries a scarcity of resources, trade-offs and incentives — is an
example, if you will, of how microeconomic reasoning becomes one with daily life.

Problem Definitions 1: Resource Limitation

Ritika is an example of someone with little to no money (X10,000) and time. She cannot chase
all of them at the same time.

Solution: She would have to decide what is more important to her (and be willing to live with
its opportunity cost).
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MCQ:

What is the concept that accounts for Ritika’s little money and time? a) Surplus

b) Scarcity

c) Profit Maximization

d) Monopoly

Answer: b) Scarcity

Issue 2: Trade-offs and Opportunity Cost

If Ritika buys the smartphone, she loses the opportunity to invest on a certificate course. This
is her opportunity cost.

Solution: She needs to weigh long-term satisfaction against short-term pleasure and come to
a rational decision.

MCQ:

What is the cost Ritika bear for not having a smartphone?

a) The enjoyment of using it

b) The training seminar she misses

¢) The money spent
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d) None of these

b) The course she is certified in.

Problem 3: Incentive Problem

Studien-Pflicht-Praktika: Die Uni verkiindet, Priifungsleute bekdamen zukiinftig Vorrang bei
Praktikumsplatzen. The new policy is a positive incentive.

Solution: Ritika should reconsider her decision in light of this incentive.

MCQ:

What kind of a factor is acting in the decision whether Ritika should join the certification
course? a) Habit

b) Trade-off

¢) Incentive

d) Scarcity

Answer: c) Incentive

Problem Statement 4: Marginal Thinking

Ritika is debating whether or not to study an additional hour the night before her exam. She
weighs the marginal benefit (better grades) against the marginal cost (lost sleep).
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Solution: Rational decisions are reached by comparing marginal benefits and marginal costs
— a fundamental concept in economics.

MCQ:

When Ritika weighs the additional letter grade advantage against sleep, she is using: a) Trade-
offs

b) Marginal Thinking

c) Absolute Advantage

d) Market Failure

Answer: b) Marginal Thinking

Conclusion

The situations Ritika encounters in her daily routine are testaments to the applications of
economic logic. Trade-offs — having some really impressively smart people by your side, Video
notes that scarcity forces trade-offs, the implicit costs inherent in what is not chosen (i.e. You
have to give something up), also known as opportunity cost and It Favors both direction and
preference which influence decisions. This is where marginal thinking enables people like
Ritika to make better decisions that most benefit them in the long term.

This case demonstrates that the study of economics is not just a theory, but an important set
of tools for leading a better life.

Student Activity: Write Your Own Case Study
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In order to further support the understanding of this case study, students can be prompted
in class to develop a brief case study on their own based on a personal scenario or one that
they might have heard about which can include:

e Time, money or energy as a scarce resource.

¢ A real trade-off, and

¢ A decision driven by the consideration of opportunity cost or incentives.

Instructions for Students:

e Create a brief setting (4—6 sentences).

» Describe the economic concepts in use (scarcity, opportunity cost, incentives).

e Ask a multiple-choice question about the following: Your case?

» Share your case with a colleague or at a small group discussion.

It encourages transfer, peer teaching and the use of economic rationale in a stimulating
context.
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Unit 2: The Market Forces of Supply and Demand

Learning Objectives

1.

Define and describe the law of demand and the law of supply, as well as how price
relates to quantity demanded or supplied.

2. Make a list of the non-price determinants (factors) that shift demand and supply
curves, as opposed to move us along .
- a 3. Explain how demand and supply interact to determine equilibrium price and quantity
in a market, and discuss the effects of shifts in demand or supply on this interaction.
4. Explain the effects of government price controls, such as rent control and minimum
wage laws, on market performance.
5. Interpret demand curve shifts in the context of changes in consumer tastes and
preferences, income, and other goods.
6. Discuss the effects of changes in technology and input prices upon the supply curve.
7. Use supply and demand to determine the potential impact of market shifts on actual
events.
Content
2.0 Introductory Caselet
2.1 Demand
2.2 Supply
2.3 Market Equilibrium
2.4 Market Dynamics
2.5 Summary
2.6 Key Terms
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2.7 Descriptive Questions
2.8 References

2.9 Case Study

2.0 Introductory Caselet

Supply, Demand, and Starberries

Supply, Demand, and Starberries

Rovinia is small island country and the place has a lot of good tropic fruit such as starberries
which are highly sought after in nearby countries. For decades, Rovinian farmers hawked their
starberries in the town's markets, prices generally remaining stable.

But a surprise surge in international demand — fueled by a viral social media food trend —
forced stawberry prices to jump. Lured by high profit margins, many of Rovinia’s farmers
converted their fields to starberries at the expense of all else. Newcomers also set up as
exporters in their desire to profit from the trade. But within a few months, the market was
glutted with starberries: there were far more than buyers desired. Prices dropped, so that
many farmers could not even cover their costs, and some went into debt.

Worried, officials in the Rovinian government discussed what they should do: Should they
control prices, give subsidies -- or let the market sort it out? They would have to use their
economic advisers as trouble men, so to speak, and assume they would have to turn first to
the model of supply and demand in economics that shows how prices emerge from a market
process in which buyers meet sellers, or how changes in supply or demand can cause markets
suddenly to lurch. They found that markets do tend to self-equilibrate but that, occasionally,
policy instruments like price supports or subsidies or consumer information programs can
help the adjustment go more smoothly.
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In the end, Rovinia adopted a laissez-faire trade policy that temporarily assisted struggling
farmers until the market tended to balance. Eventually the supply adjusted to demand, and
starberry prices fell back into line with where they should be.

Critical Thinking Questions

Discuss why it is important for both governments and producers to comprehend forces of
supply and demand before they respond to price changes in the marketplace?

But what dangers would result if Rovinia had panicked and engaged in hyperintervention —
or none at all?

You are an adviser to the Rovinian government. What are the short-term actions you would
recommend and those more long-term?

Extension Activity

Write Your Own Caselet: In small groups, create a short decision-based case study (similar to
Rovinia’s starberry crisis), this time focused on a different product or market. Share your
scenario with peers, including 1-2 policy options the government or producers will have to
consider. Explain the concept of supply and demand.

2.1 Demand

2.1.1 Demand Curve — Concept and Shape

Demand curve is the graphical presentation of the price and quantity relationship at any
period (ceteris paribus).

It essentially asks: How much of a product will consumers purchase at varying prices?
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Components of the Demand Curve

Downward Sloping

o The demand curve usually is a down sloping over the paper from left to right. o Show that
price is inversely related to quantity demanded.

o When the price is lower, consumers purchase more; when it is higher, they purchase less.

Law of Demand

o The downward direction shows the Law of Demand: when everything else does not change,
lower price is followed by larger quantity demanded and reverse.

Axes of the Graph

o Y-axis (up and down): The price of the good.

o X-axis (horizontal): Quantity demanded.

Alternate Shapes o Linear Demand Curve: The line represents a constant rate of change in
demand.

o Non-linear/Distorted Demand Curve: It shows the varying behaviour of consumers at
different levels of price.

Each pointis a price-quantity pair
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o At each point on the curve indicates quantity consumers are willing to purchase at a given
price.

Example: Demand for Starberries in Rovinia Suppose the demand schedule for starberries is:

Price per Basket (in Rovinian Dollars) |Quantity Demanded (in Baskets)

50 10

Price per Basket (in Rovinian Dollars) |Quantity Demanded (in Baskets)

40 20
30 30
20 45
10 70
Interpretation:
. At a high price (50), only 10 baskets are demanded.
. At a low price (10), demand increases to 70 baskets.
. This confirms the inverse price-quantity relationship.

Simple Diagram lllustration
Price (P)
|
50| e
40| o
30| e
20| o

10| e

' Quantity Demanded (Q)
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10 20 30 45 70
. The plotted points create a downward-sloping demand curve.
. Moving along the curve shows how demand changes with price.
The Determinants of the Shape of the Demand Curve
e Nature of the Good:

o Essentials (e.g., rice, milk) - steep curve (more insensitive to price changes).

o Luxuries/trend-driven goods (e.g. gadgets, starberries during a viral trend) - flatter curve
(more responsive to changes in price).

e Consumer Tastes: Strong tastes reduce the price elasticity of demand.

*Market Conditions: Substitutes, income and expectations can affect the slope of the curve.

Key Takeaway

The demand schedule is one of the best ways to understand consumer behavior. It
demonstrates how prices affect the desire and ability of buyers to buy and sellers to sell,
based on which an analysis of market action is made.
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Demand Curve Cycle

Consumer Behavior Price Change

Price of good or service
changes

Consumers react to price
changes

Consumers adjust
purchase quantity

Balance between supply
and demand

.° 2.1.2 Law of Demand - Inverse Relationship between Price & Quantity

Submission ID trn:oid:::3618:127512661

The law of demand is one of the most basic concepts in microeconomics. It says if you raise
the price a good, quantity demanded goes down, and vice versa (all else equal or ceteris

paribus for those of you that took Latin).

e Quantity demanded falls as price rises.

* The lower the price, the greater is the quantity demanded.

This idea tells us why the demand curve is downward sloping.

Three Factors Contributing to the Negative Correlation

Substitution Effect
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o Higher the price of a good, the more customers will switch to cheaper substitutes.

o Example: If apple prices increase, consumers may choose to purchase bananas instead.

Income Effect

o Higher prices decrease the real purchasing power of consumers. Since their budget is

smaller, they can purchase less of the more expensive good.

o -Example: When cost of bus fare goes up, one may cut the times of travels made each day

in case of a fix budget 22 scancode disposable e mail 23 The work most closely related to ours

is Heinrich (1998).

Diminishing Marginal Utility (DMU)UTILITY The satisfaction derived from the consumption of

a commodity is called utility.

o The satisfaction each new unit of a good brings to the consumer diminishes as more units

of the good are consumed.

first piece of pizza tastes good. An individual will purchase more slices only when the price

is less.

Summary Table

Effect

Explanation

Example
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Substitution

Effect

Consumers switch to cheaper alternatives when price
rises.

Apples - Bananas

Income Effect

Price rise reduces real income, lowering purchasing
power.

Higher bus fare - fewer trips

Law of DMU

Additional units give less satisfaction, so consumers buy
more only at lower prices.

Pizza slices - fewer purchases
unless price falls

o Consumers will continue to buy until at the new lower price, MUM=P. o Example: The

The Law of Diminishing Returns.

¢Giffen Goods: It refers to inferior good, the demand of which may increase with an increase

in its price.

¢ \Veblen Goods: Luxury or status goods whose desirability rises as prices go up.

2.1.3 Factors Affecting Demand

While price is an important determinant of quantity demanded, it is not the only one. These

demand-side determinants cause the DD curve to pivot upwards or downwards according as

they rise or fall.

A shift implies that at every price level there has been a change in the quantity demanded.

The issues which influence the demand are:

Income of the Consumer

g'r—.| turnitin
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e Demand for normal goods goes up with income. Example: As people make more money,
they buy more organic food or electronics.

e Demand for inferior goods, in contrast, decreases as income increases. Those are often
low-cost substitutes that you kick aside when better choices become available. Example:
Instant noodles, used clothing.

Prices of Related Goods

e Substitutes: Goods that are in the same market. If the price of another commodity goes up,
then demand for yours also rises.

o Example: If the price of tea goes up, then demand for coffee could go up.

e Joint Products: The products that are produced together. The higher the price of a

= @ complement, the smaller will be the demand for the related good.

o Example: As the price of smartphones rises, demand for phone cases might decrease.

Consumer Preferences and Tastes

e Demand can be influenced by trends, advertising, health consciousness and changes in
culture.

e Example: A move to sustainable living raises the demand for electric cars, solar panels and
organic groceries.

Price Expectations Or Anticipation Of Future Income
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¢ |If consumers believe the price of a product will be higher in the future, they are more likely
to buy now, increasing present demand.

e If consumers anticipate a decline in their future income, they might scale back their present
spending, depressing current demand.

Demographic and Population Changes

* More people means more demand for markets overall.

e Shifts in age structure, family size or migration levels may also impact the demand for
certain goods and services.

If any of these parameters change, the entire demand curve shifts (rather than simply moving
along the static one).

2.1.4 Movement along the demand curve — Price Change

A change in amount demanded, also known as a movement along the demand curve is when
consumers buy different amounts of a single good at different prices, while not changing any
determinants of demand.

e This is known as a change in quantity demanded (as opposed to a change in demand).

e Consumers buy more or less of the same good as its price falls or rises.

Types of Movement

Increase in Demand (Rise in Quantity Demanded)
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o Happens when the price of a good drops. o Consumers want to buy more units at a lower
price.

o Visually this represents a shift down and along the original demand curve.

Contraction of Demand or fall in quantity demanded

o When it’s price goes up. o Less units are bought by consumers since the good is now more
costly.

o Plotted as a shift upward along the curve.

Example Table: Movement Along Demand Curve

Price per Unit |Quantity Demanded [Movement on the Curve

50 20 Contraction (less bought at higher
price)

40 30 -

30 40 Expansion (more bought at lower price)

Key Characteristics

e The demand curve doesn’t move either way. It remains fixed in position.

e There is motion if and only if the price of a good changes.

e We are primarily saying this in the context of a short-run analysis where all other
independent variables (income, tastes, substitutes) are assumed to be constant.
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Why This Matters

Differentiating between a movement along the demand curve (a change in price) and a shift
of the demand curve (a change in other factors affecting demand) is important for
understanding potential causes behind market dynamics. Confusing the two could lead to
bad policy or business choices being made.

2.1.5 Shifts in Demand — Due to Non-Price Factors

In contrast to @ movement along the demand curve (which is caused by a change in price of
the good itself), shifting of the demand curve is when changes in demand are unrelated to
price, resulting in either greater or lesser quantity being demanded at an given price.

¢ Right Shift (Increase in Demand): At a given price, consumers are willing and able to buy
more.

e Shift to the Left (Demand Decrease): At a given price, consumers want to and are able to
buy less.

So the whole demand curve shifts outward (to the right) or inward (to the left).

Factors that Cause Rightward Shift (Demand Increase)

e Rise in consumer's income (in the case of normal goods).

e Fallin price of other goods it is complementary to (e.g., printers and ink).

e Rise in the price of other goods that could be used (substitute) for consumption (e.g., when
coffee becomes expensive, demand for tea increases).
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* Favorable movement of consumer taste (trends, fashions and culture changes).
* Anticipations of higher prices to come (the consumer buys now).
* An expanding population, or good demographic trends.

Causes of a Shift to the Left (Decrease in Demand) ¢ Decrease in consumer income (for
normal goods.

e Change in the price of related goods.

* Price of substitutes (the less expensive coffee becomes, the lower the demand for tea).

¢ Unfavorable changes in consumer preferences.

¢ Anticipations of future price depression (consumers postpone their buying).

¢ Decline in population or other unfavorable demographic trends.

Example Table: Demand Shifts

Situation Effect on Demand Direction of Shift
Consumers’ income rises Buy more of normal goods Rightward
Price of substitutes increases Consumers switch to this |Rightward

good

Price of complements increases |Less demand for both goods |Leftward

Trend/fashion in favor of product |Higher popularity Rightward
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Expectation of lower future

prices

Consumers
purchase

postpone

Leftward

Population decline

Fewer buyers

Leftward

Simple Diagram lllustration

Price (P)

' Quantity (Q)

D1 = Original demand curve

D2 = Rightward shift (increase in demand)

Leftward shift would be shown as a curve left of D1

. A rightward shift means that at the same price, a higher quantity is demanded.

. A leftward shift means that at the same price, a lower quantity is demanded.

The relative movement from following the curve difference from following the curve

e Shift of the curve = by anything other than price changes of the good.

e Shift of the curve - due to non-price factors (income, tastes, substitutes, complements,

expectations, demographics).
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2.1.6 Case Example for Demand

The Urban Lokal Electric Scooters Demand Case Study

Private car ownership in the city of Megapolis was getting to be more and more expensive
because of increasing fuel costs. Meanwhile, public transportation was overcrowded and
unreliable. Electric scooters were initially unpopular because the cost was high and the
number of charging stations limited.

But during the year, there were several significant new developments:

e A government subsidy program for electric vehicles is being introduced, cutting their
upfront cost by 30%.

¢ Qil prices reached new highs, driving up the cost of driving a petrol vehicle.

e The city put more than 1,000 public charging stations on major roads and in residential
areas.

* Environmental campaigns and social media influencers spread the word on clean mobility,
driving demand for electric scooters.

* New congestion charges for petrol cars in some central areas forced by law.

Because of these non-price factors, the market for electric scooters exploded. Much better
prepared to buy at current prices. The demand curve moves to the right, indicating a large
increase in demand because of:

* Government incentives (policy factor)
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»O

* D

* Higher fuel costs (increases in the cost of substitutes).

e Change in preferences (social/environmental awareness)

* Improved infrastructure (ease of use)

This case also illustrates with great clarity that other things can change in the economy which
are not prices and will cause an outward shift of the demand curve.

2.2 Supply

2.2.1 The Supply Curve — Definition and Shape

The supply curve is a useful model in micro economics that demonstrates the relationship
between the price of a certain good or service and the quantity that producers are willing and
able to 'sell, for a short interval in time, ceteris paribus (assuming all other factors being held
constant).

In simple terms:

e When prices rise, producers supply more.

e Slump: When prices fall, producers don’t bring as much to market.

This illustrates the Law of Supply — that the relationship between price and quantity supplied
is positive (direct).

The Supply Curve - Key Features
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Upward Sloping

o Flow curve usually rises when reproduction gets on its way.

o This shows that when price goes up B quantity supplied goes up.

Profit Incentive

o Producers are encouraged to supply more if prices are higher because they cover costs and
make a profit at those prices.

Graphical Representation

o Y-axis : Price of the commodity. o X-axis (horizontal): Quantity supplied.

o Each point on the curve = a price-quantity pair.

Example: The Starberry shortage in Rovinia

For example, say Rovinian farmers provide starberries as follows:

Price per Basket (in Rovinian dollars) Quantity Supplied (in baskets)

10 10
20 25
30 40
40 60
50 85
Interpretation:
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. At a low price (10), only 10 baskets are supplied.
. At a higher price (50), farmers are willing to supply 85 baskets.
. This confirms the positive slope of the supply curve.

Simple Diagram lllustration
Price (P)
|
50| °
40| e
30| e
20| o

10|

' Quantity (Q)

10 25 40 60 85

Plotting these individual points will reveal an upward line, thus a positive correlation between
price and quantity supplied.

Differences In Shape of Supply Curve

The supply curve need not be a straight line. Its form is determined by a variety of factors:

e Industry environment: Competitive industries have flatter curves; monopolistic industries
steeper ones.

¢ Type of good:

o Short term perishable goods = Steep supply curve (almost impossible to expand capacity).
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o Durable goods - longer supply curve (stock can be adapted).

¢ Time frame:

o Short run: Supply is more inelastic (more inelastic curve).

o Long run: Firms can change resources, technology or entry to/exit from the industry (less
steep curve).

Key Takeaway

* The demand curve is negatively sloped (inverse relationship).

* The supply curve has a positive slope (positive relationship).

* Between them they show how markets settle on equilibrium prices and quantities.

2.2.2 Law of Supply — Direct Relationship Between Price & Quantity

. ° ii. The Law of Supply: ceteris paribus, the higher the price of a good, the greater is the

quantity supplied.

* The higher the price, the greater the quantity supplied. ¢ As price falls, quantity supplied
falls.

This relationship occurs because:

» Higher prices increase the profitability of production, leading existing producers to produce
more.
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e New producers might start producing at a higher price.

¢ Faced with the headwinds of the falling price, some producers may not find it cheaper to
produce the good, which would drive down supply.

Supply Then if: The Law of Supply holds under the assumption that:

* Producers are rational in the sense that they try their best to maximize profits.

* Producer technology and input prices fixed.

Exceptions to this law may perhaps occur in certain cases, for example for backward-bending
labor supply curves or for goods with completely-fixed supplies in the very short run.

2.2.3 Factors Affecting Supply

In addition to price, the quantity supplied of a good is also determined by several non-price
factors. These conditions shift the entire supply curve, either to the right or left at all price
levels.

Input Costs

¢ |[nput costs are for raw materials, labor and energy.
Yy

e When the cost of inputs goes up, the cost of production rises as well, which reduces profit
margins and makes it less likely that supply will be available.

* When the costs of production fall, it becomes cheaper to produce goods, and supply
increases.
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e Example: Higher steel prices could make it harder for cars to be supplied.

Technology

» Technical innovations increase the efficiency of production, generate less waste and lower
costs.

e Advances in technology typically result in an increase of supply, another rightward shift.

e Example: Manufacturing’s automation boost output while lowering the cost of labor.

Government Policies

* Taxes raise the cost of production, which can lower supply.

e Subsidies drive down costs of production and induce more supply.

* Rules can either stifle or help build production based on what they are like.

e Example: A subsidy to solar panel makers can cause the supply of such panels to increase
in the market.

Expectations of Future Prices

¢ And also when producers would rather withhold supply than realize it at the current price.

* They might increase current supply in order to sell before prices fall, if they expect a drop
in prices.

Z'l—.l turnltln Page 26 of 62 - Integrity Submission Submission ID  trn:oid:::3618:127512661



z'l_.l turnitin Page 27 of 62 - Integrity Submission Submission ID _ trn:oid::3618:127512661

* This conduct represents producers' efforts to optimize the sales incomes prior to market
trends predicted.

Other factors may include:

e The number of sellers in the market

e Nature of the product (esp. agricultural products) e Production capacity versus resource
availability

2.2.4 Shifts in Supply — Due to Non-Price Factors

The supply curve also can be shifted by conditions that are not related to the price of the good
itself. When supply increases, at any given price level, the suppliers can and do produce more
(the supply curve goes to the right); when it decreases, they produce less (the supply curve
shifts leftward).

This is in contrast with a movement along the supply curve, which occurs solely as a result of
changes in the good’s own price.

Rightward Shift (Increase in Supply)

Takes place when producers are able to produce more at each price.

Possible Causes:

e Cost of inputs falls (i.e., cost of raw materials, wages).

e Advancement in technology (improves efficiency, lowering the costs).
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e Government subsidies (financial help to promote production).

e Favorable weather/conditions (especially for agriculture).
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e New firms enter the market: (Increased competition and output).

Leftward Shift (Decrease in Supply)

When producers provide a smaller quantity at each price.

Possible Causes:

e Higher cost of inputs (including higher energy, raw material or wage costs).

e Unfavourable government policies or taxes (increases cost of production).

e Natural disasters or bad weather (cuts agricultural production).

e Exit of firms in the industry (decreases total supply).

Example Table: Supply Shifts

Situation Effect on Supply Direction of Shift
Introduction of new |Lower costs - more output Rightward
technology

Government subsidy Encourages higher production Rightward

Z"j turn|t|n Page 28 of 62 - Integrity Submission
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Increase in raw material costs |Higher costs = less output Leftward

Exit of firms from the market |Fewer producers - lower supply |Leftward

Favorable weather for farming |Higher agricultural yield Rightward

Heavy taxation on producers |Reduces profitability Leftward

Simple Diagram lllustration
Price (P)

|  S2 e (Rightward shift: more supplied at same price)

|/

|/

| Sle

|/

| /

| S3e (Leftward shift: less supplied at same price)

' Quantity (Q)
. S1 = Original supply curve
. S2 = Rightward shift (increase in supply)
. S3 = Leftward shift (decrease in supply)

At the same price, producers supply more when conditions improve and less when
conditions worsen.

Key Distinction

a a . Movement along the supply curve - caused by a change in the good’s own price.
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J Shift of the supply curve - caused by changes in non-price factors (technology, costs,
government policy, natural conditions, number of firms).

Did You Know?

“You can have supply go up or down when the price is stable. The whole supply curve can be
moved by things like better technology, cheaper inputs (labor, materials), beneficial
government intervention or future expected prices. These factors, which are not a price in
the ordinary sense, determine how much producers may be willing and able to supply at
different prices.

2.2.5 Graphic Explanation on Shifts vs Movement

For examining shifts in market supply, it is important to differentiate between a change in
guantity supplied and a change in supply curve. Both have to do with a change in the "amount"
of something supplied, but the reasons and depictions are not the same.

- a Movement Along the Supply Curve

There is also a movement along the supply curve when the price of the good changes and all
other factors remain constant.

e Upward Movement (Expansion of Supply):

o Price raises = suppliers are willing to supply more.

o Shift along the current supply curve to the right.

e Downward Movement (Contraction of Supply):

o Lower prices = Less produced by [producerno].
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o Down the same curve.

Key Point: It is the supply curve itself that remains fixed, it is only the point on the curve that
varies.

Shift of the Supply Curve

The supply curve shifts when the conditions of supply are altered by anything other than
price.

e Rightward Shift (Increase in Supply):

o The quantity that producers are willing to sell has increased at all prices.
o Triggered by accelerating technology, subsidies, or cheaper inputs.

o Leftward Shift (Decrease in Supply):

o Produce less at each price.

o As a result of input costs, taxation or unfavorable conditions.

Key Point The whole curve shifts to a new location.

Example Table: Movements vs. Shifts

- o Aspect Movement Along Supply Curve Shift of Supply Curve

Cause Change in price of the good itself =~ Change in non-price factors (costs, technology,
policy, weather, firms)
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Aspect Movement Along Supply Curve Shift of Supply Curve

Direction Upward = more supplied, Downward = less supplied Rightward =
increase in supply, Leftward = decrease in supply

Graphical

Representation Movement from one point to another on the same curve Entire
curve moves left or right

Curve Position Remains unchanged Changes completely

Simple Diagram lllustration
Movement Along Supply Curve
Price (P)

|
50| @ A (higher price > more supply)
40|
30| @ B (lower price - less supply)

' Quantity (Q)

Supply curve = same (no shift).
Movement = A to B or B to A.
Shift of Supply Curve
Price (P)
|
| S2 e (Rightward shift: increase in supply)
|/
|/
| S1le
| /

| S3e (Leftward shift: decrease in supply)

' Quantity (Q)
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J S1 = Original supply curve

J S2 = Rightward shift (increase in supply)

J S3 = Leftward shift (decrease in supply)

Key Takeaway

J Movement along the supply curve happens only due to a price change of the good
itself.

J Shift of the supply curve happens due to non-price factors, changing supply at all price
levels.

] Understanding this distinction is critical for analyzing real-world market outcomes,

such as how policy changes or technological innovations affect supply.

2.2.6 Case Example for Supply

Case: Increased Production of Smartphones in Technovia

Technovia is a nation noted for its high tech electronics sector. Local smartphone companies
had for years battled high input costs and outdated production lines. But during the last two
years there were several major changes:

* The state announced subsidies for imports of semiconductors that would sharply cut input
costs.

* Local companies utilized Al-enabled assembly lines, bringing about a dramatic increase in
output.

 Foreign demand for smartphones increased, but domestic companies expected further price
cuts because of fierce global competition.
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e To stay competitive and exploit the maximum present revenue, producers started
increasing current production.

As a result of these changes:

* The number of smartphones on offer surged even as the selling price barely moved.

* The supply curve shifted to the right for non-price reasons:

o Cheaper input costs (in the form of subsidies) o Improvements in technology anticipatesd
too, lower prices in the future.

This case demonstrates how some non-price determinants can be changed to influence supply
and create a shift of the supply curve as opposed to a movement along it. It also illustrates
how producers react not only to price, but costs and technology and expectations.

“Activity”

Name five items of which you wish you could have a lifetime supply. For each, give two factors
(besides price) that might cause your demand for them to rise or fall. Think about things like
income, preference or substitute goods. Second, state if each change would lead to up or
down the demand curve (movement)or left or right of the demand curve (shift).

Price

Quantity supplied

Supply curve slopes upward
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2.3 Market Equilibrium

2.3.1 Concept of Equilibrium (Price & Quantity)

Market equilibrium is the stage at which quantity demanded by consumers coincided with the
guantity supplied of producers ata price level. At this point the market is said to be “in supply
balance,” and in these circumstances price will not change, all other things equal.

* The equilibrium price (or market-clearing price) is the one at which buyers and sellers have
equal desires.

e The equilibrium quantity is how much is bought and sold at that price.

e At this point:

o There is no excess.

o There is no more than enough.

® Both consumers and producers are happy: buyers get as much as they want to buy at the
given price and sellers offload all that they’re willing to sell.

Graphical depiction Equilibrium is achieved where quantity demanded equals quantity
supplied, the intersection of the demand and supply curves in the figure above.

2.3.2 That Perfect Balance (Supply and Demand Interact)

In a competitive market, the equilibrium price and equilibrium quantity isolate at the point
where demand meets supply.

* Balance Price: the price at which amount demanded equals amount supplied.
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- Q e Equilibrium Quantity: The quantity bought and sold at the equilibrium price.

This equilibrium s not static:it continually changes as market conditions change. The price
mechanism (also under market mechanism, signalling algorithm, allocation of resources) and
the price system are terms[1] used to describe a mechanism through which decisions of
consumers and producers affect the allocation of resources.

When P is greater than equilibrium price (Shortage)

* At a price above equilibrium, producers will supply and consumers will demand more than
that quantity.

* This generates a surplus (excess supply).

eHow do sellers move excess stock? They reduce prices.

e As prices fall:

o Demand increases (a movement along the demand curve).

o Supply decreases (move along the supply curve).

e Excess gradually erodes as the market rebalances itself.

When Price is Less than Equilibrium (Shortage)

e Consumers want to buy too much at less than equilibrium price and producers do not want
to supply enough.
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* This results in a shortage (excess demand).

* Try to buy goods that are hard to come by as buyers compete and bidding prices up.

e As prices rise:

o Quantity demanded decreases. o Quantity supplied increases.

* The shortage vanishes as the market returns to equilibrium.

Example Table: Market Adjustment Toward Equilibrium

Price Quantity Demanded Quantity Supplied Market Condition Adjustment
50 20 60 Surplus Price falls

40 35 50 Surplus Price falls

30 45 45 Equilibrium  No change

20 60 30 Shortage Price rises

10 80 10 Shortage Price rises

. At P = 30, demand = supply (equilibrium).

. Above P = 30, surplus forces price downward.

. Below P = 30, shortage forces price upward.

Simple Diagram lllustration
Price (P)
|
50| Se
40| e

30| ----e---- Equilibrium (Qe, Pe)
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20| De

10| e

' Quantity (Q)
- Point where Demand (D) and Supply (S) intersect = Equilibrium.
- Above equilibrium = Surplus (supply > demand).
- Below equilibrium = Shortage (demand > supply).
Key Takeaway
e Policies such as setting price are not necessary for equilibrium to exist.

eSurpluses drive prices lower; shortages lift prices higher.

e This equilibrium adjustment guarantees efficient allocation of resources in markets as long
as it is not disrupted by outside intervention (such as government intervention in the form of
price controls, taxes or subsidies).

2.3.3 Equilibrium and its relevance in Resource Allocation

In the field of economics market equilibrium is essential to promote optimal use of scare
resources. It is the most basic point where demand equals supply making both buyers and
sellers satisfied with no oversupply or excess of demand.

Balance is the automatic regulator of a free-market system. It strikes a balance between what
consumers want and producers can supply, which in turn determines the allocation of
resources (workforce, equipment, raw material and technology) used across the economy.

Key Importance of Market Equilibrium
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Efficient Outcomes

So on equilibrium, it is resources used at where they are most valued. o There is not
overproduction (wastage of resources) and underproduction (unfulfilled consumer demand).

o For example: if starberries have to high a price, unsold stock is an inefficient resource
utilisation. If it is set too low, demand outstrips supply and needs go unmet. In the final
(equilibrium) state, supply and demand are equal.

Market Stability

Equilibrium offers price certainty, lessening uncertainty among consumers and producers.

o Predictability allows investment and planning, which are the prerequisites for good, long-
term growth.

Signaling Function of Prices

o Prices are indicators to producers and consumers alike. o Higher price signals to producers
that they should be using more resources on that good, thus creating an incentive for them
to pull their foot off the brake.

o Reduced demand forces prices down, telling producers to back off and use their resources
for something else.

o Example: When demand for electric cars increase, their price increases making more
companies to enter into production of EVs.

No Waste of Resources
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o Inequilibrium, output is completely sold and no consumer prepared to pay the price goes
unserved.

o There is no postium or deficit (Over goods not sold, Productive effort wasted) or shortage
(Demand not fulfilled).

Consumer and Producer Satisfaction

o Buyers acquire products at prices they are prepared to pay. o Producers choose to sell at
prices that provide some, but not all, of the returns necessary in order to support production.

o Optimizing both sides to the utmost satisfaction, thus improving economic welfare.

Guidance Without Central Control

o In a friction-less market, equilibrium functions as an invisible hand (Adam Smith’s notion).
o There is no need for a central authority to decide who gets what; the price system
appropriately allocates resources on its own.

Example Table: Outcomes at and away from Equilibrium

Market Condition Outcome Impact on Resource Allocation
Price above |Surplus (excess supply) Wasted resources, inefficient
equilibrium allocation
Price below |Shortage (excess demand) [Unmet consumer needs, misallocation
equilibrium
Price at equilibrium Balanced demand & |Efficient allocation, no waste

supply
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Simple lllustration

Price (P)
|
| S
| /
P |----e-— Equilibrium (Qe, Pe)
|/
| / |D

' Quantity (Q)

At equilibrium (Qe, Pe):
- No surplus (above Pe).
- No shortage (below Pe).

- Resources are allocated efficiently.

Key Takeaway

Market equilibrium ensures that scarce resources are used in the most efficient way possible.
It aligns consumer needs with producer capabilities, eliminates waste, and provides stability

— all without the need for central planning.

Knowledge Check 1

Choose the correct option:

1. What does a surplus in the market indicate?

a) Priceis below equilibrium

b) Demand is greater than supply
c) Supply is greater than demand
d) Marketisin balance

2. A shortage occurs when:
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Quantity demanded equals quantity supplied
Quantity supplied exceeds quantity demanded
Price is at equilibrium

Quantity demanded exceeds quantity supplied
How does the market correct a surplus?
Increase production

Raise prices

Lower prices

Decrease demand

What role does price play in market equilibrium?
Fixed by government

Has no role

Adjusts demand and supply

Only affects producers

2.4 Market Dynamics

2.4.1 Surplus — Excess Supply and Its Effect on Prices

Submission ID trn:oid:::3618:127512661

A surplus exists when the quantity supplied exceeds quantity demanded at a particular price.

Here, there are more producers who are offering to sell something than consumers who want

to buy.

This disequilibrium arises from a situation were prices are established in excess of where the

market would clear so that there is downward pressure on prices.

Causes of Surplus

Price Above Equilibrium

('TJ turnitin
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o If the market price is above equilibrium, producers will produce more and consumers will
purchase less.

Overproduction

o Producers can also be overly optimistic for demand and overproduce.

Seasonal or Cyclical Effects

o Agriculture do tend to have surpluses after bumper harvests (e.g.: wheat, rice, fruits).

Government Policy

o Minimum price shocks (i.e., a shock that makes prices exceed its equilibrium value) can lead
to long-lasting shortages.

Effects of Surplus on Prices

® Price Pressure Downward: The supply of goods exceeds demand and producers compete to
sell it, leading to lower prices.

e Promotions/Discounts/Clearance sales: Companies may discount products to incentivise
purchases.

e Adjustment Mechanism:

o When prices are going down - more people want to buy (movement along demand curve).
o As price down —» quantity supply lowers (move along the supply curve).
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o Excess starts to diminish as the market equilibrates again.

Example Table: Surplus Adjustment

Submission ID trn:oid:::3618:127512661

Price| |Quantity Demanded | |Quantity Supplied | [Market Condition Adjustment
50 40 80 Surplus (40 units) Price falls
40 50 70 Surplus (20 units) Price falls
30 60 60 Equilibrium No change

. At P =50, supply is 80 but demand is only 40 = surplus of 40 units.

. Sellers reduce price until balance is restored at P = 30.

Simple Diagram lllustration

Price (P)
|

50| Se

40| e

30| ---- ®-—-- Equilibrium (Qe, Pe)
20| D o

10| e

' Quantity (Q)

At price above Pe:

- Supply > Demand - Surplus.

- Downward pressure on price until equilibrium.
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Real-World Example

e Agriculture: A bumper wheat crop, raising supplies beyond demand, leads to a price crash
unless the government purchases surplus stock.

e Retail: When a season ends, retailers are often left with excess clothing that is eventually
marked down and cleared out at clearance sales.

Key Takeaway

A surplus is a loss of resources if not resolved. The price mechanism takes care of the
adjustment: as prices fall, supply contracts and demand expands — and cuts away at the
surplus until balance is restored.

2.4.2 Shortages - Demand in Excess of Supply and the Impact on Prices

A deficiency arises when, at a successful price, the demand for a good is more than its supply.
There are more consumers wanting to buy than producers able or willing to provide.

Shortages generally arises when the price is placed below the equilibrium level, leading to
demand/supply imbalance. This imbalance creates price pressure that sends prices up until
the market becomes balanced again.

Causes of Shortage

Price Below Equilibrium (Price Ceilings)

o Prices must be held artificially low (government involvement for example), so demand
increases and supply shrinks.
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Sudden Increase in Demand

o Demand can unexpectedly spike due to festivals, fashion trends or viral fads.

Supply-Side Constraints

o Strikes, natural disasters (or supply chain interruptions) burn off inventory.

Consumers Panic Buying( Buying of the Speculators) o If consumers believe shortages, they
will create imbalances by buying in excess.

Effects of Shortage on Prices

® Pressure on Prices UPWARDS: when consumers compete for scarce goods, they drive prices
higher.

 Creation of Black Markets: If official prices are set artificially low, goods will exchange hands
on the black market at higher prices.

e Adjustment Mechanism:

o As price I > quantity demanded |, (movement along the demand curve). o At higher
prices - More will be supplied (movement along the supply curve).

o Shortage slowly disappears as the market returns to its balanced state.

Example Table: Shortage Adjustment
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Price
10
20

30

Quantity Demanded
80
60

50

Quantity Supplied
20
40

50

Market Condition
Shortage (60 units)
Shortage (20 units)

Equilibrium

Adjustment
Price rises
Price rises

No change

J At P =10, demand = 80 but supply = 20 - shortage of 60 units.

J Buyers compete, driving price upward until balance is restored at P = 30.
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Simple Diagram Illustration

Price (P)
|

50| S e

40| °

30|-- e-— Equilibrium (Qe, Pe)
20| D o
10| e

' Quantity (Q)

At price below Pe:
- Demand > Supply = Shortage.
- Upward pressure on price until equilibrium.

Real-World Examples

* Event seasons: High demand for smartphones or game consoles can make supply short and
prices high, even if you get on a waiting list.

e Fuel Market: Price controls on petrol/diesel RoS could lead to market shortages and black
markets.

* Natural Disasters: If a hurricane or flood destroys food supply, then people will experience
shortages and higher prices.
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Key Takeaway

A deficit indicates that prices are too low relative to need. The price mechanism, of course,
automatically adjusts for this by increasing prices, reducing demand and attracting more
supply to get back to an equilibrium.

2.4.3 The Adjustment Process to Remedy the Imbalance

Under free-market economy, prices are supposed to serve as the primary adjusting
mechanism when markets experience surpluses (oversupply) or shortages (excess demand).

This is the price mechanism at work for efficient allocation of scarce resources without
government direction. The process is automatic: when markets are out of whack, prices
adjust until the amount that consumers want to buy matches the amount that businesses
want to sell, and the system returns to equilibrium.

Case 1: Surplus (Excess Supply)

e Condition: Producers supply more than consumers demand at prices above equilibrium.

® Process of Adjustment:

Unsold merchandise piles up, placing pressure on sellers.

Prices are cut to clear the surplus on producer level.

As prices fall:

* Demand rises (movement along demand curve).
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» Supplying falls (a movement along the supply curve).

The excess depletes and balance is regained.

e Qutcome: Price drops - market clears - balance attained.

Case 2: Shortage (Excess Demand)

e Condition: When the price is lower than equilibrium, consumers want more than producers
can produce.

® Process of Adjustment:

Scarcity takes hold, with buyers bidding up prices for scarce goods.

Higher prices give firms an incentive to produce more output.

As prices rise:

* Decrease in demand (downward movement along the demand curve).

= Supply greater (conversely movement along Supply curve).

The scarcity vanishes as the market balances out.

e Qutcome: Prices increase - demand falls, supply increases - new equilibrium is found.

Example Table: Market Adjustment
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Price Quantity Quantity Market
Situation Adjustment
Level Demanded Supplied Condition
Price falls > demand rises,
Surplus Above Pe |Low High Excess Supply
supply falls
Equilibrium |Pe Equal Equal Balanced No change
Price rises - demand 1
Shortage Below Pe |High Low Excess Demand .
supply rises
Simple lllustration
Price (P)
|
High| S @ Surplus = Price falls
|\
Pe |-----e--—- Equilibrium
|/
Low | D e Shortage -> Price rises
|
' Quantity (Q)
. Above equilibrium: Surplus pushes prices down.
. Below equilibrium: Shortage pushes prices up.
. At equilibrium: No surplus, no shortage = balance achieved.

Key Takeaway

* The mechanism of adjustment lies at the heart of how free markets function.

Z"—'I turnitin Page 51 of 62 - Integrity Submission

Submission ID trn:oid:::3618:127512661



z'l_.l turnitin Page 52 of 62 - Integrity Submission Submission ID _ trn:oid::3618:127512661

2

Z"—.I turnltln Page 52 of 62 - Integrity Submission Submission ID  trn:oid:::3618:127512661

¢ Additional of the surplus prices down, while addition to the shortage raises.

* In the process of this self correction, markets allocate resources efficiently — which is to say
that they are matching what consumers want with what producers can produce.

2.4.4 An Example for Demand & Supply Jointly

Think of the market for protective face masks during a public health emergency:

e Starting Point: Under normal circumstances, supply and demand for masks intersect at an
equilibrium price.

e Demand Shock: A health emergency creates a huge surge in the demand for masks. At the
current price, supply exceeds demand and there is a surplus.

e Market Effect: Masks prices go through the roof because too many people want them.
Marketers for other major manufacturers have to increase production, and that brings in
more companies.

e New Equilibrium: The increased supply, and declined excessive demand over the period
return the market to a new equilibrium level - new merits price and quantity that is higher
than it used to be at pre-crisis.

This is a case in point demonstrating the dynamics of demand and supply and how prices
work to equilibriate markets.

2.5 Summary

«» Demand the amount of a good that consumers are willing and able to purchase at different
prices assuming everything else is the same.
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< The demand schedule is negative sloping, indicating inverse relationship between price and
guantity demanded (Law of Demand).

<+ Factors affecting demand include:

o Consumer income

o The price of other goods (substitutes and complements) o Consumer preferences or tastes
o Expectations regarding the 