PASS Notes
Microeconomics 1 Week 3
Chapter 1 & 3

	PASS Notes
Chapter 1: Thinking Like An Economist


Core Principles of Chapter 1!

The Scarcity Principle (No-Free-Lunch Principle): Although we have boundless needs and wants, the resources available to us are limited. So having more of one good thing usually means having less of another.
The Cost-Benefit Principle: An individual (or a firm or a society) should take an action if, and only if, the extra benefits from taking the action are at least as great as the extra costs.

Opportunity cost: The opportunity cost of an activity is the value of the next-best alternative that must be forgone to undertake the activity.

Introduction

· Economics is the study of how people make choices under conditions of scarcity and of the results of those choices for society, 

· Microeconomics is the study of individual choice under scarcity and its implications for the behavior of prices and quantities in the individual markets.

The Scarcity Principle
· Having more of one good thing almost always means having less of another.

· The no-free lunch concept reminds us that even a lunch that is given to us takes time to eat – time that you could have spent doing other useful things. In other words, if you eat your free lunch, you will give up time. If you use your time as you otherwise wish, then you would remain hungry.  

Cost-Benefit Principle
· Imagine that at university, classrooms come in 2 different sizes – 100 seat lecture halls and 20 seat classrooms. If currently economics is offered to classes of 100 students. Should the administrators reduce the class size to 20 students?
· According to the cost-benefit principle, the class size should only be reduced if and only if the improvement in instruction outweighs the additional cost.
· NOW! Lets examine the difference in cost:
· For a large class, the total cost is $23,000 shared between 100 students (that’s $20,000 for the professor and $3000 for the classroom), which equals to $230 per student.

· For a small class, the total cost is $20,600 shared between 20 students (that’s $20,000 for the professor and $600 for the classroom), which equals to $1030 per student.
· The cost in reducing the class would be the difference in tuition, which equals $800. 
· Would you be willing to pay $800 for a smaller economics class? If not, and other students feel the same, then it makes sense to stick with the larger class size.
· Keep in mind, when we discuss the “best” class size concept in economics, we not only consider the learning benefits but also the cost at which that extra bit of benefit would be. Though it is not always easy to measure these costs and benefits in exact dollar terms. But the cost-benefit framework can lend structure to your thinking!! 

Opportunity Cost

· Note in the above example, choosing a large class in the end doesn’t mean that you prefer a large class to a small one. It simply means that you rather like the idea of having a large class to that of paying $800 extra for a place in the small class.

· Here you face a trade-off, the choice between a potentially better learning environment in that of a small class and $800 extra for tuition.

· Now, suppose that with the $800, you would be looking to use to pay off rent, or getting a car to get you to and from university because you live fairly far from it. We say that the opportunity cost of you electing the smaller class – in this case, the value you must sacrifice to get into the smaller class – would be high, thus you are more likely to decide against paying an extra $800.

· Note that the opportunity cost associate with electing the smaller class does not include the combined value of all activities you could have pursued, but only the value of the one you would have chosen above others. For example: if paying rent is more important to you than getting a car, then the opportunity cost of electing the smaller class over the big one would be the cost of rent for the period that you would study to the value of $800 dollars.

Economic Models

· Simplified descriptions based on the cost-benefit principle that captures the essential elements of a situation, and allows for you to analyse them in a logical way.

· A simple example would be the amount of compost used to grow tomatoes, as you add more compost, obviously the tomatoes will increase in volume with added compost but to a certain level. If the cost of compost is 25 cents per pound and the tomatoes sell for 20 cents per pound, how much compost should be added?

	Pounds of compost
	Pounds of tomatoes
	· If you start out with no compost, then you would get an extra profit; benefit (or revenue) minus cost which is ((120x$0.20)-$0.25) – (100x$0.20) = $3.75 when you add the 1st pound of compost. So it pays to add the 1st pound of compost. 

· Similarly, it is worthwhile to add the 2nd, 3rd, 4th pounds of compost. But by the 5th pound of compost, the extra profit gained from that extra fifth 5th is ((131x$0.20)-(5x$0.25)) – ((130x$0.20)-(4x$0.25)) = 24.95 – 25 = -$0.05. So therefore, there is actually less profit to be made with 5 pounds of compost than 4. Therefore the optimum amount of compost is going to be 4 pounds.
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Graphic Representation
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	· Here we have a graphic representation of the marginal cost and marginal benefit of the tomato compost example. 

· Marginal benefit is the cost at increase in total benefit from carrying out one additional unit of activity. The marginal cost is the increase in total cost that results from carrying out one additional unit of the activity. 

· In this case, marginal benefit (curved line) is defined as the additional amount of revenue gained from each additional pound of compost use. The marginal cost (straight line) is the amount cost of each pound of compost (ie. A constant 25 cents).


· You can see from the graph, that the optimum use of compost is somewhere between 4 and 5 pounds, as at 4 pounds MB is above MC but at 5 pounds MC is above MB. So again we can conclude graphically this time that the optimum amount of compost is considered to be 4 pounds, as for the purpose of this question, there is no fraction of a pound of compost.

Other Chapter 1 Definitions

Rational Person: In studying choice under scarcity, we’ll usually begin with the premise that people are rational, that is they have well-defined goals and tries to fulfil these goals to the best of their ability. 
Reservation Price: The highest price someone is willing to pay to obtain any good or service, or the lowest payment someone would accept for giving up a good or performing a service.

Economic Surplus: The economic surplus from taking any action is the benefit of taking the action minus its cost.

	PASS Notes
Chapter 3: Comparative advantage: The basis for exchange


Core Principles of Chapter 3!
Comparative advantage: everyone does best when each person (or each country) concentrates on the activities for which his or her opportunity cost is lowest. 
Increasing opportunity cost (Low-Hanging-Fruit): In expanding the production of any good, first employ those resources with the lowest opportunity cost and only afterward turn to resources with higher opportunity costs.
Introduction
· The Nepalese are known for being multitalented ‘Jack-of-all-trades’. So why are they poor? Maybe it’s because they don’t specialise and trade their g + s.

· Economic systems based on specialisation and the exchange of g + s are generally more productive than those without specialisation.

Comparative Advantage
· Betty has an absolute advantage over Alan if she can do something faster. For example, Betty cleans a room in 1/2 an hour, while Alan takes 1 hour. Betty has an absolute advantage in cleaning rooms. Simple.
· Betty will have a comparative advantage over Alan in producing a g + s if Betty is relatively more efficient at producing it than Betty. In other words, Betty’s opportunity cost of producing it is lower than Alan’s. 
· Note: Just because Betty has an absolute advantage over Alan in cleaning her room, doesn’t automatically mean she also has comparative advantage. How does this work!?!?
Example 
Say that you see a table like this in a test:
	Productivity info
	Cleaning Room
	Mowing Lawn

	Betty
	½ hour
	1 hour

	Alan
	2 hours
	2 hours


Always convert the numbers to “per hour” or “per day” etc if it’s not already in this form already.
	
	Cleaning Room
	Mowing Lawn

	Betty
	
	

	Alan
	
	


Answer the following questions:
i) Who has the absolute advantage in cleaning rooms?

ii) Who has the absolute advantage in mowing the lawn?

iii) Fill in the opportunity costs beside the relevant rates.
iv) Who has the comparative advantage in cleaning rooms?

v) Who has the comparative advantage in mowing the lawn?

Sources of Comparative Advantage (NICE)
· Individuals: Maybe Inborn Talent and often due to Education/Training/Experience.
· Countries: Differences in Natural Resources or differences in Culture/Society.
· Other non-economic factors e.g. emergence of English as de facto world language.

Production Possibilities Curve
· A graph that describes the maximum amount of one good that can be produced for every possible level of production of the other good.

· If Susan can only produce coffee and nuts, then her opportunity costs for the two are as follows:
	OCnuts =  Loss in Coffee
                Gain In Nuts
	OCcoffee =   Loss in Nuts
                   Gain in Coffee


· Looking at the graph, you can see that having more of one good means having less of another: the scarcity principle.

· There are attainable points and unattainable points. Attainable points can be either efficient or inefficient. These are self-explanatory.
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Production Possibilities in a 2 person economy
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Production Possibilities in a many-person economy
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· This PPC is downward sloping, illustrating the principle of scarcity and trade-offs.
Comparative Advantage and International Trade

· For both individuals and nations, the benefits of exchange tend to be larger when there are larger differences between the trading partners’ opportunity costs.
Ivan & Bosco
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