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Chapter 1
What is Economics?



Economics

• Study of how people try to satisfy 

their needs and wants through the 

careful use of relatively scarce 

resources.(Scarcity)



SCARCITY

• Results from society not having enough resources 

to produce all the things people need and want.

– Not enough resources to satisfy people’s unlimited 

wants.

• Fundamental economic problem facing all 

societies - SCARCITY



Economy

• Two groups: Producers and Consumers

• Producers use the Factors of Production

•Land/Natural Resources

•Capital/Capital Resources

•Labor/Human Resources

•Entrepreneurs

• Creates their products



• Three basic economic questions 

• Societies must decide WHAT to produce.

• After determining what to produce, societies 

must decide HOW to produce it, making the 

best possible use of available resources.

• Societies must determine FOR WHOM to 

produce the products.

•What

•How

•For Whom

Questions All Societies Face



Paradox of Value

• High value of nonessential items vs Low 

value of essential items.

• Diamond – Water Paradox

– Water so necessary to life, so cheap

– Diamonds so unnecessary to life, so 

expensive

– Reason – Scarcity



Circular Flow Model

• Shows how resources, products, and money 
payments are exchanged in U.S. economy. 3 
major participants:
– Households

– Business Firms

– Government

• Markets
– Product Market

– Resource Market

• Flows



Circular Flow Model



Trade Off

• Choosing  among alternative uses for 
available resources force people to make 
sacrifices.  One item is sacrificed for 
another.

Opportunity Cost
• Value of what is given up to obtain that item 

or the cost of the sacrifice. The value of the 

next best alternative that was not taken



Durable Goods

• Durable Goods
– Lasts 3 years or more

• Ex – car, washing machine

• Non-Durable Goods

– Used up entirely in less than a year, assuming a 

normal or average rate of physical usage.



Economic Interdependence

• Mutual dependence of the economic 

activities of one person, company, region, 

or nation on those of another person, 

company, region, or nation.



• Economic growth 

• Occurs when a nation’s total 

output of goods and services 

increases over time.

Economic Growth



GDP
Gross Domestic Product

• Measure of Nation’s wealth

• Sum of all goods and services 
produced within country 

• Based on per capita output 

• Total national output 
divided by the number of 
citizens

• Measure of economic strength 
and standard of living 

• US GDP is currently growing at 
an average rate of 1.9% a year



Standard of Living

• Quality of life based on ownership of 

necessities and luxuries that make life 

easier.



Division Of Labor

• Division of labor

– Specialization of the functions and roles involved in 

production. 

– Division of labor, specialization, and 

interdependence can improve productivity and 

income as well as make the world a safer place.



Adam Smith

• Book, “Wealth of Nations”, 

published in 1776

• Market controlled by “invisible 

hand of self interest.”

• No government intervention

• Profit is the motive for 

producers

• Consumers send signals to 

producers by what they buy.



Laissez-faire

Form of capitalism in which individuals 
make all of the economic decisions 

and the government does not 
interfere.



Chapter 2 – Economic 

Systems
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Economic Systems

• Economic System 

– Organized set of procedures that a nation 

follows in producing and distributing goods 

and services.  Four Types

• Traditional

• Command

• Market

• Mixed



Traditional Economy

• Economic activities based on customs, 

habits, laws, and religious beliefs developed 

by the group’s ancestors.

• Centered around family, tribal or social unit

• Equally distributed among group

• Change slowly

• Advantage – Everyone knows what their function is

• Disadvantage - Resistance to change great

– New ways of doing things are discouraged



Command Economy
• Officials of the government answer three 

basic questions

• Central planners

• Determine methods of production

• Who receives the products

• Advantage - Change rapidly if necessary

• Disadvantage - Individuals have no say in 

production



Market Economy
• Individuals answer basic economic questions.

• Individuals own and control factors of 

production.

• People free to buy, sell, and produce what they 

want.

• Market defines what is produced

• Advantage – High degree of individual freedom

• Disadvantage – High degree of uncertainty



Mixed Economy

• Combines elements of the pure-market 
and the pure-command economic models.

• Virtually all nations of the world today have 
mixed economies.

• Classified by degree of government 
control.

– Capitalism

– Democratic Socialism

– Authoritarian Socialism



Socialist Economy

• Combines elements of a few market policies 
and the pure-command economic models.

• Government owns some factors of 
production

• Classified by degree of government control.

– Authoritarian or Democratic Socialism



Capitalism
• Individuals own the means of production

• Government provides some regulation

• Intervention is limited.

• Free enterprise capitalism – profit is the 

incentive.



Chapter 3 – American Free 

Enterprise System
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Goals of the United States 

Economy

• Economic Freedom

• Economic Efficiency

• Economic Equity

• Economic Security

• Economic Stability

– Full Employment

– Price Stability

• Economic Growth

– Standard of Living



• Economic freedom 

• Free to pursue business / employment opportunities

• Economic efficiency 

• Factors of production must be used wisely (scarcity)

• Economic equity

• Includes justice, impartiality, and fairness.

Economic and Social Goals



• Economic security – Government Programs

• Unemployment compensation 

• Social Security

• Medicare 

• Price stability 

• Adds degree of certainty to future for both businesses and 

consumers.

• Full Employment

• People want their economic system to provide as many jobs as 

possible.

• Economic growth 

• Major goal - New goals develop as society evolves

Economic and Social Goals



Future Goals

• New Goals develop

• Cleaner environment

• Energy independence

• Individuals decide which goals are the 

most important

• Even those goals may change



Problems with Economic Goals

• Setting Priorities

– Scarcity

• Conflicting Group Interests

– Old vs. Young

– Rich vs. Poor

• Solving Goal Conflicts

– Lead to problems



Competition

• Struggle among sellers to attract 

consumers.

– Best products at lowest prices

– Free to produce products that will be most 

profitable (profit motive)



Consumer Sovereignty

The determination by consumers, of the types 

and quantities of goods and services produced 

by the economy

“the customer is always right”

R O L E  O F  C O N S U M E R S

Decide what shall be produced, and how.



Voluntary Exchange

The process of willingly trading one item for another
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• Demand depends on two variables

• Price of a product 

• Quantity available at a given point in time.

• When the price of a product goes down

• People willing to buy, or demand, more of it. 

• When the price goes up

• People will buy less

• Demand curve 

• Shows quantity of a product demanded at each price that might prevail in the market.

An Introduction to Demand



• Law of Demand 

• Quantity demanded varies inversely with its price.

The Law of Demand



• Only event that gets Change in Quantity Demanded 

• Change in price

• Change in the Quantity Demanded due to a change in price 

• Represented on a demand curve as movement along the curve

A Change in the Quantity Demanded



• Marginal utility

• Extra satisfaction obtained by acquiring multiple units of a product.

• If we use more and more of a product

• Extra satisfaction we get from using additional quantities begins to decline

• This is diminishing marginal utility.

• People not usually willing to pay as much for the second, third, or fourth unit as they 

did for the first unit.

Demand and Marginal Utility



• Income effect 

• Change in quantity demanded because of a change in price that makes consumers 

feel richer or poorer.

• Shifts in relative prices may cause a substitution effect

• Consumers substitute an alternative less expensive product for one that has 

become more expensive.

A Change in the Quantity Demanded



• Demand Curve for a product shifts when consumer tastes change.

• Increase in the price of a product causes 

• Increase in demand for substitute products 

• Substitute Products – Competing product used in place of another

• Decrease in demand for the product’s complements

• Complements – Product that increase use of another ex. PC & Software

A Change in Demand









• Demand is usually inelastic if consumers cannot postpone purchase of a product.

• When acceptable substitutes are available for a product

• Demand becomes more elastic.

Determinants of Demand Elasticity



Chapter 5

Supply
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• Supply

• The amount of a product offered for sale at all possible prices in a market.

• Law of Supply

• More product will be offered for sale at higher prices than at lower prices.

An Introduction to Supply



• Individual supply curves 

• If price goes up, quantity supplied goes up as well.

• Change in quantity supplied 

• Refers to a change in the quantity of a product offered for sale in direct response 

to a change in price.

An Introduction to Supply



• Short Run – Easy to change quickly

• Variable Costs – Labor, Material

• Long Run – Takes more time to change

• Fixed Costs – Capital Goods, New Facilities, Add new machinery

The Production Function



• Change in supply 

• Occurs when quantities change even though price remains constant. 

• Whereas a change in quantity supplied occurs only when prices change

• Factors that cause a change in supply 

• Cost of resources (inputs)

• Productivity

• Technology

• Taxes

• Subsidies

• Government regulations

• Number of sellers

• Expectations

Change in Supply



• Supply and demand curves 

• Intersect at the equilibrium price

• Number supplied equals the number demanded 

• Surplus

• Occurs when the price for a product is too high

• Shortage

• Occurs when the price for a product is too low

Equilibrium Prices
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https://www.youtube.com/watch?v=LPR5I99tVE8
https://www.youtube.com/watch?v=GrTWoznYPjY
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• Sole proprietorships 

• Smallest form of business

• Owned and operated by one person

• No requirements except occasional business licenses / fees

• Advantages

• Easy to start

• Relatively simple to manage

• Keep all the profits

• No separate business income taxes

• Satisfaction of owning a business

• Easy to end

Sole Proprietorships



• Disadvantages

• Unlimited liability 

• Requirement that an owner is personally and fully 

responsible for all losses and debts of a business.

• Applies to proprietorships and general partnerships

Sole Proprietorships



• Partnerships

• Owned by two or more people

• Types of Partnerships 

• General

• Limited

• Partnerships are easy to start

• Usually consists of drawing up papers to specify the 

arrangement between the partners

Partnerships



• Advantages 

• Easy to start

• Easy to manage

• Lack of special taxes

• Financial capital attracted more easily than proprietorships

• Operations are more efficient due to slightly larger size

• Disadvantages 

• Each partner is fully responsible for the acts of all other partners

• Limited partners may lose their initial investment if the business fails

• Limited life

• Potential for conflict between partners

Partnerships



• Corporations

• Recognized as separate legal entities with all rights of an 

individual

• File for permission to form from national or state government

• Grants a charter specifying number of shares of stock that 

may be sold

• Stock Types

• Common

• Preferred

• Dividend

• Portion of corporate profits paid to stockholders

Corporations



• Advantages

• Ease of raising financial capital

• Limited liability for owners

• Corporation is fully responsible for its debts and obligations

• Directors can hire professional managers to run the company

• Unlimited life

• Ease of transfer of ownership

• Disadvantages 

• Double taxation

• Difficulty and expense of getting a charter

• Shareholders (owners) have little say in how the business is run

• More government regulation

Corporations



A merger between two or more companies 
that produce the same good or service or 

dominate one phase of the production.

1870’s John D. Rockefeller and his associates 
formed the Standard Oil Company of Ohio –

example of a horizontal merger



A merger between two 
or more companies 
that are involved in 
different phases of the 
production of the same 
good or service.

United States Steel 
Corporation in 1901 
combined companies 
involved in different 
phases of the 
production and 
distribution of steel –
example of a vertical 
merger



• Start-up incubators

•Places within states and universities 

•Potential entrepreneurs can get training

•Accounting, engineering, and managerial skills, potential financing

• Venture capitalists 

•Lend investment funds to new or unproven businesses 

•Exchange for share of ownership (equity).

•Main goal to get good return on investment

• Angel investors 

•People lend start-up money informally

•More interested in helping individual survive 

• Crowdfunding, or crowdsourcing

•Social networking to appeal to potential investors.

Entrepreneurial Funding for Start-Ups

https://www.youtube.com/watch?v=kB5tJwS-3zw


Taxes

Chapter 14

Lesson 1



• Taxes – IRS – Internal Revenue Service

•Affect resource allocation by raising prices of a product

•Makes people buy less

•Results in company cutting back on production

• Sin taxes 

•Used to encourage or discourage certain types of activities

•Raise revenue while discouraging liquor and tobacco.

• Distribution of income - affected by taxes

• Taxes - Change incentives

•To save, invest, and work

•Affects productivity and economic growth.

Economic Impact of Taxes



• The Incidence of a Tax

•The person or company who actually pays it

•Not necessarily the entity that is taxed

•Example –

•if a utility is taxed, it may pass the burden of the tax on to its customers in the 

form of higher rates.

Economic Impact of Taxes



• Three criteria for effective taxes 

•Equity, simplicity, and efficiency

•No single tax has all three of the criteria for effective taxes

• United States Taxes 

•Based on the Benefit principle 

•Ability-to-pay principle.

• Three types of taxes that exist in the United States 

•Proportional taxes (Flat)

•Progressive taxes

•Regressive taxes

Characteristics and Types of Taxes



• Lawmakers 

•Want to find new tax revenues that alter the tax burden

• Flat tax 

•Proportional to individual income after a threshold is reached

•Without exemptions or deductions.

• Advantage of flat tax 

•Simplicity

•But, removes many incentives (such as home ownership) built into current tax code.

Alternative Tax Approaches



• Value-added tax (VAT) 

•Tax a product at every stage of production on a national basis 

•Used instead of an income tax.

• Advantages

•Producers can’t avoid paying it - difficult

•Widely spread incidence

•Ease of collection

• Disadvantage

•Consumers cannot attribute higher prices to the almost invisible tax.

Alternative Tax Approaches



Additional Terms and 

Concepts



“Blue Chip” Stocks

• Giant companies with solid reputations. 

• General Electric, Intel, Visa, Wal-Mart and 

Walt Disney



“Penny” Stocks

• Common stock valued at less than one 

dollar, and therefore highly speculative



Securities and Exchange 

Commission (SEC)
• Government commission created by 

Congress to regulate the securities 

markets and protect investors.



Bonds
• A debt investment in which an investor loans 

money to a corporate or governmental group.

• Borrows funds for a defined period of time at a 

variable or fixed interest rate. 

• Used by companies, municipalities, states and 

sovereign governments to finance a variety of 

projects and activities.



Junk Bonds
• Bonds with low ratings 

• High risk

• Offer high interest rates in 

exchange for high risk

• Pay between 3-5% higher 

interest rates than the 

regular bonds



Corporate Bonds
• Debt obligations, or IOUs, issued by 

private and public corporations. 

• Typically issued in multiples of $1,000 

and/or $5,000.



Municipal Bonds
• Debt obligations issued by 

governmental entities 

• Raise money to do projects for the 
public good 

• You are lending money to an issuer 
who promises to pay you back a 
specified amount of interest and 
return the principal 

• MUNIS 

– bonds that are free of federal 
taxes



Dow-Jones Industrial Average

• Price-weighted average of 30 significant 

stocks traded on the New York Stock 

Exchange and the Nasdaq. 

• Invented by Charles Dow back in 1896.



New York Stock Exchange

• "Big Board“

• American stock exchange located at 11 Wall 

Street, NYC

• World's largest equities-based stock exchange



Standard & Poor’s 500

(S&P 500)
• American stock market index based on the 

market capitalizations of 500 large 

companies having common stock listed on 

the NYSE or NASDAQ.



Efficient Market Hypothesis

• An investment theory 

that states it is impossible 

to "beat the market" 

because stock market 

efficiency causes existing 

share prices to always 

incorporate and reflect all 

relevant information.



Bull Market

• A market in which share prices are rising, 

encouraging buying.



Bear Market

• A market in which prices are falling, 

encouraging selling



Mutual Funds
• Financial institution 

• Pools investment money 

from purchasers of its 

shares and uses it to 

acquire diversified 

portfolios of securities 

consistent with its 

investment objective


