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Chapter 1: What is economics? 

 

Scarcity: The inability to satisfy all wants (E.g. Time, money) 

Incentive: A reward that encourages an action and a penalty that discourages an action 

 

Economics: Social science that studies the choices in which individuals, businesses, 

governments and entire societies make as they cope with scarcity and the incentives that 

influence and reconcile those choices. 

 

Microeconomics: The study of the choices in which small businesses and individuals make. 

Macroeconomics: The study of the performance of the national economy and the global 

economy. 

 

Two big questions summarize economics: 

 

1. How do decisions end up determining how, what and for whom goods and services are 

produced? 

2. Do the choices made in pursuit in social interest also promote social interest? 

○ Consider the difference between efficiency and equity  

 

Goods and Services: Objects that people value to satisfy their wants 

 

Factors of production: Resources that are used in order to produce goods and services 

 

1. Land: This includes natural resources, also known as the “gifts of nature” to provide 

goods and services.  

2. Labour: The time and work effort it takes for individuals to produce goods and services. 

Quality of the labour depends on human capital (Which is the amount of knowledge that 

people have whether it is on the job, education or training). 

3. Capital: The tools and instruments people used to build the goods and services. 

○  financial capital (money, stocks, bonds)  is NOT included as a factor of 

production  

4. Entrepreneurship: The human resource that organizes land, labour and capital.   

 

People earn their incomes by selling the services of the factors of production they own: 

 

● Land earns rent 



● Labour earns wages 

● Capital earns interest 

● Entrepreneurship earns profit 

 

Self-interest: When one makes a choice that is the best one available to themselves 

Social interest: An outcome when it is best for a society as a whole 

 

Efficiency: When it is not possible to make someone better off without having someone being 

worse off. 

 

Today, there are 4 world problems which people discuss based on social interest and self-interest 

 

a) Globalization: The expansion of international trade, borrowing and lending and 

investment. E.g. Nike expanding new manufacturing stores from third world countries, 

where workers in manufacturing stores are underpaid while Nike earns the majority of 

the profit. 

b) Information-Age Monopolies: E.g. Information revolution where industries without any 

competition can sell their technology at a higher price than its value worth. 

c) Climate Change: Conflicts between carbon footprint and the self-interest for easier uses 

e.g. transportation from cars. 

d) Economic Instability: E.g. Banks were in trouble since they loaned way too much 

money in which borrowers couldn’t repay.  

 

The Economic Way of Thinking 

 

Tradeoff: Is an exchange where you give up one thing to get another. 

 

Rational Choice: One that compares costs and benefits and achieves the greatest benefit over 

cost for the person making the choice. 

 

Benefit: The gain or pleasure that it brings 

 

Preferences: Interest that a person likes and dislikes and the intensity of the feelings. 

 

Opportunity cost: Something that is the highest-valued alternative that must be given up to get 

it. E.g. You give up 2 hours of playing time to get 2 hours of study. 

 

Marginal benefit: Benefit that arises from an increase in an activity.  

 



Marginal Cost: The opportunity cost of one unit to earn increase from an activity. E.g. drinking 

one unit of water will give 10 units of satisfaction if one’s thirsty. 

 

Economics as a Social Science and Policy Tool 

 

Positive Statement: A statement that can be tested to determine whether it is true or not. It is 

asked by “what is?” 

 

Normative Statement: A statement that cannot be tested and is usually stated as an opinion. It is 

asked by “what ought to be?” 
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Chapter 2: The Economic Problem 

 

Production Possibilities and Opportunity Cost 

 

Production Possibilities Frontier: Boundary between combinations of goods and services that 

can be produced and those that cannot. 

 

Eg: 

 

 

 
 

● When a point is found on the line of the production possibilities frontier, the point shows 

production efficiency and is attainable. (E.g. B,D,C) 

 



● When a point is found inside the production possibilities frontier, the point is attainable 

but it demonstrates inefficiency.. (E.g. A) 

 

● When a point is found outside the production possibilities frontier, the point is 

unattainable and that combination is not possible. (E.g. x) 

 

Production Efficiency: When goods produced and services are provided at the lowest possible 

cost. 

 

Opportunity Cost ratio: Decrease in a quantity produced of one good divided/increase in the 

quantity produced of another good  

● Since the opportunity cost is a ratio, it is an inverse depending on what quantity is 

sacrificed to produce another good. 

 

Increasing Opportunity Cost: When a Production Possibilities Frontier curve is shaped 

outwards, the opportunity cost increases. 

 

Allocative efficiency: When goods and services are produced at the lowest possible cost and in 

the quantities that provide the greatest possible benefit. 

 

Marginal benefit curve: Curve that shows the relationship between the marginal benefit from a 

good and the quantity consumed of that good. 

 

Economic Growth 

 

Economic growth is the expansion of production possibilities. It increases standard of living, but 

it doesn’t overcome scarcity and avoid any sort of opportunity costs.  

 

Based on the production possibility frontier marginal curve, the curve shifts to the right should 

there be an economic growth. 

There are two factors which cause economic growth. 

 

1. Technological Change - The development of new goods and of better ways of producing 

goods and services. 

2. Capital accumulation - Consists the growth of capital resources, including human capital. 

 

Gains from trade 

 



Comparative advantage: compares production where one person can perform one activity at a 

lower cost than anyone else. E.g. Joe’s opportunity cost is 1:2. Megan’s opportunity cost is 1:4. 

Since the opportunity cost is lower for Joe, he has the comparative advantage.  

 

Absolute advantage: Compares production per a period of time. E.g. Jim produces 11 pizzas per 

hour while Jack produces 9 pizzas per hour. Therefore, Jim has the absolute advantage. 

 

Economic Coordination 

 

4 complementary social institutions for great coordination 

 

a) Firms - Economic unit that hires factors of production and organizes them to produce 

and sell goods/services 

b) Markets - Any arrangement that enables buyers and sellers to get information and to do 

business with each other 

c) Money - Any means or sort of payment 

d) Property Rights - Social arrangement that govern the ownership use, and disposal of 

anything in which people value 

 

Circular Flows through markets 

  

When trading in markets, households choose a factor of production to go to the factor 

markets and through firms. Firms choose the quantities of the factors of production to hire and 

choose the quantities of goods and services to buy. Once the goods and services are produced, 

they can offer it to the households. These are represented by the inner arrows. 

 

 

On the other hand, the outer arrows represent the flow of cash. Households buy goods 

and services, and these goods go to the firms. And after using the factors of production and when 

people work in labour, the households are able to earn their money again. 
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Chapter 20: Measuring GDP and Economic Growth 

 

Gross Domestic Product (GDP): Market value of the final goods and services produced within a 

country in a given time period.  

 

The definition has four parts:  

 

● Market value: The goods and services in a gdp are valued at their market prices 

● Final goods and services: Only final goods are part of GDP 

○ Final goods: When the good is bought by its final user.  

○ Intermediate good: Item that is used as a component of a final good 

○ If we counted intermediate goods, we would count the same thing twice, also 

known as double counting 

● Produced within a country: Only products and services that are produced in Canada are 

part of the GDP 

● In a given time period: GDP measures production during a specific time period.  

 

GDP and Circular Flow of Expenditure and Income  

 

The circular flow of income and expenditure can be used to illustrate the different parts of the 

economy and also to calculate GDP.  

 

● Households and Firms 

○ Sell Factors of production that firms buy from the factor market 



○ Receive returns of factor of production as income, i.e wages for labour, interest 

for capital, rent for land, and profit for entrepreneurship 

○ Households also buy consumer goods and services from the goods market. The 

payment for these goods is known as consumer expenditure 

○ Firms make investments to buy capital equipment from the goods market and 

store unsold items to the inventory.  

 

● Government  

○ Buy goods and services from firms and their spending is called government 

expenditure  

○ Financial transfers like taxes, social benefits are not part of the circular flow of 

expenditure and income  

 

● Rest of the World 

○ Canadian firms export and import from the rest of the world 

○ Net exports: Value of exports minus value of imports 

 

GDP = Aggregate Expenditure = Aggregate Income  

 

GDP can measured in two ways:  

● By total expenditure on goods and services 

● Total income earned producing goods and services  

 

Why is Domestic Product Gross ? 

● Gross means before subtracting the depreciation of capital  

● Depreciation: Decrease in value of a firm’s capital that results from wear and tear 

● Gross investment - depreciation is net investment 

● Gross Investment: Total amount spend buying new capital and replacing depreciated 

capital  

 

Measuring Canada’s GDP  

 

The Expenditure Approach  

● Measures GDP as a sum of consumption expenditure, investments, government 

expenditure, and net exports  

 

Income Approach:  

● Measures GDP by summing the income that governments pay for factors of production 

(net domestic income) plus indirect taxes minus subsidies plus depreciation.   

 



Income approach = Net income + ( Indirect taxes - Subsidy ) + depreciation 

 

Nominal GDP and Real GDP 

 

Read GDP: Value of final goods and services produced in a given year when valued at prices of 

a reference base year.  

 

Nominal GDP: Value of final goods and services valued at the price of the given year.  

 

Uses and Limitation of Real GDP:  

 

Real GDP is used for 2 reasons:  

 

1. To compare the standard of living over time 

 

● Real GDP per person: Real GDP divided by population  

● Tells us the value of goods and services that the average person can enjoy 

● Usage of real GDP eliminates influences that rise prices and cost of living  

 

Long term trend of standard of living:  

● Real GDP fluctuates around potential GDP 

● Potential GDP: Maximum level of real GDP that can be produced while avoiding 

shortages  

 

Productivity Growth Slowdown 

● Lucas Wedge: Dollar value of the accumulated gap between what real GDP would have 

been if the growth of the 1960’s persisted and what it really is.  

 

Real GDP fluctuations 

● These fluctuations in the expansion of real GDP is called the business cycle 

● Business cycle is periodic, with 2 phases: Expansion and recession, and there are two 

turning points: peak and trough 

● Expansion: Period where GDP increases  

● Recession: GDP growth rate is negative 

 

2. To compare the standard of living between countries  

 

Limitations of Real GDP 

 

There are some factors that influence the standard of living, but are not part of the GDP: 



 

● Household Production: Things done such as preparing meals, changing bulbs are not 

included in GDP.  

● Underground Economic Activity 

● Leisure Time 

● Environmental Quality 
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Chapter 21: Monitoring Jobs and Inflation 

 

Employment and Unemployment  

 

Why unemployment is a problem: 

 

Unemployment is a serious problem because it results in: 

● Lost income and production 

● Lost human capital  

 

Population divides into two groups:  

● Working age population 

● People that are too young or are unable to work  

 

Working age population: Total number of population aged 15 and over 

● Divided into 2 groups:  

○ People in labour force: Either employed or unemployed 

○ People not in the labour force 

 

To be counted as unemployed and in the labour force: 

1. Temporary layoff with expectation to return 

2. Without work but has looked for work in the past 4 weeks 

3. Has a new job to start within four weeks 

 

People who are in the working age, who are neither employed nor unemployed are classified as 

not in the labour force. 

 

4 indicators of the state of the labour market:  

 

● Unemployment rate: ( Number of people unemployed / Labour Force ) x 100  



○ Extent to which people who want jobs can’t find them 

●  Involuntary Part-time Rate: (# of involuntary part-time workers/Labour force)x100  

○ Percentage of people in labour force who want full-time jobs 

● Labour force Participation Rate: ( Labour force / Working age population)x100 

○ Percentage of working age population who are part of the labour force 

● Employment-to-Population Ratio: (#of people employed / Working age pop.)x100 

○ Percentage of people of working age who have jobs 

 

Other definitions of Unemployment: 

● Discouraged searchers 

● Long-term future starts 

● Involuntary part timers  

 

Long term unemployment that results from a job loss is the most costly unemployment  

 

Reasons of Unemployment:  

 

1. Frictional Unemployment 

● Unemployment resulting from the normal trend of business cycle such as people 

changing jobs, transitioning, closing down of firms and creation of new firms.  

● Permanent and healthy for a growing economy 

 

2. Structural unemployment 

● Rises due to change in technology and international competition  

 

3. Cyclical Unemployment 

● Higher than normal unemployment and lower than normal unemployment at a peak is 

called cyclical unemployment.  

● Caused due to the business cycle 

 

4. “Natural” Unemployment 

- Arises when all the unemployment is frictional and structural  

 

Influenced by the following factors:  

● Age distribution of the population: More youngsters means higher frictional unemp. 

● Scale of structural change: Size of change influences magnitude of structural unemp. 

● The real wage rate:   

● Unemployment benefits: Decrease the opportunity cost of searching for jobs  

 

Real GDP and Unemployment over the cycle 



● Gap between real GDP and potential GDP is called output gap  

● In recession, output gap becomes negative  

● In expansion, output gap becomes positive  

 

At full employment, unemployment rate equals natural unemployment rate  

 

Price Level, Inflation, and Deflation 

 

Price level: The average level of prices, and the value of money. 

● A persistently rising price level = inflation 

● Persistently falling price level = deflation  

 

Unexpected inflation and deflation:  

● Redistributes income: When wage contracts are signed, changes are applied later on. 

● Lowers Real GDP and Employment 

● Diverts resources from production 

 

Consumer Price Index: Measure of the average of the prices paid by an average consumer for a 

fixed basket of consumer goods and services.  

 

Reading CPI Numbers: 

● CPI at reference year: 100  

● A CPI of 125 = Prices of a fixed basket of goods and services is 25% higher than the 

reference year.  

 

Constructing the CPI:  

● Select the CPI basket 

● Conduct monthly price survey 

● Calculate the CPI 

 

CPI = ( Cost of CPI basket at current prices ) / (Cost of CPI basket at base period prices )  

 

Inflation Rate: Annual percentage change in the CPI 

 

Inflation rate = [ ( Current CPI - CPI last year) / CPI last year ] x 100 

 

● High inflation rate means price level is rising rapidly  

 

Some sources of bias in the CPI:  

 



1. New goods bias 

2. Quality change bias 

3. Commodity substitution bias  

4. Outlet Substitution bias  
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