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Vocabulary and Basic Concepts in Economic Theory
Four basic inputs: land (natural resources), labor, capital, and “human capital” which are exclusive-use resources and are private-type resources with “rival” uses. This means that if I use an exclusive-use resource, you can not use it at the same time.  

Technology is also a major input into the production function but since technology is a public- type resource with “non-rival uses”.  This means that when it is made available to one producer, this technology can be made available at the same time to multiple producers or users at little or nominal additional cost. It is not scarce after it is created.  But it takes scarce resources to initially improve technology, they we often reward producers of new technology with a patent to use it or license it for a fee, so that they are will to invest resources to develop new technology.

.  


The production possibility frontier illustrates the choices facing society in using its resources, but it does not show the optimal choice of outputs.  It is useful in illustrating the concept of opportunity costs, namely how much you have to give up of one good, let us call it food, to obtain one more unit of another good, called clothing.  Assume we use tractors and arable land for food production and looms and sewing machines for weaving and sewing cloth for clothing production. Obviously, tractors farm land can not be used to make clothing. That is, each industry has a fixed quantity of unique inputs used for product a particular good. In this case, each industry will suffer from diminishing marginal returns as we add more and more of the variable input to produce a particular good because they have only a limited amount of the fixed inputs.  Image 5 people trying to drive 2 tractors. Moreover, if the variable input, such as labor or human capital, which can be shifted from food production to clothing production, are not all equally good at producing the food or clothing (that is to say, they are not perfectly fungible), each industry will suffer from also suffer from diminishing marginal returns as we transfer more and more of the variable input, which is less and less talented in  producing a particular good. 

      If we are on the production possibility frontier  – that is, using all our labor in producing somewhere on the production possibility frontier – and if we want more of food, we have to take labor from producing clothing to shift it into producing more food.  Since as we try to produce more food, we will have to give up more and more clothing to get another unit of food. The opportunity cost of food in terms of clothing is rising.  This is called the law of increasing relative opportunity cost which states that as you produce more and more of one good, such as coffee, we have to give up increasing amounts of other goods such as bananas.

External costs – pollution from cars and second hand smoke, cigarette butts air pollution from power plants.

External benefits – the benefits of wetlands, well designed private office buildings with lots of open space, private flower gardens

Ceteris paribus – all other things being equal.

Fallacy of composition – what is true for the part is true for the whole?

Ex post fallacy – after that therefore because of that.

Renewable natural resources – arable land, fisheries, forests, water.

Exhaustible natural resources – oil, mineral ores, coal.

Public goods – a good or services which if provided for one can be enjoyed or used by others at little or no social cost.  Examples include, lighthouses, street signs, fire departments, police, television and radio broadcasts and most importantly any intellectual property some of which are protected through patents and copyright and the best know of which right now are musical performances.

Private goods – If used by one person or organization, cannot physically be used by any other.  Examples include, the television set, food, soda, clothing, but also goods and service provided or financed by the government such as public housing, public schools, and even public hospitals. 

Congestible public goods – these examples are roads, bridges, some classes that have low enrollments, airports with few flights, and parks.   The are public goods up to the point where the use my one more person starts to interferes with the benefit or enjoyment received by the current users   The long Island Expressway at 9 am as compared to the Expressway at midnight.

Production function - relates total output to the inputs used to produce that output given the current technology.  

Marginal product – the extra product produced by adding one more unit of input while holding all other inputs and technology constant. 

Total cost – the total cost of producing or obtaining any specified amount of a product.

Marginal cost – the extra cost of obtaining to produce one more unit of a good or a service.

Supply curve for a firm versus a market – is interpreted as the quantity a firm or all the firms in the market are willing to sell at a specific price.

Demand curves for a firm versus a market – represents the amount that an individual buyer is willing to buy at a specific price.

Market clearing price – the price at which the quantity demanded equals the quantity supplies.

Price ceiling – a maximum price set by some authority or organization that is often below the market clearing price and is intended to help consumers.  This leads to excess demand and shortages when the price ceiling is below market clearing price.  Examples include rent control in NYC, taxis at certain times of the day or when it rains, theater and sports tickets to popular events. 

Excess demand – quantity demanded at a given price is greater than the quantity supplied and normally the price would be bid up to the market-clearing price.  Excess demand leads to shortages, people waiting in line to buy the good or service, and black markets.

Price supports – an authority or organization sets a price above the market-clearing price which usually generates excess supply.  This leads to less being consumed than if sold at the market clearing price and more being produced so that we have excess supply which must be dealt with in one of several ways (at least in the past).  This is dealt with in one of several ways 10 purchasing and holding the excess production e.g. De Beers Diamond monopoly, and the US Government price support policy during the 50’s and 60’s. 2) sell the total amount on the free market and pay the producers the difference between the free market price and the support price or 3) forcing or inducing a reduction in production. 

Shift in a demand or supply curve caused by a change in one of the elements in the demand function such as a reduction in the price of a substitute or a decrease in new schools because of a decline in the number of children in the population.

A movement along a demand or a supply curve – occurs when the other curve shifts, e.g. if the supply curve of sugar moves up because of a hurricane reducing the sugar cane crops, the supply curve shifts inward and there is a movement along the demand curve to reach the new price.

Money – generalized claims on goods and services, which greatly increases the efficiency of the market system by eliminating the need for barter.  Money is not capital.  

Capital – Private capital 1) includes factories, office buildings and equipment, etc. residential capital including private housing, condos, co-ops, apartment buildings, and 3) inventories of either materials used in production or goods waiting to be sold, which provide services wither to the producer, to the inhabitants of the residential capital, or to the organizations requiring inventory.  Other types of capital include infrastructure (roads, the distribution grids for electricity, water, gas, telephone, roads and bridges, etc. public buildings).  4) Human capital, which makes the worker more productive and is created through on-the-job training, experience, and education.

Production possibility frontier – as described above being outside the production possibility frontier is impossible and any attempt to do so causes inflation which might be masked by price controls (ceiling) such as the waging of the Vietnam war without a tax increase to reduce consumption and free up resources.  Being inside the production possibility frontier results in the situation where there are zero opportunity costs to product more of one or the other gods because you are using unemployed or inefficiently employed resources. 

Depreciation and the PPF – Each economy must produce enough capital to at least replace the lost of capital through depreciation and economies wishing to grow have to produce more capital than that and or spend money on creating technological progress.  

Technological progress and the PPF – technological progress in one product or service only shifts the PPF outward for that product, e.g. along one axis not along both axes.

Labor and PPF – The loss of labor through disease or war, shifts the the potential PPF inward along both axes. 

PPF and full employment – If you are on the PPF, producing more of one good requires you to produce less of other goods.  

Specialization – greatly increases productivity.  Remember Adam Smith’s pin factory.

Benefits of Trade – voluntary trade is in most cases is a win-win situation or one of the parties would not trade.

MB = MC  Optimal level of an activity is where Marginal costs just equal marginal benefit and for greater level of the activity, marginal cost is greater than marginal benefit so we suffer a loss.  Too low of level of an activity also causes us to suffer a lost of net “opportunity” benefits.









One of the key concepts in choosing the optimal level of an activity, producing at a level less than the optimal level where MB = MC cause social losses by using to0 few resources in this activity.  Producing beyond the point where MB = MC causes a loss to society because we are using resources in this activity which would have produced goods and services of greater usefulness elsewhere in society as indicated by societies willingness to pay them more than the marginal benefit.  Think of the lady hiring labor for her tomato patch.

Comparative advantage – is the concept that even though one person or country produced everything at a lower real cost than another person or country, that usually the relative opportunity costs are different and therefore both parties will be able to benefit by trade.

The role of prices – prices have two functions in an economy. 1) they provide a signal to producers what to produce and to buyers about the opportunity costs of consumption or use and 2) they are rationing mechanisms to provide goods and services only to those people who are willing to pay the marketing clearing price or above. 

Profit – Every firm has to earn a normal rate of return for that industry which includes the risk factor in the industry.  The normal rate of return or normal profit must include the opportunity cost that could be earned on capital and other resources owned personally by the producer.  Think about farmers who own their farmland. Profits above the normal rate of return are called economic profits provide an important signal to producers to invest more capital in the industry with higher economic profit.That is, it helps allocate capital to its socially most beneficial uses given the distribution of income.  

The second function of private profit maximization is to induce firms to minimize their costs for any given level of output.
Some other words:

Fungible

Fisheries

Arable

Contour plowing

Top soil

Erosion of top soil

Common property

Fisheries

The Berry Patch

OPEC

Cartel

Collusion

The law of diminishing marginal benefit

The law of downward sloping demand

The income effect

The substitution effect

Complementary goods: gas and a car, DVD disk and DVD player, cups and saucers.

Substitute goods or services: Driving versus public transit,  coffee versus tea, butter versus margarine 

The marginal product equals the slope of the total product curve  (math concept)
Be sure to look at the words at the end of each chapter as well as the terms listed above.
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