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The Circular Flow

MARKETS

Revenue FOR

¢ Firms sell

Goods
and services
sold

FIRMS
e Produce and sell
goods and services
e Hire and use factors
of production

production

FOR

Wages, rent, _
and profit * Firms buy

Professor Galvez-Soriano lecture notes. Based on N. Gregory Mankiw, Principles of Microeconomics, 9t

Edition.

GOODS AND SERVICES

» Households buy

Factors of MARKETS

FACTORS OF PRODUCTION
* Households sell

Goods and
services
bought

HOUSEHOLDS
e Buy and consume
goods and services
* Own and sell factors
of production

Labor, land,
and capital

Income

= Flow of inputs
and outputs

#-—
e = Flow of dollars



The Production Possibilities Frontier
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Opportunity cost

120 =
Corn Rye

108 -
(Bushels per acre) (Bushels per acre)

o5 Kevin 20 4
Maria 28 7
a4
" Kevin’s opportunity cost.
S &0
Y Corn: 4/20=1/5
* Rye: 20/4=5
24
12 Maria’s opportunity cost.
o =

o B0 120 180 240 300 380 420 480 540 GO0 Corn: 7/28:1/4
CORN (Bushels)

Rye: 28/7=4
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Comparative advantage

Corn Jeans

Country (Bushels per hour of labor)  (Pairs per hour of labor)

Euphoria 2 16
Contente & 12

Contente’s opportunity cost

Corn: 12/6 = 2
Jeans: 6/12=1/2

Euphoria’s opportunity cost

Corn: 16/4=4
Jeans: 4/16 = 1/4] &<——= Comparative advantage in the production of jeans
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Opportunity cost

N

Hours Needed to Make 1 /I(umher of Units Produced in ﬂ)\

Unit of Hours
Cheese Wine Cheese Wine
England 1 4\ 20 5
France 5 2 \ 10

Practice with this example to compute the opportunity cost and
comparative advantage.
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Production Possibilities Frontier

—

"Hours Needed to Make 1 [Namber of Units Produced in 20
Unit of Hours
Cheese Wine Cheese Wine
Englind I 4 20 5
Fl'ﬂu&\\ 5 2 4 10

\

Same example but the
information in the circle is
useful to compute the two
extreme values in the PPF
The other data you need to
know is the labor endowment
(measured in hours). In other
examples it could be land
endowment.
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Demand

Demand

PRICE

N S——
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Demand

Variables that can shift the demand curve:
Income
Prices of related goods
Tastes
Expectations
Number of buyers
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Supply

Supply

PRICE

Q Q'

QUANTITY
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Supply

Variables that can shift the supply curve
Input prices
Technology
Expectations about future
Number of sellers
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The Elasticity of Demand

Midpoint method
Two points: (Q,, P,) and (Q,, P.)

(Q2 — Q1)/1(Q2 + Q1) /2]
(P — P)/I(P, + Pp)/2]

Ep —
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The Elasticity of Supply

Midpoint method
Two points: (Q,, P,) and (Q,, P,)

(Q2 — Q1)/1(Q2 + Q1) /2]
(P — P1)/I(P, + Py)/2]

Eg =
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Price Ceiling

Price of
Ice-Cream
Cone

Equilibrium
price
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(a) A Price Ceiling That Is Not Binding

Supply
Price
ceiling
Demand
100 Quantity of
Equilibrium Ice-Cream
quantity Cones

Price of
Ice-Cream
Cone

Equilibrium
price

N\
$3

(b) A Price Ceiling That Is Binding

Supply

Price
Shortage ceiling
Demand
75 125 Quantity of
Quantity Quantity Ice-Cream
supplied demanded Cones
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Price Floor

(a) A Price Floor That Is Not Binding (b) A Price Floor That Is Binding
Price of Price of
Ice-Cream Ice-Cream
Cone Supply Cone Supply
Equilibrium Surplus
price $4 _
Price
floor
# Price J
floor . /
2 Equilibrium
price
Demand Demand
0 100 Quantity of 0 80 120 Quantity of
Equilibrium Ice-Cream Quantity ~ Quantity lce-Cream
quantity Cones demanded  supplied Cones
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Tax

Supply

_ ) R — .
* Price buyers pay. |
* Price paid to sellers. y |

« Amount of tax per unit. L -

 Burden of the tax on e

buyers. e ‘o |

* Burden of the tax on !

: | Demand
sellers. o
70 100
QUANTITY
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Burden of a Tax

(a) Elastic Supply, Inelastic Demand

Price
1. When supply is more elastic than
demand . . .

Prlce buyers pay ---------------------------------------------- -
Supply

2....the
: incidence of the
P”CE w”:huut tax -------------------------------------------- ; tax falls more
| heavily on
P”De SE”ers .............................................. consumers . . .
receive
3....than
Demand
on producers.
0 Quantity
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Burden of a Tax

Price

Price buyers pay

Price without tax

Price sellers
receive

(b) Inelastic Supply, Elastic Demand

----------------------------------------------

----------------------------------------------

shasssssnnas

1. When demand is more elastic than
supply . ..

Supply

3....thanon
Consumers.

\

2....the

incidence of
the tax falls
more heavily
on producers . . .

Demand

Quantity
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