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Economics: Foundations and Models

In this book, we use economics to answer questions such as
the following: sl e disou sy e Qi 1 3 aotss

 How are the prices of goods and services determined?

« How does pollution affect the economy, and how should
government policy deal with these effects?

* Why do firms engage in international trade, and how do
government policies affect international trade?

* Why does government control the prices of some goods and
services, and what are the effects of those controls?

o flaadlly aludl jlaud aaad ol Cas
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Economics: Foundations and Models

Scarcity The situation in which unlimited
wants exceed the limited resources available
to fulfill those wants.

Economics The study of the choices people
make to attain their goals, given their scarce
resources.

Economic model A simplified version of
reality used to analyze real-world economic
situations.

Lbe I el Al Aaliall 83 gaaall 3 ) gall 32 ganall jee Slie HlI Lead glati Al A a3 )al)
i) a0 ) e 6 g G cagdlaal Gaaa) ) laday ) col HLEaY) A ) alaEY)
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IE x%ADEMY Ay dualatB) HMB) &
Three Key Economic Ideas

Market A group of buyers and sellers of a good or service

and the institution or arrangement by which they come
together to trade. s oo b smes (30 s il i sy fost gl feld (il 0 k) (pn e pane 35

Pictures
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Throughout this book, as we study how people make
choices and interact in markets, we will return to three
IMPOItaNt IdEAS: i il smi (31591 b plelisy o LSl ol o8 LS (o5 L 5 132 B

People are rational.

-systematically and purposefully do the best they can to achieve their
objectives.

People respond to economic incentives.

-something that induces a person to act, i.e. the prospect of a reward or
punishment.

Optimal decisions are made at the margin.

-make decisions by evaluating costs and benefits of marginal changes,
Incremental adjustments to an existing plan.

1 Losdae Ll

pedlaal 3Eatl Cala 5 agie Ui aaes (s )bl (sl

2. AalaB®Y) el Gl sty

el g a8 53 sl il ) Gl g g2 2

30 el Sle Al ) M ey

A daal) e Ldliay) laeilly cdpiialgll ol il 291 g s CallSs ani A e ) A M)

Marginal analysis Analysis that involves
comparing marginal benefits and marginal costs.

Aaialel) CollSl 5 Auialel) 0 il B jlia ey Jilas ;i) Jilall
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The Economic Problem That Every Society Must Solve

Trade-off The idea that because of scarcity, producing

more of one good or service means producing less of

another good O service, o sid sl it s 0 ki

Opportunity cost The highest-valued alternative that

must be given up to engage in an activity.

Lo Lol 8 Lol il aie 3l casg A Aad oY) doad) o o) dua jal) 481

Trade-offs force society to make choices, particularly when
answering the following three fundamental questions:

A A3 Al ALY e e die Ll il jla M) e aiaall s Claiia) ¢

. . 1. flealdy) ahus ‘;d\ Gl éL..J\ &R L
What goods and services will be produced?2. «iu, oz o s
3. fhatiid) cilaadlly aludl e Joaspu (1

How will the goods and services be produced?

Who will receive the goods and services produced?

PEARSON
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The Economic Problem That Every Society Must Solve

G o) laliatl Jlie LSy ddaladll cilabiaidy)

Centrally Planned Economies versus Market Economies

Centrally planned economy An
economy in which the government
decides how economic resources will
be allocated.

Market economy An economy in
which the decisions of households
and firms interacting in markets
allocate economic resources.

Al 2 ) el (anadd 4a A0 Sall 408 58 slatill LS je abaal) sbaiy)

AalaBBY) 3 ) sall (anadiy (3 sul) 8 Ao lital ClS Al 5 5l Sl ) 8 4 a8 Al LaBY) g (§ gud) S
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The Economic Problem That Every Society Must Solve

The Modern “Mixed” Economy s o syl

Mixed economy An economy in
which most economic decisions result
from the interaction of buyers and
sellers in markets but in which the
government plays a significant role in
the allocation of resources.

Where does the Arab World Stand?

Most Arab economies are today
believed to be mixed economies

O Jelall da g Apla®y) ol ) il calef 48 Las o3 slaiy) s Lalisdl) sLaiy)
A sall Ganadi 3 TS T 50 4 Canli e gSal) (U5 (31 uY) (8 il 5 (o yiiall

Aalide Cilalaiil o Gy yall ClalaBY) el of ol Sind § o pal) Alladl ity
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The Economic Problem That Every Society Must Solve

Efficiency and Equity — —eysou

Productive efficiency The situation
in which a good or service is produced
at the lowest possible cost.
ASae 43l JAL daad ol dals L) g oy A Ala) 4 Apaliny) 36 LS))
Allocative efficiency A state of the
economy in which production is in
accordance with consumer
preferences; in particular, every good
or service is produced up to the point
where the last unit provides a
marginal benefit to society equal to
the marginal cost of producing it.
JS ) &5 cpala JS s tellgionall Ol aa G gia LY L 0 o SaBY) e a4 dpanadil) 5lS))
Lealiny dpdalgll 48K 5 sl aainall dniialn 32308 5 A saa gll g 5o ) Adadil) s dadd ol dalas
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The Economic Problem That Every Society Must Solve

Efficiency and Equity ==z

Voluntary exchange The situation
that occurs in markets when both the
buyer and seller of a product are
made better off by the transaction.

Equity The fair distribution of
economic benefits.

Alabaad) I8 (g0 Vs Juadl iiall w5 (5 sidiall (e JS raay Ladie: (31 ) 3 Cuany auiagll o shall Jall)

ALY ailiall Jaladl g3 5l Allasl
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Economic Models

SAalll) ol gladl) & gae () saaliaidy) é_t.u ccﬁjal )JJL.J

To develop a model, economists generally follow these steps:

Decide on the assumptions to be used in developing the
model.

Formulate a testable hypothesis.

Use economic data to test the hypothesis.

Revise the model if it fails to explain well the economic
data.

Retain the revised model to help answer similar economic
guestions in the future.

1.
2
3
4.
5

17 © Pearson Education 2011
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Economic Models

The Role of Assumptions in Economic Models

Economic models make behaviora/ assumptions about the
motives of consumers and firms.

Forming and Testing Hypotheses in Economic Models

Economic variable Something
measurable that can have different
values, such as the wages of software
programmers.

LalaBY) ikl A cilial yi8Y) ) 5

S g Sl adl g3y (3la LS shas Al aBY) il i i

ALY 3l 8 b ) Ll (095

el e psal Jie dilise af Al G5 O (Sary (el QB 5 3 58 (ALY aial
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Economic Models

Y5 (s laal) il

Normative and Positive Analysis

Positive analysis Analysis
concerned with what is.

Normative analysis Analysis
concerned with what ought to
be.

IS 5 Ley g (o) il g8 e Julail

058 O a Ley iy Jalat (5 )bl il
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Microeconomics and Macroeconomics

Microeconomics The study of how
households and firms make choices,
how they interact in markets, and how
the government attempts to influence
their choices.

Macroeconomics The study of the
economy as a whole, including topics
such as inflation, unemployment, and
economic growth.

A taal e il de Sall Jglad Gy o3l sm) 8 Lelo i A8 5 ¢ Lgil LAl il all 5 ) o i 488 Ay 5 5al slaidy)

(I gl g AUl g pdoaill Jia e g g 3 ey ¢ JSS aLaBY) Al IS LY

PEARSON

20 © Pearson Education 2011




IRY'Q Learning Objective 1.5
aACADEMY

dalgd) Aala®y) cilathiaal) dijlaa

A Preview of Important Economic Terms

Entrepreneur Profit
 Innovation « Household
« Technology  Factors of production
- Firm, company, or or economic resources
business  Capital
« Goods «  Human capital
« Services .
o LolaBBy) 3 sall o FLTY] Lol se
« Revenue . el el
. Jee ¥l ol Sl
. sy
o Jac¥) 548 i o pias
ol
o loas
o Jile/
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Gulf Companies Learn the Price of

Globalization #ais ¢ alas i) cis i

While global integration would increase the GCC countries’ potential
of future high growth, it comes at a cost. In the recent 2008/2009
crisis, globalization played a major role in the slowdown in the Gulf
economies. Despite the increase in government spending, the
private sector became much exposed to economic crises in the
global economy as a result of more capital flows, larger foreign
direct investment, and the banks’ greater integration in the global

financial system.

Y ‘M\géﬁfﬁ@aﬂﬁu\Qj\,ﬂ\g@d,;au&}oﬁ%ﬁdmmw@w\dﬂmwiwkﬁ
On ol oy glall labial sl (8 Ly 1) 50 A sal) el 3 5AY1 2008/2009 4l 85 AdlSs S
A alladl ALY 3 Aol e 3O S IS Ui jra (alald) g Uail aal ¢ sSall 3lasy) 8 5ol 30
el Ll il 8 o i) Lol 80l 5 ¢ pblaall a1 L) 50 5 s cJlall ul ) coliba sl 31
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Key Terms L g it}

Allocative efficiency

Centrally planned economy
Economic model

Economic variable &7 7.7 | .,

Economics S S
Equity T

: S alaiay)
Macroeconomics 7_; .

Marginal analysis 57,
Market
Market economy

© Pearson Education 2011

Microeconomics

Mixed economy

Normative analysis

Opportunity cost

Positive analysis

Productive efficiency

Scarcity
ol Aoy

Trade-off L) L)
kel Jidaill

Voluntary exchange .
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Using Graphs and Formulas g asd s sl

A graph is like a street map—it is a simplified version of reality.

S (e Adnasse A3 56 o LA Ay 3 dndy AL a N
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Graphs of One Variable =& s e
FIGURE 1A-2 &

Time-Series Graphs Agie ) ALLll Al o gl

(G e i 15 %) S b Ll A5 5 il 38 ynm Jone

Kuwait’'s adult literacy rate (% age 15 and above)

10.0 o et mmm e i e eamm el emmLemm e e ed = ba s mm s seammea s mmm et hmm e s mmn e ea R eL s Ea e mm £a e m e e mmm s mn e mmn e s mna e mmn a e 1{}0 U ST
90. -
95 P 80. .
@ N
ﬁ ?.O. =
K
’i 2 90 o et et et e mm e e a s mmma e es e e e e e mmn e e mnn e e s amm e m e a e s mn e mmm e s mna e mmn e 60 -
[=R
E
Y 5 S0 -
3
=) E BIG | e oo e 7 SO S
m
8,0 P 20. -
T 10
0 ]
(a) Time-series graph with truncated scale (b) Time-series graph where the scale is
& shie ubie e 3 ALadull iy ans not truncated

el o Ual o Y s e 3 ALl Sl )
The slashes (/) indicate the scale on the
vertical axis is truncated, which means that
some numbers are omitted. The numbers
jump from O to 6.5

I Sl e Gl o ) (/) AL dasladl s
8.5 N 0 00 pBY 5 YN (any Cida e Lea i skt
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Graphs of Two Variables wossdassdesa 0 .

Points in a Graph

Sl ans sl 8 LSl 5 ) Bl

FIGURE 1A-3 &4 Price Quantity
(dollars per pizza) (pizzas per week) Points

Plotting Price and Quantity $15 50 A
14 55 B
13 60 c
12 65 D
11 70 E

Price $16
(dollars

of G (/) AL Ja slasll ot 2 A JRAD 8 Caalet LS

Cada g5 adl in Les e ke ) slaal e 53 s pall Qanliall

o550 N 0 e iV i Y1 sl e 1ald )
A1 G0 G 81 58 gl ) sl
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As you learmed in Figure 1A-2, the slashes (V) indicate the scales on the axes are
truncated, which means that numbers are omitted: On the horizontal axis numbers
jurmp from 0 to 50, and on the vertical axis numbers jump from 0 to 11.
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pizzas per week)
(gl 13 ) s
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Graphs of Two Variables coswatdiesy

Slopes of Lings = = oo .
P Sl Change in value on the vertical axis
ope =

Change in value on the horizontal axis

Jal BV sl e Al 8yl
Price $16

FIGURE 1A-4
(dollars

Calculating the per pizza)
Slope of a Line

1

(l_}iﬁdﬂ)\f}é) el

Lall e ol 14 |- ....................... A e S

L e — 12 =14 = =2} ™ ...........

Ay Rise

AX Run

DY NSNS U SN SO SOOI ST

r : : :
(I i i i

| : 65— 55 = 10
11 b ......................... .............

0 50 55 60

($12 — $14)

15l e

> A Price of pizza

Slope = -

i) (e ApaS

A Quantity of pizza (65 — 55)
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Graphs of Two Variables @& e e s e 81 ey 3291
Taking into Account More Than Two Variables on a Graph

(5 gl 81 3in ) A

FIGURE 1A-5 Quantity (pizzas per week)
Price When the Price of ~ Whenthe Price of  When the Price of
i dallars iZzZa Hamburgers = $1.00  Hamburgers =51.50  Harmbur =52.00
ShQWIng Three {(Uieedﬂjei‘)-&d‘ ]J\;Jm_oo ;E;g\)mwsgum "d JYJAZ.OOmeaéMu
Variables on a Graph $15 53 1.50 8 e 8 Lo 55
u 14 50 65 &0
Slal) ) Sl e A
Sl a (o i jaaie 4336 G e 13 65 80 65
12 60 65 70
11 65 70 75
P-rlce $15 o f et et e e e A o E £ £ 4o £ e e £ £ ek £t Ame A e £ £ £ 4 S E o A e e £ e £ S 8 e 8 £ et £ £ s S e e £t % £t A e e £ et £ ke e e £ e e e e e
(dollars
per pizza) g
(13 O3 ¥ 52) e
14
13
12
" " Demand | Demand : Demand
10 b L CUVBG LCUNVEy  fCUVE, |
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Graphs of Two Variables cossisti e

- . . . bl 5 dulayy) clEdL)

Positive and Negative Relationships | o s 0o senss

— Disposable personal income  Consumption spending

FIGURE 1A-6 Year (billions of dollars) (billions of dollars)
Graphing the Positive 2004 SR s
Relationship between e 9,002 8,708
Income and Consumption 2006 9,629 9,225

el e el 2007 10,177 9,734

Dleiall s Jaall G eV A8 Sl o

Jordan's household final consumption
expenditure and GNI ey oo ga oo 1 a0 el Sy sy

Y= 0476x+2.508
RZZ0048
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Graphs of Two Variables axs«iies
Determining Cause and Effect s
FIGURE 1A-7

Determining Cause and Effect

Aol g Gl a3

S e Gy s Culiall gai Jaaa
Number of Rate at
leaves on which
trees grass
grows
0 Number of fires 0 Number of lawn mowers
in fireplaces being used
38) gall & 33l dae Teriiedl Cosiall <l 51 s
(a) Problem of omitted variables £ 3 {b) Problem of reverse causation Aasodl a5 22
i il ol pgiiall Al f o)) ] Al
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Graphs of Two Variables oosdisdes
Are Graphs of Economic Relationships Always Straight Lines?
The graphs of relationships between two economic

variables that we have drawn so far have been
straight lines.

The relationship between two variables is /inear
when it can be represented by a straight line.

Few economic relationships are actually lineatr.
CAagiinen Un ghad Lails ala®Y) clidall Al o guyl) 0 5S5 Ja
Aaiine Jashd (e 3 be GV i Walien ) Al Cpaliatl 0 e (g QB 400 o gl CilS
e Tty Leliat (S Ladie dplad (o jiie (g 43N () 5SS

Jaill Aha 65 S AabaBY) B (e JiB 2xe cllia
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Appendix Slopes of Nonlinear Curves == === ==
FIGURE 1A-8
(5953 ) D0 Al ¥ 2l (s o ey s 1The Slope of a Nonlinear Curve
Total cost of Total cost of Bl e il jiaie
production production
(millions of {millions of ey 2
dollars) dollars) o
Total cost Total cost

750 |

o Posroon Education 2011 the slopeaftheftangent i .I 5) E A R S O N

750

3 4 8 9 0o 3 4 8 9

(B omdhally) Anial) 2,
o (etosly) Quantity produced Gehall e e de oild 2 Quantity produced
SR E S e (millions per month) scld B de 5 (millions per month)

(a) The slope of a nonlinear curve is not constant b) The slope of a nonlinear curve is measured by
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Appendix Formulas &
Formula for a Percentage Change i s

One important formula is the percentage change.
oA 2 il ) b el Gl (505

The percentage changeis the change in some
economic variable, usually from one period to the next,
expressed as a percentage.

e i€ Lo el 2 sl () 558 (e ol GRleaY) Sl s b ) b il Ly el Ll

GD I:)2007 - GD onoa
GD P2006

x 100

Al 5 ) 8 Al - 515 ) 8 Al

il s : L : : .
Percentage change = Value in the second period - Value in the first period % 100

Value in the first period
SV 5l 8 Al
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Formulas for the Areas of a Rectangle and a Triangle

Caliall Aalia sac ) £ i)Y
Area of a rectangle = Base x Height
Jsal
Price of FIGURE 1A-9
Pepsi : o
(dollars Showing a Firm” s Total
per bottle) Revenue on a Graph

dalas 9y ")
(Aala <1 Y 52) (ol ymas Sl an N e A8 A1 @l ) Mas) (8 je

Total
Revenue
ol ) e
Demand curve
_ for Pepsi o i e
0 125,000 Quantity e
(bottles per month) =)
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Formulas for the Areas of a Rectangle and a Triangle
Cliall Al sac ) & i Y|
Areaof atriangle = 12 x Base x Height
J<ay
FIGURE 1A-10
Price of The Area of a Triangle
Pepsi il dabi
(dollars
per bottle)

(Bala) U9 ¥ 50) (il prns

Area =1/2 x base x
height = /2 x 25,000
% $0.50 = $6,250

150 , ........... :
Demand curve
_ _ for Pepsi o cib s
0 125,000 150,000 Quantity 7,
(bottles per month)
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Summary of Using Formulas &=l s =l

Whenever you must use a formula, you should follow
these steps: : wihall gl die iy dasa alaiin) dle Gul Laic

1 Make sure you understand the economic concept
that the formula repreSents. 1 s bs o oo ol v i oo <

2 Make sure you are using the correct formula for the
sall dasall aaiis ol (e

problem you are solving. > =S

3 Make sure that the number you calculate using the
formula is economically reasonable. For example,
if you are using a formula to calculate a firm’ s
revenue and your answer Is a negative number,
you know you made a mistake somewhere.

3. eaaind €Y ¢ QU Jaw o Golail J siee il aladinly daeas g3 &8 )0 G (e S
Lo Uad s ) el ales cls (Ll U ) elidla) cuilS 5 48,80 calal ) lad daa
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This work is protected by local and international copyright laws and is provided solely for
the use of instructors in teaching their courses and assessing student learning.
Dissemination or sale of any part of this work (incduding on the World Wide Web) will
destroy the integrity of the work and is not permitted. The work and materials from this site
should never be made available to students except by instructors using the accompanying
text in their dasses. All redpients of this work are expected to abide by these restrictions
and to honor the intended pedagogical purposes and the needs of other instructors who rely
on these materials.
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