ECO1104: Introduction to Microeconomics
( Textbook Notes:

( Chapter 1: Ten Principles of Economics

· Economics is the study of how society manages its scare resources; therefore economists study how people make decisions and interact with one another:

· How much they work

· What they buy

· How much they save

· How they invest their savings

· How buyers and sellers determine the price and quantity of a good

· Analyze market force and trends that affect the economy

·  Ten Principles of Economics (divided into 3 categories):

· 1. How people make decisions:

· 1. People face tradeoffs:

· Making decisions requires trading off one goal against another. To get one thing we usually have to give up another. 

· A societal tradeoff example is efficiency and equity. Efficiency means that society is getting the most it can from the scare resources (size of the pie). Equity means that the benefits of those resources are distributed fairly among society’s members (division of the pie). When government redistributes the income form the rich to the poor, it reduces the reward for working hard; as a result, people work less and produce few goods and services. This reduces efficiency but increase equity. 

· People will only make good decisions if they fully understand the options available to them.

· 2. Opportunity Cost:

· The opportunity cost of something is what you give up to get it. This is the determination of the cost and benefit of the tradeoff. The cost is not always explicit, such as the time you are giving up in order to do something or the money you would save.

· 3. Rational People think at the margin:

· It is assumed that people are rational. Rational people systematically and purposely do the best they can to achieve their objectives, given the opportunities they have. They know decisions are rarely ever black and white. The decisions they make are marginal changes, small incremental adjustments to a plan of action. Rational people often make decisions by comparing marginal benefits and marginal costs. As long as they marginal benefits have to outweigh the marginal cost in order to go with a decision. Marginal benefit of a glass of water in small because it is so plentiful but marginal benefit of a diamond is high because the are so rare; therefore the marginal benefit depends on how many units of a good a person may already have. 
· 4. People respond to Incentives:

· An incentive is something that induces a person to act; it can be in the form of a reward or punishment. Incentives are crucial when analyzing markets because for example the price of apples go up, people will buy more pear because the incentive of buy a pear is it is cheaper. When policy makes fail to consider how policies affect incentives they will often end up with unintended results. Seat belt laws increased the amount of accidents because it made the cost of an accident less costly and lowered the likelihood of injury and death. 
· 2. How people interact:

· 5. Trade can make everyone better off:

· Trade allows each person to specialize in the activities they are best at. Trade increases the variety of goods and services offered at a lower cost. 
· 6. Markets are usually a good way to organize economic activity:

· Communism focused on governmental control of the economy to maximize efficient and equity of all goods and services, which aimed to increase the economic well being on a country.  The fall of communism identified that this in fact did not accomplish that goal.

· A market economy arose and the decisions of a central planner (government) are replaced by the decisions of millions of firms and household (the market). A market economy allocates resources through decentralization decisions of many firms and households as they interact in markets for goods and services. Through market interaction the self-interested individuals guide prices and quantities, which in turn naturally maximized the well being of the whole. Adam Smith coined the term “the invisible hand”, which he thought was the best descriptive phrase because letting the market organize itself maximized the well being of the market. Buyers look at the price determining how much to demand and sellers look at the price when deciding how much to supply. Prices would naturally adjust to guide individuals to reach outcome that maximize the welfare of the society. 

·  When government intervention prevents the natural rise and fall of prices it impedes the invisible hand’s ability to coordinate the economy.
· 7. Governments can sometimes improve market outcomes:

· The main reason we need government is that in order for the invisible hand to work it needs the government to enforce property rights, the ability of an individual to own, sell, and exercise control over scares resources.

· As powerful as the “invisible hand” is, it is not omnipotent. There are two cases when the government would intervene to change the outcomes of market economy; to promote efficiency or equity:

· Market failure is a situation in which the market on its own fails to produce efficient allocation of resources. 

· A cause of this is externalities, the impact of person’s actions on the well being of a bystander (pollution).

· Market power is another cause, which refers to the ability of a single person to unduly influence market prices (monopoly).  

· In these case government intervention can enhance economic efficiency. 
· The invisible hand rewards people according to their ability to produce things that other people are willing to pay for. Therefore it does not always provide the most equitable economy. So the government uses policies such as income tax and welfare systems to achieve a more equitable distribution of the economic wellbeing. 

· Economists aim to help judge when a government policy is justifiable to promote efficient or equity and when it is not. 

· How the economy as a whole works

·  8. A country’s standard of living depends on its ability to produce goods and services:

·  The variations in the standard of living are attributed to the productivity of a given community. Productivity is the amount of goods and services produced from each hour of a worker’s time. The growth rate of a community’s productivity determines the growth rate of the average income. Key component of influencing public policy. If a policy influences the average income then one must analyze how it will affect the productivity of a nation. 

· 9. Prices rise when the government prints too much money:

· Inflation is an increase in the overall level of prices in an economy. High inflation imposes various costs on society; keeping inflation at low levels is always a goal of policy makers. Generally inflation is caused by an increase in the quantity of money being produced. When a large quantity of money is produced, the value of that money falls thus increasing the price of everything else. 

· 10. Society faces a short-run tradeoff between inflation and unemployment:

·  Monetary injections cause inflation in the long run but in the short term stimulates the overall spending on and demand for goods and services, increases the supply thus resulting in the hiring of more worker, which lowers unemployment. This simply means that economic polices in the short term push inflation and unemployment in opposite directions. This tradeoff plays a huge part in the analysis of the business cycle, the irregular and unpredictable fluctuations in economic activity as measured by the “production” of goods and services, or the number of people employed (employment). This tradeoff can be exploited by policymakers but is under the constant debate because these instruments are potentially very powerful with respect to controlling the economy. 

( Chapter 2: Thinking Like an Economist:
· Economists try to address their subject with the objectivity of a scientist and attempt to sue the scientific method, the dispassionate development and testing of theories about how the world works. Simplistically put as observation, theory, and more observation. The interplay of observation and theory also occurs in the economics. An economist may observe a price change and develop a theory around that price change, then collect and analyze data and see if there is a direct correlation and become more confident in a theory if there is. They may think like a scientist but experiments are often very difficult to conduct because they have to make do with what ever data the world happens to give them. In exchange economists tend to use natural experiments offered by history. 
· Economists make assumptions as scientists do to simplify the complex world and make it easier to understand. This makes it easier to focus on an individual concept then apply the basic concept on a large scale. The art in scientific thinking is deciding which assumptions to make.

· Economic models are usually composed of diagrams and equations and do not include every feature of the economy, these exemptions are also known as assumptions, as the exemptions would be irrelevant when studying hats at hand.

· A circular-flow diagram is a visual model of the economy that shows how dollars flow through markets among households and firms. It is a simplified model of how participants in the economy interact with one another. It is simplified to two decision makers. Firms produce goods and services using inputs (factors of production) and outputs. Households own the factors of production and consume all the goods and services that firms produce. They interact in two types of markets. Markets for goods and services, households are buyers and firms are sellers, in particular households buy goods and services that firms produce. Markets for the factors of production, households are the sellers and firms are the buyers, in particular households provide the inputs that the firms use to produce goods and services. 
· Most diagrams and models in economics are built sing the tools of math. The production possibilities frontier (PPF) is a graph that shows various combinations of output that the economy can possibly produce given the available factors of production and available production technology that firms can use to turn these factors of output. The end points of a PPF are extreme possibilities. Since resources are scarce an economy cannot produce outside of its PPF, as it is not feasible. An economy can produce anywhere on or inside the PPF.  An efficient outcome would be any point on the PPF and an inefficient outcome is any point inside the PPF. This model also exemplifies tradeoffs between goods and as well the opportunity cost of producing one good to another. Skilled people usually cause Bow shaped PPFs because the opportunity cost changes as more skilled worked move from something they are skilled at to something they are not. Linear curves often result in unskilled workers. The PPF shows tradeoffs and the opportunity cost in the moment, but it can change over time. These changes are described as production possibility frontier shifters. The PPF simplifies a complex economy to highlight and clarify basic but powerful concepts (scarcity, tradeoffs, opportunity cost, and economic growth).

· Economics can be broken up into two different levels:

· Microeconomics:

· This is the study of how households and firms make decisions and how they interact in specific markets. 

· Macroeconomics:

· This is the study of economy-wide phenomena.
· Both are closely intertwined as they both affect each other and ate considered in each other’s theories and concepts. 

· Economists have two roles:

· Policy Advisors: trying to help the world and say how it should be. Policy advisors tend to make normative statements, which are prescriptive. 

· Scientist: explaining the world as it is now. Scientists tend to make positive statements, which are descriptive. 

· A key difference between the two types of statements is how we judge their validity. We can confirm or refute positive statements by examining evidence. Evaluating normative statements involves values and facts; they cannot be judged by data alone. Deciding whether a policy is good or bad is more then a matter of science; it takes our views on ethics, religion, and political philosophy into account. Positive views will affect normative views about what policies are desirable. Much of economics is positive, meaning it tries to explain how the economy works keeping normative goals in the back of their heads.
· Economists disagree about the validity of alternative positive theories or they may have different value. 

· Economists who have different positive views about a concept or theory will ultimately have a different normative view.

· Economist’s personal views may lead to disagreement in policy because policies cannot be judged on scientific grounds alone.

· Ten propositions which most economists agree on:

· 1. A ceiling on rents reduces the quantity and quality of housing available (93%)

· 2. Tariffs and import quotas usually reduce economic welfare (93%)

· 3. Flexible and floating exchange rates offer an effective international monetary arrangement (90%)

· 4. Fiscal policy has a significant stimulative impact on a less than fully employed economy (90%)

· 5. If the federal budget is to be balanced, it should be done over the business cycle rather than yearly (85%)

· 6. Cash payments increase welfare of recipients to a greater degree than transfers-in-kind of equal cash value (84%)

· 7. A large federal budget deficit has an adverse effect on the economy (83%)

· 8. A minimum wage increases unemployment among the young and unskilled workers (79%)

· 9. The government should restructure the welfare system along the lines of a “negative income tax (79%)

· 10. Effluent taxes and marketable pollution permits represents a better approach to pollution control than imposition of pollution ceilings (78%)

( Chapter 3: Interdependence and The Gains From Trade:

· Economic interdependency is possible because people trade with one another for their own self-interest and not because of their generosity, concern for your welfare, or some government regulation. This trade will make everyone involved better off.

· There are two types of advantages in trade:

·   Absolute Advantage compares the productivity between two producers. The producer that requires a smaller quantity of inputs to produce a good is said to have an absolute advantage in production of that good. It is possible to have the absolute advantage in producing both goods.
· Comparative advantage compares the opportunity cost of producing a good between producers. The opportunity cost measures the tradeoff between the goods that each produces. The producer who gives up less of other goods to produce a good has the smaller opportunity cost of producing the good and is said to have a comparative advantage. A producer can only have a comparative advantage in producing one good because the opportunity cost of one good is the inverse of the opportunity cost of the other. 

· The gains from specialization and trade are based on comparative advantage. When each producer specializes in producing the good for which they have a comparative advantage the total production of the economy rises, creates a more efficient economy. 

· For both parties to gain form trade, the price at which they trade must lie between the two opportunity costs.  This means each producer can buy a good at a lower price than its opportunity cost.

· Goods and services produced abroad and sold domestically are called imports. Goods and services produced domestically and sold abroad are called exports. International trade can make some individuals worse off, even as it makes the country as a whole better off. Trade generally allows all countries to achieve greater prosperity.

( Chapter 4: The Market Forces of Supply and Demand:
· Supply and demand are the two words the economists use the most. They are two forces that make market economies work. They determine the quantity of each good produced and the price at which it is sold. Refers to the behaviour of people as they interact with one another in markets, a group of buyers and sellers of a particular good or service. The buyers as a group determine the demand and the sellers determine the supply. Markets take many forms, highly organized (auctioneer helps set a price and arranges sales), less organized, which most markets are for example the market of ice cream.
· All buyers and seller determine Price and quantity of a good as they interact within that market. A competitive market is the term used to describe a market with so many seller and buyers that not one has a significant impact on the market price. A perfectly competitive market has to have two characteristics: 1) goods offered for sale are all exactly the same; 2) the buyers and sellers are so numerous that no single buyer or seller has any influence over the market price. Buyers and sellers in a perfectly competitive market are deemed price takers because they must accept the price a perfectly competitive market sets. 
· Not all goods and services are sold in perfectly competitive markets. A market with only one seller and this seller sets the price is called a monopoly.

· Some markets also fall between both extremes.

· Demand:

· The quantity demanded of a good is the amount of the good that buyers are willing and able to purchase and is negatively related to price because the quantity demanded falls and the price rises; and rises and the price falls (opposite directions). This relationship is called the law of demand because it is true for most goods in the economy, all other things equal. A table that shows the relationship between the price of a good and the quantity demanded, holding constant everything else that influences how much consumers of the good want to buy is called a demand schedule. The line on a graph that correlates the demand schedule data is called the demand curve.
· Market Demand is the sum of all the individual demands at each given price for a particular good or service. The market demand curve shows how the total quantity demanded of a good varies as the price of the good varies, while all the other factors that affect how much consumers want to buy are held constant.
· If something alters the quantity demanded at any given price the demand curve shifts. A right shift is an increase in demand. A left shift is a decrease in demand. A curve shift occurs when there is a change in a relevant variable not measured on either of the axis:
· Income: If the demand for a good falls when income falls, the good is called a normal good.  If the demand for a good rises when income falls the good is called an inferior good. The impact of wealth on both the amount and composition of goods that individuals consume is called the wealth affect and can shift the demand curve much like changed in income. 
· Price of Related Goods: When a fall in the price of one good reduces the demand for another good, the two goods are called substitutes. They are often pairs of goods that are used in place of each other. When the fall in the price of one good raises the demand for another good, the two goods are called compliments. Complements are often pairs of goods that are used together.
· Tastes: An individuals taste affects the demand curve. Economists don’t usually try to explain this as the forces affecting it are outside the realm of economics.
· Expectations: An individual’s expectations about the future may affect the demand for a good or service in the present. 
· Number of Buyers: A change in the amount of buyers within an economy will shift the demand curve.
· Supply
· The quantity supplied of any good or service is the amount of the good that sellers are willing and able to sell and is positively related to price because the quantity supplied rises and the price rises; and falls and the price falls (the same direction). This relationship is called the law of supply because it is true for most goods in the economy, all other things equal. A table that shows the relationship between the price of a good and the quantity supplied, holding constant everything else that influences how much producers of the good want to sell is called a supply schedule. The line on a graph that correlates the supply schedule data is called the supply curve.

· Market Supply is the sum of all the individual supplies at each given price for a particular good or service. The supply demand curve shows how the total quantity supplied of a good varies as the price of the good varies, while all the other factors that affect how much producers want to sell are held constant.
· If something alters the quantity supplied at any given price the supply curve shifts. A right shift is an increase in supply. A left shift is a decrease in supply. A curve shift occurs when there is a change in a relevant variable not measured on either of the axis:
· Input Prices: If input prices rise subsequently, a firm’s supply will fall. The supply of a good is negatively related to the price of the inputs used to make the good.
· Technology: Improvements in technology increase the overall supply and vice veras
· Expectations: An individual’s expectations about the future may affect the supply for a good or service in the present. 
· Number of Sellers: A change in the amount of sellers within an economy will shift the supply curve.
· Supply and Demand
· The one point at which the supply curve and demand curve intersect is called the market’s equilibrium; a situation in which the price has reached the level where quantity supplied equals quantity demanded. The equilibrium price (market-clearing price) is the price at which both curves intersect; the price that balances quantity supplied and quantity demanded. The equilibrium quantity is the quantity at which both curves intersect; the quantity supplied and quantity demanded at the equilibrium price. Equilibrium is defined as a situation in which various forces are in balance. A market’s equilibrium; at the equilibrium price, the quantity of the good that buyers are willing to buy exactly balances the quantity that sellers are willing to sell. The actions of buyers and sellers naturally move markets toward the equilibrium of supply and demand. 
· Surplus (a situation of excess supply): the quantity of the good supplied exceeds the quantity demanded. Suppliers are unable to sell all they want at the going price. Sellers respond to surplus by lowering the going price; falling prices in turn increase the quantity demanded and decrease the quantity supplied. Prices will fall until the market reaches equilibrium.
· Shortage (a situation of excess demand): the quantity of the good demanded exceeds the quantity supplied. Demanders are unable to buy all they want at the going price. Sellers respond to shortages by increasing their prices without losing sales. As the price rises, quantity demanded falls, quantity supplied rises, and the market moves towards the equilibrium. 
· Usually shortages and surpluses are temporary and how quickly markets reach the equilibrium varies form market to market. 
· The law of supply and demand is the price of any good adjusts to bring the quantity supplied and quantity demanded for the good into balance.  
· When an event changes shifts one or both of the curves there is a shift in the market equilibrium. The analysis of such a change is called comparative statistics because it involves comparing two unchanging situations.  This analysis consists of three steps:
· Decide whether the event shifts the supply or demand curve or both. 
· Decide whether the curve shifts to the right or the left.
· Use the supply-and-demand diagram to compare the equilibriums. 
· A shift in the supply curve is called a “change in supply”, and shift in demand curve is called a “change in demand”. A movement along a fixed supply curve is called a “change in quantity supplied”, and a movement along a fixed demand curve is called a “change in the quantity demanded”.
· Demand: Shift right = increased equilibrium & shift left – decreased equilibrium.
· Supply: Shift left = higher equilibrium price but lower equilibrium quantity & shift right = lower equilibrium price but higher equilibrium quantity.
· Three resulting equilibriums when both shift:
· If demand increases substantially while supply falls just a little the equilibrium also rises.
· If supply falls substantially while demand rises just a little, the equilibrium quantity falls.
· If they change by the same magnitude the equilibrium quantity stays the same but the price rises. 
	
	No Change in Supply
	An Increase in Supply
	A Decrease in Supply

	No Change in Demand
	P=/Q=
	Pdown/Qup
	Pup/Qdown

	An Increase in Demand
	Pup/Qup
	P?/Qup
	Pup/Q?

	A Decrease in Demand
	Pdown/Qdown
	Pdown/Q?
	P?/Qdown


· Supply and demand together determine the prices of the economy’s many different goods and services; prices are the signals that guide the allocation of resources.
( Chapter 5: Elasticity and Its Application
· Elasticity is a measure of how much buyers and sellers respond to changes in market conditions.
· The price of elasticity measures how much the quantity demanded responds to a change in price. Demand for a good is said to be elastic if the quantity demanded responds substantially to changes in the price. Demand for a good is said to be inelastic if the quantity demanded responds only slightly to the change in price. The price of elasticity for any good measures how willing consumers are to move away from a good as its price rises. 

· General rules about what determines the price of elasticity:

· Availability of close substitutes: Goods with close substitutes tend to have more elastic demand because it is easier for consumers to switch from that good to other. 

· Necessities vs. Luxuries: Necessities tend to have inelastic demands whereas luxuries have elastic demands.

· Definition of the Market: Narrowly defined markets tend to have more elastic demand than broadly defined markets because it is easier to find a close substitute for a narrowly defined good.

· Time Horizon: Goods tend to have a more elastic demand over longer time horizons because long time horizons allow people to adapt to changes and find alternatives.

· Economists compute the price elasticity of demand as the percentage change in the quantity demanded divided by the percentage change in the price.

· PED = % change in quantity demanded / %change in price

· The answer is proportionate change in demand as it relates to price. 

· Since the quantity demand of a good is negatively related to its price, the percentage change in quantity will always have the opposite sign as the percentage change in price.
· Sometimes these numbers are reported as negatives but generally speaking the negative sign is always dropped. 

· Large price elasticity implies a greater responsiveness of quantity demanded to price. 

· The method of calculation results in a different answer for a point A(B & B(A

· Midpoint Method: computes percentage change by dividing the change by the midpoint (average) of the initial and final point.

· PED = (Q2-Q1)/[(Q2-Q1)/2] / (P2-P1)/[(P2-P1)/2]

· The varieties of demand curves
· Elastic: Elasticity > 1 – quantity moves proportionately more then price.

· Inelastic: Elasticity < 1 – quantity moves proportionately less than the price.
· Unit Elastic: Elasticity = 1 – quantity moves the same amount proportionately as price.

· This is closely related to the slope. The flatter the demand curve that passes through a given point, the greater the price elasticity of demand. The steeper the demand cure that’s passes through a given point, the smaller the price elasticity of demand. 

· Extremes: 

· Perfectly inelastic = vertical line; regardless of the price the quantity demanded stays the same.

· Perfectly elastic = horizontal line; a very small change in price will lead to a huge change in quantity demanded.

· Total Revenue and Price Elasticity of Demand:

· Total Revenue: the amount paid by buyers and received by sellers of the good. In any market total revenue = PxQ. 

· If the demand curve is inelastic (>1) then an increase in the price causes an increase in total revenue and vice versa (same direction).

· If the demand curve is elastic (<1) then an increase in the price causes a decrease in total revenue and vice versa (opposite directions).

· Linear Demand Curves: Slope is constant but the elasticity is not. A point with low price/high quantity = inelastic and a point with high price/low quantity = elastic.

· Other Demand Elasticites:
· The Income Elasticity of Demand:

· IED = % change in quantity demanded / % change in income

· Measures how the quantity demanded changes as consumer’s income changes.

· Normal Goods: Higher income raises quantity demanded, since they move in the same direction, normal goods have positive income elasticity.

· Inferior Goods: Higher income lowers the quantity demanded, since they move in opposite directions inferior goods have negative income elasticity.

· Necessities tend to have small income elasticity and luxuries tend to have large income elasticity. 

· The Cross-Price Elasticity of Demand:

· CPED = % change in quantity demanded of good 1 / % change in price of good 2

· Measures how the quantity demanded of one good changes as the price of another good changes.

· Substitutes are goods that are typically used in place of one another, since the price of one good and demand of another move n the same direction the cross-price elasticity is positive.

· Complements are goods that are typically used together, since the increase of the price of a good reduces the quantity demanded of another good, quantity and price move in opposite directions. Therefore the cross-price elasticity would be negative.

· Elasticity of Supply:

·  The law of supply states the higher prices raise the quantity supplied. The price elasticity of supply measures how much the quantity supplied responds to changes in the price. Supply of a good is said to be elastic of the quantity supplied responds substantially to changes in price. Supply is said to be inelastic if quantity supplied responds only slightly to changes in the price. The price elasticity of supply depends on the flexibility of sellers to change the amount of the good they produce. A key determinate of the price elasticity of supply is the time period being considered. Supply is usually more elastic in the long run than in the short run because over short periods of time firms cannot easily change and adapt to make more or less of a good. In the short run the quantity supplied is not very responsive to price but long term the quantity supplied can respond substantially to price changes because can change and adapt within long periods of time.
· Computing the Price of Elasticity of Supply

· PES = % change in quantity supplied / % change in price

· Midpoint method 

· (Q2-Q1)/[(Q2-Q1)/2] / (P2-P1)/[(P2-P1)/2]

· The varieties of demand curves

· Elastic: Elasticity > 1 – quantity moves proportionately more then price.

· Inelastic: Elasticity < 1 – quantity moves proportionately less than the price.
· Unit Elastic: Elasticity = 1 – quantity moves the same amount proportionately as price.

· This is closely related to the slope. The flatter the supply curve that passes through a given point, the greater the price elasticity of supply. The steeper the supply curve that passes through a given point, the smaller the price elasticity of supply. 

· Extremes: 

· Perfectly inelastic = vertical line; regardless of the price the quantity supplied stays the same.

· Perfectly elastic = horizontal line; a very small change in price will lead to a huge change in quantity supplied.


( Chapter 6: Supply, Demand, and Government Policies
· Controls on price:

· Price Ceiling:

· A legal maximum on the price at which a good can be sold; imposed by the government.

· A ceiling above the equilibrium is not binding because market forces naturally move the economy to the equilibrium, and the ceiling has no effect on the price or the quantity sold.

· A ceiling below the equilibrium is a binding constraint on the market because the forces of supply and demand tend to move the price toward the equilibrium price, but when the market price hits the ceiling, it can rise no further resulting in a shortage. Market price equals the price ceiling. In turn some mechanism of rationing will develop. 

· Not all buyers’ benefit from the policy.

· When the government imposes a binding price ceiling on a competitive market, a shortage of the good arises, and sellers must ration the scare goods among the large number of potential buyers. The rationing mechanisms that develop under price ceilings are rarely desirable. Free markets ration goods with prices.

· Rent control example.

· Price Floor: 
· A legal minimum on the price at which a good can be sold; imposed by the government.

· A floor below the equilibrium is not binding on the market because the market forces naturally move the economy to the equilibrium and the price floor has no effect.

· A floor above the he equilibrium is a binding constraint on the market because the forces of supply and demand tend to move the price toward the equilibrium price, but when the market price hits the floor it can fall no further resulting in a surplus. Market price equals the price floor. In turn some mechanism of rationing will develop.
· Minimum wage example.

· Price controls are often aimed at helping the poor but they often hurt those they are trying to help.

· Taxes:

· Tax incidence refers to the distribution of a tax burden. The manner in which the burden of a tax is shared among participants in a market. 
· Three step process when analyzing tax:

· Decide whether the law affects the supply or demand curve

· Decide which way the curve shifts

·  Examine how the shifts affects the equilibrium

· Taxes discourage market activity. When a good is taxed, the quantity of the good sold is smaller in the new equilibrium.
· Buyers and sellers share the burden of taxes.

· Taxes on buyers and taxes on sellers are equal. The only difference is who remits the tax.

· The tax burden between individuals and firms has nothing to do with the legislated division.

· Tax incidence depends on the forces of supply and demand.

· Very rarely ever shared equally. 

· Two types of markets for tax incidence:

· Elastic supply & Inelastic demand

· Sellers are very responsive (relatively flat) to changes in the price of the good whereas buyers are not very responsive (steep curve).

· Price received by the sellers does not fall much so sellers bear only a small burden.

· Inelastic supply & Elastic demand

· Sellers are not very responsive (steep curve) to changes in the price while buyers are very responsive (relatively flat).
· Price paid by buyers does not raise much while the price received by sellers falls substantially.

· Seller bears most of the tax burden

· A tax burden falls more heavily on the ide of the market that less elastic. 

· When a good is taxed, the side of the market with fewer good alternatives cannot easly leave the market and must therefor bear more of the burden of tax. 
