ECO1104: Introduction to Microeconomics
( Textbook Notes:

( Chapter 7: Consumers, Producers, and the Efficiency of Markets
· Welfare Economics is the study of how the allocation of resources affects economic well-being. The equilibrium of supply and demand in a market maximizes the total benefits received by buyers and sellers.
· Willingness to pay is the maximum amount that a buyer will pay for a good. It measures how much a buyer values a good. Every buyer is eager to buy a good for less then their willingness to pay and would refuse to buy the good for anything more then their willingness to pay, and would be indifferent buy the good at their willingness to pay. The good will go to the buyer who values the good the most. The difference between the amount paid for the good and the willingness to pay is the consumer surplus; a buyer’s willingness to pay minus the amount the buyer actually pays. Consumer surplus measures the benefit to buyers participating in a market, as the buyer perceives it. Total consumer surplus in the sum of all consumer surpluses in a market.

· Consumer surprise is closely related to the demand curve or a good. At any quantity, the price given by the demand curve shows the willingness to pay of the marginal buyer, the buyer who would leave the market if the price was any higher.

· The area below the demand curve and above the price measures the consumer surplus in a market.

· The goal in developing the concept of consumer surplus is to make normative judgments about he desirability of market outcomes.
· A good measure of economic well-being fi policymakers respect the preferences of buyers. They normally presume that buyers are rational, which means that consumers are the best judges of how much benefit they receive from the goods they buy. 

· Drug addicts do not exemplify this concept.
· Cost is the value of everything a seller must give up to produce a good. Cost is a measure of a seller’s willingness to sell a good. A seller would be eager to sell a good at a price greater then its cost, refuse at a price less then its cost, and indifferent at price equal to cost. Equally happy selling a product or not. Good goes to the seller who can sell the good for the lowest price. Produce Surplus is the amount a seller is paid for a good minus the seller’s cost. It measures the benefit of sellers participating in the market of a good. Total producer surplus is the sum of all producer surpluses in the market.
· Producer surplus is closely related to the supply curve. At any quantity, the price given by the supply curve shows the cost of the marginal seller, the seller who would leave the market first if the price was any lower.
· The area below the price and above the supply curve measures the producer surplus in a market.

· Producer surplus is used to measure the well-being of sellers the same way as consumer surplus measures the well being of the buyers. 

· Market Efficiency: Consumer surplus and producer surplus are the basic tools that economists use to study the welfare of buyers and sellers in a market.

· The benevolent social planner is an all-knowing, all-powerful, well-intentioned dictator and wants to maximize the economic well-being of everyone in society. Must figure out how to measure the well-being.
· One possible measure is the sum of consumer and producer surplus is called total surplus. Natural to use total surplus as a measure of society’s economic well-being.

· Total Surplus = Value to buyers – cost to sellers

· Total value to buyers of the goods as measured by their willingness to pay minus the total cost to sellers to provide the goods.
· If an allocation of resources maximizes total surplus, that allocation exhibits efficiency; the property of a resources allocation of maximizing the total surplus received by all members of society. If an allocation is not efficient, than some of the gains from trade among buyers and sellers are not being realized. 

· If addition to efficiency, equity is also important; the fairness of the distribution of well-being among the various buyers and sellers. Equity is the fairness of the distribution of well-being among the members of society. 
· Three insights about market outcomes:

· 1. Free markets allocate the supply of goods to the buyers who value them most highly, as measured by their willingness to pay.

· 2. Free markets allocate the demand for the goods to the sellers who can produce them at least cost.
·  
Therefore a benevolent social planner cannot increase economic well-being by changing the allocation of consumption among buyer or the allocation of production among sellers.
· 3. Free markets produce the quantity of goods that maximizes the sum of consumer and producer surplus.
· These three insights show that the market outcome makes the sum of consumer surplus and producer surplus as large as it can be and the equilibrium outcome is an efficient allocation of resources and the planner would leave the market as he finds it; laissez-faire.

· The demand curve reflects the value to buyers an the supply curve reflects the cost to sellers. At an quantity below the equilibrium level, the value to the marginal buyer exceeds the cost to the marginal seller. As a result, increasing the quantity produced and consumed raises total surplus. This continued to be true until the quantity reaches the equilibrium level. At any quantity beyond the equilibrium level, the value t the marginal buyer is less than the cost to the marginal seller. Decreasing the quantity raises the total surplus and continues until quantity falls to the equilibrium level. To maximize total surplus a benevolent planner would choose the quantity where the supply and demand curves intersect.
· The invisible hand – Adam Smith.

· The forces of supply and demand allocate resources efficiently. An invisible hand leads these forces to an equilibrium that maximizes the total benefits to the buyers and sellers. Assuming the market is perfectly competitive and that the outcome only matters to the buyers and seller sin that market. Not always the case, sometimes one (or small group of) seller(s) can control the market prices. Market power can cause markets to be inefficient because it keep the price and quantity away from the equilibrium of supply and demand. Externalities (decisions of a market participants that affect third parties) cause welfare in a market to depend on more than just the value to the buyers and the cost to the sellers. Because buyers and sellers do not take these side effects into account when deciding how much to consumer or produce the equilibrium in a market can be inefficient from the standpoint of society as a whole. Market power and externalities are examples of a general phenomenon called market failure; the inability of some unregulated markets to allocate resources efficiently. When markets fail, public policy can potentially remedy the problem and increase economic efficiency.
( Chapter 8: Application: The Costs if Taxation:
· Taxes are one way governments can improve market outcomes. Governments can impose “corrective taxes” to achieve a more efficient market outcome. A tax system can also play an important role in achieving equitable outcomes. Thus the tax system plays an important role in the economy. Taxes are what we pay for a civilized society.
· It does not matter whether a tax is levied buyers or sellers, when a tax is levied on a buyer the demand slope will shift downward by the amount of the tax, when a tax is levied on a seller the supply curve shift upward by the amount of the tax. In both cases the prices paid by buyers rises and the price received by sellers decreases and they share the burden of tax regardless of how it is levied. Tax places a wedge between the price buyers pay and the price seller receive and because of this tax wedge the quantity sold falls below the equilibrium; in other words taxes cause the market of a good to shrink.

· The benefit received by buyers in a market is measured by consumer surplus and the benefit received by the seller is measured by the producer surplus. Tax revenue is used to measure the government’s benefit from tax. The tax revenue is the height of the tax wedge multiplied by the quantity of goods taxed.

· If there is no tax there is no tax revenue and the total surplus is the area between the supply and demand curves up to the equilibrium quantity.
· When there is a tax, there is tax revenue (T x Q) and the consumer surplus it the area above the tax wedge and the producer surplus is the area below the tax wedge.

· Taxes make sellers and buyers worse off and the government better of when a tax is levied. When the losses to buyers and seller from a tax exceed the revenue raised by the government results in a fall in total surplus that results when a tax distorts a market outcome called deadweight loss; the fall in total surplus that results from a market outcome, such as a tax. Since people respond to incentives, when a tax raises the price to buyers the lowers the price to sellers it gives the buyers an incentive to consume less and sellers an incentive to produce less then they otherwise would. Taxes distort incentives; they cause markets to allocate resources inefficiently.

· Taxes cause deadweight loses because they prevent buyers and sellers from realizing some of the gains from trade. When a tax raises the price to buyers and lowers the price to the sellers the marginal buyers and sellers leave the market, so the quantity sold falls below the market equilibrium quantity. If the difference between buyers and sellers is less then the tax levied trades do not get made once the tax is levied and the deadweight loss is the surplus lost because the tax discourages these mutually advantageous trades.

· Price elasticities of supply and demand measure how much the quantity supplied and quantity demanded respond to changes in the price. A tax ha a deadweight loss because it induces buyers and sellers to change their behaviour. The elasticities of supply and demand measure how much seller and buyers respond to changes in the price and determine how much the tax distorts the market outcome. The greater the elasticities of supply and demand the great the deadweight loss of a tax.
· The larger the deadweight loss of taxation the larger the cost of any government program. A labour tax places a wedge between the wage firms pay and the wage that workers receive. 
· Inelastic demand or supply results in a small deadweight loss. Elastic demand or supply results in a large deadweight loss. 
· Three taxes of different sizes:

· A small tax has a small deadweight loss and raises a small amount of revenue

· A somewhat larger tax has a larger deadweight loss and raises a larger amount of revenue

·  A very large tax has a very large deadweight loss but because it has reduced the market so much, the tax raises only a small amount of revenue.
· As the size of the tax grows larger, the deadweight loss grows exponentially larger. The deadweight loss of a tax raises even more rapidly then the size of the tax.
· Tax revenue first rises then falls, as the size of tax grows; also known as the Laffer Curve. The idea of decreasing a large tax will increase tax revenue because you are increasing the size of the market for a particular good by allowing more marginal buyers and seller to enter back into the market. The more elastic a supply and demand curve is in any market the more taxes in that market distort behaviour and the more likely a tax cut will raise tax revenue. 
· Markets are usually a good way to organize economic activity and when the government imposes taxes on buyers or sellers of good, society loses some of the benefits of market efficiency. Taxes are costly to market participants because taxes transfer resources from those participants to the government, but also because they alter incentives and distort market outcomes. But taxes play an important role in modern economics regardless. 
( Chapter 10: Externalities:
· Market failures can fall under a general category called externalities. An externality arises when a person engages in an activity that influences the well-being of a by-stander and yet neither pays nor receives any compensation for that effect. The uncompensated impact of one person’s actions on the well being of a bystander. If the impact on the bystander is adverse it is called a negative externality; if it is beneficial, it is called a positive externality. In the presence of externalities, society’s interests in a market outcome go beyond the well-being of the market participants, it includes the well-being of bystanders who are affected indirectly. Since market participants neglect external effects of their actions when deciding how much to demand or supply, the market equilibrium is not efficient when there are externalities. The equilibrium fails to maximize the total benefit to a society as a whole.
· Examples:

· Exhaust form an automobile. Government taxes gasoline and imposes emissions standard to try and correct this negative externality.

· Restored historic buildings convey positive externality. Governments try to regulate destruction and provide tax breaks for restoration.

· Barking dogs create negative externality. Governments impose laws to correct this “disturbing the peace”.
· Research into new technologies. Patent law promotes this positive externality.

· Negative Externalities:

· The social-cost curve is above the supply curve because it takes into account the external costs imposed on society (including the actual cost). The difference between the social-cost curve and supply curve is the actual ‘social cost’. The intersection of the demand curve and the social-cost curve results in a new equilibrium the ‘optimum’ equilibrium. This determines the optimal amount of a product from the standpoint of society as a whole. Below this level of production, the value of a product to consumers exceeds the social cost of producing it and producers do not produce more than this level because the social cost of producing additional of a product exceeds the value to consumers. The equilibrium quantity for a good is larger than the socially optimal quantity. The reason for this inefficiency is that the market equilibrium reflects only the private costs of production and the marginal consumer values a good less then the social cost of producing it. The value of this increase in economic wellbeing can be measured using the concept of deadweight loss; using the approach to measure the reduction in total surplus associated with eh inefficient allocation of resources due to the present externality. Social cost includes private cost and external cost. Deadweight loss to society or reduction in total surplus, caused by the externality associated with producing a good. At the market equilibrium the social cost cure lies above the demand curve meaning that at the market equilibrium the social cost of the last unit of a good produced exceeds the value place on that unit by buyers. Internalizing the externality alters incentives so that people take account of the external effects of their actions because people respond to incentives.

· Positive Externalities:
· Education has a private benefit but also yields several positive externalities. Since social value is greater the private value you the social value lies above the demand curve. The optimal quantity is where the supply and social value curve intersect. The socially optimal quantity is greater then the market quantity. A subsidy can correct this market failure.
· Negative externalities lead markets to produce a larger quantity than is socially desirable. Positive externalities lead markets to produce a smaller quantity than socially desirable. To remedy the problem the government can internalize the externality by taxing goods that have negative externalities and subsidizing goods that have positive externalities.

· Technology spillover (positive externality):

·  The impact of one firm’s research and production efforts on the other firms’ access to technological advance. TO ensure that the market equilibrium equals the social optimum, the subsidy should equal the value of the technology spillover. Government intervention in the economy that aims to promote technology-enhancing industries is called industrial policy but there are measurement problems. Another way to deal with technology spillovers is patent protection. Internalizing the externality by giving the firm a property right over its invention.

· Public policies towards externalities:

·  All of the remedies share the goal of moving the allocation of resources to the social optimum.
· Generally the government can respond to externalities tow ways:

· Command-and control policies: regulate behaviour directly.
· The government can remedy an externality by making certain behaviour either required or forbidden. Sometimes difficult to use to control certain externalities like pollution, as it is impossible to forbid pollution so society has to determine what acceptable levels are and regulate based on those levels. 
· Market-based policies: provides incentives so that private decision makers will choose to sole the problem on their own.

· I: Governments use market-based policies to align private incentives with social efficiency. Governments can impose taxes on negative externalities and subsides on positive externalities to internalize the externality. Corrective taxes (Pigovian taxes); taxes enacted to correct the effects of negative externalities. An ideal corrective tax would equal the external cost from an activity with negative externalities and an ideal subsidy would equal the external benefit from an activity with positive externalities. The corrective tax is the difference between the social-cost curve and the private-supply curve. Economists usually prefer taxes to regulations as a way to deal with pollution because such taxes can reduce pollution at a lower cost to society. Regulations dictate levels whereas taxes provide incentives to lower levels as much as possible. Taxes tend to accomplish goals more efficiently. Corrective taxes are the opposite of most taxes and move the market towards to social optimum and raise revenue for the government and enhance economic efficiency.

II: Tradable pollution permits should be allowed because the trade is good policy. The deals do not have any external effects because the total amount of pollution stays the same and allowing polluters to sell the rights to pollute to other polluters who need to pollute more then others enhances social welfare. Create a new scare resource: pollution permits. One advantage of allowing a market for pollution permits is that the initial allocation of pollution permits among firms does not matter from the standpoint of economic efficiency. As long as there is free market for the pollution rights, the final allocation will be efficient whatever the initial allocation. Both taxes and permits internalize the externality by making it costly for firms to pollute. Sometimes selling permits may be better than levying a tax because the demand is unknown therefore it is hard to set a tax amount where trading of permits sets the proper price to match to social cost (cap and trade systems).

· Private Solutions to Externalities:

· 1. Moral Codes and Social Sanctions: Example is most people do not litter because it is the wrong thing to do. “Do unto other as you would have them do unto you”. The moral injunction tells us to take into account how our actions affect other people; it tells us to internalize externalities.
· 2. Charities: some charities are established to deal with and solve externalities. Government encourages this private solution to externalities through the tax system by allowing income tax deduction for charitable donations.

· Sometimes the market can solve the problem of externalities by relying on the self-interest of the relevant parties. 
· 3. Business Integration: When two complementing activities take place with in the same firm and the single firm could choose the optimal number inputs of production to produce the social optimum. Internalizing externalities is one reason that some firms are involved in more then one type of business. 
· 4. Contract: By using a contract to state the quantity of inputs between two parties is can solve the inefficiency that normally arises from the externalities and make both parties better off.
· The Coase Theorem: the proposition that if private parties can bargain without cost over the allocation of resources they can solve the problem of externalities on their own. And allocate resources efficiently. The initial distribution of rights does not matter for the markets’ ability to reach the efficient outcome. The distribution of rights determines the distribution of economic well-being and determines who pays whom in the final bargain. The benefit must exceed the cost. 
· The private economic actors can solve the problem of externalities among themselves. Whatever the initial distribution of rights, the interest parties can always reach a bargain in which everyone is better off and the outcome is efficient.

· Private actors on their own often fail to resolve the problem caused by externalities. The Coase Theorem applies only when the interested parties have no trouble reaching and enforcing n agreement. Bargaining does not always work even when a mutually beneficial agreement is possible. When private bargaining does not work the government can sometimes play a role as it is an institution designed for collective action. 
· Transaction cost: the cost that parties incur in the process of agreeing and following through on a bargain. If the benefit of solving an externality is less then the cost of the transaction the externality may be left unsolved.
· Bargaining Breakdown: Reaching an agreement can be difficult and that failing to reach an agreement can be costly. The problem is each party tries to hold out for a better deal. As the arties haggle over the price, the inefficient outcome with the externality persists.
· Volume of Interested Parties: Reaching n efficient bargain is especially difficult when the number of interest parties is large because coordinating everyone is costly and may be almost impossible.

(  Chapter 11: Public Goods and Common Resources:
· Different kinds of goods:
· It is important to group various goods using to characteristics:
· Excludable?
· The property of a good whereby a person can be prevented form using it.
· Rival in consumption?
· The property of a good whereby one person’s use diminishes other people’s use.
· Using these characteristics goods can be dived into four categories:
· Private goods: good that’s are both excludable and rival. Most goods in the economy are private goods. In previous chapters goods are assumed to be private.
· Public goods: goods that are neither excludable nor rival. National defence is an example.
· Common resources: goods that re rival but not excludable. Fish in the ocean are a rival good. 
· Natural Monopoly: goods that are excludable but not rival in consumption. Fire protection in a small town. 
· The boundary between these four categories is sometimes fuzzy and whether goods are excludable or rival in consumption is often a matter of degree (partly excludable or partly not rival in consumption).
· Public goods and common resources not excludable and are available to everyone free of charge. The study of these goods is closely related to the study of externalities. Externalities arise because something of value has no price attached to it. If someone were to provide a public good other people would be better off (a positive externality). When one person uses a common resources other people are worse off ( a negative externality). Because of these external effects, private decisions about consumption and production can lead to an inefficient allocation of resources, and government intervention can potentially raise economic well-being. 
· Public goods:
· A private market for a public good would probably not produce an efficient outcome because buyers would realize they could consume the good without paying a price and thus have an incentive to be free riders; a person who receives the benefit of a good but avoids paying for it. A public good is socially desirable but not privately profitable and do not normally get produced in a private market as a result. The government can potentially remedy the problem (if the total benefits exceed the costs) by providing the public good any pay for it with tax revenue, making everyone better off.
· Important pubic goods:
· National Defence – tax revenue pays for the necessary national defence.
· Basic Research (General Knowledge) – government uses a branch to subsidize research in general areas.
· Fighting poverty – tax revenue redistributes wealth through poverty programs.  Poor are better of and wealthy are better off because they don’t have to live with poverty surrounding them. 
· Circumstances can change whether a good is a public good or a common resource. Lighthouses are a good example. Public good because by nature lighthouses are not excludable and not in rival, therefor generally government run. Have been a private good in the past because a nearby port would pay the lighthouse to keep the light on which would in turn result in ships docking at the port and if the light went off (due to nonpayment) ships would skip the port
· Government must determine what kinds of public goods to provide and in what quantities. The government takes the total benefit of all those who would use the good and compare to the costs of producing the good and maintaining it. Cost-benefit analysis: a study that compares the cost and benefits to society of providing a public good. Quantifying these benefits is difficult though because respondents have little incentive to tell the truth. The efficient provision of public goods is therefore intrinsically more difficult than efficient provision of private goods. Private goods re provided in the market and buyers and sellers of a private good reveal the value they place on it by the prices they are willing to pay and accept. Cost-benefit analysts do not observe any price signals when evaluating whether the government should provide a public good. Their findings on the costs and benefits or public goods re therefore rough and approximate. 
· Studies show a human life is worth approximately $10 million and must be taken into account when deciding to provide a public good that could save or risk the lives of others. 
· Common Resources
· Once a commons resource is provided policy makers need to be concerned about how much it is used. This problem is bets understood from the classic parable called the Tragedy of the Commons; a parable that illustrates why common resources get used more than is desirable from the standpoint of society as a whole. 
· Social and private incentives differ and as a result there is no individual incentive to reduce the use of a common resource, which results in a common resource being overused and depleted. People neglect this negative externality when deciding how much to use of a common resource.  Collectively this problem can be solved. Government needs to step in to correct this externality by taxing a good, regulating the amount of use, or auctioning off permits. Or the resource can be divided up into private goods and each person is responsible for managing their own use
· When one person uses a common resource that person diminishes other people’s enjoyment of it, Because of this negative externality common resources tend to be used excessively. The government can solve the problem by reducing use of the common resource through regulation or taxes. Alternatively the government can sometimes turn the good into a private good.
· Important Common Resources:
· Clean Air and Water – Pollution is a negative externality and remedied by government imposed regulations or corrective taxes.
· Congested Roads (non-congested roads are public goods) – yield negative externalities tolls and higher taxes are some imperfect solutions to congested roads.
· Fish, Whales and other Wildlife – Each person has little incentive to maintain the species for the next year. The ocean is the least regulated common resources because it required international cooperation and they are so vast so enforcing an agreement is difficult. 
· These externalities occur in common goods because property rights are not well established. No one has legal authority over it or has the right to attach a price to it and profit form its use. The government usually corrects these failures in the private market through various mechanisms. If the government policies created are well planned and ran they can make the allocation of resources more efficient and thus raise the economic well-being.
