Economics 101 Notes
Chapter 1- Principles of Economics
· Economics- study of how society manages scarce resources

10 Principles of Economics:

Decision Making:

1) People Face tradeoffs

· We must give up something to get another thing
· Ex/ watching a movie you give up time that could have been used elsewhere

2) Cost Is What You Give Up

· When purchasing, we compare costs of items to determine what to buy
· Ex/ cost of University would be the money you could have earned instead

· Opportunity cost- whatever is given up to obtain something

3) Rational People Think at the Margin

· Rational people think of marginal changes (adding 1 more person, buying 1 more, etc)
· When marginal benefit > marginal cost, you go ahead with it
· Ex/ Airplane will sell ticket for less than average cost to fill up seats

4) People Respond to Incentives

· Incentives cause action
· Ex/ if a skilled worker is paid the same as a novice, they will tend to work less efficiently

Interactions:

5) Trade makes everyone better off

· -Allows people to specialize in an area and enjoy and range of goods/services
· -One household can’t cook food, grow crops, sew clothes, etc.

6) Markets are good for organizing economic activity

· Many firms and households, each decide what to produce, who to hire, and price of goods
· “Invisible hand” helps guide market prices
· prices determined by value to society and cost of making the good
· Ex/ only rich drive Ferraris

Market economy- economy that allocates resources through decisions of firms and households

7) Government can Improve Market outcomes

· Government changes taxes, wages, etc. to promote efficiency and equity
· Can’t have efficiency with equity and vice versa
· Efficiency: when resources allocated perfectly; getting most we can out of scarce resources
· Equity: when everyone has an equal share of resources
· Market failure- when market on its own fails to produce efficient allocation of resources

· Market Failures caused by 
· externality (impact of one’s actions to bystander)
· market power (one person holds all the power)

· Market economy rewards people according to ability to produce things society will pay for

How the economy works:

8) Standard of Living Depends on Ability to Produce Goods and Services

· The higher the productivity (amount of goods/services produced in an hour) the higher the standard of living is
· Productivity determines income
· Canadian income grown about 2% per year
· High-income countries have more TVs, cars, nutrition, health care, etc

9) Prices Rise due to printing

· Analogous to stock value; when company divides into more stocks, value of each stock decreases
· When country has more printed money, value of items increase 

10) Society Faces Short-Run Tradeoff Between Inflation and Unemployment

· More money in economy increases spending
· More spending means that production is needed at a higher level; more people are hired
· Unemployment decreases, but inflation will occur
· Government can control inflation and unemployment through spending, taxation, and amount of money printed

· Business cycle- fluctuation in economic activity such as employment and production

Chapter 2- Thinking like an Economist

· Scientific Method
· Collect and analyze data
· Data collected from looking at history
· Helps us evaluate economic theories

· Knowing what assumptions to make are important to economics
· Models are used that do not include every feature of economy (similar to models in biology which don’t have every capillary)

· Model 1: Circular flow diagram
· Includes only households and firms
· Firms produce goods using factors of production (input): labour, land, capital (buildings and machines)
· For goods/services: Households buy, firms produce
· For Factors of Production (ex/ labour): Households sell, Firms buy
· Firms use revenue from sales of goods/services to pay wages
· What is left is profit to firm owners who are members of a household
· Spending on goods/services goes from household to firms
· Wages, rent, profit flows from firms to households
· Model 2: Production Possibilities Frontier
· Shows combinations of output given the economy has available factors of production
· Assumes limited resources available
· Looks at only 2 goods produced in an economy
· Outcome is efficient when economy gets all it can from scarce resources it has available
· Refers back to tradeoffs, only way to get more of one thing is to get less of another
· Opportunity cost is equal to the slope of production possibilities frontier
· Slope can change depending on quantity of each good produced
· if workers are bad at making computers, you won’t lose much computer production to make a car
· If already making lots of cars, may need to move computer technicians to make a car, which will mean loss of many computers
· Technological advance can increase one side of PPF curve (ex/ more computers can be produced, but maximum cars stay the same)

· Microeconomics- study of individuals (households, firms) and how they make decisions
· Macroeconomics- study of economy-wide phenomena (inflation, unemployment, economic growth)
· Positive statements state how something is
· Normative statements state how something should be
· Positive statements can be accepted or refuted through evidence
· Normative statements are judged through our views, ethics, etc.
· Much of economics is positive- explains how economy works

· Economics in Ottawa
· Economic advice not always straightforward
· Government relies on advice from economists
· Economists at Finance Canada- helps design tax policy
· Economists at Industry Canada- design and enforce competition laws
· Foreign Affairs and International trade- help negotiate trade agreements
· Human resources and skill development- analyze data on workers
· Environment Canada- design environmental regulations
· Canadian international development agency- give advice on overseas projects
· Statistics Canada- collects data analyzed by other economists and give policy advice
· Bank of Canada- analyze financial markets

· Economists disagree due to their different values and therefore different normative views about policies
· May disagree about positive theories

· Differences in Scientific judgements- different normative views because they may have different positive views on a topic
· Differences in Values
· 
· Omitted variable: ex/ cigarette lighters vs. cancer graph
· Reverse causality: ex/ minivans don’t cause larger families

Chapter 3- Interdependence and Gains from trade

· Allows everyone to benefit by specializing in their skilled area
· CPF (consumption possibilities frontier) curve equals PPF curve if there is no trade
· Absolute advantage- comparison among producers of a good according to their productivity (smaller inputs have higher absolute advantage)
· Producer requiring smaller input is said to have absolute advantage 
· Opportunity cost measures tradeoff between 2 goods
· Comparative advantage- comparison among producers of a good according to their opportunity cost
· Can have absolute advantage in both goods, but impossible for one to have comparative advantage in both goods
· Unless they have the same opportunity cost, one person will have comparative advantage in 1 good and other will have advantage in the other
· Gains from specialization and trade based from comparative advantage not absolute advantage (total production rises when everyone specializes in their area of comparative advantage)
· Trade beneficial when price is lower than opportunity cost
· For both parties to gain from trade, price at which they trade must lie between the 2 opportunity costs

Chapter 4- Supply and Demand

· Market- group of buyers and sellers of particular good/service
· Buyers determine demand, sellers determine supply
· Competition leads prices and quantity to be determined by buyer/seller interactions in market
· Competitive market- market with lots of buyers/sellers that each has negligible impact on market price

Perfectly competitive market characteristics:
· Goods for sale exactly the same
· No buyer/seller has market power (lots of buyers and sellers)

· Perfectly competitive markets accepts price the market determines – price takers
· Monopoly- only one seller; can control price
· Oligopoly- few sellers, no aggressive competition

Demand Curve
· Quantity demanded – amount of good buyers willing and able to purchase
· Quantity demanded negatively related to price (high price, low demand, etc.)
· Law of demand- quantity demanded falls when price increases

· Demand Schedule shows relationship between price of good and quantity demanded (table format)

· Horizontal sum (sum of quantities demanded) of individuals at a certain price creates market demand curve

Shifts in Demand Curve 
· Increase in demand- any shift of the demand curve to the right
· Decrease in demand- shift to the left

· Normal good- a good in which demand will fall when income falls
· Inferior good- demand will rise for this good when income falls (ex/ bus rides instead of owning a car)
· Changes in consumption due to changes in wealth- wealth effect

· When fall of prices in one good decreases demand of other good and vice versa, goods called substitutes (ex/ frozen yogurt and ice cream)
· Complements, when fall in price of one good increases demand of another good (ex/ hot fudge and ice cream)

· Demand curve will shift when there is a change in relevant variable not on either axis

· Caused by income, prices of related goods, tastes, expectations, number of buyers, etc.
· Ex/ cigarette smoking- prohibition of advertising, public announcements, health labels, etc all shift demand curve to the left
· Change of price of good itself will cause movement along demand curve- change in quantity demanded
· Quantity demanded- demand at a certain price level

Supply Curve
· Quantity supplied- amount sellers willing and able to sell
· Quantity supplied positively related to price of good- called law of supply
· Supply schedule- table showing relationship between price and quantity supplied
· Market supply= sum of all individual supplies
· Shift to the right ex/ price of sugar falls, ice cream more profitable, supply increases at every price (increase in supply)

Variables that can shift curve:
· Input prices- price of inputs increase or decrease (negatively related to supply)
· Technology- Increase in technology, increase in supply
· Expectations- supply may depend on expectations for future, if future is more profitable, less supply is done in the present
· Number of sellers- higher number of sellers, less supply

· Change in price of good itself creates movement along curve – change in quantity supplied

Supply and Demand Curves together
· Intersect is called equilibrium
· Price of intersection is called equilibrium price, quantity called equilibrium quantity
· Equilibrium also called market clearing price – everyone is satisfied
· Buyers buy all they want to buy, sellers sell all they want to sell
· Surplus- an excess in supply (supply > demand)
· Surplus results in falling prices, falling prices reduce quantity supplied
· Prices fall until market reaches equilibrium

· Shortage also known as excess demand
· Results in increase in price, quantity demanded then falls, supplies rise, and market moves towards equilibrium

· Law of supply and demand- price of any good adjusts to balance quantity supplied and quantity demanded

· Shift in one of the curves causes equilibrium to shift
· Analysis of this is called comparative statics

Analyse through 3 steps:
· Decide which curve it shifts
· Decide to which side it shifts (left or right)
· Use supply demand diagram to compare initial and new equilibrium

Shifts to both curves has 3 possibilities:
· Demand increases a lot, supply falls a little- equilibrium quantity rises, price rises
· Supply falls a lot demand rises a little- equilibrium quantity falls, price rises
· Supply and demand both change by same magnitude- equilibrium quantity stays same, price rises
· Quantity demanded is the amount of a good that buyers are willing to purchase at a given price level. Demand shows the quantity demanded at each price level, holding constant everything else that influences how much consumers of the good want to buy.

Chapter 5- Elasticity and Its Application
· Elasticity- measure of responsiveness of quantity demanded/ supplied to its determinants
· Price elasticity of demand- how much quantity demanded responds to change in price
· Elastic if quantity demanded/supplied responds substantially
· Inelastic if only slight change

Determinants of Price Elasticity of Demand
1) Availability of Close substitutes- easy for consumers to switch
2) Necessities versus Luxuries- necessities have inelastic demands, luxuries have elastic (determined exclusively on the preferences of buyer)
3) Definition of Market- narrower the market the higher the elasticity
4) Time Horizon- longer time periods tend to be more elastic

· Price elasticity of demand= % change quantity demanded/% change in price

· Midpoint method of computing elasticity- used for calculating price of elasticity between 2 points
· Divide change by midpoint instead of end values

· Demand curve is elastic if elasticity >1
· Inelastic if elasticity <1
· Unit elasticity- when elasticity is 1
· Flatter the curve, higher elasticity 
· Perfectly inelastic- vertical line; price of elasticity=0
· Perfectly elastic- horizontal line; price elasticity of demand approaches infinity (small price changes, big quantity change)

Total Revenue and Price of Elasticity of Demand
· Total Revenue= total amount paid by buyers and received by sellers in a market; calculated by price x quantity
· If demand inelastic, increase in price= increase in total revenue
·  (fall in Q proportionately smaller than rise in P)
· If demand elastic, increase in price= decrease in total revenue (fall in Q proportionately greater than rise in P)
· If unit elastic, total revenue remains constant when P changes


· Elasticity and Total Revenue along Linear Demand curve
· Elasticity is not constant along linear curve

Income Elasticity of Demand
· Income elasticity of demand- measures change in quantity demanded as consumer income changes
· Income elasticity of demand =% change quantity demanded/% change income
· (recall normal and inferior goods)
· Inferior goods have negative income elasticity (quantity and income move in different directions)
· Normal goods have positive income elasticity
· Necessities: small income elasticity; will buy regardless
· Luxuries: large income elasticity

Cross-price Elasticity of Demand
· Cross-price elasticity of demand- how quantity demanded of one good changes as price of another changes

· Cross-price elasticity of demand= % change in quantity demanded good 1/ % change in price good 2
· Positive or negative depends whether goods are complements or substitutes (complements negative, substitutes positive)

Elasticity of Supply
· How much quantity supplied responds to change in price
· Depends on flexibility of sellers to change amount of good produced
· Supply more elastic in long-run than short-run (can’t change production over short term)

· Perfectly inelastic vertical line, quantity supplied stays same regardless of price
· Perfectly elastic, horizontal line, small change in price, big change in supply
· Supply must be less elastic for firms to build more factories (big hike in prices)

· Demand inelastic, farmers better off supplying less of a good (in surpluses, prices will drop; revenue is lower at lower prices for inelastic curves)

Chapter 6

Price ceiling
· Not binding if above equilibrium price
· Binding if below equilibrium- will result in shortage
· Not all buyers benefit from price ceilings
· Mechanisms that develop are irrational
· Inelastic demand and supply creates only small shortage if there is a binding price ceiling


Price floor
· Unbinding if below equilibrium price
· Binding if above- will create surplus
· Ex/ Increasing minimum wage will encourage dropouts from school, create unemployment for unskilled workers but not affect those already earning well above minimum wage

· Rent control makes housing more affordable for everyone, but decreases the quality of housing (tradeoffs)
· Government can have rent subsidies (does not reduce quality of housing, but increases taxation)

Taxes
· Tax incidence- how taxes are shared among the market (firms and households)
· Taxes discourage market activity
· Buyers and sellers share burden of taxes

· Least elastic side pays more of the taxes (supply- seller; demand- buyer)
· For elastic supply curve, price sellers receive is almost the same
· For elastic demand curve, price buyers pay does not change by much

Inelastic bears more of tax because they are less willing to resort to alternatives; so much bear more tax to stay in market

Tax makes equilibrium quantity fall

Chapter 7

· Welfare economics- study of how allocation of resources affects economic well-being
· Equilibrium of supply and demand maximizes total benefit to buyers and sellers
· Willingness to pay- maximum amount buyer will pay for a good
· Consumer surplus- willingness to pay – amount paid (measures benefit to buyers in the market as they perceive it)
· Price given by demand curve shows willingness to pay of marginal buyer (first to leave market if price goes up)

· Producer surplus- amount seller is paid minus cost of production (measures benefit of sellers participating in market); area below price and above supply curve is producer surplus

Market Efficiency
· Total surplus as a measure of economic well-being
· Efficient when allocation maximizes total surplus
· Inefficient when production is made by high-cost producer when lower cost is available

1. Free markets allocate supply of goods to buyers who value them most (measured by willingness to pay)
2. Free markets allocate demand for goods to sellers who produce them at the lowest cost
3. Free markets produce quantity of goods and maximizes sum of consumer and producer surplus

Chapter 8
· Welfare with tax- add consumer surplus, producer surplus, and tax revenue
· Tax makes buyers/sellers worse and government better
· Deadweight loss- fall in total surplus when tax or other policy distorts market outcome
· Taxes cause markets to allocate resources inefficiently
· Taxes cause deadweight loss by preventing buyers/sellers from realizing some gains in trade
· Elasticity of demand and supply determine size of deadweight loss
· Greater elasticity of supply and demand, the greater the deadweight loss of a tax

· Tax size, revenue, and deadweight loss
· Laffer curve: Tax size increases at first, then decreases (semi-circle graph)
· Deadweight loss increases as tax size increases (rises exponentially as tax increases; double tax, deadweight loss quadruples)
· Tax revenue falls at higher tax rates because market is drastically reduced

· Views of Laffer and Reagan became known as supply-side economics

Chapter 9

· World price- price of good in worldwide market
· If world price > domestic price, country will export
· Will import if world price < domestic price
· If price is low, that means opportunity cost is low (comparative advantage)

Gains/ Losses of Exporting Country
· With free trade, domestic price will rise to equal world price
· No seller will accept less, no buyer will pay more
· Domestic quantity supplied will differ from domestic quantity demanded; If supply is greater than demand at that price, the country will export
· Although quantity demanded and quantity supplied are different, market is still in equilibrium (world price is like a perfectly elastic demand curve; country can sell any amount at that price)
· Domestic producer better off because they can sell at higher price
· Domestic seller worse off because must buy at higher price
· Total surplus rises from trade

When country is exporter of a good, domestic producers are better off, sellers worse off. Price will rise to the world price. Trade increases total surplus because gain by producer is larger than loss by buyers.

Gains/ Losses of Importing Country
· Domestic price will decrease to world price
· World supply curve perfectly elastic (can buy as many textiles as it wants at that price)
· Domestic consumers (buyers) better off- can buy textiles at lower price
· Domestic producers (sellers) better off- textiles must be sold at lower price
· Total surplus increases because of trade

When country imports a good, domestic consumers are better off, producers worse off (can buy at lower price, sellers must sell at lower price). Total surplus increases: consumer surplus gains more than the decrease in producer surplus.

Effects of Tariff
· Tariffs only matter if it is imposed on an imported good
· Tariff increases price of imported goods above world price by amount of tariff
· Domestic sellers can now increase their prices to match that of tariff
· Tariff reduces quantity of imports and moves domestic market closer to equilibrium price without trade
· Domestic sellers better off, buyers worse off and government raises revenue
· Tariff results in a deadweight loss (from overproduction, and under consumption)

Other benefits of International Trade:
1. Increased variety of goods- some goods are not available everywhere and are not the same everywhere (ex/ German beer and canadian beer)
2. Lower costs through economies of scale- some goods produced at lower cost in produced in larger quantities; firms can’t take advantage if only selling in small market
3. Increased competition- reduces market power of monopolistic companies and prevents market failure
4. Enhanced flow of ideas- buying new technology abroad can help in technological advances domestically rather than creating it yourself

Arguments Against:
1. Jobs Argument- destroys domestic jobs if price of the good falls (reduces quantity supplied); creates jobs in industries where country has comparative advantage (other country spends money) 
2. National Security- Dependent on others for goods, so if war occurs they would not be self-sufficient; argument may be made by companies to obtain protection from foreign competitors
3. Infant-Industry- Well-established companies from foreign countries would overrun new grass-root companies
4. Unfair-Competition- Other countries may have different laws surrounding the industry (Ex/ subsidies, etc.) which would make it easier for them to produce at lower prices
5. Protection-as-a-Bargaining chip- Trade restriction can be used to threaten other countries to lift their tariffs on goods

2 Approaches to achieve free trade:
· Unilateral- remove trade restrictions on its own
· Multilateral- remove trade restrictions at same time as other countries (bargaining an agreement); more beneficial as it can reduce trade restrictions abroad as well

Multilateral can win political support, where unilateral can’t
Multilateral can gain support from other powerful industries (market suppliers more powerful than consumers who are too numerous)

Chapter 13- Cost of Production

· Costs should be viewed as opportunity costs
· Explicit costs- money is physically used to purchase something
· Implicit costs- costs that do not require cash outlay (ex/ if time is worth $50; opportunity cost of time)
· Cost = explicit+ implicit costs

· Accountants only consider explicit costs
· Economists consider both explicit and implicit costs
· Accounting profit is usually larger than economic profit
· Economic profit motivates firms to stay In business

Production Function
· Shows production as a factor of number of workers
· In short-run factory size fixed; # of workers vary
· Long-run factory size and # workers vary
· Marginal product- gain in output with addition of 1 worker (input)
· Marginal product= slope of production function
· Diminishing marginal product- marginal product of an input declines as input increases
· Ex/ workers must work in more crowded areas so production slowly declines
· Curve gets flatter and flatter as # workers increases

Total-cost Curve
· Gets steeper as amount produced rises
· E.g. when factory is crowded producing an extra output is more costly
· 2 Types of costs: Fixed and variable

Average/Marginal Costs
· Avg. Total Cost= total cost/ quantity output
· Avg. Fixed/ variable costs “ “
· Marginal Cost= change in total cost/ change in quantity

Cost curves
· Rising marginal cost- reflects diminishing marginal product

U-shaped Avg Total Cost: 
· When Marginal cost < Average total cost, Avg total cost decreases
· When MC = avg total cost, avg stays the same
· MC> avg total cost, avg rises
· Efficient scale- quantity of output minimizing avg total cost
· Intersect of MC and ATC curves gives ATC minimum

Typical Cost curves
· Diminishing marginal product does not occur right away
· Increasing and then diminishing marginal product makes AVC curve U-shaped

Key points:
1. Marginal cost eventually rises with quantity of output
2. ATC curve is U-shaped
3. MC intersects ATC curve at minimum

Short-run vs. Long- run Average total Cost
· Long-run ATC much flatter U-shaped than short-run ATC curve
· Short-run curves lie above or on long-run curve
· Expanding factory and # workers in long-run reduces diminishing marginal product (factories will not be crowded)

Economies/Diseconomies of Scale
· Economies of scale- Long-run ATC declines as output increases
· Diseconomies of scale- Long-run ATC increases as output increases
· Constant returns to scale- Long-run ATC does not vary with output

· Economies of scale occurs at higher production because workers can be specialized at specific task 
· Poor coordination problems lead to diseconomies of scale (inefficient managers)

· Long-run ATC U-shaped because specialization can occur up until a certain point, where poor coordination then occurs

Chapter 14

· Recall competitive/perfectly competitive markets
· In competitive markets, firms can freely enter or exit the market in long run
· For all firms, average revenue = price of the good
· For competitive firms, marginal revenue equals price of the good
· As long as marginal revenue > marginal cost, producing extra quantity increases profit

· Competitive firm price = average revenue and marginal revenue
· If MR > MC firm should increase production
· If MC= MR it is maximizing profit
· If MC> MR firm should reduce quantity produced

· Firm’s marginal cost curve determines quantity supplied by firm at any price so it is the competitive firm’s supply curve

· Shutdown- short-term decision to not produce because of market conditions
· Exit- long-run decision to leave market
· Shutdowns still have to pay fixed costs; exit has no costs to pay
· Shutdowns if revenue from producing is less than variable costs

· Shut down if TR < VC or P < AVC
· For prices between 0 and shutdown price, there is 0 output and supply curve is on vertical axis

· Sunk cost- cost that can’t be recovered (ex/ farming land)
· Firm can ignore short-run fixed costs because they are sunk when deciding how much to produce

· Shutdown occurs only if revenue does not cover variable costs

Long-run Exit
· Exit if revenue from producing less than its total costs (TR<TC)
· Or Exit if P<ATC
· Exit price= minimum point of ATC curve
· Enter price P>ATC


Long-run profit maximizing strategy
· Produces quantity where MC=P
· If P< ATC firm will choose to exit or enter
· MC= long-run supply curve with discontinuity from 0 to ATC minimum

· Loss minimizing quantity if MC and P intersect below ATC curve
· Loss= (ATC-P) * Q

· Short term marginal cost curve= supply curve when price> AVC
· Long term: at end of enter and exit, firms in the market must be making zero economic profit; ends only when price=ATC (when firms operating on efficient scale)
· Firms enter until price equals minimum of ATC
· Long run supply curve is horizontal (when profits finally increase, # firms will go up, quantity supplied will go up, but price will stay the same) 

Why do competitive firms stay in business when making 0 profit?
· In economic terms his total revenue still compensates for his opportunity costs
· Accounting profit would be positive even though his economic profit is 0

Why long run supply slopes up?
· Resource used is in limited supply- as more of it is demanded, price for it will increase 
· Firms may have different costs- some work faster, etc.
· Price in market reflects ATC of marginal firm
· Entry firms will not eliminate profit for other firms because they have higher costs

Long-run supply more elastic than short-run because firms can more easily enter and exit in long-run.
Chapter 15- Monopoly

· Monopoly- price maker

· Monopoly barriers to entry:
· Monopoly resources- key resource is owned by single firm
· Government-created monopolies- exclusive rights granted to a firm
· Government created monopolies such as book and drug patents are incentives for creative activity
· Natural monopolies- single firm can create output at lower cost than all other producers
· Firms may have economies of scale and have advantage over other firms when serving entire market
· Natural monopolies can evolve into competitive markets

· Monopoly vs Competition
· Perfectly competitive- horizontal market price (can sell as much or as little as it wants at this price); each firm has perfectly elastic demand (perfect substitutes of other firms)
· Monopolist’s demand curve is the market demand curve 
· Monopolist can choose to sell at any point on demand curve

· Monopoly’s revenue
· Average revenue always equals price of good
· Monopolist’s marginal revenue is always less than price of the good (to sell more, monopoly must lower price)
· Increasing amount of sales has 2 effects on revenue:
· Output effect- when more output is sold, Q is higher, tends to increase total revenue
· Price effect- when price falls, P is lower, tends to decrease total revenue

· No price effect for competitive firms at market price
· Marginal revenue negative when price effect is greater than output effect
· Profit maximizing quantity of output determined by intersect of marginal revenue and marginal cost
· Use intersect to find quantity, then demand curve to find price
· In monopolized markets, price exceeds marginal cost
· (P>MR=MC)
· When patents expire, markets become more competitive and returns to equilibrium price (marginal cost of drugs is constant)
· Monopolist does not lose all market power, because its brand name is well respected; can charge slightly above market price

· Welfare cost of Monopoly
· Owners make more producer surplus
· Socially efficient quantity is still where marginal cost and demand intersect
· Monopoly inefficient because some consumers value good more than cost of providing to them
· Inefficiency caused by monopoly’s high price (sells fewer units)

· Price discrimination- selling same good to different consumers for different prices (raises economic welfare and can eliminate deadweight loss in monopoly)
· Requires market power to do
· Price the good in different markets differently to capture all consumers and increase revenue (ex/ Australia $30 each, Canada $5 each)
· Price discrimination charges closer to consumer’s willingness to pay
· Arbitrage- buying at low price and selling in another market for higher
· Increase in total surplus from price discrimination goes to producers as profit

· Perfect price discrimination- monopolist knows exact willingness to pay of customers and charges them full price (all surplus goes to producer)

· 2 forms of imperfect price discrimination:
· Second-degree- different prices based on number of units bought
· 3rd degree- When market is segmented with different elasticities of demand; charging different age groups different prices (ex/ adults and children at movies)

· Examples of price discrimination:
· Airline prices- Business class and economy class 
· Discount coupons- poor people more willing to spend time clipping coupons and have a lower willingness to pay
· Financial aid- University can charge high prices and offer aid to less fortunate
· Quantity discounts- person’s willingness to pay declines as they buy more

Requirements for price discrimination
1. No arbitrage- cannot buy at low price and resell for higher
2. Market Power
3. Be able to separate consumers based on willingness to pay

· Public Policy towards monopolies
· Try to make monopolies more competitive
· Regulate behaviour of monopolists
· Turning private monopolies into public enterprises
· Doing nothing at all

· Competition law
· Government may prevent mergers that reduce competition and economic well-being
· Law governed by Commissioner of Competition of Competition Bureau, unit of Industry Canada
· May apply to Competition Tribunal for review which can prohibit action and/or request assets to be given up
· Synergies- greater efficiency as a result of mergers

Regulation
· When companies cannot charge any price
· Natural monopolies have declining average total cost, so can’t charge equal to where marginal cost equals price
· Will lead to exit of monopoly
· Problem with average cost pricing- will earn exactly 0 economic profit and has deadweight loss
· Average and marginal cost pricing gives monopolist no incentive to lower costs
· If prices are regulated and lowered whenever costs fall, monopolist will not benefit

· Public Ownership
· Government can run monopoly itself; known as crown corporations (ex/ Canada post, CBC, etc)
· If government does bad job, consumers are only losers

· Doing nothing
· Drawbacks to other policies

Chapter 17- Oligopoly
· Few sellers offer similar/identical product
· Game theory- study of how people behave in strategic situations (important when there are small numbers of firms)
· Duopoly- oligopoly with 2 members
· Collusion- agreement among firms about quantity produced and prices charged
· Cartel- group of firms acting in unison
· Nash equilibrium- situation in which economic actors each choose their best strategy given strategies others have chosen
· Firms in oligopoly produce quantity more than monopolists and less than perfect competitive markets when maximizing profit; price is less than monopoly but > competitive markets
· 2 decision making influences:
· Output effect- producing 1 more will raise profit when price is above marginal cost
· Price effect- raising production will lower price and lower profit from other units sold

· Output effect > price effect, owner will increase production
· Firms will increase production until 2 effects are balanced given the other firms’ decisions
· More sellers, price effect becomes less important
· Oligopoly turns into competitive market as more firms are involved; becomes closer and closer to efficient level
· Prisoners’ dilemma- game illustrating why cooperation is difficult to maintain even when mutually beneficial
· Dominant strategy- strategy that is best for a player regardless of strategies chosen by others
· In 2nd game of prisoner’s dilemma, players may reach more cooperative outcome
· Tit-for-tat – when you do whatever move the other player did last time

Restraint of Trade/ Competition Act
· Canadian judges have enforced restraints on companies reducing quantities, raising prices, and price fixing
Section 45 of the Canadian Competition Act (punishable of 5 years jail or $10 million fine or both)
· Cannot limit unduly facilities for transporting, producing, manufacturing, etc
· Cannot lessen manufacture of product to unreasonably enhance price
· Cannot lessen competition in production or in price
· Cannot injure competition unduly
Other criminal acts:
· Bid-rigging- when bidders secretly communicate their bids
· Price discrimination- different charges to firms that compete with one another
· Resale price maintenance- regulating resale price of products by a supplier of a retailer
· Predatory pricing- lowering your prices to purposely hurt competition

Controversies over Competition Policy
· Retail price maintenance- Deny that it is aimed at reducing competition
· Cartel of retailers sell less than competitive retailers
· [bookmark: _GoBack]Lesson: Business practices that appear to reduce competition may in fact have legitimate purposes (ex/ w/o retail price maintenance people can buy from a lower price off another store after viewing it elsewhere)

· Predatory pricing- must charge below cost and will lose significant amounts of money

· Tying (a.k.a bundling) – Banned under Competition Act (form of price discrimination); allows suppliers to make more profit
· Prevents other competing providers from entering market
· May reduce costs and generate more efficiency

Chapter 21- Consumer Choice Theory 
· Budget constraint- limit on bundles that consumer can afford
· Slope = price of x/ price of y
· Indifference curves- bundles of consumption that make consumer equally happy
· Marginal Rate of substitution (MRS) - rate at which consumer willing to substitute a good for another

Properties of Indifference curves:
1. Higher indifference curves preferred over lower ones
2. Indifference curves downward sloping- curves reflect rate at which consumer willing to substitute
3. Indifference curves do not cross- would contradict assumption that consumer always prefers more
4. Indifference curves bowed inward- people more willing to trade goods they have in abundance

Extreme examples of indifference curves
1. Perfect substitutes (ex/ nickels/dimes)-  marginal rate of substitution is constant; indifference curve is straight line
2. Perfect complements (ex/ left and right shoes)- right angle curves (5 right and 7 left is the same as 7 left and 5 right shoes)

Consumer’s optimal choices
· Optimum- point at which indifference curve and budget constraint touch; represents best combination of consumption of Pepsi and pizza available
· At optimum budget constraint is tangent to indifference curve (slopes equal)
Consumer chooses consumption of 2 goods so that marginal rate of substitution equals relative price
· Relative price- rate at which market will trade one good for the other
· Marginal rate of substitution- rate at which consumer will trade one good for the other

Effects of Changes in income
· Parallel shift of budget constraint because prices of goods are constant, so slope is constant
· Indifference curves can reflect normal and inferior goods depending on consumption after

Changes in price of goods
· Shifts budget constraint outwards (slope changes because prices change)

Income/substitution effects
· Income effect- change in consumption resulting from movement to higher indifference curve (greater purchasing power)
· Substitution effect- change in consumption resulting from being at a point on indifference curve with different marginal rate of substitution (change in relative price)

Demand curve is derived through indifference and budget constraint curves

Applications
Do all demand curves slope downward?
· Not always true
· Giffen good- term to describe a good that violates law of demand (an inferior good)
· When income effect > substitution effect quantity demanded may be higher than before

How do wages affect labour supply?
· Increase in wage can cause either increase or decrease in labour supplied
· Depends on substitution and income effects
· Substitution effect- wage rises, not working is now more costly and induces harder work (labour supply curves up)
· Income effect- Moves to higher indifference curve, wants more consumption and more leisure at same time, causes less work to be done, supply curve slopes backward (downwards)
· When income effect of higher wages > substitution effect, supply of labour is downward sloping

How Interest rates affect household saving?
· Higher interest rate can either result in more saving or less saving
· Substitution effect- increase in interest, consumption when old is less costly relative to consumption when young; consumes more when old (save more)
· Income effect- interest rate rises, moves to higher indifference curve, wants to enjoy higher consumption in both periods, less saving
· Substitution effect > income effect will result in more saving
· Income effect makes him save less

· Causes problems with changing tax policy because reducing tax rate on interest can either increase saving or decrease saving
· Theory of consumer choice is only a model

Chapter 10- Externalities
· Externality- when person engages in activity that influences well-being of bystander
· Market outcome extends beyond buyers/sellers to bystanders
· Examples:
· Exhaust from automobiles, dogs barking, beautiful houses, research into new technology, etc…
· Governments try to influence behaviour to protect bystanders

Negative externalities
· Social cost- private costs to firms plus costs to bystanders affected
· Social cost curve above supply curve (external cost + private cost)
· At market equilibrium, marginal consumer values good at less than social cost
· Reducing production/consumption below market equilibrium raises economic well-being
· Optimal quantity below market quantity
· Cost to society is area between social-cost curve and market quantity
· Producer surplus amount received by sellers less social-cost to society
· At social-cost curve and demand curve intersect; total surplus is maximized when there is an externality
· Internalizing the externality- incentives for buyers/sellers to take into account external effects of their actions
· Tax may be used to shift supply curve up to match social cost curve

Positive Externalities
· Social-value curve is above demand curve (private value) 
· Optimal quantity above private market quantity
· To move market equilibrium closer to social optimum for positive externalities requires subsidy

· Negative externality- markets produce higher quantity than desirable
· Positive externality- market produces less than desirable
· Tax goods with negative externality; subsidize those with positive externality

· Patents help firms internalize externality by giving incentive (property rights)

Public Policies for Externalities
· 2 government responses to externalities (command-and-control or market-based policies)

Command-and-control Policy- regulations
· Make certain actions required or forbidden
· Difficult because impossible to prohibit all pollution 

Market-Based Policy I: Taxes and Subsidies
· Internalize the externality by taxing or subsidizing
· Taxes used to deal with negative externalities called corrective taxes (or Pigovian taxes)
· Usually preferred over regulations (restrictions/requirements); lower cost to society
· Corrective tax allocates pollution to factories that face highest cost of reduction
· Tax vs. regulation- firms will want to avoid paying fees altogether, so they will try to pollute less
· Corrective taxes raise government revenue and enhance economic efficiency

· Gas tax is a corrective tax for 3 negative externalities: traffic congestion (decrease cars on road), accidents (makes people purchase better cars), pollution 

Market-based Policy II: Tradable Pollution Permits
· Firms will want to sell their quota of pollution (how much they can pollute)
· Firms with lowest cost of reducing pollution will sell permits
· Also internalizes the externality but money does not go to government

· For corrective taxes, supply curve for pollution perfectly elastic (firms can pollute as much as they want); position of demand curve determines quantity of pollution
· For pollution permits supply curve for pollution perfectly inelastic (quantity of pollution determined by permits); demand curve determines price of pollution

Objections to Economic Analysis of Pollution
· Pollution cannot be avoided completely
· Opportunity cost of pollution and producing must be evaluated
· Some argue you can’t put price on polluting 

Private Solution to Externalities
· “Wrong thing to do”
· Charities support positive externalities
· Internalizing externalities is one reason why some firms are involved in more than 1 business (ex/ beekeeper and apple grower)
· Contracts

· Coase Theorem- private economic actors can solve externalities on their own
· Whatever distribution of rights, parties can reach bargain where everyone is better off and outcome is efficient

Why do Private Solution not Always Work
· Bargaining does not always work in real life
· Transaction costs- costs parties incur while agreeing and following through on bargain
· Benefit may be less than cost, so problem will be left unsolved
· Trying to coordinate a large number of people is difficult (ex/ fishermen bargaining with water station)


