Chapter 1 – Ten Principles of Economics
· Economy:  "one who manages the household"
· Society faces many decisions; what jobs must be done? Who will do them? Who is going to prepare the food? Who will make the clothing
· Someone needs to manage the societies resources because they are scarce
· Scarcity: the limited nature of societies resources 
· This means that a society cannot have all the goods and services they want 
· Economics: is the study of how society manages the scarce resources
· Therefore economists study how people make decisions, how they interact with others, and they analyze forces and trends that affect the economy as a whole

How do people make decisions?
· An economy is just a group of people interacting with one another as they go about their lives 
· There are 4 principles of individual decision making 

Principle #1: People Face Tradeoffs
· To get one thing we like, we usually have to give up another
· Different societies have different tradeoffs 
· Tradeoffs modern society face:
· Clean environment vs. a high level of income
· Pollution regulations = cleaner environment, however there is a cost of purposefully reducing the incomes of owners, workers, and customers 
· Efficiency: society getting the most out of scarce resources, versus, equity: the benefits of those resources are being distributed fairly to the members of society 
· Achieving greater equity often mean reduced efficiency 
· When faced with tradeoffs, people are more likely to make better decisions when they fully understand the options presented to them 

Principle #2: The Cost of Something Is What You Give Up to Get It
· Making decisions requires comparing the costs and benefits of alternative courses of action 
· Opportunity cost: of an item is what you give up to get that item

Principle #3: Rational people think at the Margin 
· Rational people: systematically and purposefully do the best they can do to achieve their objectives, given the opportunities they have
· These people understand that decisions are not black and white, and that there are often shade of grey 
· Marginal changes: is a term used by economists to describe small incremental adjustments to an existing plan of action - "margin" means "edge"
· Adjustments around the edges of what you are doing
· Rational people make decisions by comparing marginal benefits and marginal costs
· Marginal benefit depends on how many units a person already has
· Water is essential but it is plentiful 

Principle #4 People Respond to Incentives
· Incentive: is something that induces a person to act
· Punishment or reward
· Incentives are crucial in the market - a goods price is effected by the behaviour of buyers and sellers in the market
· Policies change costs and benefits which in turn alter behaviour
· Three principles on how people interact with one another

Principle #5: Trade Can Make Everyone Better Off
· Trade allows each person to specialize in the activities he or she does best
· By trading with others, people can buy a greater variety of goods and services at a lower cost
· Partners in the world economy are also competitors 

Principle #6:Markets Are usually a Good Way to Organize Economic Activity 
· Market economy: an economy that allocates resources through the decentralized decisions of many firms and households as they interact in markets for goods and services
· Firms decide whom to hire and what to make 
· Households decide which firms to work for and what to buy with their incomes 
· Success of market economies is puzzling
· No one is looking out for the economic well-being of society as a whole
· Free markets contain many buyers and sellers of numerous goods and services, who are all interested in their own well-being
· In any market, buyers look at the price when determining how much to demand, and sellers look at the price when deciding how much to supply
· As a result of the decisions that buyers and sellers make, market prices reflect both the value of a good to society and the cost to society of making the good 
· Prices adjust to guide these individual buyers and sellers to reach outcomes that, in many cases, maximize the welfare of society as a whole
· Adam Smith 
· When to government prevents prices from adjusting naturally to supply and demand, it impedes the invisible hand's ability to coordinate the millions of households and firms that make up the economy 
· This explains why taxes adversely affect the allocation of resources 

Principle #7: Governments Can Sometimes Improve Market Outcomes 
· Needs of Government 
· The invisible hand can only do it's job if the government enforces the rules and maintains the institutions that are key to a market economy 
· I.e. property rights: the ability of an individual to own and exercise control over scarce resources
· There is a reliance on government-provided police services and courts to enforce our rights over the things we produce, and the ability to enforce our rights 
· To promote efficiency 
· The invisible hand usually lead the market to maximize the size of the economic pie, but not always
· Market failure: refers to a situation in which the market on its own fails to produce an efficient allocation of resources - 
· Causes of market failure:
· Externality: the impact of one person's actions on the well-being of a bystander (i.e. pollution)
· Market power: refers to the ability of a single person (or small group or people) to unduly influence market prices 
· To promote equity
· The invisible hand usually leaves sizeable disparities in the economic well-being
· The market economy rewards people if they are able to produce things that other people are willing to pay for 
· The invisible hand does not ensure that everyone has sufficient food, decent clothing, and adequate health care
· This call for government intervention 
· Three principles concerning the workings of the economy as a whole

Principle #8: A Country's Standard of Living Depends on Its Ability to Produce Goods and Services 
· Huge differences in living standards around the world 
· Large variation in avg. income is reflected in various measures of the quality of life
· Almost all variations in living standards is attributed to difference in countries' productivity; the quantity of goods and services produced from each hour of a worker's time
· The growth rate of a nation's productivity determines the growth rate of its average income
· Policymakers need to raise productivity by ensuring that workers are well educated, have the tools needed to produce goods and services, and have access to the best available technology

Principle #9: Prices Rise when the Government Prints Too Much Money
· Inflation: an increase in the overall level of prices in the economy 
· Almost always the cause of inflation is a growth in the quantity of money 

Principle #10: Society Faces a Short-Run Tradeoff between Inflation and Unemployment 
· Increasing the amount of money stimulates spending and therefore the demand for goods and services 
· This will cause firms to raise their prices, while also increasing their quantity of goods and services, and the amount of workers they hire
· Lower unemployment 
· This results in a short-run tradeoff between inflation and unemployment 
· Business cycle: fluctuations in economic activity such as employment and production
· Policymakers can exploit this short-run tradeoff using various policy instruments 
· By changing how much the government spends, taxes, and prints, policymakers can influence inflation and unemployment

Chapter 2 – Thinking Like an Economist 
· Supply, demand, elasticity, comparative advantage, consumer surplus, deadweight loss - economist language

The Economist as Scientist 
· The scientific method: the dispassionate development and testing of theories about how the world works - applicable to economics 

The Scientific Method: Observation, Theory, and More Observation 
· This method also applies to economics 
· An economist might observe a rapid increase in prices and will develop the theory of inflation
· The theory may imply that high inflation arises when the government prints too much money 
· Then, the economist would test this theory by collecting and analyzing data from different countries 
· However economists are unlike scientists by the fact that they can't do experiments and they don't have laboratories 
· Instead they use natural experiments offered by history 

The Role of Assumption
· Assumptions are usually unrealistic
· Assumptions simplify the complex world and make it easier to understand 
· I.e. to study international trade, we may assume that the world consists of only two countries that produce only two goods
· This allows us to focus our thinking
· Economists uses different assumptions when studying the short-run and long-run affects of a change in the quantity of money

Economic Models
· Use models of the economy to study the economy as a whole
· Composed of diagrams and equations
· Economic models omit many details to allow us to see what is most important
· All models are built with assumptions

The Production Possibilities Frontier 
· A graph that shows the combinations of output that the economy can possibly produce given the available factors of production and the available production technology
· Shows all the combinations that an economy can produce
· Points outside the curve are unattainable because we have scarce resources 
· Points on curve, are efficient (the economy is getting all it can from the scarce resources it has available) 
· Points within the curve represent inefficiency 
· The economy is producing less than it can with the resources available 
· Could be from widespread unemployment 
· If the source of this inefficiency is eliminated the economy can produce more of "both" goods
· Once efficient points are met, the only way you can produce more of one good is by producing less of the other - tradeoff
· The cost of product you give up to get the other is the opportunity cost
· When the economy is using most of its resources to make computers, the resources best suited for car production are being used in the computer industry 
· In this case, the opportunity cost of a car in terms of computers is very small

Microeconomics and Macroeconomics
· Economics can be studied on many different levels 
· The decisions of individual households and firms
· Interaction of households and firms in markets for specific goods and services
· The operation of the economy as a whole
· Microeconomics is the study of how households and firms make decisions and how they interact in specific markets
· Macroeconomics is the study of economy-wide phenomena 
· Both are closely intertwined 

The Economist As Policy Advisor
· Economists are scientists when they are trying to explain the world
· Economists are policy advisors when they are trying to help improve the world 

Positive versus Normative Analysis 
· Positive statements: claims that attempt to describe the world as it is - how the world is
· You can understand it by analyzing data
· Normative statements: claims that attempt to prescribe how the world should be - how the world ought to be
· Cannot be judged using data alone, also involves our views on ethics, religion, and political philosophy 
· Normative conclusions cannot come from positive analysis alone, they involve value judgement as well 

Economics in Ottawa
· Economists are aware that tradeoffs are involved in most policy decisions
· A policy might increase efficiency at the cost of equity
· It may help future generations but hurt the present ones 

Why Economists' Advice Is Not Always Followed 
· Figuring out the right policy 
· Communication advisors will then assess how best to explain the proposed policy to the public
· Press advisors will anticipate how the news media will report on the proposal, etc. 
· Economists offer crucial input into the policy process, but there are many other considerations to be made

Why Economists Disagree 
· Economists often give conflicting advice to policymakers because... 
· Economists may disagree about the validity of alternative positive theories about how the world works
· Economists may have different values and, therefore, different normative views about what a policy should try to accomplish
· Know demand curve, what negatively impacts them 

Differences in Scientific Judgement 
· Economists often disagree because they have different hunches about the validity of alternative theories or about the size of important parameters that measure how economic variables are related

Differences in Values 
· Policies cannot be judged on scientific grounds alone
· Economists give conflicting advice sometimes because they have different values 

Perception versus Reality 
· Disagreement amongst economists is inevitable 
· Realities of the political process stand as immovable obstacles 
· Also, economists have not yet convinced the general public that certain policies are undesirable 

Graphing
· Serves two purposes:
· To visually express ideas with the intention of making them clearer 
· To see how variables are related in the world 
· Single variable graphs:
· Shows how a variable changes over time or across individuals
· I.e. pie chart, bar graph, time-series graph, etc. 
· Two variable graphs:
· Economists are often concerned with the relationship between variables
· I.e. coordinate system
· Positive correlation: when both variables move in the same direction 
· I.e. study time vs. grade point average
· Negative correlation: when two variables move in opposite directions
· I.e. party time vs. grade point average 
· Demand curve: traces the effect of a good's price on the quantity of the good consumers want to buy    

Chapter 3 – Interdependence and Gains from Trade

Production possibilities 
· The farmer, the rancher and their meat and potatoes 
· Their PPFs show a tradeoff between producing meat or potatoes 
· If the farmer or rancher decides to be self-sufficient they each would consume exactly what they produce 
· Here the PPF also becomes the consumption possibilities frontier 

Specialization and Trade
· Trade allows for each to specialize in doing what it does best
· As a result, of this specialization and trade, each entity can consume more of each product                                                                           

Comparative Advantage: The Driving Force of Specialization
· Comparative advantage principle: who can produce the good/service at a lower cost 

Absolute Advantage 
· Absolute advantage: the comparison among producers of a good according to their productivity
· The producer that requires a a smaller quantity of inputs to produce a good is said to have an absolute advantage (time can be an input)

Opportunity Cost and Comparative
· Another way to look at the cost of producing a good/service is by comparing the opportunity cost 
· The input you use on one product takes away from the input you could put into another 
· The opportunity cost measures the tradeoff between the two goods that each producer faces 
· Comparative advantage: to describe the opportunity cost of  two products 
· The producer that gives up less of his/her input has a comparative advantage in producing the good 

The Price of Trade
· For both parties to gain from trade, the price at which they trade must lie between the two opportunity costs (not exactly) 
· Both parties cannot be buyers/sellers of the same product 
· Each party can buy a good at a price that is lower that his or her opportunity cost 

Applications of Comparative Advantage 
· If you can produce a good with a lower input of time, you have an absolute advantage in producing that good 
· Goods and services produced abroad and sold domestically are imports 
· Goods and services produced domestically and sold abroad are exports
· Canada has a clear comparative advantage in the provision of nature resources 
· The principle of comparative advantage states that each good should be produced by the country that has the smaller opportunity cost of producing that good 
· International trade can make some individuals worse off, even as it makes the country as a whole better off 

Chapter 4 – The Market Forces of Supply and Demand 

Markets and Competition 
What is a Market? 
· A market is a group of buyers and sellers of a particular good or service 
· Markets can take many forms
· Highly organized
· Not organized - (more common) 

What is competition?
· Competitive market: a market in which there are many buyers and many sellers so that each has a negligible impact on the market place
· Describe a market where there are many buyers and sellers - each has a negligible role in the market place 
· No single buyer of ice cream can influence the price of ice cream, since the buyer only purchases a small amount
· To reach the highest form of competition, a market must have two characteristics:
· The goods offered for sale are all exactly the same
· The buyers and sellers are so numerous that no single buyer or seller has any influence 
· Some markets have only one seller, and this seller sets the price; a monopoly 

The Demand Curve: The Relationship between Price and Quantity Demanded 
· Quantity demanded: is the amount of a good that buyers are willing and able to purchase
· The price of a good plays the central role as the determinant for quantity demanded
· Because the quantity demanded falls as the price rises and vice versa, the quantity demanded is negatively related to the price
· This relationship is so common for goods in the economy that economists call it the law of demand
· Law of demand: the claim that, other things equal, the quantity demanded of a good falls when the price of the good rises 
· Demand schedule: a table that shows the relationship between the price of a good and the quantity demanded
· Demand curve: is a graph that shows the relationship between the price of a good and the quantity demanded

Market Demand versus Individual Demand
· Market demand: is the sum of all the individual demands for a particular good or service 

Shifts in the Demand Curve 
· The demand curve shows how much of a good people buy at any given price
· This keeps other factors at a constant 
· Shifts to the demand curve to the right is called an increase in demand
· Shifts to the demand curve to the left is called a decrease in demand
· Variables that can shift the demand curve:
· Income:
· Lower income means you have less to spend in total, and therefore, your demand decreases
· Normal good: an increase in income leads to an increase in demand and vice versa 
· Inferior good: an increase in income leads to a decrease in demand and vice versa
· Prices of related goods:
· If the price of a good goes down, you will buy more of that good
· This will also cause you to buy less of another good; its substitute
· Two goods for which an increase in the price of one leads to an increase in the demand for the other
· The fall in one good's price leads to the fall in demand of the other
· If the price of a good goes down, you will buy more of that good
· This may also cause you to buy more of another good that is used together; complements
· Two goods for which an increase in the price of one leads to a decrease in the demand for the other 
· Tastes:
· Ones demand is based on their taste
· Hard to explain but can observe
· Expectations:
· Expectations on the future will change what you demand for
· Number of Buyers:
· The more buyers, the quantity demanded in the market would be higher at every price
· Summary: 
· Demand curve shifts when there is a change in a relevant variable that is not measured on either axis

Supply
The Supply Curve: The Relationship between Price and Quantity Supplied
· Quantity supplied: is the amount of a good that sellers are willing and able to sell 
· Determinants of quantity supplied:
· Price:
· A high price of a good means it is profitable. Therefore, the quantity supplied is large
· A low price, less profitable. Therefore, less of the good is produced
· Positively related
· Law of supply: the claim that, other things equal, the quantity supplied of a good rises when the price of the good rises
· Supply schedule: a table that shows the relationship between the price of a good and the quantity supplied 
· Supply curve: a graph of the relationship between the price of a good and the quantity supplied

Market Supply versus Individual Supply
· Market supply is the sum of the supplies of all sellers
· Market supply curve shows how the total quantity supplied varies as the price of the good varies, holding constant all of the other factors beyond price that influence producers' decisions about how much to sell 

Shifts in the Supply Curve
· The curve shifts right when there is an increase in supply
· The curve shifts left when there is a decrease in supply
· Variables that shift a supply curve
· Input Price:
· When the price of one input rises, producing the good becomes less profitable causing sellers to supply less
· Supply of a good is negatively related to the price of its inputs
· Technology:
· New technology may reduce the need for labour, raising the supply
· Expectations: 
· Based on expectations for the future, a seller may decide to supply less
· Number of Sellers:
· ....
· Summary:
· A curve shifts only when there is a change in a variable that is not named by one of the axis 

Supply and Demand Together
Equilibrium
· Equilibrium: a situation in which the price has reached the level where quantity supplied equals quantity demanded
· When supply and demand curves intersect
· The price at the intersection is called equilibrium price
· And the quantity is called equilibrium quantity 
· Is also called market-clearing price because everyone in the market has been satisfied 
· Buyers can buy all they want to buy and sellers can sell all that they want to sell 
· Surplus: a situation in which quantity supplied is greater than quantity demanded
· Shortage: a situation in which quantity demanded is greater than quantity supplied
· Law of supply and demand: the claim that the price of any good adjusts to bring the quantity supplied and the quantity demanded for that good into balance  

Chapter 5 – Elasticity and Application 
· Elasticity: is a measure of how much buyers and sellers respond to changes in market conditions

The Price Elasticity of Demand and Its Determinants 
· Price elasticity of demand: measures how much the quantity demanded responds to a change in price
· For a good to be elastic the quantity demanded responds substantially to changes in the price 
· For a good to be inelastic the quantity demanded responds only slightly to changes in the price

Availability of Close Substitutes 
· Goods with close substitutes have more elastic demand because it is easier for consumers to switch products 
· Necessities tend to have inelastic demands 
· When the price for a necessity increases, the consumption will not change drastically
· Whereas luxuries have elastic demands
· Consumers will choose not to buy luxuries if their price has increased
· This is also dependant on the preference of the buyer 

Definition of the Market
· The elasticity of demand in any market depends on how the boundaries are drawn 
· Narrowly defined markets (i.e. food) tend to have a more elastic demand than broadly defined market (i.e. ice cream) because it is easier to find substitutes 

Time Horizon 
· Goods tend to have more elastic demand over longer time horizons
· People find substitutes throughout time

Computing the Price Elasticity of Demand
· Price elasticity of demand = percentage change in quantity demanded/ percentage change in price 
· If the elasticity equals 2, the change in the quantity demanded is proportionately twice as large as the change in price

The Midpoint Method: a better Way to Calculate Percentage Changes and Elasticity’s  
· The midpoint method computes a percentage change by dividing the change by the midpoint (or average) of the initial and final levels 

The Variety of Demand Curve
· Demand is elastic when the elasticity is greater than 1
· Quantity moves proportionately more than the price
· Demand is inelastic when the elasticity is less than 1
· Quantity moves proportionately les than the price
· Demand is unit elasticity when the elasticity is equal to 1
· Quantity moves the same amount proportionately as the price 
· In the extreme case of zero elasticity, demand is perfectly inelastic 
· Regardless of the price, demand stay the same, therefor the demand curve is vertical 
· At the opposite extreme, demand is perfectly elastic
· Over small changes in the price lead to huge changes in the quantity demanded, therefore the demand curve is horizontal 

Total Revenue and the Price Elasticity of Demand
· Total revenue: is the amount paid by buyers and received by sellers of the good
· In any market, total revenue = the price of the good (P) X the quantity of the good sold (Q)
· If demand is inelastic, an increase in price causes an increase in total revenue 
· If demand is elastic an increase in the price causes a decrease in total revenue 
· General rules: 
· When demand is inelastic (price elasticity less than 1) price and total revenue move in the same direction 
· When demand is elastic (price elasticity greater than 1) price and total revenue move in opposite directions
· If demand is unit elastic (price elasticity equal to 1) total revenue remains constant when the price changes 

Elasticity and Total Revenue along a Linear Demand Curve 
· A linear demand curve:
· Constant because each $1 increase in price causes the same two-unit decrease in the quantity demanded 
· The elasticity is not constant because it is the ratio of percentage changes in the two variables 
· At points with a low price and high quantity, the demand curve is inelastic 
· At points with a high price and low quantity, the demand curve is elastic
· The linear demand curve illustrates that the price elasticity of demand need not be the same at all points 

Other Demand Elasticities 
· The Incomes Elasticity of Demand 
· The incomes elasticity of demand measures how the quantity demanded changes as consumer income changes 
· Incomes elasticity of demand = percentage change in quantity demanded/percentage change in income 
· Most good are normal goods
· Higher income raises quantity demanded 
· Normal goods have positive income elasticities 
· Inferior goods
· Higher income lowers the quantity demanded
· Inferior goods have negative incoming elasticities 
· The Cross-Price Elasticity of Demand
· The cross-price elasticity of demand measures how the quantity demanded of one good changes as the price of another good changes 
· Cross-price elasticity of demand = percentage change in quantity demanded of good 1/percentage change in price of good 2 
· Whether the cross-price elasticity is a positive or negative depends on whether the two goods are substitutes or compliments
· Substitutes: positive
· Complementary: negative 

The Elasticity of Supply 
The Price Elasticity of Supply and Its Determinants
· The law of supply states that higher prices raise the quantity supplied
· The price elasticity of supply measures how much the quantity supplied responds to changes in the price
· Elastic the quantity supplied responds substantially to changes in the price
· Inelastic if the quantity supplied responds only slightly to changes in the price 
· The price elasticity of supply depends on the flexibility of sellers
· A key determinant is time

The Variety of Supply Curves 
· Perfectly inelastic: 
· Vertical
· Quantity supplied is the same regardless of the price 
· Perfectly elastic: 
· Horizontal 
· Very small changes in the price lead to very large changes in the quantity supplied 
· Typically for factories with a limited capacity for production...
· For low levels of quantity supplied, the elasticity of supply is high
· Meaning, firms respond substantially to changes in price 
· As quantity supplied rises, firms begin to reach capacity
· Once capacity is fully used, further production requires the construction of new plants
· To afford this extra expense, the price must rise substantially, so supply becomes elastic

Chapter 6 – Supply, Demand, and Government Policies \
Controls on Prices
· Groups of buyers and sellers will lobby the government to pass laws that alter the market outcome by directly controlling the price of an ice cream cone
· Buyers always want lower prices 
· Sellers always want higher prices 
· Therefore, their interests are conflicting
· The government can either impose
· A legislated maximum called a price ceiling 
· A legislated minimum called a price floor

How price Ceilings Affect Market Outcomes 
· Two outcomes are possible
· The equilibrium price of the good is below the ceiling 
· The price ceiling is not binding 
· Market forces naturally move the the economy to equilibrium, and the price ceiling has not effect on supply/demand 
· The equilibrium price is above the ceiling price
· The ceiling is a binding constraint 
· Once the market price the ceiling price it can no longer increase to naturally go to its equilibrium 
· So now the market price will = the price ceiling 
· This will cause the demand to exceed the supply, resulting in a shortage 
· Rationing will naturally develop - this is not desired - inefficient and potentially unfair
· I.e. long lines, first come first serve, sellers biases 
· Therefore, not all buyers benefit from this policy 
· When the government imposes a binding price ceiling on a competitive market, a shortage of the good arises, and sellers must ration the scarce goods among the large number of potential buyers
· Free markets ration goods with prices 

How Price Floors Affect Market Outcomes
· Two outcomes are possible
· The equilibrium is above the floor
· The price floor is not binding
· Market force move the economy to equilibrium and the price floor has no effect
· The equilibrium price is below the floor
· The price floor is a binding constraint on the market 
· The market force tries to move the economy to equilibrium, but the floor prevents it
· Therefore, the market price will = the price floor
· The quantity supplied will exceed the quantity demanded
· A binding price floor causes a surplus
· This will also naturally lead to undesirable rationing mechanisms 

Evaluating Price Controls
· Prices have the crucial job of balancing supply and demand and, thereby, coordinating economic activity 
· The market's outcomes are usually unfair
· Price controls by policymakers are often aimed at helping the poor 
· However, helping those in need can be done in ways other than controlling prices
· Rent or wage subsidies 
· This costs the government money, therefore requiring higher taxes 

Taxes
· All governments use tax to raise revenue for public projects 
· If the government decides to tax a good the buyers will want sellers to pay the tax and sellers want buyers to pay the tax
· The government may decide to divide the tax 
· Tax incidence: the manner in which the burden of tax is shared among participants in a market 

How Taxes on Buyers Affect Market Outcomes
· 3 steps for analyzing supply and demand (Ch.4) 
· Step One: whether law affects the supply curve or demand curve 
· The immediate impact is on the demand - sellers incentive to sell isn't affected 
· But because they have to pay a tax to the government the demand shifts 
· Step Two: which way the curve shifts
· Buyers will demand a smaller quantity are every price - shift left (or downward) 
· Buyers will look at their costs including the tax, so they demand as if the market price is higher 
· Therefore, the market price must be lower 
· Step Three: examine how the shift effects the equilibrium 
· Sellers will sell less and buyers will buy less
· Equilibrium price and quantity both drop
· The tax reduces the size of the ice-cream market
· Implications:
· Taxes discourage market activity 
· Buyers and sellers share the burden of taxes
· Buyers pay more for the good, and sellers receive less money

How Taxes on Sellers Affect Market Outcomes
· 3 steps
· Step One:
· Immediate impact is on the sellers, because the tax won't effect the demand
· But it makes selling ice cream less profitable at any given price
· Step Two:
· The tax raises the cost of producing and selling the good, reducing the quantity supplied 
· To induce sellers to supply at any given quantity, the market price will increase
· Step Three:
· Equilibrium price increase and the quantity falls
· Tax reduces the size of the market 
· Implications:
· Taxes on buyers and taxes on sellers are equivalent
· The only difference between taxes on buyers and sellers is who sends the money to the government 

Chapter 7 – Consumers, Producers, and the Efficiency of Markets
· Welfare economics: the study if how the allocation of resources affects economic well-being 

Consumer Surplus 
· Benefits buyers receive by participating in a market 

Willingness to Pay 
· Everyone has limit to the amount that each is willing to pay for a product 
· This buyers maximum is called willingness to pay
· This measures how much the buyer values that good 
· Consumer surplus: a buyer's willingness to pay minus the amount the buyer actually pays for it

Using the Demand Curve to Measure Consumer Surplus 
· Consumer surplus is closely related to the demand curve for a product 
· At any quantity, the price given by the demand curve shows the willingness to pay for the marginal buyer 
· The buyer who would leave the market first if the market was any higher 
· The area below the demand curve and above the price measures the consumer surplus in a market 
· Because the height of the demand curve measures the value buyers place on the good (as measured by their willingness to pay for it)

How a Lower Price Raises Consumer Surplus 
· Buyers always want to pay less for the goods they buy
· Buyer that have a higher willingness to pay are better off, and new buyers will enter the market because the market price is now within their willingness to pay

What Does Consumer Surplus Measure
· The goal in developing the concept of consumer surplus is to make normative judgments about the desirability of market outcomes 
· It measures the benefit that buyers receive from a good as the buyers themselves perceive it 
· Therefore, consumer surplus is a good measure of economic well-being if policymakers want to respect the preferences of buyers
· In most markets, consumer surplus does reflect economic well-being

Producer Surplus
Cost and the Willingness to Sell
· Cost: the value of everything a seller must give up to produce a good
· Cost should be interpreted as the sellers opportunity cost
· Includes out of pocket expenses as well as the value that the painters place on their own time
· A sellers price will drop as they compete
· Producer surplus: is the amount a seller is paid for a good minus the seller's cost 
· Measures the benefit to sellers of participating in a market 

Using the Supply Curve to Measure Producer Surplus 
· Producer surplus is closely related to supply curve 
· The height of the supply curve is related to the sellers costs
· At any quantity, the price given by the supply curve hows the cost of the marginal seller, the seller who would leave the market first is the price was any lower
· The area below the price and above the supply curve measures the producer surplus in a market

How a Higher Price Raises Producer Surplus
· Producers always want to receive a higher price for the good they are selling
· How much does a producers well-being rise in response to the price
· Producer surplus is the area below the price and above the supply curve
· When the price increases:
· Existing producers are better off because they are getting more for what they were already selling
· New sellers enter the market because they are now willing to produce the good at the higher price

Market Efficiency
· Consumer and producer surplus are basic tools to study their welfare
· Is the allocation of resources determined by free markets in any way desirable?

The Benevolente Social Planner
· The benevolente social planner is an all-knowing, all-powerful, well-intentioned dictator
· Wants to maximize the economic well-being of everyone in society
· Should he leave the buyers and sellers at equilibrium?
· Or can he boost economic well-being by altering the market outcome?
· How do you measure economic well-being
· total surplus: the sum of producer and consumer surplus
· The total benefit between producer and seller
· Total surplus = value to buyers – cost to sellers
· The total value to buyers of the goods, as measured by their willingness to pay, minus the total cost to sellers of providing those goods
· If an allocation maximizes total surplus, the allocation is exhibiting efficiency
· If the allocation is not efficient then some gains from trade are not being realized
· Is the distribution of well-being (gains from trade) among various buyers and sellers fair - equity

Evaluating the Market Equilibrium
· Free markets allocate the supply of goods to the buyers who value them most highly, as measured by their willingness to pay
· Free markets allocate the demand for goods to the sellers who can produce them at the lowest cost
· The social planner cannot increase economic well-being by changing allocation of consumption and production
· Free markets produce the quantity of goods that maximize the sum of consumer and producer surplus
· The social planner cannot increase economic well-being by changing the quantity of the good
· Therefore, the market outcome makes the sum of consumer and producer surplus as large as it can be – the equilibrium outcome is an efficient allocation of resources
· Social planner does not need to intervene

Conclusion: Market Efficiency and Market Failure
· While each buyer and seller is only concerned about their own well-being, they together led by an invisible hand to an equilibrium that maximizes the total benefits to buyers and sellers

Chapter 8 – Application: The Costs of Taxation
· Some level of taxation is always necessary
· Both buyers and sellers are worse of when a good is taxed
· Raises the price buyers pay and lowers the price sellers receive

The Deadweight Loss of Taxation
· Buyers and sellers share the burden of tax on a good
· Because of tax, the quantity sold falls below the level that would be sold without a tax - the entire market falls

How a Tax Affect Market Participants
· The government total tax revenue can be used to provide services or help the needy
· Therefore, to measure how taxes affect economic well-being, we use tax revenue to measure the government’s benefit from the tax

Welfare Without a Tax
· Price and quantity are found at the intersection of supply and demand
· no tax = 0 tax revenue

Welfare With a Tax
· Price paid by buyers rises
· Price received by sellers falls
· Quantity sold falls
· Tax revenue increases

Changes in Welfare
· Tax causes consumer and producer surplus to fall by the area
· Therefore, making them both worse off
· Change in total welfare includes
· The change in consumer surplus (negative)
· The change in producer surplus (negative) change in tax revenue (positive)
· When we add these three values together total surplus in the market falls
· Therefore, the losses to buyers and sellers from taxation exceed the revenue raised by the government
· Deadweight loss: the fall in total surplus that results from a market distortion, such as a tax
· Taxes impose deadweight losses because taxes distort incentives, causing the markets to allocate resources inefficiently

Deadweight Losses and the Gains from Trade 
· Why do taxes result in deadweight losses:
· Because they prevent buyers and sellers from realizing some of the gains from trade 

The Determinants of the Deadweight Loss
· The price elasticities of supply and demand, which measures how much the quantity supplied and quantity demanded

Chapter 10 – Externalities 
· Externality: arises when a person engages in an activity that influences the well-being of a bystander but neither pays nor receives any compensation for that effect 
· Negative: if it has an adverse effect
· Positive:  if it is beneficial 

Externalities and Market Inefficiency 
· Why externalities cause markets to allocate resources inefficiently 

Welfare Economics: A Recap
· Supply and demand curves contain important information about costs and benefits 
· The height of the demand curve, at any quantity, tells us the willingness to pay of the marginal buyer 
· The height of the supply curve, at any quantity, tells us the cost to the marginal seller 
· The equilibrium is efficient, in the sense that it maximizes the sum of the producer and consumer surplus
· Meaning, the market allocates resources in a way that maximizes the total value to the consumers who buy and use the product minus the total costs to the producers who make and sell the product 

Negative Externalities 
· A negative externality creates a cost to society that is larger than the cost to the aluminum producers
· For each unit of product made, the social cost includes the private costs to producers as well as the negative effects to bystanders 
· Difference between the supply curve and the social-cost curve is the external costs imposed on society by production 
· Where the social-cost curve intersects with the demand curve determines the optimal amount of aluminum from the standpoint of society as a whole 
· Below this, the value of the product to consumers, exceeds the social cost of producing it 
· Internalizing the externality: alter incentives so that people take account of the external effects of their actions 
· This tax gives buyers and sellers in the market an incentive to take into account the external effect of their actions 

Positive Externalities 
· Because the social value is greater than the private value, the social-value curve lies above the demand curve 
· Optimal quantity is found where the social-value curve and the supply curve intersect 
· Meaning, the socially optimal quantity is greater than the quantity determined by the private market 
· Positive externalities require a subsidy 
· i.e. education is heavily subsidized through public schools and government scholarships 
[Summary: Negative externalities lead markets to produce a larger quantity than is socially desirable. Positive externalities lead markets to produce a smaller quantity than is 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.]

Public Policies Towards Externalities 
· Government solutions to externalities 
· Command-and-control policies
· Regulate behavior directly
· Market-based policies  
· Provide incentives so private decision makers solve problems on their own 

Command-and-Control Policies: Regulation
· Making certain behaviors required or forbidden 
· When the external costs to society far exceed the benefits of the individual

Market-Based Policy I: Corrective Taxes and Subsidies 
· Aligns private incentives with social efficiency 
· Taxes enacted to deal with negative externalities are called corrective taxes (pigovian taxes)
· An ideal corrective tax would equal the external cost from an activity with negative externalities, and an ideal corrective subsidy would equal the external benefit from an activity with positive externalities 
· Corrective taxes are preferred over regulations to deal with pollution because taxes reduce pollution at a lower cost to society 
· A regulation would just dictate the level of pollution

Market-Based Policy 2: Tradeoff Pollution Permits
· Allowing the trading of pollution permits (known as cap and trade
· Allowing the deal is good policy, economic efficiency 
· Makes both owners better off because they are voluntarily agreeing to it 
· The deal does not have any external effects because the total amount of pollution is the same 
· Firms that can reduce pollution easiest would be willing to sell whatever permits they get
· Firms than can reduce pollution at only a high cost would be willing to buy whatever permits they need 
· In both corrective taxes and pollution permits, the firms pay for their pollution 
· Corrective taxes: polluting firms must pay a tax to the government
· Pollution permits: polluting firms must pay to buy the permit

Objections to the Economic Analysis of Pollution 
· Not right to allow someone to pollute for a fee
· Clean air is a fundamental human right and shouldn’t be debased by considering them in economic terms

The Coase Theorem 
· Coase theorem: the proposition that is private parties can bargain without cost over the allocation of resources, they can solve the problem of externalities on their own 
· [The Coase theorem says that private economic actors can potentially solve the problem of externalities among themselves. Whatever the initial distribution of rights, the interested parties can reach a bargain in which everyone is better off and the outcome is efficient]
· Transaction costs: the costs that parties incur in the process of agreeing to and following through on an bargain 
Chapter 13 – The Costs of Production

What Are Costs
Total Revenue, Total Cost, and Profit
· What is the firm’s objective?
· Most likely; to make money
· Total revenue: is the amount a firm receives for the sale of its output 
· Total cost: the amount that the firm pays to buy inputs
· Profit: a firm’s total revenue minus the total cost 
· A firms objective is to make the profit as large as possible
· Total revenue is measured by the amount sold times the value of each 

Costs as Opportunity Costs
· Cost is what you give up to get
· When looking at a firm’s cost, it includes all the opportunity costs of making its output of goods and services 
· Explicit costs: input costs that require an outlay of money by the firm 
· Cost of material, wages paid to workers are all opportunity costs
· Implicit costs: input costs that do not require an outlay of money by the firm 
· Money that someone gives up that is unrelated 
· “Imagine that Helen is skilled with computers and could earn $100 per hour working as a programmer. Therefore, Helen gives up $100 in income for every hour she works in her firm.” 
· Accountants only look at explicit costs when measuring a firm’s costs while economists look at both 

The Costs of Capital as an Opportunity Cost
· An important implicit cost for every business is the opportunity cost of the financial capital that has been invested in the business 
· Using $300,000 from savings for startup 
· If this money was in a savings account with a 5% annual interest rate you would earn $15,000 
· Therefore, there is an implicit cost of $15,000 every year of business 
· If the money war borrowed from the bank as a loan and the firm has to pay interest, this is an explicit cost

Economic Profit versus Accounting Profit
· Economic profit: measured by economists, is the total revenue minus the total cost (including both explicit and implicit costs)
· Accounting profit: total revenue minus total explicit cost
· When a firm is making economic losses (negative economic profit) the business is failing to make enough to cover all the costs of production
· Unless conditions change, the business will eventually close down 

Production and Costs
· Simplifying assumption: the size of the factory is fixed, and the output changes if you change the number of workers 
· Realistic for the short run but not for the long run 
· Number of factories won’t change overnight but it might over time 

The Production Function
· The production function: the relationship between quantity of inputs (workers) used to make a good and the quantity of output (cookies) of that good
· Number of workers on the horizontal axis, and the number of cookies if on the vertical axis 
· Rational people think at the margin
· Dependent on how many workers a firm decides to hire 
· Total-Cost Curve: shows the relationship between the quantity of output produced (horizontal axis) and total cost of production (vertical axis) 
· Marginal product: of any input in the production process is the increase in the quantity of output obtained from one additional unit of that input, holding all other inputs constant
· The amount that cookie production increases by when number of worker increase from one to two 
· Diminishing marginal product: is the property whereby the marginal product declines as the number of workers increases 
· This is because as the number of workers increase the have to share equipment and work in crowded conditions 

The Various Measures of Cost

Fixed and Variable Costs 
· Fixed costs: costs that do not vary with the quantity of output produced 
· Even if nothing is produced 
· Variable Costs: costs that do vary with the quantity of output produced 
· Changes as the firm alters the quantity of output produced 
· 0 when nothing is produced 
· A firm’s total cost is the sum of fixed and variable costs 

Average and Marginal Costs
· Average total cost: total cost divided by the quantity of output
· Average fixed cost: fixed costs divided by the quantity of output
· Average variable cast: variable costs divided by the quantity of output
· Marginal cost: the increase in total cost that arises from an extra unit of production 
· Cost Curves and Their Shape 
· Efficient scale: the quantity of output that minimizes average total cost 

Typical Cost Curves
· Diminishing marginal product = rising marginal cost at all levels of output
· It gets more complicated
· Depending on 	production process, the second and third workers might have higher marginal product than the first
· These firms experience increasing marginal product before diminishing marginal product sets in 
· Marginal cost curve falls before it beings to rise
· Creates a U shape
· 3 important properties 
· Marginal cost eventually rises with the quantity of output
· The average-total-cost curve is U-shaped 
· The marginal-cost curve crosses the average-total-cost curve at the minimum of average total cost

Costs In The Short Run And In The Long Run 

The Relationship between Short-Run and Long-Run Average Total Cost 
· Many decisions are fixed in the short-run, but a variable in the long-run 
· Therefore, the cost curves differ from each other 
· Firms have greater flexibility in the long-run 
· The firm chooses which short-run curve it wants to use, depending on the firm

· Economies and Diseconomies of Scale
· Economies of scale: the property whereby long-run average total cost falls as the quantity of output increases
· Diseconomies of scale: the property whereby long-run average total cost rises as the quantity of output increases
· Constant returns to scale: the property whereby long-run average total cost stays the same as the quantity of output changes
· Causes of economies of scale
· Higher production levels allow specialization among workers
· Allowing each worker to become better at his or her assigned task 
· Causes of diseconomies of scale
· Coordination problems that are inherent in an y large organization
· Explains why long-run average-total-cost curves are often U-shaped
· At low levels of production, the firm benefits from increased size because it can take advantage of greater specialization
· Coordination problems are not yet present 
· At high levels of production, the benefits of specialization have been realized 
· Coordination problems become severe as the firm grows 


Chapter 14 – Firms In Competitive Markets

What Is A Competitive Market 
The Meaning of Competition 
· Competitive market: a market in which there are many buyers and many sellers so that each has a negligible impact on the market price 
· A competitive market (aka a perfectly competitive market) has three characteristics:
· There are many sellers and many buyers in the market 
· The goods offered by the various sellers are largely the same 
· The actions of any single buyer or seller in the market have a negligible impact on the market price 
· Buyers and sellers must accept the price the market determines, and are therefore price takers
· Firms can freely enter or exit the market 
· This condition is not necessary for firms to be price takers 

The Revenue of a Competitive Firm 
· A competitive firm tries to maximize profit (total revenue – total cost)
· Because competitive firms are price takers the price of their product does not depend on the quantity of output produced and sold 
· Therefore, total revenue is propositional to the amount of output 
· Consider
· How much revenue does the farm receive for the typical jug of milk?
· How much additional revenue does the farm receive if it increases production of milk by 1 jug 
· Average revenue: total revenue divided by the quantity sold 
· This tells us how much revenue a firm receives for the typical unit sold 
· For all firms, average revenue equals the price of the good 
· Marginal revenue: the change in total revenue from an additional unit sold 
· For competitive firms, marginal revenue equals the price of the good

Chapter 15 – Monopoly 
· A monopoly firm is a price maker 

Why Monopolies arise
· Monopoly: is a firm that is the sole seller of its product and if its product does not have close substitutes 
· Fundamental cause of monopoly is barriers to entry
· Barriers to entry: a monopoly remains the only seller in its market because other firms cannot enter the market and compete with it 
· Barriers to entry have 3 main causes:
· Monopoly resources: A key resource is owned by a single firm 
· Government-created monopolies: The government gives a single firms the exclusive right to produce some good or service
· Natural monopolies: a single firm can produce output at a lower cost than can a large number of producers 

Monopoly Resources 
· Monopolies rarely arise for this reason alone
· Actual economies are large and resources are owned by many people 
· Few examples of firms that own a resource that doesn’t have close substitutes 

Government-Created Monopolies
· Patent and copyright laws
· Government needs to give a pharmaceutical company a patent to sell a drug; allowing it to exclusively sell the drug for 20 years
· This has benefits and costs:
· Benefit: increased incentive for creative activity 
· Cost: monopoly pricing occurs 

Natural Monopolies 
· Natural monopoly: a monopoly that arises because a single firm can supply a good or service
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