ECO1104 Mid-Term Review
Ch. 1 – Ten Principles of Economics
*A society faces many decisions (ex.  What goods and services are produced, how much is produced, and who produces and consumes these goods and services)
*A society needs a variety of producers for several products/services (food, clothing, computers etc.)
* Once society has allocated its resources (people, land, buildings, machines) it must also allocate the output of goods and services.
· Allocate: Distribute or assign (resources or duties) for a particular purpose.

Resources  factors of production; Land, labour and capital (also includes entrepreneurial).
· Managing these resources is important as they are scarce and society cannot cater to every individual’s needs.

· Scarcity: the limited nature of society’s resources.

· Unlimited wants of consumers with limited means to produce
· Therefore consumers and producers need to make choices (opportunity cost)
· Opportunity cost;  the value of the option that was not selected (ex. Going to college as compared to the $ you would make if you spent the year working)
· Technology of production; how we use these resources to produce.
Land: Natural resources (minerals, land itself); not renewable ex. Extraction of oil
Labour: Human effort; Takes energy to work
Capital: Something used to make something else (structures, machinery etc.); Not consumed during production but depreciates over time
· Land and labour consumed quickly while capital depreciates slowly.

An economy consists of millions of producers and consumers (households and firms) who exchange within markets.   They produce, consume, and exchange in an economy.  Goods and services are produced by combining resources.
· Consumers and producers are the primary economic actors who interact (exchange) within markets in a capitalist economy.

· Economy: An institution in which these actors produce, consume, and exchange.
· Economics: the study of how society manages its scarce resources.


Individual Decision Making
Principle #1: People Face Trade-offs
· Examining the value of the preferred option or choice compared to the alternatives.  Not necessarily $$; ex. Time spent studying psychology vs. economics – every hour spent on one, she gives up an hour she could have been studying the other or napping, biking etc.
· No such thing as ‘free lunch’; to get one thing we like we usually have to give up another thing that we like.
· Just because a certain option has benefits, does not mean scarce resources should be allocated to it.
· Ex. Ottawa’s light rail; underground or above? Way more expensive for subways!
· Society faces different types of trade-offs; ex. Clean environment vs.  High level of income – laws that require a company to reduce pollution raises the costs of production; therefore firms earn smaller profits, pay lower wages, and charge more for their goods/services.  
· Society also faces a trade-off b/w efficiency and equity resulting from government policies; ex. Policies aimed to achieve equal distribution of economic well-being (welfare, EI) help society members most in need ; although we see the benefit of greater equity, efficiency is reduced as redistributing income from rich to poor reduces work incentives and people will work less and be less productive.

· Efficiency: The property of society getting the most it can from its scarce resources.
· Equity: The property of distributing economic prosperity fairly among the members of society.

Principle #2: The cost of something is what you give up to get it
· Because we face trade-offs, decision making requires comparing the costs and benefits of alternative options.
· Ex. Decision whether to go to college or university vs. taking the year off; There are benefits (intellectual enrichment, job opportunities etc.) but what’s the cost?  You can add up the $ you spend on tuition, books etc., but this is not a true representation.  #1. With this calculation of costs, it may include things that aren’t really costs.  What if room and board are cheaper at  college/uni; therefore the savings is a benefit. #2. Ignores largest cost (TIME);  by spending a year going to lectures and reading, you cannot spend that time working a job, therefore you are giving up the wages you could be making.


· Opportunity cost: Whatever must be given up to obtain some item (not just $ value, ex. Time, intellectual enrichment)

Principle #3: Rational people think at the margin
 Rational people: People who systematically and purposefully do the best they can to achieve their objectives.
· Economists use the term marginal changes to describe small incremental adjustments to an existing plan.
 Marginal changes: Small incremental adjustments to a plan of action.
· Rational people make decisions by comparing marginal benefits and marginal costs.
· Ex. Flying a 200-person plane costs and airline $100,000  each seat is $500.  The plane is about to take off with 10 empty seats and a standby customer is willing to pay $300, should they sell it at $300?  YES! The cost of adding one passenger is nothing; yes the average cost of a seat is $500 but the marginal cost is the food and drink the passenger will consume.
· A person’s willingness to pay for any good is based on the marginal benefit that an extra unit of that good will yield.
· Ex. Water and diamonds; The marginal benefit of an extra cup of water is small because water is plentiful while the marginal benefit of a diamond is large as they are rare – explains why they are so expensive vs. water.
· A rational decision makes a decision only if the marginal benefit of the action exceeds the marginal cost.
Principle #4: People respond to incentives
Incentive: Something that induces a person to act (punishment or a reward).
· Because rational people make decisions by comparing costs and benefits, they respond to incentives.
· Incentives help analyze how markets work; Ex. Prices of apples rise so people buy more pears, apple orchards hire more workers as the benefit of selling an apple is more.
· Many policies change the costs and benefits the people face; Ex. Tax on gasoline – encourages people to drive smaller cars and take public transit.
· Ex. Seat belt effects on auto safety; seat belts increase your probability of surviving a major accident but reduce the benefits of slow and careful driving.  People respond to seat belts as they would to improved road conditions – faster and less careful driving.  Result is more accidents and pedestrian deaths.

How People Interact with one another
Principle # 5: Trade can make everyone better off
· Americans are Canada’s competitors in the world economy (we do produce many of the same goods; apple & blackberry).
· However, people are often misled by this statement as trade b/w countries is not like a sports contest; there are no winners and losers, trade can make both countries better off.
· By trading with others, people have access to a greater variety of goods at lower cost.
· Ex. When families are shopping, they are competing against members of other families because every family wants to buy the best goods at the lowest price.  Your family would NOT be better off isolating itself as they would need to grow their own food, make its own clothes etc.
· Trade allows countries to specialize in what they do best and enjoy a greater variety of goods and services.
Principle # 6: Markets are usually a good way to organize economic activity
· Command economy: An economy where supply and price are regulated by the government rather than market forces. Government planners decide which goods and services are produced and how they are distributed. The former Soviet Union was an example of a command economy.  Also called a centrally planned economy.

· Egalitarian (rewards all agents equally)
· Inefficient (shortages and surpluses are common; ignores market forces)
· Static (does not adjust to changes in tech. and consumer/society’s demands); producers cannot react quickly as orders to produce more or less must go through a long chain of command.

· 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.
· Collapse of communism in the Soviet Union and Eastern Europe in 1980’s; 
· Firms decide who to hire, what to make, and households decide which firms to work for and what to buy with their income.
· Efficient; market forces drive economic activity (supply and demand) – prices and self-interest guide decisions.
· 40% gov’t influence, 60% market force driven.
· Dynamic/flexible; adjusts rapidly to changes in technology, consumer tastes, demography

· Adam Smith: Father of modern microeconomics; contributed to seeing how markets function.  Came up with the invisible hand notion.

· Households and firms interact in markets act as if they are guided by an “invisible hand” that leads them to desirable market outcomes.
· Free markets contain many buyers and sellers of numerous goods and services, and all of them are interested primarily in their own well-being.
· All economic agents are motivated by greed rather than generosity.
· Prices are the instrument with which the invisible hand directs economic activity.
· Consumers want lowest prices, producers want opposite (make more profit).
· Consumers look at price when deciding how much to demand, and sellers look at price when deciding how much to supply.
· Forces of competition; invisible hand channels greed so that it serves the common good (greeds offset one another); promotes general economic well-being.

Principle # 7: Governments Can Sometimes Improve Market Outcomes
· Why do we need government if the invisible hand of the market is so great?
· Gov’t must maintain (enforce rules) the institutions that are key to a market economy.
· Property rights: The ability of an individual to own and exercise control over scarce resources.
· Ex. A farmer won’t grow food if he expects his crop to be stolen
· We rely on gov’t-provided police services and courts to enforce our rights over the things we produce.

· There are two broad reasons for a gov’t to intervene & change the allocation or resources, that people would choose on their own: 1) To promote efficiency; 2) To promote equity.

· Consider efficiency (making the most of scarce resources available); the invisible hand does not always lead to efficiency. 
· Market failure: A situation in which a market left on its own fails to allocate resources efficiently.
· Externality: The Impact of one person’s actions on the well-being of a bystander (ex. Pollution)
· Market Power: The ability of a single economic actor (or small group of actors) to have a substantial influence on market prices. (Ex. Only one well in town; no market competition)
· Well-designed public policy can enhance economic efficiency.

· Consider Equity (equal distribution of economic  prosperity)
· A market economy rewards people according to their ability to produce things that other people are willing to pay for.
· The invisible hand does not ensure that everyone has sufficient food, clothing, equal health care etc.
· Income tax and welfare systems aim to achieve a more equitable distribution of economic well-being.
· Gov’t can but does not always improve on market outcomes.






Ch. 2 – Thinking like an Economist
*Economists have their own language (supply, demand, elasticity etc.) much like that of a mathematician or lawyer.  Provides us with a new and useful way of thinking about the world we live in.
* It is important to understand the economist’s way of thinking.
The Economist as a Scientist
· Like that of a scientist, economists approach the study of economics by:
· Devising theories
· Collecting data
· Analyzing the data to verify or refute such theories
· ‘Scientific Method’  Development and testing of theories on how the world works
· Applicable to economics (observation, theories, more observation)
· Ex. observing rapid increase in prices in a certain country and developing a theory of inflation from these observations (high inflation result of gov’t printing a surplus of $$)
· Economists could collect/analyze data on prices and amount of $ from different countries.  
· If not related, economists will doubt validity of theory.
· Theory/observation in economics is hard as we cannot experiment like scientists (ex. inflation  can’t manipulate monetary policy to generate data)
· Economists will pay close attention to natural experiments in history (ex. War in the middle east tampers with flow of oil  oil prices rise; opportunity to study effects of a key natural resource on world economies)
· Insight into past economies as well as illustrate/evaluate present economic theories.
Assumptions
· Economists make assumptions to simplify the complex world
· Ex. International trade  assuming the world consists of 2 countries producing only 2 goods, we can focus on our thinking.
· Economists use different assumptions to answer different questions.  (ex. short-run and long-run effects of change in $$ circulation - how prices respond)
Economic Models
· Economists use diagrams and equations to learn about the world.
· Built with assumptions, these models simplify reality to improve our understanding of the concept.


Circular-Flow Diagram
· Reflects organization of economy and how participants interact.
· Simplified to include only households and firms
Circular-flow Diagram: A visual model of the economy that shows how dollars flow through markets among households and firms. 
[image: http://www.swlearning.com/economics/mankiw/principles2e/sample_ea/Mankiw/ch02/Image/mkw_02nf1.gif]

Firms  Produce goods and services using inputs (land, labour, and capital(buildings, machines etc.))
Households  Own factors of production and consume goods/services that firms produce.
· They interact in 2 types of markets:
1. Markets for goods and services  Households buy goods and services that firms produce.
2. Markets for the factors of production  Households provide (sell) inputs that firms use (buy) to produce goods and services.
· Outer set of arrows shows flow of $$ while inner set shows corresponding flow of inputs and outputs.








Production Possibilities Frontier

· 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.
[image: http://upload.wikimedia.org/wikipedia/commons/thumb/4/4c/PPF_opportunity_cost.svg/250px-PPF_opportunity_cost.svg.png]
· Simplified to only 2 goods
· If all resources are used for one product, there would be none of the other product
· An economy will more likely divide its resources between the two industries
· Because of scarcity of resources, points outside the frontier are not feasible.
· With the resources (factors of production) it has, an economy can produce at any point on or inside the frontier.
· Efficient outcomes lie on the frontier (ex. pt. A) while inefficient outcomes lie inside the frontier (problem of scarcity  aren’t efficient in allocation of resources, under-utilized resources; possibly due to unemployment)
· Reflects the principle that people/society face trade-offs; at an efficient point, the only way to produce more of one good is to produce less of the other.
· Also reflects opportunity cost of goods (measured in terms of the other good). Ex. opportunity cost of 10 units of butter is 50 guns (C  D) 
· An improvement in technology can change the trade-off by allowing more of one product to be produced for any given # of the other.
· Frontier shifts outward illustrating economic growth.
· Production of both products increases.





Microeconomics and Macroeconomics
· Economists study on different levels (ex. decisions of individual households and firms, the interaction of the two in a specific market, or the operation of the economy as a whole).
· Microeconomics:  The study of how households and firms make decisions and how they interact in markets. Ex. effects of rent control on housing in Toronto, the impact of foreign competition on Cdn. Auto industry.
· Macroeconomics: The study of economy-wide phenomena, including inflation, unemployment, and economic growth. Ex. the changes over time in the economy’s rate of unemployment, alternative policies to stimulate national living standards.
· Microeconomic decisions and interactions affect and help us understand macroeconomic developments.
· Ex. Tax cuts affecting production of goods/services – consider how the tax cut affects decisions of households about how much they spend on goods/services.
The Economist as a Policy Advisor
· Economists, as policy advisors, try to help improve the world/economy by implementing policies
· Policy decisions involve trade-offs (increasing efficiency at the cost of equity)
· Not only do economists give policy advice but so do independent organizations ( ex. the institute for research on public policy)
Positive vs. Normative analysis
· Economists use language in different ways

· Positive Statements: Descriptive; Claims that attempt to describe the world as it is.
· Normative Statements: Prescriptive; Claims that attempt to prescribe how the world should be.

· Difference between the two in their validity
· We can use evidence (ex. changes in min. wages and employment over time) to judge positive statements while evaluating normative statements also involves values (ethics, religion, political philosophy).
· When economists make normative statements, they are acting as policy advisors rather than scientists.
· Although fundamentally different, positive views on how the world works affect normative views of what policies are desirable.
· Most of economics is positive but has goals that are normative; learning how to improve the economy.


Why Economists Disagree
· Economists appear to give conflicting advice to policymakers because:
· Differences in scientific judgement (positive theories)
· Differences in values (normative views)
· In many cases economists offer a united view, but gov’t/policy makers choose to ignore it, Ex. rent control.

CH. 3 lecture – Interdependence and gains from trade
Economic Interdependence - A relationship between two or more people, regions, nations or other entities in which each is dependent on the other for necessary goods or services. Economic interdependence often occurs when all parties are specialized in the fulfillment of some requirements, and must trade with others for unmet requirements.
Absolute Advantage – The comparison among producers of a good according to their productivity.
Ex.   1                               Output
	   Steel (units/h)		   t.v’s (units/h)
Japan		6			3
Korea		8			2
* Japan has an absolute advantage in terms of t.v. production as it can produce more t.v.’s (3) per hour than Korea(2).  On the other hand, Korea has an absolute advantage in terms of steel production as it can produce more steel (8) per hour than Japan (6).
Comparative advantage – The comparison among producers of a good according to their opportunity cost.   In other words, the producer who gives up less of other goods to produce good X has a smaller opportunity cost of producing good X and is said to have a comparative advantage in producing it.
Ex.  2                                Output
	   Steel (units/h)		   t.v’s (units/h)
Japan		6			3
Korea		8			2
* Japan has a comparative advantage in terms of t.v. production as producing one t.v. costs them 2 units of steel while in Korea, one t.v. costs them 4 units of steel.  On the other hand, Korea has a comparative advantage in terms of steel as one unit of steel costs them ¼ of a t.v. while in Japan, one unit of steel costs them ½ of a television.
Comparative Advantage and Trade
· Comparative advantage, NOT ABSOLUTE ADVANTAGE, determines the decision to specialize in production.
· To demonstrate this, we can alter the data so that Japan has an absolute advantage in the production of both goods:
Ex.  3                                Output
	   Steel (units/h)		   T.v’s (units/h)
Japan		12			6
Korea		8			2
* Japan has become twice as productive in this table.  However, the opportunity cost of each good within Japan is the same (2 units of steel per t.v. or ½ a t.v. per unit of steel).  Therefore Japan has the identical comparative advantage as before and it will specialize in t.v. production while Korea will specialize in steel.
· Trade is the best way to increase one’s material welfare 
· ** by exporting the good in which one has a comparative advantage and importing the good in which one has a comparative disadvantage, these transformation rates of one good into the other are more favorable than they would be in autarky (self-sufficiency).
Gains from trade
· What is the range of prices at which each country would be willing to exchange? 
· Consider Ex. 1

Ex.   1                               Output
	   Steel (units/h)		   t.v’s (units/h)

Japan		6			3

Korea		  8			2


· Japan’s original opportunity cost (prior to trade) of producing 1 t.v. is 2 units of steel (or 1 unit of steel =  ½ a t.v.); therefore it can gain from specialization and trade if it can import more than 2 units of steel for each t.v. it exports.

· Korea’s opportunity cost (prior to trade) of producing 1 unit of steel is ¼ of a t.v (or 1 t.v. = 4 units of steel).  Therefore, they can gain from specialization and trade if they can import more than ¼ of a t.v. for each unit of steel they export.
Ex.   1   * (with specialization)*                           

Output
	   Steel (units/h)		   t.v’s (units/h)

Japan		0			3

Korea		  8			0


* If Japan specializes in t.v. production and produces 3 t.v.’s, they would be willing to trade t.v.’s for steel as long as the price of acquiring a unit of steel is less than ½ of a t.v (or they receive more than 2 units of steel for each t.v. they export to Korea).

*Korea would be willing to specialize in steel production and trade for t.v.’s as long as the price of acquiring a t.v. is less than 4 units of steel (or as long as they receive more than ¼ of a t.v. for each unit of steel they export).
**Therefore, any price ratio that involves t.v.’s selling for between 2 and 4 units of steel would benefit both countries.  In this particular example, a 1/3 ratio would satisfy both countries.  Japan would export 1 t.v. for 3 units of steel which would exceed its PPF and Korea would export 3 units of steel for 1 t.v. (this would also exceed their PPF).  
· This is the gain from trade; trade allows countries to specialize and therefore increase world output.  After trading, countries consume outside their individual PPF (like an improvement in technology).
· The final consumption would look like this:

Output
	   Steel (units/h)		   t.v’s (units/h)

Japan		3			2

Korea		  5			1
Where does the size of the labour force enter? 
· It matters for the placement of the production possibility frontiers. It does not matter for the direction of the trade, but it will matter for the magnitude of the trade flows - i.e. the levels of imports and exports.
Ch. 4 supply and demand
· Purpose of supply and demand analysis : to analyze the allocation of production of goods and services across industries of the economy (how and for whom?)
· What goods and services should be produced and what quantities?  (the Q question)
The Demand Side
· The Demand function (D); many variables – price; consumer pref., income, prices of related goods, expectations of future price and income)
· Price is the most important factor
· Quantity demanded (one #): total amount of a good or service that all consumers are able and willing to buy given a price per unit of time. ( a pt. on the horizontal axis of demand curve)
· Demand: total relationship b/w price (P) and quantity demanded (the demand curve)
· Demand curve: 2 dimensions, price and quantity (bringing in consumer preferences makes it 3 dimensional and so on)
· Market demand: A’s Demand + B’s demand (the total Qd of all consumers in the market).

Shifts in Demand Curve 
· Denotes relationship b/w Qd and P.
· CETERIS PARIBUS (Law of Demand) - there is an inverse relationship between price and quantity demanded:
· as price increases, Qd decreases
· as price decreases, Qd increases
· Caused by a change in those factors other than price:
1. Prices of related goods 
· substitutes such as internet music vs. CDs retail goods sold in NY state vs. retail goods sold here; Price of substitute (good B) increases, demand of good A increases and vice verse.
· complements such as Ipods/mp3 players and Itunes, beer and munchies; Price of compliment (good B) increases, demand of good A decreases.
· These price changes (substitute or complementary goods) will bring about a change in the relationship b/w price and Qd for the original good (good A), hence the shift in the demand curve. (* move along the demand curve of the good who’s price has changed, and a shift in the other good affected by that price change in the other good*)




2. Changes in consumer income
· Normal Goods (expensive)
· One buys more (less) of a normal good when one’s income increases (decreases)
· As income increases, demand shifts right
· As income decreases, demand shifts left
· Ex. Designer clothing, new car
· Inferior Goods (inexpensive)
· One buys less (more) of an inferior good when one’s income increases (decreases)
· As income increases, demand shifts left
· As income decreases, demand shifts right
· Ex. Mac and cheese

3. Consumer preferences
· As a product becomes more favorable, demand shifts right; 
· As a product becomes less favorable, demand shifts left;

Crucial Point
· Demand curve shows relationship b/w P and Qd holding other factors (such as the ones above) constant.
· I you are given a change in price of a particular good, you move ALONG the demand curve of that particular good.
· If those other factors, which do not appear on either axis are not constant, there is a new demand relationship (relationship b/w P and Qd); a change in any of those other factors cause a SHIFT in the demand curve (direction depends on particular circumstances)
· Ex. Preferences for higher education in the 90’s; demand increases  SHIFTS to the right
· Ex. Tuition rates increased in the 90’s, Qd falls and a movement ALONG the demand curve.
The Supply Side
· Represents the behaviour of the firms
· Quantity Supplied (Qs): Total amount of a commodity that firms are willing and able to sell at a given price during a particular time frame. 
· Supply: Total relationship b/w P and Qs.  Its graph is the supply curve.
· Supply function (G); includes several variables – price; costs of production, technology of production, # of firms
· Functional relationship
· Supply depends on price; the other factors are secondary and held constant as the S curve is drawn.
Law of Supply
· There is a direct relationship b/w Price (P) and Quantity supplied (Qs).
· As price increases, Supply increases
· As price decreases, supply decreases
· Results in positive slope of supply curve
· Change in selling price = move ALONG the supply curve (decrease in price = decrease in Qs, increase in price = increase in Qs)
 Crude oil prices increase 
 Current producers – move up and along S curve (Increase in Qs)
 Producers who use oil as an input – S curve will shift up and to the left (Supply will fall, less demand for oil as their costs of production have increased)
· Change in costs of production or technology of production, SHIFT the S curve. (Decrease in costs = SHIFT right, Increase in costs SHIFT left)
Technology improvement increases productivity; production costs fall.
 “At each possible price, they are willing to supply more services than before” (S shifts to the right) – required explanation for exams/tests. ** 

Superimposition of S and D
· We know about Q and D at a range of possible prices, but what about the actual price that exist.
· Need to examine both supply and demand side.
· The prevailing price is the EQUILIBRIUM PRICE. (intersection of S and D curves)
· Equilibrium quantity – quantity on horizontal axis
· As price exceeds the equilibrium price, Qs > Qd, and a SURPLUS exists. (firms are then tempted to bid down prices)
 (2 Effects) Price falls – Qs falls and Qd increases to reach equilibrium.
· As price falls below equilibrium price, Qs < Qd, a SHORTAGE exists. (SOLD OUT; Customers become aggressive and are tempted to bid up prices)
 (2 Effects) Price rises – Qs rises and Qd falls to reach equilibrium.	
· Ex. In 1987, I bought an Apple MacIntosh 800 K with ‘image-writer’ printer for what would now be about $3,600 CN.
– The price adjusted for quality has now dropped to below $1,000.
– Almost all due to technological advances and resulting cost reductions on the SUPPLY side.
· An equilibrium price can be too low, which is bad news for producers
· An equilibrium price can be too high, which is bad news for consumers



Ch. 5 – Price Elasticity of Demand
· Recall: As P increases, Qd decreases and vice versa
· How much does Qd respond?*
· % change in Qd   
% change in Price
· Midpoint method - (Δ Qd / Qd (avg. b/w both Qd’s))  / (Δ P / P (avg. b/w both prices))  
· **(Q1 -Q2)x(P1+P2) / (Q1+Q2) x (P1-P2)**
· You will always get a negative number, take the absolute value
Three types of elasticity
· PED > 1; ELASTIC (consumers are responsive to price changes)
· PED = infinity: perfectly elastic (horizontal demand curve)
· PED = 1; UNITARY ELASTIC
· PED < 1; INELASTIC (consumers are unresponsive) 
· PED = 0: Perfectly inelastic (vertical demand curve)
Elastic Case (pretty flat D curve)
· Bold, assertive consumers responding to price increases or dynamic, opportunistic consumers taking advantage of price decreases.
· As P increases, Qd falls by a greater proportion
· As P decreases, Qd rises by a lesser proportion
· Ex. Fast Food – why are the coupons always “buy two, get one free” rather than “pay 50% less”?
· Customers in groups have more elastic PED than those who dine alone.
Inelastic Case (Steep D curve)
· Meek, obliging consumers accepting price increases or static consumers refusing to take advantage of price decreases.
· As P increases, Qd decreases by a lower proportion
· As P decreases, Qd increases by a lower proportion
· If Qd remains constant regardless of price  perfectly inelastic demand (vertical demand curve).
· Ex. Gasoline – motorists complain about gas prices, but do they really change driving habits? NO!




PED related to TR
· TR = Total Revenue = P*Q
· PED > 1 (elastic), P increases (decreases), TR decreases (increases)
· If PED = 2, then 2 = (% Δ Qd) / (% Δ P)
· If P increases by 10%, Qd decreases by 20%, and TR decreases by about 10%.
· PED < 1 (inelastic), P increases (decreases), TR increases (decreases)
· If PED = 0.5, then 0.5= (% Δ Qd) / (% Δ P)
· If P increases by 10%, Qd decreases by 5% and TR increases by about 5%.
· PED = 1 (unitary), P increases (decreases), TR remains constant
· If PED = 1, the 1 = (% Δ Qd) / (% Δ P)
· If P increases by 10%, Qd decreases by 10%, and TR doesn’t change much.
Characteristics of Demand Curves with respect to elasticity
· Inelastic; D curve is relatively steep.
· Elastic goods; D curve is relatively flat.
· D curve has a range near the top which is elastic (high prices).
· For inelastic PED, we know that as P increases so does TR.  Why don’t firms increase prices forever?
· As P increases so does PED and we eventually reach the elastic range of the D curve
· P must eventually reach equilibrium in order to avoid excess quantity supplied.
· D curve has a range near the bottom which is inelastic (low prices).
· For elastic PED, we know that as P decreases, TR increases.  Why don`t firms decrease prices continuously.
· As P decreases so does PED and we eventually reach the inelastic range of the D curve
· P must reach equilibrium in order to avoid excess quantity demanded
Factors Influencing the PED
· Luxury (normal) goods have a higher PED than a necessity (inferior goods)
· A good that has substitutes will have a higher PED than those that don`t.
· Narrowly defined markets (has substitutes) have higher PED than broadly defined markets (no substitutes).
· A good that accounts for a large share of consumers’ budgets will have a higher PED than those that do not.
· As time passes, the demand for most products tends to become more elastic as substitutes emerge, Ex. Canada Post.

Price elasticity of Supply
· Measures the responsiveness of producers to fluctuations in price
· PES = %Δ Qs / % Δ P
· (Δ Qs / Qs (avg. b/w both Qs’s))  / (Δ P / P (avg. b/w both prices))  
· Always positive due to law of supply.
Elastic Case (Pretty flat S curve)
· Disney paraphernalia (junk), agricultural products
· When it is easy for a firm to switch from production of one good to another, S will likely be elastic
Inelastic Case (Steep S curve)
· Masterpiece painting
3 Applications of S, D, and elasticity
· Agriculture
· Crude oil
· Illicit drugs and the gov’t policy of interdiction
Cross-Price Elasticity of Demand
· CPED = %Δ Qd of good A / % Δ P of Good B
· Positive CPED means that the two goods are substitutes
· Negative CPED means that the two goods are complements



Ch. 6 – Supply and Demand, and Gov’t Policies
· Price Ceiling
 Rent control
· Price Floors
 Min. wage
 Agricultural price supports
· Incidence of an excise tax
 How much revenue will it raise?
 Who bears the true burden?
Price Ceilings
· Regulated price to protect consumer interests.
· Gov’t sets max. price for a commodity
· Rent control laws – Gov’t intervenes in the housing market to provide affordable housing.
· Ex. If the price ceiling lies below the equilibrium rent (price decreases), Qs decreases and Qd increases (housing shortage)
 Developers stop building, landlords cease to maintain units (not happy)
 Shortage causes upward pressure on rents and perverse effects (parking and key charges)
· Ex. 2 – Quebec universities are being squeezed and tuition and grants are almost frozen (not even adjusted for inflation)
 High cost pressure exists (salaries and maintenance of IT)
 Demand for higher education up, while quantity supplied is going down
 Shortage (per-student basis), especially in terms of quality of education
 Uni’s try to find other ways of raising revenue, nickeling and diming students
 Price ceiling does no good if it is set above equilibrium price *, must be set below equilibrium.
Price Floor
· When price is so low that producers can’t make a decent living (consumers on demand side who exploit producers on the supply side)
· Gov’t imposes a floor price (minimum bound on prices); Ex. Min. wage
· Min. wage – employers demand labour and employees supply it, as min wage goes up, Qd goes down and Qs increases. (surplus labour)
· Creates a surplus; Prices increase  Qs increases, Prices increase  Qd decreases
· Downward pressure on prices from consumers
· Unsustainable unless surplus is removed
· Price floor is ineffective unless it is above the equilibrium price

Moral of the story (Price floors and ceilings) – You can’t go against the will of the market. Equilibrium price is essentially engraved.  Trying to defy the law of supply and demand is like trying to defy gravity.
 Every action has a reaction (in this case there’s 2); undesired side effects occur when we tamper with price
 Price fluctuations drive the market system
 When gov’t tampers with prices, producers and consumers respond in ways which undermine the objective of the price ceiling/floor.
 Market imbalances can be applied to basic principle #4 – people respond to incentives (in this case they respond to price changes)
 Alternative (affordable housing) – give the tenants the money directly with no strings attached. (voucher approach)

Tax Incidence
· How much revenue will be raised?
· Who really pays the sales tax? 
· When taxes are removed/reduced, the size of the market will expand and vice versa
· Both consumers and firms pay the tax
· Firms have the legal responsibility tax to the gov’t 
· But, Consumers are charged the tax
· When we impose a tax, or raise/lower a tax, the market size changes along with the equilibrium price – must be taken into account when calculating the tax burden/incidence
· Suppose a tax is imposed on sellers – since they have the legal responsibility to pay tax, its costs of production increase by the tax amount
· Firms now require a higher price or are able to sell less than before the tax was imposed (S curve will shift up and to the left by tax amount – market shrinks)
· New equilibrium price and quantity is set 
· Tax revenue based on a lower Q –  New Q x tax per unit
· To determine tax incidence, compare new equilibrium price to old equilibrium price – consumers share (whatever is left of the tax after must be paid by the firms)**
· GST, PST, and the HST Sales taxes imposed on demanders
· D curve shifts downwards
· Tax burden still shared b/w both parties




Elasticity and Tax Incidence
· Responsiveness
· If supply is more price-elastic than demand
· [bookmark: _GoBack]Demanders (consumers) will pay most of the tax as sellers pass on most of the tax in the form of higher prices
· If Demand is more price-elastic
· Suppliers will pay most of the tax as they are unable to pass on the tax in the form of higher prices
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