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Chapter 1 
· Human wants are partially satisfied by producing and then consuming goods and services
· Three major types of economic activity:
· Production activities- theory of the firm
· Consumption activities- theory of the consumer
· Exchange activities- theory of markets
· Everyone is a consumer
· There are two roles in a Capitalist Economy:
· Consumers
· Producers
· Economy- An institution in which the above roles produce, consume, and exchange
· Any economy produces G&S by combining resources
· Three primary factors of production (economic resources)
· Land- natural resources or any derivative
· Labour- human effort
· Capital- something that is used to make something else
· The above primary factors of production combine into a technology of production
· The economic resources are only available in limited quantities which causes a never ending cycle:
· Unlimited wants with limited resources
· Unlimited wants, sufficient resources. But limited means to produce them
· Above dilemma is called scarcity
· Scarcity exists in ever economy
· Bc of scarcity, consumers and producers have to make choices
· All choices involve incurring an opportunity cost
· Opportunity Cost- The value of the option that was not selected
· Without scarcity, an opportunity cost will not exist
· If there is no opportunity cost, it’s a free good
· However, there is no such thing as a free good as everything has a cost in terms of resources foregone
· Bad economic reasoning is of ten good politics
· There are many types of economies: Robinson Crusoe, tribal, feudalistic, command, free-market, social democratic (mixed economy)
· Any economy has to address three coordination tasks:
· What G&S should be produced and in what quantities?
· How should they be produced?
· For whom are these G&S produced?
· The Market Economy:
· Decentralized price system (allocation of resources)
· Inegalitarian-  the market economy generates winners and losers, and is quite cruel to the losers. Distribution of rewards/penalties are very unequal. Left-wing people view it as very unjust
· Efficient
· Dynamic- It adjusts rapidly to changes in technology, consumer tastes, and demography
· Addresses the three coordination tasks by:
· Those that are profitable. Production of unprofitable G&S are discontinued
· The least costly technique of production will be used
· The G&S are distributed according to the ability of consumers to pay
· The Command Economy:
· The antithesis of the market economy
· Centralized price system (allocation of resources)
· Egalitarian- Rewards all agents relatively equally
· Inefficient- Shortages and surpluses are common
· Static- Does not adjust rapidly to changes
· Addresses the three coordination tasks by:
· The central planning bureau sets output quotas for production units
· The central planning bureau allocates the inputs and specifies the techniques
· The central planning bureau allocates the G&S to workers via rationing

Chapter 2- Production Possibilities Frontier and Opportunity Cost
· Distinction between attainable and unattainable production points
· Necessitated by the existence of scarcity 
Four major points regarding the PPF:
· Points inside are feasible, while points beyond are unattainable
· Points inside represent a situation of under-utilised resources, not fully efficient
· Points on the frontier are said to be productively efficient
· The PPF has a negative slope
· Reflects scarcity
· Also reflect principle #1, people ace tradeoffs
· If society wants to produce more than one good, such as consumer goods, it must accept that it will produces less of another good, such as capital goods
· Ex) If we want more butter, need to give up some guns
· The PPF has a concave shape
· Nothing to do with scarcity
· Bc the economy’s resources are not equally well-suited to the production of both goods
· In order to obtain increasing increments of one good, one must sacrifice more and more units of the other good (AKA, a decreasing tradeoff)
· The PPF can expand outwards or contract inward
· PPF contraction
· Means tremendous hardship
· Layoffs, bankruptcies, declines in living standards
· Due to a disaster/tragedy
· According to the Canadian left-wing, NAFTA
· PPF expansion
· Previously unattainable points become feasible
· Can emerge though investment in capital goods as well as in human resources
· According to the Canadian right-wing, the removal of inter-provincial barriers to trade and tax cuts
· If we are producing a combination that lies on the PPF, we can only conclude that society’s recourses are being fully utilized
· We don’t know which combination is determined on society’s preferences
· Chosen combination is determined on society’s preferences
· Recall that opportunity cost is always measured in terms of the other good given up
· Consider the other two possible shapes of the PPF:
· Even trade-off means a constant opportunity cost, implying interchangeable resources:


· Increasing tradeoff means falling opportunity costs:





Chapter 3- Interdependence and Gains from Trade
Gains from Trade:
· It is usually advantageous for countries, firms, individuals, and other economic units to specialize in the production of one or a few G&S, and trade the majority of their product away in exchange for those G&S they do not produce
· Principle #5: International trade is usually economically beneficial
· Anti-Thesis: The Robinson Crusoe economy of total self-sufficiency, which is called autarky (the opposite of free trade)
· Who should specialize in what?
· Each economic unit should specialize in the production of the good in which they have comparative advantage
· Export goods we have a comparative advantage
· Import goods we have a comparative disadvantage
· Trade for the good in which they do not have
Comparative Advantage:
· Comparative advantage is determined by:
· Examining opportunity costs between the production of two goods within each economic unit separately
· Comparing opportunity cost ratio between two parties


· Absolute advantage:
· Determined by the pattern of absolute productively
· Whichever unit is more productive in the production of a good has the absolute advantage
· Productivity = output/input
· Example in Figure 3.1, 3.2
Basic Idea
· 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 in the other are more favourable than they would in autarky
· As long as the slopes of the PPF’s are not the same, each party will have a comparative advantage in something and each party will benefit from trade

Chapter 4- The Market Forces of Supply and Demand
Purpose of The Supply and Demand Model:
· To analyze the allocation of the production of G&S across industries of the economy
Demand:
· D = f (price; consumer preferences, income, prices of related goods, expectations of future prices and/or income)
· Price is the most important variable
· Price is on the vertical axis
· Qd is on the horizontal axis
· Quantity Demanded (one number):
· The amount of one good that buyers are willing and able to purchase 
· It is a point on the horizontal axis of the demand curve
· Demand:
· Total relationship between Price (P) and Quantity Demanded (Qd)
· Its graph is the demand curve
· Law of Demand:
· Ceteris Paribus: Latin for all things held constant
· There is an inverse relationship between price and quantity demanded
· As P increases, Qd decreases
· As P decreases. Qd increases
· Geometrically, this gives us a negative slope
· Demand Schedule:
· A table that shows the relationship between the price of a good and the quantity demanded (#’s that are going to be plotted on graph)
· Demand Curve:
· A graph of the relationship between P and Qd
· Market Demand:
· Sum of all individuals for a particular good or service


· Shifts in the demand curve:
· If something happens to alter the Qd of a G/S at any given price, the demand curve shifts
· Decrease in demand causes a shift left
· Increase in demand causes shift right
· If you are given a change in price, move along the demand curve
· Consumer Income:
· Normal Good:
· Any luxury is a normal good
· When buyers’ income increases, the demand for the item increases
· Income increases, demand curve shifts right
· Income decreases, demand curve shifts left
· Inferior Good:
· Opposite of a normal good
· When buyers income decreases, the demand for the item increases
· Income decreases, demand curve shifts left
· Income increases, demand curve shift right
· Prices of Related Goods:
· These price changes will bring about a change in the relationship between P and Qd for the original good, hence a shift in the demand curve
· Substitutes:
· A fall in the price of a good reduces the demand for another good
· If P of good B increases, demand for good A increases
· If P of good B decreases, demand for good A decreases
· Complements:
· If P of good B increases, demand for good A decreases
· If P of good B decreases, demand for good A decreases
· Tastes: What people like
· Expectations:
· If you expect to make more money next month, you may purchase more of a G/S
· If you expect the price of a G/S to drop next month, you may be less willing to buy that item at the current price
Supply:
· S = g (price; costs of production, technology of production, number of firms)
· Above all factors, supply depends on price
· Represents the behaviour of firms
· Supply:
· Total relationship between P and Qs
· Quantity Supplied (Qs):
· Total amount of a commodity that firms are willing and able to sell at a given price, given a time frame


· Law of Supply:
· As P increases, the willingness to sell and produce increases
· As P decreases, the willingness to sell and produce decreases
· This gives us a positive slope graphically
· If you are given a change in price, move along the S curve
· If a change in any other factor, shift the S curve
· Shifts in supply curve:
· If given a change in the costs of production or technology, shift S cruve
· Decrease in supply if costs rise, shift left
· Increase in supply if costs fall, shift right
· Superimposition of Supply and Demand:
· So far, we only know about Qd and Qs at a range of possible prices. What about the actual price that prevails?
· Supply and Demand Together:
· Equilibrium:
· A situation where the price has reached the level where Qd equals Qs
· Society judges this equilibrium “market price” to be unfair and/or unjust
· 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
· Equilibrium Price:
· The price that balances Qs and Qd
· The “Market Clearing Price”
· Equilibrium Quantity:
· The quantity supplied and the quantity demanded at equilibrium price
· Case 1: Suppose that the transactions price is greater than the equilibrium price
· Qs > Qd, a surplus emerges
· As unsold merchandise and inventory pile up, firms are tempted to lower down prices
· 2 Effects Occur
· Price falls, Qs falls due to law of supply
· Price falls, Qd rises due to law of demand
· Case 2: Suppose that the transactions price is less than the equilibrium price
· Qs < Qd, and a shortage emerges
· 2 Effects Occur
· Prices rise, Qs rises due to law of supply
· Prices rise, Qd falls due to law of demand
· Surplus (Excess Supply):
· A situation in which quantity supplied is greater than quantity demanded
· When Qs > Qd
· Shortage (Excess Demand):
· A situation in which quantity demanded is greater than quantity supplied
· When Qs < Qd

· Law of Supply and Demand
· If you expect the price of a G/S to drop next month, you may be less willing to buy that item at the current price

Chapter 5- Price Elasticity
Price Elasticity of Demand:
· By how much does Q respond
· The Price Elasticity of Demand (PED) is defined as the % change in Qd divided by the % change in P
· (∆Qd/Qd) / (∆P/P)
· Related to the slope of the D curve, but it is not the same thing. By rearranging the equation, one can express it as
· [1/(∆P/∆Qd)]*(P/Qd)
· By construction, PED is unit-less
· You will always obtain a negative number for PED, which is due to the law of demand
· Then, by convention, take the absolute value of it
· To calculate the PED, you need:
· ∆P
· ∆Qd
· Original P
· Original Qd
Three Ranges of Elasticity
· PED > 1, Elastic (consumers are responsive)
· 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:
· Think of bold, assertive consumers fighting back against price increases or of dynamic, shrewd opportunistic consumers taking advantage of price decreases
· P increases, Qd falls by a greater proportion
· P decreases, Qd increases by a greater proportion
· Inelastic Case:
· Think of meek, obliging consumers graciously accepting prices, or of static, lethargic consumers refusing to take advantage of price decreases
· P increases, Qd decreases by a lower proportion
· P decreases, Qd increases by a lower proportion
· If the Qd remains consent regardless of price, then the good has perfectly inelastic demand
· Perfectly Inelastic Demand will be a straight line on a graph
· Elasticity = 0
· Slope of the demand curve is undefined
· Quantity demanded is the same for any price
· Example: In the short term, Gasoline is a good example of a good where demand doesn’t change due to price
· Example: Cable television
· Example: Prescription drugs
PED Related to TR:
· TR = Total Revenue = PxQ
· Elastic Case:
· PED > 1, P increases (decreases), TR decreases (increases)
· If PED = 2, then 2 = (%∆Qd)/(% ∆P)
· If P increases by 10%, Qd decreases by 20%, and TR decreases by about 10%
· Inelastic Case:
· PED < 1, P increases (decreases), TR increases (decreases)
· If PED = 0.5, then 0.5 = (%∆Qd)/(% ∆P)
· If P increases by 10%. Qd decreases by 5%, and TR increases by about 5%
· Special Case (Unitary Price Elasticity of Demand)
· PED = 1, Price increases (decreases), TR remains constant
· If Ped =1, then 1= (%∆Qd)/(% ∆P)
· IF price increases by 10%, Qd decreases by 10%, and TR doesn’t change
· The D curve for inelastic goods is relatively steep
· The D curve for elastic goods is relatively flat
· But, every inelastic D curve has at least a range near the top which I elastic (high prices)
· But, every elastic D curve has at least a range near the bottom which is inelastic (low prices)
· For inelastic PED, we know that P increases, TR increases. Why don’t firms increase prices forever?
· As P increases, PED increases, so eventually we will end up on the elastic portion of the demand curve
· P must eventually reach equilibrium levels. If not, we will have a situation of excess quantity supplied, which is unsustainable
· For elastic PED, we know that if P decreases, TR increases. Why don’t firms decrease prices to zero?
· As P decreases, PED decreases, so eventually we will end up on the inelastic portion of the demand curve
· P must eventually reach equilibrium level. If not we will have a situation of excess quantity demanded, which is unsustainable
Factors Influencing the PED:
· Given 2 items which are almost identical except that:
· If one good is a luxury good and one is a necessity, the luxury good will have a higher PED
· Expect the PED for higher education to be inelastic
· One has substitutes and one does not, then the good with substitutes will have a higher PED
· Why is the demand for gasoline inelastic, but the demand for Esso gasoline so elastic?
· Narrowly defined markets have higher elasticities than broadly defined markets
· Illustration: NHL hockey in Ottawa compared to all of the NHL
· One good accounts for a large share of the consumers’ budgets and one does not, then the good to which consumers devote a large share of their budgets will have a higher PED
· According to this criterion, we might expect the demand for higher education to be elastic
· As time passes, the demand for just about anything tends to becomes more elastic as substitutes become available
Price Elasticity of Supply:
· Analogous to the PED< but it measure the responsiveness of producers to fluctuations in price 
· PES = (%∆Qs)/(% ∆P)
· It is always positive due to the law of supply
· Elastic Cases (Pretty Flat S Curve)
· Any time it is easy for a firm to switch from the production of one good to another, S is likely to be elastic
· Inelastic Cases (Pretty Steep S Curve)
· Masterpiece painting

Chapter 6: Applications of Supply and Demand Analysis
Price Ceilings
· A regulated price designed to protect the interests of consumers
· Government dictates a max price for a commodity
· Ex) Rent control laws
· Government decides that rents aren’t “fair”
· Intervenes to make houses more affordable
· If price ceiling is below equilibrium price, a situation of excess Qd for housing emerges
· Price decreases, quantity supplied decreases
· Shortage causes upwards pressure on rents, and perverse effects (outrageous parking fees, key changes)
· A price ceiling is ineffective, unless it is below the equilibrium price
Price Floors
· Market generates a price which offends out sense of social justice
· Price is so law that producers can’t make a decent living
· Consumers on demand side exploiting producers on supply side
· Government sets a minimum bound on prices
· Ex) Quebec beer, min wage
· Government legislates a “fair price” for beer which is above the equilibrium level
· Prince increases, quantity supplied increases
· Price increases, quantity demanded decreases
· Big surpluses emerge, downward pressure on prices
· A price floor is ineffective unless it is above the equilibrium price
Supply Management 
· Alternative policy instrument to the price floor
· Designed to support supper competitive dairy and poultry prices
· How it functions:
· The industry chooses a price level that guarantees high profits
· Initially causes an increase in QS and a decrease in Qd
· A surplus or excess Qs emerges
· Therefore, output level is restricted to the quantity that is consistent with charging that price according to the supply curve
· Government restrictions help to make price stick
· In a nutshell, can’t go against will of the market. Trying to defy law of supply is like trying to defy law of gravity
· Every action has a reaction. In this case, undesired effects occur when we tamper with prices. (Recall that price fluctuations drive the market system)
· When elasticities of D and/or S are high, the surpluses and shortages will be larger in magnitude
Tax incidence
· Essential issues
· How much revenue will be raised?
· Never as much as forecasted bc the size of the market shrinks whenever taxes are imposed
· Who really pays the sales tax?
· The firm has the legal responsibility for remitting the tax to the government, so one might say fallaciously that firms pay it
· Consumers are explicitly charged the tax (what vendors say), so one might fallaciously say consumers pay it
· Both wrong. Given a normal sloping S curve, both parties share the burden of a tax once we take into account the change in the equilibrium price
· Suppose a tax is imposed on sellers. Since the firm has the legal responsibility to pay it, its costs of production rise by the amount of the tax, t
· At each possible Qs, firms require a higher price (by amount of tax), or at each possible price, they are willing to sell less than before the imposition tax
· $10 per unit in example
· S curve shifts up by the full amount of the tax
· A new equilibrium price and quantity is established where the new S curve intersects the D curve
· The amount of revenue collected is based on a lower Q
· Lower Q of 4 multiplied by $10 (tax per unit) = $40
· Consumers pay a higher price
· Their share is new price minus old price (New P – Old P)
· Producers receive higher price from consumers, but have to also fork over the tax
· New price minus amount of price is the net price, their share is the old price minus the net price (Old P – (New P – Tax))
· Elasticity and Tax Incidence
· If the Supply Curve is more elastic than demand, the price received by sellers falls only slightly, while the price paid by buyers rises substantially. Thus, buyers bear most of the tax burden
· If the Demand Curve is more elastic than supply, the price received by sellers falls substantially, while the price paid by buyers rises only slightly. Thus, sellers bear most of the tax burden
· What about GST, PST, and HST
· For sales tax imposed directly on demanders, the D curve shifts or rotates down
· Tax burden is shared between the parties
· When HST was imposed, it amounted to a tax shift and net increase
· Tax paid on mean items by consumers went up, both consumers and firms pay
· Tax paid on mean¥ items by firm went down, both consumers and firms benefit

Chapter 7- Consumers, Producers, and Efficiency
From Individual D to Market D
· Slight diversion back to Chapter 4, page 70-71
· In order to examine the underpinnings of the D curve, we have to examine the behavior of consumers
· Market Demand is aggregation of the demand of all consumers
· The market D curve is the horizontal summation of all the individual’s demand curves
· Set all individual D curves side-by-side with some P axis
· Under those conditions, one can sum across them
General Idea of Chapter
· To show that the free market equilibrium generated in the S&D model is efficient
· The quantity is said to be efficient if the welfare of producers on the S side plus the welfare of consumers on the D side is higher than at any other output level
· Therefore, we define three measure of:
·  Consumer welfare called consumer surplus
· Producer welfare called producer surplus
· Global or total welfare called total surplus
Consumer Surplus
· Definition: welfare economics
· Not about social assistance or income assistive programs
· How the allocation of resources (inputs and outputs) affects economic well-being
· Consider well-being of demanders (consumer) and of suppliers (firms)
· Think of price as a measure of the consumer’s willingness to pay given a quantity
· How much is the consumption of that last unit worth to the consumer or all the consumers?
· This willingness to pay differs across individuals
· Thus generally, the willingness of the group of all consumers to pay diminishes as quantity consumed rises
· This willingness to pay also tends to decline within an individual as his/her consumption level rises
· Ex) A change of clothes
· Consumer surplus is a measure of consumer well-being that reflects the payment rendered
· CS = willingness to pay – required to pay (total revenue)
· Graphically, for each unit consumed, it is the height of the D curve minus the height corresponding to the transactions price
· For all of the units consumed, it is the area under the D curve yet about the transactions price
· For all but the marginal unit, the consumer gets a “bonus”, and this quantity is counted in consumer welfare
· As the level of consumption rises, the level of consumer surplus diminishes
· Consumer surplus at the margin (the very last unit produced) is 0
· Practical Applications:
· Often the context of public works projects. In order to justify the expenditure for light-rail transit, should have some estimate of the implicit value of consumers in addition to merely the number of rides or the amount of collected fares
· A decrease in price will raise consumer surplus and this make consumers better off
· An increase in price will have the opposite effect
Producer Surplus
· Producer surplus is the counterpart for consumer surplus on the supply side
· It is a measure of producer welfare
· The benefit that firms receive for producing in the market
· Just as consumer surplus is related to the demand curve, producer surplus is derived from the supply curve
· This implies that is has something to do with production costs
· Think of the price variable on supply curve as the willingness to supply a given quantity
· PS = the actual price received – the willingness to produce (and sell)
· The area below the price yet above the supply curve measures the producer surplus in a market 
· It is a measure of producer welfare, and it is 0 for the last unit produced and sold, and positive for all previously produced and sold units
· An increase in price received raises the level of producer surplus, while a decrease lowers it
Market Efficiency
· Consumer surplus and producer surplus may be used to address the following question:
· Is the allocation of resources determined by free markets in any ways desirable
· Some would say no, while others would say of course
· Recall: CS = willingness of demanders to pay – requirement to pay
PS = price received by producers – willingness of suppliers to supply
· Total surplus or social surplus = CS + PS
· TS = willingness of D to pay (value of buyers) – cost incurred by S
· Efficiency is the property of a resource allocation of maximizing the total surplus received by all members of society
· Note how the welfare of consumers is weighted equally with the welfare of producers
· Each economic actor, regardless of which side they are on, counts as one
· In addition to market efficiency, one might also care about equity- the “fairness” of the distribution of well-being among the various buyers and sellers
Thee Points Regarding Market Efficiency
· The S&D equilibrium allocates the supply of goods to buyers who value them most highly, as measured by their willingness to pay as reflected in the D curve
· At the same time, the S&D equilibrium allocates the demand for goods to the sellers who can produce them at the least cost, as reflected in the S curve
· The S&D equilibrium consists of the quantity of goods that maximizes the sum of consumers and producer surplus, and is therefore efficient
· At lower levels of output, value to demanders > cost to suppliers, so more should be produced (LHS of equilibrium point)
· At higher levels of output, value to demanders < cost to suppliers, so less should be produced (RHS of equilibrium point)
Laissez-Faire Outcome
· According to free market economies, it is thought that in most cases, for most markets, the S&D equilibrium is efficient, or welfare maximizing
· Situations in which that condition does not apply are called “market failure” by free market economists
· Situations in which that condition does not apply are called “the normal state of affairs” by left-wing analysts
· Principle #6: Markets are usually a good way to organize economic activity”
·  Cases of market failure that we will study later:
· Market power
· Public goods

Chapter 8- Application: The costs of Taxation
Basic Objective:
· Given the tools of welfare economics dealt with in chapter 7, how are they affected by the imposition of a tax?

Before-After Equilibria
· Suppose that a per unit excise tax is imposed on sellers
· S shifts upward and to the left by the full amount of the tax, T
· New equilibrium P is higher, new equilibrium Q is lower
· Tax Revenue (TR)= T*new Q
· Before the tax, TS=CS+PS
· After the tax, TS= CS + PS + Tax Revenue
Deadweight Loss
· Deadweight loss = NET loss in total surplus after the tax has been implemented
· The NET effect on the total surplus is always negative, as the gains realized by the government are outweighed by the losses of both demanders and suppliers
· Why a loss in welfare?
· Lower equilibrium quantity
· In Ch. 7, it was shown that the free market equilibrium Q was efficient, but now we are producing at a lower quantity
· In other words, taxes choke off private sector activity that would otherwise occur
· This is not an argument against taxation, bc taxes are required in order to finance government services
· It is an argument that tax revenue is NOT FREE- that is does have consequences on economic activity
· Depending on the type of tax, it is estimated that perhaps every $1 of revenue raised causes a decline of $1.40 of welfare in the private sector
· This is true even when taxes are paid by the “rich”
· Taxes cause deadweight losses bc they prevent buyers and sellers from realizing some of the gains from exchange
· In the range from Q1 toQ2, consumers’ valuation (height of D curve( exceeds suppliers’ opportunity cost of producing (height of S curve), so a mutually beneficial trade does not occur
Size of Deadweight Loss
· What determines whether the deadweight loss from a tax is large or small?
· The magnitude depends on how much the quantity supplied and quantity demanded respond to changes in the price
· That in turn, depends on the price elasticities of supply and demand
· The greater the elasticities of demand and/or supply:
· The larger will be the decline in equilibrium quantity in response to the tax, and thus the greater the deadweight of a tax
· Consumption taxes should be applied on goods having inelastic demand
· This sin taxes don’t make economic sense if they apply to luxuries




Political Economy of Taxation
· Textbook correctly points out that this is quite controversial
· “right-wingers” dislike taxes, claiming they choke off economic activity
· They are arguing that D and/or S elasticities (especially the latter) are high, and thus deadweight losses are high
· “left-wingers” do not dislike taxes (as they adore government spending), claiming that they do not choke off economic activity
· They are arguing that D and/or S elasticities (especially the latter) are low, and thus deadweight losses are low
· Workers will keep on working, and investors will keep on investing despite high taxes
Deadweight Losses and Tax Revenue as The Tax Rate Increases
· With each increase in the tax rate, the deadweight loss of the tax rises even more than the size of the tax
· Thus, higher taxes cause rapidly rising losses in efficiency
The Laffer Curve
· The hallmark of “supply side” economics and current US policy
· Conjuncture: a lower (higher) tax rate (tax per $) can bring about higher (lower) total tax revenues 
· Workers and investors respond to lower tax rates by increasing the Qs of labour and capital
· As the size of a tax increases, its deadweight loss quickly gets larger
· By contrast, tax revenues first rises with the size of a tax, but then, as the tax gets larger, the market shrinks so much that the tax revenue starts to fall

Chapter 11- Public Goods and Common Resources
Market Failure
· Any situation in which unregulated markets fail to bring about a socially desirable market
· Competitive markets usually yield desirable outcomes
· Efficiency, whereby the output level is such that MB = MC
· Market failure CAN justify government intervention
· “Left wing” people tend to think that markets usually fail, while “right wing” people believe the opposite
· That is a highly generalized classification
· Four basic types treated in textbook:
· Public goods (Ch. 11)
· Externalities (Ch. 10)
· Monopoly (Ch. 15)
· Inequality (Ch. 20)



Public Goods
· Definition:
· The difference between public goods lies mostly on the D side as opposed to the S side
· The best way to think of them is in contrast to private goods
· So far we have studied private goods, which have two features:
· Rivalry in Consumption: One person’s consumption infringes upon someone else’s consumption of the good
· Excludability in Consumption: it is possible to prevent someone from consuming it
· He/she who pays for it, uses it: He/she who does not pay for it does not have a right
· Public goods are characterized by non-rivalry in consumption
· Society consumes public goods jointly
· Beautiful view
· Clean environment
· Public goods are characterized by non-excludability in consumption
· We cannot exclude people from benefitting
· Skating on the canal
· National defence
· Public security (law and order)
· Common resources are a third type of good, being rivalrous but non-excludable 
· They are this not quite the same thing as public goods
· Best example is fish in the ocean
· Source of enormous economic and political conflict
· Public goods are NOT free goods- they are still economic goods
· They have an opportunity cost
· “Get more $ to fund universities from higher taxes on the rich” is an illustration of “free good” type of thinking
· They are financed from tax revenue
· There are many goods with some public good features called mixed goods
· Public transportation
· Exclude riders who do not pay their fares, but cannot exclude them from benefitting from the lower congestion and the provision of service to the poor, so there is not total excludability 
· Public health- immunization
· Could charge for flu shots and thus exclude certain poor people, but all benefit from greater levels of public health, so there is not total excludability
Free Rider Problem
· What is the level of quantity for a public good?
· Free rider problem causes market failure. It causes public goods to be under-produced by the private sector
· In this respect, it like goods that have a positive externality (covered in Ch. 10)
· With private goods. We can measure people’s preferences according to their buying habits
· The price that they are observed to pay is a good indicator to their true preferences
· In other words, they have to put their $ where their mouth is if they want to consume
· Free riding is lying- not contributing to the provision of the public
· People cannot be excluded from consuming, so in many cases, they tend to underpay for public services
· Two form:
· Heavy users of the service tend to overstate their preference for it
· Knowing others are paying for most of the cost
· Light users of the service do the opposite
· Both groups tempted to avoid paying their share of the tax burden (relative to how much they actually use it)
· Practical solution to free riding is government provision of the good/service financed by compulsory taxation
· This will increase the production level closer to the socially optimal level
· Illustrations:
· Public education, K to grade 12
· Childless people may say “Why should we compelled to pay got schools? We do not benefit, so why should we contribute anything?”
· Translation: This is an excludable private good
· Implication: They want to free ride
· Fighting poverty or providing universal health care
· Anti-poverty activists argue that fighting poverty is a public good in that ALL of society benefits, not just the recipients
· Translation: no one, not even the well-to-do, can we secluded from benefitting from anti-poverty programs
· Implication: All should be compelled to pay for them through taxation in order to avoid free-riding
· Just about any time you hear an interest group saying that more tax $ should be allocated to such and such a purpose, they are making a “public good” argument
· Just about any time you hear and interest group saying that fewer tax $ should be allocated to such and such a purpose, they are saying that it’s essentially a private good
· If it’s that worthwhile, people will and should pay for it out of their own pockets
Optimal Provision of a Public Good
· Private goods, it is the free market equilibrium
· AS discussed earlier, the value that consumers place on a given level of output is clear
· For public goods, apply cost-benefit analysis
· The production costs are the same as with public goods
· The benefit side is problematic due to free riding. We do not really know how much value people place on the provision of a given level of output
· Optimal provision for the community occurs at the output level where marginal benefit = marginal cost (MB=MC)
· Fraught with difficulty and subjectivity in estimating the benefits
· In practice, many mixed goods and public goods may be overproduced (MB>MC)
· At least 40% of all economic activity in Canada is accounted for by the three levels of government
· Some people think it’s too much, others thing the opposite
Tragedy of the Commons
· Case of non-excludability and rivalry in consumption
· Any user imposes a negative externality on other users bc she has strong incentive to over-exploit and little incentive to invest
· Collective ownership of public resources leads to over-utilization and under-maintenance
· Ex) Husbanding of game, over-fishing, road congestion at peak times
· What to do?
· Divide the land into parcels and either sell them or give them away such that they become private property that is excludable
· That will give strong incentives for sustainable exploitation and for maintenance
· In other words, assign property rights
· That confers to the owner and the ability to use it as he/she sees fit
· It is the lack of assigned property rights that is at the heart of the externality and public good problem

Chapter 13-The Costs of Production (Theory of The Firm)
Definitions:
· Profit = Total Revenue – Total Costs = (P*Q) – Total Costs
· Costs composed of payments to factors of production
· Explicit Costs are out-of-pocket, “fork it over” costs
· Payroll, rent, capital costs, taxes, utilities
· [bookmark: _GoBack]Implicit Costs are opportunity costs associated with a firm’s input that do not require an outlay of money
· Value of the firm’s inputs in alternative uses
· Opportunity cost of the entrepreneur’s time
· The going rate of return on capital, which could have been earned had the firm’s capital been invested elsewhere
· What the land could have earned in another use
Accounting Profits vs. Economic Profits
· They involve different notions of COST
· Basic idea: The bottom line for an economist is NOT the bottom line for an accountant
· Account Profits = TR – Explicit Costs
· Economic Profits = TR – Explicit Costs – Implicit Costs
· For economic profits, one takes into account of the value of the firm’s resources in alternative uses
· Economic profits < Accounting profit
· If economic profits > 0. (positive), resources are being used such that the return exceeds that of other uses
· If economic profits < 0, (negative), resources are being used such that the turn is lower than the in other uses	
· It is possible the firm is still solvent
· If economic profits = 0, the return on inputs is the same as it would be in other uses
Firm’s Behavioral Objective
· We assume that the firm’s objective is to maximize profits, which (theoretically) go to the stockholders
· These days firms laying off worker to boost “shareholder” value, not bc of bankruptcy
· Is that what firms SHOULD do? Should they downsize and outsource?
· A normative question
· Some say YES- that yields the superior economic outcome
· Some say NO- a firm should exemplify “corporate responsibility” and avoid causing economic dislocation wherever and whenever possible
Production Function
· Start with the technology of production
· Output = f (land, labour, capital)
· Also called Total Product (TP)
· Like the PPF in Ch. 3
· As the production level increases (decreases), the utilization of a variable increases (decreases)
· Energy, raw materials, labour (mostly)
· As the production level icreases or decreases, the utlilziation of a fixed factor does not fcahnge
· Insurance services, plant building
· Simplify TP function so that only one variable factor is considered
· TP = Q = f (labour)
· The positive slope in 13.2 means that as the amount of labour applied increases, so does output
· A greater # of hours means more output, vice versa
Production Function (13.2)
· Similar to PPF
· Total Product (TP) always increasing in labour input
· As output increases, slope (but not the value of) of TP curve decreases
· When TP decreases MP is negative



Marginal Product of Labour
· Marginal Product = MP (labour) = ∆TP / ∆Labour Input 
· It’s the increment to total output obtained by hiring one more unit of labour
· In continuous terms, MP = d(TP)/dL, the derivative of the TP function with respect to labour input
· The contribution of the latest worker hired
· It usually varies with the amount of labour inputted (usually not constant)
Diminishing Marginal Product (DMP)
· As successive increments of a variable factor are applied to a fixed factor, the MP (>0) of the variable factor declines
· Says nothing about negative MP
· Zero MP would be no contribution at all
· In figure 13.2, this is reflected in the slope of the function, which is becoming flatter and flatter as labour input rises
· DMP applies in the short run only. We need a fixed factor, and in the long run, all factors are variable
· These two product functions- the total product and the marginal product of labour, deal with the physical productivity- input related to output
· They are then used to derive the costs of production
Ultimate Goal is to Derive S Curve
· Based primarily on the costs of production, which have two components:
· The physical productivity of the production process (inputs related to outputs)
· The prices for the input factors (land, labour, capital), which we have not covered yet
Transition from Productivity to Costs
· Distinction between the fixed costs and the variable costs of production
· Variable cost increase with the level of production
· Fixed costs remain constant with the level of production
· In order to make the transition from the physical productivity to the costs of production, consider the following
· Wage for labor (the one variable factor) is $10/hour
· The schedule for the marginal product of labour is: first worker=10units/hr, second worker=10, third worker=8, fourth worker=7
· One can derive the costs of production, which are crucial to any business manager
· The first worker produces 10 units per hour and cost the firm $10 to employ, so the labour cost Per Unit Of Output = $10/10 = $1
· Second: labour cost per unit of output = $10/10 = $1
· Third: labour cost per unit of output = $10/8 = $1.25
· Fourth: labour cost per unit of output = $10/7 = $1.43
· Pattern, the MP of labour is decreasing due to the diminishing MP, while the average wage remains constant, this implies:
· DMP translate into increasing Per Unit production costs

Cost Curves
· Whereas the TP and the MP are functions of the level of input of the variable factor, the cost functions are function of the level of output, Q
· Total Costs = TC(Q) = TFC(Q) + TVC(Q). These increase directly with the level of production
· TC curve gets steeper and steeper
· Marginal Cost = MC(Q) = ∆TC(Q) / ∆Q = ∆TFC(Q)/∆Q + ∆TVC(Q)/∆Q = ∆TVC(Q)/∆Q = the cost of producing the marginal unit
· It’s the slope of TC(Q)
· It’s the derivative of the TC function with respect to Q: d(TC)/dQ
Important Concept
· The per-unit cost variables of MC, AFC, ATC, AVC, depend on the operating level of the firm
· A hotel at 85% capacity is likely to have lower per-customer-costs than one that operate at 35% capacity
Summary of The New Variables
· On the cost side (Function of Output)
· TC (total, $ levels) = TVC + TFC
· ATC (Average, $/unit) = AFC + AVC
· MC = change in TC / change in Q (marginal, $/unit)
· On the physical productivity side (Function of labour input)
· TP (total, levels)
· MP (marginal, output per worker)
Relationship Between Average and Marginal Costs
· Notice the MC curve slopes upward. Why?
· The DMP gives us a downward sloping MP curve. This translates into an upward sloping MC curve
Product Curves Related to Cost Curves
· How to do product curves relate to cost curves?
· Falling MP and rising MC
· An important arithmetic (as opposed to economic) relationship between MC and ATC
· As Q rises, if MC>ATC; ATC, AVC increases as the level of output rises
· As Q rises, if MC=ATC; ATC, AVC is steady as the level of output rises
· As Q rises, if MC<ATC; ATC, AVC decreases as the level of output rises
· What all this implies
· MC curve intersects the ATC curve at the lowest point on the ATC curve
· The ATC curve is saucer shaped
· For low levels of output, as Q rises, ATC falls due to falling AFC, which is spreading the overhead costs over more units of production
· For higher levels of output, as Q rises, while AFC falls, AVC rises, which in turn is due to the DMP. Overall, the net effect is that ATC rises


Interpretation of Cost Curves
· The most important curves for out purposes are the average total cost and the marginal cost curves
· The essential question is what happens to costs per unit when the level of output is increased or decreased
· The firm’s capacity is that level of output where the per-unit costs are minimized- the bottom point of the ATC curve
· That is the most cost-efficient level of output- efficient scale
· It is typically NOT the level of output that a firm will select
Movement Along a Cost Curve vs. A Shift in Cost Curve
· When the operating (output) level changes, move along a curve
· If productivity improves and/or if factor prices fall, shift ATC, AVC, TVC, TC down. This means lower costs at each operating level
· If productivity worsens and/or if factor prices increase, shift ATC, AVC, TVC, TC up. This means higher costs at each level of output
· If there is a change in FC, shift TFC, AFC, TC and ATC
· No change in MC, AVC, or TVC
· If there is a change in VC, shift TVC, ATC, AVC, TC, and MC
· No change in TFC or AFC
Economies of Scale
· This is strictly a long-run phenomenon, so all factors, including the capital stock, are variable
· LRAC curve gives lower per-unit cost
· All factors are variable, so no fixed costs
· Constant Returns to Scale: double all of the inputs, and outputs doubles
· Equi-proportionate case
· Corresponds to flat LRAC
· Economies of Scale: double all of the inputs and outputs will more than double
· Or, going in the other direction, halve all inputs and the output will more than halve
· Corresponds to decreasing LRAC (Negative slope for LRAC curve)
· Diseconomies of Scale: double all of the inputs and the output will less than double
· Or going in other direction, halve all the inputs, and the output will fall by less than half
· Corresponds to increasing LRAC (positive slope for LRAC curve)
· Don’t confuse this with the DMP, which applies only when there is a fixed factor
· Implying the DMP is only a short-run phenomenon
· Implication of Economies of Scale
· A sole producer, instead of many smaller producers, means lower per unit costs as Q increases: Merge and Consolidate Production Units
· Illustration: Brewer’s Retail justifies its monopoly using this type of argument. They claim to reap economies of scale, which mean lower per bottle distribution costs, which means (so they claim) lower prices
· Implication of Diseconomies of Scale
· Several smaller units could each assume a portion of the total output and realize lower per-unit costs: “Break ‘Em Up”

Chapter 14- Firms in Competitive Markets
Motivation
· In the market for cable television, Rogers cable rate is astronomical, and it increases by far more than the rate of inflation each year
· In the market for internet access, a customer is potentially serviced by Rogers, and the offers have reasonable rates
· A difference in attitude as well as economic behaviour. Why?
· Rogers has a monopoly in the market for cable television, while it face competition in the market for cell phones
Market Structure
· Provides the final element that is needed to derive the S curve: the rules of the game for exchange, after production has taken place
· It places constraints on the pricing behaviour of firms
· Up until now, we still do NOT know what P and Q the firm will select
· Four assumptions used to build the model of perfect competition
· Free entry into the industry (no significant barriers of entry)
· Perfect information regarded prices and quality
· Identical product
· Many buyers and sellers
· There is no such thing as a perfectly competitive market
· Ex) Stock market, banking services, fast food , retail grocery
· However, there are plenty of before-after stories of industries that once were monopolists but have become more competitive
· Bell Canada before and after the arrival of MCI, Sprint, ATT
· Air Canada before and after the arrival of WestJet
New Important Definitions
· Reminder that TR = P*Q
· MR = Marginal Revenue = increment to TR obtained by selling one more unit of output
· MR = change in TR / change in Q = ∆TR / ∆Q = Slope of TR function
· Average Revenue = TR/Q = P*Q / Q = P
Critical Result
· In perfectly competitive markets, P = MR always
· Not true in monopolized markets
· Interpretation: If the firm wells one more (less) unit of output, TR increases (decreases) by P
Price Taker Result
· Where does the firm’s price come from?
· The price that the firm charges for its product is dictated by the market
· We say that the firm is a price TAKER
· It can only charge that price
· What if it tries to charge a higher price?
· There are meant sellers, so customers can go elsewhere
· Identical product, so cannot say its product is better
· Perfect information, so everyone knows what the going price and quality are
· Another way of saying this is that even if a firm alters its own output level, it cannot affect the market price
Price Maximization
· We already assumed that the firm is guided by the motive of profit maximization
· This occurs at the output level where (TR-TC) is the highest, or MR = MC
· The firm breaks even on the last unit of output that is produces and sells
· If you observe the firm producing at a level where MR does not equal MC, then you can only conclude that it is not making as much profit as possible
· If does not mean that the firm is making losses
· If MR>MC, more should be produced
· If MR<MC, less should be produced 
· The firm maximizes profit by producing the quantity at which MC = MR, graphically, where they intersect
Equilibrium P and Q determination
· The P is easy, the firm P is the market P, and it is determined by the intersection of the market D and S
· The firm DOES control its output level, and chooses the level where MC = MC => Q
Equilibrium Profit Determination
· Profits = TR-TC = Q*P – TC(Q/Q) = Q*P – Q*TC/Q = Q*(P-ATC)
· The factor (P-ATC) is the profit margin
· If P > ATC, economic profits are made (positive profits)
· If P < ATC, economic losses are made (negative profits)
· The value of ATC depends on the operating level of the firm
· Take ATC corresponding to that level of output
· When calculating profits, a very, very common error is to draw the rectangle at the most cost-efficient level of output (which corresponds to the bottom of the ATC curve)
· Correct way: The right side of the rectangle should be at the level of output where MC=MR
Recap- Marginal vs. Average
· For maximizing output level, select levels where MR=MC
· There are marginal quantities
· All other points on MC, ATC curve no longer apply
· To calculate the level of profit, Profit = Q*(P-ATC), ATC at level when output = Q
· There are average quantities
Shutdown Point
· Firm will operate in short run as long as P = MR>AVC per unit. In other words, as long as TR > TVC (Fig 14.3)
· The total revenues must cover the total variable costs of operating
· If all of the variable costs are covered, and at least some for the fixed costs are covered, then the firm will continue to operate in the short run
Deviation of S Curve for Firm
· Consider the following numbers that are different from those in the text
· If P=$31, MR=$31 for all units. At Q=10, MR=MC=$31. P=$31 but AVC=$20. Since P>AVC, the firm will operate in the short run
· Therefore. If P=$31, Qs=10, and we have one point on the S curve
· If P=$25, MR=$25. At Q=9, MR=MC=$25, P=$25, but AVC=$18. Since P is sufficient to cover AVC, the firm will operate (P>AVC)
· If P=$17, MR=$17. At Q=7, MR=MC=$17, P=$17, but AVC=$17. Price is barely sufficient to cover AVC, so TVC paid, but TFC lost. If she shuts down, she will lose TFC, but if she continues, she will also lose them
· (7,$7) is probably a point on the S curve
· If P<$17, Q=0, $17 is the shutdown point
· This illustrates the derivation of the S curve for the perfectly competitive firm
· Give the firm a series of hypothetical prices
· Each P then generates the MR curve for the firm
· The firm will then search for that level of output where MR=MC. This gives a point (Qs, P) on the S curve
· The firm’s S curve in perfectly competitive markets is that portion of its MC curve that lies above the AVC curve
Short-Run Market Supply Curve
· Short run market curve shoes how quantity supplied by the industry varies as market price varies
· The number of firms in industry remains the same
· The production costs are held constant
· The market S curve is the horizontal summation of the individual firm S curves
· Since all firms are identical, think of the market S curves as the individual firm S curve multiplied by the number of firms
From the Short-Run To The Long Run
· If economic profits are being made, the firm has a supernormal rate of return
· Given the assumptions of free entry, which we have not yet, firms will enter
· Four things happen:
· Firms enter, market S increases
· Market P decreases, so firm prices decrease
· This proves stops when profits=0, as there is no further incentive to enter
· Recall profits = Q*(P-ATC) = 0, so price is driven down to ATC
· S stops shifting, no more changes in market/firm price
· As new firms enter an industry, the price falls and the economic profit of each existing firm decreases
· In essence, the supernormal profits are competed away by entry into the industry. Profits thus serve a useful, allocative function and the number of firms increases

Opposite Case
· If economic losses are being made, the firm has a subnormal rate of return
· Four things happen:
· Firms happen exit, market S decreases
· Market P increases, so firm prices increase
· This process stops when profits = 0, as there is no further incentive to exit
· P is driven up to ATC
· S stops shifting, no more changes in market/firm price
· In essence, the economic losses are competed away by exit from the industry. Losses thus serve a useful, allocative function
· At the new long-run equilibrium, market Q decreases, firm Q increases, and the number of firms decreases
Long-Run Equilibrium- Perfectly Competitive Market
· Economic profit = 0, so there is no further incentive for exit or entry (Bc P=ATC)
· Firm operates at capacity (where ATC are as low as possible)
· All cost savings are passed on to consumers in the form of lower prices
· All high cost producers perish if they are not “lean and mean”
· In long-run and short-run, P=MC
· P=MC for all units produced at all times
· MR=MC for last unit produced, in long and short run, due to profit maximization behaviour
· Put these two results together to get P=MC
· It means that there is neither over nor under production. Recourses are well allocated
· Labeled this efficiency, like in Ch. 7, Fig. 7.8
Moral of The Story
· Overall, this market structure is consumer friendly and producer hostile
· The consumer pays the lowest possible price, and the quantity produced is the highest possible (compared to other forms of market structure)

Chapter 15- Monopoly Market Structure
Natural Monopoly
· A monopoly that arises bc a single firm can supply a good or service to an entire market at a smaller cost then could two or more firms
Public Policy Toward Monopolies
· Government responds to the problem of monopoly in one of four ways
· Making monopolized industries more competitive
· Regulating the behaviour of monopolies
· Turning some private monopolies into public enterprises
· Doing nothing at all
Major Attributes
· Easier than perfect competition
· One firm as the market is the firm and the firm is the market
· No distinction between the short-run and long-run equilibria
· The monopolist operates in a different market environment than the perfectly competitive firm does, and this faces different rules of the game for exchange
· We want to know about how she minds her P’s and Q’s
· She is a single seller due to barriers of entry
· Unlike the perfectly competitive firm, the monopolist is a price MAKER, and this has market power
· This does not mean that monopolists can choose their equilibrium P and Q at will, bc they still face the constraint of the market D curve
· Pure monopoly is rare in the real world
· Economists use it as an illustration of undesirable economic outcomes
· Markets are NOT supposed to resemble monopolies
· Unless you are selling the firm
Price Making Behaviour
· The market demand curve is the firm demand curve
· A price maker, or any firm with market power, can raise its price without losing all of its sales
· In perfect competition, this is not true
· This implies that the demand curve of the monopolist is downward sloping, and this is not perfectly elastic
· In practice, demand will tend to be price inelastic
· What price making behaviour does not mean: A monopolist cannot set both P and Q
· If it could do so, it would want to make the NE of price-quantity space ad infinitum
· A monopolist has to operate on its demand curve, but I can locate anywhere it wants to on it, so theoretically many possible prices could be charged
Toughest Point
· P>MR for any level of output, for all of the units that are produced
· In perfectly competitive markets, P=MR for all units produced
· Graphically, this mean that the MR curve lies below the D curve. It is also steeper
· This is true any time that the firm demand curve is not infinitely elastic (is no horizontal)
· Figure 15.3
· Consider the demand schedule in Table 15.1
· Recall that the information in the P and Q columns reflect the demand schedule
· Think of P, TR=P*Q, and MR=∆TR/∆Q as functions of Q, the level of output
· If D shifts, then MR and TR will shift too
· Why is P>MR in a demand schedule
· Suppose that the monopolist wants to expand output from 2 to 3 units. It will sell the third unit for $14. The other two customers, however, were paying $16. They demand to pay the same price as the new customer, so they each end up paying $2 less ($4 total bc 2*$2=$4)
· MR = (3*14)-(2*16)= $42-$32= $10 = price obtained for this unit ($14) minus price reductions on the first and second units ($4)
· P=$14, while MR=$10 for Qd =3
· Reminder: Geometrically, P>MR means the MR curve is below the demand curve
[image: ]
Equilibrium
· Assume that for the moment the cost curves at the same as they in perfect competition
· Any firm seeks to maximize profits, and any firm does so by selecting the level out output where MR=MC
· That gives equilibrium Qmax
· For equilibrium P, charge P which is consistent with selling that Qmax on the market
· Here is the graph with some numbers
· When Q=3, P=$14, and ATC=$10, Profit = $12 ($4 x 3 units)

[image: ]
· Calculate the profit level as before
· Profits = TR – TC = Q*(P*-ATC*), where ATC* reps the level of ATC when the firm operates at Qmax
· It is reflected by the area of that rectangular strip
· Profits are generally higher in monopoly
Apogee of the course- Comparison of the outcomes generated from perfect competition and monopoly
· Figure 15.6- Monopoly is up the D curve from equilibrium in perfect competition
· Mono has higher price
· Mono has lower quantity
· Context is removal of patent protection
[image: ]
· Profits can persist indefinitely
· P>ATC, and there is no guarantee that the firm will operate at capacity where per unit costs are lowest
· I.e. The bottom of the ATC curve
· P>MC for last unit produced; so monopoly under-produces compared to perfect competition
· The monopolist produces less than the socially efficient level of output where the value to demanders at the margin = value to produce at the margin
· This entails a deadweight loss
· Social surplus would increase if more output were to be produced
· From the standpoint of consumers, this high price makes monopoly undesirable
· However, from the standpoint of the owners of the firm, the high price makes monopoly very desirable
Real World Relevance?
· This is a consumer hostile, producer friendly environment
· Consider deregulation of the airline, which is a textbook case
· Government regulated monopoly in the 70’s 
· Much more competitive in the 80’s
· Free entry, free pricing, free output setting
· Fares went way down, service went way up
· Profits fell
· Strong downward pressure on costs
· Repeat previous point: Producer interests want the market in which they gai their livelihoods to be monopolized. Consumers want the market in which they shop to be competitive



Might Monopoly Ever Be Good?
· Yes, if producer interests are the paramount criterion
· Industry lobbyists say “high prices and low quantity are good for you”
· Most economists disagree
· Yes, given economies of scale and scope: the “big is beautiful” adage. They obtain lower per-unit costs
· If so, the ATC and the MC curves lie below their counterparts in perfect competition
· These cost advantages may outweigh the differences previously mentioned that stem from the pricing and output behaviour associated with monopoly, such as deadweight losses
· Yes, monopolists may innovate more and carry out more R&D activities as a result of their supernormal profits
· A favourite selling point for the brand name pharmaceutical companies or large oil companies. “Look at the wonderful things we do with our profits”
Price Discrimination
· Definition: Same good or service, different prices charged to different customers
· Can only be carried out by non-competitive firms like monopolists
· Firm tries to charge each customers accord to his/her willingness to pay
· This robbing him/her of the consumer surplus
· Must be able to separate the customers so that no resale is possible, otherwise arbitrage will occur
· The more the monopolist discriminates, the higher its profits, and the lower the level of consumer surplus
· The more the monopolist discriminates, the higher the equilibrium output level will be
· It will creep closer to the output level in a competitive market
· Surprising result
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Figure 15-6: The Market for Drugs
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