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Chapter 1: Economics and Life – June 19, 2018

Learning Objectives:
· Explain the economic concepts of opportunity cost and marginal decision making
· Explain the economic concept of incentives
· Explain the economic concept of efficiency
· Distinguish between correlation and causation
· List the characteristics of a good economic model
· Distinguish between positive and normative analysis
· Positive: something that “is”; Normative: something that “ought to be”



What is Economics?
· Economics is the study of how people manage resources (cash and gold mines, time, ideas, technology, job experience, and even personal relationships)
· Decisions made by individuals and also by groups (families, firms, governments, and other organizations)
· Resources are both physical objects and intangibles such as time
· Resources are commonly known as inputs
· There are three types of resources: land, capital (money and experience), and labour. These are tacit resources
· Economics is divided into two broad fields:
· Microeconomics: study of individuals and firms (decision making by a group)
· Macroeconomics: study of the economy on a regional, national, or international scale (the big, global picture)
· Microeconomics and macroeconomics are highly related and interdependent; we need both to fully understand how economies work

Choices and Rational Behaviour
· Our main goal is life is to maximize our level of satisfaction
· We have to make choices because we cannot have everything
· These choices come at a cost (which is opportunity costs – discussed later)
· Economics assume that people:
· Compare all available choices
· Purposefully behave in the way that will best achieve their goals, called rational behaviour (helps to explain a lot about the world from shoe shopping to baseballs, from running a hospital to running for political office)
· Peoples’ decision can be studied using four main questions:
· What are their wants and constraints? (this relates to scarcity)
· What are their trade-offs? (this relates to opportunity costs)
· How will others respond? (this relates to incentives)
· Why isn’t everyone doing it? (this relates to efficiency)

Scarcity
· Economics is the science of scarcity (doing the best we can with what we have)
· People make decisions aimed at getting the things they want
· People want a lot of things, but they are constrained by limited resources
· Scarcity is the condition of peoples’ wants to be greater than available resources
· Individual’s resources: time and money
· Societies’ resources: factors of production such as labour and technology
· Scarcity is a fact of life. There is no way of getting around it in a finite world. People can arrange their resources in a lot of different ways, but they have a fixed range of possibilities 
· Factors of Production: land, labour, capital technology. It limits the amount of output (be it iPhones or court cases)

Opportunity Cost
· Accounting and economic costs are different
· Accounting costs are cash coming out of an business
· Economics costs (also called opportunity cost)
· Explicit Cost
· Implicit Cost 
· Every decision in life involves weighing the trade-off between costs and benefits
· Rational Behaviour dictates that when people choose between two things, the one with the greatest net benefit (benefits minus costs) is chosen
· The benefits are often easily calculated
· The costs include both the direct cost and opportunity cost
· The direct cost includes all associated costs
· The opportunity cost includes the value of the next best alternative
· Opportunity cost is based on people’s valuation of the best alternative
· Example: Why are professionals (like doctors and lawyers) less likely to mow their lawn? Because professionals have an enormous opportunity cost. The value of the next best alternative is an additional surgery or court case

The Cost of an Item is its Opportunity Cost
· “There is no such thing as a free lunch!”
· Everything has an economic cost
· It may be free from an accounting costs (you may not have paid anything); but there was an economic cost (it using up resources)
· In order to produce the hamburger, you had to use up resources
· The opportunity cost is not the sum but based on the next best activity

Active Learning: Opportunity Cost
· Suppose that you are studying for your economics final and you are confronted with the choice to go to the movies with your friends
· What is the opportunity cost of going to the movies?
· The opportunity cost of going to the movies is the value placed on studying. This could be valued at the change in grade from study or forgone future earnings
· How does this change if you are borderline failing?
· The cost of possible retaking the class are now considered
· What is the opportunity cost of studying economics?
· The opportunity cost of studying economics is the value of going to see the movie. It could be valued at the ticket price
· How does this change depend on the movie?
· If the individual has a big desire to see the movie, this will increase the opportunity cost
· What is the rule of thumb in deciding which activity to choose?
· Choose the activity with the lowest opportunity costs
· The opportunity costs of going to the movies is the value placed on studying. Assuming that studying leads to a higher grade and a higher-grade lead to a higher future earnings, the costs of going to the movies is forgone future income. If a student is in danger of failing, then obviously the cost of retaking the class is also included in the opportunity cost. The opportunity costs of studying economics is the value of going to see the movie. Given that individuals’ valuation of the movies is not equal to the ticket price, their opportunity costs is their valuation of going to the particular movie. 
· As opportunity cost rises, the willingness to engage in this activity decreases 

Opportunity Cost
· Rationale behaviour suggests that people compare the additional benefits of a choice against the additional costs
· Referred to as marginal decision making
· No consideration of past benefits or costs, both referred to as skunk
· Opportunity costs helps understand adages such as “the mechanic’s car is the worst one on the block”
· The mechanic’s car is the worst one on the block, because if he/she is going to work on a car, the opportunity cost of working on his or her own car is the forgone earnings from working on someone else’s’ car

Your Turn! Opportunity Cost
· John is absent from work for two (2) hours to deal with a dental issue
· Additional information:
· Taxi fare (work place-dental office-work place) = $40
· Dental fees = $120
· John’s hourly rate of pay = $25
· Jon is unpaid for work absences 
· Discuss the financial and opportunity (economic) costs of John’s dental appointment
· The financial costs are what you pay (dental fee $120, cab $40 = $160)
· The economic costs are not only $160 (the explicit portion), but there is loss of income ($25 X 2 hours = $50), costs of pollution in the taxi, causing aggravation on the street because of more cab traffic
· Explicit: $210 ($120 + $40 + $25 + $25)
· Implicit: all the other things
· The economic costs cannot be less than the financial (accounting) cost

Incentives
· Rational behaviour suggests that people respond to incentives
· An incentive is something that causes a change in the trade-offs that people face
· Positive Incentive: makes people more likely to do something by lowering their opportunity cost (example: it will cost you $800 to study over the summer instead of the regular cost of tuition which is $1000)
· Negative Incentive (disincentive): makes people less likely to do something by raising their opportunity costs
· The decision to choose one alternative over another occurs when that alternative’s marginal benefits exceed its marginal costs
· When an incentive is provided on a large scale, the consequences can be extremely large
· Asking how others respond can help prevent bad decisions by predicting the undesirable side-effects of a change in prices or policies

Examples of Incentives
· Price of Gasoline Rises  People buy more fuel-efficient cars
· There are more well-paid jobs available for university graduates with economics degrees  more students major in economics

Active Learning: Incentives
· Suppose your higher education institution permits your final exam score to replace a midterm exam score in a course
· How does this affect your opportunity costs of going to the movies?
· The opportunity cost of going to the movie increases. The institution has given students as disincentive to engage in non-school related activities

Efficiency
· When you evaluate a government policy you are looking at two things: efficiency and fairness (equity)
· What does society want? You need to answer this before you can produce something as you may possibly waste resources
· Rational behaviour suggests that people seek opportunities to get what they want
· Given this behaviour, individuals and firms (producers) will act to provide the goods and services people want
· If a profit-making opportunity exists, someone will provide the good or service
· This leads to efficiency – resources are used to produce goods and services with the greatest economic value
· Increasing efficiency by better utilizing resources can be extremely challenging. Not all inventions pan out and not all new technology works
· There is a host of technology that never made large increases in efficiency, such as disc players, remote lawn moving machines, and the Spruce Goose
· There are also many innovations that have led to substantial increases in efficiencies, such as the steam engine, the combustible engine, nuclear reactors, computers, and the printing press 

Pie or Cake
· Efficiency = Size and Composition of Pie or Cake
· Equity (or fairness) = Distribution // How you distribute
· Arbitrage between efficiency and equity
· In economics, everything is based on efficiency and very little on fairness

Efficiency (Continued)
· Sometimes economies do not operate efficiently
· Innovation: yet to be discovered innovations/ideas increase efficiency. New technology (even a new business model) people cannot have taken advantage of it yet, because it didn’t exist before. Thus, this increases efficiency
· Market Failure: people and firms may be prevented from capturing the benefits of the opportunity or incur additional costs. Sometimes people and firms fail to take advantage of opportunities because something prevents them from capturing the benefits of the opportunity, or imposes additional costs on them. For instance, maybe your great new idea won’t work because it would be impossible to prevent others from quickly copying it or because a few big companies have already got the market sewn up
· Intervention: interventions in the economy cause transactions to not take place. Most often due to government policies. If a powerful force – often the government – intervenes in the economy, transactions cannot take place the way they normally would
· Goals other than profit: individuals and governments have goals other than profit. For example, creating great art or promoting social justice

Efficiency vs Equity
· Efficiency
· All opportunities are considered to make some people better off without making other people worse off
· Equity
· Everyone gets it fair share of goods and services
· Since people can disagree about what’s “fair”, equity isn’t as well-defined a concept as efficiency


Problem-Solving Toolbox
· Is microeconomics based on positive or normative (judgement, value) statements? 
· Accurately spotting the fundamental economic concepts at work in the world is sometimes difficult
· Economic analysis requires:
· Theory to be combined with observations
· Scrutiny of both theory and observations before drawing conclusions
· These analyses distinguish between:
· Positive Analysis: the ways things are (you’ve observed it, you measured it)
· Negative Analysis: the way things should be
· Accurately spotting the fundamental concepts at work in the world is sometimes difficult
· The sun doesn’t revolve around the earth
· Droughts are not caused by witches giving people the evil eye

Correlation and Causation
· When two events occur together, there is a tendency to assume that one causes the other
· Economics differentiate between two relationships
· Correlation: a consistently-observed relationship between two events
· Positive Correlation: Increase in A and B (example; prices and GDP go in the same direction at the same time)
· Negative Correlation: Increase in A and a Decrease in B (example; as the price goes up, the quantity demanded goes down)
· Causation: a relationship between two events in which one brings about the other
· A causes B (example; when GDP goes up, the rate of unemployment goes down)
· When we observe a consistent relationship between two events, we can say there is a correlation between them
· When two events tend to occur together, that is a positive correlation. For example, beer consumption and watching football games
· When two events tend not to occur together, that is a negative correlation. For example, coconut water consumption and watching football games
· Two events can be correlated, but one may not cause the other. In the above example, watching football games typically induces adults to drink beer, but not coconut water
· There are three reasons why an assumed causal relationship may be false:
· Correlation without Causation: two events may be extremely correlated, making it appear that a causal relationship exists. This typically occurs if one happens right before the other (a post hoc fallacy)
· Omitted Variables: two events may be extremely correlated due to a third event causing the two. For example, school violence data indicates that schools with predominantly black students are more violent than schools with predominantly white students. However, schools with predominantly black students are located in poorer neighbourhoods with gang activity (either within the school or surrounding the school). Thus, gang activity is the omitted variable
· Reverse Causation: sometimes it is unclear whether Event A causes Event B or if Event B causes Event A

Active Learning: Correlation and Causation
· For each of the following statements, classify whether it is false due to correlation without causation, an omitted variable, or reverse causation
· Education and future earnings is positively correlated (omitted variable)
· Shoe size and reading comprehensive scores are positively correlated (correlation without causation)
· Baby booms are caused by higher-quality minivans (reverse causation)

Models
· Economic models show how people, firms, and governments make decisions about managing resources, and how their decisions interact
· Models are a simplification of complex problems (simplification of reality)
· A model reduces something to something that is manageable
· Models include:
· Groups of individuals and their choices
· Markets to study
· What makes a model useful?
· Makes clear assumptions
· Describes the real work accurately
· Predicts cause and effect
· Principle of Ockham’s Razor that “entities should not be multiplied unnecessarily” applies to model building and implies that models should be as simple as possible to capture the interactions. Models may omit important interactions that may invalidate the conclusions drawn

Familiar Models
· A road map
· Human anatomy
· Model airplane

The Circular Flow Diagram
· The circular flow model represents a basic economy
· [image: ]
· The economic agents in the model are households and firms. The markets are the factors of production market and the goods/services market. The market for goods and services reflects all of the activity involved in the buying and selling of goods and services. In this market, households spend their wages from labor and their income from land and capital, and firms earn revenue from selling their goods and services. The market for the factors of production reflects all of the activity involving the buying and selling of factors of production. Households supply land, labor, and capital, and firms hire and purchase or rent these inputs
· The circular flow model tracks the flow of physical objects (such as labor and goods/services) and money. This diagram demonstrates the interaction of economic agents in the model. One way to understand the economy is by understanding the flow of physical items through the economy:
· Households rent (supply) their land and capital and work for firms
· Firms purchase (demand) these factors of production
· Firms produce (supply) and sell goods/services
· Households purchase (demand) goods/services
· The other way to understand the economy is by understanding the flow of money through the economy:
· Firms pay wages, rent, and profits for the use of factors
· Households receive income from firms
· Households spend income to purchase goods/services in the market for goods/services
· Firms receive money in the form of revenue
· You may want to discuss an example using the circular flow diagram. The authors choose to discuss donuts at a bakery. At the end of the example, remind students that this flow diagram is also applicable to the macroeconomy, where there are many firms and many households all interacting









Another Model: Production Possibility Curve

Butter
Bread


Positive and Normative Analysis
· Economics is a field of study in which people frequently confuse facts with judgments that are based on beliefs
· Positive Statement: a statement that makes a factual claim about how the world actually works
· Normative Statement: a statement that makes a claim about how the world should be

Active Learning: Positive and Normative Statements
· For each of the following, categorize as either a positive or normative statement
· GDP fell by 0.5% during last quarter (positive statement)
· Given an inflation rate of 2%, no one should be concerned with higher costs of living (normative statement)
· The TSX rose above 13,000 in 2013 (positive statement)

Summary:
· Four concepts of economics are discussed:
· Scarcity: constraints on obtaining everything wanted
· Opportunity Costs: given scarcity, people face trade-offs
· Incentives: economic agents can alter people’s trade-offs by providing incentives/disincentives
· Efficiency: markets typically provide the highest value of goods/services
· The differences between correlation and causation are analyzed
· Economists utilize models to understand decision making

Chapter 2: Specialization and Exchange – June 19, 2018

Overview:
· One of the fundamental concepts of macroeconomics is: gains from trade
· That is, the enormous gains that occur when individuals specialize in a production process instead of attempting to produce everything themselves 
· The intriguing aspect of gains from trade is that, with trade, individuals can consume outside their PPF
· Everyone focuses on what they are best at producing and do not produce things they inefficiently product
· Thus, with trade, resources are more efficiently used to produce goods and services than without

Learning Objectives:
1. Construct a production possibilities graph and describe what causes shifts in production possibilities curves
2. Define absolute and comparative advantage
3. Define specialization and explain why people specialize
4. Explain how the gains from trade follow from comparative advantage 

Who Produces Which Goods and Why?
· People around the globe coordinate production activities to sell to consumers what they want
· The global production is a natural outcome of people everywhere acting in their own self-interest to improve their own lives
· Economists call this coordination mechanism the invisible hand 
· Example: the bread maker. The bread maker produces large quantities of dough and keeps the oven hot. The bread maker has racks for cooling multiple loaves and sells fresh bread daily. “It is no by the benevolence of the bread maker that society receives the bread. Rather, it is his/her self-interest to obtain money to buy other goods does the baker produce as much bread as possible and use his/her resources as efficiently as possible to reduce the cost of production”
· If everyone is self-interested, they will produce goods and services that individuals want
· They will also gain expertise in producing goods by specializing in the production of a particular good or service
· By their own greed, they will desire to minimize the costs of producing these goods to obtain the largest gain from selling them
· One can imagine individuals moving around producing goods for each other without expressly being told what to product 
· Production does not have to be coordinated by a central organizer (social planner) nor do goods and services accidentally get produced
· They are all produced for a specific group of people in mind 
Production Possibilities
· The production possibility model provides insights into the invisible hand mechanism
· Two Groups: Producers and Consumers
· Two Goods being produced
· Each producer has their own production technology
· Technology can be proprietary
· Model analyzes who produces which goods 

The Production Possibility Frontier (PPF)
· A country’s production capabilities can be modeled using the production possibilities frontier (PPF)

Production Possibility Frontier: Opportunity Cost
· The production possibilities frontier is the line or curve that shows all possible combination of two outputs that can be produced using all available resources
· The trade-off between producing more of one good and less of another is the opportunity cost
· Equal to the slop of PPF, -2
· The opportunity cost of 1 shirt is 2 bushels of wheat 

Active Learning: Calculating Opportunity Cost
· See PowerPoint Charts to use PPF to calculate the opportunity cost of wheat

Concave (from the origin) PPFs
· The previous PPFs assumed that all inputs are able to be transferred between production processes at a constant rate
· It is likely that some inputs are better suited for making shirts, while others input are better suited for farming
· What happens to the shape of the PPF when the costs associated with transferring inputs between production process is not constant 
· The opportunity cost of producing an additional unit of a good typically increases as more resources are allocated to its production
· At each point of the curved production possibilities frontier, the slope represents the opportunity cost of producing more t-shirts
· The opportunity cost represents the suitability of the next input that is transferred from one production process to another 

Producing Inside the PPF
· If the country is producing inside the PPF, producing more of one good does not require giving up some of the other good



PPFs and Opportunity Cost
· If the country is producing on the PPF, producing more of good requires giving up some of the other good

Shifting the PPF
· The PPF shifts when resources are adjusted
· The PPF shifts when resources (including technology) are increased (or decreased). There are two types of resource changes:
· Economy-Wide (shifting the whole PPF outward). Can produce more of all goods
· Sector-Specific (rotating the PPF outward on ONE axis). Can produce more shirts without transferring resources from shirts to wheat

Active Learning: Shifting the PPF
· Refer to PowerPoint Charts to understanding shifting the PPF
· It is possible to increase both wheat and shirt production with an increase in technology to produce shirts 

Absolute and Comparative Advantage
· The PPF illustrates the key trade-offs faced by one economy
· If there is no trade between economies, then what a country produces is what it consumed
· Using the understanding of PPFs, the analysis can be extended to understand how countries decide what to product 

Theory of Absolute Advantage
· See PowerPoint Charts to understand:
· Theory of Absolute Advantage (based on inputs)
· Theory of Absolute Advantage (based on outputs)

Absolute and Comparative Advantage (Continued)
· Suppose:
· A Canadian worker can produce 50 shirts or 200 bushels of wheat per day
· A Chinese worker can produce only 25 shirts or 50 bushels of wheat
· The Canadian worker has an absolute advantage in shirt production since a Canadian worker can produce more shirts than a Chinese worker
· The Canadian worker has an absolute advantage in wheat production since a Canadian worker can produce more wheat than a Chinese worker 
· However:
· Absolute advantage does not aid in understanding how countries decide which goods to produce
· For every t-shirt produced, the country uses resources that could otherwise be spent growing wheat
· Trade is based on opportunity cost
· To understand how each country decided which good to produce when they interact, the opportunity costs are calculated:
· Canada: 1 shirt costs 4 bushels of wheat
· China: 1 shirt costs 2 bushels of wheat
· Using the reciprocal of the above opportunity costs:
· Canada: 1 bushel of wheat costs ¼ of a shirt
· China: 1 bushel of wheat costs ½ of a shirt 
· A country that has a comparative advantage in a good if it can produce it at a lower opportunity cost than other countries
· Canada has a comparative advantage in wheat production over China
· China has a comparative advantage in shirt production over Canada
· No country has a comparative advantage in everything, and each country has a comparative advantage in producing something 

Terms of Trade


Why Trade?
· Suppose Canada has 150 million workers and China has 800 million
· In isolation, each country produces and consumers on its own
· Canada produces 5 billion shirts and 10 billion bushels of wheat
· China produces 10 billion shirts and 20 billion bushels of wheat
· If each country specializes by producing the good for which it has a comparative advantage, total production increases 
· See PowerPoint Charts for the Number

Benefits from Specialization and Trade
· Specialization
· Scarce production resources are allocated to the most efficient production
· Export products for which production is efficient and import products for which production is not efficient
· Economies of Scale (decreasing average production costs)
· Improved production techniques
· Better management, inventory control
· Division of labour, better financial terms 

Shortcoming of Specialization
· International trade is more complex than described by the principle of specialization
· Can create a dependency for developing countries
· They export agricultural products and import manufactured goods
· Markets do not always distribute the gains from specialization equally
· Developing countries specialize in the export of primary goods for which profit margins are small and import manufactured goods for which profit markets are significant 


Gains from Trade
· The improvement in outcomes that occurs when specialized producers exchange goods and services is called the gains from trade

Comparative Advantage and Specialization
· Persons and countries can improve their well-being by specializing in the production of goods for which they have a comparative advantage and in trading among themselves
· In our example,
· The wheat farmer will specialize in the production of wheat
· The beef farmer in the production of beef
· They will trade some of their production

Summary
· Specialization and trade can make everyone better off
· An economy is driven by individuals seeking to make a profit; people specialize so as to exploit their comparative advantage
· This principle is as true for countries, like Canada and China, as it is for individuals deciding their career path



















Chapter 3: Markets – June 21, 2018

Overview:
· Understanding supply and demand is incredibly important
· The market permits efficiency of many goods
· Surveys do not need to be conducted to find out what consumers wants; the market forces (mainly price) act as the automatic regulator

Learning Objectives:
1. Identify the defining characteristics of a competitive market
2. Draw a demand curve and describe the external factors that determine demand
3. Distinguish between a shift in and a movement along the demand curve
4. Draw a supply curve and describe the external factors that determine supply
5. Distinguish between a shift in and a movement along the supply curve
6. Explain how supply and demand interact to drive markets to equilibrium
7. Evaluate the effect of changes in supply and demand on the equilibrium price and quantity

Markets
· A market refers to the buyers and sellers who trade a particular good or service
· Markets can be located locally, globally, or even virtually
· One special class of markets is the competitive market
· Four characteristics of perfectly competitive market
· Standardized good (any two units of the good have the same features and are interchangeable; example: unleaded 86 octane gasoline. A violation of a standardized good is the ethanol in gasoline at some stations)
· No transaction costs (there is no costs in participating in exchanges in the market; example: no transaction costs are retail gasolines are near each other. A violation of no transaction costs is where there are entrance fee to purchase from a particular seller such as Costco)
· Full information (assumes market participants know everything about the price and features of the good; example: retail gasoline prices. A violation of full information is when sellers do not disclose proprietary ingredients such a fuel additives)
· Participants are price takers (neither buyers or sellers have the power to affect the market price; example: retail gasoline stations at the same intersection typically have the same price. A violation of price taking is a limited number of sellers that are geographically isolated, name brand vs. generic prescription drugs, and loyalty discounts)
· In this chapter, markets are assumed to be perfectly competitive



The Demand Schedule
· A demand schedule displays the quantities demanded at various prices
· This demand schedule provides the quantity of cellphones demanded at specific prices
· Notice that as price falls, the quantity demanded increases
· There are two ways to show the demand for a product: a demand schedule and a demand curve
· Each provides the same information, which is the quantity of a good or service consumers will want to buy a different price
· Using the demand schedule, the emphasis of “holding all else constant” can be demonstrated
· Only price is being adjusted and, as such, only price affects the quantity demanded
· Lastly, the demand schedule shows the quantitates of a particular good or service that consumers are willing to purchase (demand) at various prices 
· That is, it shows the highest amount consumers will pay for any given quantity

The Demand Curve
· The demand curve illustrates the relationship between the quantity demanded and the price of the good, holding all of the other non-price determinants constant
· As the price decreases, the quantity demand increases
· In order to draw the demand curve for a product:
· Plot the price, quantity demanded coordinates from the demand schedule
· By convention, the demand curve is drawn with price on the vertical axis and the quantity demanded on the horizontal axis
· The dependent variable is plotted on the vertical axis while the independent variable is plotted on the horizontal axis
· Law of Demand: the demand curve is downward sloping reflecting the law of demand – that price and quantity demanded are inversely related. Similarly, to the demand schedule, affordability and desirability remain constant 
· The demand schedule and curve both describe the relationship between the price of a product and the quantity demanded of that product, holding all others factors constant 

Demand
· Individual vs. market demand for a good or service
· Individual demand
· Johnny’s demand for ice cream
· Market demand
· As a group, consumers determine the demand for a product
· The quantity demanded is the amount of a particular good or service that buyers are willing and able to purchase at a given price
· The law of demand states that the lower the price, the higher quantity demanded, all other things equal (it does not exists without this statement)
· It is important to recognize the difference between ‘want’ (peoples’ unlimited desires or wishes for goods and services) and ‘demand’ (a decision about which wants to satisfy)
· People who demand have a firm commitment to purchase a good or service
· The affordability and willingness to purchase are both necessary in order for a consumer to demand a good or service. If a consumer cannot satisfy either of these two components, then they do not demand a product regardless of their deep desire to have it 
· Example of Law of Demand: years ago, flat-panel TVs cost many thousands of dollars, only a few people could afford them. Now, flat-panel TVs are less expensive, and everyone seems to have one. It is now considered a ‘must’ when buying a new TV. When gasoline is cheap, more people can afford to buy it and people consume much more of it

Market Demand vs. Individual Demand
· The quantity demanded in the market is the sum of the quantities demanded by all buyers at each price
· Suppose Peter and Paul are only two buyers in the cell phone market 

Changes in Demand
· The five most important non-price determinants of demand are:
· Preferences (fads, trends, fashion. When tastes shift in favour of a good, the demand curve will shift to the right)
· Number of buyers
· Incomes (changes in income can lead to a change in demand. When people earn more income, they’re willing to spend more on some goods. An increase in income will shift the demand curve to the right)
· Expectations (changes in consumers’ expectations about the future – especially future prices – can affect demand. If consumers expect the price of a new cell phone will drop, demand decreases. An expected decrease in the future price of a good shifts the demand curve to the left)
· Prices of related goods (substitutes. A decrease in the price of a substitute reduces the demand for good and causes its demand curve to shift to the left. Complements work the opposite)
· What happens when one of the non-price determinants changes?
· If positive influence, demand increases (i.e. demand curve shifts outwards)
· If negative influence, demand decreases (i.e. demand curve shifts inwards)
· The term “non-price determinants” refers to an influence other than the price of the good or service in question that affects the demand for that good or service
· Price is a determinant of demand in the sense that the price affects quantity demanded, holding all else constant. On the other hand, holding price constant, the five non-price determinants influence the quantity demanded 



Chapter 4 – Elasticity – June 26, 2018

Learning Objectives
1. Calculate price elasticity of demand using the mid-point method
2. Explain how the determinants of price elasticity of demand affect the degree of elasticity
3. Calculate price elasticity of supply using the mid-point method
4. Explain how the determinants of price elasticity of supply affect the degree of elasticity
5. Calculate cross-price elasticity of demand, and interpret the sign of the elasticity
6. Calculate income elasticity of demand, and interpret the sign of elasticity

What is Elasticity?
· Elasticity is a measure of the responsiveness to a change in a market condition
· The concept applies to supply and demand
· It measures the response to a change in:
· The price of the good
· The price of a related good
· Income
· The concept of elasticity is applicable to many determinants of supply and demand
· One of the most commonly used measures of elasticity is price elasticity of demand: how much the quantity demanded changes when the price of a good changes

Price of Elasticity of Demand
· The price of elasticity of demand measures the magnitude of change in the quantity demanded from a change in its price. In other words, it estimates price sensitivity 
· The price of elasticity of demand is easily understood as quantifying the law of demand: the magnitude of change in the quantity demanded when the price is adjusted
· The price elasticity of demand is always negative, as price and quantity demanded are inversely (negatively) related
· The elasticity being unitless means that is a number, but doesn’t have a standard unit of measure. The elasticity must be interpreted based on its sign and its magnitude

Your Turn
When quantity demanded responds only slightly to changes in price, what is demand said to be?
A. Unit Elastic
B. Elastic
C. Inelastic
D. Perfectly Inelastic

Your Turn
What does the elasticity of demand for luxuries tend to be?
A. Greater than 1
B. Less than 1
C. Equal to 1
D. Equal to 0

Your Turn
What does a flatter demand curve represent?
A. Greater price elasticity of demand
B. Smaller price elasticity of demand 
C. Price elasticity of demand that is close to the slope of the curve
D. Price elasticity of demand that is equal to the slope of the curve 

Determinants of Price Elasticity of Demand
· Consumers are more sensitive to price changes for some goods and services than for others
· Many factors determine consumers’ responsiveness to price changes
· Availability of substitutes
· Substitutes are goods that are distinguishable from one another, but have similar use
· When the price of a good with a close substitute increases, consumers will buy the substitute instead
· If close substitutes are available for a particular good, then the demand for that good will be more sensitive (or elastic) than if only distant substitutes are available
· Example: the price elasticity of demand for cranberry juice is likely to be relatively elastic; if the price gets too high, many consumers may switch to grape juice
· Degree of necessity
· When a good is a basic necessity, people will buy it even if prices rise
· The demand for socks probably is not very elastic, nor is the demand for home heating during the winter
· Although people may not like it when the prices of these goods rise, they will buy them to maintain a basic level of comfort
· The demand for luxuries like vacations, expensive cars, and jewelry is likely to be much more elastic 
· Cost relative to income
· All else had equal, if consumers spend a very small share of their incomes on a good, their demand for the good will be less elastic than otherwise
· Adjustment time
· Goods often have much more elastic demand over the long run than over the short run
· Often, adjusting to price changes take some time
· Gasoline is a good example. In the short-term, you may not be so sensitive to rising gas prices, but in the long-run you may look for alternatives (fuel efficient card, moving close to work or school, etc.)
· Scope of the market 
· Each of the above depend on how you define the market for a good or service
· The price elasticity of demand for bananas might be high, but the price elasticity of demand for fruit could still be low, because there are more substitutes for bananas (such as apples or peaches) than for the broader category of fruit 

Categorizing Elasticities
· All goods and services can be broadly categorized based on elasticity
· The main categories are:
· Elastic: A change in price causes a relatively large percentage change in quantity demanded
· Inelastic: A change in price causes a relatively small percentage change in quantity demanded

Categorizing Elasticities
· At the extremes, demand can be either perfectly elastic or perfectly inelastic
· Elastic >1
· Unit-Elastic =1
· Inelastic <1

Using Price Elasticity of Demand
· Knowing whether the demand for a good is elastic or inelastic is extremely useful in business
· Allows managers to determine whether a price increase will cause total revenue to rise or fall
· Total revenue is the amount that a firm receives from the sale of goods and services
· Total revenue (TR) equals price paid (P) multiplied by quantity sold (Q) 
· TR = P x Q

Price Elasticity of Supply
· The concept of elasticity can also be applied to supply
· The price elasticity of supply measures producers’ response (in quantity) to a change in price
· Uses same midpoint formula but replaces quantity demanded with quantity supplied
· Elasticity is always positive
· Same interpretation
· Elastic >1
· Unit Elastic =1
· Inelastic <1
· Elasticity of supply is always positive because price and quantity supplied is positively related

Determinants of Price Elasticity of Supply
· Producers are more sensitive to price changes for some goods and services than for others 
· Many factors determine producers’ responsiveness to price changes
· Availability of inputs
· The production of some goods can be expanded easily just by adding extra inputs (example – in a bakery this may be purchasing extra flour and yeast to produce more bread, probably at the same cost per loaf)
· The elasticity of supply depends on the elasticity of the supply of inputs
· If producing more of a good will cost a lot more than the initial quantity did, because the extra inputs will be harder to find, then the producer will be reluctant to increase the quantity supplied 
· Flexibility of the production process
· The easiest way for producers to adjust the quantity supplied of a particular good is to draw production capacity away from other goods when prices rise, or to reassign capacity to other goods when prices fall
· Farmers may find this sort of substitution relatively simple
· When corn prices are high they will plant more acres with cord; when corn prices are low they will reassign acres to more profitability crops
· Other products have much less flexibility
· Adjustment time
· Supply is more elastic over long periods of time than over short periods
· Producers can make more adjustments in the long run than in the short run
· In the short run, the number of goods a producer is able to produce is fixed; in the long run, producers can expand production
· Production capacity can also increase or decrease over time as new firms start up or old ones shut down

A Range of Supply Curves
· Economists classify supply curves according to their elasticity
· The slope of the supply curve is closely related to price elasticity of supply 
· Rule of Thumb:
· The flatter the curve, the bigger the elasticity
· The steeper the curve, the smaller the elasticity
· The next 5 sides (refer to Chapter 4 Charts) present the different classifications, from least to most elastic



The Determinants of Supply Elasticity
· The more easily sellers can change the quantity they produce, the greater the price elasticity of supply
· Example: supply of beachfront property is harder to vary and thus less elastic than supply of new cars
· For many goods, price elasticity of supply is greater in the long run than in the short run, because firms can build new factories, or new firms may be able to enter the market

Cross-Price Elasticity of Demand
· The cross-price elasticity of demand is a measure of how the quantity demanded of one good changes when the price of a different good changes
· The midpoint formula calculates the elasticity between the quantity demanded of good A and the price of good B
· The cross-price elasticity of demand can be positive or negative
· >0: the two goods are substitutes
· <0: the two goods are complements
· For substitutes: an increase in the price of one will cause an increase in the quantity demanded of the other. An easy example is apples and oranges. If the price of oranges goes up (and the price of apples stays the same), consumers typically switch from oranges to apples
· For complements: an increase in the price of one will cause a decrease in the quantity demanded of the other. An easy example is hot dogs and hot dog buns. If the price of hot dogs goes down, consumers typically buy more hot dog buns (since they are buying more hot dogs)

Your Turn
Get Smart University is contemplating increasing tuition to increase revenue. What must the school believe? 
A. The law of demand does not apply
B. The demand for university education is elastic
C. The demand for university education is inelastic
D. The supply of university education is elastic 

Summary
· Elasticity is a general measure of responsiveness that can be used to answer questions pertaining to the sensitivity of quantity to a change in:
· Price
· Price of related good
· Income
· The price elasticity of demand – the percentage change in the quantity demanded divided by the percent change in the price (dropping the minus sign) – is a measure of the responsiveness of the quantity demanded to change in the price
· The responsiveness of the quantity demanded to price can range from perfectly inelastic demand, where the quantity demanded is unaffected by the price, to perfectly elastic demand, where there is a unique price at which consumers will buy as much or as little as they are offered
· When demand is perfectly inelastic, the demand curve is a vertical line; when it is perfectly elastic, the demand curve is a horizontal line
· The price elasticity of demand is classified according to whether it is more or less than 1. If it is greater than 1, demand is elastic; if it less than 1, demand is inelastic; if it is exactly 1, demand is unit-elastic. This classification determines how total revenue, the total value of sales, changes when the price change
· The price elasticity of demand depends on whether there are close substitutes for the good, whether the good is a necessity or a luxury, the share of income spend on the good, and the length of time that elapsed since the price change 
· The cross-price elasticity demand measures the effect of a change in one good’s price on the quantity of another good demanded
· The income elasticity of demand is the percent change in the quantity of a good demanded when a consumer’s income changes divided by the percentage change in income. If the income elasticity is greater than 1, a good is income elastic. If it is positive and less than 1, the good is income-inelastic
· The price elasticity of supply is the percent change in the quantity of a good supplied divided by the percent change in the price. If the quantity supplied does not change at all, we have an instance of perfectly inelastic supply; the supply curve is a vertical line. If the quantity supplied is zero below some price but infinite above that price, we have an instance of perfectly elastic supply; the supply curve is a horizontal line
· The price elasticity of supply demands on (1) the availability of resources to expand production, and (2) time. It is higher when inputs are available at relatively low cost and the longer it has been since the price change 
















Chapter 5 – Efficiency – June 28, 2018

Learning Objectives
1. Use willingness to pay and willingness to sell to determine supply and demand at a given price
2. Calculate consumer and producer surplus based on a graph or table
3. Calculate total surplus based on a graph or table
4. Define efficiency in terms of surplus and identify efficient and inefficient situations
5. Describe the distribution of benefits that results from a policy decision
6. Define and calculate deadweight loss
7. Explain why correcting a missing market can make everyone better off

Welfare Economics
· Welfare economics
· The study of how the allocation of resources affects economic well-being
· The allocation of resources refers to
· Quantities produced of each good or service
· Who produces it
· Who consumes it
· First, we look at the well-being of consumers

Efficient Markets
· Productive efficiency
· Production of a good or a service in the least costly way
· Allocative efficiency
· The distribution of resources (land, capital) among firms to produce the goods and services most wanted by society

Willingness to Pay and Sell
· Consumers many times are willing to pay more than the market price
· A consumer is willing to purchase a good if the price is below their maximum willingness to pay
· Producers likewise are willing to sell for less than the market price
· A producer is willing to sell a good if the price is above their minimum willingness to sell
· Voluntary exchanges create value and can make everyone involved better off
· Above consumer’s maximum willingness to pay, the opportunity cost of purchasing the good is too great
· This is the point at which the trade-off between buying the good or not is formed
· Below producer’s minimum willingness to sell, the opportunity cost of selling the good is too great
· This is the point at which the trade-off between selling the good or not is formed
· Reservation prices (maximum willingness to pay and sell) are easily understood
· On eBay, when purchasing a good, many bidders place their maximum bid (in other words, their maximum willingness to pay)
· Similarly, sellers sometimes have a reserve price, which is the lowest price they are willing to sell the good for 

Measuring Surplus
· When a consumer buys a good below the market price, this creates value
· Known as consumer surplus, a measure of consumers’ benefit from the purchase
· When a producer sells a good above the market price, this create value
· Known as producer surplus, a measure of producer’s benefit from the sale
· Surplus is measured as the difference between the price at which a buyer or seller would be willing to trade and the actual price

Consumer Surplus
· The consumer surplus can be calculated by summing up individual’s consumer surplus
· See Charts 

Producer Surplus
· The producer surplus can be calculated by summing up individuals’ producer surplus
· As the price falls, producer surplus falls 
· See Charts

Total Surplus
· Total Surplus is the combined benefits that everyone receives from participating in an exchange of goods or services
· Total Consumer Surplus is equal to the area underneath the demand curve and above the equilibrium price
· Total Producer Surplus is equal to the area above the supply curve and below the equilibrium price 
· Total Surplus = Consumer Surplus + Producer Surplus

Market Equilibrium and Efficiency
· The market equilibrium is the point that maximizes total well-being (total surplus) of all participants in the market
· It should be noted that there are two effects going on that change consumer and producer surplus
· A change in price. A redistribution of surplus from consumers to producers (no change in total surplus)
· This is zero-sum. What consumers lose, producers gain
· A change in quantity. Net declined in total surplus
· This is not zero-sum. Consumers and producers are worse off


Measuring Society’s Well-Being
· Total Surplus (TS) = CS + PS
· CS = (Value to Buyers – (Amount Paid By Buyers)
· PS = (Amount Received by Sellers) – (Cost to Sellers)
· TS = (Value to Buyers) – Cost to Sellers 

The Market’s Allocation of Resources
· In a market economy, the allocation of resources is decentralized, determined by the interactions of many self-interested buyers and sellers
· Is the market’s allocation of resources desirable? Or would a different allocation of resources make society better off?
· To answer this, we use total surplus as a measure of society’s well-being

Market Efficiency
· Total Surplus = Value to Buyers – Cost to Sellers
· An allocation of resources is efficient if it maximized total surplus. Efficiency means:
· Raising or lowering the quantity of a good would not increase total surplus
· The goods are being producers by the producers with lowest cost
· The goods are being consumed by the buyers who value them most highly

Market Equilibrium and Efficiency
· Lowering the price from the market equilibrium price decreases total surplus
· A market is efficient when it is at equilibrium
· When a market is efficient, there is no exchange that can make anyone better off without someone becoming worse off
· Efficiency is one of the most powerful features of a market system and is achieved without centralized coordination

Changing the Distribution of Total Surplus
· When an artificial price is imposed on a market, surplus is transferred between consumers and producers

Deadweight Loss
· When an artificial price is imposed on a market, a deadweight loss occurs
· The deadweight loss is the loss of total surplus that results when the quantity of a good that is bought and sold is below the market equilibrium quantity

Missing Markets
· A market is missing when there are people who would like to make an exchange but cannot, for one reason or another, and opportunities for mutual benefit do not occur
· This occurs due to:
· Public policy
· Public policy can prevent a market from existing – for instance, when the production or sale of a particular good or service is banned
· Lack of accurate information or communication
· Lack of technology to facilitate exchange
· Example: eBay is an example of technology that extends the idea of a garage sale to a bigger market, helping facilitate exchanges that otherwise could not have occurred 

Summary
· Competitive markets (without externalities) allocate resources efficiently
· In the real world, some markets are not competitive and, as a result, resources are not allocated efficiently
· Causes include
· Market power – a single buyer or seller can influence the market price
· Externalities – side effects of producing (e.g. pollution) and consumer (e.g., education)
· When markets fail, public policy may remedy the problem and increase efficiency
· [bookmark: _GoBack]Welfare economics sheds light on market failures and government policies
· Despite the possibility of market failure, the assumptions in this chapter work well in many markets, and the invisible hand remains extremely important
· To measure of society’s well-being, we use total surplus, the sum of consumer and producer surplus
· Efficiency means that total surplus is maximized, that the goods are produced by sellers with lowest cost, and that they are consumed by buyers who most value them
· Under perfect condition, the market outcome is efficient. Altering it would reduce total surplus
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