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Key economic terms and concepts:
· Opportunity cost

· Specialization

· Supply and demand

· Marginalism

· The invisible hand

· Market Failures

 
Fundamental concept: Scarcity in economics.

 

Mechanics of Supply and Demand analysis:

· Demand and supply curves

· Equilibrium

· Shortages and surpluses

· Ceteris paribus assumption

· Shifts in demand and supply curves

· Substitutes and complements

 
 

 

 

 

 

 

Lesson #1 - Intro to Economics
Ten Principles of Economics
	How People Make Decisions
· #1: People face tradeoffs.
· #2: The cost of something is what you give up to get it.
· #3: Rational people think at the margin.
· #4: People respond to incentives.

	How People Interact
· #5: Trade can make everyone better off.
· #6: Markets are usually a good way to organize economic activity.
· #7: Governments can sometimes improve market outcomes.

	How the Economy as a Whole Works
· #8: A country’s standard of living depends on its ability to produce goods and services.
· #9: Prices rise when the government prints too much money.
· #10: Society faces a short-run tradeoff between inflation and unemployment.
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Chapter 1 - Ten Principles of Economics
 

 

The word economy comes from the Greek word for “one who manages a household.” 
Economics is the study of how society manages its scarce resources.
An economy is a group of people interacting with one another as they go about their lives.
 

 

· Economics is about the allocation of scarce resources
 
· Think of society like a household: A household must decide who does what tasks, and how to allocate the resources among its members. Much like a household, a society faces many decisions, such as who does what jobs, and the allocation of the output of goods and services that they produce.  

· The management of society's resources is important because resources are scarce. Scarcity means that society has limited resources and cannot produce all the goods and services people wish to have. 

· Economics is the study of how society manages its scarce resources. Most societies allocate resources through combined actions of millions of households and firms. 

· Economists study how people make decisions: how much they work, what they buy, how much they save, and how they invest their savings, and how people interact with each other. They also analyze the forces and trends that affect the economy as a whole.

 
 

FOUR PRINCIPLES OF INDIVIDUAL DECISION MAKING
 

1. Tradeoffs
· Making a decision requires trading off one goal against another. 

· "Guns and butter" the more society spends on national defense and security (guns) to protect, the less it can spend of consumer goods (butter) to raise the standard of living. 

· Tradeoff between a clean environment and high level of income. Laws that require firms to reduce pollution raise the cost of producing goods and services.

· Efficiency vs. Equity. Efficiency means that society is getting the maximum benefits from its scare resources. Equity means that the benefits of those resources are distributed fairy among society. Efficiency refers to the size of the economic pie, equity refers to how the pie is divided into individual slices. Example: Welfare/EI try to help members of society in need. Income tax asks the financially successful to contribute more than others to support the government. These policies achieve equality, but reduce efficiency. When the government redistributes income from the rich to the poor, it reduces the reward for working hard; as a result, people work less and produce fewer goods and services. In other words, when the government tries to cut the economic pie into more equal slices, the pie gets smaller.
 
1. The Cost of Something Is What You Give Up to Get It (Opportunity Cost)
· Because people face tradeoffs, making decisions requires comparing the costs and benefits of the courses of actions.

· The opportunity cost of an items is what you give up to get that item. An opportunity cost, is an opportunity lost. (ie: you call in sick to work to binge GOT, but lose $168 in wages - this is the opportunity cost of that)

 
1. Rational People Think at the Margin
· Economists assume that people are rational. Rational people systematically and purposefully do the best they can to achieve their objectives.

· Rational people recognize that decisions in life are rarely black and white, but involve shades of gray (ie: the decision is NOT either blowing off your exams or studying for 24 hours a day, it is whether you should spend that extra hour reviewing your notes instead of watching tv)

· The tern marginal changes is used to describe small incremental adjustments to an existing plan of action.

· Margin means edge, so marginal changes are adjustments around the edges of what you are doing. Rational people make decisions by comparing marginal benefits and marginal costs

 
1. People Respond to Incentives
· An incentive is something (such as the prospect of a punishment or a reward) that induces a person to act.

· Because rational people make decisions by comparing costs and benefits the respond to incentives.

· Many policies change the cost or benefits that people face and therefore alter their behavior (ie: a tax on gas encourages people to drive smaller, more fuel-efficient cars. An even large tax would encourage people to carpool, take public transportation or live closer to where they work). 

 
The fundamental lessons about individual decision making are that people face tradeoffs among alternative goals, that the cost of any action is measured in terms of forgone opportunities, that rational people make decisions by comparing marginal costs and marginal benefits, and that people change their behavior in response to the incentives they face.
 

 

HOW PEOPLE INTERACT
 

1. Trade Can Make Everyone Better Off
· Trade between two countries can make each country better off. 

· Trade allows countries to specialize in what they do best and to enjoy a greater variety of goods and services.

 
1. Markets Are Usually a Good Way to Organize Economic Activity
· Most countries are trying to develop market economies. In a market economy, the decisions of a central planner are replaced by the decisions of millions of firms and households.

· Firms decide whom to hire and what to make. Households decide which firms to work for and what to buy with their incomes. Prices and self-interest guide their decisions.

· The success of market economies is puzzling; no one is looking out for the economic well-being of society as a whole. In his 1776 book An Inquiry into the Nature and Causes of the Wealth of Nations, economist Adam Smith made the most famous observation in all of economics: Households and firms interacting in markets act as if they are guided by an “invisible hand” that leads them to desirable market outcomes. 

· Prices are the instrument with which the invisible hand directs economic activity - buyers look at the price when determining how much to demand, and sellers look at the price when deciding how much to supply.

· When the government prevents prices from adjusting naturally to supply and demand, it impedes the invisible hand’s ability to coordinate the millions of households and firms that make up the economy.

· Harm can be caused by policies that directly control prices, such as rent control. 

· Uber vs. Taxis: Uber cars often charge less than taxis, but not always. Uber raises their prices significantly when there is a surge in demand, such as a rainstorm or NYE. Surge prices makes consumers pay more, but Uber drivers respond to the incentives of increased pricing, it increases the quantity of cars when they are most in need.

 
1. Governments Can Sometimes Improve Market Outcomes
· One reason we need the government is that the invisible hand  can work its magic only if the government enforces the rules and maintains the institutions that are key to a market economy. 

· Market economies need institutions to enforce property rights (the ability of an individual to own and exercise control over scarce resources) so individuals can own and control scarce resources. 

· Another reason we need government is to promote efficiency and promote equity. (ie: most policies aim to enlarge the economic pie or change how the pie is divided)

· Market failure - a situation in which a market left on its own fails to allocate resources efficiently. One possible cause of market failure is an externality (the impact of one person's actions on the well-being of a bystander)

· An example of externality is pollution. If the product of a good pollutes the air the market may fail to take this cost into account. 

· Another reason for market failure is market power, which refers to the ability of a single person or firm to unduly influence market prices. (ie: there is only one well in town, but everyone needs water. The owner of the well takes advantage of this and charges a higher price)

· The invisible hand does not ensure that everyone has basic necessities to survive. Public policies (welfare, etc) aim to achieve a more equitable distribution of economic well-being. 

· Markets facilitate trade and enable the distribution and resource allocation in a society
 
The fundamental lessons about interactions among people are that trade and interdependence can be mutually beneficial, that markets are usually a good way of coordinating trade among people, and that the government can potentially improve market outcomes if there is some market failure or if the market outcome is inequitable.
 

 

HOW THE ECONOMY AS A WHOLE WORKS
 

1. A Country's Stands of Living Depends of Its Ability to Produce Goods and Services
· Almost all variation in living standards is attributable to differences in countries' productivity - the amount of goods and services produces from each hour of a worker's time. 

· If productivity is the primary determinant of living standards, other explanations are secondary. It is not raising minimum wage that increased living standards for Canadians, it is their rising productivity. 

· To boost living standards, policymakers need to raise productivity by ensuring that workers are well educated, have the tools needed to produce goods and services, and have access to the best available technology.

 
1. Prices Rise When the Government Prints Too Much Money
· Inflation - an increase in the overall level of prices in the economy.

· The cause of inflation is the growth in the quantity of money. When a government creates large quantities of money, the value of the money falls.

 
1. Society Faces a Short-Run Tradeoff between Inflation and Unemployment
· In the long run, higher prices is the effect of increasing the quantity of money. 

· There are other short-run effects of monetary injections, such as:

· Increasing the amount of money in the economy effects the overall level of spending and thus the demands for of goods and services

· Higher demand may cause firms to raise prices, but also encourages them to increase quantity of goods they produce and hire more workers. 

· More hiring means lower unemployment.

· This line of reasoning leads to one economy-wide tradeoff: a short-run tradeoff between inflation and unemployment. This means that over a year or two, many economic policies push inflation and unemployment in opposite directions. 

· This tradeoff plays a key role in the business cycle - the irregular and largely unpredictable fluctuations in economic activity, as measured by the production of goods and services or the number of people employed. 

 
The fundamental lessons about interactions among people are that trade and interdependence can be mutually beneficial, that markets are usually a good way of coordinating trade among people, and that the government can potentially improve market outcomes if there is some market failure or if the market outcome is inequitable.
 

----------------------------------------------------------------------------------------------------------------------------------------------------

 

Chapter 2 - Thinking Like an Economist
 

· The Economist as Scientist
Economists try to address their subject with a scientist's objectivity. They devise theories, collect data, and then analyze these data in an attempt to verify or refute their theories.
 

·  The Scientific Method: Observation, Theory, and More Observation
An interplay between theory and observation occurs in economics. An economist collects and analyzes data. However, conducting experiments is often impractical. 
 

· The Role of Assumptions
Assumptions can simplify the complex world and make it easier to understand. 
The art in scientific thinking is deciding which assumptions to make. 

Economists use different assumptions to answer different questions. 

 

· Economic Models
Economists use models to learn about the word, they are often composed of diagrams and equations. All models are built with assumptions. 
Economists assume away many of the details of the economy that are irrelevant to the question at hand.

 

 

MODELS:
 

Circular-Flow Diagram
· To understand how the economy works, we must find some way to simplify our thinking about all the activities that goes on (buying, selling, working, hiring, etc.). We need a model that explains how the economy is organized and how participants in the economy interacts with one another. In the circular-flow diagram the economy is simplified to include two types of decision makers: households and firms. Firms produce goods and services. Households own the factors of production and consume all the goods and services.
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The Production Possibilities Frontier
· A graph that shows the combinations of output that the economy can possibly produce given the available factors of production and the available production technology

· In the below graph, the economy divides its resources between the two industries - computers and cars. Because resources are scarce, the economy cannot produce the numbers in point C.

· An outcome is said to be efficient if the economy is getting all it can from the scarce resources it has available. 

· Points on (rather than inside) the productions possibilities frontier represent efficient levels of production

· Point D = inefficient outcome. 

· The PPF shows the tradeoff between the outputs of different goods at a given time, but the tradeoff can change over time.
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The production possibilities frontier simplifies a complex economy to highlight some basic but powerful ideas: scarcity, efficiency, tradeoffs, opportunity cost, and economic growth. 

 

 

Microeconomics and Macroeconomics
· Microeconomics: the study of how households and firms make decisions and how they interact in specific markets

· Macroeconomics: the study of economy-wide phenomena, including inflation, unemployment and economic growth

 
The Economist as Policy Adviser
Often economists are asked to explain the causes of economic events and how to improve it. When they are trying to help improve the world, they are policy advisers. 

 

Positive versus Normative Analysis
· Positive statements: claims that attempt to describe the world as it is.

· Normative statement: claims that attempt to prescribe how the world should be

· A key difference between the statements is how we judge their validity. The statements are often fundamentally different, but are often intertwined in a person's set of beliefs.

· Ensure you keep in mind the distinction between positive and normative statements. Much of economics is positive. It just tries to explain how the economy works. Yet those who use economics have a normative goal: they want to learn how to improve the economy. 

 
The Government of Canada, like other governments, relies on the advice of economists. Economists at Finance Canada help design tax policy. Economists at the Competition Bureau help design and enforce Canada’s competition laws. Economists at Global Affairs Canada help negotiate trade agreements with other countries; the agency also employs economists, both on staff and as consultants, to give advice on overseas development projects. Economists at Employment and Social Development Canada analyze data on workers and on those looking for work to help formulate labour-market policies. Economists at Environment and Climate Change Canada help design environmental regulations. Statistics Canada employs economists to collect the data analyzed by other economists and then give policy advice. The Bank of Canada, the quasi-independent institution that sets Canada’s monetary policy, employs more than 200 economists to analyze financial markets and macroeconomic developments.

 

Why Economists Disagree
 

There are two basic reasons economists disagree:

1. Economists may disagree about the validity of alternative positive theories about how the world works.

2. Economists may have different values and, therefore, different normative views about what a policy should try to accomplish.

 
Proposition (and percentage of economists who agree)
· A ceiling on rents reduces the quantity and quality of housing available. (93%)

· Tariffs and import quotas usually reduce general economic welfare. (93%)

· Flexible and floating exchange rates offer an effective international monetary arrangement. (90%)

· Fiscal policy (e.g., tax cut and/or government expenditure increase) has a significant stimulative impact on a less than fully employed economy. (90%)

· The government should not restrict employers from outsourcing work to foreign countries. (90%)

· Economic growth in developed countries like Canada leads to greater levels of well-being. (88%)

· Agricultural subsidies should be eliminated. (85%)

· An appropriately designed fiscal policy can increase the long-run rate of capital formation. (85%)

· Local and state governments should eliminate subsidies to professional sports franchises. (85%)

· If the federal budget is to be balanced, it should be done over the business cycle rather than yearly. (85%)

· Cash payments increase the welfare of recipients to a greater degree than do transfers-in-kind of equal cash value. (84%)

· A large federal budget deficit has an adverse effect on the economy. (83%)

· The redistribution of income is a legitimate role for the government. (83%)

· Inflation is caused primarily by too much growth in the money supply. (83%)

· A minimum wage increases unemployment among young and unskilled workers. (79%)

· The government should restructure the welfare system along the lines of a “negative income tax.” (79%)

· Effluent taxes and marketable pollution permits represent a better approach to pollution control than imposition of pollution ceilings. (78%)

 
 

 

Summary
· Economists try to address their subject with a scientist’s objectivity. Like all scientists, they make appropriate assumptions and build simplified models in order to understand the world around them. Two simple economic models are the circular-flow diagram and the production possibilities frontier.

· The field of economics is divided into two subfields: microeconomics and macroeconomics. Microeconomists study decision making by households and firms and the interaction among households and firms in the marketplace. Macroeconomists study the forces and trends that affect the economy as a whole.

· A positive statement is an assertion about how the world is. A normative statement is an assertion about how the world ought to be. When economists make normative statements, they are acting more as policy advisers than scientists.

· Economists who advise policymakers sometimes offer conflicting advice either because of differences in scientific judgments or because of differences in values. At other times, economists are united in the advice they offer, but policymakers may choose to ignore the advice because of the many forces and constraints imposed by the political process.

 
 

GRAPHING - A BRIEF REVIEW
 

The Coordinate System
We can graph these ordered pairs on a two-dimensional grid. The first number in each ordered pair, called the x-coordinate, tells us the horizontal location of the point. The second number, called the y-coordinate, tells us the vertical location of the point. The point with both an x-coordinate and a y-coordinate of zero is known as the origin. The two coordinates in the ordered pair tell us where the point is located in relation to the origin: x units to the right of the origin and y units above it.

 

The demand curve - the demand curve traces the effect of a good's price on the quantity of the good consumers want to buy
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----------------------------------------------------------------------------------------------------------------------------------------------------

 

Microeconomics and Real Estate
 

Redevelopment and Opportunity Cost
There are two costs involved in redevelopment

1. The actual money cost of putting up a new building

2. Opportunity cost (the cost of giving up the opportunity to do something else with the land)

 
Calculating the cost can be misleading, as the missing element in the simple cost-benefit calculation is the value of the lost flexibility.  (Once an office building is put up, it will no longer be economical to build a hotel)

 

Real Estate Market Cycles and Supply and Demand
Market outcomes are driven by supply and demand

 

Anything that increases the demand for real estate will lead to an increase in housing price. 

Increase in demand can be from many things, such as increase in income, increase in population, or a decrease in interest rates which decreases the cost of borrowing money

 

An understanding of the forces governing price and other variables is valuable to real estate professionals. Developers need to forecast the income from their projects, brokers need to be able to advise their clients, PMs need to understand market price and vacancy determinization in order to set lease rates from the properties. Understanding what makes the market move is important in all real estate professions. 

 

Marginalism and Throwing Good Money After Bad
Considering the marginal costs and marginal benefits of decisions, rather than the total costs and total benefits = marginalism 

Throwing good money after bad = "If you say that someone is throwing good money after bad, you are critical of them for trying to improve a bad situation by spending more money on it, instead of doing more thoughtful or practical things to improve it." However, sometimes this makes more sense economically than stopping altogether, depending on the situation. 

 

The Invisible Hand: When Is Greed Good?
Individual greed is not necessarily socially destructive - sometimes it can be good for all. (ie: bakers create breads with fancy ingredients, not because they love their customers, but because it will sell more and get more money) The baker only needs to care about profits, the customers will be happy will happen naturally.

 

Market Failures: When Does the Real Estate Market Need Government?
When there is only one seller of a good, it is not necessarily the case that individual and social interests are in agreement. = Monopoly

Other causes for market failure is when the good in question provides benefits or imposes costs on agents who do not themselves completely control the production and consumption of the good. (see Molson brewery example, page 1.12 - Molson wanted to sell its old factory and make it into a condo, but the residents worried it would impact the neighborhood (more traffic, less parking, effect property values)

Although individual and social interests are often the same, they sometimes diverge. 

 

The Relevance of Economics to Real Estate
· Residential Brokerage - real estate agents

· Commercial Brokerage and Leasing - help building owners find good tenants

· Property Management

· Appraisal - estimates of real estate values by using one of three methods:

a. Look at the value of comparable properties

b. Look at the income that the property generates

c. Look at the costs of reproducing the property. 

· Development

 
 

 

 

 

Lesson #2 - The Market Forces of Supply & Demand
Thursday, September 9, 2021

6:23 PM

 

Chapter 4: The Market Forces of Supply and Demand
 

The terms supply and demand refer to the behavior of people as they interact with one another in competitive markets. 

 

A competitive market is a market in which there are many buyers and many sellers so that each has a negligible impact on the market price. 

 

The Demand Curve
 

· The quantity demanded of any good is the amount of the good that buyers are willing and able to purchase. Many things determine the quantity demanded of any good, but one thing plays a central role: the price. 

· Law of demand: the claim that the quantity demanded of a good falls when the price of the good rises.

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

· We sum the individual demand curves horizontally to obtain the market demand curve. That is, to find the total quantity demanded at any price, we add the individual quantities, which are found on the horizontal axis of the individual demand curves. 
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Many variables can shift the demand curve:

1. Income. If the demand for a good falls when income falls, the good is called a normal good.  Normal goods are the norm, but not all goods are normal goods. If the demand for a good rises when income falls, the good is called an inferior good.         

2. Prices of Related Goods. When a fall in the price of one good reduces the demand for another good, the two goods are called substitutes. Substitutes are pairs of goods that are used in place of each other (hot dogs and hamburgers). When a fall in the price of one good raised the demand for another good, the two goods are called complements (ie: peanut butter and jelly)

3. Tastes. The most obvious determinant of your demand is your tastes. If you like ice cream, you buy more of it. 

4. Expectations. If you expect the price of ice cream to fall tomorrow, you may be less willing to buy an ice-cream cone at today's price.

5. Number of buyers. If Peter were to join Catherine and Nicholas as another consumer of ice cream, the quantity demanded in the market would be higher at every price and market demand would increase.
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A curve shifts when there is a change in a relevant variable that is not measured on either axis. Because the price is on the vertical axis, a change in price represents a movement along the demand curve. By contrast, income, the prices of related goods, tastes, expectations, and the number of buyers are not measured on either axis, so a change in one of these variables shifts the demand curve.
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If warnings on cigarette packages convince smokers to smoke less, the demand curve for cigarettes shifts to the left. In panel
(a), the demand curve shifts from D; to Ds. At a price of $10.00 per pack, the quantity demanded falls from 20 to 10 cigarettes
per day, as reflected by the shift from point A to point B. By contrast, if a tax raises the price of cigarettes, the demand curve
does not shift. Instead, we observe a movement to a different point on the demand curve. In panel (b), when the price rises
from $10.00 to $20.00, the quantity demanded falls from 20 to 12 cigarettes per day, as reflected by the movement from point A

to point C.




 

 

Supply
 

· The quantity supplied to sell of any good or service is the amount that sellers are willing and able to sell. 

· Price pays a key role in determinants of quantity supplied. 

· Law of Supply: The claim that the quantity supplied of a good rises when the price of the good rises.

· Supply curve: a graph of the relationship between the price of a good and the quantity supplied. 

· Market supply is the sum of the supplies of all sellers. 

· As with demand curves, we sum the individual supply curves horizontally to obtain the market supply curve. That is, to find the total quantity supplied at any price, we add the individual quantities, which are found on the horizontal axis of the individual supply curves
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Shifts in the Supply Curve
· Input Prices. When the price of an input rises, producing the product is less profitable (ie: if cream price raises, selling ice cream is less profitable)

· Technology. If technology can reduce the amount of labor necessary to make the good, it reduces the overall cost. 

· Expectations. If firms expects the price of ice cream to rise in the future, it will put some of its current production into storage and supply less to the market today. 

· Number of sellers. Market supply depends on the number of sellers. (if Ben or Jerry were to retire the supply in the market would fall).
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Equilibrium
 

· When the supply and demand curves intersect, that is called the market's equilibrium. 

· Equilibrium = a situation in which the price has reached the level where quantity supplied equals quantity demanded.

· The price at this intersection is called equilibrium price & the quantity is called equilibrium quantity.

· The equilibrium price is sometimes called the market-clearing price because, at this price, everyone in the market has been satisfied: Buyers have bought all they want to buy, and sellers have sold all they want to sell.

· The actions of buyers and sellers naturally move markets toward the equilibrium. 

· Surplus: suppliers are unable to sell all they want at the going price aka excess supply.

· Shortage: when there is an excess demand - ie: buyers wait in long line to get one of the few ice cream cones available & sellers can raise their prices. 

· The activities of the buyers and sellers automatically push the market price towards the equilibrium price.  

· Law of supply and demand - the claim that the price of any good adjusts to bring the quantity supplied and the quantity demanded for that good into balance. 
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Three Steps to Analyzing Changes in Equilibrium
 

1. Decide whether the event shifts the supply curve, the demand curve, or, in some cases, both.

2. Decide whether the curve shifts to the right or to the left.

3. Use the supply-and-demand diagram to compare the initial equilibrium price and quantity.

 
Shifts in Curves vs. Movement along Curves
· When hot weather increased the demand for ice cream and drive the price up, the quantity of ice cream that firms supply rises, even though the supply curve remains the same. There is an increase in quantity supplied, but not supply. 

· Supply refers to the position of the supply curve, but quantity supplied refers to the amount suppliers wish to sell. 

· A shift in the supply curve is called a “change in supply,” and a shift in the demand curve is called a “change in demand.” A movement along a fixed supply curve is called a “change in the quantity supplied,” and a movement along a fixed demand curve is called a “change in the quantity demanded.”

 
----------------------------------------------------------------------------------------------------------------------------------------------------

 

Chapter 17: Oligopoly
 

· Oligopoly - a market structure in which only a few sellers offer similar or identical products. Therefore the actions of one seller has a large impact on profits of other sellers. 

· Game theory - the study of how people behave in strategic situations. Meaning a person must consider how others might respond to the action she takes. 

· A key feature of oligopoly is the tension between cooperation and self-interest. They are best off when they cooperate and act like a monopolist - producing a small quantity of output and charging a price above marginal cost. 

· Duopoly - an oligopoly with only two members. 

 
 

Lesson #3 - Elasticity and Its Application
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ELASTIC = Quantity demanded responds to change in price!
INELASTIC = Quantity demanded does not respond much to a change in price!
Thursday, September 16, 2021

3:47 PM
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1. Learn the meaning of the elasticity of demand

2. Examine what determines the elasticity of demand

3. Learn the meaning of the elasticity of supply

4. Examine what determines the elasticity of supply

5. Apply the concept of elasticity in three very different markets

 
Elasticity = a measure of how much buyers and sellers respond to changes in market conditions.
 

THE ELASTICITY OF DEMAND
· To measure how much consumers respond to changes in variables (ie: prices), economists use the concept of elasticity.

· The price elasticity of demand measures how much the quantity demanded responds to a change in price. 

· Demand for a good is said to be elastic if the quantity demanded responds substantially to changes in price. 

· Demand is said to be inelastic if the quantity demanded responds only slightly to changes in the price. 

· The price elasticity of demand for any good measures how willing consumers are to buy less of the good as its price rises. 

· Substitutes: Goods with close substitutes tend to have more elastic demand because it is easier for consumers to switch from that good to others. (ie: butter and margarine = elastic / eggs = not as elastic) 

· Necessities vs. Luxuries: Necessities tend to have inelastic demands, and luxuries have elastic demands. (ie: price of sailboats rise, demand falls.)

· Definition of the Market: The elasticity of demand depends on the market. Narrowly defined markets tend to have more elastic demand, because it is easier to find substitutes for narrowly defined goods. (ie: food is broad & no substitutes for food / ice cream is narrower and easier to find substitutes)

· Time Horizon: Goods tend to have more elastic demand over longer time horizons (ie: price of gas rises, quantity of gas demanded falls only slightly first few months, but over time ppl buy fuel-efficient cars, take bus, move closer, etc.)

 
Computing the Price Elasticity of Demand
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· The quantity demanded of a good is negatively related to its price, so the percentage change in quantity will always have the opposite sign as the percentage change in price. 

· In this book, we follow the common practice of dropping the minus sign and reporting all price elasticities of demand as positive numbers. (Mathematicians call this the absolute value.)
 
The Midpoint Method: A Better Way to Calculate Percentage Changes and Elasticities
Dividing the change by midpoint (or average) of the initial and final levels. 
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(6-4)/5 x 100 = 40 percent rise or fall

·  Midpoint of 6 & 4 is 5

· Midpoint is P1+P2/2
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The Variety of Demand Curves
· Demand is considered elastic when the elasticity is greater than 1, which means the quantity moves proportionately more than the price.

· Demand is considered inelastic when the elasticity is less than one, which means the quantity moves proportionately less than the price.

· If the elasticity is exactly 1, the percentage change in quantity equals the percentage change in price, and the demand is said to have unit elasticity
· The flatter the demand curve that passes through a given point, the greater the price elasticity of demand. The steeper the demand curve that passes through a given point, the smaller the price elasticity of demand.
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Inelastic curves look like the letter I
 

Total Revenue and the Price Elasticity of Demand
· Total Revenue = the amount paid by buyers and received by sellers of the good. 

· P x Q (the price of the good times the quantity of the good sold.)
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The total amount paid by buyers, and received as revenue by sellers, equals the area of the box under the demand curve, P x Q. Here,
at a price of $4, the quantity demanded is 100, and total revenue is $400.




 
· How does total revenue change as you move along the demand curve? That depends on the price elasticity of demand. If demand is inelastic, an increase in price causes an increase in total revenue.

 
Elasticity and Total Revenue along a Linear Demand Curve
· Slope = rise over run, which is the ratio of the change in price (rise) to the change in quantity (run)
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Other Demand Elasticities
· Income elasticity of demand = measures how the quantity demanded changes as consumer income changes. 
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· Inferior goods have negative income elasticities. Normal goods have positive income elasticities.
 
The Cross-Price Elasticity of Demand
· Cross-price elasticity measures how the quantity demanded of one good responds to a change in the price of another good. 
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· Substitute goods = cross-price elasticity is positive (hamburgers & hotdogs)

· Complement goods = cross-price elasticity is negative (computers & software)

 
THE ELASTICITY OF SUPPLY
· The price elasticity of supply measure how much the quantity supplied responds to changes in the price. 

· Supply of a good is elastic if the quantity supplied responds substantially to changes in the price. (manufactured goods such as books, cars, tvs)

· Supply is inelastic if the quantity supplied responds only slightly to changes in the price. (beachfront land, it's impossible to produce more of it)

· Supply is usually more elastic in the long run.

 
Computing the Price Elasticity of Supply
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Similarly, we calculate the percentage change in quantity supplied as
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The Variety of Supply Curves
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Lesson #4 - Theory of Consumer Choice
Sunday, September 26, 2021

11:05 AM

 

Chapter 20 - Income Inequality and Poverty 
 

· Examine the degree of economic inequality in our society

· Consider some problems that arise when measuring economic inequality

· See how political philosophers view the government’s role in redistributing income

· Consider the various policies aimed at helping poor families escape poverty

 
The Measurement of Inequality
 

Canadian Income Inequality
· Various government policies are specifically designed to redistribute income. One way is via income tax and transfer programs.

· Average income taxes paid increased with income. 
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· Another way of measuring income inequality is by calculating the Gini coefficient. 

· Gini coefficient of 0 = perfect equality (everyone has the same income)

· Gini coefficient of 1 = perfect inequality (one person has all the income & the rest of society has none. 

· The higher the Gini coefficient, the less equal the income distribution.
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· "R-factor" (r is for redistribution). The R-factor is the percentage difference between the Gini coefficient based om the market income and the coefficient based on the after-tax/transfer income. 

· It is the difference between the Gini coefficients for market income and the after-tax/transfer income, divided by the Gini coefficient for market income.

 
The Poverty Rate
· The poverty rate is the percentage of the population whose family income falls below an absolute level called the poverty line.

· The poverty line is the level of family income below which a family is considered poor.

· Stats Canada produces three income measures that have been used to calculate poverty rates:

· Low Income Cut-offs (LICO). Calculated as the level of income at which a household of a given size in a community with a given population spends 20 percent more than average on food, shelter and clothing. (problematic)

· Low Income Measures (LIM). Widely used. LIM establishes the poverty threshold as a given proportion of median income, usually 50 percent.

· Market Basket Measure (MBM). Based on the cost of goods and services deemed to be basic needs for families. The government announced in 2018 that going forward Canada would use the MBM as the official poverty rate.

 
· Positive statement = describe the world as it is

· Normative = what should government do about economic inequality?

 
· Utilitarianism: the political philosophy according to which the government should choose policies to maximize the total utility of everyone in society.

· Utility = a measure of happiness or satisfaction

· The argument is simple. Imagine that Peter and Paul are the same, except that Peter earns $80 000 and Paul earns $20 000. In this case, taking a dollar from Peter to pay Paul will reduce Peter’s utility and raise Paul’s utility. But, because of diminishing marginal utility, Peter’s utility falls by less than Paul’s utility rises. Thus, this redistribution of income raises total utility, which is the utilitarian’s objective
· Liberalism = the political philosophy according to which the government should choose policies deemed to be just, as evaluated by an impartial observer behind a "veil of ignorance" 

· Libertarianism: the political philosophy according to which the government should punish crimes and enforce voluntary agreements but not redistribute income.

· Utilitarianism and liberalism both agree to redistribute to achieve some social goal.

 
Policies to Reduce Poverty
· Minimum Wage Laws

· Welfare - government programs that supplement the incomes of the needy

· Basic minimum income

· In-King Transfer (providing poor with goods and services to raise their living standards - food, shelter, etc)

· Employment Insurance - income to support people who are temporarily out of work.

· Various policies aim to help the poor—minimum-wage laws, welfare, negative income taxes, and in-kind transfers. Although each of these policies helps some families escape poverty, they also have unintended side effects. Because financial assistance declines as income rises, the poor often face effective marginal tax rates that are very high. Such high effective tax rates discourage poor families from escaping poverty on their own

 
Conclusion / Summary
· Plato recommended that the ideal society the income of the richest person would be no more than four times the income of the poorest person (Clearly not the case in today's society! The richest fifth of families earn about 18 times as much income as the poorest fifth.)

· Principle of economics - Governments can sometimes improve market outcomes - little consensus about how this principle should be applied to the distribution of income.

· Principle of economics - Tradeoffs - Policies that penalize the successful and reward the unsuccessful reduce the incentive to succeed. Thus, policymakers often face a tradeoff between equality and efficiency.

 
----------------------------------------------------------------------------------------------------------------------------------------------------

Chapter 21 - The Theory of Consumer Choice
 

· See how a budget constraint represents the choices a consumer can afford

· Learn how indifference curves can be used to represent a consumer’s preferences

· Analyze how a consumer’s optimal choices are determined

· See how a consumer responds to changes in income and changes in prices

· Decompose the impact of a price change into an income effect and a substitution effect

· Apply the theory of consumer choice to three questions about household behavior

 
 

The Budget Constraint: What the Consumer can Afford
 

· People consume less than they desire because their spending is constrained or limited by their income. 

 
· At point A, the consumer buys no Pepsi and consumes 100 pizzas. At point B, the consumer buys no pizza and consumes 500 L of Pepsi. At point C, the consumer buys 50 pizzas and 250 L of Pepsi. Point C, which is exactly at the middle of the line from A to B, is the point at which the consumer spends an equal amount ($500) on Pepsi and pizza. Of course, these are only three of the many combinations of Pepsi and pizza that the consumer can choose. All the points on the line from A to B are possible. This line is called the budget constraint (the limit on the consumption bundles that a consumer can afford)
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Representing Preferences with Indifference Curves
· Indifference curve = a curve that shows consumption bundles that give the consumer the same level of satisfaction. Points A/B/C below all provide the same level of satisfaction to the consumer.
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· The slope at any point on an indifference curve equalss the rate at which the consumer is willing to sub one good for the other. Called "Marginal rate of substitution" = the rate at which a consumer is willing to trade one good for another.

 
· The consumer is equally happy at all points on any given indifference curve, but she prefers some indifference curves to others. Because she prefers more consumption to less, higher indifference curves are preferred to lower ones. (highlighted below). Point D is preferred to Point A, because it is on a higher indifference curve than point A.
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Four Properties of Indifference Curves
· High indifference curves are preferred to lower ones.

· Indifference curves are downward sloping. It reflects the rate at which the consumer is willing to sub one good for the other. If one quantity is reduced, the quantity of the other god must increase for the consumer to be equally happy.

· Indifference curves do not cross.

· Indifference curves are bowed inward. The slope is the marginal rate of substitution - the rate at which the consumer is willing to trade off one good for the other. The bowed shape of the indifference curve reflects the consumer's greater willingness to give up a good that she already has in large quantity. When the goods are easy to substitute for each other, the indifference curves are less bowed.
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· Perfect substitute: two goods with straight-line indifference curves.  (ie: 1 dime and 2 nickels)

· Perfect complements: two goods with right-angle indifference curves (ie: left shoes and right shoes)

 
The Consumer's Optimal Choices
 

· The consumer would like to end up with the best possible combination of pizza and Pepsi, but also must end up on or below her budget constraint. 

· The point at which this indifference curve and the budget constraint touch is called the optimum.  We say that the indifference curve is tangent to the budget constraint. 
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How Changes in Income Affect the Consumer's Choices
 

· Suppose income increases; the slope of the new budget restraint is the same slope as the initial budget constraint. The increase in income, therefore, shifts the budget constraint outward

· An increase in income leads to a parallel shift in the budget constraint
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At the consumers optimum the marginal rate of substitution = the ratio of prices
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· If a consumer wants more of a good when her income rises, we call that a normal good (a good for which an increase in income leads to an increase in demand)

· If a consumer buys less of a good when her income rises, economists call it an inferior good (a good for which an increase in income leads to a decrease in demand)

· Most goods are normal goods.

 
How Changes in Prices Affect the Consumer's Choices
 

· A fall in price of any good shifts the budget constraint outward.

· It can also change the slope.

 
Income and Substitution Effects
 

· Income effect - the change in consumption that results when a price change moves the consumer to a higher or lower indifference curve. This income effect tends to make the consumer buy more pizza and more Pepsi. 

· Substitution effect - the change in consumption that results when a price change moves the consumer along a given indifference curve to a point with a new marginal rate of substitution. This substitution effect tends to make the consumer choose less pizza and more Pepsi.

 
Deriving the Demand Curve
· A demand curve shows the quantity demanded of a good for any price. 

· We can view the consumer's demand curve as a summary of the optimal decisions that arise from her budget constraint and indifference curves.

· Demand curves can sometimes slope upward. Consumers can sometimes violate the law of demand and buy more of a good when the price rises. 

· Giffen Good = a good for which an increase in the price raises the quantity demanded. VERY RARE

 
How Do Wages Affect Labour Supply?

· People spend some of their time enjoying leisure and some of it working so they can afford to buy consumption goods. Tradeoff: consumption and leisure. 

· In panel (a), a higher wage induces Carrie to enjoy less leisure and work more, so the labour supply curve slopes upward. In panel (b), a higher wage induces Carrie to enjoy more leisure and work less, so the labour supply curve slopes “backward.”

· In other words, the substitution effect induces Carrie to work more in response to higher wages, which tends to make the labour supply curve slope upward.
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How Do Interest Rates Affect Household Saving?

 

 

 

Lesson #5 - The Costs of Production: Supply
Thursday, September 30, 2021

5:55 PM

 

Chapter 13 - The Costs of Production
 

· Examine what items are included in a firm’s costs of production

· Analyze the link between a firm’s production process and its total costs

· Learn the meaning of average total cost and marginal cost and how they are related

· Consider the shape of a typical firm’s cost curves

· Examine the relationship between short-run and long-run costs

 
Total Revenue, Total Cost and Profit
· The amount that the firm receives for the sale of its output is called its total revenue. (Equals the quantity of output the firm produces multiplied by the price at which it sells its output)

· The amount that the firm pays to buy inputs (ie: cookie business it's flour, sugar, workers, ovens, etc.) is called total cost.

· Profit is a firms total revenue minus total cost.
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Costs are Opportunity Costs
· When we speak of a firms cost of production, it includes all of the opportunity costs of making its output of goods and services.

· Explicit Cost = input costs that require an outlay of money by the firm (When Caroline pays $1000 for flour, that $1000 is an opportunity cost because she can no longer use that $1000 to buy something else)

· Implicit Costs = input costs that do not require an outlay of money by the firm. (Imagine that Caroline is skilled with computers and could earn $100 per hour working as a programmer. For every hour that Caroline works at her cookie factory, she gives up $100 in income, and this forgone income is part of her costs)

· The total cost of Caroline's business is the sum of her explicit and implicit costs.

· Economists measure the implicit and explicit costs, accountants usually ignore implicit costs.

· Economists will count the forgone income as a cost because it will affect the decisions that Caroline makes in the cookie business. 

 
The Cost of Capital as an Opportunity Cost
· An important implicit cost of almost every business is the opportunity cost of the financial capital that has been invested in the business. 

· For example if Caroline used $300,000 of her savings to buy her cookie factory this is money she could have had in savings earning interest (ie: $15,000 per year in interest). Caroline has given up $15,000 a year in interest income.

 
Economic Profit vs. Accounting Profit
· Economic profit = total revenue minus total cost, including both explicit and implicit costs

· Accounting profit = total revenue minus total explicit cost

· A firm making positive economic profit will stay in business. When a firm is making economic losses, the business owners are failing to make enough to over all of the costs of production.
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The Production Function
· Marginal product = the increase in output that arises from an additional unit of input (ie: When the number of workers goes from 1 to 2, cookie production increases from 50 to 90, so the marginal product of the second worker is 40 cookies. This example shows that as the number of workers increases, the marginal product declines.)

· Diminishing marginal product = the property whereby the marginal product of an input declines as the quantity of the input increases.

· The below graph shows that as the number of workers increases, the marginal product declines and production function becomes flatter.
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From the Production Function to the Total-Cost Curve
· The most important relationship in a table is quantity produced and total costs. The below graph shows these two columns of data with the quantity produced on the horizontal axis and total cost on the vertical axis. This is called the total cost curve. 
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· If the total cost curve becomes steeper as the quantity produced rises, it reflects diminishing marginal product.

 
Fixed and Variable Costs
· Fixed costs = costs that do not vary with the quantity of output produced. (ie: rent is paid regardless of how much product is produced/sold)

· Variable costs = Costs that do vary with the quantity of output produced. (ie: cost of coffee beans to make coffee - the more coffee he makes the more he needs to buy.)

· A firms total cost is the sum of fixed and variable cost.

 
Average and Marginal Costs
· Average total cost = total cost divided by the quantity of output (average total cost can be expressed by the sum of avg. fixed cost and avg. variable cost)

· Average fixed cost = fixed cost divided by the quantity of output

· Average variable cost = variable cost divided by the quantity of output

· Marginal cost = the increase in total cost that arises from an extra unit of production (ie: increase production of coffee from 2 to 3 cups, total cost rises from $3.80 to $4.50, so the marginal cost of the third cup of coffee is $4.50-$3.80=$0.70)
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The Greek letter delta, represents the change in a variable.
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Cost Curves and Their Shapes
 

Rising Marginal Cost 
· Conrad's marginal cost rise as the quantity of output produced increases. 

· The upward slope reflects the property of diminishing marginal product.

· This is because when Conrad produces a small quantity of coffee he has few workers, and much of his equipment is not used. He can easily put these idle resources to use. But when he produces a large quantity of coffee, his shop is crowded with works and most equipment is utilized. Therefore, when the quantity of coffee produced is already high, the marginal product of an extra worker is low, and the marginal cost of an extra cup of coffee is large.

 
U-Shaped Average Total Cost
· Conrad's average-total-cost curve is U-shaped. The average total cost is the sum of average fixed cost and average variable cost. Average fixed cost always declines as output rises because the fixed cost is spread over a larger number of units. Average variable cost usually rises as output increases because of diminishing marginal product. 

· Average total cost reflects the shapes of both average fixed cost and average variable cost

· Average fixed cost always declines as output rises because the fixed cost is spread over a larger number of units.

· The  bottom of the U-shape occurs at the quantity that minimizes the total cost. This quantity is sometimes called the "efficient scale" (the quantity of output that minimizes average total cost).

 
The Relationship between Marginal Cost and Average Total Cost
· Whenever marginal cost is greater than average total cost, average total cost is rising.

· To see why, consider an analogy. Average total cost is like your cumulative grade point average. Marginal cost is like the grade in the next course you will take. If your grade in your next course is less than your grade point average, your grade point average will fall. If your grade in your next course is higher than your grade point average, your grade point average will rise. The mathematics of average and marginal costs is exactly the same as the mathematics of average and marginal grades.

 
The Relationship between Short-Run and Long-Run Average Total Cost
· The firm's cost might depend on the time horizon being examined.

· Many times the division of total costs between fixed and variable costs depends on the time horizon. (ie: you can make another car factory over the span of several years in the long run)

· A firm's long-run cost curve differs from its short-run cost curve. 

· The long-run average-total-cost curve is a much flatter U-shape than the short-run average-total-cost curve

· When Ford wants to increase production from 1000 to 1200 cars per day, it has no choice in the short run but to hire more workers at its existing medium-sized factory. Because of diminishing marginal product, average total cost rises from $10 000 to $12 000 per car. In the long run, however, Ford can expand both the size of the factory and its workforce, and average total cost returns to $10 000.
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Economies and Diseconomies of Scale
· When long-run average total cost declines as output increase, there are said to be economies of scale.

· Economies of scale = the property whereby long-run average total cost falls as the quantity of output increases. Economies of scale often arise because higher production levels allow specialization among workers, which permits each worker to become better at a specific task. For instance, if Ford hires a large number of workers and produces a large number of cars, it can reduce costs with modern assembly-line production

· When long-run average total cost rises as output increases, there are said to be diseconomies of scale.

· Diseconomies of scale = the property whereby long-run average total cost rises as the quantity of output increases. Diseconomies of scale can arise because of coordination problems that are inherent in any large organization. The more cars Ford produces, the more stretched the management team becomes, and the less effective the managers become at keeping costs down.

· When long-run average total cost does not vary with the level of output, there are said to be constant returns to scale. 

· Constant returns to scale = the property whereby long-run average total cost stays the same as the quantity of output changes.
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Summary
· The goal of firms is to maximize profit, which equals total revenue minus total cost.

· When analyzing a firm’s behavior, it is important to include all the opportunity costs of production. Some of the opportunity costs, such as the wages a firm pays its workers, are explicit. Other opportunity costs, such as the wages the firm owner gives up by working in the firm rather than taking another job, are implicit. Economic profit takes both explicit and implicit costs into account, whereas accounting profit considers only explicit costs.

· A firm’s costs reflect its production process. A typical firm’s production function gets flatter as the quantity of an input increases, displaying the property of diminishing marginal product. As a result, a firm’s total-cost curve gets steeper as the quantity produced rises.

· A firm’s total costs can be divided between fixed costs and variable costs. Fixed costs are costs that do not change when the firm alters the quantity of output produced. Variable costs are costs that do change when the firm alters the quantity of output produced.

· From a firm’s total cost, two related measures of cost are derived. Average total cost is total cost divided by the quantity of output. Marginal cost is the amount by which total cost rises if output increases by 1 unit.

· When analyzing firm behavior, it is often useful to graph average total cost and marginal cost. For a typical firm, marginal cost rises with the quantity of output. Average total cost first falls as output increases and then rises as output increases further. The marginal-cost curve always crosses the average-total-cost curve at the minimum of average total cost.

· A firm’s costs often depend on the time horizon being considered. In particular, many costs are fixed in the short run but variable in the long run. As a result, when the firm changes its level of production, average total cost may rise more in the short run than in the long run.

 
 

 

Lesson #6 - Consumers, Producers & the Efficiency of Markets

Sunday, October 10, 2021

1:53 PM

 

Key Terms
· Welfare economics = the study of how the allocation of resources affects economic well-being

· Willingness to pay = the max amount that a buyer will pay for a good

· Consumer surplus = the buyer's willingness to pay minus the amount the buyer actually pays

 
Using the Demand Curve to Measure Consumer Surplus
· Consumer surplus is closely related to the demand curve for a product.
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· Because the demand curve reflects the buyers' willingness to pay, we can also use it to measure consume surplus. 
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The area below the demand curve and above the price measures the consumer surplus in a market.
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In panel (a), the price is Py, the quantity demanded is @1, and consumer surplus equals the area of the triangle ABC. When the price
falls from Pj to P, as in panel (b), the quantity demanded rises from Q1 to Qz, and the consumer surplus rises to the area of the
triangle ADF. The increase in consumer surplus (area BCFD) occurs in part because existing consumers now pay less (area BCED)
and in part because new consumers enter the market at the lower price (area CEF).




 

The increase in consumer surplus is composed of two parts. First those buyers who were already buyer, and second the new buys who enter the market because they are willing to buy the good at the lower price. 

 

Producer Surplus
· Cost = the value of everything a seller must give up to produce a good (including opportunity cost)

· Willingness to sell = cost

· Producer surplus = the amount a seller is paid for a good, minus the seller's cost

· The area below the price and above the supply curve measures the producer surplus in a market.

 
Market Efficiency
 

· The benevolent social planner is an all-knowing, all-powerful, well-intentioned dictator. This planner wants to maximize the economic well-being of everyone in society. 

 
When we add consumer and producer surplus together, we obtain "Total Surplus"
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· If an allocation of resources maximizes total surplus, we say that the allocation exhibits efficiency.

· Efficiency = the property of a resource allocation of maximizing the total surplus received by all members of society

· For example, an allocation is inefficient if a good is not being produced by the sellers with lowest cost. 

· In addition to efficiency, the social planner also acres about equity

· Equity = the fairness of the distribution of well-being among the members of society

 
Evaluating the Market Equilibrium
 

· Market Equilibrium - the supply in the market is equal to the demand in the market. 

· When a market is in equilibrium:

· The price determines which buyers and sellers participate in the market.

· Those buyers who value the good more than the price choose to buy the good.

· Those sellers whose costs are less than the price choose to produce and sell the good.

· Consumer surplus equals the area above the price and under the demand curve, and producer surplus equals the area below the price and above the supply curve. Thus, the total area between the supply and demand curves up to the point of equilibrium represents the total surplus in this market.
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1. Free markets allocate the supply of goods to the buyers who value them most highly, as measured by their willingness to pay.

2. Free markets allocate the demand for goods to the sellers who can produce them at the lowest cost.

3. Free markets produce the quantity of goods that maximizes the sum of consumer and producer surplus.
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· The invisible hand takes all the information about buyers and sellers into account and guides everyone in the market to the best outcome as judged by the standard of economic efficiency. 

· The market demand curve can be thought of as a marginal willingness to pay curve, reflecting the willingness to pay, or the valuation, of the marginal buyer at each quantity.

· The market supply curve can be thought of as a marginal cost curve

 
Conclusion:
· Even though each buyer and seller in a market is concerned only about his or her own welfare, together they are led by an invisible hand to an equilibrium that maximizes the total benefits to buyers and sellers.

· *However* this is assuming that the markets are perfectly competitive. In some markets a single buyer or seller may be able to control prices. This ability to influence prices is called market power.

· Market power can cause markets to be inefficient because it keeps the price and quantity away from the levels determined by the equilibrium of supply and demand.

· Secondly, we assumed that the outcome in a market matters only to the buyers/sellers. Yet sometimes the decision of buyers/sellers affect people who do not participate in the market. (ie: Pollution.)

· When a market exhibits such side effects, called externalities, the welfare implications of the market activity depend on more than just the value obtained by the buys and the cost incurred by the sellers.

· Market power and externalities are examples of a general phenomenon called market failure - the inability of some unregulated markets to allocate resources inefficiently. 

 
Summary
· Consumer surplus equals buyers’ willingness to pay for a good minus the amount they actually pay, and it measures the benefit that buyers receive from participating in a market. Consumer surplus can be computed by finding the area below the demand curve and above the price.

· Producer surplus equals the amount that sellers receive for their goods minus their costs of production, and it measures the benefit that sellers receive from participating in a market. Producer surplus can be computed by finding the area below the price and above the supply curve.

· An allocation of resources that maximizes the sum of consumer and producer surplus is said to be efficient. Policymakers are often concerned with the efficiency, as well as the equity, of economic outcomes.

· The equilibrium of supply and demand maximizes the sum of consumer and producer surplus. That is, the invisible hand of the marketplace leads buyers and sellers to allocate resources efficiently.

· Markets do not allocate resources efficiently in the presence of market failures such as market power or externalities.

 
 

 

Lesson #7 - Firms in Competitive Markets

Tuesday, October 19, 2021

5:43 PM

 

1. Learn what characteristics make a market competitive

2. Examine how competitive firms decide how much output to produce

3. Examine how competitive firms decide when to shut down production temporarily

4. Examine how competitive firms decide whether to exit or enter a market

5. See how firm behaviour determines a market’s short-run and long-run supply curves

 
What is a competitive market?
 

· A competitive market (sometimes called a perfectly competitive market) has two characteristics:

1. There are many buyers and sellers in the market

2. The goods offered by the various sellers are largely the same.

3. Firms can freely enter or exit the market.

 
· The actions of any buyer or seller have a negligible impact on the market price. 

· Buyers/sellers in competitive markets must accept the price the market determines and, therefore, are said to be price takers. 

 
 

The Revenue of a Competitive Firm
· A firm in a competitive market tries to maximize profit (total revenue minus total cost). 

· For example, The Smith Dairy Farm produces a quantity of milk (Q) and sells each unit at the market price (P). The total revenue is Q x P.

(ie: jug of milk sells for $6 and they sell 1000 jugs. Total revenue is 6x1000=6000)
· The farm is small, so it takes the price as given by market conditions. This means that the price of milk does not depend on the quantity of output they produce/sell
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· Average revenue = total revenue divided by the quantity sold

· Marginal revenue = the change in total revenue from an additional unit sold

 
Profit Maximization and the Competitive Firm’s Supply Curve
 

[image: image62.png]o 2) @) “@ 5) ) m
Quantity = TotalRevenue = Total Cost Profit Marginal Revenue | Marginal Cost | Change in Profit
@ (TR) (TC) (MC = ATCIAQ) (MR - MC)
0jugs $0 3
$6 52 4
1 6 5 1
6 3 3
2 2 8 4
6 4 2
3 18 2 5
6 5 1
4 2 7 7
6 6 0
5 0 2 7
6 7 -1
6 36 30 5
6 8 -
7 2 38 4

a7





 

The Marginal-Cost Curve and the Firm’s Supply Decision
 

· Three features that are thought to describe most firms:

1. Marginal cost curve (MC) is upward sloping

2. Average total cost curve (ATC) is U-shaped

3. The marginal-cost curve crosses the average-total-cost curve at the minimum of average total cost

· The figure also shows a horizontal line at the market price (P). The price line is horizontal because a competitive firm is a price taker.

· For a competitive firm the price equals both its average revenue and it marginal revenue. 
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· If the firm is producing at Q1 = marginal revenue is greater than marginal cost.

· If the firm is producing at Q2 = marginal cost is greater than marginal revenue. 

· The firms will eventually adjust production until the quantity produced reaches QMAX.

 
This analysis yields three general rules for profit maximization:

1. If marginal revenue is greater than marginal cost, the firm should increase its output

2. If marginal cost is greater than marginal revenue, the firm should decrease its output

3. At the profit-maximizing level of output, marginal revenue and marginal cost are exactly equal.

 
· For any given price, the competitive firm’s profit-maximizing quantity of output is found by looking at the intersection of the price with the marginal-cost curve.

· In essence, because the firm’s marginal-cost curve determines the quantity of the good the firm is willing to supply at any price, it is the competitive firm’s supply curve

 
The Firm’s Short-Run Decision to Shut Down
· A shutdown refers to a short-run decision not to produce anything during a specific period of time because of current market conditions. 

· Exit refers to a long-run decision to leave the market.

· The short-run and long-run decisions differ because most firms cannot avoid their fixed costs in the short run, but can do so in the long run. 

· If a firm shuts down temporarily they still have to pay their fixed costs, but if a firm exits the market they do not have to pay any costs.

· When making a decision whether to shut down for a season, the fixed cost of land is said to be a sunk cost.

· The firm shuts down if the revenue that it would earn from producing is less than its variable costs of production.

· A perfectly competitive firm's short-run supply curve is its average total cost above minimum average variable cost
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· That is, a firm chooses to shut down if the price of the good is less than the average variable cost of production.

· Thus, the price that coincides with the minimum point on the average-variable-cost curve is sometimes referred to as the shutdown price
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In the short run, the competitive firm’s supply curve is its marginal-cost curve (MC) above average variable cost (AVC). If the price
falls below average variable cost, the firm is better off shutting down.




 
Spilt Milk and Other Sunk Costs
· Sunk cost = a cost that has already been committed and cannot be recovered. 

· Sunk cost = Fixed Cost

· A business should only operate when the revenue exceeds its variable costs!

· Because nothing can be done about sunk costs you should ignore them when making decisions about various aspects of life, including business strategy. 

· The irrelevance of sunk costs is also important when making personal decisions. Imagine, for instance, that you place a $15 value on seeing a newly released movie. You buy a ticket for $10, but before entering the theatre, you lose the ticket. Should you buy another ticket? Or should you now go home and refuse to pay a total of $20 to see the movie? The answer is that you should buy another ticket. The benefit of seeing the movie ($15) still exceeds the opportunity cost (the $10 for the second ticket). The $10 you paid for the lost ticket is a sunk cost. 

 
The Firm’s Long-Run Decision to Exit or Enter a Market
 

· A firms long-run decision to exit a market is similar to its shutdown decision. If the firm exits it will lose all revenue from sale of product, but will save on its variable and fixed costs.

· The firm exits the market if the revenue it would get from producing is less than its total costs.
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· A firm will enter the market if starting a firm would be profitable, which occurs if the price of the good exceeds the average total cost of production.
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The competitive firm’s long-run supply curve is the portion of its marginal-cost curve that lies above average total cost.

 

Measuring Profit in Our Graph for the Competitive Firm
 

· Profit = total revenue - total cost.
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This way of expressing the firms profit allows us to measure profit in our graphs.
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The Supply Curve in a Competitive Market
 

The Short Run: Market Supply with a Fixed Number of Firms
At the end of this process of entry and exit, firms that remain in the market must be making zero economic profit.

The process of entry and exit ends only when price and average total cost are driven to equality.

the long-run equilibrium of a competitive market with free entry and exit must have firms operating at their efficient scale.

 

Why Do Competitive Firms Stay in Business If They Make Zero Profit?
 

· To understand the zero-profit condition more fully, recall that profit equals total revenue minus total cost, and that total cost includes all the opportunity costs of the firm. In particular, total cost includes the time and money that the firm owners devote to the business. In the zero-profit equilibrium, the firm’s revenue must compensate the owners for these opportunity costs.

 
A Shift in Demand in the Short Run and the Long Run
· Firms can enter and exit in the long-run but not in the short run. 

· The response of a market to a change in demand depends on the time horizon

· If there is an increase in quantity demanded

· Quantity rises

· Price rises

· Firms respond to higher price by raising the amount produced

· Over time this encourages more firms to enter or some farmers may switch to producing milk instead of other stuff

· The short-run supply curve shifts to the right, causing the price of milk to fall.

· Eventually this shift causes the price of milk to fall and the price is driven back down to the minimum of average total cost, profits are zera and firms stop entiering. 

 
Why the Long-Run Supply Curve Might Slope Upward
· Entry and exit can cause the long-run market supply curve to be perfectly elastic. 

· The long-run market supply curve is horizontal at the minimum of average total cost. When the demand for the good increases, the long-run result is an increase in the number of firms and in the total quantity supplied, without any change in the price

· There are two reasons why the long-run market supply curve might slope upward.

1. Some resources used in production may be available only in limited quantities. (ie: Farm products. Anyone can choose to buy land and start a farm, but the quantity of land is limited. As more ppl become farmers, the price of farmland is bid up, which raises the costs of all farmers in the market)

2. Firms may have different cost. (ie: the market for painters. Anyone can be a painter, but not all have the same costs)

· Because firms can enter and exit more easily in the long run than in the short run, the long-run supply curve is typically more elastic than the short-run supply curve.

 
 

 

Lesson #8 - Monopoly
Monday, October 25, 2021

6:44 PM

 

· Learn why some markets have only one seller

· Analyze how a monopoly determines the quantity to produce and the price to charge

· See how the monopoly’s decisions affect economic well-being

· See why monopolies try to charge different prices to different customers

· Consider the various public policies aimed at solving the problem of monopoly

 
Why Monopolies Arise
· A monopoly is a firm that is the sole seller of a product without close substitutes (ie: Microsoft Windows)

· A fundamental cause of monopoly is barriers to entry: A monopoly remains the only seller in its market because other firms cannot enter the market and compete with it. 

· A monopoly firm is a price maker.

· A monopoly charges a price that exceeds marginal cost. (the cost added by producing one additional unit of a product or service.)

· The marginal cost of Windows is minuscule. The market price of Windows is many times its marginal cost. 

· Because monopoly firms are unchecked by competition, the outcome in a market with a monopoly is often not in the best interest of society.

 
Barriers to Entry have three main sources:
1. Monopoly resources: a key resource is owned by a single firm.

2. Government regulation: the government gives a single firm the exclusive right to produce some good or service

3. The production process: a single firm can produce output at a lower cost than can a large number of producers.

 
Government Created Monopolies
· In many cases, monopolies arise because the government has given one person or firm the exclusive right to sell some good or service. 

· Patents: If the government deems something to be truly original (ie: a drug), they approve the patent, which gives the company the exclusive right to manufacture and sell the drug for 20 years.

· Copyright - when a novelist finishes a book, she can copyright it, which is a government guarantee that no one can print and sell the work w/o the author's permission.

· Because these laws give one producer a monopoly, they lead to higher prices than would occur under competition. 

· These laws also encourage some desirable behavior - encourages research, encourages authors to write. 

· The benefits of the patent and copyright laws are the increased incentive for creative activity

 
Natural Monopolies
· A natural monopoly is a monopoly that arises because a single firm can supply a good or service to an entire market at a smaller cost than could two or more firms. 

· A natural monopoly arises when there are economies of scale over the relevant range of output. 

· An example of natural monopoly is the distribution of water. 
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· When a firm’s average-total-cost curve continually declines, the firm has what is called a natural monopoly. In this case, when production is divided among more firms, each firm produces less, and average total cost rises. As a result, a single firm can produce any given amount at the smallest cost.

· When a firm is a natural monopoly, it is less concerned about new entrants eroding its monopoly power. 

 
Monopoly vs. Competition
· The key difference between a competitive firm and a monopoly is the monopoly's ability to influence the price of its output. 
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Because competitive firms are price takers, they in effect face horizontal demand curves, as in panel (a). Because a monopoly firm is
its market, it faces the downward-sloping market demand curve, as in panel (b). As a result, the monopoly has to

the sole producer
accept a lower price if it wants to sell more output.




 

· Because a monopoly is the sole producer in its market, its demand curve is the market demand curve. Thus, the monopolist’s demand curve slopes downward

· A monopolist would prefer, if it were possible, to charge a high price and sell a large quantity at that high price. The market demand curve makes that outcome impossible. In particular, the market demand curve describes the combinations of price and quantity that are available to a monopoly firm.

 
A monopoly's revenue
· A monopolist’s marginal revenue is always less than the price of its good.  Marginal revenue is lower than price because a monopoly faces a downward-sloping demand curve.

· When a monopoly increases the amount it sells, it has two effects on total revenue (P X Q):

· The output effect: more output is sold, so Q is higher, which increases total revenue

· The price effect: the price falls, so P is lower, which tends to decrease total revenue

· When a monopoly increases production by 1 unit, it must reduce the price it charges for every unit it sells, and this cut in price reduces revenue on the units it was already selling. As a result, a monopoly’s marginal revenue is less than its price

 
Profit Maximization
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A monopoly maximizes profit by choosing the quantity at which marginal revenue equals marginal cost (point A). It then uses the
demand curve to find the price that will induce consumers to buy that quantity (point B).




· Thus, the monopolist’s profit-maximizing quantity of output is determined by the intersection of the marginal-revenue curve and the marginal-cost curve.

 
Why a Monopoly Does Not Have a Supply Curve
· A monopoly firm is a price maker, not a price taker. It is not meaningful to ask what amount such a firm would produce at any price because the firm sets the price at the same time as it chooses the quantity to supply

· The equality of marginal revenue and marginal cost determines the profit-maximizing quantity for both types of firms. What differs is how the price is related to marginal revenue and marginal cost.
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· In competitive markets, price equals marginal cost. In monopolized markets, price exceeds marginal cost.

 
A Monopoly's Profit
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· This equation for profit allows up to measure the monopolist's profit in our graph. 
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The area of the box BCDE equals the profit of the monopoly firm. The height of the box (BC) is price minus average total cost, which
equals profit per unit sold. The width of the box (DC) is the number of units sold.




 
 

The Welfare Cost of Monopoly
· A monopoly charges a price above marginal cost. This makes monopoly undesirable for consumers, but desirable for firms/owners.

· Because a monopoly leads to an allocation of resources different from that in a competitive market, the outcome must, in some way, fail to maximize total economic well-being.

 
The Deadweight Loss
· The socially efficient quantity is found where the demand curve and the marginal-cost curve intersect. Below this quantity, the value to consumers exceeds the marginal cost of providing the good, so increasing output would raise total surplus. 

· The monopolist produces less than the socially efficient quantity of output.

· The inefficiency of monopoly can be measured with a deadweight loss triangle

· The inefficiency of monopoly can be measured with a deadweight loss triangle

· The deadweight loss measures how much the economic pie shrinks as a result.

 
Price Discrimination
· Price discrimination is the business practice of selling the same good at different prices to different customers. 

· Price discrimination is not possible when a good is sold in a competitive market.

· Textbooks, for example, are often sold at a lower price in Europe than in Canada. Even more important is the price differential between hardcover books and paperbacks.

· Three lessons about price discrimination:

· Price discrimination is a rational strategy for a profit-maximizing monopolist. That is, by charging different prices to different customers, a monopolist can increase its profit. In essence, a price-discriminating monopolist charges each customer a price closer to her willingness to pay than is possible with a single price.

· It requires the ability to separate customers according to their willingness to pay. Ie: geographically. 

· Certain market forces can prevent firms from price-discriminating. In particular, one such for is arbitrage, the process of buying a good in on market at a low price and selling it in another at a higher price to profit from the price difference. 

· Price discrimination can raise economic welfare. When Readalot price-discriminates, all readers get the book and the outcome is efficient. 

· Note that in this example the increase in welfare from price discrimination shows up as higher producer surplus rather than higher consumer surplus.

 
The Analytics of Price Discrimination
· Perfect price discrimination describes a situation in which the monopolist knows exactly each customer's willingness to pay and can charge each customer a different drive. In this case, the monopolist charges each customer exactly her willingness to pay, and the monopolist gets the entire surplus in every transaction. Perfect price discrimination is sometimes referred to as first-degree price discrimination.
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Panel (a) shows a monopolist that charges the same price to all customers. Total surplus in this market equals the sum of profit
(producer surplus) and consumer surplus. Panel (b) shows a monopolist that can perfectly price-discriminate. Because consumer
surplus equals zero, total surplus now equals the firm’s profit. Comparing these two panels, you can see that perfect price
discrimination raises profit, raises total surplus, and lowers consumer surplus.




 

· Imperfect price discrimination comes in two forms:

1. Second degree - charging different prices to the same customer for different units (ie: .50 for a donut or $5 for a dozen)

2. Third degree - achieved when the market can be segmented and when the segments have different elasticities of demand. (movie tickets - many movie theatres charge lower prices for children/seniors)

 
Examples of Price Discrimination:
· Airline tickets

· Coupons

· Financial aid

 
Public Policy toward Monopolies
 

Policymakers in the government can respond to the problem of monopoly in one of four ways:

· By trying to make monopolized industries more competitive

· By regulating the behaviour of the monopolies

· By turning some private monopolies into public enterprises

· By doing nothing at all

 
Increasing Competition with Competition Law
· One way the gov can respond to the inefficiencies resulting from market power is through legislation designed to encourage competition and discourage the use of monopoly practices. For example, if a merger between tw companies would make the industry less competitive and reduce the economic well-being of the country as a whole, the government could pass laws that prevent such mergers. 

· Competition law in Canada prevents other kinds of anticompetitive practices

 
· Another way the government deals with the problem of monopoly is by regulating the behaviour of monopolists. This solution is common in the case of natural monopolies, such as water and electric companies. These companies are not allowed to charge any price they want. Instead, government agencies regulate their prices

· The third policy used by the government to deal with monopoly is public ownership. That is, rather than regulating a natural monopoly that is run by a private firm, the government can run the monopoly itself. In contrast to the United States, where there is very little public ownership, this solution is common in many European countries. It is also relatively common in Canada, although somewhat less so in recent years.
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Lesson #9 - Government Intervention

Monday, November 1, 2021

6:07 PM

 

Supply, Demand and Government Policies
 

Controls on Prices
· If ice cream is sold in a competitive market free of government regulation, the price of ice cream adjusts to balance supply and demand: at equilibrium price, the quantity of ice cream that buyers want to buy exactly equals the quantity that sellers want to sell. 

· Buyers always want a lower price, sellers want a higher price = the interests of the two groups conflict. 

· Price ceiling = a legal maximum on the price at which a good can be sold.

· Price floor = a legal minimum on the price at which a good can be sold.

 
 

How Price Ceilings Affect Market Outcomes
· If the government imposes a price ceiling on the market for ice cream, two outcomes are possible

· Panel A = the gov imposes a price ceiling of $4 per cone. Because the price that balances supply and demand ($3) is below the ceiling, the price ceiling is not binding. Market forces naturally move the economy to the equilibrium, and the price ceiling has no effect on the price or quantity sold.

· Panel B = The gov imposes a price ceiling of $2 per cone. The equilibrium price of $3 is above the price ceiling, the ceiling is a binding constraint on the market. The forces of supply and demand tend to move the price forward the equilibrium price, but when the market price hits the ceiling, it can rise no further. Thus market price = price ceiling. At this price, the quantity of ice cream demanded exceeds the quantity supplied. There is a shortage of ice cream. 
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· In response to this shortage, some mechanism for rationing ice cream will naturally develop. It could be long lines, or rationing ice cream cones according to their own personal biases. 

· Even though the price ceiling was motivated by a desire to help buyers of ice cream, not all buyers benefit from the policy. 

· When the government imposes a binding price ceiling on a competitive market, a shortage of the good arises, and sellers must ration the scarce goods among the large number of potential buyers. 

 
Rent Control in the Short Run and the Long Run
· One common example of a price ceiling is rent control. 

· Economists often criticize rent control, arguing that it is a highly inefficient way to help the poor raise their standard of living. 

· The adverse effects on rent control as less apparent to the general population :

· In the short run, LLs have a fixed number of apartments to rent and they cannot adjust this number quickly as market conditions change. The number of people searching for housing in a city may not be highly responsive to rents in the short run because people take time to adjust their housing arrangements. The short-run supply and demand for housing are relatively inelastic. 

· In the long run, LLs respond to low rents by not building new apartments and failing to maintain existing ones. On the demand side, low rents encourage ppl to find their own apartments.

· Both supply and demand are more elastic in the long run

· Over time, because the supply and demand for apartments are more elastic, rent control causes a large shortage.

 
[image: image83.png](a) Rent Control In the Short Run

(b) Rent Control In the Long Run

(supply and demand are Inelastic) (supply and demand are elastic)
Rental
Price of
Supply Apartment
Supply
Controlled rent Controlled rent
\ Shortage Demand
Shortage .
Demand
Quantity of 0 Quantity of
Apartments. Apartments |




 

 

How Price Floors Affect Market Outcomes
· Price floors are an attempt by the government to maintain prices at other than equilibrium levels. (legal minimum).

· Panel A = If the gov imposes a price floor lower than the equilibrium price the price floor is not binding. Market forces natural move the economy to the equilibrium and price floor has no effect. 

· Panel B = If the gov imposes a price floor higher than equilibrium price, the price floor is a binding constraint on the market. The market price = the price floor. A binding price floor causes a surplus. 

 
[image: image84.png](a) A Price Floor That Is Not Binding. (b) A Price Floor That Is Binding

Supply

o 100 Quantty of
Equilibrium losOteam
quenty Cones




 

The Minimum Wage
· Minimum wage laws dictate the lowest price for labor than an employer may pay. 

· Panel A = No min wage. Workers determine the supply of labor and firms determine the demand. If the gov doesn't intervene, the wage normally adjusts to balance labor supply and demand.

· Panel B = Minimum wage. If min wage is above equilibrium level, the quantity of labor supplied exceeds the quantity demanded. The result is unemployment. The min wage raises the incomes of those workers with jobs, but lowers the income of those workers who cannot find jobs.
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Evaluating Price Controls
· Price controls are often aimed at helping the poor. For instance, rent-control laws try to make housing affordable for everyone, and minimum-wage laws try to help people escape poverty.

· Helping those in need can be accomplished in ways other than controlling prices. For instance, the government can make housing more affordable by paying a fraction of the rent for poor families. Unlike rent control, such rent subsidies do not reduce the quantity of housing supplied and, therefore, do not lead to housing shortages. Similarly, wage subsidies raise the living standards of the working poor without discouraging firms from hiring them.

· Rent and wage subsidies require higher taxes. 

 
Taxes 
· All governments use taxes to raise revenue for public projects (roads, schools, etc). 

· When the government levies a tax on a good, who bears the burden of the tax?

· Tax incidence - the manner in which the burden of a tax is shared among participants in a market. 

 
How Taxes on Buyers Affect Market Outcomes
 

If the government passes a law requiring a 0.50 tax on ice cream (buyers have to pay), how does the law affect the buyers and sellers?

· Decide where the law affects the supply or demand curve (or perhaps both)

· We decide which ay the curve shifts

· We examine how the shift affects the equilibrium

 
Step 1 - The immediate impact is on the demand. The tax shifts the demand curve for ice cream.

Step 2 - The demand shifts to the left (or downward) because buying ice cream is less attractive

Step 3 - The equilibrium price falls from $3 to $2.80 and equilibrium quantity falls from 100 to 90 cones. The tax on ice cream reduces the size of the ice-cream market.

 

 

[image: image86.png]Price of
Ice-Cream

Price Cone Supply, Sy
buyers
pay.
T~3330 Equilibrium without tax

A tax on buyers
shifts the demand
curve downward
by the size of

without 280
tax

Price Equilibrium
sellers 3mn o the tax ($0.50).
receive

il
0 90 100 Quantity of
Ice-Cream Cones

© 2018 Cangage Leaming

©2018 Cengage Learning
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Who pays the tax? Although buyers send the entire tax to the government, buyers and sellers share the burden. Because the market price falls from $3.00 to $2.80 when the tax is introduced, sellers receive $0.20 less for each ice-cream cone than they did without the tax. Thus, the tax makes sellers worse off. Buyers pay sellers a lower price ($2.80), but the effective price including the tax rises from $3.00 before the tax to $3.30 with the tax ($2.80+$0.50=$3.30). Thus, the tax also makes buyers worse off.

 

To sum up, the analysis yields two lessons:

 

· Taxes discourage market activity. When a good is taxed, the quantity of the good sold is smaller in the new equilibrium.

· Buyers and sellers share the burden of taxes. In the new equilibrium, buyers pay more for the good, and sellers receive less.

 
How Taxes on Sellers Affect Market Outcomes
 Suppose the local government passes a law requiring sellers of ice-cream cones to send $0.50 to the government for each cone they sell.

 

· Step 1 = Demand curve does not change. Tax on sellers makes the ice-cream business less profitable, so shifts the supply curve.

· Step 2 = Tax on sellers raises the cost of producing ice cream, and reduces the quantity supplied at every price. The supply curve shifts to the left (or upward)

For any market price of ice cream, the effective price to sellers—the amount they get to keep after paying the tax—is $0.50 lower. For example, if the market price of a cone happened to be $2.00, the effective price received by sellers would be $1.50. Whatever the market price, sellers will supply a quantity of ice cream as if the price were $0.50 lower than it is. Put differently, to induce sellers to supply any given quantity, the market price must now be $0.50 higher to compensate for the effect of the tax. 
· Step 3 = 3 The equilibrium price of ice cream raises from $3 to $3.30, and quantity falls from 100 to 90 cones.  Because the market price rises, buyers pay $0.30 more for each cone than they did before the tax was enacted. Sellers receive a higher price than they did without the tax, but the effective price (after paying the tax) falls from $3.00 to $2.80.
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Elasticity and Tax Incidence
· When a good is taxed, buyers and sellers of the good share the burden of the tax. But how exactly is the tax burden divided? Only rarely will it be shared equally. 

· A tax in a market with very elastic supply and relatively inelastic demand = sellers are very responsive to changes in the price and buyers are not very responsive, so the demand curve is relatively steep. When a tax is imposed on a market w these elasticities, the price received by sellers does not fall much, so sellers bear only a small burden. The price paid by buyers rises substantially, indicating that buyers bear the most burden of the tax. 

· A tax burden falls more heavily on the side of the market that is less elastic. 

 
SUMMARY
· A price ceiling is a legal maximum on the price of a good or service. An example is rent control. If the price ceiling is below the equilibrium price, so the price ceiling is binding, the quantity demanded exceeds the quantity supplied. Because of the resulting shortage, sellers must in some way ration the good or service among buyers.

· A price floor is a legal minimum on the price of a good or service. An example is the minimum wage. If the price floor is above the equilibrium price, so the price floor is binding, the quantity supplied exceeds the quantity demanded. Because of the resulting surplus, buyers’ demands for the good or service must in some way be rationed among sellers.

· When the government levies a tax on a good, the equilibrium quantity of the good falls. That is, a tax on a market shrinks the size of the market

· A tax on a good places a wedge between the price paid by buyers and the price received by sellers. When the market moves to the new equilibrium, buyers pay more for the good and sellers receive less for it. In this sense, buyers and sellers share the tax burden. The incidence of a tax (that is, the division of the tax burden) does not depend on whether the tax is levied on buyers or sellers.

· The incidence of a tax depends on the price elasticities of supply and demand. The burden tends to fall on the side of the market that is less elastic because that side of the market can respond less easily to the tax by changing the quantity bought or sold.
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Lesson #10 - Costs of Taxation

Tuesday, November 9, 2021

6:54 PM

 

· Both buyers and sellers are worse off when a good is taxed: A tax raises the price buyers pay and lowers the price sellers receive. 

· Taxes give us important benefits as well. Governments need revenue from taxes for roads, parks, police, etc. 

 
The Deadweight Loss of Taxation
· The impact of a tax on a market outcome is the same whether the tax is levied on buyers or sellers of a good. 

· When tax is levied on buyers the demand curve shifts downward by the size of the tax.

· When tax is levied on sellers the supply curve shifts upward by that amount. 

· When tax is enacted, the price paid by buyers rises and the price received by sellers falls.

 
How a Tax Affects Market Participants
· The benefit of tax received by buyers in a market is measured by consumer surplus - the amount buyers are willing to pay for the good minus the amount they actually pay for it.

· The benefit received by sellers in a market is measured by producer surplus - the amount sellers receive for the good minus their cost.

· The government benefit is their tax revenue. Tax revenue = T x Q

· Deadweight Loss = the fall in total surplus that results from a market distortion, such as a tax.

 
Deadweight Losses and the Gains from Trade
· Mike cleans Mei's house for $100. The opportunity cost of Mike's time is $80, and the value of a clean house to Mei is $120. Thus, Mike and Mei each receive a $20 benefit from their deal. The total surplus of $40 measures the gains from trade in this transaction. If the government levies a $50 tax on the providers of cleaning services Mei would need to pay $130 or Mike would only make $70. As a result they cancel their arrangement. They are both worse off by a total of $40. Also the government collects no revenue from Mike and Mei. The $40 is pure deadweight loss.

· Taxes cause deadweight losses because they prevent buyers and sellers from realizing some of the gains from trade. 

 
The Determinants of Deadweight Loss
· The determinant of whether the deadweight loss from a tax is large or small is the price elasticities of supply and demand, which measure how much the quantity supplied and quantity demanded respond to changes in the price.

· Supply curve is inelastic = quantity supplied responds only slightly to changes in price.

· Supply curve is relatively elastic = quantity supplied responds substantially to changes in the price. 

· Perfect inelasticity = no deadweight loss

· A tax has deadweight loss because it induces buyers/sellers to change their behaviors. The tax raises the price to buyers, so they consume less. The tax lowers the price received by sellers so they produce less.

· The greater the elasticities of supply and demand, the greater the deadweight loss. 

· High deadweight loss is associated with a  large reduction in the equilibrium size of the market due to the tax

· Elasticity of the tax base = the sensitivity of the tax base to changes in the tax rate.

 
Deadweight Loss and Tax Revenue as Taxes Vary
· Taxes rarely stay the same for long periods of time. 

· As the size of tax rises, the deadweight loss grows larger.

· The deadweight loss of a tax rises even more rapidly than the size of the tax

· If we double the size of a tax, the deadweight loss rises by a factor of 4. If we triple the size of a tax, the deadweight loss rises by a factor of 9. 

· The gov tax revenue is the size of the tax times the amount of the good sold. Tax revenue equals the area of the rectangle between the supply and demand curves. 

· Laffer curve = Laffer suggested that the US was on the downward sloping side of the curve. Tax rates were so high that reducing them would actually raise tax revenue. Broad tax cuts in the 1980s resulted in a substantial drop in gov revenue. It is unlikely that broad-based tax cuts will lead to an increase in revenue, but in specific circumstances it could.
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· Marginal cost of public funds = the total cost to society of raising one more dollar in tax revenue

 
The Cost of Taxes and the Size of Government
·  

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Lesson #10 - Externalities

Monday, November 15, 2021

2:16 PM

 

· Externality = the uncompensated impact of one person's actions on the well-being of a bystander. 

· If the impact is adverse, it is called a negative externality. 

· If it is beneficial it is called a positive externality. 

· It also includes the well-being of bystanders who are affected indirectly. 

· Buyers and sellers do not take into account external effects when deciding how much to demand or supply. 

· Examples of externalities:

· Exhaust from cars = negative

· Restored historic buildings = positive

 
 

Externalities and Market Inefficiency
· If something has a negative externality, the cost to society of producing it is larger than the cost to the aluminum producers.

· For each unit of aluminum produced, the social cost includes the private costs of the aluminum producers, plus the external cost imposed on the bystanders affected adversely by the pollution.

· The social cost curve is above the supply curve because it includes the external costs imposed on society by aluminum production. 

· In the presence of a negative externality, such as pollution, the social cost of the good exceeds the private cost. 

· The social planner would choose to produce the level of aluminum at which the demand curve crossed the social cost curve. The intersection determines the optimal amount of aluminum from the standpoint of society as a whole.

· Below this level = value to consumers exceeds social cost of producing it. Above this level = the social cost of producing addition aluminum exceeds the value to consumers. 

· Negative externalities lead markets to produce a larger quantity than is socially desirable. Positive externalities lead markets to produce a smaller quantity than is socially desirable. 

 
Public Policies Toward Externalities
· The government can respond to externalities in one of two ways:

· Command and control policies regulate behavior directly

· Market-based policies provide incentives so that private decision makers will choose to solve the problem on their own. 

 
Command and Control Policies
· The government can remedy an externality by making certain behaviors either required or forbidden (ie: dumping chemicals into water supply is illegal).

· It is impossible to prohibit all polluting activity (ie: cars)

 
 

Market-Based Policy 1: Corrective Taxes and Subsidies
· Instead of regulating behavior in response to an externality, the government can use market-based policies to align private incentives with social efficiency. One approach is to impose taxes on activities that have negative externalities, and subsidies on activities that have positive externalities. 

· Taxes that deal with effects o negative externalities are called corrective taxes. (also called Pigovian taxes) 

· For example, this would involve imposing a tax on aluminum producers for each tonne of aluminum sold. 

· The tax would shift the supply curve for aluminum up by the size of the tax. 

· The ideal corrective tax is the difference between the social cost curve and the private supply curve

· The use of such tax is called "internalizing the externality" (alter incentives so that people take account of the external effects of their actions)

· Positive externalities are the exact opposite. Government can subsidize the costs of education. 

· Government prefers to use corrective tax instead of regulations. Since it gives them an incentive to do the thing. 

· Corrective taxes are unlike most other taxes

· Corrective taxes alter incentives that market participants face to account for the presence of externalities

· Corrective taxes raise revenue for the government & also enhance economic efficiency. 

 
Market-Based Policy 2: Tradable Pollution Permits
· If the government imposes a regulation sometimes firms make deals to pay the other firm to reduce their emission. 

· If the government allows firms to make these deals, it will have created a new scarce resource: pollution permits.

· Supply curve for corrective tax = perfectly elastic

· Supply curve for regulation = perfectly inelastic. 

· Emission permit trading systems (cap and trade) are common throughout the world. 

 
Climate Policy in Canada
· One of the most important negative externalities in the world is climate change associated with carbon emissions due to the burning of fossil fuel. 

· There is a debate regarding the magnitude of the social external costs associated with carbon emissions.

 
The Coase Theorem

· The coase theorem is the proposition that if private parties can bargain without cost over the allocation of resources, they can solve the problem of externalities on their own. 

· Sometimes interested parties fail to solve an externality problem because of transaction costs (the costs that parties incur in the process of agreeing to and following through on a bargain) 
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Marginal rate of substitution = fancy way of saying slope. It's the tradeoff 

