
Introduction to Microeconomics
Chapter 1: Ten Principles of Economics



Examples of tradeoffs: 
• Leisure time v. work
• Cottage v. university education for children 
• Efficiency v. equity













Chapter 2: Thinking Like an Economist









Chapter 3: Interdependence and Gains From Trade









Chapter 4: The Market Forces of Supply and Demand













Chapter 5: Elasticity and its Applications





Elastic vs. Inelastic Demand

• Elastic Demand
• Quantity demanded responds strongly to changes in price
• Price elasticity of demand is greater than one

• Inelastic Demand
• Quantity demanded does not respond strongly to price changes
• Price elasticity of demand is less than on

What Determines Price Elasticity?

• Example 1: Eggs vs. Butter
• Suppose the prices of both these goods rise by 20%. For which good would you expect 

the quantity demanded (Qd) to drop the most and why?
• Butter has lots of close substitutes (e.g. margarine), so buyers can easily switch if the 

price rises
• Eggs have no close substitutes, so consumers would probably not buy much fewer 

eggs if their price rises
• So Qd for buter would probably drop the most
• Which means that price elasticity of butter would be higher

• Lesson: Price elasticity is higher when close substitutes are available (quantity 
demanded responds strongly to changes in price)

• Example 2: Eggs vs. Blue Jeans vs Clothing



• Suppose the prices of both these goods rise by 20%. For which good would you expect 
the quantity demanded (Qd) to drop the most and why?

• For a narrowly defined good such as blue jeans, there are many substitutes (khakis, 
corduroy pants)

• There are fewer substitutes available for broadly defined goods (no substitute for 
clothing)

• So Qd for blue jeans would probably drop the most
• Which means the price elasticity of blue jeans would be higher

• Lesson: Price elasticity is higher for narrowly defined goods (blue jeans) than 
broadly defined ones (clothes)

• Example 3: Insulin vs. Caribbean Cruises
• Suppose the prices of both these goods rise by 20%. For which good would you expect 

the quantity demanded (Qd) to drop the most and why?
• To millions of diabetics, insulin is a necessity. A rise in its price would cause little or 

no decrease in demand.
• A cruise is a luxury. If the price rises, some people will forego it.
• So Qd for cruises would probably drop the most 
• Which means that price elasticity of cruises would be higher. 

• Lesson: Price elasticity is higher for luxuries than for necessities

• Example 4: Gasoline in the short run vs. Gasoline in the long run
• Suppose the prices of gasoline rises by 20%. Does the quantity demanded (Qd) drop 

more in the short run or the long run and why?
• There’s not much people can do in the short run, other than ride the bus or carpool
• In the long run, people can buy smaller cars or live closer to where they work
• So Qd for gasoline would probably drop the most in the long run
• Which means that the price elasticity of gasoline would be higher in the long run than 

in the short run
• Lesson: Price elasticity is higher in the long run than the short run

What Determines Price Elasticity?
• Generally, demand tends to be more elastic when it is easier for the consumer to 

adjust, for example:
• A large number of close substitutes (e.g. khakis for blue jeans, margarine for butter)
• The market is narrowly defined (e.g. food market [broad] vs. ice cream market [narrow])
• The good is a luxury
• The longer the time period

Example: MKMR, pg. 116, Question 1



1. For each of the following paris of goods, which good would you expect to have more 
elastic demand and why?

a) Required textbooks or mystery novels (has many substitutes)
b) Beethoven recordings or classical music recordings in general (narrower 

market)
c) Heating oil during the next six months or heating oil during the next five years 

(longer time period to adjust - e.g. changing heater etc.)
d) Root beer or water (necessity)

Rule of thumb:
– The flatter the curve, the bigger the elasticity.
– The steeper the curve, the smaller the elasticity.

Example: MKMR, pg. 117, Question 8
1. Consider public policy aimed at smoking.

a) Studies indicate that the price elasticity of demand for cigarettes is about 0.4. If a 
pack of cigarettes currently costs $10 and the government wants to reduce 
smoking by 20%, by how much should it increase the price?

b) If the government permanently increases the price of cigarettes, will the policy have 
a greater effect on smoking one year from now or five years from now?

c) Studies also find that teenagers have a higher price elasticity than do adults. Why 
might this be true?

Total Revenue and the Price Elasticity of Demand
• Total revenue is the amount paid by buyers and received by sellers of that good



• Computed as the price of the good multiplied by the quantity 
sold

• TR = P x Q
• Often interested in knowing how TR varies with changes in 

price
• The effects of the price on TR depends on the elasticity of 

demand. For example, if price increases
• TR increases if demand is inelastic
• TR decreases if demand is elastic

Chapter 6: Supply, Demand, and 
Government Policies

• Use the supply-demand model to examine the effects of three 
government policies:

• A ceiling on prices 
• A floor under prices 
• A tax on a good

Price Ceiling vs. Price Floor
Price Ceiling:
• A legal maximum on the price at which a good can be sold (for example, a rent control 

law).
Price Floor: 
• A legal minimum on the price at which a good can be sold (for example, minimum wages).

a)
Greater effect five 
years from now (more 
time for people to 
adjust/quit smoking)

b) Teenagers have a 
higher price elasticity 
as they have a lower 
income
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No change in equilibrium
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Shortage
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(P < P*)
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Binding vs. Non-Binding
• Binding:

• When the price ceiling is below the equilibrium point meaning there will be a shortage
• Ceiling (less than the equilibrium price) = shortage
• Floor (more than equilibrium price) = surplus

• Non-binding
• When a price ceiling does not effect the equilibrium
• Ceiling (more than equilibrium price) = no change
• Floor (less than equilibrium price) = no change



Minimum wage

Labour supply

Labour 

Equilibrium 
wage (P*)

Equilibrium 
employment (Q*)

Labour surplus
(unemployment)

Quantity 
demanded

Quantity 
supplied

Conclusion: If the minimum 
wage is set higher than the 
market equilibrium wage, 
then supply of labour is 
more than the demand of 
labour = unemployment

Example: MKMR, pg. 139 Q.2
• The government has decided that the free-

market price of cheese is too low
a) suppose the government imposes a 

binding price floor in the cheese market. 
Use a supply-and-demand diagram 
to show the effect of this policy on the 
price of cheese and the quantity of 
cheese sold. Is there a shortage or surplus 
of cheese?

• Price up, quantity down = 
surplus

b) Farmers complain that the price floor has 
reduced their total revenue. Is this 
possible? Explain

• TRAfter < TRBefore since PFloor QSold 
< P1Q1 (demand curve is elastic)

P

Q

S1

D

PFloor
P1

QSold Q1 QSupplied

Surplus



c) In response to farmers’ complaints, the government agrees to purchase all of the 
surplus cheese at the price floor. Compared to the price floor, who benefits from this 
new policy? Who loses?

• Who benefits? Farmers as TR goes up from P1Q1 to PFloor QSupplied

• Who loses? Tax payers because taxes go up and consumers because 
prices go up

Effects of a Tax Levied on Buyers

Suppose government imposes a tax on The 
market for buyers of $30 per room. Find new 
Q, price that buyers pay (i.e. PB), price sellers 
receive (i.e. PS) and incident tax (i.e. how is 
the tax shared between buyers and sellers.

Old P = $100
Old Q = 100

What curve is affected? Demand curve
In what direction? Down

New Q = 80
New PS = $80
New PB = New PS + Tax
	   = $80 + $30 = $110

Incidence:
Buyers = $110 - $100 = $10
Sellers = $100 - $80 = $20

Incidence of tax: difference between 
price paid (received) after tax imposed and 
the price paid (received) before tax was 
imposed

D1

Buyers will pay 30 more dollars for 
each room sold so they will want to 
pay 30 fewer dollars before tax

Tax

PB =

PS =



Effects of a Tax Levied on 
Sellers
Suppose government imposes a tax on 
The market for buyers of $30 per room. 
Find new Q, price that buyers pay (i.e. 
PB), price sellers receive (i.e. PS) and 
incident tax (i.e. how is the tax 
shared between buyers and sellers.

Old P = $100
Old Q = 100

What curve is affected? Supply 
curve
In what direction? Up

New Q = 80
New PS = $110
New PB = New PS - Tax
	   = $110 - $30 = $80

Incidence:
Buyers = $110 - $100 = $10
Sellers = $100 - $80 = $20

S1

Sellers will receive 30 fewer 
dollars for each room sold. This 
is an equivalent to an increase of  
$30 in production costs

Tax

Note: PS, PB, equilibrium Q and the 
incidence are the same whether the tax is 
levied on the buyer or the seller.

PB =

PS =



S2

Price buyers pay

Price sellers receive

Tax burden on buyers

Tax burden on sellers

When the demand is more 
inelastic than supply, the 
tax burden falls more 
heavily on buyers.

Tax

Chapter 7: Consumers, Producers, and the Efficiency of 
Markets

• Key Objectives:
• Learn how to define and measure consumer surplus
• Learn how to define and measure producer surplus
• See that the equilibrium of supply and demand maximizes total surplus in a market

Welfare Economics
• Definition: Welfare economics is the study of how the allocation of resources affects 

economic well-being.
• Buyers and sellers receive benefits from participating in the market.
• Consumer surplus (CS) measures economic welfare/benefit from the buyer’s side.
• Producer surplus (PS) measures economic welfare/benefit from the seller’s side.



Consumer Surplus
• Definition: Consumer surplus (CS) is the buyer’s willingness to pay (WTP) for a good 

(that is, the value of a good to the buyer) minus the amount the buyer actually pays for it.
• As we will see, the CS at a given price is measured as the area above the price and 

under the demand curve.

Producer Surplus
• Producer surplus (PS) is the amount a seller is paid for a good minus the seller’s willingness 

to sell (that is his/her cost)
• The producer surplus at a given price is measured as the area below the price and above 

the supply curve.

Cost and the Supply Curve
• Cost is the value of everything a seller must give up to produce a good (i.e., opportunity 

cost)
• Includes cost of all resources used to produce good, including value of the seller’s time.
• A seller will only produce and sell the good if the price exceeds his or her cost.
• Hence, cost is a measure of willingness to sell.



Efficiency of Markets
• In a market economy, the allocation of resources is decentralized, determined by the 

interactions of many self-interested buyers and sellers.
• Is the market’s allocation of resources desirable? Or would a different allocation of resources 

make society better off?
• To answer this, we use total surplus as a measure of society’s well-being:

• Economists say that an allocation of resources is efficient if it maximizes total surplus.

Market Efficiency: Summary
• Free markets are efficient
• Allocate the supply of goods to the buyers who value them most highly, as measured by 

their willingness to pay.
• Allocate the demand for goods to the sellers who can produce them at least cost.
• Produce the quantity of goods that maximizes the sum of consumer and producer surplus.
• This is how Adam Smith’s invisible hand works its magic

The Efficiency of the Equilibrium Quantity— A Word of Warning
• A number of assumptions were made to conclude that markets are efficient.
• Two of the most important are:

• Perfectly competitive markets
• No externalities (i.e., outcome in a market matters only to the buyers and sellers in that 

market)
• As we will see later in this course, when these assumptions are relaxed, the market 

equilibrium may be inefficient and public policy can potentially help to increase the efficiency 
of this equilibrium.

Chapter 8: Application: The Cost of Taxation









Chapter 10: Externalities













Chapter 11: Public Goods and Common Resources
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Doing Nothing

• Government may want to do nothing at all 
if the market failure is deemed small 
compared to the imperfections of public 
policies.










































