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Chapter 1 – Economic Issues and Concepts

1. The Complexity of the Modern Economy

1. The SELF ORGANIZING Economy – Or the Market Economy
· An economy is a system in which scarce resources are allocated among competing uses
· Free Market is SELF ORGANIZING
· Adam Smith wrote about the ‘invisible hand’ that organizes millions of independent decisions
· These decisions are based on SELF INTEREST, not benevolence

2. Efficiency
· Sellers produce what buyers want
· Free markets are relatively efficient and coordinate the buyers and sellers via the PRICE
· PRICE is the buyers and sellers common ground
BRAINWAVE: Efficiency Principle – Efficiency is better than inefficiency
BRAINWAVE: Coordination Principle – Markets automatically coordinate
3. Main Characteristics of Market Economy
· A) Rational Self Interest
· Maximize the EXPECTED benefit/cost ratio
· Make a change if the MARGINAL benefits>marginal costs
· Making a decision at the margin means thinking about the step after the decision is made
· B) Incentives
· Economic players respond to incentives
· C) Prices and Quantities
· Buyers and sellers negotiate the exchange of commodities in markets via Prices
· D) Markets governed by “RULES OF THE GAME”
· Rule of Law – Property rights, freedom of contract
· Institutions 
· Manners, customs, conventions
4. A Planned Alternative – Command Economy
· In 1850 Karl Marx argued that markets are efficient for allocation of resources but create disproportionate distribution of income
· Command Economy = Central Planning, Communism
· Failed because of failure to coordinate, quality control, misplaced incentives
BRAINWAVE: Intervention Principle – Sometimes Government can improve on market outcomes

2. Scarce Resources – Economics is the study of the management of SCARCE RESOURCES to satisfy UNLIMITED human WANTS

1. Resources
· A) Resources
· Resources = factors of production = inputs
· Goods and Services = outputs
· B) Production
· Transforming inputs into outputs
· C) Consumption
· The using up of production to satisfy human wants
· Outputs  Satisfaction

· Five Factors of Production (Inputs)
· K  Capital = Plant, Equipment, Inventory, Residential Construction (PEIR)
· L  Land = Natural resource, Natural capital
· N  Labour = Human resource, Human capital
· T  Technology = change in the productive process
· E  Entrepreneurship = innovation, invention

· Goods and Services (Outputs)
· Good = Tangible commodity, i.e. a car
· Service = Intangible commodity, i.e. a haircut

2. Scarcity
· Scarcity means that there is a finite amount of everything
· Factors of production are LIMITED
· Human desires are UNLIMITED
· Economists work to manage these scarce factors to satisfy unlimited desires
· Politics decides among the unlimited desires (or ENDS)
BRAINWAVE: Scarcity Principle – Stuff is scarce
· Scarce Goods have a limited supply (at P=0, Qs<Qd)
· Free Goods have an unlimited supply (at P=0, the quantity supplied is more than the quantity demanded)

3. Choice
· Scarcity implies CHOICE, and choice implies COSTS
BRAINWAVE: Choice Principle – people make decisions as tradeoffs

4. Opportunity Cost
· Opportunity Cost is the VALUE of the NEXT-BEST FOREGONE ALTERNATIVE
· Value of WHAT YOU GIVE UP to have the item you choose
· For example, the OC of going to Guatemala at Christmas is not just the price of the ticket; it is also the lost income from a PT job
· People always do what they are doing because they have nothing better to do
· OC is SUBJECTIVE
· OC only includes those costs affected by the choice
· They exclude SUNK COST or costs incurred in the past, cannot be recovered, and thus are irrelevant
· “Water under the bridge”
BRAINWAVE: Opportunity Cost Principle – The cost of something is what you give up to get it
5. Production Possibility Curve (or boundary or frontier) PPC
The PPC shows all possible combination of production if all inputs are FULLY EMPLOYED at normal utilization rate given both income and prices of inputs.
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· Some things to keep in mind:
· When the economy produces lots of guns, the opportunity cost of producing MORE guns is MUCH HIGHER than the opportunity cost of producing more butter
· This is because resources that are more efficiently used creating butter can be diverted into doing so
· SCARCITY – Going Right of the Curve
· You cannot produce beyond your input capacity, all production points must stay within the curve

· CHOICE – On the Line
· You cannot simultaneously produce more of both products
· Production Efficiency states that you cannot produce more of one without less of the other, and it is in this right that the PPC demonstrates opportunity cost
· OPPORTUNITY COST – Negative Slope
· Cost of one more gun is to give up 2 butters
· Opportunity cost is a RATIO

· Some Questions and an answer
· Is PPC concave to the origin?
· Must increasing amounts of butter be traded for same incremental increase in guns?
· Does the OC of some item increase as production of same item increases?
· ANSWER TO ALL OF THESE QUESTIONS IS YES
· High Comparative Advantage inputs used first
· Assume the most efficient factors are used first and the most inefficient resources are switched out first
· This gives us the Law of Increasing Marginal Opportunity Cost
· OC of X increases as production of X increases
· To increase production of X, one must forsake production of ever increasing amounts of Y
· Increased productivity shifts PPC OUTWARD, you can reach GREATER COMBINATIONS OF GOODS
· How do we decide WHERE TO BE on the PPC?
· Do this: Marginal Cost (cost of producing one more unit) = Marginal Benefit (extra benefit one receives from consuming one more unit of the good)
· Basically, make sure that using more of an input to create more of good X is worth the benefit of using that good.
BRAINWAVE: Increasing Opportunity Cost Principle – Rational producers use the lowest OC input first
6. Four Key Economic Problems (for ANY economy)
MICROECONOMICS
· Production – What is produced and by whom?
· Allocation of resources
· Consumption – What is consumed and by whom?
· Distribution of income

MACROECONOMICS
· Idle Capacity
· Output Gaps – Why are resources idle? Why is the economy below PPC?
· Increase Capacity
· LR Growth – how to increase productive capacity? How to shift PPC outward?

3. Who Makes the Choices and How?

1. Flow of Income and Expenditures (Macroeconomics)
· Four Thespians in the Economic Tragedy
· Households
· Firms
· Government
· Rest of World
· Household
· Live under one roof and make joint financial decisions
· Assumptions about households:
· Act in consistent fashion as one unit
· Maximize satisfaction
· Exchange factors for income
· Spend income on goods and services
· Firm (producer)
· Act in consistent fashion as a unit
· Maximize profits
· Exchange goods and services for income
· Spend income on factors
· Government
· Anybody under the control of fed, provincial, municipal government
· Assumptions:
· Do not act consistently
· May not maximize anything
· Rest of World
· Export and Import markets
· Assumptions:
· Act like rational consumers and producers



2. Circular Flow Diagram
[image: http://www.bized.co.uk/sites/bized/files/images/circfl_c.gif]

· Basically, firms pay factors (people) and income goes to households. Households put money into product markets (consumption and expenditure), and cash goes back to firms. Governments and financial institutions pull money out and put money in.
· 4 Types of Economies
· Spendthrift Economy
· Spends tonnes of money without much thought
· Frugal Economy
· Spends not much money, lots of hoarding
· Governed Economy
· Lots of gov’t regulation
· Open Economy
· No limitations on who you can trade with







3. The Complexity of Production
· Market
· Area over which buyers and sellers negotiate the exchange of a commodity
· Specialization of Labour
·  Individual worker produces one product
· Division of Labour
· One product divided into individual tasks, each done by a different worker
· MAXIMIZING DECISIONS
· Individual consumers seek to maximize their happiness or UTILITY
· Individual producers seek to maximize their happiness in the form of PROFITS
BRAINWAVE: Maximization Principle – Individuals prefer happiness over unhappiness
· Marginal Decisions and Cost-Benefit Analysis
· Marginal = additional = extra
· Consumers/producers make decisions at the margin
· This means making a decision based on how much happiness this decision will bring you in times to come
· The best example of this is whether or not to buy/sell one MORE unit
BRAINWAVE: Cost-Benefit Principle – Take action when extra benefits exceed extra costs
4. Markets and Money
· Specialize/Division  efficiency  trade  markets
· Money facilitates specialization and trade
· People were originally self-sufficient
· Then they started to barter – goods and services traded directly
· Then money came and facilitated trade
BRAINWAVE: Specialization Principle – Specialization of labour requires trade and markets
· Natural and acquired factor endowments (read: advantages) allow individuals to do what they are best at doing
· Specialization also leads to “learning by doing” advantages
· Everyone wins when individuals specialize in doing that in which they have a ‘comparative advantage’
BRAINWAVE: Comparative Advantage Principle – Trade may lead to gains from trade = win-win
5. Globalization
· Caused by advancements in transportation and communication
· Result is globalization of demand (by markets) and supply (by transnational corporations)
· Results in increased international trade and world per capita GDP

4. Is there an alternative to the market?

1. Types of Economic Systems
· Traditional
· Allocation and distribution based on CUSTOM
· Effective in a stagnant environment
· E.g. feudal system – traditional prices offered to all
· Today, possibly the arctic
· Command
· Allocation and distribution by central planning authority
· E.g. old soviet 5 year plans
· Requires accurate forecasting
· Today, possibly Cuba and North Korea
· Free Market
· Allocation and distribution based on decisions of private households and firms
· Free-market or free-enterprise economy
· Decisions decentralized
· Price system acts to coordinate buyers and sellers
· Mixed
· Allocation and distribution by private AND public sectors
· On a spectrum: North Korea – Canada – Hong Kong

2. The Great Debate: Market v. Command Economy
· Maybe command economies are good for transition from traditional economies (i.e. Russia, China)
· Mixed may trump command, but free may not trump mixed
· Market economies have difficulties with monopolies, externalities, public goods, etc.
· Don’t confuse efficient allocation with equitable distribution
· One means that all the resources are used very productively, the other means that everyone gets their fair share
· Don’t confuse free economy with democratic politics
· Issue: What is the proper mix of market and governmental intervention?
· Best choice: MIXED ECONOMY

3. Failure of Central Planning
· The Wall Comes Tumbling Down: November 1989
· Failure of coordination
· Failure of quality control
· Misplaced incentives
· Environmental degradations

4. Government in a Modern Mixed Economy
· Markets are based on voluntary transactions and free choice
· Government protects these free choices by enforcing the legal system that reinforces the economic system
· Private property – people are allowed to own things
· Freedom to Contract – seller is able to refuse to sell
· Government will exceed these minimum requirements to deal with market failures
· Market failure – dead weight social loss, e.g. monopolies
· Externalities – external costs e.g. pollution 
· Public goods – only provided by government (national defence, highways)
· Merit goods – equitable redistribution of income e.g. Employment Insurance

5. Economic Policy Analysis
· Means vs. Ends
· Means = methods to achieve ends
· Ends = goals or objectives
· Debate arises over choosing among alternative means to achieve given end  Economics!
· Choosing among alternative ends  Politic
· Assessing Economic Policy
· What is the policy end?
· Do the means achieve the end?
· Are there side effects?
· Are the means the least intrusive? (Minimum impairment test) Do the benefits from this policy offset the costs to other policies?
· Political Considerations
· Different decision makers involved
· Political compromises
· Re-election syndrome

5. Whatever! Why I don’t Trust This Course

1. No two economists ever agree! (politics)
2. Models in economics are too simple to be considered realistic! (so is every science)
3. People are not as mercenary as economists paint them (economics does not preclude a social conscience)
4. Actions of human beings cannot be reduced to scientific laws! (irrationality and psychology)





6. Okay! Why Might I Actually Trust It
1. Property Rights – these rights allow for the creation and retention of incentives (create solid justification for any economic decision)
2. Incentives – economists believe that people react to incentives
3. Markets – economists believe that the markets allow for trading to capitalize on incentives
4. Marginal Thinkers – economists are marginal thinkers – they think that trading takes place on the margin

Chapter 2 – How Economists Work

1. Positive vs. Normative

1. The Distinction

· Positive
· Statement about what “is”
· You can fact-check a positive statement
· For example, “My professor is funny”
· Normative
· Statement about what “ought to be”
· Value judgement
· Not testable
· For example, “Your professor should improve his jokes”

2. Why Economists Often Disagree

· Big egos
· Failure to define TERMS
· Different ASSUMPTIONS
· Different values (different normative views – left wing vs. right wing)
· Short run vs. Long run perspective




2. Economic Theories and Models
1. Theories
· General Concept
· Individuals may act capriciously 
· But, one person’s odd behaviour may cancel out another person’s odd behaviour
· The Law of Large Numbers: random movements of individuals offset one another  group behaviour is often easier to predict than individual behaviour
· For example, the warmer the weather, the more go to the beach
· The higher your income, the more you will spend
· The AS IF test
· An individual will act as if he/she maximizes happiness
· A Theory:
· Explains WHY a relationship exists
· Can only be DISPROVEN, never PROVED
· Is testable by comparing predictions based on the theory to evidence

· Components of a Theory
· Variables: Item that can take on different values

	Endogenous or IN YOUR CONTROL
	Induced
	Dependant

	Exogenous or OUT OF YOUR CONTROL
	Autonomous
	Independent



· Assumptions
· Motives, or psychological reason for action
· People maximize their individual self-interest
· Causation = One factor (independent variable) causes the other (dependent) i.e. functional relationship (y=2x)
· Conditions of Application = constraints on theory
· Predictions = Hypotheses
· Hypothesis = propositions that can be logically deduced from assumptions (cause and effect)
· IF-THEN STATEMENT
· Function – for every x, one and only one value of y
· Models consist of 2 parts:
· Theory
· And QUANTITATIVE FORMULATION OF A THEORY


3. Testing a Theory
1. Fundamental test is PREDICTION
· Theory discarded when it fails to predict better than an alternative theory
· PHASE 1 – EMPIRICAL OBSERVATION
· PHASE 2 – HYPOTHESIS
· PHASE 3 – PREDICTION
· PHASE 4 – MORE EMPIRICAL OBSERVATION (or testing)

2. Rejection vs. Confirmation
· Refutation test
· Proper way to test a theory is to determine if it can be refuted by evidence
· Light travels in a straight line? Does god exist?
· Confirmation test
· Yields inconclusive results by looking for evidence that CONFIRMS the hypothesis
· E.g. evidence of UFO’s, Nellie, astrology, god?

3. Statistical Analysis
· There is no laboratory for economics like biology
· Economics must use statistical methods to analyze relationships among variables that occur simultaneously
4. Correlation VS Causation
· Correlation means that two variables move together (an increase in x means an increase in y, or a decrease in x means an increase in y
· E.g. sunspots and droughts
· The issue is, are they coincidental or causal?
· Causation means that a change in variable inevitably changes another variable
· Example:
· Theory: Higher education leads to higher incomes
· Empirical observation: Richer people have higher education
· Correlation: Income and Education positively correlated
· Causation: It may be that rich people buy more education and the causal arrow goes in the opposite direction










4. Economic Data
1. Index Numbers
· Uses:
· Used to compare two RELATIVE CHANGES over two time series with two items
· CPI = Consumer Price Index = weighted average of representative basket of goods
· Two Rules of Thumb
· Set the “Base Year” to unity
· Use ratios to solve for the missing variable
Example:
	Year
	Real (raw) Prices
	Price Index

	1
	25
	100

	2
	30
	X = ?

	3
	45
	180



First, set year 1 as the base year
A) 25 is to 30, as 100 is to X	= 120
B)    X = (100)
Index Number of Period n = 
2. Graphing Economic Data
· Cross-Sectional Data
· Set of observations made at the same time across several different units
· E.g. Housing prices in January per province
· Time Series Data
· Set of observations made over time for the same unit
· E.g. Unemployment rate per annum
· Scatter Diagram = set of observations for pairs of variables
· E.g. Age vs. Salary
Chapter 3 – Demand and Supply
1. The Theory of Demand
· Quantity Demanded
· Qd = the quantity the household is willing/desires to purchase, given the own price, P, all other things held constant
· This is what people WANT to buy, NOT what they ACTUALLY BUY
· Household = demand side
· Dependent on price (Qd is a function of price)
· Ceteris Paribus – all other things equal
· Is a flow variable
· Flow variable = over time, like a movie
· Stock variable = point in time, like a photo
· Demand Schedule
	Price
	Qd

	$1.00
	1

	.80
	3

	.60
	5

	.40
	8

	.20
	11



· Willingness to buy
· Inverse (negative) relationship between P and Qd
· As P decreases, the willingness to buy increases ceteris paribus
· General shape is a curve convex to the origin
· Reason for inverse relation
· To satisfy a want, there may be alternative means
· As P increases, satisfying the want is RELATIVELY CHEAPER
· These two points mean that as price decreases so does the opportunity cost of that item, so the incentive to buy more increases
· CETERIS PARIBUS VARIABLES
· Variables that are held constant to determine relation between P and Qd
	Variable
	Def’n
	Effect on Qd

	Income
	Budget of Consumer
	Normal good= direct
Inferior good (something you buy because you’re poor)= INVERSE

	Tastes
	Consumer Preferences
	Direct, which has been achieved through marketing

	Advertising/Perception of Quality
	To increase tastes
	Direct

	Price of Related Goods
a) Complement
b) Substitute
	
Used jointly
Used alternatively
	
Inverse
Direct

	Population
	Number of consumers
	Direct

	Expectations
	Prognosis on future of other ceteris paribus
	DEPENDS





· Related Goods in Consumption
· Complement goods are used jointly
· Example: Ball and Bat
· If the price of the bat goes up, less of it is going to be bought
·  Given that you use a bat and a ball together, less balls are going to be bought as well
· Substitute goods are used alternatively
· Example: Coke and Pepsi
· If the price of Coke goes up, less of it is going to  be bought
· The demand for cola in general does not shift, people still want it
· To substitute Coke, people buy Pepsi
· The Demand Curve
· The Demand Curve is the relationship between the PRICE and the QUANTITY that the consumer is willing to purchase, ceteris paribus
· Qd = f(p); Income, Tastes, Advertising, Price of related goods, Population, and Expectations held constant
· Underlined variable means held constant, usually denoted by line above the variable in a real book
· The function can be written two ways:
· Qd = f(P), with price on horizontal axis
· P = g(Qd), with price on vertical axis
· Causation can go either way:
· Given P  determine Qd
· Given Qd  determine P
· IF THE FIRST FAILS, TRY THE SECOND
· Ch. 3 P 8 there are two linear demand curves, demonstrating that if you know EITHER the price or the quantity demanded you can sub their value into the equation of the demand curve, and get the value’s counterpart back.
· The general shape of a demand curve is a curve concave to the origin
· Shifts vs. Movements along the Demand Curve
· Chapter 3, Page 8 shows a demand curve and the formula ΔP  ΔQd
· This means that if there is a change in price, there will be a movement ALONG the supply curve
· Chapter 3, Page 8 shows a demand curve and its shifted counterpart, and the formula ΔCeteris Paribus  ΔD
· This means that if interests, perception of quality, income, price of related goods, population, or future expectations change, the entire curve will shift to either the right or the left


· EXAMPLE: How does an increase in personal income affect demand?
· Step 1: Is it a change in price?	
· If it is, shift along curve and stop
· If not, it must be a ceteris paribus variable
· Step 2: What is the ceteris paribus variable? Is it costs?
· If yes, go to Supply curve
· If no, go to Demand curve
· In this case, its income, which affects the demand curve
· Step 3: How does it affect the curve, direct or inverse?
· Income affects the demand curve directly, because an increase in income increases the consumer’s willingness to purchase at any price
· Step 4: Which way does the curve shift?
· Increase in income shifts the curve right
· IN THIS CASE, THE DEMAND CURVE SHIFTS RIGHT

2. The Theory of Supply
· The theory of supply works the exact same as the theory of demand, except Qs is a measure of a producer’s willingness to SELL at a given price
· On the demand side, when Qd decreases it is because the opportunity cost of buying an item increases
· On the supply side, when Qs decreases it is because the opportunity cost of RUNNING THE BUSINESS has increased
· Supply Schedule
	PRICE
	Qs

	1.00
	7

	.80
	6

	.60
	5

	.40
	3

	.20
	1



· The reason for the direct relationship between Price and Quantity Supplied is
· Profit = price-cost
· As Price increases and all other things are held constant, PROFIT increases
· Profits are the incentive for firms to sell
· If the price is low, there is little incentive to sell and producers want to sell less
· If the price is high, the opportunity cost of NOT selling an item has increased
· Thus, firms want to produce more and Qs rises
· NOTE: Scarcity, choice, and opportunity cost lie at the root of Supply and Demand

· Ceteris Paribus variables in supply
· Variables that are held constant to determine relation between P and Qs
	Variable
	Def’n
	Effect on Qsupplied

	Input Prices
	Costs of K, N, etc.
	Inverse

	Technology
	Decrease input costs
	Direct (really INVERSE regarding costs)

	Taxes/subsidies
	Taxes increase costs, subsidies lower costs
	Inverse

	Price of related good in PRODUCTION
A) Complement


B) Substitute 
	

Produced jointly (e.g. oil and gas)


Produced alternatively (wheat and oats)
	

Direct: Po decreases, quantity supplied decreases, quantity supplied of gas decreases
Inverse: Price of wheat decreases, quantity of wheat decreases, quantity of oats increases

	Number of Suppliers
	Number of competitors
	Inverse for each firm
As the number of competitors rises, the price of goods falls. The price of goods fall, Qs falls

	Expectations
	Prognosis on future of above
	DEPENDS



· Ultimately, most variables affect costs
· Supply Curve = the relationship between P and Qs, ceteris paribus
· The general shape is a positive curve that starts at the origin and curves up
· Qs = f(p) while considering costs
· Shifts versus Movement along Supply Curve
· Movement along happens when there is a change in Price
· Any change in Ceteris Paribus will cause a shift in the curve itself
· Some Examples
· 3 more suppliers start producing your product, number of competitors is up, supply curve shifts to the left
· The price of apples decreases, supply of apples shifts left and pears are planted in their place, supply of pears shifts right
· New tax on tobacco is imposed, opportunity cost of running the business increases, supply shifts left
· EXAMPLE: How does an increase in technology affect supply?
· Step 1: Is it a change in price?
· No, so go to step 2
· Step 2: What is the ceteris paribus variable? Is it Costs?
· Yes! Technology, which affects costs, will affect the S curve
· Step 3: How does it affect the curve, direct or inverse?
· Costs affect the S curve inversely, because a decrease in costs increases the producer’s willingness to sell at any price
· Step 4: Which way does the curve shift?
· In this case, the S curve shifts RIGHT
· The Four Steps to Satisfaction
· Step 1
· If change in P  movement along curve
· Change in ceteris paribus variable  Shift in curve
· Step 2 (ONLY NECESSARY IF SHIFT IN SOMETHING OTHER THAN PRICE)
· What is the ceteris paribus variable affecting, D or S?
· Income, Tastes, Advertising, Price of Similar goods, Population, Expectations  D
· Anything to do with COSTS or COMPETITION  S
· Step 3
· How does it affect the curve, directly or inversely?
· Only Price-compliments and Costs are indirect
· Step 4
· Which way does the curve shift?
· Increase means rightward shift, decrease means leftward shift
· Example: Law firm adopts word processors
· Step 1 – shift of curve
· Step 2 – Affects supply
· Step 3 – supply increases
· Step 4 – shift S curve right

3. Equilibrium Price and Quantity
· Desired levels of purchases by the consumer need not equal the desired levels of sales by the producer
· Actually Q purchased MUST EQUAL actual Q sold
· Quantity exchanged
· At what P will the consumer’s willingness to buy satisfy the producer’s willingness to sell?
	Price
	Qs
	Qd

	$1.00
	7
	1

	.80
	6
	3

	.60
	5
	5

	.40
	3
	8

	.20
	1
	11



· Page 17, Chapter 3 there is a graph that shows a supply curve and a demand curve, and shows them intersecting. The point where they intersect is (Pe, Qe) or Price equilibrium, quantity equilibrium. Essentially the producer and consumer have reached a point where they agree.
· Equilibrium
BRAINWAVE: Equilibrium Principle – If you are there, you will stay there (remains constant over time)
· In the case of Demand and Supply:
· If D=S, THEN Qe and Pe
· Stability
BRAINWAVE Corollary: Stability Principle – if you are not there, you will go there
· In the case of Demand and Supply:
· IF Qs > Qd, then P falls to Pe
· IF Qd> Qs, then P rises to Pe
· Terminology
· Equlibrium
· D = S
· Equilibrium Price (or MARKET CLEARING PRICE)
· Qd = Qs
· Disequilibrium
· D not= S
· Disequilibrium Price
· Qd not= Qs
· Excess Demand
· Qd > Qs
· Excess Supply
· Qs > Qd
· Page 19, Chapter 3 there is a graph that shows a linear demand curve and a linear supply curve. They intersect at Pe, Qe. When the price is above Pe (at P2), the Qd is much lower than the Qs. This denotes that the price is above equilibrium, and that there will be excess supply. At P1, a price point lower than Pe, the Qd is much greater than the Qs, so there is a shortage.
	Price
	Qs and Qd
	Effect on P
	Reason

	Pe
	Qs = Qd
	None
	Equilibrium

	P2
	Qs > Qd
	Fall to Pe
	Inventories rise, signal to seller to drop price

	P1
	Qs < Qd
	Rise to Pe
	Inventories fall, signal to seller to raise price





4. The Laws of Supply and Demand
	
	Pe
	Qe

	Increase D
	Up
	Up

	Decrease D 
	Down
	Down

	Increase S
	Down
	Up

	Decrease S
	Up
	Down



· Static Analysis
· Each graph is at a given point in time
· Shifts in curves SUPERIMPOSE DIFFERENT TIMES on the SAME GRAPH
· Relative Prices and Inflation
· Absolute Price
· In terms of money (common denominator)
· Relative price
· In terms of another good. It is the ratio of the absolute prices
· For Demand and Supply analysis, it is the RELATIVE PRICE THAT MATTERS

Chapter 4 – Elasticity
· Measurement 
· Price (goes on bottom) elasticity of Demand (goes on top)
· PeD		e is really eta, the Greek “e”, or η
· Responsiveness of Qd to a change in P = PRICE SENSITIVITY
· Relative change in Qd/Relative change in P
· 
· OR 
· OR P/Q x Delta Q/DeltaP

· This is ARC ELASTICITY
· Page 3, Chapter 4 is a graph titled Position that shows a demand curve, and shows it shifting to the right. It is illustrating that when the demand curve shifts out, P/Q falls (because quantity gets bigger but price stays the same), and therefore e falls
· Page 3, Chapter 4 has another graph titled Inclination that illustrates the effect of slope on e. It shows an elastic demand curve, and an elastic demand curve intersecting it at point (P1, Q1). It shows that when the value of p/q stays the same but the slope increases, e falls.

· Terminology
· Elasticity = responsiveness of Qd to a change in P, or Price sensitivity
	Shape
	Value
	Term
	Reason

	Vertical line
	=0
	Perfectly inelastic
	Qd does not change with P

	Steep
	<1
	Inelastic
	Relative change in quantity demanded is less than the relative change in price
It is PRICE INSENSITIVE

	Rectangular hyperbola
	=1
	Unitary elastic
	Relative change in quantity demanded is equal to relative change in price

	Flat
	>1
	Elastic
	Relative change in quantity is bigger than the relative change in price

	Horizontal line
	Infinity
	Perfectly elastic
	Price does not change with Qd



· Determinants
· Elasticity depends on availability of substitutes
· Price elasticity of demand is affected by AVAILABILITY OF OUTPUTS
· The more/better substitutes of goods/services, the higher e
	Close Substitutes  ELASTIC PeD
	Poor Substitues  INELASTIC  PeD

	Increase in Px
	Increase in Px

	Shift into good Y
	Stay in good x, no substitutes so nobody switches

	Large drop in Qx
	Small drop in Qx

	PeD > 1
	PeD < 1



· Availability of substitutes depends on:
· Definition of the good
· The smaller the set, the greater the e
· I.e. chocolate bar (high e) vs. food (low e)
· Time Period
· e increases over time
· REASON: Over time, substitutes can be produced
· In the long run, all goods have substitutes
· Budget Share
· Big-Ticket items have higher price elasticity of demand
· E.g. the PeD of car higher than PeD of apples
· Effect of Time on Elasticity of Demand
· Here there is a graph that demonstrates what happens to demand for a given good over time. At first there is an inelastic demand curve, where at P1 people buy Q1, and at P2 people only buy slightly less, Q2. However, over time more substitutes are produced and the demand curve becomes more flat, or inelastic. Now at P1 people desire Q1, but a rise in price to P2 sees them only desire Q3, which is a much larger drop than from Q1 to Q2
· Originally at E, (P1,Q1)
· In the Short Run
· As price goes up (due to a drop in supply, for example)
· Qd goes down a little to Q2
· In the Long Run
· As production and technology change can adjust
· New substitutes are produced (competition)
· Long Run Demand Curve becomes more elastic
· Therefore:
· As price goes up due to same drop in supply
· Qd goes down a lot to Q3
Examples from 1996
	Green Peas
	2.8

	Restaurant Meals
	1.6

	Automobiles
	1.3

	Beer
	1.2

	Movies
	0.8

	Shoes
	0.7

	Coffee
	0.2

	Theatre
	0.2



· Elasticity and Total Revenue (Expenditure)
· Total Revenue = Price x Quantity
· Elastic D Curve = Flat
· As price falls, total revenue rises
· Here is a graph that demonstrates the idea that if you DROP your price and your demand curve is ELASTIC then TOTAL REVENUE will RISE
· In other words, the area under your curve will become larger
· Inelastic D Curve = Steep
· As price falls, total revenue falls


· Elasticity Along a Straight Line Demand Curve
· At Px,Qzero the price elasticity is infinite
· At B, or in the first half of the demand curve the elasticity is greater than 1
· At C, the midpoint on the demand curve, the elasticity is 1
· At D, or in the second half of the demand curve, elasticity is less than 1
· At Pzero, Qx the elasticity is zero
· Elasticity Along a Straight Line Demand Curve – Rule of Thumb
· PeD = P/Q x (DeltaQ/DeltaP), where 1/slope IS CONSTANT
· As P falls and Q rises (because we are moving down a demand curve), then e FALLS from infinity to zero
· Total Revenue and Elasticity
· TR = PxQ
	Elasticity
	As P falls, TR will
	Reason:

	Infinity
	Rise
	Relative change in price = 0

	More than 1
	rise
	Relative price  change< relative Qd change

	1
	max
	Relative price change = relative Qd change

	Less than 1
	fall
	Relative price change > relative Qd change

	0
	fall
	Relative quantity change = 0



· Price Elasticity of Supply
· SAME AS DEMAND IN TERMS OF FORMULA
· Terminology
	Shape
	Value
	Term
	Reason

	Vertical Line
	0 
	Perfectly Inelastic
	Qs does not change with P

	Steep
	<1
	Inelastic
	Relative change in Qs < Relative change in Price

	Straight Line thru Origin
	1
	Unitary Elastic
	Relative change in quantity = relative change in price

	Flat
	>1
	Elastic 
	Relative change in Qs > relative change in price

	Horizontal Line
	Infinity
	Perfectly elastic 
	Price does not change with quantity sold





· Determinants of the Elasticity of Supply
· The availability of substitutes of inputs
· Price elasticity of supply is affected by Availability of Substitutes of Inputs
· The more/better substitutes of factors, the higher elasticity
· The availability of factors of production will affect COSTS
· If factors of production are ‘fungible’, or substitutable
· Say a producer produces wheat and oats. If the price of wheat goes up, they’ll shift oat resources towards wheat and Qs of wheat will go up. Substitute factors create highly elastic supply curves.
· If the factors of production are not ‘fungible’
· If a producer produces wheat and cranberries, it is expensive to acquire wheat-producing factors from the cranberry side of business and Qs will not increase.
· Increasing Costs of Production
· If costs increase slowly as Qs increases  S is elastic
· This is because if it does not cost you much to increase your supply when price rises, you may as well
· If costs increase quickly as Qs increases  S is inelastic
· This is because increasing supply is a large financial burden, and potentially a risk to your business
· The Effect of Time
· Supply is always elastic in the long run because production efficiencies keep costs down
· Technology etc. makes it easier to supply more when price increases, creating elasticity
· Income Elasticity of Demand
· Denoted as YeD
· Relative change in Qd/Relative change in Y (or income)
· 
· Responsiveness of Qd to a change in INCOME
· Examples:
· Luxury goods, such as movies, electricity, etc. have high elasticity as you have more disposable income
· Necessities tend to have positively elastic YeD but not usually above 1
· Inferior goods have negative income elasticity of demand because they are things people only buy because they cannot afford better goods
· Income – Consumption Line = Relationship between Qd and Y, ceteris paribus



· Determinants of Income Elasticity
· Characteristics of the Good
· For a given level of real income, the more necessary a good is, the lower the elasticity
· Necessity: e < 1
· Luxury: e > 1
· Reason: Food is more important than a new purse
· Level of Consumer’s Income
· As income rises, demand shifts from necessity to luxury
· As Y increases, demand shifts from rice  veggies  crab
· As Y increases, demand shifts from home  restaurant 
· Reason: Preferences are a relative concept
· Note on Inferior Goods
· Inferior good = as income rises, consumer buys less
· I.e. ichiban, spam
· Reason: characteristic of the good + preferences are relative 
· This is not always a comment on the quality of the good
· Cross-Elasticity of Demand
· Definition: responsiveness of quantity demanded of good X to a change in the price of good Y, ceteris paribus
· Denoted as PeXY
· Relative change in Qd of X/Relative change in price of good Y
· 
· Responsiveness of Qd of X to a change in P of Y
· Complements
· When the price of good x goes up, the quantity demanded of good y decreases, and the cross-elasticity of demand is less than 0
· Px up  Qy down  PeXY < 0
· Substitutes
· When the price of good x goes up, the quantity demanded of good y increases, and the cross-elasticity of demand is less than 0
· Px up  Qy up  PeXY > 0
· Note on Point Elasticity
· Arc Elasticity = average elasticity over a line segment
· Otherwise, e would be different in both directions
· Also allows transition to derivative – line approaches point
· The Arc price elasticity of demand measured from a point, depends on the magnitude and direction of the changes
· Essentially arc elasticity is the secant line between two points on a curve
· Point Elasticity is at a certain point, and is the derivative of the graph at that point
Chapter 5 – Markets in Action
· Partial and General Equilibrium
· A market may affect another, which creates FEEDBACKS
· Market A spills over into B, B feeds back into A
· Example: Increase in technology of producing oil
· Supply Side: Costs decrease, supply shifts right, Price of oil falls
· Demand side: Increase in demand for inputs, price of inputs rises
· Feedback: Price of inputs increases, costs increase, supply decreases, price of oil rises
· General Equilibrium = analysis of ALL markets SIMULTANEOUSLY
· Useful when markets interact with feedbacks
· Changes in one market affect all other markets
· Partial Equilibrium = analysis of market in isolation, assuming no feedbacks
· Useful when market is relatively small
· The examples in this text assume PARTIAL EQUILIBRIUM
· Rental housing & labour markets
· Agriculture
· Exchange Rates
· Tax Incidence
· Government Controlled Prices
· Disequilibrium Price = quantity ACTUALLY EXCHANGED
· Determined by the LESSER of Qd or Qs
· Page 3, Chapter 5 there is a graph that illustrates the above statement. It shows demand and supply curves, and 3 prices. At P2, which is above the equilibrium price, Qd is exchanged. At P1, which is below equilibrium price, Qs is exchanged. This is because people have free will and will only demand or supply as much as they please – just because people are willing to supply goods does not mean they will be bought, and the same works for demand.
· Called the SMALLER NUMBER RULE
· Price Floor = minimum price, below which price cannot fall
· There is a graph with supply and demand curves, and P2 (far above Pe) is the price floor. This means that the supply far and away exceeds the demand.
· If the price floor is set above Pe, it is binding and there is an excess supply
· If the price floor is set below Pe, it is ineffectual
· Effect of Excess Supply
· In labour market – unemployment
· In agricultural market – stockpiling
· Winners – Some producers, who are lucky to sell at a higher price
· Losers – consumers, who could have bought more for less

· Price Ceiling = maximum price, above which price cannot go
· There is a graph with supply and demand curves, and P1 is set as the price ceiling below Pe. It causes an excess demand, and a shortage in supply.
· If Price ceiling set above Pe, it is ineffectual
· If price ceiling is set below Pe, it is binding and there will be an excess demand
· Effect of Excess Demand
· In labour market – labour shortage
· In agricultural market – dumping
· Winners – some consumers, who are lucky to buy for less
· Losers – producers, who could have sold more for more
· Allocation of Goods in Short Supply
· Effect of effectual price ceiling
· There is a typical price ceiling graph shown here
· Price ceiling is set at P1, cheaper than equilibrium price
· Black marketer buys at P1, or the controlled price
· He then sells at P2, higher than Pe, or black market price
· He reaps monopoly profits (Qs – 0)*(P2-P1)
· Methods of Allocating Short Supply
· Intervention in the market prevents supply and demand from clearing the market, and therefore alternative methods of distributing goods are necessary
· Black market
· First come, first served
· Rationing – Substitutes government over consumer preferences
· Seller’s preferences
· Case Studies
· Rent Control = effective price ceiling
· Over time, rent controls exacerbate the housing shortage
· Here there is a graph that shows the effects of rent controls. At first, the rent control is imposed and the price drops from equilibrium price to rent control price. The supply of accommodations does not change, as there is already a set amount of houses (it is perfectly inelastic at this point). However, as demand increases and supply depreciates (fewer houses built, conversions to condos), S becomes inelastic and due to the smaller number rule, less houses are available (it rotates from a perfectly inelastic line going through (Qe, Pe) to a gently sloped line that goes through (rent control price, severely diminished Q2)
· Short Run
· Initially, short run supply of housing is FIXED (or perfectly inelastic)
· Effectual rent ceiling, Rc, causes excess short run demand


· Long Run
· Supply of housing depreciates, and supply becomes inelastic
· Housing shortage
· Effectual rent ceiling causes an even LARGER housing shortage
· Effects of Rent Controls
· Black market – large key deposits, evictions
· First come, first served
· Rationing
· Sellers preferences
· Who wins, who loses?
· Winners are existing tenants
· Losers are landlords, who don’t get expected returns, and new tenants, who have no home
· Policy Alternatives
· Let the market work
· Non-market solutions
· Subsidized housing
· Public housing
· Income assistance
· Note that these solutions will not change the fact that the opportunity cost of housing is too high for many to afford it
· Labour Market
· Here there is a graph that has a supply and demand curve for labour, with minimum wage (an effective price floor) imposed on it. At equilibrium wage, a certain amount of people want to work and a certain amount of jobs are made available. However, when the wage is forced higher, there is an excess supply of labour – or unemployment.
· In a competitive labour market (free market), there is no unemployment
· When minimum wage is imposed, there existing workers win, and producers and new workers lose (costs go up for producers, there are no jobs for new workers)
· An Introduction to Market Efficiency
· Individually
· Controlled prices generate benefits and costs to individuals:
· Price Floors (i.e. legislated minimum wages)
· Benefit workers who retain their jobs
· Cost the unemployed and employers
· Price Ceilings (i.e. rent controls)
· Benefit tenants who retain their homes
· Cost the homeless and landlords

· Society – is society as a whole better off?
· Do minimum wages help workers more than harm employers?
· Do rent controls help tenants more than harm landlords?
· Market Efficiency – is the market maximizing “SOCIAL WELFARE”?
· Does the net effect of intervention help or hinder society? 
· Demand as a “VALUE” and Supply as a “COST”
· Demand = maximum price a consumer is willing to pay
· Maximum/Reservation price = value or benefit to consumer
· Supply = minimum price producer is willing to accept
· Minimum price = cost to producer = lowest acceptable price
· Given Q, what price is a person willing to pay (demand) or accept (supply)?
· Both are OPPORTUNITY COST arguments
· Referred to as “reservation price”
· Economic Surplus and Market Efficiency
· Economic Surplus:
· Cooperative Surplus, Total Surplus
· Value (benefit) minus cost
· For EACH unit, the area below demand and above supply
· Net value to society
· There is a graph here that shows a supply curve as cost and a demand curve as value. It illustrates that the value one receives from buying a good exceeds the cost to society of providing that good
· Market Efficiency = Maximize Economic Surplus
· Condition for Market Efficiency
· Free market allowed to achieve market clearing equilibrium
· D=S
· Perfect competition
· Here is a graph that shows the Economic Surplus Triangle, which is equivalent to the entire area under the supply curve and above the demand curve
· Two Examples of Dead Weight Social Loss and Inefficiency
· Price Controls
· Binding Price Floor (Minimum Wage)
· Here is a graph that shows a Supply and Demand graph, or a Cost and Benefit graph, with a price floor set at P1. Given that there is area below P1 that is above the cost curve and below the benefit curve, it can be said that setting a price floor creates a triangle of Dead Weight Social Loss
· This is an example of market inefficiency – it is not allowing everyone to be as happy as possible
· 
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