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Outline of Text Material

I.
Introduction

This chapter continues studying supply, demand, and the price system.


TEACHING TIP: In the seventh edition this chapter included a discussion of elasticity.  In this eighth edition elasticity is discussed separately in the new Chapter 5. 

TEACHING TIP: The chapter begins with a discussion of the role of prices in allocating resources. This helps to set the stage for the material on government intervention. However you don’t necessarily need to discuss this issue in detail at this point. If you’re teaching microeconomics you’ll have a chance again later on when students will have better tools. But if you’re teaching macroeconomics this is your only chance to present this material. Depending on how important you believe this is, you may want to spend as much as an hour on it.


Students may not see the role of prices as a source of information for firms; remind students that firms see their competitors’ advertising (just as consumers do), and that every consumer who does not buy from a firm leads its management to wonder why not. The more consumers “shop around” the more information firms gain about their rivals (are there stores in your area that advertise that they will meet or better their competition’s price?).


Finally you may want to mention the information content of prices, especially the signals a market price conveys to buyers and sellers.
II.
The Price System: Rationing and Allocating Resources

A.
The price system performs two important and closely related functions.

1.
It allocates goods and services when there is a shortage (price rationing).

2.
It determines the allocation of resources among producers and hence the final mix of outputs.

B.
Price Rationing

1.
Price rationing eliminates shortages and surpluses in free markets.

2.
When there is a shortage or surplus the price will adjust in the direction of equilibrium.

C.
Constraints on the Market and Alternative Rationing Mechanisms

1.
Governments and private firms sometimes decide to ration a particular product using some nonprice mechanism.

2.
The rationale given for this is usually “fairness” which includes:

a.
price-gouging is “bad”;

b.
income is distributed “unfairly”; and

c.
some items are “necessities” and everyone should be able to buy them at a “reasonable” price.


TEACHING TIP: The notion of “fairness” is often the justification given for government intervention in the market. There are other motivations for government involvement that are worth students’ consideration, such as lobbying and political supporters.


This is a good point to remind students of the “law of unintended consequences” first noted in the previous chapter. Even though price ceilings and price floors are supposed to help the poor, they often have the opposite effect. Rent control often means high-income people pay low rents. The minimum wage means some people will be unemployed who would otherwise have jobs.
3.
A price ceiling is the maximum price that can be legally charged for a product.

a.
The “fairness” rationale is that this will keep the product from being so expensive that the poor can’t afford it.

b.
This does not resolve the problem of excess demand, but rather means that other mechanisms will have to be used to ration. Examples are queuing (waiting in line), favored customers, or ration coupons.

c.
When a price ceiling is imposed a black market usually develops with illegal trading taking place at market determined prices. Ironically the price in the black market is often above what the equilibrium price would have been without the price ceiling.

d.
“March Madness” 2003: consider how tickets to sporting events and concerts are sold and distributed. This is an example of how “willingness to pay” will find a way to assert itself.
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TOPIC FOR CLASS DISCUSSION:
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Ask students about a sporting event or concert they may have attended. How did they get the tickets? How was the amount they paid related to their willingness to pay? Ask whether anyone simply didn’t go because the “scalper’s” price was too high.
4.
A price floor is the minimum price that must be legally paid for a product.

a.
The result will be excess supply (a surplus).

b.
The minimum wage is probably the most famous example of a price floor.

TEACHING TIP: Point out that the true minimum wage is zero. That’s the wage earned by people who are thrown into unemployment when the minimum wage is raised.
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TOPIC FOR CLASS DISCUSSION:
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Some well-known economists have come out in favor of raising the minimum wage. After telling this to the class, ask them if they can figure out why. Students should quickly note that this is normative economics. Steer the discussion in the direction of gains and losses. Those who still have minimum-wage jobs after the increase will gain. Those who become unemployed will lose. The economists are making a value judgment: The gains outweigh the losses in their opinion.

TEACHING TIP: When discussing price ceilings and price floors, introduce students to the short-side rule: “When demand and supply differ, the short side of the market (whichever is less) determines the quantity that will actually be sold.” This follows from the voluntary nature of exchange in a free market. In the diagram below, there is an excess supply at price P1, as supply at that price is larger than demand. Buyers are on the short side of this market, and they will determine the quantity actually bought. Why? Simply because in a free market, buyers cannot be forced to buy more than they want. At price P2, however, there is excess demand, as demand at that price is larger than supply. Here, sellers are on the short side, so they will determine the quantity actually bought. In a free market, sellers cannot be forced to sell more than they want.
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C.
Prices and the Allocation of Resources

1.
The market determines more than just the distribution of final outputs. It also determines what gets produced and how resources are allocated among competing uses.

2.
Shifts in demand cause higher prices, which raise profits, attract capital and increase wages. Higher wages attract labor. Thus, markets determine the allocation of resources and the ultimate combinations of products produced.

III.
Supply and Demand Analysis: An Oil Import Fee

A.
Should the U.S. impose a tariff on imported oil? By using the tools of supply and demand we can see the preliminary results.

B.
Imposing this fee would increase domestic oil production and reduce domestic demand. U.S. oil imports would decrease.

C.
This would have the benefits of reducing air pollution, U.S. dependency on foreign oil, and the trade deficit. (The issues of “dependency” and the “trade deficit” are normative economics.)

D.
Will oil exporting countries retaliate with tariffs of their own?


TEACHING TIP: This chapter covers only the rather simple case of a tax on imports. You may be tempted to extend the discussion of taxes and subsidies. At this early stage, students are still unclear on basic supply and demand. While a graphical analysis of general taxes and subsidies is attractive to economists it will probably be more than your students can handle. (You’ll have another shot at taxes and subsidies later on, in the chapters on externalities, income distribution, and public finance.) You might simply mention that taxes and subsidies are yet another method of government intervention and discuss some examples of each (educational subsidies, “sin” taxes) without going into details.


The chapter’s example of a tax on oil imports is a good one and quite easy for students to master. But be prepared for questions on two points: (1) why a tax on oil imports has no effect on the world price of oil, and (2) why, after the tax, imported oil and domestic oil must have the same price ($24 in the text example).


The first point results from the text’s use of the “small country assumption.” Although not quite accurate for the United States, it is still true that the United States is just one of many oil importers. And the U.S. is a “small” country when measured in terms of the world oil market. Granted, the tax will reduce United States imports and probably cause the world price of oil to fall, but this effect is minor compared to the more profound impact analyzed here: the rise in the price of oil within the United States itself.


You might try explaining the second point with the old “suppose not” approach: Suppose the price of domestic oil did not equal the price of imported oil. For example, suppose imported oil costs $24, whereas for some reason domestic oil costs less, say, $22. Then everyone in the United States would want to buy domestic oil, and the resulting excess demand would drive up its price. When would the price stop rising? When the price of domestic oil reached the price of imported oil—$24. (If your students have a business orientation you might point out that this is an example of arbitrage.)
IV.
Supply and Demand and Market Efficiency

A.
Price rationing is the key to understanding how markets allocate scarce goods and services.

1.
Supply and demand can also be used to measure market efficiency.

2.
Economists use consumer surplus and producer surplus to measure changes in market efficiency.

B.
Consumer Surplus

1.
A demand curve reveals the maximum prices consumers would be willing to pay for various quantities of the product.

2.
In most markets, however, the product actually is sold at only one price.

3.
Consumers who would have been willing to pay more for the product are getting a good deal.

4.
Consumer surplus is the difference between what a consumer would have been willing to pay for each unit of a product and the price they actually paid.

5.
Since we usually deal with market demand curves, we measure total consumer surplus as the total amount consumers would have been willing to spend. Total consumer surplus is the area between the demand curve and the market price.

C.
Producer Surplus

1.
A supply curve reveals the minimum prices at which sellers would be willing to sell various quantities of the product.

2.
In most markets, however, the product actually is sold at only one price.

3.
Producers who would have been willing to sell the product for less are earning producer surplus.

4.
Producer surplus is the difference between what a seller would have been willing to charge for each unit of a product and the price at which they actually sold it.

5.
Since we usually deal with market demand curves, we measure total producer surplus as the area between the supply curve and the market price.

D.
Markets Maximize the Sum of Producer and Consumer Surplus

1.
Total surplus is the sum of producer and consumer surplus.

2.
In equilibrium a market maximizes total surplus.

3.
If either the price or quantity is restricted there will be a deadweight loss, the total loss of surplus to producers and consumers.

E.
Potential Causes of Deadweight Loss from Under- and Overproduction

1.
Monopoly power.

2.
Taxes and subsidies.

3.
External costs or benefits.

4.
Price ceilings and floors.

V.
The Drug Wars: A Matter of Supply and Demand

A.
The U.S. government’s “war on drugs” mainly focuses on restricting supply. This drives up prices and reduces quantity demanded.

B.
However, demand for many drugs is price inelastic. That means quantity demanded does not drop as much as the price rises. The net effect is higher total revenue to drug producers.

C.
Alternative policies might focus instead on reducing demand (education, rehabilitation); and legalization


TEACHING TIP: The movie Traffic makes these points more powerfully than most of us can manage in class. Be cautious recommending it, the movie includes graphic violence and profanity.
VII.
Looking Ahead

A.
The first four chapters cover the basics of microeconomics:  scarcity, choice, markets, prices and supply-demand analysis.
B.
The next chapter discusses the important topic of elasticity.
Other Resources


Economic Experiments

Now in its second edition, Using Economic Experiments, Cases and Activities in the Classroom by Dirk Yandell of the University of San Diego is a compendium of more than 15 classroom experiments illustrating various topics in micro- and macroeconomics. Each experiment contains an overview, learning objectives, instructional materials, and classroom activities (including demonstrations and experiential exercises).
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Application 1: Inflation Reforming Economies

Microeconomics can often help us understand macroeconomic events. For example, why has economic reform in former Communist bloc countries virtually always resulted in high rates of inflation? Certainly much of the explanation is macroeconomic (faster money supply growth, large and growing budget deficits, depreciating currencies), but microeconomics plays a major role as well.

Consider the market for a typical consumer good in a former Communist country. Under central planning, the quantity produced was fixed by the state, so we can draw the supply curve as the vertical line S1 in the diagram following. The demand curve, however, looked like demand curves everywhere: The higher the price, the less people would want to buy. 
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What about price? Under central planning, prices—like quantities—were simply set by the state. To keep things simple, let us assume that initially planners were wise enough to set the price at P1, where quantity supplied and quantity demanded were equal. (Central planners did indeed try to do this for many consumer goods.) At this price, everyone who wanted to buy the good at the going price could do so.

During the 1980s, for a variety of reasons, production of consumer goods decreased. (The reasons included increased defense production, deteriorating worker attitudes, depletion of natural resources, an aging capital stock, and a decrease in the ability to import goods from the West.) This decrease in production can be shown as a leftward shift of the supply curve from S1 to S2 (see the following diagram). To avoid excess demand and shortages, central planners would have had to raise the price to P2. But throughout the 1980s, Communist governments steadfastly refused to raise consumer prices. There were three reasons for this policy:

1. It had long been a source of great pride that “Communism had put an end to inflation.” Rising consumer prices would have been seen as an admission of failure.

2. Higher prices would have made consumer goods less affordable to those with lower incomes and little wealth, which was viewed as unfair by the government and intolerable by much of the public.

3. Prices were set by a slow-moving bureaucracy that—even if it wanted to—could not have kept up with changing conditions in any meaningful way.

The result of this failure to raise prices was predictable. Consumer goods markets in the 1980s were plagued by excess demand. But there was more. With long lines forming at stores, many consumers found the shelves empty when they got inside. Some could go to the black market to buy goods, but not everyone could do this, and not everyone who went there could find what they needed. Thus, many consumers who had the income to buy goods were unable to do so. In fact, the typical Eastern European family during the 1980s found itself in an ironic situation: It had more income than it could spend! Year after year, this unspendable income was saved—Western economists called it “forced saving”—resulting in a steadily increasing stock of cash and savings deposits—an increase in wealth.

Now, an increase in wealth causes a rightward shift in the demand curve for normal goods (shown as a move from D1 to D2).
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Demand shifts like this—with fixed prices—served only to worsen the shortages, leading to more forced saving, further increases in wealth, further shifts of the demand curve and still worse shortages.

By the time reform-minded leaders took power in these nations (1989 in Eastern Europe, 1991 and 1992 in the former Soviet republics), the shortages had grown intolerable. Something had to be done, and quickly. Because supplies of most goods would remain unchanged for some time (in the short run, production was constrained by the preexisting productive capacity of factories) the only option was to allow prices to rise closer to their equilibrium values. In many cases, this required price increases of hundreds or even thousands of percent.
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