BUAD 200: Week 08 March 02-04, 2009 Classnotes
 Efficiency of Markets & Government Policies (Chapters 7 & 6 )

Finish old, Recall:
Price Elasticity of Demand: Ed = %(Qty demanded / %( Price.
1. Determinants of Price elasticity of demand. 

A. Number and closeness of Substitute products. 

B. Information about price change and availability of Substitutes. 

C. Percentage of income spent. 

D. Amount of time following the price change.

     Second Law of Demand: Demand is More Elastic in the long run

1) More information on change in price & availability of substitutes.

2) More substitutes available

3) Greater opportunity to change the complementary set of goods owned.

2. Other Elasticity measures of responsiveness
A. Income Elasticity of Demand: EI = %(Qty demanded / %( Income.

1) Positive for normal goods

2) Negative for inferior goods

B. Cross-Price Elasticity of Demand: Ex/Py = %(QtyX demanded / %( Price Y
1) Positive for Substitute goods

2) Negative for Complements
NEW:
1. The Efficiency of markets: 

We have seen that the interaction of market demand and market supply determine the price in the competitive market. The market price goes out as a signal to individual buyers and sellers.

A. Buyers: Each buyer observes the market price and purchases every unit of the good that has a marginal value equal or greater than price. Thus, for each buyer, the marginal value of the last unit purchased is equal to the market price. Allocative Function of Price: Price allocates the amount produced to the highest valued buyers.  There are no further reallocations that will make society better off. 

B. Sellers: Each producer responds to the market price by producing every unit where the marginal cost is less than or equal to price. Thus, for each seller, the marginal cost of the last unit produced is equal to market price.

Coordinative function of price: The market price efficiently coordinates the productive use of resources.  There is no other organization of resources that will produce the level of output at a lower opportunity cost.
2. Consumer surplus value: Recall that the height of a demand curve is the Marginal Value = the most a buyer is willing to pay for a particular unit of a good. The difference between the marginal value and the price actually paid is the consumer surplus value for each unit purchased. (MV = $10; Price = $6 ( CS =  $4.) The total personal value of the amount purchased is the sum of the marginal values or the whole area under the demand curve up to the amount purchased. The total amount paid or exchange value is the price x quantity rectangle; therefore the total consumer surplus value is the area under the demand above the price line.
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      3.
Producer Surplus Value:  Recall that the height of the supply curve above any unit of output reflects the marginal cost or opportunity cost of the resources used to produce that unit. Since the market price represents what the seller will receive the exchange value is the total revenue going to the seller (TR = PxQ).
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In the graph above, the difference between what the seller receives (TR) and the cost of the resources (area under the supply curve) is the producer surplus value.
4. Gains from trade: The areas of consumer surplus value and producer surplus value represent how buyers and sellers are made better off from the exchange.  Together the represent the total gains from trade or gains to society arising from the exchange taking place. The gains are split by the price line, thus a lower price would increase consumer surplus, and a higher price would increase producer surplus.
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5. Market Efficiency: The quantity exchanged is the efficient level of production and exchange for society since the Marginal Value of the last unit produced is just equal to the Marginal Cost of producing it. (MV = MC) Any smaller amount of exchange would mean less gains from trade. Any larger amount would involve a loss in value to society since the marginal value of additional units is below the marginal cost of producing them,
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Chapters 6: Government Policy

2.   Periods of Analysis: Business decisions are made under different constraints. In economics we define three different situations in which decisions may be made:

A. Long-Run: All of the Inputs are variable.

B. Short-Run: Some inputs are fixed, some are variable. A firm with an existing plant must decide the rate of production.

C. Market Period: Decisions made when all inputs are fixed and therefore output is fixed. (Supply is vertical) After production takes place, there is a fixed amount of the good. Sellers still have options: Where to sell the good; When to Sell the Good.

3.   Using the market model: Increase in Demand

A. Market period: Increase in demand increases price.

B. Increased price generates an increased return to investment in production.

C. Long Run: Increase is supply brings price down.

4.   Rent Controls: Price Ceiling is an upward limit on Price. ( Continued Shortage.

A. Implications: 
1. Increase in Transactions cost to Buyers & Sellers

2. Increase in Non-market Rationing

3. Decrease in Quality

4. Decrease in Supply.
5. The minimum Wage:  Price floor: a downward limit on price ( continued surplus


A.  Implications:

1. Increase in non-market discrimination



2. Increase in transaction costs



3. Increase in quality but not demand driven

6. Taxes: Tax Incidence and Tax Burden


A.  Tax on buyers


B.  Tax on Sellers


C.  Tax Burden


D. Elasticity and Tax burden
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