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brief chapter Outline
The Price System: Rationing and Allocating Resources p. 73
Understand how price floors and price ceilings work in the market place

Supply and Demand Analysis: An Oil Import Fee p. 80
Analyze the economic impact of an oil import tax

Supply and Demand and Market Efficiency p. 82
Explain how consumer and producer surplus are generated. 

Looking Ahead p. 85
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detailed chapter Outline
I.	Introduction, page 72
This chapter continues studying supply, demand, and the price system. Markets and prices allow society to make decentralized decisions.
	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 price rationing 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 the important role market prices play in rationing and signaling buyers and sellers.
	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, pages 73–79
	Learning Objectives: Understand how price floors and price ceilings work in the market place
A.	The price system performs two important and closely related functions.
1.	It provides an automatic mechanism for distributing scarce goods and services. Price rationing is the process by which the market system allocates goods and services to consumers when quantity demanded exceeds quantity supplied. Price rationing eliminates shortages and surpluses in free markets.
2.	It determines the allocation of resources among producers and the final mix of outputs.
Unique Economics in Practice
For the 2008 fishing season, salmon fishing was banned off the coasts of northern California and southern Oregon. At the same time bad weather in Alaska limited the salmon catch from that source. According to the Alaska Public Radio Network, prices for wild salmon ranged from $9.77 to $10.25 per pound. The prized Copper River salmon carried a hefty retail price of $45 to $50 per pound. Alaska Airlines had expected to ship 20,000 pounds of salmon. Their actual shipments were 7,500 pounds.
Question: Is there a shortage in this market? Explain your answer.
Answer: There is no shortage. The high price in this market simply reflects increased scarcity. However the market is in equilibrium.



	TOPIC FOR CLASS DISCUSSION 
How high is high enough? When people say they will not sell an item at any price, they probably don't really mean that literally. The heirloom small silver bracelet mentioned in the text may have a market value of $100. Would the owner turn down an offer of $100,000? What about $1,000,000? Often the real issue is simply that the owner places a higher value on the item than anyone else is willing to pay. Of course, listing it on eBay or some other auction website and setting a price of $100,000 is a great way to test the market.
B.	Price Rationing
	TEACHING TIP: Data and the graph for Figure 4.1 are in the Excel workbook for this chapter.
1.	When there is a shortage or surplus the price will adjust toward equilibrium.
2.	There is always some price that will clear any market.
3.	Fires during the summer of 2010 destroyed much of Russia's wheat crop. The result was a decrease in supply. The equilibrium price rose from $160 per million metric tons to $247, while the equilibrium quantity fell from 61.7 million metric tons to 41.5 million.
4.	There are items such as family heirlooms that the owner will not sell for any price. If true, that simply means the current owner is also the highest bidder.
	Unique Economics in Practice
Between 2008 and 2009, the quantity of lobsters caught in Maine increased by 8 percent. But the total value of the catch fell by $23 million, about 10 percent. (The “value” is, of course, total revenue to lobstermen.) The figures in the example imply prices for lobsters of $3.50 in 2008 and $2.93 in 2009. So total revenue in 2008 must have been $245 million. The table below (from the Excel workbook for this chapter) summarizes the results.
	Year
	P
	Q
	Total revenue
	% change in P
	% change in Q
	% change in TR

	2008
	$3.50 
	70.0
	$245.00 
	
	
	

	2009
	$2.93 
	75.6
	$221.51 
	–16.29%
	8.00%
	-9.59%







	TEACHING TIP: Resist the temptation to even mention elasticity here. For now it’s enough that the students recognize that an increse in P causes a decrease in Q, leaving the net impact on total revenue uncertain.
	TEACHING TIP: Data and the graph for Figure 4.2 are in the Excel workbook for this chapter.

Economics in Practice: Why Is My Hotel Room So Expensive?
A Tale of Hurricane Sandy, page 77
Demand and supply analysis can help us understand which products are likely to see sharp price increases after a natural disaster. Government usually intervenes, causing shortages. Even worse, price ceilings eliminate the increase in quantity supplied that would result from simply letting the market work and the price to rise to equilibrium.


	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 support.
	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.
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. 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.
2.	There are two key results.
a.	Attempts to use non-price rationing are usually more difficult and more costly than expected.
b.	Very often such attempts distribute costs and benefits among households in unintended ways (the law of unintended consequences again).
3.	Oil, Gasoline, and OPEC
a.	The Organization of the Petroleum Exporting Countries (OPEC) has 12 countries as members. Together, OPEC supplies about 1/3 of the world's oil. That is a large enough market share to have an impact on the world oil price as long as the OPEC members cooperate and limit their output to production quotas. But we are long past the days when OPEC could actually control global oil prices.
b.	In 1973 and 1974 the OPEC oil embargo reduced the quantity of gasoline available in the U.S. If the market system had been allowed to operate gasoline prices would have risen dramatically. A good estimate was an equilibrium price of $1.50 per gallon (remember, this was the mid-1970s). Congress imposed a price ceiling of $0.57 per gallon on gasoline. The equilibrium price and price ceiling are dramatically illustrated in Figure 4.3.
c.	A price ceiling is a maximum price that sellers may charge for a good, usually set by government.
d.	The “fairness” rationale was that the price ceiling would keep gasoline from being so expensive that the poor could not afford it.
e.	This did not resolve the problem of excess demand. Instead some other mechanism was used to ration. The three most common methods are queuing, favored customers, and ration coupons.
i.	In 1974 the non-price rationing mechanism for gasoline was queuing. Queuing means waiting in line as a means of distributing goods and services: a nonprice rationing mechanism.
ii.	A second non-price rationing device was favored customers. Favored customers are those who receive special treatment from dealers during situations of excess demand. One way of becoming a favored customer is to pay a bribe to the seller.
iii.	A ration coupon system requires two means of payment for a product. One payment is money. The other (and limiting) payment is ration coupons. Ration coupons are tickets or coupons that entitle individuals to purchase a certain amount of a given product per month.
	TEACHING TIP: This is the 21st century. Even food stamps are now EBT cards. You might find it useful to mention food stamps as another form of ration coupons.
f.	When a price ceiling is imposed a black market usually develops. A black market is a market in which illegal trading takes place at market-determined prices.
	TEACHING TIP: The footnote on page 76 is a useful introduction to welfare economics. Consider integrating this discussion with the material on the following page explaining how a system of tradeable ration coupons is almost identical to price rationing.
[bookmark: donetohere]4.	Rationing Mechanisms for Concerts and Sports Tickets
a.	The seven game 2010 NBA championship series paired two legendary franchises: the Boston Celtics and the Los Angeles Lakers. A ticket for a courtside seat at the Staples Center in Los Angeles reportedly sold for $19,000. But if the Lakers had tried to charge $19,000 for that same seat, fans and the press would have howled about the price-gouging profit-maximizing owners of the team. 
c.	Some favored individuals – friends of the artists, friends of the promoters, local politicians, sponsors – will get tickets without queuing. They may even pay a price of zero for their tickets.
d.	Once the market mechanism begins to work the concept of opportunity cost take control. The true cost of a ticket to any event is the opportunity cost of actually using the ticket and sitting in the seat. If people are willing to pay $500 for your ticket that is the true cost of attending the concert.
	TEACHING TIP: Data and the graph for Figure 4.4 are in the Excel workbook for this chapter.


	TOPIC FOR CLASS DISCUSSION 
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 scalpers' prices were too high.
D.	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.	Increases in demand (outward shifts in the demand curve) 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.
3.	An ongoing trend is the increase in meals eaten away from home. This trend began in the 1980s. Restaurant prices rose, increasing profits. The profits attracted entrants. Wages for culinary workers also rose. Enrollments in culinary schools rose. New cooking schools opened. Supply, demand and prices in both output and input markets influence the allocation of resources and the quantities of final products.

Unique Economics in Practice
Here are two examples of how regulation invites market innovation.
During the gasoline shortage in 1974 some students started an interesting business. These entrepreneurial students observed that the opportunity cost of waiting in line to buy gasoline was very high for many people. But there was another group – students – for whom the opportunity cost of time was considerably lower. These entrepreneurs hired their fellow students, then rented their services to wait in gasoline lines, allowing the car owner to make better use of their time. In addition the students could make use of that time for studying. (See The Price Mechanism at Work for Shakespeare on page 81 of the text, summarized here on page 54.)
An entrepreneurial gasoline station owner told prospective customers they could buy as much gasoline as they wanted. But they first had to buy a stuffed teddy bear from him. The price of the bear was $25. (Federal regulators told him to cut it out.)
Question: Explain two ways in which these business activities improved overall economic welfare.
Answer: The student who hired his classmates to sit in cars in gas lines improved welfare by substituting the labor of people who placed a low value on their time for those who place a high value on their time. The station owner was attempting to bring the market into equilibrium by charging a price closer to the equilibrium price. In both cases the deadweight loss was reduced.

E.	Price Floor
1.	A price floor is a minimum price below which exchange is not permitted.
2.	The result will be excess supply (a surplus).
3.	The minimum wage is probably the most famous example of a price floor. A minimum wage is a price floor set for the price of labor.
	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. Also see the Unique Economics in Practice on p. 40.


	TOPIC FOR CLASS DISCUSSION 
(This was also discussed in the Unique Economics in Practice on p. 40.) 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.

 
	
III.	Supply and Demand Analysis: An Oil Import Fee, pages 80–81
	Learning Objectives: Analyze the economic impact of an oil import tax
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. 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.)
C.	Will oil exporting countries retaliate with tariffs of their own?
	TEACHING TIP: Figure 4.5 is a standard graph used in international trade analysis. Spend a few minutes pointing out why the (apparent) shortage equals the quantity imported and how a tariff reduces imports (reducing quantity demanded and increasing domestic quantity supplied).
	TEACHING TIP: Economists must emphasize the virtues of free trade. Point out that imposing a tariff on imports of anything – including oil – is a probable violation of WTO rules. But the more important point is that our oil imports are exports of other countries. The oil exporting countries will not be happy with the U.S. tariff and are likely to impose retaliatory tariffs of their own. One example is the 35 percent tariff President Obama imposed on tire imports from China. China has stated they will impose various tariffs on chicken imported from the U.S., with the tariff rate ranging up to 105 percent. Trade wars are bad for every country. Stress that free trade is almost always the best policy because it makes consumers better off. (For students who believe the U.S. is consuming too much oil, propose a large tax on gasoline sold in the U.S. That will have many of the same effects as a tariff, but won’t discriminate against foreign oil producers.)
	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 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. Do not go down the rabbit hole of details about the "small country" assumption, terms of trade effects, or general equilibrium analysis. 

[bookmark: EconInPracticeShakespeare]Economics in Practice: The Price Mechanism 
at Work for Shakespeare, page 81
Every summer, New York City puts on free performances of Shakespeare in the Park. Tickets are distributed on a first-come-first-serve basis at the Delacorte Theatre in the Park beginning at 1 P.M. on the day of the show. People usually begin lining up at 6 A.M. when the park opens; and by 10 A.M. the line has typically reached a length sufficient to give away all available tickets.

But there is a discrepancy between the people in line (young, often college students) and the actual audiences at the plays (older, clearly well past attending college).

The true price of a ticket includes the opportunity cost of the time spent standing in line. Thus, the tickets are cheaper for people (for example, students) whose time value is lower than they are for high-wage earners, like an investment banker from Goldman Sachs. The true cost of a ticket is $0 plus the opportunity cost of the time spent in line. If the average person spends 4 hours in line, as is done in the Central Park case, for someone with a high wage, the true cost of the ticket might be very high. For example, a lawyer who earns $300 an hour would be giving up $1,200 to wait in line. It should not surprise you to see more people waiting in line for whom the tickets are inexpensive.

These days eBay.com is a great source of tickets to free events, sold by individuals with low opportunity costs of their time who queued up. Craigslist.com even provides listings for people who are willing to wait in line for you.


IV.	Supply and Demand and Market Efficiency, pages 82–85
	Learning Objectives: Explain how consumer and producer surplus are generated. 
	TEACHING TIP: The data and graphs for Figures 4.6 to 4.9 are included in the Excel workbook for this chapter. There you will also find the calculations of consumer surplus, producer surplus, and total surplus for this example.
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.
	TEACHING TIP: Draw a demand curve and label it “willingness to pay.” That emphasizes the important aspect of the demand curve when studying consumer surplus.
B.	Consumer Surplus
1.	A demand curve reveals the maximum prices consumers would be willing to pay for various quantities of a 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 the maximum amount a person is willing to pay for a good and its current market price.
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.
	TEACHING TIP: Draw a demand curve and label it “willingness to pay.” That emphasizes the important aspect of the demand curve when studying consumer surplus.
	TEACHING TIP: The choke price is $5.42. Consumer surplus is (($5.42-$2.50)x(7-0))/2 = $10.21 million.
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.
	TEACHING TIP: If you drew the demand curve earlier, add a supply curve and label it “willingness to sell.”
4.	Producer surplus is the difference between the current market price and the cost of production for the firm.
5.	Since we usually deal with market supply curves, we measure total producer surplus as the area between the supply curve and the market price.
	TEACHING TIP: The vertical intercept of the supply curve is $0.1667. Producer surplus is (($2.50−$0.1667)x(7-0))/2 = $8.1667 million.
D.	Competitive Markets Maximize the Sum of Producer and Consumer Surplus
1.	Total surplus is the sum of producer and consumer surplus.
2.	In equilibrium a competitive market maximizes total surplus.
3.	If either the price or quantity is restricted there will be a deadweight loss. The deadweight loss is the total loss of producer and consumer surplus from underproduction or overproduction.
	TEACHING TIP: Total surplus is the sum of consumer surplus and producer surplus: $10.2083 + $8.1667 = $18.375 million. Alternatively you can calculate the area of the "big" triangle: (($5.42 − $0.1667)x(7 − 0))/2 = $18.375 million.
	TEACHING TIP: The proposition that competitive equilibrium maximizes total surplus is pretty easy to demonstrate using Fig. 4.8. Point out that the blue area plus the red area make up the total area between the willingness-to-pay curve (demand) and the willingness-to-supply (supply) curve. There is simply no surplus left.
E.	Potential Causes of Deadweight Loss from Under- and Overproduction
	TEACHING TIP: If you're teaching a fairly advanced class, there are two tabs in the Excel workbook that calculate the surpluses and deadweight losses for Figures 4.9 a and b.
1.	Monopoly power.
2.	Taxes and subsidies.
3.	External costs or benefits.
4.	Price ceilings and floors.
V.	Looking Ahead, p. 85
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.


 Extended Application
Application 1: The War On Drugs
The U.S. government’s “war on drugs” mainly focuses on restricting supply. This drives up prices and reduces quantity demanded. 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. Alternative policies might focus instead on reducing demand (education, rehabilitation); and legalization.
In the following graph Pm and Qm are the free market price and quantity while Pw and Qw are the “war on drugs” price and quantity. The supply curve has been shifted inward because the “war on drugs” emphasizes reducing supply. The steep demand curve, of course, is caused by inelastic demand.
Price
Quantity
Qm
Pm
Qw
Pw
D
Sm
Sw

	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.
Application 2: Tariffs on Chinese Tires
In September, 2009, President Obama imposed a 35% tariff on imports of tires made in China. The immediate effect of this was to increase the price of those tires in the U.S. But the domestic tire market is more complicated than you might think. There are three “tiers” of tires sold here: flagship (Tier 1), secondary (Tier 2), and mass-market (Tier 3). Premium Tier 1 tires are mainly made by Bridgestone, Goodyear, and Michelin. Tier 2 tires are made by B.F. Goodrich, Firestone, and Uniroyal. Tier 3 is economy, mass-market tires. While the large multinationals have some presence in this market (e.g., Bridgestone’s “Dayton”; Goodyear’s “Remington”; Michelin’s “Medalist”) most Tier 3 tires are produced by smaller “private brand” U.S. companies (e.g., American Omni, Del-Nat, Dunlap & Kyle). Since margins are very low in Tier 3, major U.S. producers have largely abandoned producing tires for this segment. There is, in fact, little substitution among consumers between Tier 1 and Tier 3.
Prof. Tom Prusa of Rutgers University has analyzed the U.S. tire market, focusing on the impact of these tariffs.[footnoteRef:1] His conclusions are staggering, but not particularly surprising to economists. The 35% tariff was predicted to: [1:  Prusa, Tom, “Estimated Economic Effects of the Proposed Import Tariff on Passenger Vehicle and Light Truck Tires from China.” Unpublished working paper, Rutgers University, July 26, 2009. Personal communication with the author.] 

· Reduce Chinese tires to the U.S. by 2/3 (30 million fewer tires).
· Increase shipments from other countries by about 8 million tires. After 12 months or so the extent of trade diversion will increase and imports from countries other than China will increase.
· Increase domestic shipments by about 2 million tires, far fewer than the 30 million tires we will no longer import from China;
· Result in a net decrease in tires consumed of about 7% (from about 276 million to about 256 million);
· "Save" about 1,000 U.S. tire jobs but cost about 20,000 downstream jobs in related tire industries (e.g., installers, service, sellers, etc.).
· The lower sales (resulting from the higher prices caused by the tariff) puts a bunch of jobs at risk in light of the past 18 months weak economy.
· Consumer cost per job saved is over $330,000.
Finally, consider some of the other consequences. Tier 3 tires are mainly purchased by low-income households. The two ways to make tires longer are to drive less or use the same tires for more miles. The increased risk from drivers with bald tires is not included in Prof. Prusa’s analysis.
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