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Economics for Canadians2

To my son, Benen

The Occupy Wall Street movement and other similar
demonstrations that took place in 2011 reinforced my
conviction that there is a pressing need for economic
education, in particular about markets. What struck me
most forcefully about many of the protesters was their
conviction that it was an over-reliance on free markets
that was to blame for the instability and inequality being
suffered by what were termed "the 99%." This book
hopes to make the case that it is free, functioning and
fair markets which offer people the richest opportunities
to both improve their material conditions and realize
their dreams. 

Against this, though, we have to acknowledge the perni-
cious effects of what some thinkers have dubbed 'rigged-
market economics' in which the well-connected and
already wealthy are able to create conditions favourable
to their continued dominance. It is this perversion and
failure of market economics, most clearly seen in the
capture of financial regulation in the UK and US by the
banking industry in London and New York that has
quite justifiably angered people around the world. 

However, the recklessness, fraud and corruption which
have plagued the financial sector should not surprise us.
Our economy is only as good as we are. While overall I
am optimistic that people are good, I do not for a
minute believe that any one of us is all good (or all evil),
and so I simultaneously believe that no matter what sys-
tems or institutions we rely on, some people will always
find ways to game them for their own narrowly defined
self- interest. Thus, as both citizens and as individuals, it
is important that we make the effort to pay attention to
and understand the economic world around us in order
to keep our government and institutions honest, our
markets fair, and our nation prosperous.

Acknowledgements
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thorough and attentive proofreading of this book and
Marisa Scaramella for her inspired graphic design work.

Author's Introduction

However, as you seek to understand the world around you
better, you will run across arguments and rhetoric designed to
obscure and hinder such understanding. Industries, firms and
workers that benefit from markets remaining rigged, ineffi-
cient and unfair will, through the use of emotional appeals
and false logic, try to manipulate you into thinking and acting
in accordance with their interests.

The best defence against such manipulation is a healthy skep-
ticism regarding apparently neat solutions to complicated
problems. As much as we would like it to be otherwise, life
requires reflection and effort and there are no shortcuts. I
refer to this explicitly in many of my lessons, particularly
when we explore ideological differences in political economy.
Always, I emphasize that any ideology that (or politician
who) promises to deliver heaven on earth is likely to deliver
something quite different. I believe that there is never any
ONE solution to all the problems that afflict us, nor ONE
solution to similar problems in distinctly different circum-
stances. I am a big believer in working away at problems one
step at a time, and in knowing the detailed facts concerning a
specific situation before considering possible solutions.

In this current post-financial crisis economic climate, with ris-
ing inflation and stagnant economic growth leading to
increased political agitation as exemplified by the Occupy
Wall Street movement, the temptation to simply lash out at
perceived wrongdoers to address real concerns about eco-
nomic malaise and injustice is inevitably going to rise.
However, we have to resist the temptation to pursue simple
solutions that, while emotionally satisfying in the short term,
will likely contribute to larger problems further down the
road. The most powerful bulwark against such temptation is
education. By choosing to study economics, I hope that you
will be able to acquire some intellectual tools which will help
you to both better understand the world today and work to
create a better world for tomorrow.

Bryce McBride, February 29th 2012
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What is the Economy?Lesson 1

Economics for Canadians8

We constantly hear about 'the economy', and generally it seems to be accepted that the economy is
a gigantic and very complicated entity which can only be understood by people like professional
economists and bankers. This causes most ordinary people to just tune out and go back to whatever
else they were doing before 'the economy' was mentioned. This, however, is a shame because not
only is the economy relatively easy to understand, it is also quite important to understand. Every
day we make dozens of decisions that involve economic choices. Having a better understanding of
the economy and of economics can enable us to make better choices, both individually and as a
society, which should serve to improve our own lives and the lives of those around us.

Put most simply, it is the means by which people organ-
ize the production of needed goods and services using
the resources they have available. Even the most primi-
tive human societies had an economy, in that they had
to organize their resources of labour, stones, hides and
wood to provide themselves with needed food, fuel,
clothing and shelter. The main difference between the
economies of hunter-gatherer societies and modern
societies is scale. Increased scale in turn supports
increased specialization. While primitive societies have
few resources and only aim to satisfy a few basic needs
and wants, modern societies have many more resources
(all much more specialized) to call upon in order to sat-
isfy a gigantic array of quite varied needs and wants. For
instance, looking at food, whereas prehistoric people
would have had access to berries, fruits, roots and meat,
all of which could only be obtained through their own
direct effort, we have access to literally millions of dif-
ferent food products (Cheerios not tasty enough for
you? How about Honey Nut Cheerios?) which in turn
require a whole panoply of different workers, machines,
chemicals and technologies to make their journey from
the farmer's field to your table. 

This increased scale and specialization is what makes us
think of the economy as a thing of mystery and com-
plexity. While it would be possible for a person to see
all of the products and processes at work in a hunter-

So, what is the economy?
gatherer economy, no individual person can hope to
know and understand everything that is going on in a
modern industrial economy. In order to try to do so,
policymakers and businessmen rely on the reports of
others to construct estimates of abstract concepts such
as national income, but such mediated statistical infor-
mation can be as misleading as it is clarifying. Luckily,
in order for people to have the confidence to trade,
lend and borrow money, and start businesses such
understanding is not necessary. So long as there are
clear and well-understood laws protecting property
rights and contracts that people see being applied and
enforced fairly by the government, people will be happy
to contribute to the economy. The genius of modern
economies is that they do not require us to know and
trust everyone and everything else in them. Instead,
successful modern economies require only that people
have trust and confidence in their laws, in their institu-
tions, and in their leaders. 

Increased scale and specialization have led to vast
improvements in productivity. Productivity is a meas-
ure that compares the quantity or value of the inputs
(ie resources) used in a production process to the value
of the outputs (ie goods and services) produced. It is
clear that today, helped by technology and improved
organization and management, an hour of a worker's
time in an economically developed nation creates many 

more goods and services than was the case in the past,
implying a vast increase in productivity.

In economics, we call the resources that go into the
production of goods and services factors of produc-
tion. The commonly accepted factors of production are
land (or natural resources), labour (human effort) and
capital (machinery and equipment). As well, some
thinkers also put forward enterprise (or the ability to
productively combine the first three factors) as a 4th
factor of production.  

What is produced is often subdivided into goods, which
are tangible objects, and services, which are not tangi-
ble. For instance, as you can touch a table, a table is a
good. A completed table would be considered a final
good while table legs and table tops (ie separate parts
which can be assembled together to make a table)
would be considered intermediate goods. Consumer
goods are used by people while capital goods are used
to produce additional goods and services. Some con-
sumer goods, like furniture, appliances and automobiles
that are intended to last a while (three years or more)
are called durable goods, while other goods like food,
clothing and cosmetics that are used up or consumed
more quickly are called either consumables or non-
durable goods. However, when you go to the doctor
for a check-up, you don't leave his office with anything
more than you went in with, yet you still had to pay him
money. This is because he rendered you a service.

Modern economies like Canada are very service-orient-
ed. The service sector encompasses a wide range of
jobs, from professionals like doctors, lawyers and
accountants to workers in the trucking industry to peo-
ple working as cleaners or other support staff. Most
Canadians work in service sector jobs that involve
doing things for others as opposed to making things
forothers. One reason for this is technology - while 100
years ago it took almost half the population to grow 

food and another quarter to make clothing and other
goods, now (as of October 2011 - see note 1) only
about 4% of the workforce is engaged in primary pro-
duction (agriculture, mining, forestry and fishing)
while the share of the workforce engaged in secondary
production (manufacturing, construction) is around
17%. This leaves almost 80% of the workforce available
for work in tertiary production, or the provision of
services. Another reason is that as people get wealthier
and are no longer struggling for survival, they tend to
demand more services, which are often experienced as
luxuries (manicures, spas, entertainment, etc.).
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years ago it took almost half the population to grow 

food and another quarter to make clothing and other
goods, now (as of October 2011 - see note 1) only
about 4% of the workforce is engaged in primary pro-
duction (agriculture, mining, forestry and fishing)
while the share of the workforce engaged in secondary
production (manufacturing, construction) is around
17%. This leaves almost 80% of the workforce available
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Exercise 1

The Economy

Economics for Canadians10 11

1. Define:
3. Classify the following factors of production as land, labour or capital:
a) a forest d) a teacher
b) a taxicab e) an ore deposit
c) a carpenter f) a computer

2. Label the diagram below with the appropriate words from the lesson:

4. Classify the following as a durable good, a non-durable good, or a service:
a) a photocopier d) a loaf of bread
b) a haircut e) a mobile phone
c) a restaurant meal f) gasoline

5. In what circumstances might durable goods such as cars or personal computers also be
considered capital goods?

6. Classify the following occupations/industries as either primary, secondary or tertiary:
a) Teacher e) Web designer
b) Fitness instructor f) Mechanic in a repair shop
c) Trapper g) Waiter
d) Carpenter h) Sawyer in a lumber mill

7. Name one specific technology/piece of equipment that has led to many fewer Canadians being employed in the
primary sector now as compared to in the past. 

8. Continuing on with the technology/piece of equipment from question 7, what has been its effect on productivity
per worker? Explain how increased productivity per worker in the primary and secondary sectors has permitted us
to enjoy a better standard of living and permitted an increase in employment in the tertiary sector.

a) PRODUCTIVITY

b) FACTORS OF PRODUCTION

c) GOODS

d) DURABLE GOODS

e) SERVICES

f) PRIMARY PRODUCTION

g) SECONDARY PRODUCTION

h) TERTIARY PRODUCTION

used to
produce
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13

1. Define:
a) SCARCITY

b) ECONOMICS

2. List three wants and three needs.

3. Imagine you are the owner of a clothing factory. Write specific examples of the three basic economic questions
that you might face, in the form of choices (ie for what - jeans or tops?).

4. Looking at your wants, if you were to satisfy them, what further wants would likely present themselves? Do you
see now how wants are unlimited or infinite?

5. The main factors of production are land (or natural resources), labour, and capital (machinery and equipment).
Explain why each of these is fundamentally finite.

6. Explain how the problem of scarcity is inherent in each of the following situations by identifying the limited
resources and the unlimited wants:
a) You want to go out with your friends to the movies but you also want to play basketball with your neighbours.

b) You own a factory and you want to increase your production of widgets but as it is your workers and equipment
are stretched to maximum capacity.

c) You are a government minister in charge of roads and you recognize that improving rural roads and improving
the highways are both important, but that your budget will only allow you to do one or the other.

7. Having already established that it is reasonable to assume that wants are unlimited and resources are limited, why
does economics limit itself to the study of rational human choice when faced with scarcity?

The Central Economic ProblemLesson 2

First, you will have to decide what you are going to
make. Are you going to make a hat? A fan? A shade?

Next, you will have to decide how best to make it.
Which design are you going to use? How are you going
to use your materials to make the object you want?

Lastly, assuming it is hot, once your group has made
the object, you will have to decide how, as a group, you
are going to share the use of it. 

Economics for Canadians12

What you have done here is uncover the
THREE BASIC ECONOMIC QUESTIONS,

which are:
WHAT to produce
HOW to produce it

FOR WHOM to produce

Scarcity is central to economics as without it, we would
not need to make choices, and thus, we would have no
need to understand our choices or try to make better
choices. In the idealized past, when man still lived in a
Garden of Eden with limited wants and abundant
resources, there was no scarcity and therefore no need
to make choices. 

However, it is our ability to make choices that makes us
human. Thus economics, as the study of rational
human choice in the face of unlimited/infinite wants
and limited/finite resources, is really the study of what
it is to be human. If we make good choices, our scarce
resources are employed or allocated in such a way as to
increase overall human happiness. A healthy economy
is one in which firms and individuals have the informa-
tion and the incentives to make such good choices.

Exercise 2

Why do we have to make such choices? Why can't we
make personal air conditioners for everyone?
Realistically, while we would like to do this, we know
that it would require many costly resources. This leads
us to the central economic problem, which is scarcity.
The definition of scarcity in economics is the situation
where limited resources cannot satisfy unlimited wants.
This is a condition that affects everyone at all times.
Even a person as rich as Bill Gates faces this problem, as
he now wants to improve the lives of billions of people
in developing countries through his charitable founda-
tion, which is a pretty unlimited want. Even his vast
personal wealth could not do this effectively, because
his wealth, while vast, is still limited. Notice that wants
are not the same as needs - Bill Gates can handily meet
his needs for food, shelter and clothing.  

To get into the spirit of economics, let's imagine that your class is divided into groups of 4, and that each group is
given an assortment of paperclips, rubber bands, and pieces of paper. Now, in your group, you are asked to, using
the materials you have been given, create a device to keep yourself cool. Whether you actually do this or whether
you just think about doing it, there are some clear choices that you, in your group, will face.

12-05-28  16:47:06  Black
48660_LOU                        ttn12  



13

1. Define:
a) SCARCITY

b) ECONOMICS

2. List three wants and three needs.

3. Imagine you are the owner of a clothing factory. Write specific examples of the three basic economic questions
that you might face, in the form of choices (ie for what - jeans or tops?).

4. Looking at your wants, if you were to satisfy them, what further wants would likely present themselves? Do you
see now how wants are unlimited or infinite?

5. The main factors of production are land (or natural resources), labour, and capital (machinery and equipment).
Explain why each of these is fundamentally finite.

6. Explain how the problem of scarcity is inherent in each of the following situations by identifying the limited
resources and the unlimited wants:
a) You want to go out with your friends to the movies but you also want to play basketball with your neighbours.

b) You own a factory and you want to increase your production of widgets but as it is your workers and equipment
are stretched to maximum capacity.

c) You are a government minister in charge of roads and you recognize that improving rural roads and improving
the highways are both important, but that your budget will only allow you to do one or the other.

7. Having already established that it is reasonable to assume that wants are unlimited and resources are limited, why
does economics limit itself to the study of rational human choice when faced with scarcity?

The Central Economic ProblemLesson 2

First, you will have to decide what you are going to
make. Are you going to make a hat? A fan? A shade?

Next, you will have to decide how best to make it.
Which design are you going to use? How are you going
to use your materials to make the object you want?

Lastly, assuming it is hot, once your group has made
the object, you will have to decide how, as a group, you
are going to share the use of it. 

Economics for Canadians12

What you have done here is uncover the
THREE BASIC ECONOMIC QUESTIONS,

which are:
WHAT to produce
HOW to produce it

FOR WHOM to produce

Scarcity is central to economics as without it, we would
not need to make choices, and thus, we would have no
need to understand our choices or try to make better
choices. In the idealized past, when man still lived in a
Garden of Eden with limited wants and abundant
resources, there was no scarcity and therefore no need
to make choices. 

However, it is our ability to make choices that makes us
human. Thus economics, as the study of rational
human choice in the face of unlimited/infinite wants
and limited/finite resources, is really the study of what
it is to be human. If we make good choices, our scarce
resources are employed or allocated in such a way as to
increase overall human happiness. A healthy economy
is one in which firms and individuals have the informa-
tion and the incentives to make such good choices.

Exercise 2

Why do we have to make such choices? Why can't we
make personal air conditioners for everyone?
Realistically, while we would like to do this, we know
that it would require many costly resources. This leads
us to the central economic problem, which is scarcity.
The definition of scarcity in economics is the situation
where limited resources cannot satisfy unlimited wants.
This is a condition that affects everyone at all times.
Even a person as rich as Bill Gates faces this problem, as
he now wants to improve the lives of billions of people
in developing countries through his charitable founda-
tion, which is a pretty unlimited want. Even his vast
personal wealth could not do this effectively, because
his wealth, while vast, is still limited. Notice that wants
are not the same as needs - Bill Gates can handily meet
his needs for food, shelter and clothing.  

To get into the spirit of economics, let's imagine that your class is divided into groups of 4, and that each group is
given an assortment of paperclips, rubber bands, and pieces of paper. Now, in your group, you are asked to, using
the materials you have been given, create a device to keep yourself cool. Whether you actually do this or whether
you just think about doing it, there are some clear choices that you, in your group, will face.

12-05-28  16:47:06  Black
48660_LOU                        ttn13  



Different Economic SystemsLesson 3

For most of human history, people worked under a
traditional economy. In such a system, people just
tend to do whatever it was their ancestors did. The tra-
ditional economic system 'par excellence' is the caste
system which existed until recently in India. Under the
caste system, people were expected to perform the
same trade or profession as their parents. For example,
if your father was a potter, so too would you be a potter
(if you were a boy), or marry a potter (if you were a
girl).

In a village society, this system has some advantages.
Most importantly, it is remarkably stable and requires
little governance or direction to continue to operate.
Goods and services are produced and exchanged based
on social traditions that are self-perpetuating.
Psychologically, people have clear identities and roles
in society. However, the big disadvantage of such a sys-
tem is that the people in it do not have choices. While
the system is stable, it can also easily become (and
often is) inefficient. 

Economics for Canadians14 15

that it is dynamic and can respond to changes in condi-
tions quickly. If, for instance, a certain commodity is in
short supply, markets can, through the price mecha-
nism, allocate what supplies exist to those who, through
their willingness to pay higher prices, demonstrate that
their need for the commodity is greatest (this is called
'allocative efficiency', but more on that in a future les-
son). The other great thing about a market economy is
that it does not require anyone to run it. Price informa-
tion, generated by the millions upon millions of deci-
sions made by everyone every day help consumers
decide what is in their best interest to buy and produc-
ers decide what is in their best interest to produce and
sell without the need for any authority for direction.
However, with dynamism comes instability, in marked
contrast to traditional economies. This, combined with
the inequality that is often created by market
economies, has meant that no society has chosen to
operate a 'pure' market economy (although Hong Kong
comes close).

Different societies and cultures around the world and throughout history have chosen to answer the three basic eco-
nomic questions presented in the previous lesson in different ways.

Generally we can classify the systems that have been used as either traditional economic systems, command
economic systems, market economic systems or mixed economic systems.

Traditional Economic Systems
do so, and in return were expected to donate most of
their crops to the temples, and their labour to building
projects when they were not farming. By adopting a
command economy that directed the energies of the
people to common ends, Egypt was able to store sur-
pluses of grain (which meant that famine was less com-
mon there than in other places in the ancient world)
and build magnificent monuments that exist to this day.
However, while under wise leaders this system can have
clear benefits, under either incompetent or brutal lead-
ers command economies can utterly fail to meet peo-
ple's needs. In the present, North Korea operates under
a command economy with disastrous results. As the
overriding priority of the government is to maintain its
military strength, very few resources are allocated to the
needs of the people in terms of food and other necessi-
ties. As a result, in recent years North Korea has suf-
fered from famine while scarce resources were allocated
by the Kim regime to the development of nuclear and
missile technologies. Other examples of the disasters
that can occur under command economies are "The
Great Leap Forward" under Mao Zedong in 1950s
China and the Ukrainian famine which was engineered
by Josef Stalin in the Soviet Union in the 1930s.

Command Economic Systems

Market and Mixed Economic Systems

An ancient alternative to the traditional economy was
(and is) the command economy. In a command econ-
omy, rulers (kings, priests, presidents) decide the
answers to the three big questions. Command
economies have made sense where there have been
pressing collective needs that have required all of soci-
ety's resources. For instance, Ancient Egypt is often
held up as an example of an early command economy.
Egyptian farmers planted crops when the priests (who
kept track of water levels along the Nile) told them to 

While markets have existed since ancient times, market
economies are a fairly recent phenomenon, really only
emerging around the time of the industrial revolution in
the 1700s. Even then, much economic activity was tradi-
tional (ie tenant farming) or command (French state
industries) but over time the share of resources directed
by markets grew.  The beauty of a market economy is 

To capture the efficiency and dynamism of a market
economy without suffering from too much of the insta-
bility and inequality that they can produce most coun-
tries operate some sort of mixed economy. In a mixed
economy, some resources are allocated by markets and
some resources are allocated by government. In
Canada, around half of all economic activity in the
country is accounted for by government. While free
markets may allocate resources in the manufacture and
distribution of most goods, the resources that go into
the maintenance of roads and other infrastructure,
schools, hospitals and many other important sectors are
allocated by government. Mixed economies make a lot
of sense as there are some goods and services that
either will be poorly provided or not provided at all by
markets, or where individuals may want to pool their
resources (through gov-ernment) to better manage
risk. Later lessons on market failure (lessons 22 - 27)
will look at such situations more closely.

Exercise 3

1. Define:
a) TRADITIONAL ECONOMY

b) COMMAND ECONOMY

c) MARKET ECONOMY

d) MIXED ECONOMY
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However, around 10 000 years ago, for reasons that are
still not clear to us (as the physical evidence shows that
hunter-gatherers lived longer, healthier lives than early
farmers), people began to practice agriculture. They
began to settle in villages and store surplus grain from a
good harvest for use when crops failed or were poor.
Civilization as we know it (cities, formal government,
religion, writing, diverse occupations and all the rest of
it) emerged almost right away. Writing was first used to
keep accounts. Evidence from Sumeria (in what is now
southern Iraq) shows that the first symbols pressed
onto clay tablets represented grain and livestock that
were borrowed or sold or otherwise owed. 

The world's economies remained primarily agricultural
from ancient times up until the 17th century.
Economic thought did not have to expand very much
to keep pace with developments. Economics was sim-
ply a matter of common sense household management,
which is the meaning of the Greek phrase 'oikonomos'
from which the word 'economics' is derived.
Mercantilists felt that, just as a household grew wealthi-
er and more powerful as it accumulated more money,
so too should nations seek to accumulate money in the
form of gold and silver. Thus, mercantilist economic
policies were designed to increase exports and decrease
imports (or, in the case of Spain, conquer places rich in
gold and silver like Mexico and Peru) to increase a
country's holdings of precious metals. However, in the
18th century, several new schools of thought emerged.
The Physiocrats in France envisioned the nation as a
human body. They felt that just as a doctor works to
ensure the good circulation of a patient's blood, so the
role of government was to aid in the circulation of a
nation's wealth. Thus, good governments were advised 

2. As an individual, would you rather live in a traditional, a command or a market economy? Why?

3. Why are many services in Canada (for instance, like roads or health insurance) provided by the government?
What advantages are there to this being the case as opposed to them being provided by individuals and businesses?
What sorts of problems arise, though, when all goods and services are provided by the state, as was the case in the
USSR under communism?

Economics for Canadians16

The Evolution of Economic ThoughtLesson 4

to concern themselves with improving roads and canals
and encouraging agriculture and trade, and collecting the
taxes needed to pay for such measures in ways that
would not lead to riots or revolts. 

Starting in the 1600s, though, agriculture began to give
way to industry. The climate improved and this, com-
bined with the spread of productivity-enhancing innova-
tions in agriculture, increased rural incomes enough for
people there to want to buy manufactured clothing, pot-
tery and other goods made in the towns. Increasingly
productive farms and villages began to send their extra
food (and their extra labourers) to towns in exchange for
factory-made goods. The Industrial Revolution had
begun.

Suddenly, instead of being made in the home, first cloth
and pottery, and then a whole host of other goods began
to be made in huge factories powered first by falling
water and later by steam pressure from water heated by
coal, each employing hundreds of workers. Observing
these new industries were the world's first economists.
Adam Smith, who wrote The Wealth of Nations (first
published in 1776), is generally seen as the founder of
what is called the Classical school of economics.
Observing the factories and the commercial relation-
ships between town and country that were changing the
face of his native Britain (he himself was Scottish) he
argued for free markets and against government control
of the economy. He felt that free markets (guided by
price information) operated like an 'invisible hand'
directing people to do what was in their own and in soci-
ety's best interest. He marvelled that there was no need
for the government to direct the efforts of bakers in
order for them to bake the bread that people desired

In the beginning, humans lived in small bands of hunter-gatherers. Every day they hoped to hunt and gath-
er enough food and fuel to survive until tomorrow. There was no surplus production, and hence no wealth, and as
people were basically focused on meeting their basic needs, likely no anxiety about having their wants exceed their
resources, and so no need for anything like economics.
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He also marvelled at the productivity gains that were
being achieved in factories as compared to small work-
shops due to specialization and the division of labour.
As he wrote in his famous piece about a pin factory, ten
workers each performing different tasks could each pro-
duce many times more pins (by his estimate, at least
240 times as many) than if they were to work alone and
complete all the tasks themselves. 

That said, though, Smith, as an observer of the begin-
nings of the Industrial Revolution, was still looking at
fairly small enterprises in small cities and towns. By the
early decades of the 19th century, though, giant mills in
rapidly growing cities like Manchester were supplying
global markets. These changes were analysed by two
very different economists. The first, David Ricardo, rec-
ognized that Britain was now part of a global economy
and that as such, it should pursue a policy of free trade.
He was the first economist to formalize the idea of
comparative advantage, which holds that nations
should export what they are relatively good at produc-
ing and import what they are relatively poor at produc-
ing. As Britain was becoming the industrial workshop
of the world, he and his political allies pushed for
Britain to drop all tariffs (taxes on trade) on imported
food so that the country could concentrate on further
developing its advantages in manufacturing. Where
Smith advocated for free markets (but felt that people
had a natural preference for local or domestic goods 
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of a market economy which would only be eliminated
once the firms were taken over by the workers.
Fundamentally, he still approached economics as house-
hold management and never imagined that governments
could in any way act as a stabilizing force.

However, in the aftermath of World War I, the global
financial and economic system was put under severe
pressure. In order to fight the war, the nations of Europe
had had to borrow vast sums of money, much of it lent
by the United States. After the war, as countries
returned to a system where money was backed by gold
(which is limited in quantity), these debts proved
impossible to pay. Crises rolled through Europe (hyper-
inflation in Germany, bank collapses in Austria, high
unemployment in the UK) throughout the 1920s, until
finally, in 1929, the entire world economy shuddered to
a halt as a crash in the New York stock market (which
had boomed through the 1920s as it was viewed by
European investors as a relatively 'safe' investment
option as the majority of the world's gold reserves were
held by the US) led to a wave of bank failures and bank-
ruptcies and a severe contraction in world trade.
Governments saw their tax receipts fall and, in the spirit
of responsible household management, duly began to
cut government spending to match (because what sort
of responsible householder spends more than he takes
in?). The economic gloom just deepened.

Faced with high and rising unemployment and spread-
ing human misery, some governments (like those of
FDR in the USA and Hitler in Germany) began to
ignore classical economic prescriptions to 'let the crisis
work itself out' and began to borrow money to fund
increased government spending on public works (dams,
highways and the like) to provide jobs for the unem-
ployed. In Canada too, the government hired thousands
and thousands of unemployed men to do work planting
forests and building roads for wages of well under a dol-
lar a day. Finally, in 1936, John Maynard Keynes pub-
lished his "General Theory of Employment, Interest 

and produce), Ricardo took things one step further and
advocated for free trade.

A second great economist of the era was Karl Marx.
Where Ricardo saw Britain specializing in manufactur-
ing and advocated for free trade, Marx saw industries
growing in size and grew fearful that this made them
both liable to exploit their workers and prone to dan-
gerous instability. While Marx produced a vast body of
work and commented on many aspects of economics,
he is probably best remembered as a critic of what
would now be called corporate concentration, or the
tendency of industries to feature fewer and fewer indi-
vidual firms. Marx felt that firms in competitive indus-
tries would, over time, tend to drive weaker rivals out of
business, leading to fewer and fewer firms. This fierce
competition he acknowledged was a wonderful way to
build industrial capacity, but he worried that even
though the few firms that remained would, in their
quest to be competitive, increasingly replace workers
with machines, competitive pressure would mean that
they would eventually still earn zero profits. Far from
being  an advocate of violent revolution, he predicted
that in the end what he called a 'crisis of capitalism' of
this sort (with giant unprofitable firms driving each
other out of business) could only be resolved by having
the workers take over the factories so that production
could continue for the benefit of all. Marx's socialist
utopia was clearly built upon the efforts of the capital-
ists who had established the necessary factories. His
prescription that workers 'take over the means of pro-
duction' was intended to address what he saw to be the
fatal flaw of capitalism - its ruthless competition.

While Marx wrote widely about the societal impacts
ofwhat he called capitalism (and what we would call a
market economy), and even had things to say about
therole of imperialism and colonialism in the capitalist
system, he remained at heart a classical economist. He
regarded the periodic crashes, panics and depressions
that bedevilled the 19th century as an inextricable part  

and Money" which both provided an intellectual justifi-
cation for the actions of leaders like Roosevelt and
invented the field of macroeconomics as we know it
(and which you will learn more about in section 3). In
it, he advocated for a greatly expanded role for govern-
ment in managing the business cycle, or periodic cycle
of boom and bust that is a characteristic feature of mar-
ket economies. He realized that governments were a
large enough part of the economy to make a difference
both directly, by employing the jobless or undertaking
large-scale projects, and indirectly, as such actions
would give consumers and businesses the courage to
increase their own spending and investment. Rather
than simply responding to economic conditions, Keynes
saw that governments could, through their leadership,
improve economic conditions and restore confidence.

This understanding of the importance of confidence (or
what Keynes called "animal spirits") has informed the
actions of governments and central banks since WWII.
When faced with a crisis, it has been seen as the job of
government to do whatever is necessary to restore confi-
dence and get the economy moving again. From the
1940s until the early 1970s, the industrialized democra-
cies enjoyed 30 years of steady growth, low unemploy-
ment and low inflation which most attributed to the suc-
cessful application of Keynesian economics. However,
the stagflation of the 1970s (a combination of high and
rising inflation and high unemployment) led to policy-
makers revisiting classical economics and gaining an
appreciation for the efficiencies that can flow from
allowing free markets to generate accurate price infor-
mation. Advised by economists like Milton Friedman
and Friedrich Von Hayek, the governments of the US,
the UK and Canada embraced deregulation, the privati-
zation of state enterprises and free trade and succeeded
in reinvigorating their economies, albeit at the cost of a
major recession in the early 1980s during which many
firms and individuals went bankrupt and lost their
homes. However, in the aftermath of that recession,
with the prices of commodities, businesses and homes 

"People of the same trade seldom meet together,
even for merriment and diversion, but the con-
versation ends in a conspiracy against the public,
or in some contrivance to raise prices."
The Wealth Of Nations,
Book IV Chapter VIII, p. 145, para. c27.

for their breakfast.  However, while Smith was a propo-
nent of keeping markets free of government control, he
was also aware of the tendency of businessmen them-
selves to interfere in the operation of free markets for
their own benefit. As he wrote:
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3. Name a task that you have been a part of where specialization has led to a big jump in productivity.

4. Name 3 goods for which you feel Canada enjoys a comparative advantage in world trade.

5. Was Marx correct to see that market economies are prone to instability and that there are dangers to having
industries have fewer and fewer firms? Does the experience of the recent financial crisis offer any examples?

6. Do you think governments are mainly Keynesian in their outlook today or not? Explain your answer.

Economics for Canadians20

reset to allow for profitable investment once again, the
stage was set for another 25 years of economic growth
until the collapse of the housing bubble in 2007 led to
our current global financial crisis.

Exercise 4

1. Do you feel that people in classical antiquity (ancient Greece and Rome) would have understood the ideas of an
early economist like Adam Smith? Explain your answer.

2. What insight of Smith's would have helped Marx to see that the tendency of industries to become more highly
concentrated (ie for, over time, there to be fewer but larger firms) would not likely lead to those firms continuing to
compete to the point where they would earn no profits?
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1. Define:
a) SOCIAL SCIENCE

b) CETERIS PARIBUS ASSUMPTION

c) ECONOMIC MODEL

d) POSITIVE ECONOMIC STATEMENTS

e)NORMATIVE ECONOMIC STATEMENTS

2. I am a teacher and I want to construct a model of my students in order to inform my teaching. I make a cou-
ple of assumptions:
a) My students enjoy economics
b) My students enjoy doing homework
Based upon these assumptions, I hypothesize that, ceteris paribus, my students will all complete the homework
I gave them yesterday. However, today when I check their homework, I find that only half of them have com-
pleted the work. Is my student model a good one? Which assumption do you think I should change to better
reflect reality? 

3. Sticking with the example in question 2, what sorts of things could have upset my ceteris paribus assump-
tion? Might my two assumptions in fact have been accurate? Could the failure of my students to complete their
homework be due to some other factors?

4. In political election campaigns, which are more common - positive or normative economic statements? Why
do you think this is so? Give an example to support your choice.

Economics as a Social ScienceLesson 5

However, this approach is not without risk. The prob-
lem with all social sciences is that human beings are not
inanimate. While in a natural science like physics, you
can construct a controlled experiment with a ball and
an inclined plane and repeat it several times and get the
same results each time, leading to the formulation of a
natural law, in economics such an approach is impossi-
ble for a couple of reasons. 

First, it would be immoral to try to conduct controlled
experiments with human subjects. Imagine if we want-
ed to look at the impact of lower wages on human
health and welfare. If we chose a country and then low-
ered wages, and if those lower wages led some people
to lead short, miserable lives marked by ill health, well,
their human misery would more than outweigh any
economic insight gained.

More fundamentally, though, it is probably impossible
to conduct a controlled experiment in economics any-
way. While in physics you can limit the number of vari-
ables and keep the ones you are not varying constant,
economics presents difficulties doing both. First, there
are a myriad of variables involved in the economy at
any one time. Second, it is impossible to keep the ones
you are not looking at constant. Thus, controlled exper-
iments in economics are not possible.

The solution economists have come up with to deal
with the first difficulty is to construct and work with
simplified models of the economy. The key thing is that
the models can be constructed, analyzed and adjusted
without anyone being harmed. A  good economic
model is one whose results resemble outcomes
observed in the real world. Models used by economists
today are mathematical, although in the past, hydraulic
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models such as the one depicted on this book’s cover
were used.  Meteorologists create and use weather mod-
els in a similar fashion.

The solution economics has to the second problem is to
assume that other variables are constant. There is a joke
to this effect - An engineer, a chemist and an economist
are stranded on a desert island along with a crate of
tinned food and water, but no can opener. The engineer
suggests devising something with clam shells and
coconut husks to open the cans. The chemist suggests
putting the tins in saltwater and letting the rust erode
them until they could be opened more easily with the
engineer's device. The economist, meanwhile, states
"assuming we had a can opener…" In economics, the
assumption that other variables are held constant goes
by its Latin name, ceteris paribus, meaning "everything
else being equal."

All models are built with assumptions as their founda-
tional building blocks. If the assumptions of a model are
good (ie they resemble the truth about the real world
accurately), then the results suggested by the model
should also be fairly accurate. A good model is very useful
to economists and policy makers as it allows them to con-
struct and test hypotheses about economic behaviour.

These hypotheses which can be tested are called posi-
tive economic statements. For instance, a statement
such as "an increase in national income of 4% will result
in a reduction in the rate of unemployment of 1%" is a
positive statement, as it can be tested. In contrast,
normative economic statements cannot be tested, and
are in fact often little more than value judgments. An
example of a normative statement might be "the current
wage structure is unfair to the working poor."

Exercise 5
Economics is a social science, like political science and sociology. It is social because it is concerned with under-
standing human behaviour and choices. It is a science because it attempts to use the scientific method in order to
achieve this understanding.

12-05-28  16:47:07  Black
48660_LOU                        ttn22  



23

1. Define:
a) SOCIAL SCIENCE

b) CETERIS PARIBUS ASSUMPTION

c) ECONOMIC MODEL

d) POSITIVE ECONOMIC STATEMENTS

e)NORMATIVE ECONOMIC STATEMENTS

2. I am a teacher and I want to construct a model of my students in order to inform my teaching. I make a cou-
ple of assumptions:
a) My students enjoy economics
b) My students enjoy doing homework
Based upon these assumptions, I hypothesize that, ceteris paribus, my students will all complete the homework
I gave them yesterday. However, today when I check their homework, I find that only half of them have com-
pleted the work. Is my student model a good one? Which assumption do you think I should change to better
reflect reality? 

3. Sticking with the example in question 2, what sorts of things could have upset my ceteris paribus assump-
tion? Might my two assumptions in fact have been accurate? Could the failure of my students to complete their
homework be due to some other factors?

4. In political election campaigns, which are more common - positive or normative economic statements? Why
do you think this is so? Give an example to support your choice.

Economics as a Social ScienceLesson 5

However, this approach is not without risk. The prob-
lem with all social sciences is that human beings are not
inanimate. While in a natural science like physics, you
can construct a controlled experiment with a ball and
an inclined plane and repeat it several times and get the
same results each time, leading to the formulation of a
natural law, in economics such an approach is impossi-
ble for a couple of reasons. 

First, it would be immoral to try to conduct controlled
experiments with human subjects. Imagine if we want-
ed to look at the impact of lower wages on human
health and welfare. If we chose a country and then low-
ered wages, and if those lower wages led some people
to lead short, miserable lives marked by ill health, well,
their human misery would more than outweigh any
economic insight gained.

More fundamentally, though, it is probably impossible
to conduct a controlled experiment in economics any-
way. While in physics you can limit the number of vari-
ables and keep the ones you are not varying constant,
economics presents difficulties doing both. First, there
are a myriad of variables involved in the economy at
any one time. Second, it is impossible to keep the ones
you are not looking at constant. Thus, controlled exper-
iments in economics are not possible.

The solution economists have come up with to deal
with the first difficulty is to construct and work with
simplified models of the economy. The key thing is that
the models can be constructed, analyzed and adjusted
without anyone being harmed. A  good economic
model is one whose results resemble outcomes
observed in the real world. Models used by economists
today are mathematical, although in the past, hydraulic

Economics for Canadians22

models such as the one depicted on this book’s cover
were used.  Meteorologists create and use weather mod-
els in a similar fashion.

The solution economics has to the second problem is to
assume that other variables are constant. There is a joke
to this effect - An engineer, a chemist and an economist
are stranded on a desert island along with a crate of
tinned food and water, but no can opener. The engineer
suggests devising something with clam shells and
coconut husks to open the cans. The chemist suggests
putting the tins in saltwater and letting the rust erode
them until they could be opened more easily with the
engineer's device. The economist, meanwhile, states
"assuming we had a can opener…" In economics, the
assumption that other variables are held constant goes
by its Latin name, ceteris paribus, meaning "everything
else being equal."

All models are built with assumptions as their founda-
tional building blocks. If the assumptions of a model are
good (ie they resemble the truth about the real world
accurately), then the results suggested by the model
should also be fairly accurate. A good model is very useful
to economists and policy makers as it allows them to con-
struct and test hypotheses about economic behaviour.

These hypotheses which can be tested are called posi-
tive economic statements. For instance, a statement
such as "an increase in national income of 4% will result
in a reduction in the rate of unemployment of 1%" is a
positive statement, as it can be tested. In contrast,
normative economic statements cannot be tested, and
are in fact often little more than value judgments. An
example of a normative statement might be "the current
wage structure is unfair to the working poor."

Exercise 5
Economics is a social science, like political science and sociology. It is social because it is concerned with under-
standing human behaviour and choices. It is a science because it attempts to use the scientific method in order to
achieve this understanding.

12-05-28  16:47:07  Black
48660_LOU                        ttn23  



Opportunity Cost and the
Production Possibility Curve Model

Lesson 6

Good A

So, we now understand that economics studies the
choices that we make when faced with scarcity, and
that different economic systems influence how these
choices are made. We also understand that economics,
as a social science, uses models to help us understand
the nature of the choices we face. 

Let's now use a simple economic model to illustrate the
nature of the choice we make concerning when to
attend university. Most of you will choose to go imme-
diately after you finish high school. Have you ever
taken time to consider why? Why not work for a few
years and then go to university? Assuming that tuition
fees and so on do not change (ie ceteris paribus), the
cost will be the same either way. So why do more of
you not defer your university entrance?

The answer has to do with what you give up in order to
go to university at different ages. As fresh-faced 18 year
olds, you don't have a lot of other opportunities, so
going to university is a good choice. However, if you
were to work from, say, 18 to 25, by the time you were
25 you would likely be in a position of some responsi-
bility, earning a decent salary. Thus, to go to university
at 25, you would be giving up not just the money for
tuition and books, but also your generous salary. The
'loss' of your salary would likely tilt you towards not
attending university at all.

This situation throws light on the phenomenon of part-
time, 'executive' MBAs. Studying for an MBA usually
takes 2 years, at a total tuition of around $20 000.
However, for people already working in industry, exec-
utive MBA's are offered that are part-time but which
charge upwards of $60 000 in tuition. While the tuition
is much more, the fact that you need not leave your job
(and lose your salary for two years) makes the execu-
tive MBA much cheaper for those who are already in
good jobs.
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because, as I shift towards cabinetmaking, I at first will
choose my least efficient bricklayers to make the switch,
which will keep the opportunity cost low, but eventually
I will be shifting better and better bricklayers over, which
will increase my opportunity cost. 

Clearly, though, this assumption of diminishing returns
does not hold in all cases. Sometimes productive
resources are equally well-suited to the production of
several goods, in which case the PPC will look more like
a straight, downward sloping line. As an example, consid-
er the PPC for a company producing cola and lemon-
lime soft drinks. In this case, I think it would be reason-
able to assume that if production of cola increased by
one case that the production of lemon-lime would
decrease by one case, at all points on the PPC.

The economic concept that explains these situations is
opportunity cost. The opportunity cost of a decision
or choice is the value of the next best alternative fore-
gone. In other words, the opportunity cost of going to
university is the salary I would have earned had I gone
to work instead. By adding the accounting cost of
going to university (ie the cost of tuition, books etc.) to
the opportunity cost, I get the economic cost of the
decision.

We can show the concept of opportunity cost using the
production possibility curve model. The PPC shows
the combinations of  2 goods that it is possible for an
economy or firm to produce given their limited factors
of production. Looking at the diagram below,

tunity cost in terms of the other good. For instance, a
move from point Z to point Y increases the output of
good A without reducing the output of good B.

Good B

Possible

Impossible
X

YZ

The PPC is given its characteristic shape due to an
assumption called the law of diminishing returns. This
assumes that as resources are allocated from the pro-
duction of one good to the production of a second
good, the opportunity cost of doing so will steadily
increase. This assumption makes sense if certain pro-
ductive resources are well suited to producing one good
but not the other. For instance, if I have skilled carpen-
ters and skilled bricklayers in my economy, if I were to
shift production towards cabinetmaking, I would expect
that I would have to give up more and more bricklaying
in order to get additional cabinets made. This is 

we can see that combinations inside the curve are
possible, and combinations outside the curve are 
impossible. However, in order to move from one point
on the curve to another point on the curve, there is 
a trade-off. For instance, in order to get more of good A
than is possible at point X, you will need to accept less
of good B at point Y. This loss in terms of good B is the
opportunity cost of the additional units of good A.

If an economy is operating at a point inside the PPC,
the economy is not producing at its potential, which
implies that there are unemployed productive
resources. However, in this situation, it is possible to
increase the production of one good without any oppor-

Exercise 6
1. Define:
a) OPPORTUNITY COST

b) ACCOUNTING COST

c) ECONOMIC COST

d) PRODUCTION POSSIBILITY CURVE

e) LAW OF DIMINISHING RETURNS

2. Explain why people with university degrees often have children later in life than high school graduates, using the
concept of opportunity cost.
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Production Possibility Curve Model
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because, as I shift towards cabinetmaking, I at first will
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4. Construct a Production Possibility Curve and fully label it. 
The points on the curve are:
Good A (Horizontal Axis) Good B (Vertical Axis)

0 10
4 9
7 7
9 4
10 0

a) Is it possible to produce 6 units of good A and 
6 units of good B? Why or why not?

b) Is it possible to produce 7 units of good A and
8 units of good B? Why or why not?

c) What would be the opportunity cost of increasing the production
of good B by moving from point (4, 4) to point (4, 9)?

d) What would be the opportunity cost of increasing the production
of good B by moving from point (9, 4) to point (7, 7)?

Economics for Canadians26 27

3. I am looking into what to do this evening. The thing that will give me the most pleasure will be to spend time
with my friends, the thing that will give me some pleasure will be to surf on the internet, while the thing that would
give me the least pleasure would be to study. What is the opportunity cost of spending the evening with my friends?

5. The PPC is given its characteristic shape (convex to the origin) due to the law of diminishing returns. Can you
think of any pairs of goods for which the PPC might be a straight line or a curve concave to the origin?

The Benefits of Knowing EconomicsLesson 7

A knowledge of economics is good for a variety of reasons. First and foremost, studying economics should strength-
en your general analytical and reasoning abilities and make you a more effective and ordered person. Economics is
concerned with understanding human behaviour and it employs a rigorous methodology to try to do so as it is only
concerned with proving or disproving testable hypotheses (ie positive as opposed to normative economics). 

Microeconomics is the study of households, firms and
industries. Macroeconomics is the study of national
and international economies.  If you are interested in
working in banking or finance, a knowledge of macro-
economics is essential as the banking system is an inte-
gral part of the national economy. Every major bank
employs economists to try and predict future trends in
the overall economy (ie the direction of interest rates,
inflation, unemployment and growth) so that the bank
can make good investment and lending decisions with
the money entrusted to them by depositors. Big busi-
nesses (such as utilities and transportation companies)
often have their own economists for similar reasons, so
that they can make the investments now that will reap
the biggest returns in the future, although they are more
likely to employ economists with a specialized micro-
economic knowledge of their particular industry.
Governments also employ economists in their hun-
dreds to both understand current and future trends in
the economy and to formulate policies designed to fur-
ther government economic objectives. For instance,
(macro) economists at the treasury may, looking at
their data, predict an economic slowdown. With their
research in hand, they may suggest that the government
consider cutting taxes in order to stave off a potential
recession. (Micro) economists within the ministry of
trade, meanwhile, may be more likely to be looking at
the impact of a trade agreement on a certain Canadian
industry. Academia is another favourite haunt of profes-
sional economists. Most universities have an 

The ability to look at a complex problem (be it in your work life or your personal life)
and distill the essential aspects will give you clarity as to the exact nature of the problem.
This ability will serve you well for the rest of your life.

More concretely, a knowledge of economics will
make you a more effective citizen. Public policy
debates are often concerned with economic affairs.
Without knowledge of the subject, you are more
likely to believe politicians' rhetorical arguments
even if they are without any basis in logic or fact.
Most political battles have to do with different fac-
tions in society fighting over resources. Politicians
are to be expected to try to please as many of these
factions as possible by promising to give them what
they desire. This tendency to try to please everyone
is what is behind the persistent government deficits
and growing government debt in many developed
nations, including Canada. However, a better edu-
cated citizenry would see through these hollow
promises and demand that leaders make intelligent
choices that would be of benefit to the country as a
whole, even at the expense of certain interests. If
every time a leader promised to lower taxes that
promise was met with a question concerning which
government programs were to be cut, and if every
time a new government program was announced
that announcement was met with a question con-
cerning which taxes were going to be raised, the
economic policies pursued by our governments
would likely be much sounder.

As far as being a professional economist is con-
cerned, generally economists specialize in either
microeconomics or macroeconomics.
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economics department which both conducts research
into economic affairs and teaches students. 

Whether you are studying economics for personal
interest, to better understand current affairs, or to pre-
pare for a possible career, economics is a fascinating 

subject that more than any other academic discipline
often reveals the story behind the story. Often conflicts
are presented as being about ideology or religion when
in fact they are about resources and the control of
wealth. Being able to see the truth in such cases is won-
derfully empowering and liberating.

Exercise 7

1. Define:
a) MICROECONOMICS

b) MACROECONOMICS

2. The year 2011 saw a number of provincial election campaigns. Name and explain one issue in one of these elec-
tions that was concerned with economics. 

3. Look in the careers classified ads in a large daily paper (either online or print) and find one job that requires an
advanced degree (MA or PhD) in economics. What skills, highlighted in the ad, are economists expected to possess?

4. The recent NATO-led intervention in Libya was, on the face of it, motivated by the desire to help the Libyan peo-
ple free themselves from the rule of Muammar Ghaddafi. Thinking of economics, what other motivation may have
been present? 

The first big choice that societies face concerns the
appropriate role of government in the economy.
Broadly speaking, should scarce resources be allocated
by governments or should private individuals allocate
resources with the help of markets? This has been an
ongoing debate ever since economics was first founded
as an academic discipline in the 1700s. The rise of
industrialization and the growth of cities in the 1700s
gave rise to a small urban middle class. Economics was
founded to a large degree to legitimize their right to act
free of government (ie aristocratic/monarchical) con-
trol in organizing their economic affairs both at home
and while trading abroad. The passage of the 'Corn
Laws' in the 1800s in Great Britain, which ushered in
free trade in agricultural products, directly benefited
urban workers and factory owners (who, as a result of
falling food prices, could get away with paying lower
wages) at the expense of the landed aristocracy who
depended on land rents (which in turn depend on food
prices) for their income.  In the 20th century, the rise
of communism and socialism from the end of WWI
until the 1970s saw a growing belief that governments
should have a bigger role in allocating scarce resources.
On the other hand, from the late 1970s through to the
first decade of the 21st century, the consensus was that
individuals and markets should have a bigger role in
allocating resources. In the wake of the financial crisis
of 2008, what the future consensus will be is still uncer-
tain.

Related to this first big choice is the choice between
efficiency and equity, or fairness. In societies with little
government intervention in the economy, individuals
and firms need to respond to changing conditions rap-
idly in order to survive. This responsiveness results in
economic efficiency and rising productivity - resources

Big Ideas in EconomicsLesson 8

are usually directed to where they are most desired, and
are used to create goods and services with the least
amount of waste. However, at the same time, the differ-
ences between those firms and individuals that are and
are not able to respond quickly to changing conditions
are laid bare, with those able to respond prospering and
those not able to respond becoming impoverished.
Thus, the price of efficiency is often rising inequality.
Every society desires both efficiency and equality, but
sadly, there appears to be a trade-off between the two.
Overall, while some inequality is inevitable in a market
economy, and is in fact desirable as it provides an incen-
tive for individuals and firms to allocate resources effi-
ciently, too much inequality is seen as socially undesir-
able as it brings with it not only undesirable side-effects
(rising crime etc.) but also a sense that we are failing in
our duty to our fellow human beings.

In poorer nations (or the poorer bits of richer nations)
this debate between efficiency and fairness is often
framed as a debate between economic growth and eco-
nomic development. Economic growth is a simple
increase in the real output of an economy over time.
Economic development, meanwhile, is a much more
qualitative measure that includes measures of health
and education as well as output and income. Generally,
increases in economic development are seen as support-
ing future long-term increases in economic growth, as a
better educated and healthier population should be able
to be more productive. However, in the short-term, the
government redistribution of resources necessary to
support public health, education, infrastructure and per-
haps housing may impair economic efficiency and eco-
nomic growth.

The last big debate is a global one and it looks at 

Economics is all about choices. Some choices are made at the personal level, some at the level of the individ-
ual firm or even industry, while some are made at the societal level. At the societal level, the choices we make define
us and may determine whether our societies flourish or wither.
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1.Read today's newspaper and try to find a news article that covers ONE of the four debates. Write a summary of
the article and make the connection to the debate that it involves.

2.Identify which debate is likely connected to each of the following headlines:
a) Scientists concerned with depleting conventional oil reserves
b) Protesters object to changes to government-run health care
c) Labour leaders call for a higher minimum wage
d) The Chinese budget devotes more money to rural health and education
e) Canadian dairy farmers protest the importation of cheaper American milk and cheese which they say will put
local farmers out of business 
f) "Too big to fail" banks seek further government bailouts - people wonder why there seems to be capitalism for
workers  and socialism for big business.

31Economics for Canadians30

natural environment be able to support 7 or 8 billion
people consuming resources at the level of the billion or
so people who live in modern consumer societies
today? Will we run out of resources, or will human inge-
nuity allow us to continue to live better lives while con-
suming fewer resources?

These are all big debates and there is no definitive
answer to any of them. Hopefully, though, by the time
you have finished studying economics, you will know
more about them and be better able to take part in these
debates as a citizen of your nation and the world.

Exercise 8

whether our current patterns of growth and develop-
ment are sustainable. Sustainability usually has three
aspects, economic, social and environmental.
Economically, there is a consensus that it is desirable
for the 6 billion people in the developing world to enjoy
rising standards of living. However, will such growth in
living standards be socially sustainable? Growth is
change, and change is often disruptive. Can gigantic
economies like India and China successfully manage
the aspirations and desires that will inevitably be
unleashed by continued economic growth? Will the
already developed economies be able to accommodate
the rising power of such states? Finally, will the 

notes
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3. Why is it important that deposits up to $100 000 are protected in Canadian banks by the Canadian  Deposit
Insurance Corporation? What might depositors and account holders be tempted to do without this protection in
the event of a financial crisis? What important quality does the CDIC contribute to the Canadian financial system?

4. One of the problems with models is that if faulty assumptions are used in their creation, they are likely to yield
poor results. The financial models used by many banks in the run-up to the 2008 financial crisis assumed that hous-
ing prices never fell (see the article "Recipe for Disaster: The Formula that Killed Wall Street" in Wired Magazine).
What happened when they did fall? Could this crisis have been avoided had better models been employed?

Lessons 1 through 8 (Introductory Concepts)

Questions for Review and Extension 

1. Interdisciplinary link - how is a complex, developed economy similar to a complex ecosystem? What happens to
the number of roles (occupations/niches) in each as each system matures? What happens to the ability of the over-
all system to use resources efficiently/productively as a result of this maturation/development? 

2. Compare the likely productivity of a market economy, a command economy and a traditional economy. Why is a
market economy likely going to produce more (or higher value) goods and services given the same quantity of
resources? (Consider the Soviet automobile industry's "Lada" cars compared to Toyotas produced during same
period)

Economics for Canadians32 33
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The Magic of MarketsLesson 9

Markets do not arise spontaneously in nature. Markets only arise atop certain legal, institutional and cultural foun-
dations. To illustrate, for most of human history, to walk up to a large group of people who you didn't know with
valuable items would have been a recipe for robbery and perhaps murder. In many parts of the world today, this is
still the case. Therefore, wherever there are functioning markets, there also exist laws and cultural norms respecting
property rights and contracts. With these in place, and with confidence that they will be enforced by institutions
like courts of law, people can trust one another enough to engage in trade and lending. Really, the genius of a mod-
ern market economy is that it does not require that we trust other people. What we trust instead are the laws and
the institutions and what gives us the confidence to trade and to invest is the knowledge that if people do not
respect our property rights (ie if they try to steal from us) that the state will enforce such respect on our behalf.
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equal to the price the producers were willing to accept.
For instance, consider a drinks seller at the beach. Most
of the people who buy drinks from him would probably
be willing to pay more than the $2 per drink that he
charges as the drink gives them more than $2 of satis-
faction. This extra satisfaction that people enjoy and
would be willing to pay for over and above the market
price is called consumer surplus. Those who are not
thirsty and therefore not willing to pay $2 simply do not
buy drinks. For the drinks seller as well, the $2 per
drink is probably more than the minimum he would
require to stay in business. This extra money over and
above the minimum he would require to stay in busi-
ness is called producer surplus. If he needed more than
$2, he would simply go out of business. Generally, as
transactions in markets occur without coercion, almost
by definition they must make both parties happy, other

water the most for drinking will get it. This higher price
for water will now act as a signal to farmers of water's
relative scarcity, which should cause them to improve
their irrigation systems so they don't waste this now-
valuable resource. As well, the higher price may also act
as an incentive for water utility companies to develop
more aqueducts and canals to increase the quantity of
water available to both households and farms

Generally, then, if the price for a good rises, those con-
sumers who don't really need it or who can satisfy their
need with a substitute will stop buying it, leaving it for
those people who really do need it. At the same time,
producers will notice the increase in price and devote
more of their scarce resources to producing the good.
Overall, the effect is that scarce resources are directed
where they are needed most, as expressed by the prices
that people demonstrate they are willing to pay.

The other great thing about markets is that everyone
who uses them is made happier. The reason is that a
price set by a market is always less than or equal to what
the purchasers of the good were willing to pay. On the
other side, the market price is always greater than or  

wise why would they deal with one another?

Following on from this is the idea of allocative efficien-
cy. Allocative efficiency occurs when resources are
sent where they are most needed, as indicated by
prices. If markets are allowed to operate freely, prices
accurately reflect the relative scarcity of resources and
desirability of goods. These accurate prices in turn per-
mit buyers and sellers to maximize their overall satisfac-
tion (ie the sum of producer and consumer surplus or
what economists call welfare). If for whatever reason
markets are manipulated and not allowed to operate
freely (whether by government intervention or other
manipulation), then some potential consumer and/or
producer happiness will be lost, thus limiting total wel-
fare and resulting in allocative inefficiency.

This legal/institutional foundation took a long time to develop, but the benefits have been immense, because
free (uncontrolled by buyers, sellers or government) markets are unequalled at allocating scarce resources
efficiently between competing uses. While we can also rely on tradition or upon the government to do this job,
history has shown that neither is as effective as markets can be.

So, what is it about markets that make them so effec-
tive? In a word, prices. The real function of a market is
to generate accurate price information. With accurate
prices, millions of individual households and firms can
make decisions as to which items to buy and which to
produce. These decisions will in turn further influence
prices in a rather neat feedback loop. The genius of a
market economy is that it does not require any omnis-
cient authority to decide the three basic economic
questions.  Instead, a market economy, by letting indi-
viduals make their own decisions, generates the prices
that in turn further inform individual decision making
(ie it is guided by an 'invisible hand'). 

As an example, let's take water. Water can be
used for irrigation and for drinking, among other
things. Now, some places allocate water according to
government decree, and the results are usually that
agriculture is allocated a lot of water and that a lot of
this water is wasted by inefficient irrigation systems. In
a market economy, though, it would be clear that peo-
ple are willing to pay more for drinking water than
farmers can afford to pay for irrigation water. So, the
price of water will rise, and people who really need the 

Exercise 9
1. Define:
a) SIGNALLING FUNCTION OF PRICES

b) INCENTIVE FUNCTION OF PRICES

c) CONSUMER SURPLUS

d) PRODUCER SURPLUS

e) ALLOCATIVE EFFICIENCY

f) WELFARE
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3. After reading the following paragraph, identify which part illustrates the signalling function of price and which
part illustrates the incentive function of price in resource allocation.

Imagine you are an entrepreneur in the garment industry. You make jeans and jean jackets. You notice that the
price for jean jackets is rising so you shift some production away from jeans and into jean jackets. At the same time,
your labour costs are rising so you buy some new and improved sewing machines to cut down on your need for
operators.

Economics for Canadians36 37

4. Five students at the beach want to buy soft drinks. The happiness (or utility) that each will get from the drink is
indicated by the price they are willing to pay for it, as shown below:

Andrew (who is really thirsty) - $5
Barb (who is pretty thirsty) - $4
Cassandra (who could drink) - $3
David (who likes sweet tastes) - $2
Edmund (who drinks socially) - $1

Freddy the drinks seller, meanwhile, is willing to sell his drinks for $1.50 each but as the other drinks sellers are all
charging $2 (probably because they hire helpers or have more expensive rent) he sells his drinks for $2 as well.
The five students at the beach now approach Freddy the drinks seller...

a) What is the market price for drinks on the beach?

b) How many drinks will Freddy sell to the group?

c) How much money were the students who bought drinks willing to spend on drinks? How much did they actually
spend? What was their 'consumer surplus' in dollars?

d) How much money was Freddie willing to accept for the drinks he sold to the students? How much did he actual-
ly receive? What was his 'producer surplus' in dollars?

e) What would be the impact on consumer and producer surplus in this case if the government mandated a price of
$1.50 per drink? Has there been any impact on overall welfare(ie the sum of consumer and producer surplus) and
allocative efficiency?

f) What would be the impact on consumer and producer surplus (ie welfare) and on allocative efficiency if the gov-
ernment (or drinks sellers association) mandated a price of $4 per drink?

2. Thinking about the legal and institutional foundations of markets, can you think of anywhere you have lived or
have experience with that is lacking in these in some way? Has this deficiency had negative economic conse-
quences?
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Modelling the Consumer: DemandLesson 10

Price

($)

Well, first we must construct a model of the consumer, based upon the following assumptions:
1. The individual consumer wants happiness (or, in economics-speak, utility).
2. Happiness comes from buying and consuming goods and services (we are aware that there are many other
sources of happiness, but goods and services are measurable).
3. The more goods and services we get, the happier we are, and the fewer we get, the less happy we are.
4. However, additional units of a good will give you increasingly less additional happiness. For instance, your
first can of Coke may make you very happy, your second can will make you somewhat more happy, your third
can will make you a little bit more happy, and so on. This assumption is called diminishing marginal utility.
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Of course, we have drawn only one indifference curve.
Could I be happier than with 3 chocolate bars and 3
bags of chips? Of course! If you gave me 4 of each that
would make me happier. This point could then be
extended to construct a second indifference curve.
Clearly, I would prefer to be as far to the top right as
possible, with an infinite quantity of chocolate and
chips. Why then don't I consume to that point?

The reason is that I don't have an infinite quantity of
money with which to buy snacks. I have a budget. 
My budget, combined with my preferences, determines
what I actually go ahead and buy. 

So, for our budget, assume you have 6 dollars, and that
chips and chocolate bars cost a dollar apiece. Draw in a
budget line on your graph above by joining all the com-
binations of chips and chocolate you can afford with 6
dollars {ie (0,6), (1,5), (2,4), (3,3)…}.  What is the
happiest you can be with 6 bucks? Or, in other words,
what combination of chips and chocolate bars will allow  

Now, how can we express these assumptions in such a
way as will allow us to gain some further insights about
our model consumer? Draw a graph below. Label the
vertical axis 'chips' and the horizontal axis 'chocolate
bars'. Each axis should go to '10'.

me to just touch (ie be tangent with) the highest possi-
ble indifference curve?

Now, let's change things a bit. Let's keep our budget 6
dollars, and let's keep the price of chocolate bars at a
dollar, but let's change the price of chips to 2 dollars,
and see how our happiest point changes as the budget
line changes to a line passing through (0,3) and (6,0).

Lastly, if chip prices went to 3 dollars a pack {implying
a budget line going through (0,2) and (6,0)}, at what
combination would I be happiest?In each case, the
number of bags of chips you bought likely decreased.
This makes common sense - as the price of something
rises, you will probably buy less of it. The fact that the
result obtained from the use of our model of the con-
sumer accords with other observations lends credibility
to the model. 

To this result itself we give a name - The Law of
Demand. This states that as the price per unit of a
product rises, quantity demanded per time period
decreases, ceteris paribus. We can express the Law of
Demand using the Demand Curve, which is generally
downward sloping. Record your own personal demand
schedule and draw your personal demand curve for
chips below. Note that if I were to add up everyone's
individual demand for chips at each price, I would
arrive at the market demand for chips.       

Now, imagine I gave you 3 chocolate bars and 3 bags of
chips. Mark in this point on your graph. Now, imagine
that I wanted to take one of your chocolate bars away
from you, but that I did not want this to affect your
happiness. What would it take in terms of bags of chips
to keep you as happy as you were before? Now contin-
ue this all the way down to '0' in terms of chocolate
bars. Mark your results on the table and plot the points
on the graph.

3 3
2
1
0

Demand is the quantity of a product that buyers are willing and able to purchase per time period at a specific price,
ceteris paribus. How can we arrive at a model to explain demand?

These assumptions have their flaws, but we can see that # 1 and # 3 agree with common sense. # 2 is very limited, as
we have stated, and # 4, while probably true in most cases, may not be true in others (for instance, when collecting
sets of things, the final unit that completes the set may make you most happy).

What we have plotted is an indifference curve, so called
because at every point on the curve you are equally
happy - ie you are indifferent as to what point of the
curve you are on. What the indifference curve shows are
your preferences. The shape of the indifference curve
for every individual person in the class could very well
be different, depending upon what they like more.

(show how the assumptions 1 through 4

are expressed on the graph)

Chips Chocolate

Price of Chips

Quantity Demanded

Personal Demand Schedule Personal Demand Curve

Quantity Demanded
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Exercise 10

10
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1. Define:
a) DEMAND

b) UTILITY

c) LAW OF DEMAND

2. Looking at our model of the consumer, which assumption do you think is the weakest? Why?

3. Which assumption matches with each of the following characteristics of the indifference map:
a) The fact that the axes are labelled with the names of goods

b) The fact that indifference curves further to the top-right accord greater happiness

c) The curved shape of the indifference curve

4. Given the following demand curve:

5. Understand that a change in the price can be expressed as simply moving along the demand curve. Could
there ever be a situation, though, where I might buy more of something even though the price was unchanged?

Price

($)

Quantity10

5

5

a) At a price of 5 dollars per unit, how many units
would be bought by consumers?

b) At a price of zero, how many units would be bought?

Understanding Demand    Lesson 11

1. Income
In the case of normal goods (ie steak, foreign holi-
days), if incomes rise, ceteris paribus, the quantity
demanded will rise as well. For inferior goods (ie hot
dogs, camping holidays), the opposite will happen
(for more on normal/inferior goods, see lesson 18).
2. Tastes
If a good suddenly becomes popular, then even if the
price remains the same, the quantity demanded will
rise. For instance, if flared trousers suddenly became
fashionable again, more would be bought even if the
price were unchanged.                         
3. The prices and availability of related products
If goods that are used with your good (these are
called complements, for instance, hot dogs and mus-
tard), or goods that are used instead of your good
(these are called substitutes, for instance, hot dogs
and sausages) change in price or availability, this will
affect the quantity demanded of your good even if the
price of your good is unchanged.        

So, if anything happens other than a price change which could cause the quantity demanded for a good or service to
increase or decrease, we need to shift the demand curve in or out. A simple price change, though, will result in a
movement along the existing demand curve, and will change the quantity demanded as well.

This diagram shows a shift in the demand curve to
the right from D1 to D2 (shifting OUT). This could be
due to an increase in income or any of the other
factors listed above.
Notice that even if the price remained at P1, the shift
in the demand curve would lead to an increase in the
quantity demanded from Q1 to Q2.

4. Changes in population size and composition
If the population is growing, generally more of all
goods will be demanded. If the population, say, is get-
ting older, then the demand for products used by the
elderly will rise, while the demand for products used
by younger people may decline.             
5. Changes in the seasons
Goods that are needed in hot weather will sell well in
summer, but poorly in winter, despite having the
same price all year long.
6. Changes in income distribution
If a society is becoming more unequal (ie the number
of poor and rich is growing but the middle class is
shrinking), then this will affect the demand for a
number of goods.
7. Government policies and taxes
Regulations that either ban (ie smoking) or make
compulsory (helmets) the use of certain goods will
reduce or increase their demand. 

So, we have arrived at the law of demand, and expressed it as a demand curve. Carrying on from the last exercise,
while the effect of a change in price on the quantity demanded can be expressed by simply moving along the
demand curve, sometimes other changes can lead to a change in the quantity demanded. For instance, even if ice
cream cone prices were held constant year-round, it is certain that more ice cream cones would be sold in hot
weather than in cold weather. 

The factors other than price which can lead to changes in the quantity demanded are:

P1

Price

QuantityQ2

D1

Q1

D2
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quantity demanded from Q1 to Q2.

4. Changes in population size and composition
If the population is growing, generally more of all
goods will be demanded. If the population, say, is get-
ting older, then the demand for products used by the
elderly will rise, while the demand for products used
by younger people may decline.             
5. Changes in the seasons
Goods that are needed in hot weather will sell well in
summer, but poorly in winter, despite having the
same price all year long.
6. Changes in income distribution
If a society is becoming more unequal (ie the number
of poor and rich is growing but the middle class is
shrinking), then this will affect the demand for a
number of goods.
7. Government policies and taxes
Regulations that either ban (ie smoking) or make
compulsory (helmets) the use of certain goods will
reduce or increase their demand. 

So, we have arrived at the law of demand, and expressed it as a demand curve. Carrying on from the last exercise,
while the effect of a change in price on the quantity demanded can be expressed by simply moving along the
demand curve, sometimes other changes can lead to a change in the quantity demanded. For instance, even if ice
cream cone prices were held constant year-round, it is certain that more ice cream cones would be sold in hot
weather than in cold weather. 

The factors other than price which can lead to changes in the quantity demanded are:

P1

Price

QuantityQ2

D1

Q1

D2
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These assumptions have their flaws, but we can see that #1 through to #3 are sensible. Number 4 is the most ques-
tionable. Generally, it accords well with larger productive units like entire countries, but less well to smaller produc-
tive units like firms. In fact, while diminishing returns implies increasing opportunity costs to specialization, most
firms do specialize, which would imply the opposite. 

Exercise 11

Quantity

Economics for Canadians42

1. Define:
a) COMPLEMENTS

b) SUBSTITUTES

2. Why is it necessary to show changes in quantity demanded that are not due to a change in price with a shift in the
demand curve?

3. Use the following decision tree to help you either move the demand curve or move along the demand curve in
the examples below. The good is ice cream.

It is very important to get into the habit of moving curves IN or OUT. Using terms like UP and DOWN will cause
you grief in the end. As well, be sure to focus only on the FIRST thing that is likely to happen from a change.
Don't overthink things! 

Price

Frozen yoghurt is found to be a health hazard

Modelling the Producer: SupplyLesson 12

Well, first we must construct a model of the producer, based upon the following assumptions:
1. The producer wants to earn profits.

Supply is the quantity of output that producers are willing and able to provide at a given price in a given time peri-
od, ceteris paribus. How can we arrive at a model to explain supply?

Demand

Quantity

Price

Demand

Quantity

Price

Demand

Quantity

Price

Demand

Is it a simple price change? YES then move along the demand curve to the new price
NO then you need to shift the curve
Are people likely to buy MORE? Shift the curve OUT

Are people likely to buy LESS? Shift the curve IN

The government orders ice cream makers to cut prices

The weather becomes unseasonably hot A recession hits, driving people’s incomes down

Recall that the PPC shows combinations that are possi-
ble inside the curve. Combinations outside the curve
are impossible. The shape of the curve is due to dimin-
ishing returns. If the soil were equally well suited to
either crop, what would be the shape of the PPC?

Now, the PPC simply shows what the producer (farmer
in this case) can do. What he in fact will do (ie how he
will allocate his productive resources of land, labour
and capital towards the production of tobacco and
wheat) depends upon the prices offered for his pro-
duce. This is the mirror situation of the consumer. With
the consumer, given his preferences, what he in fact will
buy (ie how he will allocate the money in his budget)
similarly depends upon prices. It is interesting to note
that it is prices that bring together consumer and pro-
ducer decision making.

Tobacco (t)

Wheat (t)
10

100

Now we can express these assumptions using the
following Production Possibility Curve.

2. Profits come from producing and selling goods and services using limited factors of production.

3. If more goods and services are sold, greater profits are earned. If fewer are sold, less profit is earned.
Producers generally are thought to want to maximize profits.

4. Factors of production are best suited to the production of certain goods.
For instance, on a farm, certain soils are best suited to tobacco, while other soils are suited to cereal cultiva-
tion. Thus, if you try to grow cereals on land suited to tobacco, you will find that the opportunity cost of
each additional bushel of wheat in terms of tobacco will be greater than the last. This assumption of dimin-
ishing returns is what gives the standard PPC its curved shape.

(5,8)

(7,7)

(8,5)
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2. Why is it necessary to show changes in quantity demanded that are not due to a change in price with a shift in the
demand curve?

3. Use the following decision tree to help you either move the demand curve or move along the demand curve in
the examples below. The good is ice cream.

It is very important to get into the habit of moving curves IN or OUT. Using terms like UP and DOWN will cause
you grief in the end. As well, be sure to focus only on the FIRST thing that is likely to happen from a change.
Don't overthink things! 
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Frozen yoghurt is found to be a health hazard

Modelling the Producer: SupplyLesson 12

Well, first we must construct a model of the producer, based upon the following assumptions:
1. The producer wants to earn profits.

Supply is the quantity of output that producers are willing and able to provide at a given price in a given time peri-
od, ceteris paribus. How can we arrive at a model to explain supply?
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Is it a simple price change? YES then move along the demand curve to the new price
NO then you need to shift the curve
Are people likely to buy MORE? Shift the curve OUT

Are people likely to buy LESS? Shift the curve IN

The government orders ice cream makers to cut prices

The weather becomes unseasonably hot A recession hits, driving people’s incomes down

Recall that the PPC shows combinations that are possi-
ble inside the curve. Combinations outside the curve
are impossible. The shape of the curve is due to dimin-
ishing returns. If the soil were equally well suited to
either crop, what would be the shape of the PPC?

Now, the PPC simply shows what the producer (farmer
in this case) can do. What he in fact will do (ie how he
will allocate his productive resources of land, labour
and capital towards the production of tobacco and
wheat) depends upon the prices offered for his pro-
duce. This is the mirror situation of the consumer. With
the consumer, given his preferences, what he in fact will
buy (ie how he will allocate the money in his budget)
similarly depends upon prices. It is interesting to note
that it is prices that bring together consumer and pro-
ducer decision making.

Tobacco (t)

Wheat (t)
10

100

Now we can express these assumptions using the
following Production Possibility Curve.

2. Profits come from producing and selling goods and services using limited factors of production.

3. If more goods and services are sold, greater profits are earned. If fewer are sold, less profit is earned.
Producers generally are thought to want to maximize profits.

4. Factors of production are best suited to the production of certain goods.
For instance, on a farm, certain soils are best suited to tobacco, while other soils are suited to cereal cultiva-
tion. Thus, if you try to grow cereals on land suited to tobacco, you will find that the opportunity cost of
each additional bushel of wheat in terms of tobacco will be greater than the last. This assumption of dimin-
ishing returns is what gives the standard PPC its curved shape.

(5,8)

(7,7)

(8,5)
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(0,10) = _____; (5,8) = _____; (7,7) = _____; (8,5) = _____; (10,0) = ______

Looking at these three cases, having held the resource endowment of the farmer and the price of wheat constant
(ceteris paribus), we have enough information regarding tobacco prices and output to know the farmer's supply
schedule for tobacco. What we observe is that as the price of tobacco rose, the quantity that the farmer was willing
to produce and offer for sale rose as well. This makes common sense - as the price of something rises, producers
should be motivated to offer more of it for sale (ie the incentive function of higher prices). The fact that the result
obtained from the use of our model of the producer accords with other observations lends credibility to the model. 

The result itself we give a name - The Law of Supply. This states that as the price per unit of a product rises, the
quantity that producers are willing to offer per time period rises, ceteris paribus. We can express the Law of Supply
using the Supply Curve, which is generally upward sloping. Record the farmer's supply schedule on the table below
and his supply curve on the grid to the right. Again, as with demand, the sum of the supply of individual producers is
equal to the overall market supply.

Price of Tobacco ($) Quantity Supplied

Price of Tobacco ($)

Quantity
Supplied

Exercise 12

Price ($)

1. Define:
a) SUPPLY

b) THE LAW OF SUPPLY

2. Looking at our model of the producer, which assumption do you think is the weakest? Why?

3. Which assumption matches with each of the following characteristics of the PPC?
a) The fact that the axes are labelled with the names of goods
b) The fact that the PPC is a boundary
c) The curved shape of the PPC

4. Given the following supply curve:

a) At a price of 5 dollars per unit, how many units would be provided by producers?

b) At a price of 7 dollars per unit, how many units would be provided by producers?

Understand that a change in the price can be expressed by simply moving along the supply curve. Could there ever
be a situation, though, where producers might provide more of units of a good even though the price was
unchanged? 

Quantity

10

10

5

5 7

(7*$5 + 7*$5 = $70)

{ (5*$5 + 8*$5 = $65); (10* $5 = $50) }

If a bushel of wheat and a sheaf of tobacco both fetch $5 at market, then with some work we find that the rational
output decision would be to produce 7 of each, as that would yield

As you can see, by comparison,other bundles would not
yield as much

If tobacco prices were to double to $10 per sheaf, however, the situation would change. Let's calculate the revenue
earned at each point on the PPC with these new prices.

(0,10) = $50; (5,8) = $90; (7,7) = $105; (8,5) = $105; (10,0) = $100

So, we can see that the farmer should respond to this increase in tobacco prices by allocating more resources to the
production of tobacco (probably the maximum is somewhere between (7,7) and (8,5). Note, though, that the exis-
tence of diminishing returns means that he will not exclusively produce tobacco. It still makes sense to grow wheat
on his land best suited to wheat.

Now, calculate what the revenue earned at each point would be if tobacco prices fell to $3 per sheaf while wheat
prices stayed the same at $5/bushel.

Now, let's see how different prices impact the farmer's production decision. 

10

10
0

Supply
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Looking at these three cases, having held the resource endowment of the farmer and the price of wheat constant
(ceteris paribus), we have enough information regarding tobacco prices and output to know the farmer's supply
schedule for tobacco. What we observe is that as the price of tobacco rose, the quantity that the farmer was willing
to produce and offer for sale rose as well. This makes common sense - as the price of something rises, producers
should be motivated to offer more of it for sale (ie the incentive function of higher prices). The fact that the result
obtained from the use of our model of the producer accords with other observations lends credibility to the model. 

The result itself we give a name - The Law of Supply. This states that as the price per unit of a product rises, the
quantity that producers are willing to offer per time period rises, ceteris paribus. We can express the Law of Supply
using the Supply Curve, which is generally upward sloping. Record the farmer's supply schedule on the table below
and his supply curve on the grid to the right. Again, as with demand, the sum of the supply of individual producers is
equal to the overall market supply.

Price of Tobacco ($) Quantity Supplied

Price of Tobacco ($)

Quantity
Supplied

Exercise 12

Price ($)

1. Define:
a) SUPPLY

b) THE LAW OF SUPPLY

2. Looking at our model of the producer, which assumption do you think is the weakest? Why?

3. Which assumption matches with each of the following characteristics of the PPC?
a) The fact that the axes are labelled with the names of goods
b) The fact that the PPC is a boundary
c) The curved shape of the PPC

4. Given the following supply curve:

a) At a price of 5 dollars per unit, how many units would be provided by producers?

b) At a price of 7 dollars per unit, how many units would be provided by producers?

Understand that a change in the price can be expressed by simply moving along the supply curve. Could there ever
be a situation, though, where producers might provide more of units of a good even though the price was
unchanged? 

Quantity

10

10

5

5 7

(7*$5 + 7*$5 = $70)

{ (5*$5 + 8*$5 = $65); (10* $5 = $50) }

If a bushel of wheat and a sheaf of tobacco both fetch $5 at market, then with some work we find that the rational
output decision would be to produce 7 of each, as that would yield

As you can see, by comparison,other bundles would not
yield as much

If tobacco prices were to double to $10 per sheaf, however, the situation would change. Let's calculate the revenue
earned at each point on the PPC with these new prices.

(0,10) = $50; (5,8) = $90; (7,7) = $105; (8,5) = $105; (10,0) = $100

So, we can see that the farmer should respond to this increase in tobacco prices by allocating more resources to the
production of tobacco (probably the maximum is somewhere between (7,7) and (8,5). Note, though, that the exis-
tence of diminishing returns means that he will not exclusively produce tobacco. It still makes sense to grow wheat
on his land best suited to wheat.

Now, calculate what the revenue earned at each point would be if tobacco prices fell to $3 per sheaf while wheat
prices stayed the same at $5/bushel.

Now, let's see how different prices impact the farmer's production decision. 

10

10
0

Supply
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So, we have arrived at the law of supply and expressed it as a supply curve. Carrying on from the last exercise, while
the effect of a change in price on the quantity supplied can be expressed by simply moving along the supply curve,
sometimes other changes can lead to a change in the quantity supplied. For instance, even if tobacco prices were
unchanged, a drought or flood in the tobacco growing regions could result in less tobacco being offered for sale.

Understanding SupplyLesson 13

1. Changes in technology
If more efficient production technology is adopted, then
more could be supplied at the same price
2. Changes in the costs of factor inputs
If factors of production, say labour, get more expensive,
then the firm will not be able to supply as much as before
at the same price. If inputs get cheaper, on the other hand,
suppliers will be able to provide more than before at the
same price.
3. Changes in the prices of related goods
For instance, if a garment maker could make either shirts
or pants (ie competitive supply), if the price of pants went
up, I would expect the garment maker to switch resources
from making shirts to pants. Thus, he would likely supply
fewer shirts, even though the price of shirts did not change.
On the other hand, if goods are generally produced togeth-
er (ie joint supply), an increase in price for one of them
will cause an increase in the quantity supplied for both,
even though the price of the second good may not have
changed. For instance, skim milk and cream both come
from cow's milk. If there is an increase in the price of
cream which causes farmers to produce more whole milk,
there will also be an increase in the supply 

The factors other than price which can lead to changes in the quantity supplied are:

of skim milk even though its price did not change (remem-
ber that whole milk contains a portion of cream and a por-
tion of skim milk).
4. Government intervention
Indirect taxes will tend to reduce the quantity supplied of a
good at each price, while subsidies to producers are
intended to increase the quantity supplied of a good at
each price.
5. Changes in government regulation
Sometimes, government regulations can restrict the quan-
tity supplied of a good. If these regulations are reduced
often the result is an increase in the quantity supplied at
each price. For instance, when the airline industry was
deregulated in the 1980s and supply shifted out, the quan-
tity of airline flights rose even as ticket prices fell.
6. Other factors matter too
As mentioned above, the weather may have a big impact.
As well, improvements in the quality of the workforce (ie
more training) or of management may also improve pro-
ductivity and allow firms to supply more at the same price.
Changes in expectations and in the number of firms oper-
ating in an industry may also affect market supply.

S1

If anything happens other than a price change which
could cause the quantity supplied for a good or service
to increase or decrease, we need to shift the supply
curve in or out. By contrast, simple changes in price
result in movements along the existing supply curve,
changing the quantity supplied as well.

This diagram shows a shift in the supply curve to the right from S1 to S2.
This could be due to an improvement in technology or any of the other
factors listed above. Even if the price remained at P1, the shift in the supply
curve would result in an increase in the quantity supplied from Q1 to Q2.

Price 

Quantity

For instance:

S2
P1

Q1 Q2

Use the following decision tree to help you either move the supply curve or move along the supply curve in the
examples below. The good being supplied is beef.

Price 

Quantity

Price 

Quantity

Price 

Quantity

Price 

Quantity

Supply

Supply

Supply

Supply

Grain and other cattle feed becomes more expensive Pork and mutton prices drop sharply

There is a big jump in the price for cowhide used
for leather shoes and jackets

Summer BBQ season means higher prices for
choice cuts of beef

Is it a simple price change? YES - then just move along the supply curve to the new price
NO - then you need to shift the curve
Are producers likely to provide MORE? Shift the curve OUT.
Are producers likely to provide LESS? Shift the curve IN.

REMEMBER: It is very important to get into the habit of moving curves IN or OUT. Using terms like UP and
DOWN will cause you grief in the end. As well, be sure to focus only on the FIRST thing that is likely to happen from
a change. Don't over think things! 

Exercise 13
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So, we have arrived at the law of supply and expressed it as a supply curve. Carrying on from the last exercise, while
the effect of a change in price on the quantity supplied can be expressed by simply moving along the supply curve,
sometimes other changes can lead to a change in the quantity supplied. For instance, even if tobacco prices were
unchanged, a drought or flood in the tobacco growing regions could result in less tobacco being offered for sale.

Understanding SupplyLesson 13

1. Changes in technology
If more efficient production technology is adopted, then
more could be supplied at the same price
2. Changes in the costs of factor inputs
If factors of production, say labour, get more expensive,
then the firm will not be able to supply as much as before
at the same price. If inputs get cheaper, on the other hand,
suppliers will be able to provide more than before at the
same price.
3. Changes in the prices of related goods
For instance, if a garment maker could make either shirts
or pants (ie competitive supply), if the price of pants went
up, I would expect the garment maker to switch resources
from making shirts to pants. Thus, he would likely supply
fewer shirts, even though the price of shirts did not change.
On the other hand, if goods are generally produced togeth-
er (ie joint supply), an increase in price for one of them
will cause an increase in the quantity supplied for both,
even though the price of the second good may not have
changed. For instance, skim milk and cream both come
from cow's milk. If there is an increase in the price of
cream which causes farmers to produce more whole milk,
there will also be an increase in the supply 

The factors other than price which can lead to changes in the quantity supplied are:

of skim milk even though its price did not change (remem-
ber that whole milk contains a portion of cream and a por-
tion of skim milk).
4. Government intervention
Indirect taxes will tend to reduce the quantity supplied of a
good at each price, while subsidies to producers are
intended to increase the quantity supplied of a good at
each price.
5. Changes in government regulation
Sometimes, government regulations can restrict the quan-
tity supplied of a good. If these regulations are reduced
often the result is an increase in the quantity supplied at
each price. For instance, when the airline industry was
deregulated in the 1980s and supply shifted out, the quan-
tity of airline flights rose even as ticket prices fell.
6. Other factors matter too
As mentioned above, the weather may have a big impact.
As well, improvements in the quality of the workforce (ie
more training) or of management may also improve pro-
ductivity and allow firms to supply more at the same price.
Changes in expectations and in the number of firms oper-
ating in an industry may also affect market supply.

S1

If anything happens other than a price change which
could cause the quantity supplied for a good or service
to increase or decrease, we need to shift the supply
curve in or out. By contrast, simple changes in price
result in movements along the existing supply curve,
changing the quantity supplied as well.

This diagram shows a shift in the supply curve to the right from S1 to S2.
This could be due to an improvement in technology or any of the other
factors listed above. Even if the price remained at P1, the shift in the supply
curve would result in an increase in the quantity supplied from Q1 to Q2.

Price 

Quantity

For instance:

S2
P1

Q1 Q2

Use the following decision tree to help you either move the supply curve or move along the supply curve in the
examples below. The good being supplied is beef.

Price 

Quantity

Price 

Quantity

Price 

Quantity

Price 

Quantity

Supply

Supply

Supply

Supply

Grain and other cattle feed becomes more expensive Pork and mutton prices drop sharply

There is a big jump in the price for cowhide used
for leather shoes and jackets

Summer BBQ season means higher prices for
choice cuts of beef

Is it a simple price change? YES - then just move along the supply curve to the new price
NO - then you need to shift the curve
Are producers likely to provide MORE? Shift the curve OUT.
Are producers likely to provide LESS? Shift the curve IN.

REMEMBER: It is very important to get into the habit of moving curves IN or OUT. Using terms like UP and
DOWN will cause you grief in the end. As well, be sure to focus only on the FIRST thing that is likely to happen from
a change. Don't over think things! 

Exercise 13
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Generally, we can show changes to markets by combin-
ing what we learned about supply and demand curves in
previous lessons. Again, a decision tree is helpful. 

Bringing Consumers and Producers Together
Market Equilibrium

Lesson 14

Now that we have derived demand and supply curves, let's put them together to create a market diagram. Note how
consumer and producer surplus (from lesson 9) can be represented as triangles. The triangle below the demand
curve and above the equilibrium price, to the left of the equilibrium quantity, is consumer surplus, while the triangle
above the supply curve and below the equilibrium price to the left of the equilibrium quantity is producer surplus.

Economics for Canadians48

A market is simply a place or a process where buyers
can interact with sellers. The diagram above is an ideal-
ized market, because we have shown it at equilibrium, or
at rest, at P1 and Q1. The equilibrium point is the point
where the quantity supplied of a good is equal to the
quantity demanded of a good in a given time period.
The equilibrium price is the price at which this condi-
tion holds. If the price were to be higher than P1, the
quantity supplied would be greater than the quantity
demanded, giving us a situation of excess supply.
Conversely, if the price were lower than P1, the quantity
demanded at that price would be higher than the quanti-
ty supplied, resulting in a situation of excess demand. 

So, again looking above, at the equilibrium price P1 we
can see that the quantity supplied is equal to Q1, and
the quantity demanded is also Q1. Thus, there are no
unsold units lying about, nor are there any dissatisfied
customers waiting to get goods that have sold out. This

TOP TIP
When drawing a market diagram, label all lines, and mark
the equilibrium price and quantity by drawing lines to the
axes and identifying them as 'P1' and 'Q1'

Equilibrium point

Price ($)

Quantity

P1

Q1

market-clearing equilibrium maximizes the amount of
trade as in situations of either excess supply or excess
demand it is the lower of the two quantities (quantity sup-
plied or quantity demanded) that actually changes hands.

Supply

Demand

Producer

Surplus

Consumer

Surplus

P1

Price

QuantityQ2

D1

Q1

D2

P2

Supply

Generally, if a shift is required, shift EITHER supply
or demand, not both. Focus on the FIRST impact of
the event only.

1. Is the change a simple price change? 
If yes, don't move S or D, just move along them
If no, be prepared to move Supply or Demand
2. Is the change one that will affect mainly producers or buyers?
If mainly producers, look at the supply curve
If mainly buyers, look at the demand curve   
3.  Are they going to be producing or buying more or less?  
If more, move the curve to the right
If less, move the curve to the left

Let's practice with an example, looking at the market for
lemonade as the heat of summer approaches:
Is it a simple price change? No, so I must be prepared to
shift a curve. Is the change directly affecting producers or
buyers? Buyers, so I must look to shift demand. Will it lead
to them buying more or less? More, so I must shift demand
to the right.

Exercise 14
1. Define:
a) MARKET

b) EQUILIBRIUM PRICE

2. Using the decision tree to help you, manipulate the following demand and supply diagrams depicting the market
for gasoline in Canada as it responds to the following situations. What will happen to the equilibrium price and
quantity supplied/demanded in each case? Label fully.
a) The beginning of the summer holiday season means that people will be doing more driving as they visit relatives
and take driving vacations
b) Workers strike in Montreal and Sarnia, shutting down several oil refineries
c) Inspired by the movie "The Italian Job", more people begin purchasing small, sexy cars instead of big SUV trucks
d) The government mandates that gasoline prices must be set at a level 20 cents/ litre below their current level
e) Incentives to homeowners to replace their oil furnaces with geothermal heat pumps result in a big drop in the
consumption of heating oil
f) The government mandates that all cars sold from now on must be more fuel efficient
g) A war in the Persian Gulf interrupts the flow of crude oil to eastern refineries
h) A new technology radically increases the oil recovery rates from existing oil wells at almost no extra cost

P($)

Q

S

D

P($)

Q

S

D

P($)

Q

S

D

P($)

Q

S

D

P($)

Q

S

D

P($)

Q

S

D

P($)

Q

S

D

P($)

Q

S

D
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Now that we have derived demand and supply curves, let's put them together to create a market diagram. Note how
consumer and producer surplus (from lesson 9) can be represented as triangles. The triangle below the demand
curve and above the equilibrium price, to the left of the equilibrium quantity, is consumer surplus, while the triangle
above the supply curve and below the equilibrium price to the left of the equilibrium quantity is producer surplus.
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A market is simply a place or a process where buyers
can interact with sellers. The diagram above is an ideal-
ized market, because we have shown it at equilibrium, or
at rest, at P1 and Q1. The equilibrium point is the point
where the quantity supplied of a good is equal to the
quantity demanded of a good in a given time period.
The equilibrium price is the price at which this condi-
tion holds. If the price were to be higher than P1, the
quantity supplied would be greater than the quantity
demanded, giving us a situation of excess supply.
Conversely, if the price were lower than P1, the quantity
demanded at that price would be higher than the quanti-
ty supplied, resulting in a situation of excess demand. 

So, again looking above, at the equilibrium price P1 we
can see that the quantity supplied is equal to Q1, and
the quantity demanded is also Q1. Thus, there are no
unsold units lying about, nor are there any dissatisfied
customers waiting to get goods that have sold out. This

TOP TIP
When drawing a market diagram, label all lines, and mark
the equilibrium price and quantity by drawing lines to the
axes and identifying them as 'P1' and 'Q1'

Equilibrium point

Price ($)

Quantity
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Q1

market-clearing equilibrium maximizes the amount of
trade as in situations of either excess supply or excess
demand it is the lower of the two quantities (quantity sup-
plied or quantity demanded) that actually changes hands.
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Generally, if a shift is required, shift EITHER supply
or demand, not both. Focus on the FIRST impact of
the event only.

1. Is the change a simple price change? 
If yes, don't move S or D, just move along them
If no, be prepared to move Supply or Demand
2. Is the change one that will affect mainly producers or buyers?
If mainly producers, look at the supply curve
If mainly buyers, look at the demand curve   
3.  Are they going to be producing or buying more or less?  
If more, move the curve to the right
If less, move the curve to the left

Let's practice with an example, looking at the market for
lemonade as the heat of summer approaches:
Is it a simple price change? No, so I must be prepared to
shift a curve. Is the change directly affecting producers or
buyers? Buyers, so I must look to shift demand. Will it lead
to them buying more or less? More, so I must shift demand
to the right.

Exercise 14
1. Define:
a) MARKET

b) EQUILIBRIUM PRICE

2. Using the decision tree to help you, manipulate the following demand and supply diagrams depicting the market
for gasoline in Canada as it responds to the following situations. What will happen to the equilibrium price and
quantity supplied/demanded in each case? Label fully.
a) The beginning of the summer holiday season means that people will be doing more driving as they visit relatives
and take driving vacations
b) Workers strike in Montreal and Sarnia, shutting down several oil refineries
c) Inspired by the movie "The Italian Job", more people begin purchasing small, sexy cars instead of big SUV trucks
d) The government mandates that gasoline prices must be set at a level 20 cents/ litre below their current level
e) Incentives to homeowners to replace their oil furnaces with geothermal heat pumps result in a big drop in the
consumption of heating oil
f) The government mandates that all cars sold from now on must be more fuel efficient
g) A war in the Persian Gulf interrupts the flow of crude oil to eastern refineries
h) A new technology radically increases the oil recovery rates from existing oil wells at almost no extra cost
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Price ($)    Qd = 12 - P Qs = -1 + P

Market Equilibrium with a Quantitative TwistLesson 15

Price

First, let's look at an example, using the equations
below as our supply and demand functions.

We know that the equilibrium price is the one where
Qd is the same as Qs. So, to find the equilibrium price
it is a simple matter of setting Qd = Qs and then solv-
ing for P.

Remember, in equations, you must do the
same thing to both sides!

Economics for Canadians50 51

We can find the market equilibrium price and quantity with the help of graphs, such as those shown in the previous
lesson, or we can calculate the equilibrium price and quantity given the linear demand and supply functions.

So, let

therefore

isolate the "P" term 

therefore

isolate the numerical term

therefore

and solve by dividing both sides by 2

Qd = Qs

Qd = 12 - P or Qs = -1 + P
Qd = 12 - (6.5) Qs = -1 + (6.5)
Qd = 5.5 Qs = 5.5

Now that we have calculated the equilibrium price, it is
an easy thing to calculate the equilibrium quantity by
simply substituting the equilibrium price into either the
demand or supply function.

6.5  =        P

12 - P = -1 + P
+ P       +P

12   = -1 + 2P
+1     +1
13   = 2P

Sometimes, though, markets are kept from their equi-
librium price through government intervention to set
prices. When this happens, the quantity supplied usual-
ly does not equal the quantity demanded. When the
Qd is greater than Qs (as happens when prices are set
lower than the equilibrium price), we call that a situa-
tion of excess demand. If Qs is greater than Qd (as
happens when prices are set higher than the equilibri-
um price), we say there is excess supply. We can easily
calculate the precise quantity of excess demand or
excess supply using algebraic functions as all that is
required is to plug the set price into both functions to
get both the quantity demanded and the quantity sup-
plied at that price, and then take the difference.

If you want to check to see that these results are correct,
complete a demand and supply schedule at top right
and plot the corresponding demand and supply curves
below that.

0
2
4
6
8

Quantity

Exercise 15
1. Define:
a) EXCESS DEMAND

b) EXCESS SUPPLY

2. Given the following linear functions describing the supply and demand for widgets:
a) Find, using the algebraic methods explained in the lesson, the equilibrium price 
b) Then, by substituting the equilibrium price into the original functions, calculate the equilibrium quantity
c) Confirm your results by completing a supply and demand schedule and by graphing the supply and demand
curves, being sure to mark in the equilibrium price and quantity on the axes.

Qs = -4 + 2P      Qd = 24 - 2P

Price ($)    Qd = 24 - 2P Qs = -4 + 2P

d) If the government were to mandate a price of $4, would there be excess supply or excess demand? Of how
much? Calculate the answer by plugging this price into the supply and demand functions and finding the difference
between the Qs and Qd you arrive at, and confirm it by drawing a horizontal line at $4 on the graph and finding
where this line intersects the demand and supply curves and observing the difference.

Qd = 12 - P and Qs = -1 + P
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1. Looking at the preconditions for markets, how does political development lay the groundwork for economic
development? Without political development (or in a corrupted political system) what fears may prevent people
from establishing businesses or developing existing productive enterprises?

2. When a market is operating without manipulation and is allowed to perform its price discovery function to find
the market-clearing (or equilibrium) price, both the consumers and the producers who take part are made happier.
Looking at the diagram below:

a) Mark in the equilibrium price and quantity (P,Q).

b) Looking at the Q1st unit, what price were
consumers willing to pay to acquire Q1 units? 

c) What price were producers willing to accept
in order to produce Q1 units?

Lessons 9 through 15 (Demand, Supply and Markets)

Questions for Review and Extension 

3. Looking at the diagram in question 2, if you were the sole supplier of the product in the question, and thus able
to restrict output to Q1:
What price could you charge those Q1 customers? What would be the likely impact on your profits (and producer
surplus) of charging this price? What would be the impact on consumer surplus and allocative efficiency of such a
decision? Is welfare merely transferred or is some lost through this action?

d) Shade in the total amount of consumer and producer surplus (in different shadings) if the market is allowed to
operate at its equilibrium point (P,Q). 

e) If, for whatever reason, shortages or government restrictions (or suppliers limiting output) resulted in only Q1
units being produced (instead of Q), what would be the impact on total consumer and producer surplus and thus
on allocative efficiency if prices were held at P? Explain, thinking especially of the producers and consumers who
would have produced and consumer units to the right of Q1.

Price($)

Quantity

Supply

Demand

Q1
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Elasticity and the Price Elasticity of DemandLesson 16

Recall that one of the key differences between the social sciences and the physical sciences is that social sciences
study human behaviour. By definition, human behaviour is unpredictable as compared to the behaviour of physical
objects. For instance, if I strike a bowling ball with a certain force on a certain surface in a certain direction, I can be
fairly certain that it will move a certain distance in a certain direction. However, if I were to strike the person next to
me with a certain force in a certain direction, his or her response could be any number of things. To take the
extreme cases, they may just take it and look at me funny or they may immediately strike me back with greater force.
Fundamentally, human response is variable.

However, just because responses are variable doesn't mean we cannot try to measure them and understand them.
The main concept that economics uses to try to do this is called elasticity. Simply put, elasticity is a measure of
responsiveness. To visualize this, imagine holding an elastic band with two hands. As you move your hands apart,
the elastic band stretches in response to your effort. Contrast this with a loop of wire. If you try to move your hands
apart while holding the wire, the loop of wire will not stretch in response to your effort. Thus, while the wire does
not respond to your force, the elastic does, demonstrating its greater elasticity.

Economics for Canadians54 55

1. The existence of close substitutes.
If close substitutes exist, generally the quantity
response to a price change is greater, so the absolute
value of PED is greater. 
2. The passage of time.
It takes time for people to change their habits in
response to a price change. So, the longer the time
since the price change, the greater the absolute
value for PED.
3. The proportion of income spent on the good.
If the proportion is great, generally the absolute
value of PED is greater than if the proportion is
small. For instance, if producers doubled the price
of matches, it would be unlikely to affect the quantity 

What does this mean? A value greater than 1 (as in this example) indicates that the quantity response was larger
than the change in price.  This implies an elastic response. If the value is between 1 and 0, then the quantity
response was smaller than the change in price, denoting an inelastic response. A PED value of exactly 1 denotes
what is called a unit elastic response. 

Now, what factors influence PED? From the example above, why would a price change for butter result in a large
quantity response? The easy answer is margarine. Generally, the factors influencing PED are:

of matches sold, but a doubling in car prices would
likely have a big effect on the number of cars sold.
4. Addiction, degree of necessity, or habit.
Things like a morning coffee, cigarettes, medicine
or a daily paper may be so much a part of a person's
needs and daily routine that they will not respond
to a change in price, so the absolute value of PED
will be small.
5. Branding and advertising.
The point of advertising and branding is to render
the advertised product unique, ie to make us think
that it does not have any close substitutes. Thus,
advertising generally reduces the absolute value of a
good's PED.

Price elasticity of demand has a variety of uses for business. PED tells firms how consumers will respond to a price
change. If PED at your current price has a low absolute value, then an increase in price will not cause customers to
desert you, so you should raise prices as this will likely lead to an increase in total revenue. On the other hand, if
PED at your current price has a high absolute value, then a drop in prices will lead to a big increase in the quantity
demanded, thus increasing your total revenue. We can show these cases using diagrams.

Price ($) Price ($)

Low PED at P1 High PED at P3

P3

P4

P2

P1 

Demand Demand

Q2         Q1 Quantity Q3         Q4 Quantity

PED = - {(new Qd - original Qd) / original Qd}  *100
{(new price - original price) / original price} *100

PED = - (percentage change in quantity demanded)
percentage change in price 

which can be expanded to

Of particular interest to economists are consumer responses to changes in price. We call this price elasticity of
demand. Now, changes in price could cause you to become angry or behave in any number of ways, but the particu-
lar behaviour we are interested in is how a change in price affects your decision to continue to buy the good or serv-
ice. We know that for some things, a price change will not cause a change in our buying habits at all while for other
things, a price change will lead to a significant change in our purchasing behaviour.

We can calculate price elasticity of demand using the following formulae:

PED = - {(250 - 400) / 400}  * 100 =  150 / 400  * 100 =   3/8    *  100     =  37.5% =  1.5
(5 - 4) / 4            * 100               1/4     * 100 1/4    *  100           25%

For instance, if the price of butter went from $4 per pound to $5 per pound, and this caused the quantity demanded
to drop from 400 pounds per week to 250 pounds per week, then:

To explain the negative sign before the numerator in the formulae, because price and quantity demanded are gener-
ally inversely related, a simple calculation of % change in quantity demanded over the % change in price would
almost always yield a negative result. The negative sign in the formulae is meant to reverse this. So, the PED above
is expressed as '1.5'. 

Qd
represents
Quantity

demanded
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57

1. Define:
a) ELASTICITY

b) PRICE ELASTICITY OF DEMAND

2. Calculate the PED if:
a) The percentage change in price is 15% and the % change in quantity demanded is 5%.

b) Quantity demanded changes from 100 to 90 in response to a price change from $1 to $1.25.          

3. Would the demand for the following goods be elastic with respect to price or inelastic? Why?
a) cigarettes
b) chicken legs
c) Christmas (or other holiday) decorations
d) Coke

4. Do you think that taxes on cigarettes are designed to curb smoking or raise revenue for the government? Use elas-
ticity in your answer.

Economics for Canadians56

Observe that raising prices from P1 to P2 increases revenue (ie price * quantity) from P1*Q1 to P2*Q2 in the diagram
at left while lowering prices from P3 to P4 increases revenue from P3*Q3 to P4*Q4 in the diagram at right (compare
the areas of the rectangles to see which prices grant higher revenues).

Generally, it is thought that the demand for primary products (commodities like wheat, iron or oil) is relatively price
inelastic (ie has low PED) as these products are generally necessities without close substitutes. On the other hand, the
PED of most manufactured goods (ie televisions, cars) is thought to be higher as they are not necessities of life and as
there are often close substitutes available. 

PED also has implications for government indirect taxation (ie taxes on goods - like taxes on alcohol or the GST). If a
product has a low PED (ie people don't respond to a change in price), then the imposition of a tax on that product will
not deter many people from buying it. Thus, the government will successfully collect revenue from the tax. In the past,
salt taxes were very effective in this regard, as tobacco taxes are today. On the other hand, we can see that were the gov-
ernment to apply a tax to butter, which has a high PED due to the existence of margarine as a close substitute, their rev-
enue from the tax would likely be low as consumers would simply avoid the tax by buying margarine.

Exercise 16

Price Elasticity of Demand - Understanding through DiagramsLesson 17

Demand

The slope of the demand curve can give us a general idea of a product's price elasticity of demand. For instance, a
steeply sloping demand curve generally denotes a product with inelastic demand with respect to price, as shown
below:

Note that the percentage drop in price from P1 to P2 is much greater than the percentage increase in quantity
demanded from Q1 to Q2 in the diagram at left. Thus, the responsiveness to the price change was low, or inelastic.
The extreme case is on the right - a perfectly inelastic demand curve is a vertical line. A vertical line indicates that no
matter the price (P1 or P2), the quantity demanded will be the same (Q1/Q2), or in other words, that the quantity
demanded is completely unresponsive to changes in price.

Price elastic demand curves tend to have, by contrast, shallow slopes, as shown below. Perfectly elastic demand
curves are horizontal, as shown at right.

Price

Quantity

Price

Quantity

P1

Demand

P2

P1

P2

Q1 Q2 Q1 / Q2

Demand

Price

Quantity

P1

P2

Q1 Q2

Price

Quantity

Demand

P1

Observe that a small change in price (P1 to P2) leads to a massive change in the quantity demanded (Q1 to Q2) in
the diagram on the left, indicating a high value for PED. Looking at the perfectly elastic demand curve on the right,
we can see that any deviation from P1 is impossible. Remembering our formula for PED, if there is never any
change in price, then any change in quantity demanded would imply an infinitely large value of PED, because any
value divided by zero is equal to infinity.
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matter the price (P1 or P2), the quantity demanded will be the same (Q1/Q2), or in other words, that the quantity
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Observe that a small change in price (P1 to P2) leads to a massive change in the quantity demanded (Q1 to Q2) in
the diagram on the left, indicating a high value for PED. Looking at the perfectly elastic demand curve on the right,
we can see that any deviation from P1 is impossible. Remembering our formula for PED, if there is never any
change in price, then any change in quantity demanded would imply an infinitely large value of PED, because any
value divided by zero is equal to infinity.
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Unit elastic demand curves (along which PED is always equal to 1) on the other hand are curves and cannot be
drawn with straight lines. The key to unit elasticity is that the percent change in price and the percent change in
quantity demanded must always be equal. This can only be expressed with a demand curve that is curved towards
the origin. Notice below that a drop in price by 25 or 30% is matched by an increase in the quantity demanded by
roughly the same percentage, at any point along the curve.

What this implies is if PED is constant on a curved demand curve, then it must vary at different points on a straight
line demand curve. Why do PED values change as you move down or along a straight line demand curve? The key is
to keep in mind how PED is calculated. At the top left end of the demand curve, the initial values for price are quite
high, and the initial values for quantity demanded are quite low. Thus, as we move down towards the lower right
from the top left corner, a change in price of a dollar will not be a big percentage change in price. However, adding
an extra unit or two to the quantity demanded will be a big deal in terms of percentage change. Thus, as at the top
end of a straight line demand curve the percentage change in quantity demanded is high while the percentage
change in price is low, so PED is generally highest in this portion. 

On the other hand, the opposite is true at the lower right end of the demand curve. While a dollar change in the
price is a big deal percentage wise in this portion, the addition of an extra unit to sales does not lead to a big per-
centage change in quantity. Thus, PED is generally lowest at the bottom right end of a straight line demand curve.

Exercise 17

Given the following demand schedule, graph the demand curve on the grid and then calculate the PED between each
pair of points on the curve. Along which portion of the curve is demand more elastic with respect to price? Can you
explain why? If you were a businessman, what price would you charge to maximize revenue (price times quantity)?
What is the PED at this point?

$10 5

$8 7

$6 9

$4 11

$2 13

Price

Quantity

P1

P2

Q1 Q2

P3

P4

Q3 Q4

Price Quantity Demanded

Dem
and
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YED = {(new Qd - original Qd) / original Qd}  *100
{(new income - original income) / original income} *100

YED = percentage change in quantity demanded
percentage change in income   
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On the other hand, a negative result would mean that as income rose, less of the good was bought. This would be
the case for goods that people only buy because they are forced to by poverty. For instance, as I got richer, I would
likely buy fewer hotdogs, because I would prefer now with my higher income to buy steak instead. Clearly, hot dogs
are inferior (to me anyway) to steaks. So, goods with negative YEDs are called inferior goods. 

The size of the YED value tells how strongly normal or inferior a good is. For instance, normal goods which are
necessities will tend to have YEDs which, while positive, are below one. On the other hand, luxury goods have
YEDs greater than one. For example, if incomes rise by 10%, people may buy more gas for their car, but probably
not 10% more. On the other hand, they very well might spend 20 or 30% more on their annual vacation travel. In
general, YED is lowest for primary products like rice, timber and gasoline, higher for manufactured goods like cars
and electronics, and highest for luxury goods and services like designer handbags, spa treatments and tourism. As
we get richer, we don't increase our spending on goods as much as we increase our spending on novel and interest-
ing experiences.

YED information is useful for firms and nations negotiating the business cycle. During normal times of rising
incomes, firms and nations should try to produce and export normal goods. However, during recessions or times of
hardship, firms producing inferior goods often find their sales holding up or growing while firms offering normal
goods experience falling sales. For instance, during the recent recession, McDonald's sales per restaurant rose while
the sales of slightly higher-end competitors in the casual dining sector (ie TGI Friday's, Appleby's etc.) fell.

Other Elasticities of DemandLesson 18

Similar to YED, what matters when calculating XED is the sign. If XED is positive, then an increase in the price of
one good causes an increase in the quantity demanded of another good. What kind of goods would have this rela-
tionship with one another? Well, if the price of chicken rose, I could see myself buying more beef instead. So, we
can see that substitutes would have a positive XED. On the other hand, if XED is negative, that would imply an
increase in the price of one good leads to a decrease in the quantity demanded of another good. This would make
sense if the goods were used together, for instance hot dogs and hot dog buns. If hot dog prices rose, we would
expect the quantity of hot dogs AND hot dog buns sold to fall. So, we can see that complements have a negative
XED. The absolute value of XED depends on the closeness of the relationship between the goods. For instance,
close substitutes and complements should have greater absolute values of XED than weak substitutes and comple-
ments.

XED is useful to firms when planning promotions and advertising, or when planning mergers and takeovers.
For instance, banks know that their account holders also make investments through brokerages (ie the goods are
complements). Thus, as soon as financial deregulation made it possible for banks to offer investment services in
Canada, all of the big banks bought brokerage houses to encourage their existing bank customers to entrust their
investments with them as well.

which can be expanded to

The quantity demanded of a good can also change depending upon changes in income or changes in the price of
related goods. However, again, the responsiveness of quantity demanded to these changes does vary. We can meas-
ure the responsiveness of quantity demanded to changes in income by calculating a good's income elasticity of
demand (YED). We can calculate YED with the formula:

When you calculate YED, the result that matters is the sign – is it positive or negative? If the result is positive, that
means that, as income rose, more of the good was bought. This seems normal. Unsurprisingly, goods that have posi-
tive YEDs are called normal goods. Most goods are normal goods – as we get wealthier, we are inclined to buy
more of most things.

The effect of a change in the price of one good upon the quantity demanded of a second good can be
measured using cross-price elasticity of demand (XED). It is calculated using the formula:

XED = {(new Qd of good x - original Qd of good x) / original Qd of good x}  *100 
{(new price of good y - original price of good y) / original price of good y} *100

XED = percentage change in quantity demanded of good x
percentage change in the price of good y

which can be expanded to

Qd
represents
Quantity

demanded

Qd
represents
Quantity

demanded
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1. Define:
a) INCOME ELASTICITY OF DEMAND

b) NORMAL GOODS

c) LUXURY GOODS

d) INFERIOR GOODS

e) CROSS PRICE ELASTICITY OF DEMAND

2. As median household incomes in Saskatoon rose from $40000 to $50000 per year, the quantity demanded of
pork rinds fell from 1000 packets/month to 900 packets/month, while the quantity demanded of organically grown
vegetables rose from 6t/month to 8t/month.
a) Calculate the YED for both pork rinds and organic vegetables

b) Which good is a normal good and which is an inferior good?

c) If incomes in Saskatoon are expected to continue to rise, what are farmers in the surrounding areas likely to do in
the future?

3.As the price of gasoline rose from $1/litre to $1.50/litre, sales of large trucks fell from 20 000 per month
to 10 000 per month. At the same time, sales of ethanol fuel rose by 20%. 
a) Calculate the XED for both gas and trucks and gas and ethanol

b) Which pair of goods are substitutes and which pair are complements?

Exercise 18 c) If you were in charge of a company making large trucks, what kinds of promotions and special 
offers might arrest the decline in your sales due to the increase in gas prices?

4. Many or the more remote but scenically beautiful areas of Canada (ie Cape Breton Island, Northern Ontario)
are trying to reorient their economies away from primary production towards tourism. Why might this be a good
idea, from the point of view of either YED or XED?

5. During a recession that sees incomes fall by 10%, sales of snowmobiles fall by 60% while sales of children's cloth-
ing fall by only 5%. Meanwhile, sales of used children's clothing rise by 15%. How would you define each good?

6. If CPED is positive, the move along the demand curve for the first good experiencing a price increase has what
impact on the demand curve of the second good? Draw diagrams to explain.
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1. Time. 
Firms need time to change their production processes, so generally PES will increase with time. Firms in different
industries will need different lengths of time to make such changes. For instance, a garment sweatshop would need
very little time to switch production from blouses to skirts, while an automobile factory would need a significant
amount of time to change from producing cars to trucks, as an entire retooling of the plant would be required.
Similarly, farmers would need only a growing season to increase their production of a crop like wheat or soybeans,
but many growing seasons to increase their production of tree-based products like olives or apples.
2.The presence of unused capacity.
If, say, an auto firm has some workers on layoff and is only running one shift per day, they will easily be able to
respond to an increase in car prices by simply hiring back their laid off workers and starting a second shift. If they
were already running three shifts, on the other hand, it would be necessary to build and staff a new plant in order to
increase production, which would take a great deal of time. So, generally PES is greater in industries with unused
capacity. Industries with a greater number of individual producers have more unused capacity than industries with
only a few individual firms, which can further boost PES.
3. The presence or absence of close producer substitutes (or mobility of factors of production).
Some firms or industries are highly specialized and cannot change and begin producing other goods while other
firms can do this easily. For instance, if your firm manufactures nuclear reactors, even if the price countries were
willing to pay for reactors fell, you could not easily switch to producing another good as the equipment and labour
needed for building reactors is pretty much only suited to building reactors. Thus, you would still produce the same
quantity of reactors (low PES). On the other hand, a farmer could fairly easily use his land and equipment to grow
any number of crops. If the price of one fell, he could easily switch to growing something else (high PES).
4.The ability to store stocks of goods also affects PES. 
If goods can be stored, then during times when prices are low, producers can still produce their usual amount but can
choose to reduce the amount they sell on the market. Then, when prices are high, they can respond by releasing these
stored stocks onto the market. In both cases, PES is greater than if producers were not able to store production.

Economics for Canadians64

Price Elasticity of SupplyLesson 19

Price elastic supply curves are generally shallow in slope (and perfectly elastic supply curves are horizontal), while
price inelastic supply curves are generally steep (while perfectly inelastic supply curves are vertical). Unit elastic
supply curves can have any slope so long as they pass through the origin.

PES is an excellent measure of competitiveness. The more competitive an industry is, the greater its PES. In general,
agricultural goods and most manufactured goods, as they are produced by highly competitive industries, exhibit
high PES as the relevant factors of production are mobile and as often it is possible to store production. On the
other hand, some other primary goods such as minerals or oil, and some highly specialized manufactured goods
often have quite low PES values. This is often due to a longer time being needed to bring capacity online, and to the
relative immobility of important factors of production. Not coincidentally, firms in these industries generally face
low levels of competition with few rivals.

Differently sloped supply curves can show different PES values very well.

PES = {(new Qs - original Qs) / original Qs}  *100
{(new price - original price) / original price} *100

PES = percentage change in quantity supplied
percentage change in price  

which can be expanded to

As we saw when we looked at markets, prices also serve an incentive function for firms. Generally, we expect higher
prices to stimulate greater output, and lower prices to lead to reduced output. However, the responsiveness of dif-
ferent firms and industries to price changes will vary. We measure the responsiveness of firms' output decisions to
changes in price using price elasticity of supply (PES). We can calculate PES using the following formula:

If PES is greater than one, supply is elastic with respect to price, while if it is less than one, it is inelastic. 
PES varies depending on a number of factors, among which are:

Price

Quantity

Supply

Price Elastic Supply Unit Elastic Supply Price Inelastic Supply

Price

Quantity
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Price
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Quantity
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2.Given the supply schedule below, graph the supply curve on the grid and then calculate the PES between two
pairs of points on the curve. At each of the points you choose, determine whether the quantity supplied is elastic or
inelastic with respect to price.

Economics for Canadians66

3. For which good in each pair is PES likely to be greater? Why?
a) airliners vs. automobiles

b) MP3 players vs. Apple iPods

c) new homes during a recession vs. new homes during a building boom

Price Quantity Supplied
$2 4
$4 6
$6 8
$8 10
$10 12

5. Test the assertion made in the lesson that the PES of any supply curve passing through the origin will be one.
Draw two supply curves having very different slopes that meet the necessary condition and then calculate the PES
of each. Explain your result.

Exercise 19
1. Define:
a) PRICE ELASTICITY OF SUPPLY

b) PRODUCER SUBSTITUTES

4. How would government programs designed to increase the level of entrepreneurship or improve worker literacy
and numeracy skills contribute to higher PES in an economy?
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Government Intervention - Indirect Taxes and SubsidiesLesson 20

Markets are rarely left alone to operate without some sort of government intervention. Most commonly, govern-
ments like to levy indirect taxes on the sale of goods and services. Indirect taxes are taxes collected from suppliers,
which usually have the effect of increasing the price paid by consumers for goods and services. For instance, when
you buy liquor or cigarettes, the price you pay includes a great deal of tax, but you are not the one paying it directly
to the government. Instead, the retailer collects the tax from you on the government's behalf, and passes it along.
Thus, from your perspective, the tax is indirect - you paid tax to the retailer, who then paid it to the government. On
the other hand, direct taxes are taxes where the individual pays the government directly, without any intermedia-
tion. Examples of direct taxes are income taxes and property taxes.

Indirect taxes on goods and services can be either specific or ad valorum. Specific (or fixed amount) taxes add a
certain amount to the price of the good. They can be shown by drawing a line parallel to but to the left of the origi-
nal supply curve. Ad valorum taxes, meanwhile, add a percentage to the price of a good. This will cause the supply
curve to move to the left, but the supply curve including the tax will be steeper than the original supply curve. The
GST/HST is a good example of an ad valorum indirect tax.
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Notice how in the diagram at left, which represents the
situation without a tax, Q1 units are sold at a price of
P1. As P1 is less than what most consumers would be
willing to pay and more than what most producers
would be willing to accept, both consumers and pro-
ducers enjoy significant surplus.

However, when the tax is applied, as shown in the dia-
gram at right, notice how the price consumers pay rises
to P2 while the price received by producers drops to PP
(Price for Producers). The distance between P2 and PP
is the amount of the tax. The total tax take by the gov-
ernment is that amount multiplied by the quantity sold,
Q2, which is represented on the diagram by the darkly
shaded box. Note that Q2 is less than Q1, as the tax has
served to increase the price paid by consumers, leading
to a reduction in the quantity demanded.

This tax amount reduces both consumer and producer
surplus. Consumer surplus is now the lightly shaded tri-
angle above the box representing the government's tax
take, while producer surplus is now the lightly shaded
triangle below that same box.

However, if you compare the two diagrams, you can see
that the tax has done more than simply transfer some
consumer and producer surplus to the government.  As
the tax has resulted in less being produced and con-
sumed, some welfare has simply been lost. Those con-
sumers and producers who would have traded units
between Q2 and Q1 will now not do so.  This loss of
consumer and producer surplus that has not been
claimed by the government as tax revenue is labelled on
the diagram at right as "Welfare Loss Triangle."

Subsidies are the opposite of taxes. Subsidies are pay-
ments made by the government to firms to reduce their
costs of production in order to allow them to lower
their prices to consumers and/or increase their output.
Specific subsidies made to firms (ie the government
giving $50 000 to Bombardier for every Challenger pas-
senger jet produced) have the effect of pushing the sup-
ply curve to the right, as below.

As you can see, the effect of taxes is usually to both raise prices (P1 to P2) and reduce output (Q1 to Q2). This has
a negative effect on both consumer and producer surplus (ie welfare), as the tax effectively creates a wedge between
what producers receive and what consumers pay, as shown in the diagrams below. However, as governments do
need tax revenue in order to provide us with essential services, taxes are very much a necessary evil.

Subsidies, by lowering prices (in this case from P1 to
P2) and increasing output (in this case from Q1 to Q2),
generally have a positive impact on both consumer and
producer welfare (total welfare before the subsidy was
the triangle to the left of equilibrium point P1/Q1 while
total welfare after the subsidy would be the larger trian-
gle to the left of the equilibrium point P2/Q2).
However, against this benefit, they do cost the govern-
ment money which in turn must come from producers
and consumers in the form of taxes. The cost of this sub-
sidy would be the subsidy amount multiplied by Q2.
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Government Intervention - Indirect Taxes and SubsidiesLesson 20

Markets are rarely left alone to operate without some sort of government intervention. Most commonly, govern-
ments like to levy indirect taxes on the sale of goods and services. Indirect taxes are taxes collected from suppliers,
which usually have the effect of increasing the price paid by consumers for goods and services. For instance, when
you buy liquor or cigarettes, the price you pay includes a great deal of tax, but you are not the one paying it directly
to the government. Instead, the retailer collects the tax from you on the government's behalf, and passes it along.
Thus, from your perspective, the tax is indirect - you paid tax to the retailer, who then paid it to the government. On
the other hand, direct taxes are taxes where the individual pays the government directly, without any intermedia-
tion. Examples of direct taxes are income taxes and property taxes.

Indirect taxes on goods and services can be either specific or ad valorum. Specific (or fixed amount) taxes add a
certain amount to the price of the good. They can be shown by drawing a line parallel to but to the left of the origi-
nal supply curve. Ad valorum taxes, meanwhile, add a percentage to the price of a good. This will cause the supply
curve to move to the left, but the supply curve including the tax will be steeper than the original supply curve. The
GST/HST is a good example of an ad valorum indirect tax.
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Exercise 20

Price Qd Qs

8 6 16

6 7 12

4 8 8

2 9 4
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1.Define:
a) DIRECT TAXES

b) INDIRECT TAXES

c) SPECIFIC TAXES

d) AD VALORUM TAXES

e) SUBSIDIES

2. Given the following supply and demand schedules, graph them on the grid below. Then, apply a 2 dollar per
unit specific tax on the good. Express this on the graph by drawing a new supply curve $2 higher at every point.
Compare the equilibrium obtained with this new supply curve to the equilibrium obtained using the original
supply curve. How many fewer units were sold because of the tax? What was the tax's impact on the equilibrium
price? Lastly, by multiplying the new equilibrium quantity by the amount of the tax per unit ($2), find out how
much revenue the tax raised for the government. 

3. Given the supply and demand schedules from question 2, graph them on a grid. Then, apply a $2 per unit sub-
sidy. Express this on the graph by drawing a new supply curve $2 lower at every point. Compare the equilibrium
obtained using the subsidized supply curve with the equilibrium obtained using the original supply curve. What has
been the impact on price and quantity of the subsidy? Lastly, by multiplying the quantity of subsidized units sold by
the amount of the subsidy ($2), calculate the cost to the government of the subsidy. 

Price

Quantity
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Price ControlsLesson 21

Another way in which governments commonly intervene in markets is by setting prices. Sometimes, the market
prices are thought to be 'too high' for consumers, in which case governments decree maximum prices or price ceil-
ings. A price ceiling is a price set by the authorities below the equilibrium price intended to help consumers, often
specifically consumers with low incomes. Price ceilings are commonly set for essential commodities such as bread,
rice, fuel or rent, and are often paired with government subsidies.                              
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To solve the problem of excess supply, quotas are often
put into place where each producer is allocated a share
of the quantity demanded at the minimum price.
Producers are not allowed to produce more than their
quota amount. Alternatively, extra production could be
stored with the help of a buffer stock scheme. 

Sometimes, by contrast, prices are thought to be 'too
low' for producers. In these situations, the government
will impose a minimum price or price floor (Pf), which
is a price set by the authorities above the equilibrium
price in order to guarantee a decent income for produc-
ers. Price floors are commonly applied to agricultural
commodities (in Canada - eggs, milk and poultry) to
guarantee farmers sufficient income. Minimum wages
are another example of a price floor.

The result of a price floor is predictable. Just as a price
ceiling results in a situation of excess demand, price
floors result in excess supply, as can be seen in the dia-
gram below. Notice that the quantity supplied (Qs) is
greater than the quantity demanded (Qd) at the floor
price Pf. The quantity actually produced and sold will
be Qd.

However, as we can see with the help of the diagram at
right, the impact of a price ceiling is almost always to cre-
ate a shortage. At the price ceiling (Pc), the quantity
demanded (Qd) is greater than the quantity supplied
(Qs). The quantity actually sold will be Qs, at the price Pc. 

Given that there is now a shortage (or excess demand)
at the ceiling price, alternative methods of allocation
come into play. Most commonly, black markets
emerge. The good will be very difficult to buy in shops
at the ceiling price, but for extra money, you can buy it
elsewhere. As well, rationing systems may be imple-
mented, where everyone is permitted to buy only a cer-
tain quantity of the price-controlled good in order to
ensure that everyone gets some. Lastly, often queuing is
used as an allocation mechanism. In Canada's public
health care systems, people often wait for months for
non-essential surgeries. Overall, price ceilings can have
more bad effects than good as while they benefit the
poor and those with connections who are able to obtain
the scarce good or service at the ceiling price, other
less-well-connected consumers are often unable to
obtain the good at all, and the longer the ceiling is in
place, the less likely it is that producers will increase
supply. Thus, the shortage will only get worse.

Price

Quantity

Pc

Qs

Supply

Qd

Price

Quantity

Pf

Qs

Supply

Qd

Price Ceiling (Pc)

Price Floor (Pf)

However, there are problems with each solution. With
quotas, there is always the temptation for producers to
cheat. With buffer stock schemes (such as exists for
maple syrup producers in Quebec), there are costs asso-
ciated with storing the excess production and too often
attempts to get rid of it by dumping it on world markets
(such as the EU does with its surplus sugar production)
distort trade and cause difficulties for developing
nations. Overall, price control schemes, by interfering
with the price information people rely on to make good
decisions (and which markets require to clear), result in
poor resource allocation (ie they result in allocative
inefficiency).

Exercise 21
1. Define:
a) PRICE CEILING

b) PRICE FLOOR

c) QUOTAS

d) BUFFER STOCK SCHEME

2. What alternative allocation mechanisms are commonly used with the following goods which are often sold at
prices below their equilibrium price? Why don't the firms or the government want the price to be higher?
a) concert tickets for popular rock bands
b) rent-stabilized apartments
c) medical care 
d) heating oil for seniors
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However, there are problems with each solution. With
quotas, there is always the temptation for producers to
cheat. With buffer stock schemes (such as exists for
maple syrup producers in Quebec), there are costs asso-
ciated with storing the excess production and too often
attempts to get rid of it by dumping it on world markets
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b) rent-stabilized apartments
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3. Why are the producers of agricultural goods such as milk and eggs more commonly protected by price floors than
producers of things like wheat or beef? Think about it from the point of view of the consumers as well as the pro-
ducers.

Economics for Canadians74 75

4. Given the supply and demand schedules that follow:
a) Given a maximum price of $3, calculate the quantity of excess demand and compare the total expenditure on the
product before and after the imposition of the ceiling price.
b) Given a minimum price of $7, calculate the quantity of excess supply and compare the total expenditure on the
product before and after the imposition of the floor price.
c) Express your results for 'a' and 'b' on the grid below.

Price ($) 2 3 4 5 6 7     8
Quantity Supplied 2 4 6 8 10 12 14
Quantity Demanded 8 7 6 5 4 3 2

notes
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Lessons 16 through 21 (Elasticity and Government Intervention)

Questions for Review and Extension 

Looking at the market diagram below which shows the impact of an indirect, specific tax:

Economics for Canadians76 77

a) Make note of the producer and consumer surplus in the initial (pre-tax) situation at equilibrium point
P1/Q1.

b) Now, looking at the situation after the tax was applied, shade in and identify the area that represents the tax
that will be collected by the government (the tax amount multiplied by the quantity sold after the tax has been
applied)

c) Now, shade in and identify both the consumer surplus triangle above the tax rectangle and the producer sur-
plus triangle below the tax rectangle.
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Supply (original)

Supply (after tax is applied)

Ta
x A

m
ou

nt

d) Did the tax simply transfer welfare from consumers and producers to the government  in the form of revenue
or was some welfare simply lost as compared to the situation before the tax was applied? If it was lost, shade in
the area that represents this welfare loss that has resulted from the tax.

e) In this situation the amount consumers paid extra per unit (the change from P1 to P2) can be seen to be
about equal to the reduction in the amount that producers received. How would this situation change if
demand was much more inelastic but supply stayed the same? Draw a similar diagram with a very inelastic
demand curve below to determine your answer.

f) If the government decided to legislate a price ceiling at Pc, what would be the impact on producer and con-
sumer surplus as compared to the initial situation described in 'a'? Be sure to first determine how many units
would actually be produced and sold at that price.
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Microeconomics 2 
Market Failure, the Theory of the Firm and Factor Markets

What is market failure and why does it occur?

How do firms operate in general,
and how to they behave in different competitive environments?

How are labour and capital markets unique?

notes
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81

1. Define
MARKET FAILURE

2. In words, try to explain likely reasons why resources are often over-allocated to the production of the
following goods. Why are they produced and consumed to the point where the sum of their costs exceeds the sum
of their benefits?
a) Cigarettes

b) Liquor

c) Cocaine

d) Is there a common theme to the three cases above? Explain.

3. In words, try to explain likely reasons why resources are often under-allocated to the production of the following
goods. Why does their production and consumption stop while the benefits of further production and consumption
still exceed the costs?
a) Education

b) Health care

c) Public gardens

d) Is there a common theme to the three cases above? Explain.

Market FailureLesson 22

Given this definition of what makes markets work, we
can judge a market to have failed whenever it has failed
to allocate resources efficiently (ie has not delivered
allocative efficiency). Generally, market failure is said
to exist wherever good things that people want are
underprovided by markets or bad things that people
don't want are overprovided by markets.

Market failure generally occurs in two situations. The
first is when the people who are making decisions do
not enjoy (or suffer) all of the consequences (ie bene-
fits or costs) of their decisions. The second is when dif-
ferent people participating in a market have different
amounts of information.

Key to understanding market failure is an understand-
ing that behind supply and demand lie costs and bene-
fits. Firms are limited in what they supply by costs, and
people demand things that give them benefits.
Generally, it makes sense to do things so long as the
benefits exceed the costs. We can draw a normal supply
and demand diagram with different labels to express
this for something as dull as the decision as to whether
or not to eat organically and sustainably grown apples
(sustainability is important as I want to ensure that all
of the costs of growing the apples are borne by the
grower).

Observe that until Q1, the benefits I derive from eating
apples (in terms of pleasure and perhaps health) are
greater than the costs I pay (which reflect the costs
incurred by growers, which they pass on to me) in
order to eat apples. Therefore, rationally, I should eat
Q1 apples. If I were to continue buying and eating 
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apples beyond Q1 I would clearly be crazy as the enjoy-
ment I get from doing so is less than the cost. If I were
to stop eating apples somewhere to the left of Q1 I
would also be crazy as I have given up opportunities to
do something that brings me more enjoyment than it
costs.

Basically, consumer surplus and overall welfare is maxi-
mized at Q1 apples. This maximization of welfare is
allocatively efficient.  However, the eating of either
more or less than Q1 apples would constitute market
failure as doing so would lead to a failure to maximize
welfare, and would therefore be allocatively inefficient.

Marginal Private

Cost

Exercise 22

4. In words, try to explain why while some people may want to buy a quality used car and other people may want to
sell a quality used car, mutually beneficial transactions of this nature often do not take place.

5. Explain the idea of allocative efficiency by referring to one of the goods in questions 2 and 3.

Price ($)

QuantityQ1

Marginal Private

Benefit  

As we have learned, markets work when they manage to allocate resources to where they are most needed. Price
information helps producers make choices as to what to produce and which factors of production to use and helps
consumers make choices as to what to purchase. 
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allocative efficiency). Generally, market failure is said
to exist wherever good things that people want are
underprovided by markets or bad things that people
don't want are overprovided by markets.

Market failure generally occurs in two situations. The
first is when the people who are making decisions do
not enjoy (or suffer) all of the consequences (ie bene-
fits or costs) of their decisions. The second is when dif-
ferent people participating in a market have different
amounts of information.

Key to understanding market failure is an understand-
ing that behind supply and demand lie costs and bene-
fits. Firms are limited in what they supply by costs, and
people demand things that give them benefits.
Generally, it makes sense to do things so long as the
benefits exceed the costs. We can draw a normal supply
and demand diagram with different labels to express
this for something as dull as the decision as to whether
or not to eat organically and sustainably grown apples
(sustainability is important as I want to ensure that all
of the costs of growing the apples are borne by the
grower).

Observe that until Q1, the benefits I derive from eating
apples (in terms of pleasure and perhaps health) are
greater than the costs I pay (which reflect the costs
incurred by growers, which they pass on to me) in
order to eat apples. Therefore, rationally, I should eat
Q1 apples. If I were to continue buying and eating 
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apples beyond Q1 I would clearly be crazy as the enjoy-
ment I get from doing so is less than the cost. If I were
to stop eating apples somewhere to the left of Q1 I
would also be crazy as I have given up opportunities to
do something that brings me more enjoyment than it
costs.

Basically, consumer surplus and overall welfare is maxi-
mized at Q1 apples. This maximization of welfare is
allocatively efficient.  However, the eating of either
more or less than Q1 apples would constitute market
failure as doing so would lead to a failure to maximize
welfare, and would therefore be allocatively inefficient.

Marginal Private

Cost

Exercise 22

4. In words, try to explain why while some people may want to buy a quality used car and other people may want to
sell a quality used car, mutually beneficial transactions of this nature often do not take place.

5. Explain the idea of allocative efficiency by referring to one of the goods in questions 2 and 3.

Price ($)

QuantityQ1

Marginal Private

Benefit  

As we have learned, markets work when they manage to allocate resources to where they are most needed. Price
information helps producers make choices as to what to produce and which factors of production to use and helps
consumers make choices as to what to purchase. 
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1. Define:
a) EXTERNALITY

b) NEGATIVE EXTERNALITY

c) DEMERIT GOOD

d) POSITIVE EXTERNALITY

e) MERIT GOOD

2. What would be the costs suffered by you of smoking cigarettes? What would be costs imposed on others through
your smoking cigarettes? Draw the appropriate market failure diagram below for cigarettes, making sure to label it
fully.

Externalities as a Source of Market Failure Lesson 23

If you mentioned in questions 2 and 3 that the problem was that some of the costs and benefits related to the con-
sumption or production of the goods were suffered or enjoyed by others, you understand the externality problem.
An externality exists whenever an economic activity creates benefits or imposes costs on third parties for which
they neither pay nor can seek compensation. More simply stated, externalities are the spill-over effects on third par-
ties of production and consumption.
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Positive externalities occur wherever the spill-over
effects benefit others. Goods that exhibit this character-
istic are called merit goods. As merit goods bestow
benefits on others, we can show merit goods by adding
another line to the cost/benefit graph explored in les-
son 22 to show the benefits enjoyed by the individual
combined with the benefits enjoyed by others. We call
this line marginal social benefit¸ as it shows the sum of
the benefits enjoyed by the individual and others, ie
society.

Notice that the individual will choose to produce or
consume Qp units of the demerit good, but were he to
consider the effects on others of his actions, he should
consume at Qs. However, as others have no way to
make him pay for the costs he is imposing on them, he
will go on at Qp. This over-allocation of resources
results in a welfare loss (the triangle where marginal
social cost is greater than marginal private benefit
between Qs and Qp - shaded on the diagram) and thus
constitutes market failure.

Notice that the individual will choose to produce or
consume Qp units of the merit good, but were he to
consider the effects on others of his actions, he should
be at Qs. However, as he has no way of receiving com-
pensation from them to engage in the activity at the
level they would prefer, he will go on at Qp, leading to a
welfare loss (the triangle where marginal social benefit
is greater than marginal private cost, between Qp and
Qs, shaded on the diagram) and market failure.

Exercise 23

3. What would be the benefits enjoyed by yourself of getting a good education? What would be the benefits enjoyed
by others of your getting a good education? Draw the appropriate market failure diagram below for education, mak-
ing sure to label it fully.

4. Consider a situation where a paper firm is considering opening a pulp and paper mill in a town. What are the
costs and benefits to the firm of doing so? What might be some environmental costs imposed on the town? What
might be some economic benefits enjoyed by the town? Can you think of other cases with both social costs and
benefits?

Negative externalities occur wherever the spill-over
effect is a cost. Goods that exhibit this characteristic are
called demerit goods. As demerit goods impose costs
on others, we can show demerit goods by adding
another line to the cost/benefit graph explored in les-
son 22 to show the costs borne by the individual com-
bined with the costs borne by others. We call this line
marginal social cost¸ as it shows the sum of the costs
borne by the individual and others, ie society.
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We can see that the imposition of the indirect specific
tax has moved MPC upwards so that the new intersec-
tion of MPC + tax and MPB is now at Qpt, which is
very near the socially optimum quantity Qs, and very
much less than Qp, the privately optimum quantity.

In a similar fashion, subsidies can help to correct
instances where positive externalities are a cause of
market failure. Looking at the diagram below:

Policy Responses to Externality ProblemsLesson 24

To help limit the welfare loss due to negative externalities, governments often impose taxes on demerit goods to
increase the marginal private cost, ideally making it coincident with marginal social cost and so eliminating the gap
between the quantity that is socially optimal and the quantity that private individuals will choose to produce and/or
consume. Looking at the diagram below:
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We can see that the subsidy, by lowering the marginal
private cost, results in an intersection of MPC (subsi-
dized) and MPB at Qps. This is quite close the socially
optimum quantity, Qs and quite far from the unsubsi-
dized purely private outcome at Qp.

In extreme cases, governments may choose to directly
provide a merit good or service for free, which would
have the effect of dropping the MPC to zero. This is
commonly done with health care and education.
Regulations making the use of a product compulsory
(ie bicycle helmets) will have the effect of moving the
demand curve/MPB curve to the right (as the benefits
of wearing a helmet now include avoiding a fine AND
avoiding injury), while regulations limiting the use of a
product to certain areas or by certain people (ie smok-
ing laws limiting indoor smoking or smoking by
minors) will have the effect of moving the
demand/MPB curve to the left. In a country with a
public health care system such as Canada, some of the
costs of injuries and illnesses caused by failing to use
helmets or by smoking are borne by taxpayers, justify-
ing such laws. Effective campaigns should similarly have
an effect on the demand/MPB curve. Campaigns to
drink milk or stay in school should make people more
aware of the benefits of such actions, and so result in
the MPB curve moving out to the right. Campaigns to
quit smoking or drink less alcohol, on the other hand,
by making people more aware of the costs of such
behaviour, should result in the MPB curve moving in to
the left. Lastly, laws prohibiting the use of a product
entirely (ie heroin) will result in the disappearance of
the formal market.  

Marginal
Social Cost

Price

Quantity

Marginal
Private Cost

Marginal Private Benefit

Qs Qp

Exercise 24

1. Which of the methods discussed above are used to encourage or discourage the use of the following merit or
demerit goods? 
(Choose from: taxes, subsidies, direct provision, regulations, campaigns)
a) Cigarettes
b) Pornography
c) Education
d) Housing
e) Car exhaust pollution
f) Vaccination

2. Below, draw and correctly label diagrams showing each of the following government responses to an externality
problem. Make sure to write what the spill over costs or benefits would be in each case to justify government inter-
vention.
a) A campaign to reduce problem gambling
b) An initiative to provide free flu shots to seniors and schoolchildren.
c) New regulations limiting the hours that alcohol can be sold in bars and restaurants.
d) A subsidy to encourage the consumption of fresh fruits and vegetables.

Marginal Private
Cost + taxTax

Qpt

Marginal
Social Cost

Price

Quantity

Marginal
Private Cost
(subsidized)

Marginal Private Benefit

Qp Qs

Marginal
Private CostSubsidy

Qps

Marginal Social Benefit

12-05-28  16:47:12  Black
48660_LOU                        ttn84  



We can see that the imposition of the indirect specific
tax has moved MPC upwards so that the new intersec-
tion of MPC + tax and MPB is now at Qpt, which is
very near the socially optimum quantity Qs, and very
much less than Qp, the privately optimum quantity.

In a similar fashion, subsidies can help to correct
instances where positive externalities are a cause of
market failure. Looking at the diagram below:

Policy Responses to Externality ProblemsLesson 24

To help limit the welfare loss due to negative externalities, governments often impose taxes on demerit goods to
increase the marginal private cost, ideally making it coincident with marginal social cost and so eliminating the gap
between the quantity that is socially optimal and the quantity that private individuals will choose to produce and/or
consume. Looking at the diagram below:

Economics for Canadians84 85

We can see that the subsidy, by lowering the marginal
private cost, results in an intersection of MPC (subsi-
dized) and MPB at Qps. This is quite close the socially
optimum quantity, Qs and quite far from the unsubsi-
dized purely private outcome at Qp.

In extreme cases, governments may choose to directly
provide a merit good or service for free, which would
have the effect of dropping the MPC to zero. This is
commonly done with health care and education.
Regulations making the use of a product compulsory
(ie bicycle helmets) will have the effect of moving the
demand curve/MPB curve to the right (as the benefits
of wearing a helmet now include avoiding a fine AND
avoiding injury), while regulations limiting the use of a
product to certain areas or by certain people (ie smok-
ing laws limiting indoor smoking or smoking by
minors) will have the effect of moving the
demand/MPB curve to the left. In a country with a
public health care system such as Canada, some of the
costs of injuries and illnesses caused by failing to use
helmets or by smoking are borne by taxpayers, justify-
ing such laws. Effective campaigns should similarly have
an effect on the demand/MPB curve. Campaigns to
drink milk or stay in school should make people more
aware of the benefits of such actions, and so result in
the MPB curve moving out to the right. Campaigns to
quit smoking or drink less alcohol, on the other hand,
by making people more aware of the costs of such
behaviour, should result in the MPB curve moving in to
the left. Lastly, laws prohibiting the use of a product
entirely (ie heroin) will result in the disappearance of
the formal market.  

Marginal
Social Cost

Price

Quantity

Marginal
Private Cost

Marginal Private Benefit

Qs Qp

Exercise 24

1. Which of the methods discussed above are used to encourage or discourage the use of the following merit or
demerit goods? 
(Choose from: taxes, subsidies, direct provision, regulations, campaigns)
a) Cigarettes
b) Pornography
c) Education
d) Housing
e) Car exhaust pollution
f) Vaccination

2. Below, draw and correctly label diagrams showing each of the following government responses to an externality
problem. Make sure to write what the spill over costs or benefits would be in each case to justify government inter-
vention.
a) A campaign to reduce problem gambling
b) An initiative to provide free flu shots to seniors and schoolchildren.
c) New regulations limiting the hours that alcohol can be sold in bars and restaurants.
d) A subsidy to encourage the consumption of fresh fruits and vegetables.

Marginal Private
Cost + taxTax

Qpt

Marginal
Social Cost

Price

Quantity

Marginal
Private Cost
(subsidized)

Marginal Private Benefit

Qp Qs

Marginal
Private CostSubsidy

Qps

Marginal Social Benefit

12-05-28  16:47:12  Black
48660_LOU                        ttn85  



87

1.Define:
a) PUBLIC GOODS

b) NON-RIVALROUS

c) NON-EXCLUDABLE

d) FREE-RIDER PROBLEM

2.Why are the following goods not public goods? Which condition(s) do they not meet?
a) toll highways

b) an apple or any other food that can be enjoyed only by eating it

c) television from a subscription satellite service

d) concerts in the park that are very popular and draw large crowds

Observe that Marginal Private Benefit and Marginal
Private Cost never intersect, meaning that private indi-
viduals would never have an incentive to provide the
good or service, even though the intersection of
Marginal Social Benefit and Marginal Private Cost sug-
gests that society would gain welfare (the triangle to the
left of the intersection of MPC and MSB) were it to be
provided.

The solution to the public goods problem has histori-
cally been government. Governments alone have the
power to compel us to pay taxes. Thus, governments
can build or provide public goods like road systems,
national defence and lighthouses, and then compel all
of us to pay our share through taxes. Some thinkers
even believe that it was the need to build and maintain
public goods such as irrigation systems which led to the
rise of strong centralized governments in Egypt and the
Middle East in ancient times. Civilization itself may be
considered to be the ultimate public good.

The Problem of Public GoodsLesson 25

Public goods are an extreme case of merit good.
With public goods, the benefits to others utterly dwarf the benefits to the individual. Further, public goods have two
characteristics that make it very unlikely that they will ever be provided by individuals. First, they are non-rivalrous.
This means that if more people use the good, this additional use in no way limits or hinders the enjoyment of those
already using it. For example, if more people want to tune into my favourite radio station, their enjoyment of the
programming in no way reduces the enjoyment I am deriving from listening to the same programming.
Additionally, public goods are non-excludable. This means that the provider cannot meaningfully or effectively bar
others from enjoying the good. The classic example of a public good is a lighthouse. First, if other ships see the light
and avoid the rocks, it in no way limits the ability of my own ships to do the same (non-rivalrous). Further, there is
no way I could effectively bar other ships from seeing the light (non-excludable). 
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The thing with public goods like lighthouses is that
because of their non-rivalrous and non-excludable
nature, individuals are highly unlikely to ever provide
them. This is because if someone were to go to the
expense of building a lighthouse, others would simply
enjoy its signal and the builder would not be able to
exclude them from doing so. This is called the
free-rider problem, so called from the situation where
everyone wants to go somewhere, but everyone waits
for someone else to declare they are going, whereupon
the others can just ask for a ride, as the person is 'going
anyway'. So, what happens is that everyone sits around
waiting for somebody else to build the lighthouse, even
though everyone wants a lighthouse to be built. We can
show the public goods problem with a diagram:

Exercise 25

3. Explain how the public goods problem has made it necessary for broadcast media such as free to air television
and radio to support themselves through advertising. What other solution to this problem has been used in
countries such as Canada and the UK?

4. Do you think health care is an example of a public good, as defined in this lesson? Why or why not? Do you
think it is best provided by government in this case?

5. What other examples of public goods can you think of that are paid for by tax revenues and enjoyed by the
public? 
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What can governments do to help minimize these
sources of market failure? In the case of monopolies,
often governments regulate monopolies, particularly
those that offer utilities like telephone service, electrici-
ty or water. As a regulated monopoly, the government
sets the price that can be charged (usually after discus-
sions with the monopolist). The great thing about this
is that now, instead of facing downward sloping
demand and marginal revenue curves, the monopolist
now faces only a horizontal marginal revenue curve. We
can illustrate the situation using a diagram:

While the nationalized monopoly can be made to
charge a flat price by the government, it also tends to
face ever-increasing costs as there are now no longer
any incentives to keep costs down to earn profits. As
such, over time, costs and hence prices have tended to
rise as was the case in the British coal mining industry
up until the 1970s.

To solve the problem of asymmetric information, a
variety of solutions have been tried and shown effective.
One is government regulation with regards to stan-
dards. For instance, often the sellers of a used car must
submit their car for an inspection. This tends to reduce
the information gap between buyers and sellers.
Similarly, in the financial industry, ratings agencies are
given the job of assessing the risks of various invest-
ments, again to reassure investors as to the worth of
various investment vehicles. Another solution that has
been applied to health insurance has been to compel
mandatory enrolment in a government scheme, aka
Medicare. This overcomes the adverse selection
problem that tends to bedevil voluntary health insur-
ance schemes, where at any set premium, those individ-
uals with better health than average will opt out, thus
leaving only those with poorer than average health in
the scheme, thus forcing the insurer to increase premi-
ums, thus causing more people to opt out, and so on
and so forth until the insurer is forced to discontinue
offering insurance. On the other hand, if everyone is
part of the pool of insured, the insurer can accurately
calculate the average cost per person of providing insur-
ance, and charge accordingly. Canada's Employment
Insurance (EI) scheme is mandatory for all work-
ers(including those with very little risk of losing their
jobs) for this reason.

Other Sources of Market Failure:Lesson 26

Market failure can also be the consequence of monopoly power. The monopolist, as the sole supplier of a good
with no close substitutes, over time will know how many units of his product people are willing to buy at different
prices. As such, he knows how much extra revenue he will collect if he lowers prices to get more customers. As a
result of his knowing this he is unlikely to allocate resources in a way that maximizes welfare (ie his level of output
will be allocatively inefficient). We can show this using a table:
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If the monopolist could supply the good at a cost of $4
per unit, the allocatively efficient output would be 7, as
that is where the benefit/demand is equal to the
cost/supply. However, the monopolist knows that at
the 4th unit his total profits are greatest. Notice that
were he to produce a 5th unit, it would cost him $4 to
produce but he would only collect an extra $2. We can
show this situation as a graph as well:

Monopoly Power and Asymmetric Information

Price 10 9 8 7 6 5 4 3

Quantity Demanded 1 2 3 4 5 6 7 8

Total Revenue (P*Q) 10 18 24 28 30 30 28 24

Extra (Marginal) Revenue --- 8 6 4 2 0 -2 -4

from extra unit

Notice that the monopolist will produce only until Qm,
where marginal revenue is equal to marginal private
cost. However, the socially optimal output is Qso,
where marginal private cost = marginal private benefit.
This failure to produce where the MPB exceeds the
MPC results in a welfare loss (indicated on the dia-
gram). Thus, an output of Qm is allocatively inefficient
and therefore would, unchecked, constitute an instance
of market failure.

The problem of asymmetric information is best illus-
trated with insurance. I may want to buy private dental
insurance. However, the condition of my teeth is
known only by me. The insurance company knows that
it does not know as much as I do about my teeth, and
their reluctance to trust me will make them reluctant to
sell me insurance at a reasonable price. If they knew the
condition of my teeth, they would be able to calculate a
premium that would make sense. Sadly, a transaction
which would be of benefit to both me and the insurance
company doesn't take place due to the different
amounts of information available to us. This failure to
find a way to enjoy potential welfare gains is what
makes this an instance of market failure. Similar prob-
lems exist in markets for things such as used cars or
antiques.

Assuming as we did previously that the supply curve is
also perfectly elastic, the monopolist now has no incen-
tive to restrict output. As he makes a set amount of profit
per unit sold (the difference between the two lines) he
will be eager to supply as much as consumers require,
thus eliminating the major allocative inefficiency/market
failure which can result from monopoly power.

Another solution to the problem of monopoly power is
trade liberalization. If there is a local or national monop-
oly, trade liberalization, by introducing competition, can
often cause the monopolist to behave more competitive-
ly and offer their goods at a constant market price, mim-
icking the solution above. Nationalization has also been
tried in the past, but it has tended to be unsuccessful. 
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Other Sources of Market Failure:Lesson 26

Market failure can also be the consequence of monopoly power. The monopolist, as the sole supplier of a good
with no close substitutes, over time will know how many units of his product people are willing to buy at different
prices. As such, he knows how much extra revenue he will collect if he lowers prices to get more customers. As a
result of his knowing this he is unlikely to allocate resources in a way that maximizes welfare (ie his level of output
will be allocatively inefficient). We can show this using a table:
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If the monopolist could supply the good at a cost of $4
per unit, the allocatively efficient output would be 7, as
that is where the benefit/demand is equal to the
cost/supply. However, the monopolist knows that at
the 4th unit his total profits are greatest. Notice that
were he to produce a 5th unit, it would cost him $4 to
produce but he would only collect an extra $2. We can
show this situation as a graph as well:

Monopoly Power and Asymmetric Information

Price 10 9 8 7 6 5 4 3

Quantity Demanded 1 2 3 4 5 6 7 8

Total Revenue (P*Q) 10 18 24 28 30 30 28 24

Extra (Marginal) Revenue --- 8 6 4 2 0 -2 -4

from extra unit

Notice that the monopolist will produce only until Qm,
where marginal revenue is equal to marginal private
cost. However, the socially optimal output is Qso,
where marginal private cost = marginal private benefit.
This failure to produce where the MPB exceeds the
MPC results in a welfare loss (indicated on the dia-
gram). Thus, an output of Qm is allocatively inefficient
and therefore would, unchecked, constitute an instance
of market failure.

The problem of asymmetric information is best illus-
trated with insurance. I may want to buy private dental
insurance. However, the condition of my teeth is
known only by me. The insurance company knows that
it does not know as much as I do about my teeth, and
their reluctance to trust me will make them reluctant to
sell me insurance at a reasonable price. If they knew the
condition of my teeth, they would be able to calculate a
premium that would make sense. Sadly, a transaction
which would be of benefit to both me and the insurance
company doesn't take place due to the different
amounts of information available to us. This failure to
find a way to enjoy potential welfare gains is what
makes this an instance of market failure. Similar prob-
lems exist in markets for things such as used cars or
antiques.

Assuming as we did previously that the supply curve is
also perfectly elastic, the monopolist now has no incen-
tive to restrict output. As he makes a set amount of profit
per unit sold (the difference between the two lines) he
will be eager to supply as much as consumers require,
thus eliminating the major allocative inefficiency/market
failure which can result from monopoly power.

Another solution to the problem of monopoly power is
trade liberalization. If there is a local or national monop-
oly, trade liberalization, by introducing competition, can
often cause the monopolist to behave more competitive-
ly and offer their goods at a constant market price, mim-
icking the solution above. Nationalization has also been
tried in the past, but it has tended to be unsuccessful. 
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Supply/Marginal
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The most obvious example of this would be a common grazing pasture enjoyed by all members of a village.
Economic theory suggests that as no one owns the pasture, the individual villagers will each try to graze their own
animals on it as much as possible with the result that, over time, the pasture will become destroyed through over-
grazing. This is a tragedy because no one wants the pasture to be destroyed. Nonetheless, it will be destroyed
because the incentive for individuals to take more than their share of grazing before others do likewise is irresistible.

On the graph, be sure to mark in the allocatively efficient output and the output chosen by the profit maximizing
monopolist.

Exercise 26
1. Define:
a) ASYMMETRIC INFORMATION

b) MONOPOLY POWER

2. The monopolist knows the demand curve for his product and therefore he knows how much extra revenue he
collects whenever he lowers the price to attract more customers. The reason the extra or marginal revenue from
each new customer is less than the price he charged them is because to get the extra customer he had to accept less
from his previous customers because there is no way they are going to continue paying the old price while the new
customer gets to pay a lower price.
Complete a table and graph similar to the one in the lesson based upon the story below:
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The Tragedy of the Commons
(and other environmental applications of market failure)

Lesson 27

The tragedy of the commons refers to the problem of managing commonly enjoyed resources. 

One solution to the tragedy of the commons is to make
the commonly held resource private property. If the vil-
lagers now all own their own bit of the previously com-
monly held pasture, they will look after their bit of it
because it is now in their interest that it remains able to
support grazing into the future. Simply put, clear indi-
vidual ownership of a resource should help to ensure
that people will be stewards (ie they will look after it for
the benefit of future users) of the resource and promote
its sustainable use.

Price

Quantity Demanded

Total Revenue

Marginal Revenue

Price

Quantity

A Vancouver ice cream vendor knows that if he sells an ice cream to a Japanese tourist, he can 
charge $5. However, if he wants to sell to both a Japanese and a European tourist, he will need 
to lower his price to $4. If he wants to sell to an American tourist as well, he will need to drop 
his price to $3. Finally, if he wants to sell to a Canadian as well he will have to drop his price to 
$2. His ice lollies cost him $2 each.

Oceanic fish stocks are another example of a resource
that has been used unsustainably due to its commonly
held nature. No one owns the fish in the ocean, and
therefore individual fishing nations like Spain and
Taiwan have every incentive to take as many as they
can before other nations do the same. The result has
been widespread overfishing and the collapse of fish
stocks worldwide. Attempts to make fish stocks nation-
ally owned and managed through the extension of 200
mile coastal exclusion zones have not been entirely suc-
cessful because the same incentives exist for each
nation's fishermen as well.

To counter such tendencies, one option would be to
grant atmospheric property rights to private owners,
who would then have the power to sue polluters for
fouling their property. However, this would be cumber-
some. Another option is to assign property rights to the
pollution, in the form of tradable pollution permits.
Thus, if a firm or person wishes to pollute, they need to
purchase a permit. They can only purchase a permit
from another polluter. Thus, the person holding a per-
mit has an incentive to reduce his pollution as if he
does so, he can make money by selling his permit to
someone else.

The big advantage of tradable permits is that they can
give us significant pollution abatement at a cost to the
economy that is much less than with traditional regula-
tion or pollution taxes. Let's take an example with three
firms, ACME, BOBO and CROECKO. ACME pollutes
50 t, BOBO 80 t and CROECKO 100 t. The cost for
ACME to reduce its pollution by 1 t is $20, while for
BOBO it is $10 and for CROECKO it is $5.
Regulations requiring each form to reduce pollution by
20% will cost ACME $200, BOBO $160 and
CROECKO $100, making a total of $460. By contrast,
if there were a system of tradable permits, the pollution
abatement would all be done by CROECKO, who
would then sell its excess permits to the other firms.
This would be much less costly overall, as CROECKO
could reduce pollution by 46 t for only $230. If
CROECKO sold the permits for $8, while they would
make money, it would still save money for the other
firms. Overall, pollution levels would be reduced at less
cost than with blanket regulations.

Another application of this problem is pollution. As we
seem to regard the atmosphere as a commonly held
resource, individual polluters have an incentive to pol-
lute as much as possible before others do the same, with
the net result being the fouling of the atmosphere upon
which we all depend. 
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Comprehensive pollution taxes are another market-ori-
ented way to address environmental problems. The
Liberal Party's recent 'Green Shift' plan proposed to
partially replace traditional taxes on income and sales
with pollution (and specifically, carbon dioxide emis-
sions) taxes. Australia is also contemplating such a
change to its tax code. One reason that such changes
are being proposed is the Kyoto Accord on global cli-
mate change. Canada signed the agreement in the
1990s, pledging to cut its greenhouse gas emissions by
2012 to 6% below the level of emissions in 1990.
However, since the agreement was signed, Canada's
emissions of greenhouse gases have only risen. In
recognition of the fact that Canada would not be able
to honour its pledge, Canada withdrew from the Kyoto
Accord in 2011.

While Canada has withdrawn from the Kyoto Accord, it
is certain that in the future Canada will be asked to sign
further global treaties tackling the issue of climate 

Firm Pollution (in tonnes)    20% abatement req't (in tonnes) *   Cost/tonne ($) = Total Cost($)
ACME 50 10 20 200
BOBO 80 16 10 160
CROECKO 100 20 5 100

TOTAL 230                         46                                                          $ 460

Firm Pollution abated (t)*Cost/t  + (Permits purchased - Permits sold)*Price/Permit ($)  =   Total Cost($)
ACME 0 20 10 0 8 80
BOBO 0 10 16 0 8 128
CROECKO          46                5             0                       - 26         8                  22

TOTAL 46 $ 230

Situation 1 Blanket Regulation

Expressing the situations using tables:

Situation 2 Blanket Regulation

change that will likely demand even deeper cuts in our
emissions of greenhouse gases. If this is the case, we can
expect carbon taxes to make our fuel and our goods and
services more expensive, as their prices will then in-
corporate the atmospheric and environmental costs
which are now externalities of their production and
consumption.

{CROECKO reduces 46 t of pollution at a cost of $5/t, but collects money from selling permits}

Exercise 27

1. Define:
a) TRAGEDY OF THE COMMONS

b) TRADABLE POLLUTION PERMITS

2. As certain species of fish become ever more overfished and hence more scarce, their value on world markets rises.
How might this make sustainable fishing almost impossible to practice?

3. Consider an example of a river with three uses. First, a paper mill uses the river to dispose of its effluent.
Secondly, a fishing lodge downstream uses the river for recreational and sport fishing. Lastly, a town further down-
stream uses the river for its drinking water. 
a) In the absence of a clearly defined property right over the river water, what problems are likely to arise between
these users of the river water?

b) How might the situation be improved if the town were to be given ownership of the river water?
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c) Compare the outcome in 'b' to the outcome that would prevail if the paper mill were given ownership of the river
water. Would the outcomes be any different depending on who was given the property right? Why or why not?

4. A pollution permit scheme is not static. If government notices that the price of permits is falling, obviously firms
have found easier and cheaper ways to reduce pollution. What could governments do in this case to keep the pres-
sure on firms to continue to find ways to reduce pollution? Explain your answer.

Economics for Canadians94 95

5. Research the issue of global warming. Using a diagram, explain the negative externalities associated with the use
of fossil fuels. Evaluate some of the proposed policy responses to the problem of global warming, in particular car-
bon taxes, cap and trade schemes, and subsidies for green technologies. Why are binding international agreements
(Kyoto, Copenhagen) necessary to solve the problem of global warming?

12-05-28  16:47:13  Black
48660_LOU                        ttn94  



c) Compare the outcome in 'b' to the outcome that would prevail if the paper mill were given ownership of the river
water. Would the outcomes be any different depending on who was given the property right? Why or why not?

4. A pollution permit scheme is not static. If government notices that the price of permits is falling, obviously firms
have found easier and cheaper ways to reduce pollution. What could governments do in this case to keep the pres-
sure on firms to continue to find ways to reduce pollution? Explain your answer.

Economics for Canadians94 95

5. Research the issue of global warming. Using a diagram, explain the negative externalities associated with the use
of fossil fuels. Evaluate some of the proposed policy responses to the problem of global warming, in particular car-
bon taxes, cap and trade schemes, and subsidies for green technologies. Why are binding international agreements
(Kyoto, Copenhagen) necessary to solve the problem of global warming?

12-05-28  16:47:13  Black
48660_LOU                        ttn95  



Lessons 22 through 27 (Market Failure)

Questions for Review and Extension 

1. How does asymmetric information often scupper potentially mutually beneficial deals for Persian carpets and
other valuable but unique objects sold in bazaars and souks? How could governments intervene to increase con-
sumer information and confidence in such situations?

2. Given that markets can fail to allocate resources optimally when it comes to merit goods, demerit goods and pub-
lic goods, should we then advocate a command economy? Why or why not?

3. Native people living on reserves often have very poor housing compared to other Canadians. Can this poor hous-
ing be attributed to market failure, considering that housing on reserves is generally provided by the Department of
Indian Affairs? Explain your answer.

Economics for Canadians96 97

4. As health care and education are more likely merit goods than public goods, why do we in Canada insist that such
goods be provided by the government and paid for by taxes, as would be the case for public goods like infrastructure
and national defence? Might it be beneficial for governments to merely subsidize health and education as is general-
ly suggested for merit goods? Explain your answer.

5. Taxes on carbon dioxide emissions are seen as an effective way to combat global climate change. Do you think
that carbon dioxide emissions qualify as a demerit good? If so, do you feel that taxing them would help to solve the
problem of global warming? Feel free to use a diagram in your answer.
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More about Producers
The Goals of Firms and the Calculation of Profit

Lesson 28

While we modelled the producer in order to derive the supply curve some time ago, it is now time to model more
precisely the firm, or productive enterprise. In our earlier model, we stated that the goal of the firm was to make
profits. This remains fundamentally true as in order to stay in business a firm must earn profits, but we must
acknowledge other subsidiary goals, such as increasing sales or market share, producing a quality good or service, or
providing employment. We should see that the goal of profit maximization often depends upon meeting these other
goals. For instance, Toyota has long had a policy of life-long employment. This in turn has inspired employee loyal-
ty which in turn has led to workers being committed to quality. Toyota's reputation for quality in turn led to the
firm capturing market share from other automakers which in the end has made Toyota a very profitable company.

Economics for Canadians98 99

Fixed, variable and total costs can all be divided by the
quantity of output to give us average fixed, average vari-
able and average total costs. Lastly, marginal costs can
be found by calculating the increase in total costs result-
ing from increasing output by one unit. Marginality is
an important idea in economics that always has to do
with the effect of 'one more'.

Revenue is the amount of money the firm collects from
customers. Total revenue is the total amount collected.
If I divide this amount by the quantity of output sold, I
will have calculated average revenue. If I look at the
impact on total revenue of selling one more unit of out-
put, I will have found the marginal revenue.

From above, total profit is the difference between total
revenue and total cost. If this profit is just equal to what
is required for the firm to stay in business, including the
opportunity costs of the entrepreneur (ie what he or
she could earn were they to go to work for someone
else), then we say the firm is earning normal profits. If
the firm is earning anything in addition to this amount,
we can say that it is earning economic profits (also
known as supernormal or abnormal profits).

We can understand costs in a number of ways.
Economic costs (also discussed in lesson 6) are the
value of all resources sacrificed to produce a good,
including explicit costs (materials and labour for which
payment is made to others) as well as implicit costs
(resources which do not result in payments to others
for things such as one's own time {in the case of an
entrepreneur} or the use of a friend's workspace for
free). A distinction affecting explicit costs is between
fixed and variable costs. Fixed costs are those that
don't change when output changes. For instance, if I
am operating a restaurant, my rent will be the same no
matter whether I serve 2 meals or 200.

Profit = Revenue - Cost

Having accepted the goal of profit maximization, how
do we calculate profits? At the heart of the theory of the
firm is this equation:

On the other hand, variable costs are those costs that
do change when output changes. For instance, if I serve
200 meals, I would have had to buy more bread and
meat and vegetables than if I serve only two. Total
costs are simply the sum of total fixed and total variable
costs.

It is important to note that the existence of fixed
costs is what defines the short run. Only in the
short run is it impossible to change some of your
arrangements, and hence costs. For instance, so
long as I am bound by my lease, my rent is a fixed
cost, but when my lease comes up for renewal, I
can choose to renew, or choose to go to another
location for more or less rent, making it a variable
cost. When all of a firm's costs are variable, the firm
is operating in the long run. The time period
between the short and long run will vary depending
on the industry.

2. Given the following table listing the total economic cost to produce various quantities of output, complete the
table. Every unit of output is sold for $5 (which means both marginal revenue and average revenue are $5).
Hints and other questions are on the next page. 

Exercise 28

Quantity Total Cost ($) Marginal Cost Average Cost Total Revenue   Total Profit
0 10 -- -- 0 -10
1 17 7
2 22 11
3 25 15 -10

4 27
5 29
6 31

7 34
8 38
9 43
10 49

1. Define:
a)  FIXED COSTS

b)  VARIABLE COSTS

c) TOTAL COSTS

d)  AVERAGE TOTAL COSTS

e) MARGINAL COSTS

f)  NORMAL PROFITS

g) ECONOMIC PROFITS
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impact on total revenue of selling one more unit of out-
put, I will have found the marginal revenue.

From above, total profit is the difference between total
revenue and total cost. If this profit is just equal to what
is required for the firm to stay in business, including the
opportunity costs of the entrepreneur (ie what he or
she could earn were they to go to work for someone
else), then we say the firm is earning normal profits. If
the firm is earning anything in addition to this amount,
we can say that it is earning economic profits (also
known as supernormal or abnormal profits).

We can understand costs in a number of ways.
Economic costs (also discussed in lesson 6) are the
value of all resources sacrificed to produce a good,
including explicit costs (materials and labour for which
payment is made to others) as well as implicit costs
(resources which do not result in payments to others
for things such as one's own time {in the case of an
entrepreneur} or the use of a friend's workspace for
free). A distinction affecting explicit costs is between
fixed and variable costs. Fixed costs are those that
don't change when output changes. For instance, if I
am operating a restaurant, my rent will be the same no
matter whether I serve 2 meals or 200.

Profit = Revenue - Cost

Having accepted the goal of profit maximization, how
do we calculate profits? At the heart of the theory of the
firm is this equation:

On the other hand, variable costs are those costs that
do change when output changes. For instance, if I serve
200 meals, I would have had to buy more bread and
meat and vegetables than if I serve only two. Total
costs are simply the sum of total fixed and total variable
costs.

It is important to note that the existence of fixed
costs is what defines the short run. Only in the
short run is it impossible to change some of your
arrangements, and hence costs. For instance, so
long as I am bound by my lease, my rent is a fixed
cost, but when my lease comes up for renewal, I
can choose to renew, or choose to go to another
location for more or less rent, making it a variable
cost. When all of a firm's costs are variable, the firm
is operating in the long run. The time period
between the short and long run will vary depending
on the industry.

2. Given the following table listing the total economic cost to produce various quantities of output, complete the
table. Every unit of output is sold for $5 (which means both marginal revenue and average revenue are $5).
Hints and other questions are on the next page. 

Exercise 28

Quantity Total Cost ($) Marginal Cost Average Cost Total Revenue   Total Profit
0 10 -- -- 0 -10
1 17 7
2 22 11
3 25 15 -10

4 27
5 29
6 31

7 34
8 38
9 43
10 49

1. Define:
a)  FIXED COSTS

b)  VARIABLE COSTS

c) TOTAL COSTS

d)  AVERAGE TOTAL COSTS

e) MARGINAL COSTS

f)  NORMAL PROFITS

g) ECONOMIC PROFITS
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Hints:
Fixed costs are the total costs when output is zero. These are clearly the costs that don't depend on output. What
are the fixed costs in this example?
To calculate the marginal cost of a unit, figure out the difference in total costs incurred by that unit. For instance,
if total costs go from $10 for 0 units to $17 for 1 unit, well, that unit increased total costs by $7, hence the marginal
cost of the first unit is $7.
To calculate the average cost per unit at a certain output level, take the total costs for that quantity and divide by
the quantity produced. For instance, if the total cost to produce 2 units is $22, then the average cost per unit at an
output of 2 is $11.
As, in our example, every unit of output is sold for the same price ($5), marginal and average revenue would be
the same. Imagine it like this - if you always got the same grade on all of your tests, your average would always be
the same as well. In a case like this, total revenue can be calculated simply by multiplying the quantity by the price.
So, sales of 3 units would yield total revenue of $15.
Lastly, total profit is calculated simply by subtracting total costs from total revenue. What is the profit maximiz-
ing output (ie where is profit greatest)? What are the economic profits at this output?

3. On one grid below, using data from the table, graph total revenue and total cost. On the other grid, graph margin-
al and average cost and marginal/average revenue (recall they are the same in this case). What is true at the profit
maximizing output?

Further Relationships between Revenues, Costs and ProfitsLesson 29

The classic revenue/cost diagram for an individual firm is like the one you just drew on the previous page. I will
reproduce a similar diagram below to demonstrate some critical relationships and points.

Lowest Average Cost occurs where marginal cost crosses average cost. Why is this? Well, consider if you had test
grades out of 20 and averages as follows:

Test Grades (Marginal)20 18 16 14 12 14 16
Totals 20 38 54 68 80 94 110
Average 20 19 18 17 16 15.6 15.7

Notice that when my grade went from 12 to 14, my average still went down from 16 to 15.6. This is because the
score of 14 was still below the previous average of 16. However, once my score went to 16, as this score was above
the previous average of 15.6 so my average rose to 15.7. So long as your marginal test scores are below your average,
your average will fall. Only when your test scores move above your average will the average rise. Therefore, the aver-
age must be at its lowest point where it is equal to the marginal. So, whenever you draw cost diagrams, make sure
that the lowest average cost is drawn where it crosses marginal cost.  If, however, marginal values are constant (a
horizontal line), then the average will be constant as well, at the same value (ie if you always got the same score on
every test, your average would always be that same score as well).

The Break-Even Point occurs where average revenue is equal to average cost (AR = AC). If, on average, your out-
put cost you the same amount to produce as you sold it for, you have obviously neither made profits nor losses. On
the diagram the break-even point is at Q1.

The Profit Maximizing Point occurs where marginal revenue is equal to marginal cost (MR=MC). This marginal
rule is very important. Logically we can see that if the cost to produce one extra unit is less than what it can be sold
for, the firm should produce and sell it. On the other hand, if the cost to produce one extra unit is more than what it
can be sold for, then the firm should not produce and sell it. Therefore we can see that the firm should stop produc-
tion where the cost to produce one extra unit is the same as the extra revenue that selling that extra unit will bring.
Only at this point has the firm exhausted all of its opportunities to make profits. On the diagram the profit maximiz-
ing output is at Q2.

Q1 Q2 Output

P1

Price

Lowest Average Cost

Marginal Cost

Average Cost

Average/Marginal Revenue
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Hints:
Fixed costs are the total costs when output is zero. These are clearly the costs that don't depend on output. What
are the fixed costs in this example?
To calculate the marginal cost of a unit, figure out the difference in total costs incurred by that unit. For instance,
if total costs go from $10 for 0 units to $17 for 1 unit, well, that unit increased total costs by $7, hence the marginal
cost of the first unit is $7.
To calculate the average cost per unit at a certain output level, take the total costs for that quantity and divide by
the quantity produced. For instance, if the total cost to produce 2 units is $22, then the average cost per unit at an
output of 2 is $11.
As, in our example, every unit of output is sold for the same price ($5), marginal and average revenue would be
the same. Imagine it like this - if you always got the same grade on all of your tests, your average would always be
the same as well. In a case like this, total revenue can be calculated simply by multiplying the quantity by the price.
So, sales of 3 units would yield total revenue of $15.
Lastly, total profit is calculated simply by subtracting total costs from total revenue. What is the profit maximiz-
ing output (ie where is profit greatest)? What are the economic profits at this output?

3. On one grid below, using data from the table, graph total revenue and total cost. On the other grid, graph margin-
al and average cost and marginal/average revenue (recall they are the same in this case). What is true at the profit
maximizing output?

Further Relationships between Revenues, Costs and ProfitsLesson 29

The classic revenue/cost diagram for an individual firm is like the one you just drew on the previous page. I will
reproduce a similar diagram below to demonstrate some critical relationships and points.

Lowest Average Cost occurs where marginal cost crosses average cost. Why is this? Well, consider if you had test
grades out of 20 and averages as follows:

Test Grades (Marginal)20 18 16 14 12 14 16
Totals 20 38 54 68 80 94 110
Average 20 19 18 17 16 15.6 15.7

Notice that when my grade went from 12 to 14, my average still went down from 16 to 15.6. This is because the
score of 14 was still below the previous average of 16. However, once my score went to 16, as this score was above
the previous average of 15.6 so my average rose to 15.7. So long as your marginal test scores are below your average,
your average will fall. Only when your test scores move above your average will the average rise. Therefore, the aver-
age must be at its lowest point where it is equal to the marginal. So, whenever you draw cost diagrams, make sure
that the lowest average cost is drawn where it crosses marginal cost.  If, however, marginal values are constant (a
horizontal line), then the average will be constant as well, at the same value (ie if you always got the same score on
every test, your average would always be that same score as well).

The Break-Even Point occurs where average revenue is equal to average cost (AR = AC). If, on average, your out-
put cost you the same amount to produce as you sold it for, you have obviously neither made profits nor losses. On
the diagram the break-even point is at Q1.

The Profit Maximizing Point occurs where marginal revenue is equal to marginal cost (MR=MC). This marginal
rule is very important. Logically we can see that if the cost to produce one extra unit is less than what it can be sold
for, the firm should produce and sell it. On the other hand, if the cost to produce one extra unit is more than what it
can be sold for, then the firm should not produce and sell it. Therefore we can see that the firm should stop produc-
tion where the cost to produce one extra unit is the same as the extra revenue that selling that extra unit will bring.
Only at this point has the firm exhausted all of its opportunities to make profits. On the diagram the profit maximiz-
ing output is at Q2.

Q1 Q2 Output

P1

Price

Lowest Average Cost

Marginal Cost

Average Cost

Average/Marginal Revenue
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Lastly, we should look at the prices at which firms will stay in business and make profits, stay in business even
though they are making losses, and shut down. In the diagram above the firm is making profits so long as average
revenue is greater than average cost. Notice that at the profit maximizing output Q2, average cost is below average
revenue. The difference between average cost and average revenue at Q2 is the 'average profit'. Total profits could
be calculated by multiplying this amount by the quantity Q2.

By looking at this next diagram we can determine other key prices that divide profit making from loss making and
staying in business from going out of business.

Pzp (or price - zero profit) is the dividing line between making profits and making losses. At Pzp, which is both
marginal and average revenue, the profit maximizing condition (MR = MC) occurs at the same point as the break-
even condition (AR = AC). Given the cost curves given, if price is above Pzp, the firm makes economic profits, but
if it is below, it will make a loss (ie negative economic profit,  TR < TC).

Between Pzp and Psd, the firm will make a loss, but it will stay in business in the short term. This is because it is
covering its average variable costs. As it has to pay its fixed costs no matter what, so long as a company is able to
earn a bit more than its variable costs, it might as well stay in business and at least put some revenue towards paying
its fixed costs, as the alternative is to pay all of the fixed costs out of pocket. Airlines are often in this situation. They
have enormous fixed costs in their airplanes, their landing rights, and even fuel and staff costs. Their variable costs
are relatively small, such as the cost of the catered onboard meals. So long as their ticket prices can cover their
variable costs and some of their fixed costs, they will continue to fly. However, when it is necessary to buy new air-
planes the airlines will probably be forced to go out of business. Firms can operate at a loss in the short term, but
not forever.

Lastly, if the price falls below Psd (or price - shut down) in the short run, the firm will shut down. At this price, the
firm is not even covering its variable costs. Every additional unit of output is adding to its losses. Therefore the
firm's losses can be minimized by shutting down.

Exercise 29
1. Define:
a) LOWEST AVERAGE COST

b) BREAK-EVEN POINT

c) PROFIT MAXIMIZING POINT

2. Referring to the diagram below:
a) Mark in the profit maximizing output, according to the profit maximizing condition MR = MC.
b) At this point, is the firm making profits? If so, shade in the area that represents these profits (shade the difference
between AR and AC from the vertical axis to the profit maximizing output).
c) If the price for the firm's products were to be lowered to P2, would the firm stay in business or shut down?
Explain your answer.

3. Explain in your own words why average total cost is at a minimum where it crosses marginal cost in situations
where marginal costs first fall before rising.

Quantity

Pzp

Price

Average Total Cost

Marginal Cost

Average Variable Cost

Psd

Quantity

P1

Price

Average Total Cost

Marginal Cost

P2

Marginal Revenue = AR
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Lastly, we should look at the prices at which firms will stay in business and make profits, stay in business even
though they are making losses, and shut down. In the diagram above the firm is making profits so long as average
revenue is greater than average cost. Notice that at the profit maximizing output Q2, average cost is below average
revenue. The difference between average cost and average revenue at Q2 is the 'average profit'. Total profits could
be calculated by multiplying this amount by the quantity Q2.

By looking at this next diagram we can determine other key prices that divide profit making from loss making and
staying in business from going out of business.

Pzp (or price - zero profit) is the dividing line between making profits and making losses. At Pzp, which is both
marginal and average revenue, the profit maximizing condition (MR = MC) occurs at the same point as the break-
even condition (AR = AC). Given the cost curves given, if price is above Pzp, the firm makes economic profits, but
if it is below, it will make a loss (ie negative economic profit,  TR < TC).

Between Pzp and Psd, the firm will make a loss, but it will stay in business in the short term. This is because it is
covering its average variable costs. As it has to pay its fixed costs no matter what, so long as a company is able to
earn a bit more than its variable costs, it might as well stay in business and at least put some revenue towards paying
its fixed costs, as the alternative is to pay all of the fixed costs out of pocket. Airlines are often in this situation. They
have enormous fixed costs in their airplanes, their landing rights, and even fuel and staff costs. Their variable costs
are relatively small, such as the cost of the catered onboard meals. So long as their ticket prices can cover their
variable costs and some of their fixed costs, they will continue to fly. However, when it is necessary to buy new air-
planes the airlines will probably be forced to go out of business. Firms can operate at a loss in the short term, but
not forever.

Lastly, if the price falls below Psd (or price - shut down) in the short run, the firm will shut down. At this price, the
firm is not even covering its variable costs. Every additional unit of output is adding to its losses. Therefore the
firm's losses can be minimized by shutting down.

Exercise 29
1. Define:
a) LOWEST AVERAGE COST

b) BREAK-EVEN POINT

c) PROFIT MAXIMIZING POINT

2. Referring to the diagram below:
a) Mark in the profit maximizing output, according to the profit maximizing condition MR = MC.
b) At this point, is the firm making profits? If so, shade in the area that represents these profits (shade the difference
between AR and AC from the vertical axis to the profit maximizing output).
c) If the price for the firm's products were to be lowered to P2, would the firm stay in business or shut down?
Explain your answer.

3. Explain in your own words why average total cost is at a minimum where it crosses marginal cost in situations
where marginal costs first fall before rising.

Quantity

Pzp

Price

Average Total Cost

Marginal Cost

Average Variable Cost

Psd

Quantity

P1

Price

Average Total Cost

Marginal Cost

P2

Marginal Revenue = AR
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Market Structure 1 - Perfect CompetitionLesson 30

While we assume all firms seek to maximize profits, the different environments that firms operate in lead to very dif-
ferent results, for both the firms and for society at large.

The first environment or market structure we will look at is called perfect competition. As it is called 'perfect', it
doesn't actually exist. However, it is useful as a yardstick against which to measure the relative competitiveness of
real markets and industries (like agriculture, retailing etc.)

Economics for Canadians104 105

We can show these results in a graph showing a firm at long-run equilibrium under perfect competition:

The conditions of perfect competition are as follows:
1.There are many buyers and sellers.

2.The product is homogeneous (undifferentiated).

3. There are no barriers to entry or exit into the
industry. It is easy to start or end a business. As well,
productive resources can move easily into or out of the
industry.

4. Buyers and sellers both have perfect information.
Buyers know the prices being asked by all sellers and
producers have similar technology and know what
other producers are doing.

The price-taker result is expressed by the horizontal
marginal/average revenue line. Every unit sold is sold at
the market price, no more, no less.

The normal profits result is expressed by having output
be set where marginal cost and average cost and mar-
ginal and average revenue all intersect. At the market
price P, the firm's profit maximizing point (MR = MC)
is equal to its break-even point (AR = AC).

Lastly, regarding efficiency, notice that at the profit
maximizing/break-even output point, average costs are
at a minimum (productive efficiency) and the price is
equal to the marginal cost at this point (allocative effi-
ciency). The term 'allocative efficiency' up to this point
has meant that welfare has been maximized as resources
have gone to where they were needed. Note that the
condition of P=MC means the same thing, just
expressed differently. If at any given level of output, the
price is equal to the marginal cost of the last unit pro-
duced and consumed, then everyone whose benefits (as
indicated from the price they are willing to pay) from 

The results of these conditions are predictable:
1. Firms will be price-takers. They will not be able to
charge any more than 'the market price', as if they do,
customers will just buy identical goods for the market
price from another seller.
2. Because of the ease of entry and exit, in the long run
firms will earn only normal (ie they will earn zero eco-
nomic/supernormal) profits. The minute firms in the
industry begin to earn economic profits new firms will
enter the industry. This will increase the supply and
reduce the market price, eliminating the opportunity to
earn profits. Similarly, if prices are so low that firms are
making losses, firms will leave the industry until supply
decreases and prices rise.
3. Firms are allocatively and productively efficient. The
price will be equal to the marginal cost of the last unit
produced, and output will be produced at lowest aver-
age cost.

Quantity

P

Price($)

Average Cost

Marginal Cost

Marginal/Average Revenue

consumption exceed the costs of production (as indi-
cated by the marginal cost) will have been able to buy
and enjoy the good. Basically, to maximize welfare, peo-
ple should be able to buy the goods that they desire so
long as they are willing and able to pay the necessary
costs of production. However, if the price of a good is
greater than the marginal cost of the last unit produced
some people who are perfectly willing to pay the costs
of producing their desired good would not be able to
buy it, resulting in a loss of potential welfare.
Alternatively, if the price were to be below the marginal
cost of the last unit produced, the enjoyment experi-
enced by the last few people buying the good would be
less than the cost producers incurred to provide it,
thereby again resulting in a loss of welfare.

Perfectly competitive markets are always allocatively
efficient, but may be productively inefficient for very
brief periods as changing market conditions may lead
them to increase or decrease production away from
where their average costs are lowest. 
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While we assume all firms seek to maximize profits, the different environments that firms operate in lead to very dif-
ferent results, for both the firms and for society at large.

The first environment or market structure we will look at is called perfect competition. As it is called 'perfect', it
doesn't actually exist. However, it is useful as a yardstick against which to measure the relative competitiveness of
real markets and industries (like agriculture, retailing etc.)
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We can show these results in a graph showing a firm at long-run equilibrium under perfect competition:

The conditions of perfect competition are as follows:
1.There are many buyers and sellers.

2.The product is homogeneous (undifferentiated).

3. There are no barriers to entry or exit into the
industry. It is easy to start or end a business. As well,
productive resources can move easily into or out of the
industry.

4. Buyers and sellers both have perfect information.
Buyers know the prices being asked by all sellers and
producers have similar technology and know what
other producers are doing.

The price-taker result is expressed by the horizontal
marginal/average revenue line. Every unit sold is sold at
the market price, no more, no less.

The normal profits result is expressed by having output
be set where marginal cost and average cost and mar-
ginal and average revenue all intersect. At the market
price P, the firm's profit maximizing point (MR = MC)
is equal to its break-even point (AR = AC).

Lastly, regarding efficiency, notice that at the profit
maximizing/break-even output point, average costs are
at a minimum (productive efficiency) and the price is
equal to the marginal cost at this point (allocative effi-
ciency). The term 'allocative efficiency' up to this point
has meant that welfare has been maximized as resources
have gone to where they were needed. Note that the
condition of P=MC means the same thing, just
expressed differently. If at any given level of output, the
price is equal to the marginal cost of the last unit pro-
duced and consumed, then everyone whose benefits (as
indicated from the price they are willing to pay) from 

The results of these conditions are predictable:
1. Firms will be price-takers. They will not be able to
charge any more than 'the market price', as if they do,
customers will just buy identical goods for the market
price from another seller.
2. Because of the ease of entry and exit, in the long run
firms will earn only normal (ie they will earn zero eco-
nomic/supernormal) profits. The minute firms in the
industry begin to earn economic profits new firms will
enter the industry. This will increase the supply and
reduce the market price, eliminating the opportunity to
earn profits. Similarly, if prices are so low that firms are
making losses, firms will leave the industry until supply
decreases and prices rise.
3. Firms are allocatively and productively efficient. The
price will be equal to the marginal cost of the last unit
produced, and output will be produced at lowest aver-
age cost.

Quantity

P

Price($)

Average Cost

Marginal Cost

Marginal/Average Revenue

consumption exceed the costs of production (as indi-
cated by the marginal cost) will have been able to buy
and enjoy the good. Basically, to maximize welfare, peo-
ple should be able to buy the goods that they desire so
long as they are willing and able to pay the necessary
costs of production. However, if the price of a good is
greater than the marginal cost of the last unit produced
some people who are perfectly willing to pay the costs
of producing their desired good would not be able to
buy it, resulting in a loss of potential welfare.
Alternatively, if the price were to be below the marginal
cost of the last unit produced, the enjoyment experi-
enced by the last few people buying the good would be
less than the cost producers incurred to provide it,
thereby again resulting in a loss of welfare.

Perfectly competitive markets are always allocatively
efficient, but may be productively inefficient for very
brief periods as changing market conditions may lead
them to increase or decrease production away from
where their average costs are lowest. 
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Exercise 30
1. Define:
a)  PERFECT COMPETITION

b) PRODUCTIVE EFFICIENCY

2. Looking at the total cost data given below for a firm in perfect competition:
a) Complete data for marginal and average cost
b) What would be the profit maximizing long run equilibrium price and quantity under perfect competition?
Explain your answer. How is this output efficient?

Economics for Canadians106 107

a) From an efficiency standpoint, why might the firm wish to produce Q1 units?

b) At this point, is the firm making profits or losses? Shade the area of either the profit or loss on the diagram.

c) Why is this output (Q1) not allocatively efficient?  Which buyers are not paying the costs necessary to produce
their goods?

d) Mark in the output level which would be allocatively efficient, but not productively efficient.

e) What needs to happen to some firms in the industry if this firm is to be both productively and allocatively
efficient? Explain how your answer will affect the diagram.

4. Looking at the industry supply and demand and firm cost and revenue curves below (after labelling both), is the
firm currently making profits? Why will they likely not continue to make profits in the over time? Show what will
happen in the long run on the graphs. Looking at the firm's diagram, explain how the firm is productively inefficient
but allocatively efficient at present. How will efficiency likely change over time as more firms enter the industry? 

Quantity 1 2 3 4 5 6 7 8

Total Cost ($) 6 10 13 15 16 18 21 25

Marginal Cost

Average Cost

3. Looking at the diagram below showing a firm operating under perfect competition:

Quantity

P

Price($)

Average Cost

Marginal Cost

Marginal/Average Revenue

Q1

Price ($)

Quantity

P

Supply
Demand

Price ($)

Quantity

Average Cost

Marginal Cost
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2. Looking at the total cost data given below for a firm in perfect competition:
a) Complete data for marginal and average cost
b) What would be the profit maximizing long run equilibrium price and quantity under perfect competition?
Explain your answer. How is this output efficient?
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a) From an efficiency standpoint, why might the firm wish to produce Q1 units?

b) At this point, is the firm making profits or losses? Shade the area of either the profit or loss on the diagram.

c) Why is this output (Q1) not allocatively efficient?  Which buyers are not paying the costs necessary to produce
their goods?

d) Mark in the output level which would be allocatively efficient, but not productively efficient.

e) What needs to happen to some firms in the industry if this firm is to be both productively and allocatively
efficient? Explain how your answer will affect the diagram.

4. Looking at the industry supply and demand and firm cost and revenue curves below (after labelling both), is the
firm currently making profits? Why will they likely not continue to make profits in the over time? Show what will
happen in the long run on the graphs. Looking at the firm's diagram, explain how the firm is productively inefficient
but allocatively efficient at present. How will efficiency likely change over time as more firms enter the industry? 

Quantity 1 2 3 4 5 6 7 8

Total Cost ($) 6 10 13 15 16 18 21 25

Marginal Cost

Average Cost

3. Looking at the diagram below showing a firm operating under perfect competition:

Quantity

P

Price($)

Average Cost

Marginal Cost

Marginal/Average Revenue

Q1

Price ($)

Quantity

P

Supply
Demand

Price ($)

Quantity

Average Cost

Marginal Cost
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Market Structure 2 - MonopolyLesson 31

Quantity Sold 1 2 3 4 5 6 7 8 9 10
Price (AR) 20 19 18 17 16 15 14 13 12 11
Total Revenue (P*Q)
Marginal Revenue
Total Costs 30 38 46 54 62 70 78 86 94 102
Marginal/Average Cost
Total Profits

1. Legal barriers.
Patents and copyrights provide firms with legal pro-
tection for their ideas and designs. As well, govern-
ments may sometimes encourage monopolies to facil-
itate universal telephone and electricity service.
These utilities are usually then regulated by the gov-
ernment.
2. Physical control of a resource.
If my firm owns the world's only kryptonite deposit,
then...
3. Control over outlets.
If I control all of the shops that retail a product, I can
ensure that only my product makes it to market.
Breweries buy pub chains in order to do this.

Economics for Canadians108 109

Looking at the efficiency of monopoly, though, we observe that at Q = 7, the MC is $8, while the selling price is
$14. Thus, we can see that the profit maximizing output of the monopolist is generally not allocatively efficient. In
this example, as the marginal/average costs were assumed constant, the monopolist is productively efficient (as con-
stant average costs are always at a minimum - they never can go lower), but we will see in later examples that this is
seldom the case.

Monopolists are special, as we discussed when we looked at monopoly as a source of market failure, because they
face a demand curve for their product that is downward sloping (as opposed to the horizontal demand
curves/market prices faced by perfectly competitive firms). As such, they can choose either the selling price (and
accept the quantity that consumers will want to buy at that price), or the quantity they want to sell (and accept the
price they can get for selling that quantity), but not both.

We have discussed before how, in order to sell more, the monopolist will have to lower his price, and not just for the
new customer but for his existing customers as well. This results in the marginal revenue for additional sales being
much lower than the selling price of the additional unit. Complete the total revenue and marginal revenue and mar-
ginal and average costs in the example below:

Advantages
1. The monopolist, as the sole producer, may be able to
enjoy some economies of scale, thus lowering costs and
perhaps prices as compared to perfect competition.
This is usually true in the case of utility companies
which need to invest in expensive infrastructure. 
2. Monopolies may invest their economic profits in
research and development which could lead to innova-
tions that improve societal welfare. The old Northern
Telecom Labs (aka Nortel) are a case in point. Funded
by the monopoly on telephone service in Canada, the
Bell Telephone Company laboratories were able to do a
lot of fundamental research that led to many improve-
ments in telecommunications technology. As well, the
promise of monopoly profits acts as an incentive to
firms to innovate to try to gain monopoly profits, at
least in the short term.
3. Monopolists can often better gauge demand than
competitive firms, and thus monopolists may be able to
avoid wasteful boom and bust cycles better than firms
in more competitive industries. One of John D. 

Monopoly is a market structures characterized by a single seller who offers a good with no close substitutes.
Monopolists are able to remain the sole seller without rivals due to the existence of significant barriers to entry.
The barriers to entry may be in the form of:

Rockefeller's explicit goals in setting up the Standard
Oil Trust was to eliminate the wasteful overproduction
in the oil regions of the USA in the 1860s and 1870s.
Disadvantages
1. Most obviously, the monopolist, in order to earn eco-
nomic profits, will tend to charge a higher price and
produce less output than a firm in a perfectly competi-
tive industry, with negative implications for consumer
surplus and overall welfare. The monopolist can only be
allocatively inefficient in this way due to the barriers to
entry keeping newcomers out.
2. Monopolists, unlike firms under perfect competition,
generally do not produce where average costs are low-
est and are therefore productively inefficient as well. 
3. Complacency (or X inefficiency) may also lead to
costs rising over time as managers have less incentive to
keep an eye on costs as they are guaranteed to make a
profit. The government-owned coal mines in the UK
through to the 1980s had real problems keeping costs
down as they were able to pass on cost increases to con-
sumers as they were the monopoly supplier.

Monopolies confer some advantages and some disadvantages on society. 

After completing the table, we can see that the profit maximizing output is at Q = 7. Notice that the profit maximiz-
ing rule holds here as at Q = 7, MR = MC. Note that the monopolist is able to earn economic (or supernormal)
profits of $20 due to the presence of barriers to entry.

Another goal of monopoly may be to maximize rev-
enue. A firm can maximize revenue if it produces to
the point where marginal revenue is equal to zero.
Generally, though, a monopolist will try to maximize
profits, which on the diagram at left would mean
producing to the point Qpm, where MC = MR.
At this point, profits could be calculated by taking
the difference between AR and AC (average profits
per unit) at Qpm and multiplying it by Qpm (the
number of units sold).

4. Marketing and branding.
These can also create a barrier to entry. As new
entrants will not be able to match the advertising
spending of the existing firm, they will not be able to
win customers.
5. A cost advantage or threat of a price war.
Where there are large economies of scale (lower unit
costs at higher output levels), the existing monopolist
(often called a natural monopolist) will be able to
keep other firms out either by charging low prices that
they cannot match or simply by threatening to do so. 
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Market Structure 2 - MonopolyLesson 31

Quantity Sold 1 2 3 4 5 6 7 8 9 10
Price (AR) 20 19 18 17 16 15 14 13 12 11
Total Revenue (P*Q)
Marginal Revenue
Total Costs 30 38 46 54 62 70 78 86 94 102
Marginal/Average Cost
Total Profits

1. Legal barriers.
Patents and copyrights provide firms with legal pro-
tection for their ideas and designs. As well, govern-
ments may sometimes encourage monopolies to facil-
itate universal telephone and electricity service.
These utilities are usually then regulated by the gov-
ernment.
2. Physical control of a resource.
If my firm owns the world's only kryptonite deposit,
then...
3. Control over outlets.
If I control all of the shops that retail a product, I can
ensure that only my product makes it to market.
Breweries buy pub chains in order to do this.
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a) Mark in the monopolist's profit maximizing output and price, and label them Qm and Pm.

b) Shade in the monopolist's economic profits and label them, as well as the consumer surplus enjoyed by con-
sumers at this output level.

c) At the profit maximizing output Qm, is the monopolist productively efficient? Explain.

d) If this firm enjoyed constant costs (ie if MC and AC were constant or, on the graph, represented by one horizon-
tal  line around where average costs are at a minimum in the diagram above), in what way would the monopolist
then be efficient? Explain your answer.

3. Name a monopoly operating in Canada. Do they operate as theory would suggest? What are the results of their
behaviour for consumers?

Exercise 31

Quantity 1 2 3 4 5 6 7 8 9 10
Price 30 27 24 21 18 15 12 9 6 3
Total Revenue
Marginal Revenue
Total Cost 40 50 59 67 74 80 85 89 93 95
Marginal Cost
Average Cost
Total Profits

1.Define:
a)  MONOPOLY

b) BARRIERS TO ENTRY
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2. Looking at the diagram representing the cost and revenue curves for a monopolist below:

a) Complete the table
b) Graph the data on a sheet of graph paper
c) Find both the revenue and profit maximizing levels of output, either by looking at the table or the graph

d) Looking at the cost data in particular, is this firm a natural monopoly? Explain your answer by referring to what 
new entrants to the industry would face.

e) Identify the inelastic portion of the demand curve. Why would the monopolist never choose to operate in this area?

f) Explain why this monopolist is neither productively nor allocatively efficient, with reference to either the table or
the graph.

5. The patent protection enjoyed by pharmaceutical companies when they develop a new drug is a barrier to entry.
Only the firm that developed the drug is able to sell it for a period of some number of years, granting that company
a monopoly on the sale of the drug. Do you think that this legal barrier to entry confers advantages on society as
well as the firm? Explain why or why not.

4. Looking at the cost and revenue information given in the table below for a monopolist:

Quantity

Average Cost

Marginal Cost

Marginal Revenue

Average Revenue (Demand)

Price
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Price DiscriminationLesson 32

1. Have some control over the price (ie it must have some market power)

2. Face a situation where the market he faces can be decomposed or divided up into different separate mar-
kets, each with its own price elasticity of demand. This division must be done in a way that is obvious and yet not
seen as either unfair or discriminatory. For instance, the firm could not state one price for 'rich' people and another
for 'poor' people, as it would be impossible to identify who was rich and who was poor quickly and unobtrusively
(not to mention legally!). Instead, the markets are often separated by:

Economics for Canadians112 113

The firm that successfully price discriminates can earn higher profits by claiming some of the surplus that would
have been enjoyed by consumers in a market with one equilibrium price. We can show this using the diagrams that
follow. A perfect price discriminator, meanwhile, is able to transfer all producer and consumer surplus to himself
by charging every customer a unique price.

We have seen in the last lesson that the monopolist is able to control either price or output, but not both. He faces a
demand curve, and if he lowers his price in order to attract new customers, he will have to charge his existing customers
this same price. 

However, what if he could lower his price to attract new customers but continue to charge the old price for his existing
customers? Charging different prices for the same good or service which has the same cost of production is called price
discrimination, and most firms (including monopolies) engage in it whenever they can. Examples of price discrimination
include student fares at cinemas and senior citizen fares on public transit.

a. Age or other personal characteristics.
As given in the examples above for students
and seniors.
b. Geography.
Prices may be different in different regions or coun-
tries. For example, DVDs are often cheaper in Asia
than in Europe or America.
c. Time (of day, or year, or time booked in advance). 
Prices may be different based upon time. The easiest
example is taxi fares, which are often higher during
rush hours or after midnight, when the demand for 

3. Be able to keep these different markets separate. Public transport passes sold to adults and to students are differ-
ent colours so that subway attendants can easily stop adults trying to travel on a reduced fare student pass.

taxis is greatest, and hence the PED for taxis is most
price-inelastic.
d. Branding and product differentiation.
The price for similar goods may be quite different
depending upon the target market. For instance, 'fair
trade' coffee will attract people who are willing to pay
more for drinks. Thus, offering such coffee will give
those customers something to pay more for while
your ordinary coffee will give you a product to sell to
those customers who are not interested in paying
more for drinks.

In order to price discriminate, the firm must:

Price

Quantity

M
arginal R

evenue

P1

Initial
Profits

Initial Market ...

... decomposed into ...

Price

Quantity

Marginal Revenue

P2

Higher Profits
after Price Discriminaton

Price

Quantity

M
argin

al R
evenu

e

P3

... a more elastic market ... ... and inelastic market 

D = AR

D = AR

D
 = A

R

MC=AC MC=AC

QE QI

MC=AC

QT

12-05-28  16:47:14  Black
48660_LOU                        ttn112  



Price DiscriminationLesson 32

1. Have some control over the price (ie it must have some market power)

2. Face a situation where the market he faces can be decomposed or divided up into different separate mar-
kets, each with its own price elasticity of demand. This division must be done in a way that is obvious and yet not
seen as either unfair or discriminatory. For instance, the firm could not state one price for 'rich' people and another
for 'poor' people, as it would be impossible to identify who was rich and who was poor quickly and unobtrusively
(not to mention legally!). Instead, the markets are often separated by:

Economics for Canadians112 113

The firm that successfully price discriminates can earn higher profits by claiming some of the surplus that would
have been enjoyed by consumers in a market with one equilibrium price. We can show this using the diagrams that
follow. A perfect price discriminator, meanwhile, is able to transfer all producer and consumer surplus to himself
by charging every customer a unique price.

We have seen in the last lesson that the monopolist is able to control either price or output, but not both. He faces a
demand curve, and if he lowers his price in order to attract new customers, he will have to charge his existing customers
this same price. 

However, what if he could lower his price to attract new customers but continue to charge the old price for his existing
customers? Charging different prices for the same good or service which has the same cost of production is called price
discrimination, and most firms (including monopolies) engage in it whenever they can. Examples of price discrimination
include student fares at cinemas and senior citizen fares on public transit.

a. Age or other personal characteristics.
As given in the examples above for students
and seniors.
b. Geography.
Prices may be different in different regions or coun-
tries. For example, DVDs are often cheaper in Asia
than in Europe or America.
c. Time (of day, or year, or time booked in advance). 
Prices may be different based upon time. The easiest
example is taxi fares, which are often higher during
rush hours or after midnight, when the demand for 

3. Be able to keep these different markets separate. Public transport passes sold to adults and to students are differ-
ent colours so that subway attendants can easily stop adults trying to travel on a reduced fare student pass.

taxis is greatest, and hence the PED for taxis is most
price-inelastic.
d. Branding and product differentiation.
The price for similar goods may be quite different
depending upon the target market. For instance, 'fair
trade' coffee will attract people who are willing to pay
more for drinks. Thus, offering such coffee will give
those customers something to pay more for while
your ordinary coffee will give you a product to sell to
those customers who are not interested in paying
more for drinks.

In order to price discriminate, the firm must:

Price

Quantity

M
arginal R

evenue

P1

Initial
Profits

Initial Market ...

... decomposed into ...

Price

Quantity

Marginal Revenue

P2

Higher Profits
after Price Discriminaton

Price

Quantity

M
argin

al R
evenu

e

P3

... a more elastic market ... ... and inelastic market 

D = AR

D = AR

D
 = A

R

MC=AC MC=AC

QE QI

MC=AC

QT

12-05-28  16:47:14  Black
48660_LOU                        ttn113  



Exercise 32
1. Define:
PRICE DISCRIMINATION

2. How do sellers separate people who are willing to pay more from people who are not willing to pay more for the
same good or service in each of the following cases?
a. Airlines selling economy class tickets

b. Sit-down restaurants selling dinners

c. Baked bean manufacturers (like Heinz) selling cans of beans

d. Merchants in bazaars and tourist markets selling things like carpets and antiques

Economics for Canadians114 115

3. At an amusement park, the management knows that the demand curve for adults to ride the roller coaster is dif-
ferent than the demand curve for teenagers. Specifically, it knows:

The marginal cost of a ride on the roller coaster is $1, regardless of the age of the rider. As marginal cost is constant,
it will be equal to average cost, as in the diagrams in the lesson.

a) Calculate demand schedules for adults and teenagers and write them below

b) Using the graph paper below, determine the profit maximizing output and price the management should charge
each group. (Top Tip - MR always has twice the slope of AR where both are straight lines. Therefore, once you
graph demand/AR, find where it crosses the horizontal axis. Your MR curve will cross the horizontal axis halfway.)

c) If the management did not engage in price discrimination, the combined demand function would be
Qd = 9000 - 2125 P.  Calculate a demand schedule for this function and graph it on the graph paper.

d) Compare the profit earned when the management practised price discrimination with the profit earned when it
did not practice price discrimination. Does price discrimination make sense for the amusement park?

Qd (adults) = 1000 - 125P and Qd (teenagers) = 8000 - 2000P

P Qd = 1000-125P Qd = 8000 - 2000P Qd = 9000 - 2125P
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1. Define:
a) MONOPOLISTIC COMPETITION

b) PRODUCT DIFFERENTIATION

2. How do businesses in the following monopolistically competitive markets keep in the short run in order to con-
tinue to earn economic profits?
a)  Fine dining restaurants
b) Nightclubs 
c) Clothing labels (ie Guess)
d) Sports shoe brands (ie Nike)
e) Fast food restaurants (ie McDonald's)
f) Electronics device makers (ie Apple)

3. How is product differentiation helped by advertising and promotional spending? What are all ads for say, clothing
brands, trying to get you to think? What are these ads intended to do to the demand curve for the product they are
promoting?

4. Many restaurants and boutiques are never very busy. How does this outcome accord with the theoretical results
of monopolistic competition?

Market Structure 3 - Monopolistic CompetitionLesson 33

Monopolistic competition, as you would expect, incorporates elements of perfect competition and monopoly. It is a
very realistic market structure - many small businesses (such as boutiques and restaurants) operate under this mar-
ket structure.

The conditions for monopolistic competition are, like perfect competition, that there should be many buyers and
sellers and no barriers to entry and exit. However, unlike under perfect competition, the products offered for sale by
different firms are differentiated (ie they are branded, or have style differences or different options). This product
differentiation gives monopolistically competitive firms a small amount of monopoly power. While there may be
many boutiques, only one has your brand.

Economics for Canadians116

In the short run, the profit maximizing firm will produce where MR = MC. As you can see, at this output, AR1 is
above AC, meaning the monopolistically competitive firm will earn economic profits.

Looking at the long run diagram, we observe that demand has shifted to the left as rival firms have begun to offer
the firm's previously unique and differentiated product. Thus, AR2 and MR2 are further to the left than AR1 and
MR1. The result is that at the profit maximizing output (where MR2 = MC), AR2 is equal to AC. Thus, in the long
run, firms in monopolistic competition can expect to earn only normal profits.

Another result we can observe is that in both the short and the long run, the output is to the left of the output where
average cost is at a minimum. Thus, firms operating under conditions of monopolistic competition are usually not
productively efficient. Similarly, observe that price is greater than marginal cost at the profit-maximizing output,
implying that such firms are also not usually allocatively efficient.

The results in the short run and over time in the long run are very different. In the short run, if the firm happens to
offer a differentiated product that is to the public's liking, they can earn economic profits. However over time this
will attract rivals to copy their product. Therefore, unless they can develop another winning product, in the long run
they will earn only normal profits. We can show the short and long run situations below:

(Observe that the AR curves are shallow, as close substitutes exist.)

Exercise 33

5. Looking at the diagram showing a firm operat-
ing under conditions of monopolistic competition
in the short run drawn at right:
a) Label the diagram fully
b) Mark in the profit maximizing output, price
and economic profits

c) By referring to the diagram, show why
firms operating under monopolistic competition
are neither productively nor allocatively efficient

That is not to say, however, that monopolistic competition is not a desirable market structure. While it may be inef-
ficient, the pressures of monopolistic competition force firms to be innovative and to constantly offer us ever more
differentiated goods in order to earn economic profits. Basically, firms under monopolistic competition work very
hard to stay in the short run. The benefit for us, as consumers, is variety.
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b) Mark in the profit maximizing output, price
and economic profits

c) By referring to the diagram, show why
firms operating under monopolistic competition
are neither productively nor allocatively efficient

That is not to say, however, that monopolistic competition is not a desirable market structure. While it may be inef-
ficient, the pressures of monopolistic competition force firms to be innovative and to constantly offer us ever more
differentiated goods in order to earn economic profits. Basically, firms under monopolistic competition work very
hard to stay in the short run. The benefit for us, as consumers, is variety.
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Market Structure 4 - OligopolyLesson 34

What is interesting about oligopoly is that the results are quite unstable. Basically, oligopolists, because there are
only a few of them, have interdependent behaviour. The behaviour of one oligopolist will depend to a greater or
lesser degree on not only the observed behaviour of the other oligopolists, but also upon the expected behaviour of
the other oligopolists. Game theory, which arose to understand winning poker strategies and was later applied to
the Cold War and other confrontations, has also been used to help understand the behaviour of oligopolists.

Fundamentally, oligopolists can behave in any of three fashions. They can operate as a non-collusive oligopoly with
an implicit understanding of how their rivals will respond to their actions, they can cooperate with one another and
engage in either formal collusion as in a cartel (like OPEC) or tacit or informal collusion via a so-called 'gentle-
man's agreement' or they can engage in open competition with one another. Which strategy they choose very much
depends upon their perceptions of their rivals.

Economics for Canadians118 119

Collusive oligopolies are very interesting. The best examples from popular culture of collusive oligopolies are organ-
ized crime families. The movie The Godfather is full of insights into oligopolistic behaviour. Basically, the gang-
sters/oligopolists want to cooperate because it is good for business. Gang warfare is costly and it scares customers
away. That said, if a gang can manage to get its rival gangs to stick to a cooperative agreement while it quietly steals
some business from them it will try to do so. Clearly, though, if every gang thinks the same way, it is only a matter of
time before there is a gang war.

We can express this situation for such a collusive oligopolist using a matrix derived from game theory's 'prisoner's
dilemma'. In this case, the oligopolist's dilemma is whether or not to cheat on an agreement with his fellow oligopo-
list to keep prices at an agreed-upon level. The matrix is below. The numbers in the box are the profits for each oli-
gopolist in each situation.

An individual oligopolist operating in a non-collusive fashion is best described with a kinked demand curve, as
shown below:

While it is clear that joint profits are maximized if both stick to the agreement, the temptation for each oligopolist to
cheat on the agreement to juice up profits to $90 will lead them to both end up with profits of $60. This stable out-
come (stable because neither firm will be tempted to further change their price) is called the "Nash Equilibrium",
after the economist John Nash, who was the subject of the movie A Beautiful Mind. As a paranoid schizophrenic,
Nash naturally thought that the only rational way to play the prisoner's dilemma was to ruthlessly betray your part-
ner(s).

A real world example of a collusive oligopoly falling apart is OPEC in around 1998. OPEC tries to control the world
price for oil by limiting the oil production of OPEC members (who are all oil exporters) through the use of quotas.
Every oil producer is asked to produce no more than a certain amount. If everyone sticks to their quota, the conse-
quent reduction in oil supply should result in an increase in the oil price. However, some oil exporters were consis-
tently cheating and overproducing in order to gain more revenue (Kuwait in particular) to the extent that oil prices
were not as high as they should have been. Where cartels cannot observe the behaviour of their members or enforce
penalties for misbehaviour, cheating will tend to occur. Fed up with this failure of some members to behave them-
selves, Saudi Arabia increased production, causing oil prices to plummet to under $10 a barrel. This caused real
hardship for some OPEC members whose costs of production were nearly that much (as opposed to Saudi Arabia,
which at that time could produce oil for around $3 a barrel). After that action by the Saudis, other OPEC members
became better at sticking to their quota agreements. 

Diagrammatically, a collusive oligopoly is the same as a monopoly, as the different members agree to act 'as one'. In
most countries, collusive oligopolies are illegal and are charged with 'anti-competitive behaviour' or 'price-fixing'.

The oligopolist assumes that if he raises his price above what the other oligopolists charge, his rivals will likely not
follow and so he will lose a lot of customers. On the other hand, he assumes that if he tries to steal customers away
from his rivals by lowering his price his rivals will likely respond in kind, and so he will not gain many customers.
Either way, if he changes his price from where it is presently, he will lose revenue. Thus, the individual oligopolists
in a non-collusive oligopoly will have a tendency to avoid changing prices, preferring instead to engage in
non-price competition. This involves competing with advertising, promotions, contests and giveaways. For
instance, at gas stations, it is common to get a mug or a hat with every fill-up or to earn 'petrol points'. Similarly, soft
drink and beer companies are always promoting contests involving travel or sports activities that you can enter by
buying their drinks.

A - $80, B - $80 A - $90, B - $50

A - $50, B - $90 A - $60, B - $60

Oligopoly is a market structure characterized by the existence of a few firms which enjoy the protection of barriers
to entry which make it difficult for new rivals to enter the industry. Oligopolists offer fundamentally the same
product but they will usually differentiate their product to help them attract customers from rivals. In Canada, the
banking, soft drink and gasoline industries are commonly considered to be oligopolistic. A 
concentration ratio which looks at how much of the output of a given industry comes from its 4 or 8 largest firms
is often used to identify markets which are oligopolistic.

Price ($)

Quantity

Demand

The existing market price charged and
quantity sold by the oligopolist

Oligopolist B

Oligopolist A

keep prices
as agreed

cut prices to steal business

cut prices to
steal business

keep prices as agreed
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Market Structure 4 - OligopolyLesson 34
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Either way, if he changes his price from where it is presently, he will lose revenue. Thus, the individual oligopolists
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Looking lastly at competitive oligopolies, remember that the long-term goal of every oligopolist is to become a
monopolist. To do that, out and out competition is necessary from time to time to drive weaker rivals out of busi-
ness. Three oligopolists may choose to cooperate and collude with one another if each fears the reactions of the
others, but if one of them becomes weak or begins to look vulnerable, it is fairly certain that the other two will
engage in vicious price competition to drive the weakest out of business in order to snap up his assets cheaply and
expand their own market share. They will then resume cooperation, all the while waiting for an opportunity to drive
each other out of business.

Diagrammatically, a competitive oligopolist looks like a firm operating under perfect competition. However, peri-
ods of competition are generally brief. As such, oligopolies (simple non-collusive ones and collusive ones) are gen-
erally neither productively nor allocatively efficient.

Exercise 34

b) If the two firms trust each other enough to cooperate, what would be the best outcome
(the cooperative outcome)?

c) If the firms do not trust each other, which outcome is likely? What is the name for this result?

3. What are some examples of oligopolies in your area? Do they engage in price competition or non-price competition
or both? Elaborate.

4. On the graph paper below, draw a kinked demand curve. Then, using the data from the curve, figure out and draw in
the associated marginal revenue curve. Looking at the curves, explain why the oligopolists would be unlikely to change
their prices even if marginal costs were to rise significantly.

1. Define:
a) OLIGOPOLY

b) CONCENTRATION RATIO

c) FORMAL COLLUSION/CARTEL

d) INFORMAL COLLUSION

e) NON-PRICE COMPETITION

f) PRISONER'S DILEMMA 

2. Two construction companies, Acme and Bechtel, are invited to submit bids to build a new bridge. They can bid
only two prices - a low price and a high price. If they both submit the same bid, they share the contract. If they bid
different prices, the lower bidder gets the entire contract. The high bid is expected to generate a profit of $10 mil-
lion while the low bid is expected to generate a profit of $7 million.
a) Construct a payoff matrix similar to the one in the lesson.
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Lessons 28 through 34 (Theory of the Firm)
Questions for Review and Extension 

Oligopoly

1. Compare Perfect Competition, Monopolistic Competition, Monopoly and Oligopoly according to the fol-
lowing table. Which structure alone exhibits both productive and allocative efficiency?

Economics for Canadians122 123

3. In Canada, the federal government and most provincial and territorial governments operate competition bureaus
designed to make sure that industries do not engage in price-fixing or other 'anti-competitive' practices.  Take some
time to look at their activities on their website at
http://www.competitionbureau.gc.ca/eic/site/cb-bc.nsf/eng/home.
After studying market structures do you feel that there is a need for governments to maintain such bureaus? Which
function of the bureau do you feel is most important and why?

2. Would a monopolist (as portrayed below) who is a perfect price discriminator be allocatively inefficient? Refer to
the diagram below in your answer.

Price

Quantity

Marginal Cost = Average Cost

Average Revenue (Demand)
Marginal Revenue

Examples?

Market Structure 

# of
firms

Barriers
to Entry?  

Homog.
goods? 

Economic profits
in SR? LR?  

Perfect 
Competition

Monopolistic
Competition Monopoly
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1.Define: CORPORATE CONCENTRATION

2. Fill in the diagram below representing Canadian agriculture with the words that follow:

3. Do you think the recent decision by the government to eliminate the Canadian Wheat Board's monopoly on the
sale of Prairie grain will make the agricultural industry more or less concentrated? Explain your answer.

4. Do some research - which newspaper chain controls the daily newspaper in your town? Which media company
controls your favourite radio station? Which company distributes your television programming? Do you feel that
the media in your area does a good job of covering alternative points of view (for instance, "Occupy Wall Street")
and is sensitive to local concerns?

5. Do you have credit unions/caisses populaires or smaller banks in your town? Who do they predominantly serve?
What online banks have you heard of? What seems to be their attraction?

Corporate Concentration in CanadaLesson 35

As you have learned in the previous lessons, while competitive markets may be great from the standpoint of efficien-
cy, from the point of view of individual firms they are not desirable at all as they do not offer the opportunity to earn
economic profits. As such, it is understandable that firms will, everything else being equal, attempt to make their
industries oligopolistic (or even better, monopolistic). This can be done by reducing the number of firms in the
industry through mergers and acquisitions or by making it difficult for new firms to enter.

Economics for Canadians124 125

across the country means that they have the resources to weather economic storms from time to time in different
regions. In the wake of the financial crisis of 2008, the Canadian banking system has often been held up as a model
of stability and prudence due to its combination of size and regulatory oversight. However, consumers often com-
plain that the big banks are earning huge profits from charging bank customers service fees which are high in com-
parison to banks in other parts of the world. Against this, though, consumers do have choices outside the big 5
banks. Canada has a very robust network of credit unions and caisses populaires and also has a number of other
banks, some of which operate mainly online and so do not need to charge the fees that traditional 'bricks and mor-
tar' banks charge. Overall, the concentration in the Canadian banking industry seems to offer a good mix of big
banks that can give stability to the financial system and a host of other institutions to give consumers greater choice.

centrated is the media. Newspapers in Canada now
generally belong to the Quebecor Group (the 'Sun'
newspapers and plenty of local dailies), the
Transcontinental Group, or the Postmedia group (the
ex-Southam Papers). While independent papers exist
(it is interesting that the Irvings control several papers
in their home province, New Brunswick), over time the
tendency has been for papers to become part of a chain
to save on writing and reporting costs. For instance, the
same columnists can be printed in all the papers
belonging to a chain. Television and radio broadcasting
are similarly concentrated, with firms such as Bell,
Shaw, Rogers, Astral, Quebecor and the CBC dominat-
ing. The danger with media concentration is not so
much about the firms earning monopoly profits as that
their dominance would force certain points of view into
the shadows, with perhaps negative consequences for
democracy. It is thought that diverse, independent
ownership of media outlets will lead to diversity in how
the news is covered and in what stories are covered. 

A final industry that is concentrated in Canada is the
banking industry. The 'big 5' banks in Canada (RBC,
TD/CT, Scotia, BMO and CIBC) enjoy a dominant
position in the financial industry. Due to their size,
though, they are regulated by the government,  and the
fact that they are national banks with bank branches

First, the agricultural supply and services industry has
become concentrated to a degree which many feel
threatens both farmers and consumers. While there are
still hundreds of thousands of farmers in Canada, very
few firms supply seeds and fertilizer and other inputs to
these farmers. On the other side, there are also very few
large buyers and processors of the crops that farmers
produce. On the supplier side of things, Monsanto,
DuPont/Pioneer and ConAgra dominate the market
for inputs while Cargill, ADM (Archer Daniels
Midland) and IBP (Iowa Beef Processors) and
ConAgra (again) dominate food trading and primary
processing, along with firms like Philip Morris,
Unilever and Nestle. 

The advantages to these firms of this approach are clear
- farming is a risky business that depends on impossi-
ble-to-control variables such as the weather. As such,
these large firms have no interest in going into farming.
However, as everyone needs to eat, they are very inter-
ested in getting involved in agriculture as the potential
profits to be earned are enormous, especially if they can
manage to charge farmers a lot for their inputs while
paying them poorly for their crops and animals, all
while charging consumers a lot for food in supermarkets.

A second industry that is becoming increasingly con-

Exercise35

Farmers
Consumers

Few
Many

Buy expensive goods
Buy inexpensive goods

Industries that are dominated by a few firms in this way are said to exhibit a high degree of corporate
concentration. In and of itself, corporate concentration may not necessarily be a bad thing if it allows
society to take advantage of some of its benefits (economies of scale, increased research and development
etc.), but nonetheless, in recent years in Canada three industries have become increasingly concentrated
in ways that demand our attention, and which may demand the attention of the federal Competition
Bureau, whose mandate it is to keep an eye on concentration that is harmful to the public.

Commodity Traders and Processors
Agricultural Supply Companies

From
To

Sell expensive goods
Sell inexpensive goods
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Up until this point we have discussed 'the firm' without
looking too closely at the different ways productive
enterprises can be organized. There are a number of
distinctions. First, a productive enterprise can be pri-
vately owned or publicly (ie state) owned. In Canada,
while most businesses are privately owned,
Crown corporations like Canada Post and Atomic
Energy of Canada Limited (AECL) are publicly owned.
The profits earned by Canada Post go to the federal
government, its owner. Generally, the state only owns
businesses which it deems either too sensitive (ie
nuclear power and AECL) or too vital (Canada Post)
to be entrusted to the private sector.

Looking within privately owned enterprises, another
distinction is between profit-making and non-profit
businesses. While most private businesses are profit-
making, a significant minority of business organizations
are established as non-profits. Many charities provide
valuable goods and services to under-served popula-
tions in very innovative and cost-effective ways, and
have been similarly innovative in the ways in which they
have funded their work (giving rise to the term "social
entrepreneur"). As well, a number of cooperatives
(co-ops) exist across Canada, from producer co-ops set
up often by farmers interested in getting better input
prices to credit unions and caisses populaires set up by
people, affiliated either by neighbourhood or work-
place, to ensure access to credit for loans and mort-
gages. Cooperatives are unique in their democratic
structure - every member of a co-op, whether they do a
lot of business through it or a little bit, has one vote in
the co-op's decision making process. As well, all earn-
ings surplus to costs that are not reinvested in the co-op
are returned to the cooperative's members as a mem-
bership dividend at the end of each year.

Private profit-making enterprises can be further subdi-
vided into proprietorships, partnerships and corpora-
tions. A proprietorship is a business owned and oper-
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Different Forms of Productive EnterpriseLesson 36

ated by an individual. The proprietorship’s business
affairs are inseparable from that individual. What this
means is that any debts incurred by the business are
considered the personal responsibility of the proprietor.
In other words, the proprietor has unlimited liability or
responsibility for the business. Proprietorships are easy
to set up (in Ontario, a 5 year registration for a propri-
etorship can be done online at a cost of under $100)
and are an acceptable way to organize a small business
that is not involved in any risky operations.

A partnership is a business owned and operated by a
few individuals who, like proprietors, have unlimited lia-
bility for the business. Many doctors and other profes-
sionals (lawyer, accountants) are organized in partner-
ships. The advantage of this form of business organiza-
tion is that while as professionals they do not engage in
risky bets with inventory or speculation that would ben-
efit from having limited liability, they often do benefit
from having more than one person involved in the busi-
ness. For instance, a law office is stronger if it can offer
the services of a criminal lawyer, a family lawyer and a
contract lawyer so that the firm will be able to satisfy all
of its clients' needs.

Lastly, corporations are businesses that can be owned
and operated by one person or by different people (as
in the case of large corporations where the owners {the
shareholders} have little or nothing to do with the
everyday operation of the company, which is run by
professional managers). What makes corporations
unique is that through the act of incorporation, the
owners of the firm enjoy limited liability. What this
means is that they can lose no more than the money
that they have put into the firm. Their private assets
(home, car, furniture) cannot be touched by creditors if
the firm goes bankrupt.

The corporation, and especially the joint-stock corpo-
ration (ie corporations that are owned by shareholders

who trade their shares on the stock exchange such as
General Motors, Apple etc.) is a key component of our
economic system. Limited liability allows businessmen
to take risks secure in the knowledge that if the risks turn
out to be ill-judged, that they will not be ruined for life.
Without the protection of limited liability, many large
and socially useful projects (which almost always demand
the taking on of enormous amounts of debt) would not
have been undertaken. Joint stock companies, mean-
while, allow many individuals to commit small (in terms
of the company if not in terms of their own wealth)
amounts of money to an enterprise in the form of a stock
investment which, when aggregated together, can allow
the firm to invest in and develop very large projects.

In recent years there has been a tendency to view corpo-

rations badly, as a particularly 'sociopathic' form of busi-
ness organization, but this view is wrongheaded. While
it is true that corporations can do socially irresponsible
things (for instance, pollute rivers, exploit workers, engage
in fraud) in their pursuit of shareholder profit (which,
after all, is what their shareholders expect), the fact is that
no other form of business organization has proven as
adaptive to changing economic conditions.
Corporations allow those with good ideas to grow their
firms rapidly to everyone's benefit. That said, though, it
is the responsibility of government (prodded by citizens
when necessary) to ensure that environmental, labour
and commercial laws are obeyed by corporations. Every
system needs rules and it is the responsibility of every-
one in society to see that fair rules are promulgated and
enforced for the benefit of everyone. 

1. Define:
a) CROWN CORPORATION

b) COOPERATIVE

c) PROPRIETORSHIP

d) PARTNERSHIP

e) CORPORATION

Exercise 36

2. What form of business organization would be best suited to the following businesses?
a) a new cellular telephone service provider
b) a barbershop/hairdressing salon
c) an architectural firm
d) a private school for the disabled

3. Why do you think that people choose to belong to credit unions/caisses populaires when Canada has so many
commercial banks (RBC, Scotiabank, TD etc)? Look into the history of the Desjardins credit union movement
when thinking about your answer.

4. Research a 'social entrepreneur'. What sort of work does he/she do? How are they innovative?
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In a functioning labour market, the equilibrium
wage rate will be W1 and the equilibrium quantity
of labour will be Q1.

Governments often impose minimum wages in order
to guarantee workers a decent income. Currently in
Canada the minimum wage is around $10 per hour.
While this figure is not enough to support a family (as it
works out to, before taxes and deductions, only about
$400 per week, giving a probable take-home pay of
around $1200 per month), most adults are not affected
by minimum wage laws as they are producing and
therefore earning more than that amount. By and large,
minimum wages are earned by young people (such as
teenagers and high school students) just entering the
labour market. As such, it is thought that minimum

The Labour MarketLesson 37

1. Labour is a derived demand.
The demand for labour depends on the demand for the
products of that labour. A firm only wants to hire work-
ers if consumers want to buy the products made by
those workers. The extra output produced by an addi-
tional worker is called the marginal product of labour.
More specifically, firms will hire an extra worker so
long as the extra revenue earned from the output of
that worker (or the marginal revenue product, which
is equal to the marginal product multiplied by the mar-
ginal revenue, ie MRP = MP * MR) is greater than the
wages paid to the worker (ie the marginal cost of hiring
the worker). The demand curve for labour is down-
ward sloping as the marginal product of labour is
downward sloping due to diminishing returns.
Marginal revenue may be constant in a perfectly com-
petitive market, or it may be downward sloping if the
firm is not perfectly competitive.

The demand for labour will shift outwards if the
demand for the product of that labour increases. It will
also shift outwards if the labour becomes more produc-
tive (through being better trained, or using better
equipment or being better managed), or if the price for
a substitute factor of production rises (ie if capital
becomes more expensive).

The labour of Canadians is our most valuable productive resource. From an economic point of view,
two things are very important to know about labour's distinctive supply and demand:
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2. The individual's supply of labour is upward sloping
and backward bending.
This is because as wages rise initially, work becomes
more attractive as opposed to leisure. As wages rise, the
opportunity cost of leisure rises, and so people will tend
to substitute work for leisure (ie they will work more).
However, at some level, a person's income is deemed
sufficient, and they feel rich enough to want to enjoy
more leisure. At this point, they will begin to work less
and enjoy more leisure.

Observe that at the minimum wage, the number of
young people seeking work (Qs) exceeds the quantity
of workers firms are willing to hire (Qd). In other 

The supply of labour to an industry will shift outwards
if the size of the working population rises, or if the non-
monetary conditions (ie working conditions, job secu-
rity) of working in an industry improve, or if wages in
other industries decline. It will also shift out if job
opportunities in an industry become better known or if
attitudes towards an industry improve (ie if women feel
welcomed into an industry).

wages may contribute to youth unemployment. Look at
the diagram below showing the labour market for
young workers:

words, some young people are unemployed. Even
though the minimum wage is low relative to wages in
the wider economy, the marginal revenue product of
many young people who are relatively unskilled and
who do not have experience will nonetheless be even
lower. As a result, they will not find work and so will be
unable to gain the skills and experience they need to
make them more productive. 

To counter this effect, which can be devastating to indi-
vidual workers over the long term, the government
often subsidizes the wages of young workers entering
the labour force through various skills development
programs. As the government is now paying all or most
of their wages, firms are willing to hire and train inexpe-
rienced and unskilled workers who are then able to
learn on the job and hopefully move on to better paying
jobs as they continue to learn and gain experience.

Exercise 37
1. Define:
a) MARGINAL REVENUE PRODUCT

b) MINIMUM WAGES

W1

Wages ($)

Supply of Labour

Q1 Quantity of Labour

Demand of Labour

Minimum Wage

Wages ($)

Supply of Labour

Qd Quantity of Labour

Demand for Labour

Qs

2. Given the short run marginal product of labour schedule on the next page (units per day), and given that wages
are $10 per worker per day, and that the product sells for $2 per unit:
a) calculate the marginal revenue product of labour
b) graph the marginal cost of labour and the marginal revenue product of labour
c) calculate the quantity of labour that will be hired by the firm
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Worker 1 2 3 4 5 6 7

Marginal Product 5 6 7 8 7 5 3

Marginal Revenue Product

Marginal Cost
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3. Minimum wages are commonly thought to create unemployment, especially amongst the unskilled youth who
are subject to minimum wages. Given that the labour supply function for fast food restaurant workers is
Qs = 2 + W where Qs is the quantity supplied and where W is the wage rate, and that the demand function for
labour by fast food restaurants is Qd = 20 - 2W, calculate the equilibrium wage and quantity of workers in the fast
food industry.

If the government mandated a minimum wage of $8 per hour, how much unemployment would result?

4. By using the supply and demand curves for labour drawn below (which you label fully), show the impact on
employment levels and wages in the software industry given the following:
a) A movie glamorizes the work of software engineers
b)The price of computer software falls
c) Wages for other engineers fall
d) New technology makes software engineers more productive
e) Working conditions in the software industry improve 
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contract that both sides can accept. In the absence of a
contract, either side may employ what are called pres-
sure tactics. A strike is when workers, in order to solicit
a better collective agreement from their employer,
decide to withhold their labour. Firms on the other
hand can stage a lockout where employees are locked
out of their workplace until they accept the demands of
management. Lastly, workers can choose to work to
rule where they will go to work and do their stated
duties exactly as defined in their contract at a deliber-
ately slow pace.

A 2011 lockout of urban postal workers by Canada Post
in response to 11 days of rotating strikes was cut short
by government decree in the name of protecting
Canada's economic recovery. However, the agreement
that was forced upon Canada Post employees struck at
the heart of what a union is all about. Unionized work-
ers all receive the same pay for the same work - this is
the basis of their solidarity. However, under the new
collective agreement new employees are to be paid less
than existing employees. It is fairly easy to see how this
difference in pay rates will lead to tensions between the
two categories of workers in the future which would
make them less united in the next round of negotia-
tions.

The public's response to this action was mixed. Many
non-unionized Canadians applauded the government's
decision, as they feel that unionized workers such as
those at Canada Post are paid too much for the work
they do, raising costs and prices for everyone else.
Organized labour, meanwhile, argued that gains won by
unionized workers spread throughout the economy and
benefit all workers. 

There is truth in each set of arguments. In a competi-
tive industry, a unionized workforce may lead to higher
costs which would lead to fewer workers being hired 

and less output being produced at higher prices, hurting
both consumers and non-unionized workers. Some
European countries with high levels of unionization are
thought to have 'two-tier' labour markets, with the top
tier enjoying stable, well-paid jobs while the lower tier
suffers either from unemployment or underemploy-
ment in insecure and low-paying jobs. Efforts to dereg-
ulate the labour markets in these countries to open
things up for the unemployed are fiercely resisted by
those who have already made it to the top tier. 

At the same though, we should not forget that it was
only through the efforts of organized labour that work-
ers won many of the rights enjoyed by all workers
today, such as the 8-hour day, health and safety stan-
dards, minimum wages, and protection against wrong-
ful dismissal. As well, in economies characterized by
monopolies, unions can help to redistribute supernor-
mal profits away from owners and towards workers,
thereby reducing income inequality. However, as the
global financial crisis continues and as governments,
under pressure from bond investors to bring down
spending, introduce austerity programs involving wage
cuts and layoffs, we should expect unionized workers,
and in particular unionized workers in the public sector
to face some tough negotiations without much popular
support.

Labour in CanadaLesson 38

Workers in Canada are subject to and protected by a wide range of laws.
Under the Constitution, labour is an area of provincial jurisdiction, and so laws pertaining to the organiza-
tion and functioning of unions, minimum wages, and working hours and conditions all differ province by
province, with the laws in some provinces favouring workers more than employers and the laws in other
provinces favouring employers more than workers.
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Regarding labour unions, while their importance has
diminished since the 1970s (with unionized employees
now making up about 30% of the non-agricultural
labour force - Note 1), they are still an important force
in many industries such as construction, mining, manu-
facturing and in the public service. A labour union is
simply an organization of workers that have come
together to achieve common goals such as better pay or
working conditions. They achieve this through what is
called collective bargaining with their employer, where
all workers agree to abide by the same contract. If you
are a unionized employee it is not possible for you to
negotiate individually with your employer - all negotia-
tions are conducted by the union. Individual unionized
workers are members of a 'local' made up of the people
in your workplace who perform your trade. The differ-
ent locals make up your overall union. Finally, different
unions come together in national organizations (like
the Canadian Labour Congress (CLC) in English
Canada or the Confédération des Syndicats Nationaux
(CSN) in Quebec) which try to represent the interests
of all the workers in their affiliated unions to govern-
ments and employers. To pay for these organizations,
unionized employees need to pay what are called union
dues which are deducted from their paycheques.

The power of unions rests with their ability to restrict
the number of workers available to do certain types of
work. Generally, unionized workplaces operate as
'closed shops', meaning that only members of the union
are permitted to work in them. The union thus controls
the labour force in firms with unionized employees. 

This can lead to abuses, as was recently revealed by
allegations of corruption and bid-rigging in Quebec
involving one of the main construction unions, the
Federation de Travailleurs du Quebec (FTQ). In
response to these allegations, the provincial ministry of
labour has made the allocation of workers to job sites a
function of the Quebec Construction Commission, the
governmental organization charged with regulating the
industry.

Many professional associations are little more than
unions in fancy dress. For instance, provincial medical
and bar (lawyer) associations restrict the number of
students that are allowed to enrol in studies leading to
their professions in part to ensure that existing doctors
and lawyers enjoy some scarcity value.

That said, though, unions do not just increase hiring
costs to the detriment of firms and consumers. It is also
thought that the higher wages paid to unionized work-
ers encourage firms to invest in productivity-enhancing
training and equipment which in turn justify the higher
wages. As well, workers are less likely to leave a union-
ized position paying a premium wage, which means
that the productivity improvements resulting from such
investments are more likely to benefit the firm over
time. Overall, unions can help firms increase productiv-
ity and improve working practices to the benefit of
both firms and workers. 

Generally, negotiations between the union representa-
tives of the workers and a firm's management result in a 
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and less output being produced at higher prices, hurting
both consumers and non-unionized workers. Some
European countries with high levels of unionization are
thought to have 'two-tier' labour markets, with the top
tier enjoying stable, well-paid jobs while the lower tier
suffers either from unemployment or underemploy-
ment in insecure and low-paying jobs. Efforts to dereg-
ulate the labour markets in these countries to open
things up for the unemployed are fiercely resisted by
those who have already made it to the top tier. 

At the same though, we should not forget that it was
only through the efforts of organized labour that work-
ers won many of the rights enjoyed by all workers
today, such as the 8-hour day, health and safety stan-
dards, minimum wages, and protection against wrong-
ful dismissal. As well, in economies characterized by
monopolies, unions can help to redistribute supernor-
mal profits away from owners and towards workers,
thereby reducing income inequality. However, as the
global financial crisis continues and as governments,
under pressure from bond investors to bring down
spending, introduce austerity programs involving wage
cuts and layoffs, we should expect unionized workers,
and in particular unionized workers in the public sector
to face some tough negotiations without much popular
support.

Labour in CanadaLesson 38

Workers in Canada are subject to and protected by a wide range of laws.
Under the Constitution, labour is an area of provincial jurisdiction, and so laws pertaining to the organiza-
tion and functioning of unions, minimum wages, and working hours and conditions all differ province by
province, with the laws in some provinces favouring workers more than employers and the laws in other
provinces favouring employers more than workers.
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Regarding labour unions, while their importance has
diminished since the 1970s (with unionized employees
now making up about 30% of the non-agricultural
labour force - Note 1), they are still an important force
in many industries such as construction, mining, manu-
facturing and in the public service. A labour union is
simply an organization of workers that have come
together to achieve common goals such as better pay or
working conditions. They achieve this through what is
called collective bargaining with their employer, where
all workers agree to abide by the same contract. If you
are a unionized employee it is not possible for you to
negotiate individually with your employer - all negotia-
tions are conducted by the union. Individual unionized
workers are members of a 'local' made up of the people
in your workplace who perform your trade. The differ-
ent locals make up your overall union. Finally, different
unions come together in national organizations (like
the Canadian Labour Congress (CLC) in English
Canada or the Confédération des Syndicats Nationaux
(CSN) in Quebec) which try to represent the interests
of all the workers in their affiliated unions to govern-
ments and employers. To pay for these organizations,
unionized employees need to pay what are called union
dues which are deducted from their paycheques.

The power of unions rests with their ability to restrict
the number of workers available to do certain types of
work. Generally, unionized workplaces operate as
'closed shops', meaning that only members of the union
are permitted to work in them. The union thus controls
the labour force in firms with unionized employees. 

This can lead to abuses, as was recently revealed by
allegations of corruption and bid-rigging in Quebec
involving one of the main construction unions, the
Federation de Travailleurs du Quebec (FTQ). In
response to these allegations, the provincial ministry of
labour has made the allocation of workers to job sites a
function of the Quebec Construction Commission, the
governmental organization charged with regulating the
industry.

Many professional associations are little more than
unions in fancy dress. For instance, provincial medical
and bar (lawyer) associations restrict the number of
students that are allowed to enrol in studies leading to
their professions in part to ensure that existing doctors
and lawyers enjoy some scarcity value.

That said, though, unions do not just increase hiring
costs to the detriment of firms and consumers. It is also
thought that the higher wages paid to unionized work-
ers encourage firms to invest in productivity-enhancing
training and equipment which in turn justify the higher
wages. As well, workers are less likely to leave a union-
ized position paying a premium wage, which means
that the productivity improvements resulting from such
investments are more likely to benefit the firm over
time. Overall, unions can help firms increase productiv-
ity and improve working practices to the benefit of
both firms and workers. 

Generally, negotiations between the union representa-
tives of the workers and a firm's management result in a 
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Exercise 38
1. Define:
a) LABOUR UNION

b) STRIKE

c) LOCKOUT

d) WORK TO RULE

2. Research labour law in your province. What is the minimum wage? What are the conditions for maximum
working hours and for overtime pay? 

3. Research a recent strike or labour dispute in Canada. What were the issues involved and how were the
issues resolved?

Economics for Canadians134 135

a) Mark in the equilibrium wage rate and quantity or workers/labour hired in the absence of a union. 
b) If a union was established that limited the quantity of labour to Qu, what would be the new wage rate enjoyed by
workers? What would be the impact of this on firms? On consumers?

4. Looked at most simply, labour unions restrict the supply of labour to a firm in order to secure higher wages and
benefits for those workers already employed there. Looking at the diagram below representing the supply and
demand for labour in an industry:

Wages ($)

S

Quantity

D

Qu
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Capital MarketsLesson 39

Supply of Savings

Functioning capital markets are central to a productive market economy.
What capital markets do fundamentally is transform people's savings into productive investment.
Generally banks are the most important institutions involved, but other capital market intermediaries such
as the stock and bond markets are also significant.

Economics for Canadians136 137

people to enter the housing market, which further
increased the demand for homes and home prices. 

However, by 2007 it was clear that homes had been
built for which there were no buyers, and as prices
began to fall, some of the people who had borrowed
money to buy homes in the years previous found that
they owed more than their homes were now worth. As
these people decided to leave their homes to the banks
rather than pay their housing loans (mortgages), the
surplus of homes on the market continued to grow, fur-
ther depressing prices. As more and more housing loans
were not being repaid, banks in turn began to run out of
money. In such an environment, banks begin to hoard
money rather than lend it, starving businesses of the
loans they need to operate. As these firms delayed
spending, other firms saw a fall in orders and began to
lay off workers. The result of this vicious cycle of rising
unemployment, falling incomes and falling spending
was the global recession of 2008.

In return for receiving a loan, borrowers are asked to pay back interest on top of the amount borrowed. The interest
rate is the percentage of the amount borrowed that must be paid each year by the borrower to the lender in
exchange for the privilege of having borrowed the lender's money. Interest is charged for a variety of reasons. First,
in order to save money I need to postpone spending money. However as generally I would rather spend money
today than spend money tomorrow (ie 'eat, drink and be merry, for tomorrow you may die!"), to entice me to delay
spending and build up savings, there has to be an incentive to overcome what is called 'time preference' (liquidity
preference is a similar idea - in order to entice a person to invest in a bond, and thereby give up easy access to their
money, a premium is required). Secondly, with any loan there is a risk the money will not be paid back. This risk
must also be compensated for through the payment of interest. Lastly, lenders also want to be covered for the gen-
eral rise in prices over time that we call inflation. If a unit of money will buy less tomorrow than it does today,
lenders want to charge an interest rate that protects them from this loss of purchasing power over time, as they are
lending you money today that you will pay back in the future.

The supply of savings is upward sloping as higher inter-
est rates will, ceteris paribus, entice people to save
more. The demand for loans is downward sloping as
higher interest rates will discourage borrowing. At the
equilibrium interest rate i, the supply of savings is equal
to the demand for loans.

Changes in the supply of savings depend a great deal on
what is called liquidity. Liquidity refers to money in
excess of the needs of consumption, or, in other words,
money available for savings and investment.  Increases
in liquidity, perhaps due to increases in income that are
not matched by increases in the cost of living, will tend
to increase the supply of savings, while decreases in liq-
uidity, perhaps due to falls in income or investment
losses, will tend to decrease the supply of savings. 

Changes in the demand for loans have a great deal to
do with changes in the perception of economic condi-
tions. When people feel that the economy is improving,
and that business opportunities are growing, generally
they will seek to borrow more money to establish or
expand businesses (or buy homes), even if rates do not
change, while if people feel that conditions are getting
worse they will do the opposite.

The global financial crisis of 2008 was caused by,
among other things, global imbalances in savings and
investment. Growing Chinese export earnings in the
early 2000s led to increased liquidity which was fun-
nelled to the US to buy bonds which increased the
money supply in the US. This increased liquidity
pushed interest rates down to around 1% in the US and
in other countries as well. These low interest rates led
to capital being misallocated towards housing in many
countries (the US, Ireland, Spain, and the UAE). So
long as interest rates stayed low, the cost of borrowing
was low and people were able to pay ever-higher prices
for homes. These increases in home prices encouraged 

What banks (and other financial intermediaries) are meant to do is entice people to save (through offering them
interest and other payments) and then allocate these savings to entrepreneurs, businesses and households who will
use these savings most productively to establish or maintain businesses or smooth out household consumption.
Whoever wants to borrow the money must make a strong case that they will be able to pay the money back, as the
main responsibility of a banker should be to ensure the safety of the deposits entrusted to his or her care.

Capital markets can be represented using a diagram much like other markets, as below:

Interest Rate

Quantity of Savings/Investmentq

i

Demand for Loans
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tions. When people feel that the economy is improving,
and that business opportunities are growing, generally
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Exercise 39

1% interest rates put in place in the
early 2000s (made possible by inflows of
Chinese export earnings)

1.Define:
a) INTEREST

2.Explain the following phrase:
Banks take money from the fearful and give money to the hopeful

3. a) During the boom that predated the global financial crisis of 2008, American households were, on average,
helped by savings flows into the US from China, spending more than their income (ie they had a negative rate of
net saving). What should have happened to interest rates to correct this problem? Explain using the diagram below. 

Economics for Canadians138 139

b) How did the low interest rates and excessive borrowing help to make the years from 2002 until 2007 boom
years in terms of spending and employment?

4. Now that the US (and much of the global) economy is suffering from recession, and many firms and households
are either struggling to pay off debts incurred in the past or fearful of losing their businesses or jobs:
a) Do you think that the demand for loans has risen or fallen? Explain your answer.

b) Do you think the supply of savings has risen or fallen? Explain your answer.

c) What will be the effect on spending (and therefore on employment and income) of the changes suggested in 
parts 'b' and 'c'?

5. Which factor influencing interest rates do you think best explains the difference between the rates charged for
credit card balances (often around 20% per year) and home mortgages? Explain your answer.

b) LIQUIDITY

Supply of domestic US savings
Interest Rate

Quantity of Savings/Investment

Demand for domestic US loans
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1. Corporate concentration in the US banking system is seen as a problem because a few 'too big to fail' banks
are seen as having too much influence on the American government. How can corporate concentration in gen-
eral influence politics? How does corporate concentration generally benefit the corporations involved? How
can this in turn lead to political influence? Why is this not so likely to happen in Canada?

2. Some thinkers argue that minimum wages lead to unemployment, especially among youth and the unskilled.
Using the diagram below, explain why that may be the case. What might governments do to encourage the
employment of youths and the unskilled while still guaranteeing them a minimum wage?

Economics for Canadians140

3. If you could choose to take a unionized job or a non-unionized job, which would you prefer? Why? 

4. Are your province's labour laws considered to be worker-friendly? Explain why or why not.

5. In places where the banking system does not do a good job of allocating capital to where it is most productive,
what is likely to happen to the savings that people have placed in their care?
How will this impact a country's economic growth?

6. Do a bit of research into the cooperative movement in your province. Why were cooperatives established in the
first place? How are their goals different from the goals of corporations?

Lessons 35 through 39 (Factor Markets)
Questions for Review and Extension 

141
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Macroeconomics 
Understanding national economic problems and their policy solutions

What are the characteristics of the national economy?

What are the goals of and problems facing decision makers?

What are the advantages and disadvantages
of different policy solutions?

notes
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1. Fiscal Policy
Governments tax us and spend to provide us with goods and services. If governments spend more than they collect
in taxes, this will lead to borrowing and an increase in government debt. The decisions governments make as to the
levels of taxation and spending and as to what to tax and what to spend on have important ramifications, as often
governments are a nation's single biggest customer. 

The Problem of the Great Depression
and the Birth of Macroeconomics

Lesson 40

As we saw back in lesson 4, the Great Depression of the 1930s focused one of the 20th century's great minds upon
the problem of managing a national economy. John Maynard Keynes, in writing The General Theory of Employment,
Interest and Money in 1936, basically invented macroeconomics.
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and maybe simply luckier than others. However, we do
expect governments to help out those who have suf-
fered misfortune or those who are unable to support
themselves. We don't expect absolute equality, but we
do desire less inequality.
4. Economic Growth
If the economy is growing and producing more output
every year, there should be an increasing number of
jobs each year and the additional productivity should
keep prices from rising. If everyone is able to find work
who wants to work, equity should be served as well, as
everyone has opportunities to improve their condition
in life.
5. Other objectives pursued by governments are quali-
ty public service provision, counter-cyclical stability,
and efficiency and international competitiveness.

Keynes' big insight was that governments had the
power to try to shape economic conditions to try to
ameliorate much of the human suffering that depres-
sions caused. Alarmed by the rise of the Nazis in
Germany, he felt that unless the worst feature of free
market economies could be made less frightening to
people, the appeal of fascism and socialism and com-
munism would continue to grow and perhaps lead to
the death of liberal democracy itself. In a very funda-
mental way, Keynes was concerned with reframing the
role of government in the market economies of the west
in order to save them. Before Keynes, governments
would often make an already bad situation worse as, in 

So while in previous sections we have looked at and mod-
eled households or consumers and firms, now, as we begin
our study of macroeconomics, it is time to look at govern-
ment in more detail. Our first step should be to look at the
goals of government. Clearly, what all governments want is
to stay in power. In order to do this, they need to guard
their monopoly on the use of force (ie military and police
power) and earn the approval of those they govern. What
economic objectives do governments pursue in order to
keep us happy?

1. Full Employment
People need income and a sense of purpose. If many
people in a country are jobless, it can lead to social
instability. Unemployed young men with no purpose
and no prospects can easily be persuaded to riot and
revolt, which further increases the motivation for gov-
ernments to see that people who want to work can find
work.
2. Price Stability
People do not like to see prices rise (or fall) noticeably.
Rising prices destroy the purchasing power of peoples'
savings and salaries, and falling prices make their debts
harder to pay. 
3. Equity
A market economy will tend to create income inequali-

ty. Some people are more intelligent, more industrious 

2. Monetary Policy
Governments, through central banks, control the money supply, interest rates and banking regulations. Changes in
monetary policy make it more or less attractive for people to save or borrow in order to spend or invest.

Economic Objectives

What are the tools governments have at their disposal to meet these objectives? Basically, they are:
Tools

Depressions (also known as 'Panics' and 'Crashes' in the 19th Century, occurring in
1837, 1857, 1873 and 1893) were a regular feature of the economy up until the 1930s.

Up until Keynes, though, most governments felt they
had no alternative but to let such panics run their
course, during which prices, income and employment
would all fall quite significantly. However, once prices
(and employment and income) had hit bottom,
inevitably conditions would begin to improve as asset
prices (and wages) had become attractive enough to
once again encourage profitable investment, leading to
rising employment, income and prices.

Macroeconomics is a relatively recent addition to economics. 

order to balance their budget, they would cut spending to
match plummeting tax receipts. While this was seen as
responsible government policy, what is responsible for the
individual household or firm is not necessarily the best
response on the part of government. Keynes' advice to do
the opposite and increase spending during depressions, or
to, as he put it, 'spend against the wind', resulted in decades
of robust economic growth in the years after WW II, punc-
tuated only occasionally by mild recessions.

The Goals of Government

did you know?

Often they were caused by reductions in the availability of credit (ie liquidity) in the wake of stock market
crashes, themselves often the result of overenthusiastic speculation in railroad company shares or in
commodities. 

3. Regulatory Policy 
Governments pass laws. Some of them have obvious implications for the economy, in particular labour laws (to do
with minimum wages, unions, hours of work), environmental laws, and laws explicitly regulating businesses.

On the next page you will find the dominant model of the macro-economy. It is called the circular flow of income
model. Notice that it incorporates households and firms while introducing government and foreigners as economic
players.
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monetary policy make it more or less attractive for people to save or borrow in order to spend or invest.

Economic Objectives

What are the tools governments have at their disposal to meet these objectives? Basically, they are:
Tools

Depressions (also known as 'Panics' and 'Crashes' in the 19th Century, occurring in
1837, 1857, 1873 and 1893) were a regular feature of the economy up until the 1930s.

Up until Keynes, though, most governments felt they
had no alternative but to let such panics run their
course, during which prices, income and employment
would all fall quite significantly. However, once prices
(and employment and income) had hit bottom,
inevitably conditions would begin to improve as asset
prices (and wages) had become attractive enough to
once again encourage profitable investment, leading to
rising employment, income and prices.

Macroeconomics is a relatively recent addition to economics. 

order to balance their budget, they would cut spending to
match plummeting tax receipts. While this was seen as
responsible government policy, what is responsible for the
individual household or firm is not necessarily the best
response on the part of government. Keynes' advice to do
the opposite and increase spending during depressions, or
to, as he put it, 'spend against the wind', resulted in decades
of robust economic growth in the years after WW II, punc-
tuated only occasionally by mild recessions.

The Goals of Government

did you know?

Often they were caused by reductions in the availability of credit (ie liquidity) in the wake of stock market
crashes, themselves often the result of overenthusiastic speculation in railroad company shares or in
commodities. 

3. Regulatory Policy 
Governments pass laws. Some of them have obvious implications for the economy, in particular labour laws (to do
with minimum wages, unions, hours of work), environmental laws, and laws explicitly regulating businesses.

On the next page you will find the dominant model of the macro-economy. It is called the circular flow of income
model. Notice that it incorporates households and firms while introducing government and foreigners as economic
players.
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1. Define:
a) FISCAL POLICY

b) MONETARY POLICY

c) REGULATORY POLICY

d) CIRCULAR FLOW OF INCOME MODEL

2. Before macroeconomics was understood, governments would often respond to crashes and panics by raising
taxes and cutting spending. Looking at the circular flow of income model, what would be the likely impact of such
actions on the economic activity of firms and households?

3. Counter-cyclical policies aim to go against the boom and bust business cycle to try to even things out, in contrast
to government policy before Keynes. What would be the correct counter-cyclical fiscal policy  response to a crash or
recession?

4. Why do you think German-speaking economists like von Mises and von Hayek were more pessimistic than
English-speaking economists when considering the prospect of governments assuming a more important role in
guiding the economy?

5. Have you ever seen a government voted out of power for not satisfying one of the goals of government listed in
the lesson? Give a specific example.

Economics for Canadians146

The horizontal arrows represent flows of money, whereas the curved arrows represent flows of tangible items. While
I have put all of the leakages coming out of households, and all the injections going into firms, in reality they come
out of and go into both. For instance, firms save, import materials and equipment from abroad and pay taxes, just as
households borrow to buy their homes and receive government spending. Notice that the leakages and injections
correspond with each other - savings and investment being channelled through the banking system, imports and
exports having to with trade, and taxes and spending being channelled through government.

Be aware that some economists, notably economists of the Austrian School (Ludwig von Mises, Friedrich von
Hayek), reject macroeconomics. They believe that active government involvement in the economy inevitably leads
to greater government control that may diminish individual freedom and responsibility.

Exercise 40
Circular Flow of Income Model

Households Firms

Payments for Factors of Production (mainly wages)

Payments for Goods and Services

LEAKAGES
Savings to Financial Institutions
Import Spending
Taxes

INJECTIONS
Investment

Export Receipts
Government Spending

FA
CTORS OF PRODUCTION (mainly labour)

GOODS and SERVICES
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1. Define:
a) THE EXPENDITURE APPROACH

b) NOMINAL GROSS NATIONAL PRODUCT

c) REAL GROSS DOMESTIC PRODUCT

2. Given the following data (in billions of dollars), calculate nominal GDP from the expenditure side. Be careful to
select only appropriate items. 

3. Government statisticians derive GDP from the income side through the use of income tax data and from the
expenditure side through the use of goods and services (G.S.T./H.S.T.) tax data. Why might GDP from the expen-
diture side be consistently greater than from the income side?

4. Why do you think we count salaries paid to government workers when calculating GDP using the expenditure
approach, but neither salaries paid to workers in private firms nor government transfer payments made to individu-
als (pensions etc.)?

5. Knowing that the GDP deflator (which is basically an index number) was 120 in 2009, and 124 in 2010, what
would be the real GDP figure for 2010 based upon the figures above, measured in constant 2009 dollars?

Lastly, as all spending is income for someone, in theory
income should equal expenditure. So, if we were to
place an observer outside of all households, and count-
ed the money coming in (as wages, rents, interest, and
returns to entrepreneurship), we would have measured
the size of the economy according to the income
approach. We can calculate national income by adding
together wages and salaries, the income of the self-
employed, company profits, rent (including the esti-
mated or "imputed" rent of owner-occupied housing)
and interest. As an equation:

National Income = wages and salaries + self-employed income + trading profits + rent + interest

Measuring the Size of the Macro-economyLesson 41

AD = C + I + G + (X - M)

While working to develop macroeconomics, Keynes
invented a number of supporting concepts and meas-
urements as well. Of great importance was developing a
measure of the overall size of the economy, which
Keynes called gross domestic product (GDP). One
way to measure GDP would be to place an observer in
each firm to count the quantity of final goods produced
and shipped. This is called the output approach.
However, this approach, while the most concrete, is
also the least practical as it would be difficult to com-
pile the quantities of different goods into one number. 

Alternatively, we could place observers at the same
place, but instead of counting the goods going out, they
could count the money coming in. This is called the
expenditure approach, as it counts the total spending
on goods and services. National expenditure (or aggre-
gate demand) is calculated by adding together the
spending of consumers on final goods and services,
firms' investment spending on capital (machinery and
equipment and on expanding inventories of goods to
sell), government spending (spent producing govern-
ment-provided goods and services), and the spending
of foreigners on our exports less our spending on for-
eign imports. As an equation:

Economics for Canadians148

Again, as spending should equal income should equal
output, all three measures should give us a measure of
nominal gross domestic product, or nominal GDP.
Nominal GDP is a measure of the value of final goods
and services produced by the factors of production in a
country measured in today's prices. 

Per capita figures are arrived at by dividing the total
national income or expenditure by the population to
get a figure "per head". Other measures of national
income involve variations on 'nominal' and 'gross' and
'domestic' as follows:
Nominal vs Real: Nominal figures are reported at cur-
rent prices and so do not account for the tendency of
prices to change (generally upwards) over time. Real
figures do account for such price inflation by dividing
the nominal figure by a price deflator. For instance, if
nominal GDP in 2010 was $100 million dollars, and in
2011 it was $110 million dollars, and if prices rose by
5% during the year, then the real GDP in 2011, meas-
ured in constant 2010 dollars would be only
(110/1.05) = 104.8 million dollars.

Gross vs Net: Gross figures count the total production
of all goods and services in a year, while net figures do
not count the production of equipment and machinery
produced to replace such worn-out items of capital.
Technically, Net = Gross less capital consumption or
depreciation.

Domestic vs National: As explained above, GDP (ie
domestic) measures the value of final goods and servic-
es produced by the factors of production in a country.
GNP (ie national) on the other hand measures the
value of final goods and services produced by factors of
production owned by a country's citizens, regardless of
where in the world they are produced.

Exercise 41

Government spending on goods and services 20
Government spending on salaries for government workers 60
Government spending on pensions and transfer payments 20
Consumer spending on goods and services 400
Spending of firms on equipment and machinery 60
Value of existing equipment that has worn out this year 20
Spending of firms on wages and salaries 300
Value of exports 50
Value of imports 40
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6. Given the following data, calculate first nominal GDP and then nominal GNP for 2010 using the income
approach. All figures are in billions of dollars.

Wages and salaries (including income of entrepreneurs) 400
Profits earned by firms 70
Rental Income (including imputed rent of owner-occupied housing) 60
Interest 15

Income earned by foreign factors of production in your country 15
Income earned by domestic FOP in foreign countries 10

Economics for Canadians150 151

7. Which of the following transactions would show up in national income accounts? Would they be used under
the income or expenditure approach (or both)? Under which sub-accounts do you think the transactions will
fall (ie consumption etc. or wages etc.)?
a) Policemen in Ottawa get their salaries

b) Ford Motor Company buys steel and glass from their suppliers to make cars

c) A person hires his neighbour to build a fence for him. He buys the materials at the lumber yard, and pays his
neighbour cash for his labour and doesn't ask for a receipt

d) A hospital buys bandages from a medical supply company

e) Workers at Molson Breweries get paid their salaries

f) A handicapped person gets his government disability allowance payment cheque

g) A mafia kingpin in Montreal invests in a casino using money earned in the drugs trade

8. If the real GDP of a country was 60 billion dollars in 2008, 64 billion dollars in 2009, and 69 billion dollars in
2010, using constant 2008 dollars, what were the rates of economic growth each year?

The Business Cycle Lesson 42

Time

The economy does tend to grow in size over time. Economic growth occurs when real output, as measured by real
GDP, increases over a certain time period. However, such growth is not steady. Generally it is subject to what is
known as the business cycle, which is the periodic or regular fluctuation in real national income/output/GDP over
a period of time. We can express the business cycle as a diagram:

Notice that growth is faster than the long term trend
during an expansion (from trough to peak) and slower
(in fact, negative) than the long term trend during a
contraction or recession. A recession is a period of at
least two quarters (ie 6 months) of negative economic
growth (ie a decrease in GDP, not just a decrease in the
rate of increase of GDP). Generally expansions are
much longer than recessions, usually being about 4 to 5
years in length as opposed to a year to 18 months.

Why is there a business cycle? The best explanation has
to do with human emotions. Starting at the trough,
confidence is at a low point, and has been in decline for
some time. The good thing is that factors of production
are available and are often relatively cheap to buy or
hire. Eventually some brave souls decide to take a
chance and invest in business or property, and some
other brave individuals who had delayed purchasing
goods (especially cars and homes) as times had been
uncertain decide to take the plunge and buy. 

Real Output

These early risk-takers find that their decision was a
good one. Business begins to pick up and investors
make money and consumers find that as their incomes
are rising they can begin to loosen their purse strings
more. Thus, a virtuous circle of growth sets in - people
gain confidence and they begin to save less and spend
more which inspires businesses to invest in increasing
capacity, which increases employment and income,
which further increases confidence. 

However, eventually some investors and consumers
think that the cycle of growth in incomes and asset
prices will never end and get over-confident and begin
investing in some questionable business ideas (as the
sensible ones have likely already been developed),
begin paying too much for homes or stocks (in a specu-
lative fever) or simply begin to borrow too much to
finance their lifestyles. In a nutshell, the debts of firms
and individuals begin to grow much more rapidly than
profits or income.

Long Term Trend

Expansion

Trough

Peak

Real GDP

Contraction
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It should be said that borrowing money is the ultimate
expression of confidence. We only borrow when we feel
the future will be brighter than today. We borrow to
buy assets when we are confident that those assets will
rise in value. Businesses borrow to buy equipment or
expand their operations when they are confident that
their sales and profits will continue to grow. On the
other hand, saving is an expression of a lack of confi-
dence in the future, as expressed in the saying "save for
a rainy day."

However, all growth cycles do come to an end.
Eventually, some 'trigger' event wakes some people up
to the fact that some recent investments by firms are
not likely to yield profits, or that home values or stock
prices may be due for a fall. Having lost their confi-
dence, these people begin to sell assets and start to save
cash. This behaviour is noticed by others who begin to
emulate them and soon more and more people are
behaving this way, leading to a drop in spending and
profitability and therefore asset prices. Pretty soon
everyone is aware that the economy is in a downturn
and everyone is trying to do the same, further exacer-
bating the situation. Unprofitable firms either close or
lay off workers, causing unemployment which further
depresses spending and asset prices. Eventually, after 6 -
18 months, the economy ends up at the trough of the
cycle. Confidence is at zero, and the cycle can begin
once more.

Another way to think about the business cycle is to
think of the economy as a tree that needs regular prun-
ing. During the expansions, confident businesspeople
and consumers try out a lot of different ideas. This is
like a tree growing a lot of shoots. Most of the ideas are
good, but some of them are not. The recession is the
pruning of the tree. Ideally, during a recession the bad
ideas are eliminated, and the good ideas are given more
resources to expand leading to a revitalized economy.

The business cycle does contribute to instability in a
market economy, which is why one of the macroeco-
nomic goals of government is counter-cyclical stability.
However, it is also an indispensable part of what Joseph
Schumpeter called the "creative destruction" of capi-
talism. During booms, people take chances and infra-
structure is built and ideas are developed. During busts,
the resources and ideas developed during booms are
refined and redirected and made more efficient. For
instance, during the dot com technology boom of the
late 1990s, a lot of telecommunications infrastructure
was developed. The bust in the early 2000s saw many of
the internet and technology firms who did the work go
bankrupt. However, the broadband capacity they devel-
oped and installed remained behind to be exploited
cheaply by other firms. YouTube could not have been a
successful business in the 2000s without the over-
investment of the 1990s in telecommunications tech-
nology and hardware by firms like Nortel.

Another thinker, Nikolai Kondratieff, posited the exis-
tence of 'long waves' based upon different packages of
technological and economic advances. The creation of
whole new sectors of the economy leads to long periods
of growth as the opportunities presented are exploited.
Later the technologies become mature. Eventually, the
old technologies must be dismantled in order for a new
suite of technologies to emerge. For instance, the first
industrial revolution (steam power, textiles) of 1800 -
1850 was followed by the second (steel, railways) from
1850 until 1900, which was followed by the age of
petrochemicals and electricity from 1900 until 1950,
which was in turn followed by the age of consumer
goods and electronics from 1950 to 2000. Some
thinkers believe we have been in a Kondratieff trough
since 2000 as we await the growth of new industries like
biotechnology, nanotechnology, and robotics.

Exercise 42

1. Define 
a) BUSINESS CYCLE

b) RECESSION

c) CREATIVE DESTRUCTION

2. Explain the business cycle with the help of the circular flow of income model. What is happening during an
expansion? What is happening during a contraction? Focus on injections and leakages.

3. Learn about the recent housing booms (and busts) in Dubai or Ireland or Spain or the USA. How do these
booms and busts support the theory that human emotions are behind the business cycle? Do you think Canada will
be spared a housing bust in the near future? Why or why not?

4. While reading about these recent housing market booms and busts, were low interest rates mentioned as a con-
tributing factor? Research the thoughts of Austrian school economists like Ludwig von Mises and Friedrich von
Hayek on the role of central banking and interest rates on the business cycle. How might changes in interest rates
result in economic instability?

5. During the dot com internet technology boom of the late 1990s, two very different firms were founded. eBay was
founded in 1995, and pets.com was founded in 1999. Research these two firms on Wikipedia and describe how they
illustrate the theory of the business cycle you have learned.
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Another thinker, Nikolai Kondratieff, posited the exis-
tence of 'long waves' based upon different packages of
technological and economic advances. The creation of
whole new sectors of the economy leads to long periods
of growth as the opportunities presented are exploited.
Later the technologies become mature. Eventually, the
old technologies must be dismantled in order for a new
suite of technologies to emerge. For instance, the first
industrial revolution (steam power, textiles) of 1800 -
1850 was followed by the second (steel, railways) from
1850 until 1900, which was followed by the age of
petrochemicals and electricity from 1900 until 1950,
which was in turn followed by the age of consumer
goods and electronics from 1950 to 2000. Some
thinkers believe we have been in a Kondratieff trough
since 2000 as we await the growth of new industries like
biotechnology, nanotechnology, and robotics.

Exercise 42

1. Define 
a) BUSINESS CYCLE

b) RECESSION

c) CREATIVE DESTRUCTION

2. Explain the business cycle with the help of the circular flow of income model. What is happening during an
expansion? What is happening during a contraction? Focus on injections and leakages.

3. Learn about the recent housing booms (and busts) in Dubai or Ireland or Spain or the USA. How do these
booms and busts support the theory that human emotions are behind the business cycle? Do you think Canada will
be spared a housing bust in the near future? Why or why not?

4. While reading about these recent housing market booms and busts, were low interest rates mentioned as a con-
tributing factor? Research the thoughts of Austrian school economists like Ludwig von Mises and Friedrich von
Hayek on the role of central banking and interest rates on the business cycle. How might changes in interest rates
result in economic instability?

5. During the dot com internet technology boom of the late 1990s, two very different firms were founded. eBay was
founded in 1995, and pets.com was founded in 1999. Research these two firms on Wikipedia and describe how they
illustrate the theory of the business cycle you have learned.
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Modelling the Macro-economy
Aggregate Demand and Aggregate Supply

Lesson 43

Price
Level

So, we have seen that we can measure the overall size of
the economy, and that while the overall size grows over
time, it does so in an uneven fashion. Now, let's see if
we can construct a workable graphical model of the
macro-economy using some of the concepts developed
by Keynes, which all had to do with measures of output,
employment and prices across an entire economy.

In lesson 41, when measuring the size of the macro-
economy using the expenditure approach, we used the
term aggregate demand. Aggregate demand is the total
planned spending on domestic goods and services at
various possible average price levels per period of time.
As we saw before, aggregate demand can be broken
down into consumption, investment, government
spending, and exports - imports. As an equation,

Aggregate supply is the total planned output of goods
and services at various possible price levels per period
of time. We can show aggregate demand and aggregate
supply on a diagram as follows:
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lead to an increase in the price level. Lastly, the vertical portion shows that all productive resources are employed.
No more output can be produced, no matter the price level. The economy is at full capacity. You are operating on
your PPC.

The intersection point of AD and AS is the short-run equilibrium point. In the diagram above, the short run equilib-
rium real output is Y1 and the short run equilibrium price level is P1. It is important to label AD/AS diagrams fully.
Never label the vertical axis "P" - that is for D/S diagrams. Always label it as "Price Level". Similarly, the horizontal
axis is not "Q" - it is "Real Output".

Now, as either AD or AS move around, the short run equilibrium output and price level will move around as well.
We can manipulate AD and AS according to the following decision tree:

The similarity of the diagram above to a market supply
and demand diagram can be seductive. However, keep
in mind that aggregate demand is the sum of all
demand for all goods in an economy, and aggregate
supply is the sum of total productive capacity in an
economy. They are very distinct concepts.

Why does the AD curve slope downwards? First off, if
the price level in your country were to rise (ie if goods
and services in general were to become more expen-
sive), people's savings would not buy as much as before,
so at high price levels, consumer spending would fall.
Secondly, if the price level in your country were rising
faster than your trading partners, your exports would
begin to look expensive to them, and imports from your
partners would look relatively cheap. This would lead
to a drop in exports and a rise in imports, further reduc-
ing AD. Lastly, if the price level was high and rising
interest rates would be expected to be high and rising as
well to protect savers. These high interest rates, though,
would discourage people from borrowing to buy cars
and homes, reducing AD even more.

Why does the AS curve have its complicated shape?
The horizontal portion reflects the fact that at low lev-
els of output, there are many unemployed resources.
These can be brought into production without causing
an increase in the price level. For instance, unemployed
workers can be hired without putting any upward pres-
sure on wages, and shuttered factories can be brought
back into production without leading to increases in
equipment or raw material prices. In the middle por-
tion, on the other hand, some factors of production (ie
skilled workers, good shop locations, or certain natural
resources) are becoming scarce. As a result, firms will
have to pay more to engage them, and they will have to
raise prices to cover this increase in costs. So, in this
portion, it is possible to increase output, but only wit an
increase in costs which will, other things being equal, 

Aggregate demand will shift in response to:
1. Changes in fiscal policy (taxes and spending)
2. Changes in monetary policy (interest rates)
3. Changes in the demand for your exports
4. Changes in the currency exchange rate which 
may influence export and import demand
5. Changes in the level of personal or corporate  
debt or wealth
6. Expected changes in income or inflation
7. Changes in confidence

Does the event affect…

Real
Output

Notice that the actions that shift aggregate supply tend to affect both the long and the short term. For instance, an
improvement in the educational system will assumedly improve the quality of labour right away and into the future.
However, a couple of changes tend to affect aggregate supply only in the short term. These are changes in the
weather (ie a drought which will affect potential farm output this year only) and short term fluctuations in impor-
tant input prices (ie oil - a large increase in oil prices will surely increase the costs of production for all business and
thus shift in AS, but when the oil price falls, or when people respond to the higher prices by using it more efficiently,
this shift will be reversed). 

AD = C + I + G + (X-M)

Aggregate SupplyAggregate Demand

P1

Y1

Aggregate supply will shift in response to:
1. A change in the quantity/quality of capital
2. A change in the quantity/quality of labour
3. Governments adopting 'supply side' policies designed
to achieve '1' or '2', for instance, increasing tax
breaks for investment in new equipment, or... 
4. ...Reducing income tax and unemployment benefits 
to encourage people to work more
5. Regulatory changes affecting workers or firms
6. Investments in infrastructure (roads etc.)
7. Changes in the price or availability of key productive
resources/inputs

SPENDING
If so,

manipulate AD

PRODUCTIVE CAPACITY

Will they spend…

OR

LESS? MORE?
Shift AD left Shift AD right

If so,
manipulate AS

Will productive capacity…

FALL? RISE?
Shift AS left Shift AS right
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Notice that the actions that shift aggregate supply tend to affect both the long and the short term. For instance, an
improvement in the educational system will assumedly improve the quality of labour right away and into the future.
However, a couple of changes tend to affect aggregate supply only in the short term. These are changes in the
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tant input prices (ie oil - a large increase in oil prices will surely increase the costs of production for all business and
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1. A change in the quantity/quality of capital
2. A change in the quantity/quality of labour
3. Governments adopting 'supply side' policies designed
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to encourage people to work more
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Exercise 43

1.Define:
a) AGGREGATE DEMAND

b) AGGREGATE SUPPLY

2. Using the AD/AS curves on the facing page representing Canada, show how each of the following events will
affect the short run equilibrium real output and price level. Label the diagrams fully. Then, below, write the
impact of each event on real output and the price level
a) The government lowers all taxes

b) The government embarks on a program to build better roads 

c) The government makes it easier for firms to hire casual labour during busy periods

d) The government accepts 20 000 skilled immigrants from Sri Lanka

e) The government raises interest rates

f) Religious fundamentalists take power and forbid women from working

g) People, scared of a recession, begin saving more and spending less

h) The government reduces income taxes and allows firms to claim bigger tax deductions for investing in new
plants and equipment

i) Poor weather leads to crop failures

j) A war in the Persian Gulf interrupts oil supplies and sends oil prices skyrocketing

k) AIDS begins spreading rapidly through the population

l) An educational reform program actually improves students' thinking skills
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More about Keynes and Keynesian Demand ManagementLesson 44

Cycle 1 2 3 4 5 6 Total after 6

New spending 100 80 64 51.2 40.96 32.77 cycles

Saved or spent on imports 20 16 12.8 10.24 8.19 6.55

Spent on domestic goods 80 64 51.2 40.96 32.77 26.22 395.15

One of Keynes' key insights was that prices (and espe-
cially wages) are 'sticky downwards', at least in the
short run. For instance, in Keynes' view, a worker
would rather be unemployed for a time than accept
work at a lower wage than he has come to expect.
Similarly, landlords are likely to keep their properties
unoccupied while they wait for suitable rents. This
belief in 'sticky prices', while flatly contradicting the
view held by classical economists that markets always
clear at an equilibrium price, nonetheless did help to
explain how high rates of unemployment could persist
in a market economy.

A related concept developed by Keynes was called
money illusion. Money illusion refers to the tendency
of people to think of currency in nominal rather than
real terms. So, even if prices are falling, and the pur-
chasing power of a unit of currency is therefore rising
(this is called deflation), people will nonetheless be
unwilling to accept a cut in wages even though such a
wage cut will not make them any worse off. Instead,
they will fight tooth and nail to keep their existing nom-
inal wages which, in an environment of falling prices,
will result in an increase in real wages. Rising real
wages, though, will lead to a reduction in the demand
for labour (as we saw in lesson 37) and therefore will
cause unemployment to rise. This unemployment can
then lead to a reduction in national income and a
decrease in aggregate demand, which will put further
downward pressure on the price level, which will lead
to a further increase in real wages, and so on and so
forth until you end up with very low levels of employ-
ment, income and prices.

Keynes' solution to the problem of low levels of eco-
nomic activity was to put money illusion to work to
increase employment and output by encouraging price
inflation. If prices are rising, people may not notice, and
so long as their nominal wages are constant (or even 
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investment should shift aggregate demand to the left and thereby reduce inflationary pressures. Unfortunately,
many of the political followers of Keynes proved themselves much more eager to stimulate the economy during
recessions than to slow things down during expansions. 

Keynes also saw that small increases or decreases in what he called 'exogenous' spending (or 'new' spending from
outside the system such as an increase in government spending, investment spending or export receipts - think of
the injections from the circular flow model) could have a big impact on the overall level of spending, or aggregate
demand. This impact is known as the Keynesian multiplier effect. If, say, the government spends 100 million dol-
lars on building a new road, if most of that spending is spent on domestic suppliers and workers, and if they in turn
spend most of their extra income on goods and services produced domestically, then that initial 100 million dollars
could result in several hundred million dollars of additional economic activity. The government spending for the
new road will be added to the "government spending" part of the GDP accounts. The contractor spending some of
the money received from the government buying equipment will be added to the "investment spending" part of the
GDP accounts. The contractor also pays wages to his workers. Their spending of their wages in shops and restau-
rants will show up in the "consumption spending" part of the accounts. 

rising slightly) their real wages are falling. At lower real
wages there is a greater demand for labour, and so
employment rises along with national income which
further supports the price level, and so on until full
employment is achieved.

Another way to think about this is to consider that,
when prices are falling, money is getting more valuable
relative to goods and services. If this is expected to con-
tinue, people may begin to hoard money now to spend
later. As they do so, less money is circulating. This fur-
ther depresses economic activity and leads to further
falls in prices. In order to break this cycle, it is necessary
to change the perception that money is getting more
valuable and should be hoarded. The way to do this is
to encourage inflation, which can be most easily done
by the standard Keynesian stimulus prescription of
increasing government spending, cutting taxes and
increasing the money supply. With money now flood-
ing into the economy and making money less scarce
relative to goods and services, people should overcome
their desire to hoard their cash and start to spend and
invest again, leading to a recovery.

This manipulation of government taxation, spending
and interest rates to spur (or, sometimes when inflation
is a problem, to constrain) spending and investment is
sometimes called Keynesian demand management.
Keynesian demand management uses fiscal and mone-
tary policy to reduce the volatility of the business cycle.
When output is below potential during recessions, the
Keynesian prescription to increase government spend-
ing, cut taxes and lower interest rates should increase
spending and investment and therefore shift aggregate
demand to the right, reducing unemployment. On the
other hand, during expansions when the intersection of
AS and AD is on the vertical portion of the aggregate
supply curve, cutting government spending, increasing
taxes and raising interest rates to cut spending and 

To figure out how big the multiplier is you need to know the marginal propensity to consume. This is just a meas-
ure of how much of each additional dollar earned will be spent on domestically produced goods and services. So if
when I earned $100 I went on to, on average, spend $80 on domestically produced goods and services, I would have
an MPC of 0.8. If this were true of the economy as a whole, we can see that $100 of new spending would have big
effects, as can be shown by the table below, as new income is continually re-spent and becomes new income for
someone else (ie the contractor gets money, buys equipment, the equipment seller takes his earnings and buys a
domestically produced car, the car dealer takes his wife on a domestic holiday with his commission etc). Notice that
the amount spent on domestic goods in a previous cycle becomes new spending in the next cycle.

This total will continue to rise, and will approach a limit of $500 - go ahead and check. So, what we can surmise
from this is that we can calculate the multiplier using the following formula:

Multiplier = 1/(1-MPC)

So, if the MPC is, as in our example, 0.8, then the multiplier will be 1/(1-0.8) = 1/0.2 = 5. Thus, an increase in
exogenous spending of $100 should over time result in a total of $500 of additional spending.
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Exercise 44
1. Define:
a) STICKY PRICES

b) MONEY ILLUSION

c) KEYNESIAN DEMAND MANAGEMENT

d) KEYNESIAN MULTIPLIER EFFECT

2. If the MPC is 0.75, what would be the total increase in AD resulting from an increase in exports of $1000?

3. Looking at the AS/AD diagrams below, state whether the economy is likely suffering from unemployment or
inflation, and suggest suitable Keynesian demand management policies. Label fully.
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4. Knowing what you know about the business cycle, what might be a negative consequence of Keynesian demand
management policies designed to lessen the impact of recessions and reduce unemployment? What 'benefits' of
recession might be lost?

5. How might a belief in the ability of government to manage the economy make firms and workers less responsive
to market forces, or, in other words, reduce competitiveness as measured by the price elasticity of supply?

Supply-side Policy SolutionsLesson 45

While Keynesian demand management is concerned
with shifting aggregate demand in or out, supply-side
policies are always concerned with shifting aggregate
supply to the right. Interventionist supply-side poli-
cies involve government investment in improved
healthcare and education to improve the quality of the
labour force (human capital) and in infrastructure to
ease transport or communications bottlenecks which
may have been limiting productivity. They may also
involve direct government support for research and
development in certain industries in the interests of
improving the level of technological development and
hence productivity which should in turn reduce the
price level.

Supply-side regulatory policies (also called market-
based supply-side policies) are similarly concerned
with raising productive capacity, but do so by making
improvements in the institutional framework.
Deregulation, privatization, trade liberalization and
anti-trust/anti-monopoly measures all tend to encour-
age competition and tend to result in increased output
and employment and lower prices for consumers.
Generally, while such policies are not quick to imple-
ment and while their results take time, changing regula-
tions to make it easier for businesses to be established
and to hire and fire workers do improve living stan-
dards. What they really do is improve everyone's 'price
elasticity of supply' and make people more responsive
to changing economic conditions. If people are more
responsive to price changes, resource allocation
improves which in turn improves both allocative effi-
ciency and living standards.

Labour market reforms are often a big part of a market-
based supply-side agenda. Efforts to reduce the power
of labour unions, reduce unemployment benefits and
abolish minimum wages are promoted by some econo-
mists as ways to increase the flexibility of the labour
market and improve competitiveness. However, cur-

rent arrangements always favour some group, and so
change is often very difficult to achieve. To take a con-
crete example, proposed changes in French labour law
that would have made it easier to hire and fire workers
were fiercely resisted by those French youth who were
well placed to earn a position with the government or a
large firm. The dream of these young people is to get a
position and then keep it for life without having to
worry much about improving their skills or working
very hard. However, the flip side of their job security is
unemployment (or under-employment) for many
other talented French youths without good connec-
tions or educational qualifications. Clearly they (and
France) would be better served by some labour market
deregulation. 

As a further example, the United States is now trying to
enact reforms designed to better regulate the financial
industry in the wake of the recent financial crisis.
Predictably, bankers who have done very well under
the existing legislation which permitted them to take
big risks and pocket large salaries when times were
good and to pass on losses to the taxpayer when risks
turned sour have been vigorously resisting reform.
Nonetheless, changing the incentive structure faced by
bankers is necessary if the recent financial crisis is not
to be repeated. More generally, incentive-related sup-
ply-side reforms take the form of tax cuts (income
taxes, capital gains taxes and business taxes). These
theoretically should encourage individuals to work
more and firms to invest more and expand production
and employment. This is the logic behind 'trickle
down' economics, where tax cuts for the rich result in
increased employment and income for everyone.
However, where such tax cuts have not been clearly
tied to the investment behaviour of firms and wealthy
individuals, they have been shown to be relatively inef-
fective. As well, it has been shown that an individual's
decision concerning working hours is affected more by
cultural and social norms than by tax rates.
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Exercise 44
1. Define:
a) STICKY PRICES

b) MONEY ILLUSION

c) KEYNESIAN DEMAND MANAGEMENT

d) KEYNESIAN MULTIPLIER EFFECT

2. If the MPC is 0.75, what would be the total increase in AD resulting from an increase in exports of $1000?

3. Looking at the AS/AD diagrams below, state whether the economy is likely suffering from unemployment or
inflation, and suggest suitable Keynesian demand management policies. Label fully.
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4. Knowing what you know about the business cycle, what might be a negative consequence of Keynesian demand
management policies designed to lessen the impact of recessions and reduce unemployment? What 'benefits' of
recession might be lost?

5. How might a belief in the ability of government to manage the economy make firms and workers less responsive
to market forces, or, in other words, reduce competitiveness as measured by the price elasticity of supply?

Supply-side Policy SolutionsLesson 45

While Keynesian demand management is concerned
with shifting aggregate demand in or out, supply-side
policies are always concerned with shifting aggregate
supply to the right. Interventionist supply-side poli-
cies involve government investment in improved
healthcare and education to improve the quality of the
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price level.
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position and then keep it for life without having to
worry much about improving their skills or working
very hard. However, the flip side of their job security is
unemployment (or under-employment) for many
other talented French youths without good connec-
tions or educational qualifications. Clearly they (and
France) would be better served by some labour market
deregulation. 

As a further example, the United States is now trying to
enact reforms designed to better regulate the financial
industry in the wake of the recent financial crisis.
Predictably, bankers who have done very well under
the existing legislation which permitted them to take
big risks and pocket large salaries when times were
good and to pass on losses to the taxpayer when risks
turned sour have been vigorously resisting reform.
Nonetheless, changing the incentive structure faced by
bankers is necessary if the recent financial crisis is not
to be repeated. More generally, incentive-related sup-
ply-side reforms take the form of tax cuts (income
taxes, capital gains taxes and business taxes). These
theoretically should encourage individuals to work
more and firms to invest more and expand production
and employment. This is the logic behind 'trickle
down' economics, where tax cuts for the rich result in
increased employment and income for everyone.
However, where such tax cuts have not been clearly
tied to the investment behaviour of firms and wealthy
individuals, they have been shown to be relatively inef-
fective. As well, it has been shown that an individual's
decision concerning working hours is affected more by
cultural and social norms than by tax rates.
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Generally, market-based supply-side regulatory changes
only take place when it becomes clear to everyone that
the current way of doing things is unsustainable, and
when leaders have the courage to confront the special
interests that are committed to keeping things as they
have been. They are never politically easy, as the pain
of implementing supply-side reforms (in terms of dis-

Exercise 45
1. Define :
a)INTERVENTIONIST SUPPLY-SIDE POLICY

b) MARKET-BASED SUPPLY-SIDE POLICY

2. Using the diagrams below, show and explain how an increase in infrastructure spending to build a new port and
railroad to ship goods from the interior of the country to the coast and on to world markets will affect the economy
in the short-term, while it is being built, and in the long-term after it is built.
Label the diagrams completely.

3. Using the diagrams below, show and explain how cuts in the wages of unionized workers and in the benefits paid
to the unemployed would affect the economy in the short-run, after the cuts are first announced, and in the long-
run, say after a year or so, when some of these workers have moved on to start their own businesses or have taken
second jobs to maintain their standard of living. Label the diagrams completely.

ruption to established practices, decreased employment
and wage and benefit cuts for some workers, and per-
haps rising inequality) is usually felt immediately, while
the gains (in terms of better governmental budget bal-
ances, lower inflation, economic growth, and higher
employment)  are only enjoyed in the future.
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1. Do you feel trade-offs exist between the economic goals of government?
Explain one trade off you think exists.

2. Why might governments be interested in achieving full employment in order to maintain power even in countries
that are not democratic? How would full employment (especially of young men) reduce the risk of their losing
power?

3. The business cycle has also been explained as a product of credit expansion and contraction. When credit is easy
to obtain (ie it is easy for people to take out loans), spending, investment and employment are high. On the other
hand, when credit is difficult to obtain, spending, investment and employment are low. Why then do governments
not simply advocate a policy of perpetual easy credit?

Economics for Canadians164 165

4. Classical economists believed that markets always cleared at an equilibrium price, and therefore always felt that
unemployment was a temporary phenomenon, in contrast with Keynes' insight that unemployment could persist
due to people being stubborn. How does the AS curve drawn below express the belief held by classical economists
that markets always clear? Adjust AD to the right and to the left - what always stays the same?

Lessons 40 through 45 (Introduction to Macroeconomics)
Questions for Review and Extension 

5. Explain how the following story demonstrates both sticky prices and money illusion.

A person loses his $40 000 per year job and suffers 2 years of unemployment before accepting
another position at the same salary. He was offered a position at a salary of $35 000 per year a few
weeks after he became unemployed. Inflation rates have been running at 6% p.a.

Price
Level

Real
Output

Aggregate Supply (AS)

Aggregate Demand (AD)
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If you have a population of, say, one million people,
probably up to 200,000 are kids under the age of 14 or
15 who are not allowed by law to work. That leaves a
potentially economically active population of 800,000.
However, many of these people, while they may be
allowed to work, will not choose to work. They may be
students in higher education, housewives and house-
husbands, or retired people. Let's say another 300,000
people fall into this category. This leaves 500,000 peo-
ple who are able to and willing to work. This is the
labour force. If I divide the labour force by the active
population I arrive at what is called the participation
rate, which in this case would be 

However, maybe 40,000 of the people in the labour
force are looking for but have not found work. These
are the unemployed. The unemployment rate in this
case would be 

The Problem of Unemployment Lesson 46

As we have discussed, one of the most important economic goals of government is to keep unemployment low.
Unemployment is when individuals who are able and willing to work and actively seeking work cannot find a job.
The unemployment rate is the number of unemployed divided by the number of people in the labour force,
expressed as a percentage. 
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available for part of each year. For instance, ski instruc-
tors, farm workers, fishermen and construction workers
all have a 'season' during which they work, but another
season during which they typically do not. This type of
unemployment can be benign if the worker can earn a
sufficient income during the period of work to support
him or herself for the entire year, but it can equally con-
sign such workers to lives of poverty.

4. Structural unemployment
Unemployment that results from changes to the econo-
my. In any dynamic economy, some industries and jobs
thrive while others disappear. If a worker has skills suit-
ed to a declining industry or suited to an obsolete tech-

when they would prefer to be working full-time. In
both cases there is a degree of unemployment that will
not be captured by official statistics. Lastly, the official
unemployment rate for a nation can hide significant dif-
ferences in the rates suffered by people of certain eth-
nicities, age groups and regions which may be impor-
tant from a societal standpoint (ie high unemployment
among young ethnic men in inner cities).

(40 000/500 000) * 100 = 8%

(500 000/800 000) * 100 = 62.5% 

Measuring unemployment is somewhat imprecise. For
instance, while official statistics in the US put unem-
ployment at around 8 or 9% of the labour force other
analysts estimate rates twice as high. One problem is
'hidden unemployment', where people are not looking
for work because they have given up hope of getting a
job (and so go back to school, look after children etc.).
As they are no longer seeking work, they are not count-
ed in official statistics, yet, you can be sure that when
the economy improves, they will once again join the
labour force. Another problem is underemployment. In
a bad economy, you may well have degree holders driv-
ing taxis and waiting on tables, or working part-time

There are various types of unemployment, explained
here in order of increasing seriousness.
1. Frictional unemployment
Unemployment due to people changing jobs. Often,
people quit their job before finding a new one. This is
not a particularly serious form of unemployment as
employees must feel confident that they can find a new
job when they quit and as their decision to change jobs
should result in their being happier and more produc-
tive in their new position.

2. Cyclical unemployment
Unemployment that results from a fall in the demand
for labour during recessions. Often workers in construc-
tion or auto making are 'laid off' during the contrac-
tionary period of the business cycle. However, generally
they are only jobless for a few months. Whenever busi-
ness picks up, they are re-hired. Neo-classical econo-
mists dismiss this type of unemployment, instead
attributing rising unemployment during recessions to
workers not adjusting their wage expectations quickly
enough to changing conditions. They call this 'real wage
unemployment.'

3. Seasonal unemployment
Unemployment that results from some work only being 

nology, he or she is at risk of structural unemployment.
For instance, telephone operators and typists, or coal min-
ers in Britain, have all faced structural unemployment.

The consequences of unemployment are most serious
for the structurally unemployed as the jobs they are
capable of performing are disappearing and not coming
back. All unemployment leads to a loss of income and
sense of purpose but structural unemployment, as it is
often long-term, is the most harmful. Communities with
high rates of structural unemployment often suffer from
serious social problems like alcoholism and other sub-
stance abuse, higher crime rates and higher rates of fam-
ily breakdown. 

Exercise 46

1. Define:
a) UNEMPLOYMENT RATE

b) PARTICIPATION RATE

c) FRICTIONAL UNEMPLOYMENT

d) SEASONAL UNEMPLOYMENT

e) CYCLICAL UNEMPLOYMENT

f) STRUCTURAL UNEMPLOYMENT

g) HIDDEN UNEMPLOYMENT

2. In developed countries, where people have to apply for unemployment benefits, and where to collect these bene-
fits you must declare that you have been looking for work, it is easy to calculate the precise number of unemployed.
How might statisticians in developing countries with a lot of workers employed in the 'informal' sector (ie engaged
as street traders or day labourers) without unemployment insurance schemes arrive at unemployment figures? 
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3. Calculate the unemployment rate in a city with 36,000 workers of which 4000 are unemployed.

Economics for Canadians168 169

4. What type of unemployment is indicated in each of the following situations?
a) Joe works as a welder building pipelines in northern Alberta. However, it is only possible to work there from
April through to October.
b) Carol really hates her job and decides to quit. However, she has some savings and knows she has good skills, and
so should be able to find a new job in a few months.
c) Gordon trained as an architect before the advent of CAD/CAM design software. As he has never learned how to
use computers he cannot find a new architect job.
d) Bill works at the Bombardier factory. However, soaring fuel prices are causing airlines to cut back on their air-
plane orders temporarily, causing Bill to lose his job

5. During prolonged recessions, unemployed people often become discouraged and give up and return to school or
elect to look after their children. Similarly, when things improve, these previously discouraged individuals begin to
look for work again. How will these peoples' behaviour influence unemployment rates through the business cycle?

6. Using the diagrams below, show and explain how a reduction in aggregate demand can affect the market for
labour and lead to cyclical unemployment. Label the diagrams correctly.

7. Explain why the closure of a mine in an isolated town in northern Ontario will lead to significant structural
unemployment if people do not choose to move elsewhere.

Policy Responses to UnemploymentLesson 47

Frictional
In the pre-internet age, governments would operate employment centres to connect job-seekers with available posi-
tions. Now, however, recruiting websites do this very effectively. If it is felt that job seekers are not sufficiently moti-
vated to find work due to overly generous unemployment insurance benefits, frictional unemployment could be
reduced by cutting these benefits. 

As we have seen, unemployment is a serious problem with different causes. There are appropriate government
responses to each type of unemployment.

Seasonal and Structural
These types of unemployment are the most pernicious as they can be chronic. There are two different supply-side
(ie increasing aggregate supply) approaches to reducing this form of unemployment:

Cyclical
If falling aggregate demand has caused the demand for labour to fall, then governments should pursue Keynesian
demand management policies designed to boost aggregate demand, such as cutting taxes and increasing govern-
ment spending (fiscal policy) and cutting interest rates (monetary policy), thereby increasing the demand for
labour and reducing this form of unemployment. Note that neo-classical economists would choose to do nothing
(and want workers to believe they would do nothing) to encourage workers to reduce their wage expectations more
quickly so as to more quickly find work.

Generally, market-based policies are better in the long term. If an industry is disappearing and there is no reason for
workers to be in a particular place or to use a particular set of skills, the sooner they can be persuaded to move or
learn new, more relevant skills the better. However, in the short term, there is often tremendous political pressure
applied to leaders to lessen the pain and to allow people to stay in their communities. Sometimes communities can,
if given some breathing space, find a new purpose and once again thrive, but more often than not, interventionist
policies just prolong the inevitable.

Market-based policies involve encouraging work-
ers to move towards jobs. Allowances may be
offered to workers to retrain and learn new skills.
At the same time, unemployment benefits may be
reduced or eliminated after a certain time period,
to further encourage workers to adapt to change.
In extreme cases, the government may even buy
the homes of workers in one-industry towns
where that industry has gone out of business to
further enable and encourage them to move.

Interventionist policies involve trying to bring jobs to
the unemployed workers. Often, governments will
move government jobs to areas of high unemploy-
ment. For instance, Canada's immigration files are
processed in an area of Nova Scotia that faced high
unemployment after the closure of its coal mines and
steel mills. Alternatively, governments may also offer
subsidies or tax breaks to firms that agree to open
businesses that can provide stable full-time jobs in
areas of high seasonal or structural unemployment. 
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12-05-28  16:47:19  Black
48660_LOU                        ttn169  



171

1. Define:
a) MARKET-BASED SUPPLY-SIDE EMPLOYMENT POLICIES

b) INTERVENTIONIST SUPPLY-SIDE EMPLOYMENT POLICIES

2. The diagrams below show the impact of a recession on the labour market. As AD falls, so does the demand for
labour.
a) What would be the outcome in the short-term according to a Keynesian economist, who believes that workers'
wages are sticky downwards (ie slow to move down)? Show the outcome on the labour market graph. What would
a Keynesian economist recommend the government do to reduce unemployment? Show the impact of such a
response on the graphs. 

b) What would be the outcome in the short-term according to a neo-classical economist (who believes that workers
quickly accept lower wages to avoid unemployment)? What would such an economist recommend the government
do? Why?

3. Supply-side labour policies are generally thought to increase the quantity or quality of the labour force, through
either increasing labour mobility or employment mobility. Thinking of a country with two labour markets, one with
high unemployment (in a depressed region) and one with low unemployment (in a vibrant city):
a) How would the adoption of market-based supply-side employment policies affect each labour market?

b) How would the adoption of interventionist supply-side employment policies affect each labour market? 
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locks to protect their own gold supplies, began to look
after the gold and other precious metals belonging to
other people (for a fee, or course). Over time, though,
the goldsmiths noticed that once people had entrusted
their metals to them, they rarely asked to see them or to
get them back. So, the goldsmiths began to lend their
depositor's gold and silver out to others, again in
exchange for a fee (which was not called interest as the
charging of interest (usury) was illegal under Church
law). However, they were careful to keep enough gold
and silver on hand to make sure that if some of their
depositors did come to take their precious metals back,
that they would be able to provide it. 

Eventually, as people began to feel more confident that
their money was safe with the goldsmith/banker, they
no longer felt a need to use their precious metals in
transactions at all, preferring instead to use notes prom-
ising to pay the bearer some of their precious metals.
People preferred these so called 'promissory notes' or
'letters of credit' as they were easier to carry around and
were not as vulnerable to theft as the precious metals
themselves. Eventually, banks themselves began to issue
banknotes, promising to pay the bearer gold (and
sometimes silver) 'upon demand' or upon presentation
of the banknote at the bank. So long as everyone had
confidence that there was plenty of gold in the bank to
cover the notes, no one would seek to convert their
notes to gold.

However, periodically people would lose their confi-
dence and the result would be a 'run on the bank'. Of
course, there was rarely enough gold (or in later times,
notes) to satisfy all of the depositors and as a conse-

Money and BankingLesson 48

Money has taken various forms throughout history. In
the past, pressed clay tokens representing livestock or
grain, ingots or coins made of metal, beaver pelts,
cowrie shells, playing cards and paper promissory notes
(promising to pay gold or silver) have all been used.
Today most money is fiat money, which, in either its
paper or electronic form, derives its value solely from
the willingness of other people to accept it in exchange
for goods and services. The general tendency of money
to, over time, become less physical and (and therefore
more convenient) reflects an increase in the level of
trust in the monetary system. Where once people need-
ed money to have intrinsic value (metals, pelts), we
now are quite used to and comfortable with money that,
in and of itself, is really just paper or electrons.

What then defines money as money is not its form,
then, but rather its function. All monies have had to sat-
isfy three main functions. First, they have had to serve
as a store of value. Money, be it beaver pelts, coins or
my bank balance as told to me by the ATM, should not
lose value (or at least, not lose significant value) over
time. If it can store value reasonably well, then others
will be willing to accept it. Thus, it can serve as a
medium of exchange - people can use it to acquire
goods and services from others. If it is accepted as a
medium of exchange and a store of value, it then
becomes a unit of account. If a certain form of money
is widely accepted and used, then the value of goods
and services in an economy will be measured in terms
of units of that money, making economic decision mak-
ing easier.

Banking began when goldsmiths, who had quite strong 

Money is an important part of the economy. Before there was money, people had to trade using a barter
system. As anyone who has played Monopoly knows, often what you want is held by someone who does not
want anything you have to offer, in which case a trade is not possible. Money, being universally accepted,
gets around this difficulty.
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Today most money is fiat money, which, in either its
paper or electronic form, derives its value solely from
the willingness of other people to accept it in exchange
for goods and services. The general tendency of money
to, over time, become less physical and (and therefore
more convenient) reflects an increase in the level of
trust in the monetary system. Where once people need-
ed money to have intrinsic value (metals, pelts), we
now are quite used to and comfortable with money that,
in and of itself, is really just paper or electrons.

What then defines money as money is not its form,
then, but rather its function. All monies have had to sat-
isfy three main functions. First, they have had to serve
as a store of value. Money, be it beaver pelts, coins or
my bank balance as told to me by the ATM, should not
lose value (or at least, not lose significant value) over
time. If it can store value reasonably well, then others
will be willing to accept it. Thus, it can serve as a
medium of exchange - people can use it to acquire
goods and services from others. If it is accepted as a
medium of exchange and a store of value, it then
becomes a unit of account. If a certain form of money
is widely accepted and used, then the value of goods
and services in an economy will be measured in terms
of units of that money, making economic decision mak-
ing easier.

Banking began when goldsmiths, who had quite strong 

Money is an important part of the economy. Before there was money, people had to trade using a barter
system. As anyone who has played Monopoly knows, often what you want is held by someone who does not
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quence the bank would go bankrupt and close. People
who had not been able to withdraw their money in time
lost their savings. This happened most recently in
Canada during the Great Depression.

In response to such bank failures, the Bank of Canada
was established in 1935 and became a Crown
Corporation, wholly owned by the Canadian govern-
ment, in 1938. Besides being granted a monopoly on
the issuance of banknotes in Canada, the Bank was also
given responsibility for monetary policy and was to be
the lender of last resort to the commercial banks. It was
in this last role that it has been most useful. Once the
banks had the backing of the Bank of Canada, ever 

ready to rush armoured cars full of cash to banks suffer-
ing from a bank run, people had more confidence that
their deposits were safe, which made bank runs a thing
of the past. 

The rules of fractional reserve banking govern
Canada's commercial banks. Banks accept deposits, and
must, by law, keep a portion of these deposits as
reserves. However, they are free to lend out the remain-
der. As these loans may in turn re-enter the banking
system, much of the money (in terms of account bal-
ances) created in the Canadian economy is created by
the banks despite the Bank of Canada being the sole
issuer of banknotes and other currency.

1. Define:
a) STORE OF VALUE

b) MEDIUM OF EXCHANGE

c) UNIT OF ACCOUNT

d) FRACTIONAL RESERVE BANKING

2. Why would people be unlikely to use fresh fish or mangoes as money? By contrast, what chemical property of
gold has made it a preferred form of money for thousands of years?

3. a) If banks are required to keep 10% of deposits as reserves, how much can they lend out from an initial deposit
of $1000?
b) Say that amount loaned in 'a' is spent by the borrower, and then deposited in another bank by the merchant who
sold the borrower goods and services. How much of this subsequent deposit must be kept and how much can be
loaned out?
c) Continue this process 5 or 6 times. How much money could conceivably be created by the banking system from
that initial $1000 deposit?

Exercise 48

The Problem of Unstable Prices
(Inflation and Deflation)

Lesson 49

Price stability can be defined as the absence of inflation or deflation. Inflation can be defined as a sustained increase
in the general level of prices, while deflation is the opposite - a sustained decrease in the general level of prices.
Disinflation is a decrease in the rate of inflation. So, if the general price level was rising by 4% per year for the past
few years, but this year it rose only 2%, we can see that while we still had inflation this year, it was less than in previ-
ous years, hence disinflation.

Once inflation becomes noticeable, it can persist and get worse due to people's expectations of inflation. If, say,
inflation in 2008 was 3% due to a rise in oil prices, and then 4% in 2009 due to an expansionary government
response to this increase, workers and firms may, in 2010, in order to preserve their own purchasing power, demand
5% more for their labour and products based upon their expectations of future inflation. Expectations are the key to
the wage/price spiral. Once people expect ever increasing inflation, reducing inflation is almost impossible in the
absence of a serious recession accompanied by high unemployment.

The consequences of mild or creeping inflation can befairly benign. Mild inflation of 1% or 2% per year acts asa dis-
incentive to hoard cash (as it purchases less every year) and an incentive to spend and invest, which can increase
output and employment. However, inflation rates in excess of this amount are noticeable to workers and business
and can lead to these detrimental impacts:

Inflation can be attributed to three causes.

1. A redistribution of wealth from savers and lenders to borrowers and from exporters to importers.
This is because with inflation, every dollar you save today will buy less tomorrow. This can be most clearly under-
stood with housing mortgages. If I buy a house and borrow the money, and if a period of inflation ensues, the size of
my loan relative to the value of the house and my own income will decline steadily. This is good for me, the borrow-
er, but not so good for the saver or the lender. Meanwhile, exporters find it harder to sell their country's products
abroad as their products are going up in price, while importers find it easier and easier to sell products from abroad
as they appear relatively cheap compared to domestic products. This redistribution can lead talented individuals to
engage in speculation and importation as opposed to production, to the detriment of society at large. 

Demand pull inflation is
caused by too much demand in
the economy. We can show
demand pull inflation by shift-
ing aggregate demand to the
right. When this happens,
increases in output are also
accompanied by increases in
the price level. This often hap-
pens towards the peak of an
economic expansion.

Cost push inflation is caused
by increases in the costs of
production which move aggre-
gate supply to the left. Cost
push inflation is very negative
as it simultaneously results in a
reduction in real output and
an increase in the  price level
(stagflation). The oil price
shock of the early 1970s led
to this type of inflation.

An increase in the growth of the money
supply in excess of an increase in real
output can cause inflation. Generally, if
there is too much money chasing too few
goods, prices will rise. The most severe
cases of hyper-inflation (for example,
Weimar Germany in the 1920s and
Zimbabwe in the 2000s) have been at
least partially caused by governments sud-
denly printing vast amounts of money in
order to pay debts or increase spending.

1 2 3
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the wage/price spiral. Once people expect ever increasing inflation, reducing inflation is almost impossible in the
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incentive to hoard cash (as it purchases less every year) and an incentive to spend and invest, which can increase
output and employment. However, inflation rates in excess of this amount are noticeable to workers and business
and can lead to these detrimental impacts:

Inflation can be attributed to three causes.
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This is because with inflation, every dollar you save today will buy less tomorrow. This can be most clearly under-
stood with housing mortgages. If I buy a house and borrow the money, and if a period of inflation ensues, the size of
my loan relative to the value of the house and my own income will decline steadily. This is good for me, the borrow-
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push inflation is very negative
as it simultaneously results in a
reduction in real output and
an increase in the  price level
(stagflation). The oil price
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Zimbabwe in the 2000s) have been at
least partially caused by governments sud-
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Deflation can be caused by shifting aggregate supply to the right or aggregate demand to the left as in both cases,
the price level falls. Rightward aggregate supply shifts are generally benign as the decrease in the price level is
accompanied by an increase in output and employment. This is a 'win-win' situation. Harmful deflation is generally
a consequence of leftward shifts in aggregate demand. This was the case during the Great Depression of the 1930s.
While many factors contributed to the Great Depression, the stock market crash of 1929 and the banking crises
which followed removed a great deal of money from the economy. This led to a reduction in aggregate demand as
people felt poorer (due to their having lost money when stocks values fell and when their bank deposits were lost).
Similarly, the Japanese deflation of the 1990s and 2000s is generally attributed to the collapse in property prices
there in the early 1990s which wiped out the notional savings of many Japanese households. As the Japanese felt
poorer, they spent less and saved more, moving AD to the left, leading to a reduction in the price level. Deflation,
once established as a pattern and not a short-term phenomenon, can also, like inflation, become self-perpetuating
due to peoples' expectations.

The consequences of deflation are quite serious. While falling prices sound good, rising unemployment, slumping
profits and shrinking output do not. Thus, the policy bias when it comes to price stability tends to be towards mild
(ie 1-3% p.a.) inflation. Deflation is feared much more by policymakers than inflation.

Policy responses to inflation can be either demand side (raising taxes and interest rates and cutting government
spending to reduce AD) or supply side (encouraging deregulation and investing in infrastructure, technology and
human capital to reduce costs, improve competitiveness and increase AS). Deflation, though, is generally fought
with stimulative demand side policies (lower interest rates and taxes, higher government spending). However, as
the experience of Japan since the 1990s has shown, entrenched deflationary expectations can be quite resistant to
such policy prescriptions.

2. Menu and shoe-leather costs.
When prices are rising rapidly, firms need to change their prices often (ie print new 'menus'), and consumers need
to spend a lot of effort going from shop to shop comparing prices and going to the bank repeatedly to take out small
sums of cash to avoid holding money which is losing value (thereby wearing out their shoes).
3. Uncertainty and the muddying of price signals.
The function of markets is to provide accurate price information to producers and consumers with which to make
sound economic decisions. If prices are stable, changes in prices are readily noticeable. However, if all prices are ris-
ing due to inflation, it may be harder to notice which prices are rising relatively more than others. Price information
becomes less clear. As a consequence, resources may not be allocated efficiently. More generally, the uncertainty of
changing input and final product prices may lead firms to delay or cancel plans to invest in expanding their capacity. 
4. Severe inflation can lead to an abandonment of money altogether,
which generally leads to complete economic collapse. Money is only valuable if others are willing to accept it in
exchange for goods and services (the function of money as a medium of exchange). People are generally only will-
ing to accept money if they have faith that the money will keep its value into at least the near future (the function of
money as a store of value). Inflation directly harms the ability of money to serve as a store of value (as every unit of
money buys less and less over time), and thus eventually also destroys the ability of money to serve as a medium of
exchange. When people abandon money, they are forced to use barter trade, or use commodities (like cigarettes
and cognac were used in Germany after WWII) to make exchanges, both of which severely limit the range of possi-
ble economic activity.

Conversely, a deflationary spiral takes the following form:

Exercise 49

1. Define:
a) INFLATION

b) DEFLATION

c) DISINFLATION

d) DEMAND-PULL INFLATION

e) COST-PUSH INFLATION

Initial crisis
leads to a
drop in AD

Initial crisis
leads to a

drop in AD

Sales fall, firms
lay off workers

People get used to
prices dropping and
delay purchases in

anticipation of further
price reductions

Price level drops and continues
to drop long enough to affect

people’s expectations

To clear
inventories

firms reduce
prices
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profits and shrinking output do not. Thus, the policy bias when it comes to price stability tends to be towards mild
(ie 1-3% p.a.) inflation. Deflation is feared much more by policymakers than inflation.
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ing due to inflation, it may be harder to notice which prices are rising relatively more than others. Price information
becomes less clear. As a consequence, resources may not be allocated efficiently. More generally, the uncertainty of
changing input and final product prices may lead firms to delay or cancel plans to invest in expanding their capacity. 
4. Severe inflation can lead to an abandonment of money altogether,
which generally leads to complete economic collapse. Money is only valuable if others are willing to accept it in
exchange for goods and services (the function of money as a medium of exchange). People are generally only will-
ing to accept money if they have faith that the money will keep its value into at least the near future (the function of
money as a store of value). Inflation directly harms the ability of money to serve as a store of value (as every unit of
money buys less and less over time), and thus eventually also destroys the ability of money to serve as a medium of
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a) If the rate of inflation is the percentage rate of change of the price level, we can calculate the rate of inflation
as follows:  

Calculate the rate of inflation between each of the years listed above.

b) Which year saw disinflation? Which year saw deflation?

New Price Level - Old Price Level  

Old Price Level

2. The price of a standard basket of goods varied over time as follows:

3. Why are governments often beneficiaries of periods of high inflation? 

Year 2005 2006   2007   2008   2009    2010

Cost of Basket ($) 100 105 113 122 125     123

Economics for Canadians176 177

4. If the stock of money in an economy increased by 10% and the production of goods and services rose only 6%,
ceteris paribus, what would be the likely inflation rate?

5. Label the AD/AS diagrams on the next page to show the following inflationary and deflationary scenarios.
Identify each as either inflationary or deflationary, and identify each as being either demand pull or cost push or the
result of excessive money printing or inflationary or deflationary expectations.

d) In response, the government introduces tax breaks to encourage research into alternative energy. Within a few
years, such investments have led to reduced energy costs in Canada.
e) Record natural resource exports lead to big increases in employment and income in Newfoundland and
Labrador.
f) As home prices have fallen for the past 3 years in Nevada, home buyers continue to wait to purchase homes,
which affects spending on homes as well as on building materials, furniture, linens and many other goods.

a) A giant hedge fund collapses and by so doing wipes out hundreds of billions of dollars of people's wealth, threat-
ening the health of the banking system.
b) Faced with this, the Bank of Canada decides to create hundreds of billions of dollars and flood the banking sys-
tem with this extra cash and lowers interest rates to 0.5%.
c) Oil prices rise to over $140 a barrel, raising the costs of many items including fertilizers (and hence food), trans-
portation, and chemicals.

* 100
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a) If the rate of inflation is the percentage rate of change of the price level, we can calculate the rate of inflation
as follows:  

Calculate the rate of inflation between each of the years listed above.

b) Which year saw disinflation? Which year saw deflation?

New Price Level - Old Price Level  

Old Price Level

2. The price of a standard basket of goods varied over time as follows:

3. Why are governments often beneficiaries of periods of high inflation? 

Year 2005 2006   2007   2008   2009    2010

Cost of Basket ($) 100 105 113 122 125     123
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4. If the stock of money in an economy increased by 10% and the production of goods and services rose only 6%,
ceteris paribus, what would be the likely inflation rate?

5. Label the AD/AS diagrams on the next page to show the following inflationary and deflationary scenarios.
Identify each as either inflationary or deflationary, and identify each as being either demand pull or cost push or the
result of excessive money printing or inflationary or deflationary expectations.

d) In response, the government introduces tax breaks to encourage research into alternative energy. Within a few
years, such investments have led to reduced energy costs in Canada.
e) Record natural resource exports lead to big increases in employment and income in Newfoundland and
Labrador.
f) As home prices have fallen for the past 3 years in Nevada, home buyers continue to wait to purchase homes,
which affects spending on homes as well as on building materials, furniture, linens and many other goods.

a) A giant hedge fund collapses and by so doing wipes out hundreds of billions of dollars of people's wealth, threat-
ening the health of the banking system.
b) Faced with this, the Bank of Canada decides to create hundreds of billions of dollars and flood the banking sys-
tem with this extra cash and lowers interest rates to 0.5%.
c) Oil prices rise to over $140 a barrel, raising the costs of many items including fertilizers (and hence food), trans-
portation, and chemicals.

* 100
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Price indexes can be constructed for any group of consumers or producers. For instance, a producer price index will
often look at the prices of raw materials and commodities, and many cities have an expatriate price index that tracks
the prices of goods and services used by expatriates. So, we could easily construct a price index for teenagers.
Looking at the example above, in a group, list the things that you spend money on in each category below:

Food   Clothing/Grooming       Entertainment   Transportation   Communication   Other

Then, choose one or two 'typical' goods or services from each category that describe spending in that category fairly
well. For instance, for entertainment, you might choose cinema tickets and bowling game charges. These 'sample'
goods make up your 'basket', and hopefully represent the goods in the category well. Circle them.

Now, for each circled item, estimate how often you would buy or use the good or service in a typical month.
Then, find the cost of the good or service. Complete the table below to figure out your 'teenager price index' base
year basket cost.

Now, take this grand total, and give it a value of '100'. Now, in future years, students can track the prices of the items
you have chosen and see if the cost of the total basket has changed, and can from that calculate a corresponding
index value and rate of inflation. What have you noticed about other groups' baskets? Do you think next year's stu-
dent will put the same items in their baskets? Why will they likely be different?

Measuring inflation is a very difficult task. Economists routinely accuse each other and statistical agencies of over-
or underestimating the rate of inflation. The accusations have merit because the measurement of inflation is a statis-
tical exercise that has room for error. Creating a price index involves the following steps:

Most problems to do with constructing and tracking price indexes have to do with the composition of the baskets of
goods. First, the relative weights of goods changes over time. As a country gets more developed, people spend less of
their income on things like food and more on things like entertainment. Similarly, anti-smoking campaigns have
surely reduced the importance of tobacco in the average family's spending. Second, new goods appear, and old
goods disappear, and the baskets need to reflect this (ie Walkmans vs iPods). Lastly, the quality of goods changes
but this is hard to measure.  For example, today’s cars are much better than the cars of the past, but price increases
tend to be attributed only to inflation, thus overstating inflation. As well, any average describes the reality of individ-
ual households poorly.   For instance, increases in food and energy prices will hurt poorer households much more
than richer households as the poor spend a much greater proportion of their incomes on such necessities than the
rich. Lastly, many people say that official 'core' inflation statistics which exclude food and energy prices in order to
reduce the effect of price volatility in these commodities on inflation data tend to understate inflation.

Measuring Inflation and Associated ProblemsLesson 50

Good/Service # of times used per month Cost per unit/use Total Cost

Grand Total:

1. First, you must construct a sample or 'basket' of
goods and services that represents the purchas-
es/spending of an 'average household'.
To make this sample truly representative is very diffi-
cult, as the right goods must be included, and in the
right proportion. For instance, in a very simple econo-
my, if households, on average, spend 30% of their
income on food (which is broken up evenly amongst
rice, vegetables and fish), 30% on fuel, 20% on housing
(rent), and 10% each on clothing and entertainment,
then the basket of goods would include rice, vegetables,
fish, kerosene, rent, clothing and some representative
entertainment goods (maybe cinema tickets). 
Looking at the weights, an increase in the price of
kerosene would clearly have a much bigger impact on
inflation than an increase in the price of rice. If a cine-
ma ticket cost $2, a kg of rice cost $2, a kg of vegetables
cost $2, a standard fish cost $2, a blouse or shirt cost
$2, a litre of kerosene cost $2, and if house rent was $40
per month, then the simplest basket would be:
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2. Next, having constructed your representative bas-
ket, it is time to track the prices over time.
If I find that the next year most prices are stable but
that rice prices have risen to $3 per kg and that rents
have risen to $50 per month, then my new basket will
cost me $22. Doing the following calculation

I can see that the price index has risen to 110. (check it:
20/100 = 22/x, solve for x, x = 110). Thus, as the index
has gone from 100 to 110, a 10% increase in the price
level (ie 10% inflation during the year) is implied. If the
next year rice prices declined back to $2 per kg while
rents have continued to rise to $60/month while
kerosene has risen to $2.50/ litre, the basket would cost
me $23.50. Doing the same calculation (20/100 =
23.50/x, x = 117.5), the index number would have risen
to 117.5. From this, we can calculate that the inflation
rate over the year was

{(117.5-110)/110} * 100 = 6.8%. 

Exercise 50

1 cinema ticket, 1 kg of rice, 1 kg of vegetables, 1
fish, 1 blouse, 3 litres of kerosene, and one tenth of

a month's rent. 
(ie 10%, 10%, 10%, 10%, 10%, 30%, 20%)

This notional basket would cost me
$2 + $2 + $2 + $2 + $2 + $6 + $4 = $20.
This amount of money is the base year amount, which,
as an index number, is given the value '100'.

cost
index number in year zero

cost
index number in year one

=
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2. Next, having constructed your representative bas-
ket, it is time to track the prices over time.
If I find that the next year most prices are stable but
that rice prices have risen to $3 per kg and that rents
have risen to $50 per month, then my new basket will
cost me $22. Doing the following calculation

I can see that the price index has risen to 110. (check it:
20/100 = 22/x, solve for x, x = 110). Thus, as the index
has gone from 100 to 110, a 10% increase in the price
level (ie 10% inflation during the year) is implied. If the
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rents have continued to rise to $60/month while
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a month's rent. 
(ie 10%, 10%, 10%, 10%, 10%, 30%, 20%)
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began to notice that prices were rising faster than they
used to (ie they began to expect the inflation rate
implied by point 'B'), they would begin to ask for higher
wages to compensate. This demand for higher wages
would result in an increase  in unemployment to point
'C'. In response, governments would again pursue
expansionary policies to reduce unemployment to point
'D', but this would only last for a time before workers
again demanded higher wages to compensate for more
rapidly rising prices, leading again to unemployment at
point 'E'.

What eventually came out of all this was an understand-
ing that there are two sorts of Phillips curves (and
therefore two sorts of aggregate supply curves as well),
short-run and long-run. If you join up points 'C' and 'D',
you have a second short-run Phillips curve to go with
the one drawn. These short-run curves express the rela-
tionship between inflation and unemployment for a
given set of inflationary expectations. However, if the
expected rate of inflation increases, then the short-run
Phillips curve shifts outward. The long-run Phillips
curve is constructed by joining up points 'A', 'C' and 'E'.
These points intersect the x-axis at the natural rate of
unemployment (the sum of frictional, seasonal and
structural unemployment) , also known as the "Non-
Accelerating Inflationary Rate of Unemployment
(N.A.I.R.U.).  

Carrying this insight into our model of aggregate sup-
ply, we can suggest that while aggregate supply in the
short run may have an upward sloping portion, in the 

Thus, a synthesis was established that held that while in
the short-run there is a trade-off between inflation and
unemployment, in the long-run no such stable trade-off
exists. In the long-run, reductions in unemployment will
require ever-larger doses of inflation (ie 'accelerating
inflation') to be injected into the economy, but these
reductions will be temporary as once people adjust to
the new, higher level of inflation, unemployment will
return to its 'natural rate', which is determined by things  

The Phillips Curve and Goodhart's LawLesson 51

The standard aggregate supply curve model we have looked at contains an upward sloping middle portion which
implies that, at least for a time, increases in real output can be achieved at the cost of higher prices. This relationship
between real output and the price level can be recast as a relationship between unemployment and inflation. The
standard AS curve implies that there is a trade-off between inflation and unemployment - that with a bit more of
one, you will suffer a bit less of the other. 
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After the publication of Phillips' work, economists and
policymakers began to think of the economy as a
machine which could be fine-tuned to produce the
level of unemployment desired. Faced with higher-
than-desired unemployment figures at point 'A', gov-
ernments would pursue expansionary fiscal and mone-
tary policies (increased spending, lower taxes and lower
interest rates) to move to point 'B'. For a time, things
would work out OK, but after a few years, as people 

Rate of
Inflation

Rate of
Unemployment

such as labour regulations, workers' skills, and the level
of unemployment benefits. At worst, unemployment
may even rise above its natural rate as higher and higher
inflation rates destroy confidence as the economy is
seen to be spiralling out of control. This combination of
simultaneous increases in the rates of inflation and
unemployment that was seen in the 1970s is called
stagflation (stagnant growth, high inflation).

Looking back at the policy mistakes of the 1960s and
early 1970s that were based upon the belief that there
was a stable relationship between inflation and unem-
ployment, Charles Goodhart formulated what has
become known as Goodhart's Law. The law states that
if any particular relationship is used to formulate policy,
then that relationship will soon thereafter break down
or, more formally, "Any observed statistical regularity
will tend to collapse once pressure is placed upon it for
control purposes." The experience of the Phillips Curve
is a sobering reminder of the limits of economics, and of
the dangers of relying too much on any particular statis-
tical measures or mathematical formulations.

This Keynesian view of the relationship between infla-
tion and unemployment was formalized by the econo-
mist William Phillips, who after looking at British data
from the mid 19th to mid 20th century, posited a stable
relationship between the two variables, which could be
expressed using a Phillips Curve, as below:

long run aggregate supply is a vertical line at the full
employment level of output. If, in the short run, the
intersection of AD and AS is to the left of this long run
aggregate supply line, the economy is suffering from
unemployment, while if it is to the right, the economy is
suffering from inflation. The fixed nature of the LRAS
curve accords with the view of classical economics that
as markets always clear, output will always be at poten-
tial and persistent unemployment is impossible. From a
policy standpoint it suggests that, in the long run, gov-
ernment efforts to shift aggregate demand in order to
reduce unemployment will simply create inflation.

Phillips Curve

.D

.B

.E

.C

.A

Exercise 51

1. Define:
a) THE PHILLIPS CURVE

b) N.A.I.R.U.

2.  Why was the Phillips Curve attractive to policymakers in the 1960s? What did it promise them?

12-05-28  16:47:19  Black
48660_LOU                        ttn180  



181

began to notice that prices were rising faster than they
used to (ie they began to expect the inflation rate
implied by point 'B'), they would begin to ask for higher
wages to compensate. This demand for higher wages
would result in an increase  in unemployment to point
'C'. In response, governments would again pursue
expansionary policies to reduce unemployment to point
'D', but this would only last for a time before workers
again demanded higher wages to compensate for more
rapidly rising prices, leading again to unemployment at
point 'E'.

What eventually came out of all this was an understand-
ing that there are two sorts of Phillips curves (and
therefore two sorts of aggregate supply curves as well),
short-run and long-run. If you join up points 'C' and 'D',
you have a second short-run Phillips curve to go with
the one drawn. These short-run curves express the rela-
tionship between inflation and unemployment for a
given set of inflationary expectations. However, if the
expected rate of inflation increases, then the short-run
Phillips curve shifts outward. The long-run Phillips
curve is constructed by joining up points 'A', 'C' and 'E'.
These points intersect the x-axis at the natural rate of
unemployment (the sum of frictional, seasonal and
structural unemployment) , also known as the "Non-
Accelerating Inflationary Rate of Unemployment
(N.A.I.R.U.).  

Carrying this insight into our model of aggregate sup-
ply, we can suggest that while aggregate supply in the
short run may have an upward sloping portion, in the 

Thus, a synthesis was established that held that while in
the short-run there is a trade-off between inflation and
unemployment, in the long-run no such stable trade-off
exists. In the long-run, reductions in unemployment will
require ever-larger doses of inflation (ie 'accelerating
inflation') to be injected into the economy, but these
reductions will be temporary as once people adjust to
the new, higher level of inflation, unemployment will
return to its 'natural rate', which is determined by things  

The Phillips Curve and Goodhart's LawLesson 51

The standard aggregate supply curve model we have looked at contains an upward sloping middle portion which
implies that, at least for a time, increases in real output can be achieved at the cost of higher prices. This relationship
between real output and the price level can be recast as a relationship between unemployment and inflation. The
standard AS curve implies that there is a trade-off between inflation and unemployment - that with a bit more of
one, you will suffer a bit less of the other. 

Economics for Canadians180

After the publication of Phillips' work, economists and
policymakers began to think of the economy as a
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level of unemployment desired. Faced with higher-
than-desired unemployment figures at point 'A', gov-
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inflation rates destroy confidence as the economy is
seen to be spiralling out of control. This combination of
simultaneous increases in the rates of inflation and
unemployment that was seen in the 1970s is called
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Looking back at the policy mistakes of the 1960s and
early 1970s that were based upon the belief that there
was a stable relationship between inflation and unem-
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become known as Goodhart's Law. The law states that
if any particular relationship is used to formulate policy,
then that relationship will soon thereafter break down
or, more formally, "Any observed statistical regularity
will tend to collapse once pressure is placed upon it for
control purposes." The experience of the Phillips Curve
is a sobering reminder of the limits of economics, and of
the dangers of relying too much on any particular statis-
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This Keynesian view of the relationship between infla-
tion and unemployment was formalized by the econo-
mist William Phillips, who after looking at British data
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intersection of AD and AS is to the left of this long run
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as markets always clear, output will always be at poten-
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1. Define:
a) THE PHILLIPS CURVE

b) N.A.I.R.U.

2.  Why was the Phillips Curve attractive to policymakers in the 1960s? What did it promise them?

12-05-28  16:47:19  Black
48660_LOU                        ttn181  



4. a) Looking at the Phillips Curve and AD/AS diagram below, show and explain how, in the short run, increases in
government spending could lead to reduced unemployment.

Economics for Canadians182 183

3. What problem arose starting in the early 1970s which threw the fixed relationship between inflation and unem-
ployment represented by the Phillips Curve into question?

b) Using the diagrams below, show and explain how perceived increases in inflation (and the price level) caused by
the increase in government spending from 'a' will impact (respectively) unemployment rates (once people start ask-
ing for compensating wage rises) and real output.

c) On the diagrams at the bottom of the previous page, draw in vertical lines representing the Long Run Phillips
Curve and Long Run Aggregate Supply Curve, based upon what you have already drawn. Label the Natural Rate of
Unemployment and the Full Employment Level of Output on each diagram respectively.

5. What are the implications of Goodhart's Law for policymakers? What is the best that they can hope to do using
the tools of fiscal and monetary policy? What sort of reforms and policies are needed to reduce unemployment in
the long run without encouraging accelerating inflation?

6. Do you agree that, in the long run, the classical view of unemployment is correct and that workers will, after
being unemployed for some time, accept lower wages to get back to work? Explain your answer.

Inflation
(%)

Unemployment (%)

Phillips Curve

Inflation
(%)

Unemployment (%)

Phillips Curve

Price
Level

Real Output

AD

AS

Price
Level

Real Output

AD

AS

AD 1

12-05-28  16:47:20  Black
48660_LOU                        ttn182  



4. a) Looking at the Phillips Curve and AD/AS diagram below, show and explain how, in the short run, increases in
government spending could lead to reduced unemployment.

Economics for Canadians182 183

3. What problem arose starting in the early 1970s which threw the fixed relationship between inflation and unem-
ployment represented by the Phillips Curve into question?

b) Using the diagrams below, show and explain how perceived increases in inflation (and the price level) caused by
the increase in government spending from 'a' will impact (respectively) unemployment rates (once people start ask-
ing for compensating wage rises) and real output.

c) On the diagrams at the bottom of the previous page, draw in vertical lines representing the Long Run Phillips
Curve and Long Run Aggregate Supply Curve, based upon what you have already drawn. Label the Natural Rate of
Unemployment and the Full Employment Level of Output on each diagram respectively.

5. What are the implications of Goodhart's Law for policymakers? What is the best that they can hope to do using
the tools of fiscal and monetary policy? What sort of reforms and policies are needed to reduce unemployment in
the long run without encouraging accelerating inflation?

6. Do you agree that, in the long run, the classical view of unemployment is correct and that workers will, after
being unemployed for some time, accept lower wages to get back to work? Explain your answer.

Inflation
(%)

Unemployment (%)

Phillips Curve

Inflation
(%)

Unemployment (%)

Phillips Curve

Price
Level

Real Output

AD

AS

Price
Level

Real Output

AD

AS

AD 1

12-05-28  16:47:20  Black
48660_LOU                        ttn183  



Economics for Canadians184 185

4. Keeping in mind the process by which banks can create what is known as deposit money using the process of
fractional reserve lending, what would happen to the quantity of money in the economy if suddenly everyone
stopped using banks and instead did everything with cash? What then are the advantages of having a banking sys-
tem that people have confidence in and use?

5. The financial crisis of 2008 was the result, in part, of a crisis in confidence in the banking system. The ratio of
financial assets to the quantity of money was at an all time high when suddenly people lost confidence that they
would be able to turn their assets into money whenever they wished. As a result, there was a rush by some to dump
assets, even while others hoarded cash. Faced with this situation, was the decision by central banks to provide
unlimited cash to financial markets in the fall of 2008 the right thing to do?

Lessons 46 through 51 (Inflation and Unemployment)
Questions for Review and Extension 

1. Canadian governments generally have departments for regional economic development and for education and
training. How might such departments reduce structural and/or seasonal unemployment? Which is more likely to
be interventionist in its approach? Explain your answer.

2. The Canadian Deposit Insurance Corporation was created in 1967. The CDIC insures deposits held in the
accounts of member banks (ie all the banks in Canada) in the event of a bank failure. How does the existence of the
CDIC make a bank run very unlikely in Canada today? Do some research and find out the most that can be insured
per account.

3. While the Bank of Canada is a Crown Corporation, neither the Bank of England nor the Federal Reserve System
in the United States is owned by their respective government. Instead, each is accountable to the larger commercial
banks which own them. While the governments may be able to influence the policies of the central bank, at the end
of the day the central banks of both the US and the UK are independent of their governments. Name and explain
one advantage and one disadvantage of having a central bank that is independent of government.
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As was mentioned in the introduction, as a market economy does tend to create income inequality, we do expect
governments to act to reduce such inequality, often on the grounds of 'fairness' or equity. This can become a compli-
cated moral argument (looking after our fellow man), but fundamentally, there are good practical grounds for gov-
ernments to pursue such a goal. Where gross inequality of material conditions exists there are often problems with:

The Goal of Equity (Fairness)Lesson 52

Line of Equality if everyone earned the same
income, 20% of the population would earn 20%
of the income, 40% would earn 40% etc.
Lorenz Curve shows the actual share of
income earned by each fifth, from poorest to
richest. The further away the curve is from the
line of equality, the more unequal the distribu-
tion of income.

1. Perceptions of fairness or equity.
If the poor feel the rules and institutions which gov-

ern them favour the wealthy and hinder their own
efforts to improve their economic and social position
they either will stop trying, which is a huge loss of
potential, or they will actively seek to overturn the
existing order through revolution, which is hugely
destructive. While some inequality is motivating
(both for the poor to work hard to improve their
position and for the wealthy to work hard to maintain
their position), too much inequality is seen as unfair,
which breeds resentment amongst the poor and com-
placency amongst the rich to the detriment of all.
2. Spill-over effects of inequality.
Inequality tends to reduce the quality of life of both
the poor and the rich in various ways. It has been 
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found that societies with more inequality have high-
er crime rates. This causes everyone in society, rich
and poor, to be more fearful. As well, societies with
more inequality are also more prone to outbreaks of
infectious diseases, as the poor are less likely to have
access to preventative medical care and healthy diets.
However, as both crime and disease affect the rich as
well as the poor it is in the interest of even the rich to
address the root cause, which is poverty. As well,
poverty can cause people to be under-educated
which again has ramifications for the entire society
(lower productivity, lower employment, higher
social spending). Basically, inequality has some neg-
ative spill-over effects (crime, poor health, and lower
average levels of education) which governments are
wise to try to minimize.

Poverty can be measured as well. Absolute poverty occurs when people cannot afford the necessities of life. In
developing countries this is often defined as having a per capita income of under $2 per day. Relative poverty, on
the other hand, looks at how people are doing in relation to others. Relative poverty is often determined by compar-
ing a person's income to their country’s median income. For instance, if a person is earning less than 50% of the
median income of people in their country, they might be defined as suffering from relative poverty. In wealthy
countries, people suffering from relative poverty are likely not poor in absolute terms.

Governments can act to reduce inequality and poverty mainly through fiscal policy. Income taxes are often progres-
sive, meaning that the rich pay a greater percentage of their income in tax than the poor. This is done through taxing
different portions of a person's income at different rates. For instance, a country may allow people to earn $10 000
before they need to pay tax. Then, the 10 001st dollar through to the 30 000th dollar are taxed at a rate of 15%, the
30 001st through to the 50 000th dollar are taxed at a rate of 25%, and income over $50 000 is taxed at a rate of
35%. Let's compare how this progressive income tax system would affect two people, one earning $40 000 and
another earning $100 000.

How do we measure inequality? The most common
measures of income distribution are the Lorenz curve
and the Gini coefficient. The Lorenz curve divides the
population up into 5 parts (quintiles), ranked from
poorest to richest, and then shows what portion of
national income each part receives. It can be shown as
follows:
% Income

% of Population

The Gini coefficient merely expresses the Lorenz curve
as a number by dividing the area between the Lorenz
curve and the line of equality by the total area of the
right triangle between the x-axis and the line of equality.
Thus, a higher Gini coefficient indicates greater income
inequality.

We can see that the person earning $40 000 pays both a lower marginal rate of income tax (ie his 40000th dollar is
taxed at a rate of 25%) than the person earning $100 000 (whose 100000th dollar is taxed at a rate of 35%), and a
lower average rate of income tax (13.75% as opposed to 25.5%). 

The fairness of progressive income taxes is often justified according to the principle of the ability to pay. However,
some countries (notably some of the Baltic States) have flat or proportional income taxes, where all income (above
a certain threshold) is taxed at the same rate. Even in this case, though, while marginal tax rates for everyone are the
same, the existence of an untaxed initial portion of income will result in average tax rates being progressive. Lastly
there are regressive taxes towards which the poor pay a greater percentage of their income than the rich. Fees and
fines (as they are a set sum) and consumption taxes like the GST/HST (as the poor spend more of their income
than the rich) are regressive in nature.

Government spending is also employed to reduce poverty and inequality. Most directly, government transfer pay-
ments such as pension supplements, welfare payments, disability allowances and child benefit payments raise the cash
income of poor households. Progressive taxation of the rich combined with transfer payments to the poor clearly show
governments playing the role of "Robin Hood" (ie taking from the rich and giving to the poor). Less directly, much
government program spending is redistributive in nature. Free public education and health care, subsidized recreation
programs and much else are enjoyed by all, rich and poor, but are paid for mainly by the taxes paid by the rich. 

Person earning 40000 Person earning 100000

First 10 000 - tax rate 0% 0 0

10 001 - 30 000 - tax rate 15% 3000 (15% * 20K) 3000 (15% * 20K)

30 001 - 50 000 - tax rate 25% 2500 (25% * 10K) 5000 (25% * 20K)

50 000 + - tax rate 35% 0  17500 (35% * 50K)

Total Income Tax Burden :    5500 25500

Average Tax rate:  (5500/40 000) * 100 = 13.75% (25500/100 000) * 100 = 25.5%
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infectious diseases, as the poor are less likely to have
access to preventative medical care and healthy diets.
However, as both crime and disease affect the rich as
well as the poor it is in the interest of even the rich to
address the root cause, which is poverty. As well,
poverty can cause people to be under-educated
which again has ramifications for the entire society
(lower productivity, lower employment, higher
social spending). Basically, inequality has some neg-
ative spill-over effects (crime, poor health, and lower
average levels of education) which governments are
wise to try to minimize.

Poverty can be measured as well. Absolute poverty occurs when people cannot afford the necessities of life. In
developing countries this is often defined as having a per capita income of under $2 per day. Relative poverty, on
the other hand, looks at how people are doing in relation to others. Relative poverty is often determined by compar-
ing a person's income to their country’s median income. For instance, if a person is earning less than 50% of the
median income of people in their country, they might be defined as suffering from relative poverty. In wealthy
countries, people suffering from relative poverty are likely not poor in absolute terms.
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sive, meaning that the rich pay a greater percentage of their income in tax than the poor. This is done through taxing
different portions of a person's income at different rates. For instance, a country may allow people to earn $10 000
before they need to pay tax. Then, the 10 001st dollar through to the 30 000th dollar are taxed at a rate of 15%, the
30 001st through to the 50 000th dollar are taxed at a rate of 25%, and income over $50 000 is taxed at a rate of
35%. Let's compare how this progressive income tax system would affect two people, one earning $40 000 and
another earning $100 000.

How do we measure inequality? The most common
measures of income distribution are the Lorenz curve
and the Gini coefficient. The Lorenz curve divides the
population up into 5 parts (quintiles), ranked from
poorest to richest, and then shows what portion of
national income each part receives. It can be shown as
follows:
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The Gini coefficient merely expresses the Lorenz curve
as a number by dividing the area between the Lorenz
curve and the line of equality by the total area of the
right triangle between the x-axis and the line of equality.
Thus, a higher Gini coefficient indicates greater income
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We can see that the person earning $40 000 pays both a lower marginal rate of income tax (ie his 40000th dollar is
taxed at a rate of 25%) than the person earning $100 000 (whose 100000th dollar is taxed at a rate of 35%), and a
lower average rate of income tax (13.75% as opposed to 25.5%). 

The fairness of progressive income taxes is often justified according to the principle of the ability to pay. However,
some countries (notably some of the Baltic States) have flat or proportional income taxes, where all income (above
a certain threshold) is taxed at the same rate. Even in this case, though, while marginal tax rates for everyone are the
same, the existence of an untaxed initial portion of income will result in average tax rates being progressive. Lastly
there are regressive taxes towards which the poor pay a greater percentage of their income than the rich. Fees and
fines (as they are a set sum) and consumption taxes like the GST/HST (as the poor spend more of their income
than the rich) are regressive in nature.

Government spending is also employed to reduce poverty and inequality. Most directly, government transfer pay-
ments such as pension supplements, welfare payments, disability allowances and child benefit payments raise the cash
income of poor households. Progressive taxation of the rich combined with transfer payments to the poor clearly show
governments playing the role of "Robin Hood" (ie taking from the rich and giving to the poor). Less directly, much
government program spending is redistributive in nature. Free public education and health care, subsidized recreation
programs and much else are enjoyed by all, rich and poor, but are paid for mainly by the taxes paid by the rich. 
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2. Given the following data for two countries, construct two Lorenz curves. Which country has greater equality
of income? Which would therefore have a higher GINI coefficient?

Exercise 52

Population poorest fifth 2nd fifth   3rd fifth      4th fifth richest fifth
Income Country A 5% 10% 15% 20% 50%
Share Country B 8% 14% 18% 24% 36%

1.Define:
a) LORENZ CURVE

b) GINI COEFFICIENT

c) ABSOLUTE POVERTY

d) RELATIVE POVERTY

e) PROGRESSIVE TAXES

f) TRANSFER PAYMENTS

Economics for Canadians188 189

4. Using the progressive income tax schedule given in the lesson, calculate the income tax that would be paid by a
person earning $70 000. What are his marginal and average income tax rates? 

5. Thinking about savings, why are consumption taxes like the GST/HST considered regressive?

6. To further equity, do you think it better for governments to operate progressive income tax schemes, direct trans-
fer payments to the poor, or finance quality public services? Which is least likely to harm efficiency (allocative or
productive)?

3. How can people in Canada be classified as poor when they own automobiles, televisions, and air conditioners?
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tainability of continued economic growth. If the people
in high-growth developing countries like India and
China are to continue to enjoy higher incomes and liv-
ing standards, many thinkers fear that the world will
begin to run out of crucial minerals and energy
resources, and perhaps even food. As economic growth
generally results in an increased use of fossil fuels, glob-
al climate change may be considered another potential
cost. Still, many governments, including Canada's,
claim to pursue sustainable economic growth, which is
defined as economic growth that will benefit people
today without harming the ability of future generations
to also lead better lives.

Pro-growth policies are usually supply-side policies. For
instance, the rapidly growing economies of the Pacific
Rim have all invested heavily in improved infrastruc-
ture, education and healthcare, and have tried to make 

The Goal of GrowthLesson 53

As the PPC moves out, the economy As AS1 moves to AS2, productive capacity
can produce more of both good A and increases and with it employment and 
good B, signifying economic growth income, causing AD1 to move to AD2. Real 

output is higher, but the price level is the same

Economic growth is often seen by policymakers as a panacea that will alleviate other problems like unemployment,
inflation and inequality. As a concept, economic growth is fairly simple - it is generally defined as having occurred
where the value of goods and services produced by an economy has risen over a given time period. Generally, eco-
nomic growth is measured using real gross domestic product (real GDP) statistics, as we saw in lessons 41 and 42.
Economic growth can be shown using either a PPC or an AD/AS diagram, as below:
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the regulatory business environment very conducive to
investment and entrepreneurship. Singapore and Hong
Kong regularly top international surveys measuring the
'ease of doing business.'

In Canada, pro-growth policies have in the past
involved subsidies for research and innovation and,
under the last two governments, tax cuts designed to
encourage business investment. As a mature economy
with an already high standard of living, though, achiev-
ing high levels of economic growth is more difficult for
Canada than for poorer nations who can clearly see
what they need to do to 'catch up' with more developed
nations. For nations like Canada the challenge is to
continue to incrementally improve infrastructure 

Using real GDP statistics to measure economic growth
does throw up some difficulties, however. First of all,
such statistics to not distinguish between goods and
services that enhance people's well-being and those that
may not. For instance, a nation that has a large military-
industrial complex and that produces a large quantity of
weapons for its army will be able to count that produc-
tion towards GDP, and towards GDP growth, even
though such weapons are unlikely to do much for the
people's welfare. As well, GDP growth figures tell us
nothing about how that growth was distributed. One of
the main points made by the 'Occupy Wall Street'
protests of 2011 was that while there has been econom-
ic growth in recent years, a large portion of that growth
(in incomes at least) has been captured by the richest
households, leaving very little growth for everyone else. 

A further issue has to do with the environmental sus-

(recently, there has been a great deal of attention paid
to renewing ageing urban infrastructure), health care
and education. As well, immigration has become an
important component of Canada's economic growth
strategy. First, population growth generally results in
economic growth. Second, immigrants from faster
growing developing nations often retain links to their
home countries which can prove useful for Canadian
firms operating abroad. Lastly, Canada needs to contin-
ue to develop new technologies and business practices
that will improve productivity, wages and hence living
standards. In the end, while growth can be the result of
either a larger population or longer working hours, only
increased productivity will succeed in improving our
standard of living.

Good B

Good A

Price Level

Real Output

AD 1

AS 1

AD 2

AS 2

Exercise 53
1. Define:
a) ECONOMIC GROWTH

b) SUSTAINABLE ECONOMIC GROWTH

2. Compare Canada's rate of economic growth last year with the rate of economic growth in India or China. What
was the per capita GDP for each country last year? What was the increase in GDP per person in each country last
year? Why does Canada, which can boast of significant increases in GDP per capita, nonetheless have lower rates of
economic growth?

3. How might supply side policies designed to improve infrastructure or education also result in increased aggre-
gate demand? What would be the net effect of these changes on output and employment?

4. How might technological innovation lead to economic growth along with a decreased use of mineral and energy
resources? Try to think of a concrete example of such an innovation and explain why it would be desirable.
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1. Define: TOTAL FACTOR PRODUCTIVITY

2. While places like the Soviet Union in the 1950s and Singapore in the 1980s experienced rapid increases in labour
productivity (the quantity of output produced per hour worked), they did not see much or any improvement in
total factor productivity. What could explain this apparent contradiction?

3. How might Canada's generally more dispersed population (and smaller number of cities over 1 million people)
lead to lower total factor productivity as compared to the US?

4. a) Using the diagram below, show how improved total factor productivity (perhaps due to an improved use of
technology or the adoption of more efficient management practices) would affect total output and the price level.
Recall from lesson 43 that most changes affecting aggregate supply (the exceptions being weather and short-term
swings in input prices) affect both long run aggregate supply (LRAS) and short run aggregate supply (SRAS). Note
that the diagram below shows macroeconomic perfection - the intersection of SRAS and AD is at the full employ-
ment level of output (where LRAS intersects the x-axis).

b) Looking at the results from 'a', explain why improved total factor productivity tends to improve international
competitiveness and increase exports.

5. How might free trade, especially in industries that had once been domestic monopolies, lead to improved total
factor productivity and enhanced efficiency and international competitiveness?

The Goal of Efficiency and International CompetitivenessLesson 54

Increased efficiency is important, then, because it drives
growth which in turn can lead to increased employ-
ment, higher incomes, greater price stability, and some-
times (but not always) more opportunity and therefore
greater equity. Further, increased efficiency contributes
enormously to a country's international competitive-
ness, which is to say, its ability to produce and sell
goods and services to other countries. As we will learn
when we look at international economics, countries
that have problems with competitiveness tend to
import more than they export. As we have seen in the
case of Greece and some other European countries in
the past year or so, persistent trade and investment
imbalances can lead to serious economic problems such
as indebtedness and high unemployment.

So, given that efficiency is a fundamental (if often invis-
ible) goal of government economic policy, what can
governments do to enhance it? In general, governments
can best enhance efficiency by letting markets work
with as little interference as possible. The prices gener-
ated by free and open markets should give businesses
the information they need to make good decisions
about what resources they will use and in what propor-
tions. Profit-maximizing firms have a clear incentive to
use resources in the most productive combination pos-
sible.

However, while it easy to state in general how govern-
ments can promote efficiency, it is much more difficult-
to actually enact measures which would actually do so.   
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This is because every practice which distorts markets
and leads to inefficient resource allocation tends to
benefit some firms or individuals who are quite happy
with the existing arrangements and who are prepared to
defend them quite vigorously. For instance, in Canada
the current employment insurance scheme was extend-
ed to cover seasonal fishermen in the Maritime
provinces in the 1950s in order to secure more votes for
the then governing party. Now that this policy is in
place, to remove it would be political suicide, especially
as generations of fishermen have entered the industry
on the assumption that they would be able to supple-
ment their income with EI payments outside of the fish-
ing season. However, the plain truth is that there are
more people engaged in the Atlantic fishery than are
needed, and that this over-allocation of labour and capi-
tal to fishing has had a negative effect on Canada's effi-
ciency and productivity. More generally, the EI pro-
gram is seen as partially to blame for Canada having
lower labour market mobility (and therefore higher
rates of unemployment) than the United States. As
unemployed workers in Canada are not so motivated to
move to find work as are Americans, productivity,
income and employment all suffer.

Exercise 54

Efficiency in a macroeconomic context usually refers to total factor productivity, which is a measure of how well
an economy as a whole can transform productive resources into goods and services. Specifically, TFP accounts for
changes in output that cannot be accounted for by increases in the quantity or quality of land, labour and capital.
So, for instance, holding quality constant, if the quantity of productive resources employed by an economy rose by
5% while output rose 8%, that 3% difference would be ascribed to total factor productivity, which is really a measure
of how the economy has managed to use existing resources more efficiently. Usually, TFP is ascribed to improved
technology and management practices. Astoundingly, it is thought by some economists to account up to half of
recorded economic growth.

Price
Level

Real Output

Aggregate Demand

Aggregate Supply (Short Run)
LRAS
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However, while it easy to state in general how govern-
ments can promote efficiency, it is much more difficult-
to actually enact measures which would actually do so.   
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This is because every practice which distorts markets
and leads to inefficient resource allocation tends to
benefit some firms or individuals who are quite happy
with the existing arrangements and who are prepared to
defend them quite vigorously. For instance, in Canada
the current employment insurance scheme was extend-
ed to cover seasonal fishermen in the Maritime
provinces in the 1950s in order to secure more votes for
the then governing party. Now that this policy is in
place, to remove it would be political suicide, especially
as generations of fishermen have entered the industry
on the assumption that they would be able to supple-
ment their income with EI payments outside of the fish-
ing season. However, the plain truth is that there are
more people engaged in the Atlantic fishery than are
needed, and that this over-allocation of labour and capi-
tal to fishing has had a negative effect on Canada's effi-
ciency and productivity. More generally, the EI pro-
gram is seen as partially to blame for Canada having
lower labour market mobility (and therefore higher
rates of unemployment) than the United States. As
unemployed workers in Canada are not so motivated to
move to find work as are Americans, productivity,
income and employment all suffer.

Exercise 54

Efficiency in a macroeconomic context usually refers to total factor productivity, which is a measure of how well
an economy as a whole can transform productive resources into goods and services. Specifically, TFP accounts for
changes in output that cannot be accounted for by increases in the quantity or quality of land, labour and capital.
So, for instance, holding quality constant, if the quantity of productive resources employed by an economy rose by
5% while output rose 8%, that 3% difference would be ascribed to total factor productivity, which is really a measure
of how the economy has managed to use existing resources more efficiently. Usually, TFP is ascribed to improved
technology and management practices. Astoundingly, it is thought by some economists to account up to half of
recorded economic growth.
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Fiscal Policy (a closer look)Lesson 55

LRAS         

The government budget, which outlines tax and spending plans for the upcoming year, has a great deal of influence
in both the short and long term. Governments levy taxes on property, income and spending, and earn smaller
amounts of money from selling goods and services and sometimes selling state-owned assets and enterprises. The
money spent providing goods and services such as health care, education, defence and maintaining infrastructure is
classified as current expenditure, while transfer payments include pensions and other payments to individuals and
subsidies to businesses. Lastly, government spending on building infrastructure and assets such as government
office blocks is classified as capital expenditure. If government tax and other revenues are less than government
spending in a given year, it will be necessary for the government to borrow money by selling bonds, which are sim-
ply promises  by the government to pay lenders a sum of money in the future in exchange for borrowing their
money now. The yearly excess of government spending over revenue is called the budget deficit. If revenue equals
spending the government has a balanced budget, while a budget surplus occurs when revenues exceed spending.
Government debt is simply the sum of all past deficits plus accumulated interest. 
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instance, progressive income taxes, while productive and elastic, are seen by some (the rich) as unfair and by every-
one as distorting.

Demand-side fiscal policy can be either expansionary or contractionary. If unemployment is a problem, governments
can pursue an expansionary fiscal policy by increasing spending and cutting taxes. This should leave more money in
the pockets of businesses and consumers, and so should increase overall spending in the economy, pushing aggregate
demand out from AD1 to AD2 in the diagram on the left. On the other hand, if inflation is a problem, then a
contractionary fiscal policy of raising taxes and cutting government spending should, by removing money from the
economy, lead to a fall in spending, moving aggregate demand in from AD1 to AD2 in the diagram on the right. 

In the short-term, fiscal policy is a very effective way to respond to short-term fluctuations in aggregate demand.
Automatic stabilizers (like unemployment insurance), are especially effective in getting money into peoples' hands
when they most need it and when aggregate demand most needs support. Similarly, one-off payments and tax cuts
are similarly fast responses to worsening economic conditions. The timing of fiscal policy measures is an important
factor in their effectiveness. One danger is that an increase in government spending in response to a recession may
take time to implement and that in this time economic conditions could have improved, making the spending
increase inflationary. Another concern with expansionary fiscal policy is crowding out. This would occur where
increased government borrowing raises interest rates and thus deters borrowing by private firms and individuals.
However, this concern is overstated, as generally during recessions there is an abundance of savings and a dearth of
investment as people are more fearful than optimistic concerning future conditions. Lastly, an over-reliance on fiscal
tinkering can simply lead to higher inflation in the long run if more fundamental supply-side causes of slow growth
or unemployment are not also addressed. 

Well-crafted fiscal policy can also have important supply-side effects (ie it can increase aggregate supply). Public
investments in education, health care and infrastructure increase the productive capacity of an economy over time,
and reasonable tax policies encourage investment and enterprise. For instance, reductions in income tax rates that
are matched by increases in consumption tax rates (like the GST) often improve long run efficiency and productivi-
ty. However, Ronald Reagan's so-called 'supply-side' income tax cuts for the wealthy in the 1980s did not have many
real supply-side effects as the wealthy did not use their tax savings to increase the USA's productive capacity by
establishing businesses or building factories, preferring instead to spend or invest their savings abroad.

Taxes can be judged to be good or bad according to four principles. A productive tax raises revenue at a low collec-
tion cost. A non-distorting or neutral tax does not lead to changes in producer or consumer behaviour. A fair or
equitable tax is one that is perceived by most people as being applied evenly to everyone. Lastly, an elastic tax col-
lects more revenue in good times and less revenue in bad times. It is rare that a tax is satisfactory on all counts. For 

In Canada, both federal and provincial governments levy taxes on consumption (GST and PST or, altogether,
HST) and income (personal income tax and corporation tax). Municipalities, meanwhile, raise most of their rev-
enues from property taxes. Since Confederation, though, provincial responsibilities in the areas of health care and
education have expanded enormously (ie the publicly provided Medicare system) and have resulted in federal-
provincial transfer payments becoming an important source of revenue for the provinces. Municipal responsibilities
(infrastructure such as sewer systems and roads, public transit, and services such as waste collection and recycling)
have also grown at a faster pace than their taxing power, prompting municipal governments to increasingly request
either a share of provincial and federal tax revenues or the right to levy their own taxes on consumption and income. 
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factor in their effectiveness. One danger is that an increase in government spending in response to a recession may
take time to implement and that in this time economic conditions could have improved, making the spending
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or unemployment are not also addressed. 

Well-crafted fiscal policy can also have important supply-side effects (ie it can increase aggregate supply). Public
investments in education, health care and infrastructure increase the productive capacity of an economy over time,
and reasonable tax policies encourage investment and enterprise. For instance, reductions in income tax rates that
are matched by increases in consumption tax rates (like the GST) often improve long run efficiency and productivi-
ty. However, Ronald Reagan's so-called 'supply-side' income tax cuts for the wealthy in the 1980s did not have many
real supply-side effects as the wealthy did not use their tax savings to increase the USA's productive capacity by
establishing businesses or building factories, preferring instead to spend or invest their savings abroad.

Taxes can be judged to be good or bad according to four principles. A productive tax raises revenue at a low collec-
tion cost. A non-distorting or neutral tax does not lead to changes in producer or consumer behaviour. A fair or
equitable tax is one that is perceived by most people as being applied evenly to everyone. Lastly, an elastic tax col-
lects more revenue in good times and less revenue in bad times. It is rare that a tax is satisfactory on all counts. For 

In Canada, both federal and provincial governments levy taxes on consumption (GST and PST or, altogether,
HST) and income (personal income tax and corporation tax). Municipalities, meanwhile, raise most of their rev-
enues from property taxes. Since Confederation, though, provincial responsibilities in the areas of health care and
education have expanded enormously (ie the publicly provided Medicare system) and have resulted in federal-
provincial transfer payments becoming an important source of revenue for the provinces. Municipal responsibilities
(infrastructure such as sewer systems and roads, public transit, and services such as waste collection and recycling)
have also grown at a faster pace than their taxing power, prompting municipal governments to increasingly request
either a share of provincial and federal tax revenues or the right to levy their own taxes on consumption and income. 
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Exercise 55
1. Define:
a) GOVERNMENT BUDGET

b) CURRENT EXPENDITURE

c) BUDGET DEFICIT

d) AUTOMATIC STABILIZERS

e) NON-DISTORTING (OR NEUTRAL) TAX

f) EXPANSIONARY FISCAL POLICY

Economics for Canadians196 197

2. Describe the economic problem shown in each of the diagrams below. What fiscal policy prescription would you
suggest for each situation? Be detailed. Label the diagrams completely.

3. How might supply side increases in government spending on education help improve the situation on the right in
question 2?

4. Classify the following spending priorities as either capital expenditure, current expenditure or transfer payments.

5. Judge the following taxes according to their productivity, neutrality, fairness and elasticity.

a) A poll or head tax, whereby every person in Canada must pay $5000

Productive? Neutral? Fair? Elastic?

b) Sales taxes like the GST that collect 5 cents for every dollar you spend

Productive? Neutral? Fair? Elastic?

c) Excise taxes on luxury goods like fine wine (wine over $50 per bottle) and Cuban cigars

Productive? Neutral? Fair? Elastic?

d) Progressive income taxes, where incomes over $100K are taxed at a marginal rate of 50%

Productive? Neutral? Fair? Elastic?

e) Property taxes, where property owners must pay 2% of the value of their property each year

Productive? Neutral? Fair? Elastic?

a) The city of Toronto builds a new subway line 

b) An increase in joblessness leads to greater spending on income support schemes for the poor

c) After a harsh winter, the city of Montreal spends money repairing potholes

d) The education minister promises to provide additional kindergarten spaces for 3 year olds

6. Research the current fiscal condition in Canada and in your province. Is the current budget in deficit or surplus?
What proportion of the budget is spent paying interest on debt?

12-05-28  16:47:21  Black
48660_LOU                        ttn196  



Exercise 55
1. Define:
a) GOVERNMENT BUDGET

b) CURRENT EXPENDITURE

c) BUDGET DEFICIT

d) AUTOMATIC STABILIZERS

e) NON-DISTORTING (OR NEUTRAL) TAX

f) EXPANSIONARY FISCAL POLICY

Economics for Canadians196 197

2. Describe the economic problem shown in each of the diagrams below. What fiscal policy prescription would you
suggest for each situation? Be detailed. Label the diagrams completely.

3. How might supply side increases in government spending on education help improve the situation on the right in
question 2?

4. Classify the following spending priorities as either capital expenditure, current expenditure or transfer payments.

5. Judge the following taxes according to their productivity, neutrality, fairness and elasticity.

a) A poll or head tax, whereby every person in Canada must pay $5000

Productive? Neutral? Fair? Elastic?

b) Sales taxes like the GST that collect 5 cents for every dollar you spend

Productive? Neutral? Fair? Elastic?

c) Excise taxes on luxury goods like fine wine (wine over $50 per bottle) and Cuban cigars

Productive? Neutral? Fair? Elastic?

d) Progressive income taxes, where incomes over $100K are taxed at a marginal rate of 50%

Productive? Neutral? Fair? Elastic?

e) Property taxes, where property owners must pay 2% of the value of their property each year

Productive? Neutral? Fair? Elastic?

a) The city of Toronto builds a new subway line 

b) An increase in joblessness leads to greater spending on income support schemes for the poor

c) After a harsh winter, the city of Montreal spends money repairing potholes

d) The education minister promises to provide additional kindergarten spaces for 3 year olds

6. Research the current fiscal condition in Canada and in your province. Is the current budget in deficit or surplus?
What proportion of the budget is spent paying interest on debt?

12-05-28  16:47:21  Black
48660_LOU                        ttn197  



Monetary Policy (a closer look)Lesson 56

Fundamentally, the central bank controls the money
supply, and hence interest rates, both of which have a
significant impact on the currency exchange rate. If the
government decides to increase the money supply, they
can do that quite simply by changing the accounts of
the commercial banks held by the central bank. For
instance, to help reduce high levels of unemployment,
the Bank of Canada could simply change the mix of
assets that they hold on behalf of, say, the Bank of
Montreal to include more cash and fewer government
bonds. Stated more simply, the Bank of Canada could
'buy' bonds from BMO. Now that BMO has more cash
in its accounts, it can make more loans. The supply of
money available to be lent in the economy has thus
increased from S1 to S2 below, and should result in a
reduction in interest rates. This lower rate of interest
should in turn result in increased borrowing by firms
and consumers, who will spend their borrowed money
and thereby increase aggregate demand from AD1 to
AD2, as shown below. If inflation is a problem, the
Bank of Canada would do the opposite (ie sell bonds),
thus reducing the cash balances of the commercial
banks, who would then have less money to lend, push-
ing up interest rates and thus discouraging borrowing
and spending. Keep in mind that the result of a change
in AD in terms of output and prices will depend on the
shape of the aggregate supply curve.  

Even more than fiscal policy, monetary policy is a quick
fix. When unemployment is rising, interest rate cuts can
stimulate borrowing and spending, and when inflation 
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More recently, there has been a call for central bankers
to pay more attention not just to consumer price infla-
tion, but also to asset price (ie homes, stocks) inflation.
It is felt that artificially low (in fact, real negative) inter-
est rates since 2001 led to sharp increases in house prices
in much of the world from 2001 until 2007, which led in
turn to the near collapse of the banking system and a
serious recession when housing prices began to fall.
Asset price bubbles of this sort are increasingly seen as a
serious risk to economic stability and central bankers are
being urged to raise interest rates when asset prices, and
in particular home prices, begin to rise at a faster rate
than incomes.

In recent years, though, the pressure from the banking
and financial services industry for low interest rates to 

maintain asset bubbles so as to avoid sharp and painful
price corrections and asset price deflation has been very
strong. The problem from a policy standpoint, though,
is that with perpetual low rates, the room for monetary
policy manoeuvre is limited. If interest rates are at 1%
or less, the scope for cutting rates in response to a crisis
is limited. The challenge for many central banks in
Canada and throughout the developed  world over the
next several years will be to become less reliant on mon-
etary policy (and in particular, ultra-low interest rates)
and to return to a more realistic interest rate regime (ie
the rate of inflation plus 2 or 3%) which will encourage
savings and investment and discourage speculation and
the formation of asset bubbles of the kind which, when
they pop, can destroy vast amounts of wealth.
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is rising, interest rate increases can cool things down. As
the former Federal Reserve Chairman William
McChesney Martin Jr. put it, the job of a central banker
was to "to take away the punch bowl just as the party
gets going." However, as was made clear during the
severe recession of the early 1980s, when interest rates
higher than 20% were required to tame inflation rates
that were greater than 10%, interest rate setting is a
blunt instrument. 

Exercise 56
1. Given the macroeconomic situation shown in the diagram below, what would be the appropriate policy response
by the central bank? Show the impact of the policy response on the diagram and explain how the response will have
this impact.

2. In the current economic situation where levels of personal and mortgage debt are at all-time highs in much of the
developed world, why might the banking industry be very much in favor of a continuation of central bank policies
designed to keep interest rates very low?

3. What policy objective might be compromised if central banks give the banking industry what they want over a
long period of time?

4. How might ultra-low interest rates nonetheless meet other governmental policy objectives (ie full employment,
equity, growth)?
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Central banks such as the Bank of Canada, the Federal Reserve System in the United States or the Bank of England in
the UK have an important role to play in the economy. They serve essentially as the regulators and lenders of last
resort to the commercial banking system (ie the banks used by you and I - BMO, RBC, TD-CT etc.), and as the
banks of their governments. In most countries now, their most important responsibility is the maintenance of price
stability (ie to facilitate mild (2% or so) inflation). They have a number of ways of influencing the banking and finan-
cial system, but their most potent tool is their ability to set the interest rate they charge banks (and which banks usu-
ally charge each other). Interest rates, by influencing the borrowing and spending decisions of firms and households,
have a huge impact on investment spending and on consumer spending on large items like houses and cars. 
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201

Faced with the economic objectives of full employment, price stability, counter-cyclical stability, equity, economic
growth and efficiency and international competitiveness, how have governments employed demand management and
supply-side policies effectively in the past? What can we learn about when best to employ the various tools available?

Economics for Canadians200

The Policy Balance (a historical view)Lesson 57

From the late 1940s through to the early 1970s, the global economy flourished. Many thought this due to a reliance
on Keynesian demand management alone, but in truth supply-side improvements were also important. Investments
in infrastructure and in higher education, along with low-cost energy and rapid technological change combined
with a Keynesian focus on keeping unemployment low to produce 25 years of steadily improving living standards,
low inflation and low unemployment. As a diagram:

motivated firms to engage in supply-side improvements
in training and technology. If the economy is near full
employment, workers are relatively scarce and can
therefore demand and receive wage increases. The only
way that their employers can afford to pay the higher
wages is to improve worker productivity. Thus,
employers had an incentive to improve the skills and
training of their workers or invest in more efficient
machinery, which would have had a positive impact on
potential output and aggregate supply.

By the 1970s, most easy methods of increasing produc-
tivity had been exploited. However, governments were
still pursuing full-employment demand management
policies. The result was inflation. To look at the
Canada again, starting in the mid-1960s, the federal
government grew enormously as it established the 

The increase in aggregate demand from AD1 to AD2
has pushed real output (Y2) beyond the full employ-
ment level of output (Y*). As was discussed in the exer-
cises for lesson 51, this results in shortages and hence
inflation, as is shown by the increase in the price level
from P1 to P2.

Sadly, the troubles did not stop there. In 1973, Syrian
and Egyptian forces attacked Israel and were initially
winning. The Israelis asked for more supplies and the
Americans agreed to send them under cover of dark-
ness, so as not to upset the Arabs. However, the resup-
ply planes left Europe later than planned with the result
that the American transport planes were seen landing
in Israel in broad daylight, for all the world to see on
television. The Arab oil producers had sensed since the
mid-1960s that they had more power than the major oil
companies when it came to negotiating production  

To take Canada as an example, the building of infra-
structure like the St. Lawrence Seaway system, the mas-
sive expansion of the university system begun in the
1960s, the electrification of rural areas, and the
improvements in and spread of technology pushed
short-run aggregate supply out from SRAS1 to SRAS2.
Simultaneously, government demand-management
policies designed to provide full employment pushed
aggregate demand out from AD1 to AD2. The net
impact was a massive increase in real output, and hence
living standards, from Y1 to Y2, with the price level
showing only modest change (in this diagram, no
change at all) at P1.

In fact, while straightforward means of increasing aggre-
gate supply were available, demand management poli-
cies designed to provide full employment themselves 

The Arab oil embargo had the effect of raising the price
of oil and hence, as oil is involved in the production and
transportation of many goods, of raising costs of pro-
duction throughout the economy, moving SRAS to the
left from SRAS1 to SRAS2. This caused both a reduc-
tion in real output and an increase in the price level (Y2
and P2). Governments focused on unemployment
responded by cutting taxes and increasing government
spending (fiscal policy) and reducing interest rates
(monetary policy), which moved aggregate demand to
the right, from AD1 to AD2. At the end of the day, out-
put was no higher than before (around Y1), but the
price level had jumped enormously, from P1 to P3. This
jump was noticed by workers and firms, who adjusted
their expectations of future inflation, setting many
countries on the path of accelerating inflation (lesson
49 - the wage/price spiral).

modern welfare state, including old age pensions and
Medicare. These policies led to large increases in govern-
ment spending and borrowing, and pushed aggregate
demand out far faster than aggregate supply improve-
ments could keep up. The economy began to overheat,
and while real output was growing, inflation began to rise
as well, as shown in the diagram below.

agreements. In 1973 they finally used their 'oil weapon',
and refused to sell oil to the West. The price of crude oil
roughly tripled in a very short time, which further exac-
erbated the economic situation. Government demand-
side measures intended to reduce the unemployment
caused by this supply-side shock just made inflation
worse, and did little if anything to reduce unemploy-
ment. Stagflation (stagnant or negative growth coupled
with rising inflation) had arrived.
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Faced with the economic objectives of full employment, price stability, counter-cyclical stability, equity, economic
growth and efficiency and international competitiveness, how have governments employed demand management and
supply-side policies effectively in the past? What can we learn about when best to employ the various tools available?
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The Policy Balance (a historical view)Lesson 57
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on Keynesian demand management alone, but in truth supply-side improvements were also important. Investments
in infrastructure and in higher education, along with low-cost energy and rapid technological change combined
with a Keynesian focus on keeping unemployment low to produce 25 years of steadily improving living standards,
low inflation and low unemployment. As a diagram:
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By the late 1970s, inflation was recognized as the seri-
ous policy problem facing governments. Initially, gov-
ernments tried to implement wage and price controls
(in Canada, the famous "6 and 5" program which
encouraged workers to limit their wage demands to a
6% increase in the first year and a 5% increase in the
second) to control inflation, but these just created
shortages and led to the formation of black markets.
Monetarist economists meanwhile proposed that infla-
tion would fall if the money supply could be reduced.
So, starting in 1979, central banks began to take money
out of the economy and raise interest rates. Eventually,
interest rates rose to 20% or more. This had predictable
effects. Farmers and businessmen could not pay the
interest on their loans, households could not pay the
interest on their mortgages, and so many businesses
and households went bankrupt. Borrowing and spend-
ing ground to a halt, and unemployment rose massively.
The serious recession of 1981-82 did however reduce
inflation, and more importantly, people’s expectations
of future inflation.

and bought Canadian firms time in which to adopt bet-
ter technology and management practices to stay in
business.

NAFTA did, though, lead to a fundamental change in
the Canadian economy. Up until NAFTA, protected
manufacturers in Ontario and Quebec sold their (rela-
tively pricey) goods to the other provinces in exchange
for commodities, to the general benefit of central
Canada. After NAFTA, though, Canadian manufactur-
ers faced tough competition from American, Mexican
and other producers while oil, timber and mineral pro-
ducers found many more foreign markets for their
goods. As such, it can be argued that NAFTA has led
Canada away from being an industrial nation and back
towards being a commodity-based economy, and has
led to a weakening of central Canada's economic posi-
tion relative to the resource-rich provinces in the west
and the east. However, the manufacturing industry that
has survived in Canada is strong and overall most econ-
omists would agree that NAFTA has had a positive
impact on Canadian competitiveness, growth, inflation
and unemployment. Tellingly, though, the
Conservative party which had negotiated and cam-
paigned on free trade was reduced from 151 to 2 seats
in Parliament in the election of 1993.

Looking at the sweep of history, what lessons can we
learn? Overall, the biggest advantage of demand man-
agement (using both fiscal and monetary policy tools)
is its speed. When a crisis erupts, governments can
quickly increase spending, cut taxes and lower interest
rates to keep the crisis from getting worse. However,
clearly the government cannot continue on indefinitely
in this way, or it will accumulate more and more debt
and inflation (including asset price inflation) will
become a problem. The challenge for policymakers is
to figure out when it is safe for them to start raising
interest rates and taxes and lowering government
spending without putting the economy back into reces-
sion. Generally they will pursue expansionary demand 

At the same time governments were making some sup-
ply-side changes as well, mainly to do with deregula-
tion. Many industries had been nationalized, or
brought under state control (ie aircraft production
(Canadair), railroads (CN), and oil production (Petro-
Canada), or were heavily regulated (long distance
trucking and air travel) in the period following WWII.
Economists recognized that nationalized industries did
not have many incentives to cut costs and lower prices
as they were usually monopolies, and that the regulated
industries were similarly often protected from compet-
ing against new rivals, again keeping prices high. So,
starting in the UK under Margaret Thatcher, national-
ized industries began to be sold off (or 'privatized')
while in the USA, deregulation started to free up entre-
preneurial energies in the transportation and other sec-
tors. Canada followed the lead of the UK and the US
and in all three cases, the results were clear - more was
provided, at cheaper prices, as shown above:

management policies until they perceive that inflation,
and in particular inflationary expectations, are begin-
ning to become a problem. Meanwhile, the advantage
of supply-side policy prescriptions is that they lead to
long-term improvements in productivity, output and
living standards. However, governments will almost
never choose to enact supply-side regulatory changes
until all other options have been tried as the political
price they have to pay in terms of riots, strikes and
political opposition (or, as the Conservatives learned,
annihilation) is invariably quite high.

The hike in interest rates to 20% pushed aggregate
demand from AD1 to AD2, while deregulation and pri-
vatization moved aggregate supply from SRAS1 to
SRAS2. The net result was a small fall in output (ie
unemployment became permanently higher) from Y1
to Y2, but a fall in the price level from P1 to P2.

In the 1980s the challenges of a globalizing world econ-
omy were taken seriously by the Conservative govern-
ment of Brian Mulroney. In recognition of the fact that
Canada's relatively small and protected manufacturing
industries needed to become more efficient if Canadian
products were to be internationally competitive, in
1988 Canada signed a free trade agreement with the
United States which was amended to include Mexico in
the North American Free Trade Agreement (NAFTA)
in 1994.

The dislocation caused by Canada's joining NAFTA
was considerable. Many businesses shut down or
moved their operations elsewhere while others expand-
ed. To help ease the pain of this structural change, dur-
ing the 1990s and into the 2000s the government
allowed the Canadian dollar to fall steadily from almost
90 cents US in 1991 to just over 60 cents US in 2002.
This fall in the value of the Canadian dollar helped to
make Canadian exports competitive on world markets 
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Exercise 57
1. What is the risk of depending too much on demand management policy to ensure full employment? What eco-
nomic problem can arise as a result?

2. How did joining NAFTA initially affect Canadian output/GDP? How did the managed fall in the value of the
Canadian dollar in the years that followed help reverse this situation? 

3. In each of the following situations, tell what policies the government should pursue in both the short term, and if
necessary, the long term. Choose from (but you need not limit yourself to just one) fiscal, monetary and supply-
side policies. Be sure to specify your precise policy prescriptions. Draw an AS/AD diagram to show both the prob-
lem and your solution.
a) Singapore imports most of its food. For various reasons, food prices have risen quickly and this is causing cost-
push inflation. However, it is not anticipated that this rise in food prices will last more than a year. What should the
Singaporean government do?

Economics for Canadians204 205

b) Chinese exports are a major component of its GDP. A global recession has drastically reduced the demand for
Chinese goods in foreign markets, leading to growing unemployment in its export industries. Policymakers in China
know that they cannot continue to rely indefinitely on exports to fuel economic growth. What should the Chinese
government do?

c) Economic growth is accelerating and with it inflation is starting to become a problem as labour productivity
improvements cannot keep pace with wage increases.

4. In the wake of the financial crisis in 2008, governments around the world cut taxes, increased government spend-
ing and reduced interest rates. Now, with their economies still weak, many of these same governments (Greece,
Italy) are facing pressure from financial markets to cut government spending and reduce their budget deficits. What
would you recommend they do?
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3. Make a rough estimate of the proportion of income your household pays in taxes. First, get your parent(s) to tell
you their income(s) before tax. Then have them tell you the amount they pay for both provincial and federal
income tax. Next, have them tell you the amount they pay for municipal property and school taxes. Lastly, have
them tell you how much they saved last year. Subtract all of the above from the first figure. Multiply the difference
by the percentage sales taxes you pay. Lastly, divide the total amount of tax paid by your parents' initial income and
multiply by 100. What % of household income is taxed?

Household Income Before Tax: ____________(a)

Less: Income Taxes - Federal -_____(b)

- Provincial -_____(c)

Property and School Taxes -_____(d)

Savings -_____(e)

Equals Total Spending: ____________(f)   Multiplied by HST % ____ = _____(g)

Proportion of household income paid as tax = {( b + c + d + g) divided by a} multiplied by 100

1. Using a reputable source (perhaps The Economist's "Pocket World in Figures"), find Canada's GINI coefficient.
Compare it to the GINI coefficients of the US, Japan and a European country of your choice. Interpret and explain
the results.

2. What is likely to happen to a country's efficiency and international competitiveness if wages rise faster than pro-
ductivity growth? On the other hand, what is likely to happen if wages rise much more slowly than productivity
growth? 

Economics for Canadians206 207

4. Do higher taxes necessarily slow economic growth? What do governments do with the tax money they
collect? How might higher taxes contribute to faster economic growth?

5. If the economy were to be slipping into recession, would the Bank of Canada be more likely to buy gov-
ernment bonds from or sell government bonds to the chartered banks? Explain.

Lessons 52 through 57 (Goals and Policies)
Questions for Review and Extension 

Total
Sales Taxes
Paid
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International Economics and Economic Development
Understanding international trade and finance,

currency exchange rates and differences in global living standards

Why and how do nations
encourage and discourage trade?

What factors determine a currency's exchange rate?

Why is the global economy currently in crisis?

Why are poor countries still poor?

notes
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1.Define:
a) AUTO PACT

b) NORTH AMERICAN FREE TRADE AGREEMENT (NAFTA)

2. Explain how this diagram
shows the efficiencies that
resulted from the Auto Pact
between the US and Canada.

3. Why do you think Canada negotiated an exemption for cultural industries in free trade agreements with the US?
Would such an exemption be important to the people of Quebec? Explain your answer.

4. Since the 1970s, immigrants to Canada come increasingly from developing nations in Asia, Africa and Latin
America. How do you think this shift in immigration patterns will impact Canada's trading profile? Explain your
answer.

5. Do some research and tell how trade disputes between NAFTA members are settled.

211

larger assembly plants in Canada produced certain
models for the entire North American market while
other models were imported from American factories.
So, much of the 'trade' in automotives and automotive
parts is really just the movement of goods within com-
panies, albeit across a border.

Our trading relationship with the US was further for-
malized with the 1988 US-Canada Free Trade
Agreement which morphed into the North American
Free Trade Agreement (NAFTA) with the inclusion
of Mexico in 1994. In general, Canada has sought to
have access to the giant US market, while the US has
sought access to Canadian natural resources such as oil.
Significantly, Canada has always demanded the right to
protect cultural industries such as film production and
publishing.

Since the 1990s there has been a push to diversify
Canada's trading relationships. The rapidly growing
emerging economies of East Asia hold a strong attrac-
tion as do traditional trading partners in Europe.
Currently, Canada is pursuing free trade negotiations
with Singapore, Korea and India as well as with the
European Union. These markets may become increas-
ingly important if the US economy continues to suffer
from recession, and therefore remains a stagnant mar-
ket for Canadian goods and services.

Canada and the Global EconomyLesson 58

Pre-1965

Canada

USA

Canada is a small, relatively open economy that depends upon trade.
Over one third of all goods and services produced in Canada are exported, while imported goods and services
make up a similar proportion of our consumption. Among developed nations, only Germany trades more
relative to GDP. Therefore, it is good to know which other countries we trade with, what goods we trade, and
what changes may be in store in the future.

Economics for Canadians210

In the past, Canada exported raw materials to Europe
in exchange for finished goods, but over time the logic
of continental trade with the United States over-
whelmed colonial sentiments making the US our largest
trading partner, with currently between 70 and 80% of
Canada's trade being conducted with the US. After the
US, the nations of East Asia (China, Japan, Korea),
Europe (the UK, Germany, the Netherlands, France),
and Mexico are Canada's major trading partners. 

The mix of goods traded is very diverse. While
Canadians still see themselves as predominantly a
resource exporting nation, in fact Canada's four biggest
export categories in 2010 by value were motor vehicles
and parts, industrial machinery, aircraft and telecom-
munications equipment. Imports are similar in compo-
sition, with machinery and equipment and motor vehi-
cles and parts being the top two items.

The position of motor vehicles and parts stems from
the highly integrated nature of the North American
automotive industry. This integration was supported by
the governments of the US and Canada through the
Auto Pact of 1965 which allowed for free trade in cars
(and buses and trucks), parts and tires. Prior to the
Auto Pact, most cars sold in Canada were assembled in
small, inefficient factories using mainly American car
parts. However, it made no sense for a Chevrolet
assembly plant in Ontario to have to pay a tariff on a
Chevrolet part manufactured in Michigan. The Auto
Pact allowed for an efficiency-enhancing rationalization
of the industry. After the Auto Pact, fewer but much 

Exercise 58

KEY 

Post-1965

Canada

USAparts plant

assembly plant
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and Mexico are Canada's major trading partners. 
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export categories in 2010 by value were motor vehicles
and parts, industrial machinery, aircraft and telecom-
munications equipment. Imports are similar in compo-
sition, with machinery and equipment and motor vehi-
cles and parts being the top two items.

The position of motor vehicles and parts stems from
the highly integrated nature of the North American
automotive industry. This integration was supported by
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Auto Pact of 1965 which allowed for free trade in cars
(and buses and trucks), parts and tires. Prior to the
Auto Pact, most cars sold in Canada were assembled in
small, inefficient factories using mainly American car
parts. However, it made no sense for a Chevrolet
assembly plant in Ontario to have to pay a tariff on a
Chevrolet part manufactured in Michigan. The Auto
Pact allowed for an efficiency-enhancing rationalization
of the industry. After the Auto Pact, fewer but much 
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Germany can produce either 10 cars or 100 strudel.
Austria can produce either 5 cars or 80 strudel. Clearly,
Germany has an absolute advantage in the production
of both goods. 

If both chose not to trade, but instead devoted half of
their productive resources each to cars and strudel, then
Germany would produce 5 cars and 50 strudel while 

International Trade Theory
Absolute and Comparative Advantage

Lesson 59

Why do nations trade in the first place? Well, most
obviously, they trade to get things which they do not
have in their own country. For instance, countries in
Europe cannot grow bananas in their climate, and so
need to import them from warmer countries. However,
surprisingly little trade can be justified in this way. Most
trade occurs because a country enjoys either an
absolute or a comparative advantage.

A country has an absolute advantage in the production
of a good if, given an equal quantity of resources, they
can produce more of the good than other countries. For
instance, if the only productive resource is labour, if a
worker in Vietnam can produce 25 shirts per day, while
a worker in Malaysia can produce only 20, then we can
say that Vietnam has an absolute advantage in the pro-
duction of shirts.

Comparative advantage only becomes important when
one country has an absolute advantage in the produc-
tion of most or all goods and services compared to
another. In such a case, how can trade occur? Wouldn't
it make sense for the less productive country to simply
let the more productive country produce everything for
both nations? The problem with this line of thinking is
that the productive country does not have enough
resources to satisfy the wants of both countries, and
that even if they did they would be unlikely to want to
just give away valuable goods and services to others.

The best way to illustrate the idea of comparative
advantage is to think about your mother and yourself.
Your mother is better at her job than you would be, and
also better at, say, washing dishes. According to the
logic of absolute advantage, she should therefore work 
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Austria would make 2.5 cars and 40 strudel. This gives a
total of 7.5 cars and 90 strudel. What if the two nations
were to specialize and trade? Clearly Germany has a
bigger advantage in cars than in strudels, as they can
produce twice as many cars as Austria but only a frac-
tion more strudel. If we want to keep the quantity of
strudel the same as the no-trade case, then Austria
should totally devote its energies to making strudel,
while the Germans should make 10 strudel and devote
the rest of their resources to making cars. This gives a
total of 90 strudel and 9 cars, which is better by 1.5 cars
than the no-trade case, demonstrating that even where
one country enjoys an absolute advantage in the pro-
duction of all goods and services, trade justified by the
theory of comparative advantage can deliver productivi-
ty and welfare gains.

at her job and do all the dishes while you do nothing.
However, as you know, this is not what actually hap-
pens. Instead, you likely have to do the dishes because
if you do this along with some other lower-skilled tasks,
your mother is freed up to concentrate on some other
things that she is really good at, such as her job.
Basically, the higher-skilled person concentrates on the
tasks he or she is most better at, while the lower-skilled
person concentrates on the tasks he or she is least
worse at (apologies to the English department).We can
show comparative advantage using production possibil-
ity curves (PPCs). Below are the PPCs for Germany
and Austria for cars and strudel.

Economics began as an academic discipline to argue for free trade, as opposed to the mercantilist policies pursued
by most countries in the 17th and 18th centuries. Early thinkers like Adam Smith and David Ricardo believed in the
advantages of free trade, which is simply trade between countries without government intervention or regulation
intended to restrict trade.

Cars

Strudel

Austria

Germany

10

5

80 100

The best way to quantify comparative advantage is
using the concept of opportunity cost. In Germany, the
opportunity cost of each car is 10 strudel (ie 100/10),
while in Austria the opportunity cost of each car is 16
strudel (ie 80/5). Thus, as Germany can produce cars
at a lower opportunity cost than Austria, it will special-
ize in the production of cars. Conversely, Austria can
produce strudel at a lower opportunity cost than
Germany (1/16th of a car as opposed to 1/10th of a
car), so it will specialize in producing strudel. Overall,
comparative advantage is enjoyed by the country that is
able to produce a good at the lowest opportunity cost.

Exercise 59
1. Define:
a) FREE TRADE

b) ABSOLUTE ADVANTAGE

c) COMPARATIVE ADVANTAGE
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The best way to quantify comparative advantage is
using the concept of opportunity cost. In Germany, the
opportunity cost of each car is 10 strudel (ie 100/10),
while in Austria the opportunity cost of each car is 16
strudel (ie 80/5). Thus, as Germany can produce cars
at a lower opportunity cost than Austria, it will special-
ize in the production of cars. Conversely, Austria can
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2. Japan and Taiwan both produce rice and computers. Given the same resources, Japan can produce 100 tonnes of
rice or 1000 computers, while Taiwan can produce 60 tonnes of rice or 800 computers.

215Economics for Canadians214

a) Draw the PPCs for the two countries at right.

b) What are the opportunity costs for rice and for computers in both countries?

c) Which country has an absolute advantage in both goods?

d) Which country has a comparative advantage in rice and which in computers?

e) If the two countries devoted half of their resources to the production of each good and did not trade, how much
would be produced in total? 

f) If the two countries specialized according to their comparative advantage, keeping the quantity of rice constant
compared to 'e', how many more computers could be produced?

From the preceding lesson, we can see that free trade allows for greater production and therefore higher
living standards. Overall, free trade can be justified for the following reasons:

Arguments for Free Trade and ProtectionismLesson 60

However, against this, there are also reasons why governments restrict trade. Government efforts to restrict trade
are called protectionism. In order of validity, the arguments for protectionism are presented below:
1. Infant industry argument 
If a country wants to develop a new industry in the face of entrenched and efficient international competition, it
may be necessary to protect it from that competition while it grows and becomes efficient itself. Both the Japanese
and Korean automotive industries benefited from having captive domestic markets when they were growing and
learning. Now, they are world-class exporters. However, generally governments have a poor record of picking the
winning industries of the future that merit protection.
2. To develop secondary and tertiary industries in general
If a country is primarily an exporter of low value-added primary goods, it may impose tariffs on imported manufac-
tured goods and services to encourage the development of domestic industry. The US, Germany and Canada all
had various 'National Policies' designed to do this between 1860 and 1900.
3. Strategic self-sufficiency
Countries may place a value on maintaining domestic industries deemed important for preserving sovereignty. For
instance, Sweden supports a very expensive armaments industry in support of its neutrality policy, and Japan sup-
ports a very inefficient agricultural sector in pursuit of food security. Health, safety and environmental standards are
also often invoked to justify protecting relatively inefficient domestic producers.

1. To enhance efficiency.
Under free trade, countries are able to allocate their scarce resources to make the most of their absolute
and/or comparative advantages. These advantages may be due to different accidents of geography
(ie land-rich countries tend to export food) or historical background (which may have led to certain skills
being developed). Sometimes historical factors may lead to an industry attaining a size in one country that
gives it economies of scale that other countries cannot match. An example of this is the aerospace industry
in the United States.
2. To spur productivity improvements domestically. Under free trade, domestic industries need to
improve quality and lower prices to meet the challenge of competitive imports. They often do this by
adopting better technology and improved management practices, which leads to a more efficient use of
domestic resources.
3. To increase variety and consumer choice.
Even though Germany makes fine cars, some Germans like to buy Japanese and French cars. 
4. To promote international goodwill.
Trade is often used to cement friendship between nations. Trading partners have incentives to work
through problems peacefully.
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4. To preserve jobs 
This is the most common argument for protectionism, but sadly one of the least valid. Often, the jobs saved are in
declining industries like textiles or garment making in developed countries. The opportunity cost of saving these
jobs is often very high as developed nations do not have a comparative advantage in such industries. However, the
political pressure to keep things as they are is always stronger than the political pressure to change things for the
better, as those who lose due to protectionism (taxpayers and consumers) do not lose much individually while
those who benefit from protectionism (workers and business owners) win a great deal. As well, while the losers are
widely distributed and hard to organize, the winners are concentrated and motivated enough to act in their own
interests in the political system.
5. To raise revenue or correct a trade imbalance
While protectionism (in particular tariffs, or taxes on imports) can do these things, there are generally better ways
to do both.
6. To combat violations of international trade law, such as preferential subsidies or dumping
Dumping is the act of selling a good in foreign markets at a price below the cost of production. As this is one of the
few legitimate reasons to apply a tariff under international trade law, anti-dumping tariffs are commonly applied
where no dumping has taken place. The US slapped anti-dumping tariffs on imports of Canadian softwood lumber
repeatedly but every time the matter was looked into by NAFTA, no evidence of dumping or of anti-competitive
subsidies was found.

3. Why might France and Germany have been motivated for non-economic reasons to form a European free trade
area after WWII?

4. Why might a country like Ghana or Ivory Coast put very high tariffs on imports of chocolate?

5. Why is it unlikely that a country would engage in dumping? Why is it nonetheless a commonly used justification
for protectionism?

6. A country's government agrees to impose tariffs on imported garments in order to preserve 1000 jobs in the
domestic textile industry. These jobs each pay $20 000 per year. The tariffs add 50 dollars to the clothing budgets of
each of the 2 million households in the country.
a) Calculate the total benefit to the workers and compare it to the total cost to consumers of the tariff.

b) Considering your answer to part 'a', why did the government nonetheless impose the tariff on imported clothing? 

1. Define:
a) PROTECTIONISM

b) INFANT INDUSTRY ARGUMENT

c) DUMPING

2. Why might the following countries have absolute or comparative advantages in the following industries?
a) Canada and forest products as compared to Libya

b) The USA and airplane production as compared to Belgium

Exercise 60
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Methods of Protectionism 1 - TariffsLesson 61

The three main methods of trade protectionism are tariffs, quotas and subsidies.

Economics for Canadians218 219

The tariff shifts the world supply curve up by the
amount of the tariff, increasing the price of imports
(and therefore the domestic market price) from Pw to
Pw + t. This reduces the overall quantity demanded of
the good from Q4 to Q3, but increases the share of the
domestic market enjoyed by domestic producers from
Q1 to Q2. Foreign producers see a sharp drop in their
sales, from Q4-Q1 to Q3-Q2. The government, mean-
while, collects the tariff on every unit imported between
Q2 and Q3, as shown by the shaded box. Overall, we
can see that the tariff benefits domestic producers and
the government at the expense of consumers and for-
eign producers.

Before the country opens itself up to imports, domestic
supply meets domestic demand at the quantity Qd(nt)
{ie quantity from domestic producers, no trade) at the
domestic price Pd. However, foreign suppliers can sup-
ply a limitless amount of the good at the world price,
Pw. When these foreign suppliers are allowed to enter
the domestic market, the world price becomes the
domestic price. Only those domestic suppliers who can
produce at or below the world price can keep their cus-
tomers. As such, the domestic producers' share of the
market shrinks from Qd(nt) to Qd(ft) {ie quantity from
domestic producers, free trade}. Foreign producers cap-
ture the rest of the market, selling Qt(ft) {ie total quan-
tity, free trade} less Qd(ft). So, we can see that the adop-
tion of free trade benefits domestic consumers, who now
pay lower prices and demand more goods, and the for-
eign producers who sell many of these additional goods.
Domestic producers, on the other hand, lose by both
having to accept lower prices and reduced sales.

If the domestic producers and their employees can exert
enough pressure on the government to impose protec-
tionist measures, one thing the government might do is 

First, though, we must represent what happens when a small open economy opens itself up to free trade in a good.

impose a tariff on the imported good. A tariff is simply
a tax charged on imports designed to increase the price
increase the price of imports relative to domestically
produced goods to encourage consumers to switch to
domestic producers. We can show a tariff using the dia-
gram below:

1. Label the diagrams below, mark in the equilibrium points, and identify the consumer and producer surplus (and
government revenue in the tariff diagram). Do tariffs simply transfer consumer surplus to domestic firms and govern-
ment? Explain.

Exercise 61
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Tariff of $x
per unit 2. Given the following domestic demand and supply schedules, and given that foreign producers can supply an

unlimited quantity of the good at $5 per unit:                                                            (feel free to graph the schedules on the grid overleaf if you find it helpful)

Price 4 5 6 7 8 9 10 11 12 13
Quantity Supplied 100 200 300 400 500 600 700 800 900 1000
Quantity Demanded 900 800 700 600 500 400 300 200 100 0

a) What would be the equilibrium price and quantity if the country did not engage in trade?

b) What would be the income of domestic producers (P*Q). Would this be the same as the expenditure by con-
sumers?

c) What would be the equilibrium price and quantity under free trade?

d) How many goods would be sold by domestic producers under free trade and how many would be sold by foreign
producers? What would be the income of each under free trade? What would be the expenditure by consumers?
What is the relationship between these figures?
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e) Now, consider that the government applies a $2 per unit tariff on imported units of the good. 
i) What would be the new equilibrium price and quantity?

ii) How many goods would now be sold by domestic producers?
What is their total revenue (P*Q) post tariff?

iii) How many goods would now be sold by foreign producers?
What is their total revenue (P*Q) post tariff?

iv)How much revenue does the government collect from the tariff?
($2 * the quantity of imports)

v) How much do consumers spend after the tariff is applied?

Economics for Canadians220 221

Quotas meanwhile are import barriers that set limits on the quantity or value of imports allowed into a country
(you may recall from our unit on oligopoly that quotas can also be limits set on the production of individual mem-
bers of a cartel - the basic meaning is the same). Quotas can be shown as follows:

Methods of Protectionism 2 Subsidies and QuotasLesson 62

Governments may also like to protect domestic producers by giving them subsidies or by placing limits, or quotas,
on the quantity of imports that are allowed in. We are familiar with subsidies from microeconomics. In the context
of trade, they are payments made by the government to producers to reduce their costs of production in order to
reduce the price of domestically made goods. This should encourage consumers to choose them instead of imports.
They can be represented as follows:

Notice that the subsidy shifts the domestic supply curve to the right (or down by the amount of the subsidy per
unit). As a consequence, the amount supplied by domestic producers increases from Q1 to Q2, while the amount
supplied by foreign producers decreases from Q3-Q1 to Q3-Q2. So, domestic producers win market share at the
expense of foreign producers, and as the equilibrium price and quantity remain at Pw and Q3, this is done at no cost
to consumers. The only drawback of a subsidy from a domestic point of view is that the subsidy must be paid by the
government, which is to say from people's taxes. The subsidy will be paid on Q2 units (ie all domestic production).
The total cost of the subsidy could be calculated by multiplying Q2 by the amount of the subsidy (the vertical dis-
tance between the two supply curves), and can be shown by the box labelled on the diagram.
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e) Now, consider that the government applies a $2 per unit tariff on imported units of the good. 
i) What would be the new equilibrium price and quantity?

ii) How many goods would now be sold by domestic producers?
What is their total revenue (P*Q) post tariff?

iii) How many goods would now be sold by foreign producers?
What is their total revenue (P*Q) post tariff?

iv)How much revenue does the government collect from the tariff?
($2 * the quantity of imports)

v) How much do consumers spend after the tariff is applied?
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Until Q1, domestic producers can produce at or below
the world price, and so domestic consumers will buy
their goods. However, after Q1, imports are cheaper
than domestic production, and so consumers will
switch to imports. The quota, though, means that they
can only buy imports until Q2. At this point, they
return to the domestic producers they abandoned at
Q1. The Domestic Supply after Quota line is really just
the portion of the Domestic Supply line above the
World Supply line translated to the right by the amount
of the quota. This return to more-expensive-than-
world-price domestic producers results in an equilibri-
um price and quantity of Pq and Q3.

Compared to free trade, we can see that consumers lose
as prices have risen from Pw to Pq, and the quantity
demanded has fallen from Q4 to Q3. From the produc-
er side, domestic producers enjoy higher prices and a
greater share of the market (Q1 + Q3-Q2 as opposed to
just Q1). For foreign producers, the results are mixed.
While their sales volumes are reduced (Q2-Q1 as
opposed to Q4-Q1), they are, like the domestic produc-
ers, able to charge Pq, and so earn additional profits.
Notice that the government does not collect any rev-
enue from imposing a quota. Instead, extra revenue
flows to the foreign firms.
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Sometimes, administrative barriers such as health and
safety regulations may be used to restrict trade. While
mostly these are used to restrict the importation of food
or equipment which could be hazardous, other times
such restrictions are misused simply to frustrate foreign
suppliers. For instance, American car companies gave
up selling cars in Japan after the Japanese insisted that
American car imports be kept at quayside in Yokohama
for safety inspections. These inspections took months
to complete, during which time the salt spray from the
ocean had begun to rust the cars. 

Of all the methods of protectionism, generally subsidies
are considered the least harmful. While they do cost the
government (aka taxpayers) money, they do not distort
prices and hence do not interfere with efficient resource
allocation either. On the other hand, both tariffs and
quotas raise prices and so interfere with efficient
resource allocation. Between the two, generally tariffs
are considered least bad as the revenue from the tariff
goes to the government, whereas no revenue flows to
the government under a quota scheme. However, quo-
tas are politically popular precisely because of this fact,
as they offer a way for governments to be seen protect-
ing domestic producers without being suspected of
doing so only in order to collect additional tariff rev-
enue and thereby contributing to rising import costs. 

Exercise 62

1. Define:
a) TARIFFS

b) SUBSIDIES

c) QUOTAS

d) ADMINISTRATIVE BARRIERS

2. The supply/demand schedule above right describes the automobile market in Canada. With the aid of a graph
(which you can make on the accompanying grid):

b) Imagine Korea, Japan and China can supply the entire automotive needs of Canada with cars priced at $15 000 each.

c) In response, the government could:

Compare the impacts of each response in terms of equilibrium price and quantity, preservation of the domestic
manufacturers' market share, and impact on the government treasury. Which action do you judge to be the best,
considering the interests of domestic consumers, producers and taxpayers?

RESULTS

Equilibrium
Price +

Quantity

$ 5000 subsidy$ 5000 tariff Quota of $ 20,000

Domestic
Market

Share

Impact on the
Treasury

i) Represent this on the graph
ii) What is the new market equilibrium price and quantity?
iii) How many cars sold are Canadian made? How many are imports?

i)  impose an import tariff of $5000 per vehicle, or
ii) grant a subsidy of $5000 per car to Canadian automakers
iii)  impose a a quota on car imports of 20 000 vehicles

Canadian Automobile Market

Price
('000s of $)  10   15   20   25   30    35   40
Quantity Demanded
('000s of $)    65  55   45   35   25    15     5
Quantity Supplied
('000s of $) 5   15   25   35   45    55   65

a) What is the equilibrium price and quantity in the absence of trade?
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Arguments against Free Trade and ProtectionismLesson 63

The first criticism of the theory of comparative advan-
tage has to do with the fact that many countries have
been observed changing their area of comparative
advantage through protectionist policies in order to
move into more advanced industries that offer workers
higher wages and firms greater profits. For example,
through the use of generous government subsidies
Europe has developed a very strong competitor in the
commercial aviation sector with Airbus despite not hav-
ing had a comparative advantage in the sector.
Similarly, the Japanese initially were very poor car man-
ufacturers, but government protection did eventually
allow Toyota and Honda to develop into world-class
exporters.

Another argument concerns the limits of specialization.
While in theory a country should specialize in the areas
in which it enjoys a comparative advantage, in practice
the scope for such specialization may be limited. For
instance, if a country has a comparative advantage in,
say, lumber, it may be able to shift resources to a degree
toward lumber production, but it will only be able to
shift such resources at the margin, as only some work-
ers and land can be easily converted to lumber produc-
tion. In other words, the country's aerobics instructors
are unlikely to make the switch. While the PPF dia-
grams we have used to illustrate comparative advantage
have been straight lines (ie have exhibited a constant
opportunity cost), we know that it is more likely that
opportunity costs will increase as a country with a
diverse set of resources specializes in the production of
certain goods and services.

Lastly, while it may make sense from an efficiency point
of view to specialize and trade, from a security point of
view it may not make sense to fully exploit such gains. 

Economics for Canadians224 225

Often countries will engage in 'tit for tat' trade wars.
This can be just an annoyance but as the experience of
the Great Depression shows, it can also be catastrophic.
The Smoot-Hawley tariff that was enacted by the U.S. in
response to the slowdown made things much worse as
America's trading partners similarly closed their doors to
U.S. exports leading to a collapse in world trade. 

For instance, Taiwan at one point made the vast majori-
ty of the world's hard disk drives, as they were the
world's most efficient manufacturer of such items.
However, what if there was an earthquake in northern
Taiwan? In such a case, the world would be temporarily
short of hard drives, and Taiwan would be temporarily
without export earnings. Thus, while it is good to spe-
cialize, it is perhaps not good for a country to depend
too much on any one industry or on any one supplier.
Essentially, either as an exporter or as an importer it is
unwise to put all of your eggs in one basket. 

The arguments for protectionism can similarly be chal-
lenged. While success stories like Germany, Japan and
South Korea highlight some of the benefits of protec-
tionism, we should always be aware of its potential
costs. First and foremost, protectionism usually leads to
at least some misallocation of resources and therefore
higher costs and reduced export competitiveness.
Second, we should be sceptical concerning the ability of
governments to pick the "winning" industries worth
developing with the help of protectionism. While the
Japanese government was busy protecting heavy indus-
try in the 1950s and 1960s, Sony was developing tran-
sistor radios and going on to lead the global electronics
industry without government support. Third, it is very
possible that protectionism can evolve to serve special
interests at the expense of the entire country's well-
being. For instance, once a firm or industry gains pro-
tection from foreign competition, it is very motivated to
maintain such protection and may bribe or otherwise
corrupt government ministers and officials using the
profits granted to them as a result of their being protect-
ed in order to achieve this aim. The last big risk associ-
ated with protectionism is that it can inspire protection-
ism on the part of a country's trading partners. 

The strongest argument for free trade is that it allows countries to specialize in their area of comparative advantage,
improving allocative efficiency and thus raising output and living standards for all. Thus, the strongest criticism of
free trade is directed at the heart of this argument: what if the theory of comparative advantage is flawed?

Exercise 63

1. Using the PPCs below for Japan and Taiwan, explain why it would be unlikely that either country would entirely
specialize in the production of either rice or computer monitors.

2. The ex-Soviet Union and the COMECON trade area encouraged specialization. Thus, places like Estonia
produced all of the thermostats used in the communist bloc, while Cuba produced all of the sugar. How was this
strategy exposed as risky after the fall of the Berlin Wall in 1989?

3. Research an example of a situation where trade protectionism has inspired at the very least intense lobbying of
government and at the worst outright corruption. Where has it taken place and what products were being protected?

4. Research a current bilateral trade war. What products are being restricted by each country?

Overall, then, while there are good reasons to pursue
free trade and protectionism, there are also valid cri-
tiques of both sets of policies. As is the case with most
things, evaluating trade policy depends a great deal
more on the particulars of a situation than on the
generalities of economic theory.

Rice

Computer Monitors

Japan

Taiwan
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1. In the fall of 2011, the Canadian government expressed an interest in joining the Trans-Pacific Partnership
(TPP) negotiations. Do some research to find answers to the following questions:
a) Which other nations are negotiating to be included in the TPP?

b) What will be the main objectives of the TPP?

c) What long-term Canadian trade policy objective would be furthered through Canadian involvement in TPP?

2. It has been said that Canadian automakers do not compete with Japanese and European automakers so much as
they compete with Canadian farmers, miners and technology companies. Remembering that comparative advantage
depends upon a country's opportunity costs:
a) What would be the effect on Canadian automobile manufacturers of an increase in Canadian agricultural produc-
tivity? What would happen to the opportunity cost of a car, as measured in bushels of wheat?

b) Without resorting to tariffs, what would automobile manufacturers need to do to continue to maintain their
comparative advantage and their claim on Canadian factors of production?

Economics for Canadians226 227

3. Protectionism does preserve jobs in protected industries, but is often thought to reduce employment in the econ-
omy as a whole.
a) Why is this thought to be the case? Explain.

b) Why do governments nonetheless engage in protectionism in the name of preserving jobs? Why is protectionism
often more politically attractive than free trade?

4. Why are subsidies considered less harmful than tariffs or quotas from the point of view of efficiency? Why do gov-
ernments nonetheless often choose to impose quotas on imports rather than subsidize domestic firms facing foreign
competition?

Lessons 58 through 63 (International Trade)
Questions for Review and Extension 
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1. Define:
a) THE BALANCE OF PAYMENTS

b) THE CURRENT ACCOUNT

c) THE CAPITAL ACCOUNT

d) VISIBLE TRADE ACCOUNT

e) INVISIBLE TRADE ACCOUNT

2. Classify each of the following as either: a visible import, a visible export, an invisible import, an invisible export, a
capital inflow or a capital outflow, from the point of view of Canada.
a) Japanese-made cars are sold in Canada
b) Canada sells financial and banking services to rich Icelanders
c) The Ontario Teachers' Pension Fund collects dividends from its investments in overseas companies 
d) Canadians spend money on holiday in Mexico
e) Guatemalan seasonal farm workers in Canada send money home to their families
f) Canadian-made computer components are sold to Taiwan
g) Canadian investors build a casino and hotel complex in Jamaica
h) A Canadian company pays bond interest to a British investor

3. A country records the following balance of payments information for Balancia.

Calculate Balancia's balance of visible trade, its balance of invisible trade, its current account balance and its capital
account balance. What is its overall balance of payments? Under a floating exchange rate system, what should hap-
pen to the value of the Balancian currency?

229

then it should be clear that foreigners are going to be
wanting to buy more of your money (to allow them to
buy your relatively large quantity of exports) than your
people will want to sell (to allow them to buy foreign
currencies to facilitate their buying a relatively small
quantity of imports). This imbalance should result in a
rise in the value of your currency relative to other cur-
rencies. This in turn will make your goods, services and
assets more expensive to foreigners, and foreign goods,
services and assets cheaper for your people. Ceteris
paribus, this should result in foreigners reducing their
demand for your goods, services and assets, and your
people increasing their demand for foreign goods, serv-
ices and assets. Eventually, the foreign demand for your
goods, services and assets will be equal to your demand
for foreign goods, services and assets, and the balance of
payments will once again be in balance.

The Balance of PaymentsLesson 64

Balance of Payments  =  Current Account  +  Capital Account

Visible Trade Account Invisible Trade Account

Recall from the lesson on the circular flow of income that imports and exports were considered, respectively, to
cause a leakage and an injection of income. Clearly, for every good or service that crosses a border, there is a corre-
sponding movement of money in the opposite direction. The balance of payments is simply the record of all these
flows of money in and out of a country over a period of time. It is broken down into two accounts, the current
account and the capital account. The current account is further broken down into the visible trade account and the
invisible trade account.

Economics for Canadians228

The transactions recorded in the visible trade account of
the current account and the capital account are fairly
straightforward. The visible trade account records
export revenue (receipts) and import spending (pay-
ments) related to trade in tangible, physical goods. The
capital account meanwhile records flows of money
deriving from the purchase or sale of assets (which gen-
erate income), be they physical (hotels, factories etc.) or
financial (stocks and bonds, or even bank deposits). 

Exercise 64

Exports of goods $50 billion
Imports of goods $46 billion
Exports of services $  7 billion
Imports of services $12 billion
Tourist spending by foreigners in Balancia $  6 billion
Tourist spending by Balancians abroad $  7 billion
Investment spending by foreigners in Balancia $10 billion
Investment spending by Balancians abroad $  9 billion

That leaves the invisible trade account to deal with
everything else. Generally, the invisible trade account
records flows of money that do not correspond with
flows of goods or assets going in the opposite direction.
Thus, it records receipts and payments related to servic-
es (like banking, insurance and tourism), income (inter-
est, dividend and profit payments), and transfer pay-
ments between nations (ie foreign aid) and individuals
(remittances). 

The overall balance of payments should be always in bal-
ance. Individual accounts, though, are often out of bal-
ance. For instance, the United States has historically had
a net outflow of money in its visible trade account (a
trade deficit), but a compensating net inflow in its invisi-
ble trade account and capital account. 

Under a system of floating exchange rates, where curren-
cy exchange rates are set by the relative supply and
demand for currencies on foreign exchange markets, any
balance of payments imbalances that do occur should be
corrected automatically. The reason for this is that a
country's goods, services and assets need to be bought
with that country's money. That money (and all other
countries' monies) is traded in foreign exchange markets.
Assuming that a country's invisible trade account and
capital account are both at zero (ie inflows = outflows),
and that it is exporting more goods than it is importing, 

Visible Trade and Capital Accounts Invisible Trade Account
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capital inflow or a capital outflow, from the point of view of Canada.
a) Japanese-made cars are sold in Canada
b) Canada sells financial and banking services to rich Icelanders
c) The Ontario Teachers' Pension Fund collects dividends from its investments in overseas companies 
d) Canadians spend money on holiday in Mexico
e) Guatemalan seasonal farm workers in Canada send money home to their families
f) Canadian-made computer components are sold to Taiwan
g) Canadian investors build a casino and hotel complex in Jamaica
h) A Canadian company pays bond interest to a British investor

3. A country records the following balance of payments information for Balancia.

Calculate Balancia's balance of visible trade, its balance of invisible trade, its current account balance and its capital
account balance. What is its overall balance of payments? Under a floating exchange rate system, what should hap-
pen to the value of the Balancian currency?
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then it should be clear that foreigners are going to be
wanting to buy more of your money (to allow them to
buy your relatively large quantity of exports) than your
people will want to sell (to allow them to buy foreign
currencies to facilitate their buying a relatively small
quantity of imports). This imbalance should result in a
rise in the value of your currency relative to other cur-
rencies. This in turn will make your goods, services and
assets more expensive to foreigners, and foreign goods,
services and assets cheaper for your people. Ceteris
paribus, this should result in foreigners reducing their
demand for your goods, services and assets, and your
people increasing their demand for foreign goods, serv-
ices and assets. Eventually, the foreign demand for your
goods, services and assets will be equal to your demand
for foreign goods, services and assets, and the balance of
payments will once again be in balance.

The Balance of PaymentsLesson 64

Balance of Payments  =  Current Account  +  Capital Account

Visible Trade Account Invisible Trade Account

Recall from the lesson on the circular flow of income that imports and exports were considered, respectively, to
cause a leakage and an injection of income. Clearly, for every good or service that crosses a border, there is a corre-
sponding movement of money in the opposite direction. The balance of payments is simply the record of all these
flows of money in and out of a country over a period of time. It is broken down into two accounts, the current
account and the capital account. The current account is further broken down into the visible trade account and the
invisible trade account.
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The transactions recorded in the visible trade account of
the current account and the capital account are fairly
straightforward. The visible trade account records
export revenue (receipts) and import spending (pay-
ments) related to trade in tangible, physical goods. The
capital account meanwhile records flows of money
deriving from the purchase or sale of assets (which gen-
erate income), be they physical (hotels, factories etc.) or
financial (stocks and bonds, or even bank deposits). 

Exercise 64

Exports of goods $50 billion
Imports of goods $46 billion
Exports of services $  7 billion
Imports of services $12 billion
Tourist spending by foreigners in Balancia $  6 billion
Tourist spending by Balancians abroad $  7 billion
Investment spending by foreigners in Balancia $10 billion
Investment spending by Balancians abroad $  9 billion

That leaves the invisible trade account to deal with
everything else. Generally, the invisible trade account
records flows of money that do not correspond with
flows of goods or assets going in the opposite direction.
Thus, it records receipts and payments related to servic-
es (like banking, insurance and tourism), income (inter-
est, dividend and profit payments), and transfer pay-
ments between nations (ie foreign aid) and individuals
(remittances). 

The overall balance of payments should be always in bal-
ance. Individual accounts, though, are often out of bal-
ance. For instance, the United States has historically had
a net outflow of money in its visible trade account (a
trade deficit), but a compensating net inflow in its invisi-
ble trade account and capital account. 

Under a system of floating exchange rates, where curren-
cy exchange rates are set by the relative supply and
demand for currencies on foreign exchange markets, any
balance of payments imbalances that do occur should be
corrected automatically. The reason for this is that a
country's goods, services and assets need to be bought
with that country's money. That money (and all other
countries' monies) is traded in foreign exchange markets.
Assuming that a country's invisible trade account and
capital account are both at zero (ie inflows = outflows),
and that it is exporting more goods than it is importing, 

Visible Trade and Capital Accounts Invisible Trade Account
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1. Define:
a)  FLOATING EXCHANGE RATES

b)  CURRENCY APPRECIATION

c)  CURRENCY DEPRECIATION

d) DUTCH DISEASE

2. If the Canadian dollar were to appreciate relative to the US dollar, would the following people likely be better off
or worse off? Explain your answer.
a) A pensioner looking forward to his winter vacation in Florida

b) The owner of a car parts factory in Windsor, Ontario

c) The owner of a telecommunications company looking to buy new telephone switching equipment from an
American supplier

d) A gold mining company in Timmins, whose output is sold on the world market at the world price which is quot-
ed in US dollars per ounce

e) A tour operator in Niagara Falls, Ontario

Exchange Rates 1 Freely Floating Exchange RatesLesson 65

Floating exchange rates were introduced in the last lesson. They are determined in foreign exchange markets. The
best way to visualize foreign exchange markets is to imagine a big table in the middle of the ocean where people sell
their own currency to buy foreign currencies to enable them to buy foreign goods. Thus, from the point of view of
any particular currency, we can see that the supply of that currency on foreign exchange markets depends upon the
actions of that country's people while the demand for that currency is determined by the actions of foreigners.

For instance, the supply of Canadian dollars on foreign exchange markets is determined by the demand of
Canadians for foreign goods, services and assets, while the demand for Canadian dollars on foreign exchange mar-
kets depends upon the demand by foreigners for Canadian goods, services and assets. When drawing foreign
exchange market diagrams, be sure to label every axis fully, and to keep the point of view of just one country. As an
example, I am going to draw a foreign exchange market diagram below for Canadian dollars (CAD), showing the
change resulting from a sudden decrease in the number of Canadians taking holidays abroad.
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Changes in the currency exchange rate under a floating
exchange rate system tend to be gradual. This means
that firms and consumers are generally able to cope well
with such changes. For instance, if a currency is appreci-
ating gradually over time, firms should be able to
become more efficient in their use of resources so as to
keep the prices of their exports affordable for their trad-
ing partners and stay in business. Alternatively, if a cur-
rency is depreciating gradually over time, individuals
should be able to adjust to rising import prices by
switching to cheaper domestically-produced items or
cheaper imports.

In recent years, though, growing international demand 

The reduction in the number of Canadians taking holi-
days abroad led to a reduction in the supply of Canadian
dollars on foreign exchange markets. Canadians were no
longer selling their dollars to buy foreign currencies to
take on holiday with them. This reduction in the supply
of dollars shifts the supply curve to S1, and results in a
reduction in the quantity of dollars bought and sold
from Q1 to Q2 and an appreciation in the value of the
dollar (relative to the US dollar) from P1 to P2. It is
important to note here that when a currency gains value
relative to other currencies under a system of floating
exchange rates, it is called currency appreciation. When
it loses value, it is called currency depreciation.

Supply of CAD on foreign exchange markets
Price of CAD

(in USD)

Quantity of dollarsQ1

P1

Demand for CAD on foreign exchange markets

P2

Q2

S1

The exchange rate can be influenced indirectly in a
number of ways. Changes in national income (ie if a
country is experiencing rapid income growth, it could
lead to higher spending, including higher spending on
imports), changes in capital flows (which may be affect-
ed by changes in interest rates or relative investment
prospects), changes in a country's inflation rate relative
to its trading partners (which will impact trade flows),
and speculation all have an effect on the foreign
exchange market. Lastly, governments can influence
exchange rates by intervening in foreign exchange mar-
kets to either buy or sell their own currency, in the
process either spending or accumulating foreign
exchange reserves.

for Canadian commodities like oil and minerals has put
pressure on Canada's manufacturing sector through
what is known as the "Dutch Disease." In the 1970s
growing North Sea oil exports caused the Dutch guilder
to increase in value relative to other currencies. As a
consequence, Dutch manufactured goods became more
expensive for foreigners to buy and foreign-made goods
became cheaper for the Dutch to buy. Dutch manufac-
turers who found it difficult to compete closed down,
leading to a fall in Dutch industrial output and employ-
ment. Recently, the Premier of Ontario has pointed out
that the current high value of the Canadian dollar rela-
tive to the US dollar is having a similar effect on
Ontario's manufacturing industry.

Exercise 65
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Changes in the currency exchange rate under a floating
exchange rate system tend to be gradual. This means
that firms and consumers are generally able to cope well
with such changes. For instance, if a currency is appreci-
ating gradually over time, firms should be able to
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keep the prices of their exports affordable for their trad-
ing partners and stay in business. Alternatively, if a cur-
rency is depreciating gradually over time, individuals
should be able to adjust to rising import prices by
switching to cheaper domestically-produced items or
cheaper imports.

In recent years, though, growing international demand 

The reduction in the number of Canadians taking holi-
days abroad led to a reduction in the supply of Canadian
dollars on foreign exchange markets. Canadians were no
longer selling their dollars to buy foreign currencies to
take on holiday with them. This reduction in the supply
of dollars shifts the supply curve to S1, and results in a
reduction in the quantity of dollars bought and sold
from Q1 to Q2 and an appreciation in the value of the
dollar (relative to the US dollar) from P1 to P2. It is
important to note here that when a currency gains value
relative to other currencies under a system of floating
exchange rates, it is called currency appreciation. When
it loses value, it is called currency depreciation.

Supply of CAD on foreign exchange markets
Price of CAD

(in USD)

Quantity of dollarsQ1

P1

Demand for CAD on foreign exchange markets

P2

Q2

S1

The exchange rate can be influenced indirectly in a
number of ways. Changes in national income (ie if a
country is experiencing rapid income growth, it could
lead to higher spending, including higher spending on
imports), changes in capital flows (which may be affect-
ed by changes in interest rates or relative investment
prospects), changes in a country's inflation rate relative
to its trading partners (which will impact trade flows),
and speculation all have an effect on the foreign
exchange market. Lastly, governments can influence
exchange rates by intervening in foreign exchange mar-
kets to either buy or sell their own currency, in the
process either spending or accumulating foreign
exchange reserves.

for Canadian commodities like oil and minerals has put
pressure on Canada's manufacturing sector through
what is known as the "Dutch Disease." In the 1970s
growing North Sea oil exports caused the Dutch guilder
to increase in value relative to other currencies. As a
consequence, Dutch manufactured goods became more
expensive for foreigners to buy and foreign-made goods
became cheaper for the Dutch to buy. Dutch manufac-
turers who found it difficult to compete closed down,
leading to a fall in Dutch industrial output and employ-
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tive to the US dollar is having a similar effect on
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3. Explain how each of the following events will influence the currency exchange value of British pounds, and show
the change on the exchange rate market diagrams given. Be sure to label each diagram fully. Remember to draw the
diagrams from the British point of view.
a) Interest rates rise in the UK, causing foreign investors to place deposits in UK banks
b) Inflation rates rise in the UK relative to its trading partners, making UK goods relatively more expensive than
imported goods for Britons in shops
c) The UK government, in order to keep confidence in the pound strong amongst foreign investors in the wake of a
banking crisis, buys pounds on the foreign exchange markets
d) British investors decide to buy a majority shareholding in a major property company in Dubai.

Thus, we can see that the price of US dollars in terms of
New Zealand dollars is 2, or that it takes 2 NZ dollars
to buy one USD. 

If, say, interest rates rose in the US, we would expect a
change in the demand function for USD on foreign
exchange markets. A shift to the right can be expressed
as an increase in the fixed term, so let's say that the
demand function changes to Qd = 160 - 25P. 

Setting Qd = Qs

we can see that the new exchange rate is:

160 - 25P = 50 + 25P

110 = 50P

P = 2.2

The US dollar is now worth 2.2 NZD.

Determining and Using Exchange RatesLesson 66

Omani Rial 1 1.65
=

US dollar 2.6 x

To calculate and compare different prices in different
currencies (which is a very handy skill when on holi-
day), it is best to set up two fractions that both have
one currency on the top, and the other on the bottom.
One fraction will have the currency exchange rate,
while the other will have the price of an item in one of
the currencies. The price of the item in the other cur-
rency is the unknown. For instance, let's say that a
McDonald's Big Mac meal costs 1.65 rials in Oman.
How much is this in US dollars? If I know that the
exchange rate of the Omani rial is 2.6 US dollars, I can
set up the calculation as follows:

If I cross multiply to find x (by multiplying 1.65 by 2.6,
and then dividing by 1) I find that the US dollar equiv-
alent of 1.65 rials is $4.29 US.

As I am trying to find the equilibrium point where Qd =
Qs, simply set the two functions equal to one another
and solve.

We can also plot currency demand and supply curves
and determine the exchange rate if given linear demand
and supply functions. For instance, if the demand for
US dollars on foreign exchange markets is determined
by the linear function Qd = 150 - 25P and the supply
for US dollars on foreign exchange markets is deter-
mined by the linear function Qs = 50 + 25P, and if the
price of the US dollar is quoted in New Zealand dollars,
we can find the exchange rate either by drawing up a
demand and supply schedule and plotting a graph or
through algebra. I will calculate the exchange rate
below using algebra:

150 - 25P  =   50 + 25P
100          =          50P

2          = P

The exchange rate is the price of one currency in terms of another. It is the external value of a currency. If the value
of the Canadian dollar in terms of the US dollar is 96 US cents, then the Canadian dollar's exchange rate is 0.96 US.
The US dollar's exchange rate in terms of Canadian dollars would then be 1/0.96 = 1.042, as it is worth roughly
1 dollar and 4 cents Canadian.

Exchange Rate Item
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1. Define:  EXCHANGE RATE

2. Given that the exchange rate of the British pound in terms of the Euro is 1.5, what is the cost in pounds of the fol-
lowing items in France?
a. Wine costing 5 Euros b. A hotel room costing 120 Euros

3. If the supply and demand functions for the US dollar on foreign exchange markets are Qd = 180 - 2P and Qs = 20
+ 2P, where the price is in Indian rupees:
a) Complete the demand and supply schedules below

b) Plot the supply and demand curves on the grid below

c) Calculate, using algebra, the exchange rate of the US dollar in Indian rupees. Check that it agrees with what is
suggested by the d/s schedule and s/d curves.

d) If American consumers suddenly started finding Indian goods fashionable, and began to import more goods
from India, how would this change the supply and demand diagram? Show the effect on the diagram above. What
would be the effect on the US dollar exchange rate in terms of rupees?
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Exercise 66

Price

Qd = 180 - 2P

Qs = 20 + 2P

Exchange Rates 2 Fixed and Managed Exchange RatesLesson 67

Until the 1970s, currency exchange rates were determined by governments who operated fixed exchange rate
regimes. A fixed exchange rate system is when the exchange rate is set at a value decided by the government, who
then takes on the responsibility of maintaining this exchange rate through central bank intervention (either in the
foreign exchange markets through the buying or selling of the currency or through changing interest rates). A
managed exchange rate system occurs where, for the most part, a currency is allowed to float, but where at times
the government (through the central bank) will intervene to arrest changes in the exchange rate which are seen as
undesirable.

The supply of and demand for a currency are the same as under a floating exchange rate system, except that the
price is fixed. This requires central banks to either buy or sell their currency on foreign exchange markets to main-
tain the price of the currency at the fixed rate. As a diagram:

equilibrium at the fixed rate.

In the diagram at right, meanwhile, perhaps an inflow of
foreign investment has pushed the demand for dollars
to the right. Now, the quantity of dollars demanded on
foreign exchange markets at the fixed rate (Q4) exceeds
the quantity supplied (Q3). This is an easy problem for
central banks to solve. All that is required is for them to
sell dollars and buy foreign currency to place into their
foreign exchange (or currency) reserves (to be used at
some point when the dollar's value needs to be support-
ed, as in the first case) or lower interest rates to discour-
age some of this excess foreign investment.

In both diagrams (drawn from the perspective of the
United States), initially the equilibrium is at the fixed
exchange rate. However, in the diagram at left, some-
thing causes the supply of dollars to shift to the right -
perhaps Americans are buying more foreign goods and
services or are investing more money abroad. Now, the
quantity of US dollars supplied to foreign exchange
markets (Q2) exceeds the quantity demanded (Q1) at
the fixed exchange rate. If the US is going to defend the
fixed rate, it will have to use its foreign currency
reserves to buy these surplus dollars on the foreign
exchange markets OR raise interest rates to encourage
foreigners to place their money in US banks, increas-
ingthe demand for dollars and thereby also restoring 

Su
pp

ly 
of $

Price of $

Quantity
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Q2

S2
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Price of $
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D2

Under a fixed exchange rate system, an increase in the exchange value of a currency is referred to as a
revaluation, while a decrease is referred to as a devaluation. 
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Under a fixed exchange rate system, an increase in the exchange value of a currency is referred to as a
revaluation, while a decrease is referred to as a devaluation. 
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The advantages are:
1. Stability and certainty about the exchange rate may result in increased trade and investment and less
speculation.
2. Discipline is imposed on domestic fiscal and monetary policies. In order to keep the currency at the fixed
rate, the country needs to follow prudent policies. It cannot lower interest rates too much or engage in
excessive government spending as these will lead to a balance of payments deficit and a loss of confidence in
the exchange rate.
3. Inflation is less likely to be imported via exchange rate changes.

However, there are also considerable disadvantages, namely:
1. There is no automatic, gradual adjustment to the exchange rate, so changes that do occur are likely to be large
and sudden, which can be very disruptive.
2. Domestic policymakers lose the ability to pursue independent monetary and fiscal policy in the pursuit of domes-
tic policy objectives. For instance, if a country is facing high unemployment, it would be beneficial to lower interest
rates and increase government spending. However, if the country is committed to a fixed exchange rate, it may be
impossible to implement such policies.
3. The holding of large quantities of foreign reserves is required to defend the fixed exchange rate at times as specu-
lation in foreign exchange markets is directed against governments.

Fixed exchange rates have certain advantages and disadvantages compared with floating exchange rates.

Exercise 67

1. Define:
a) FIXED EXCHANGE RATE SYSTEM

b) MANAGED EXCHANGE RATE SYSTEM

c) DEVALUATION

2. Argentina's exchange rate was fixed at a rate of 1 Peso = 1 USD. Assuming that initially, the foreign exchange
market was at equilibrium at this rate:
a) Label and show on a diagram below the impact of more Argentines sending their money abroad to be invested
in US banks.

b) What would the Argentine government have to do to keep the value of the Peso at 1 USD with regards to foreign
exchange market intervention or interest rate setting? Show the impact of each using a diagram and label it correctly.
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Fixed exchange rates have certain advantages and disadvantages compared with floating exchange rates.

Exercise 67

1. Define:
a) FIXED EXCHANGE RATE SYSTEM

b) MANAGED EXCHANGE RATE SYSTEM

c) DEVALUATION

2. Argentina's exchange rate was fixed at a rate of 1 Peso = 1 USD. Assuming that initially, the foreign exchange
market was at equilibrium at this rate:
a) Label and show on a diagram below the impact of more Argentines sending their money abroad to be invested
in US banks.

b) What would the Argentine government have to do to keep the value of the Peso at 1 USD with regards to foreign
exchange market intervention or interest rate setting? Show the impact of each using a diagram and label it correctly.
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1. The Japanese government lowers taxes, and consumers respond by increasing spending
a. Effect under a flexible exchange rate b. Effect under a fixed exchange rate

2. Increased spending leads to higher inflation in Japan, which hurts the competitiveness of Japanese exports.
a. Effect under a flexible exchange rate b. Effect under a fixed exchange rate

Please draw and label diagrams to illustrate the effects of each of the following changes on the supply of or
demand for the Japanese yen in foreign exchange markets. On the diagram on the left, show and state how the
change will affect the value of the yen assuming the yen is traded under a floating exchange rate system. On the
diagram on the right, show and state the required central bank intervention in the foreign exchange market if
the yen's value is fixed to the US dollar. Again, all of this is done from the Japanese point of view. Explain your
answers.
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3. In response, the Japanese Central Bank raises interest rates to control inflation, which also attracts foreigners to
deposit money in Japanese banks.

a. Effect under a flexible exchange rate b. Effect under a fixed exchange rate

4. The election of a new socialist government that has promised to punish rapacious businesses through higher cor-
porate tax rates scares away potential foreign investors

a. Effect under a flexible exchange rate b. Effect under a fixed exchange rate

64 through 67 (Exchange Rates)
Questions for Review and Extension 
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Current Account Deficits and SurplusesLesson 68

While under a floating exchange rate regime the exchange rate should adjust to eliminate any imbalances, under a
fixed or managed exchange rate regime it is possible for countries to have persistent current account deficits
(where the value of imports exceeds the value of exports) or surpluses. In the long run, such imbalances are often a
sign of structural problems in the economy. Either, in the case of persistent deficits, the economy is not internation-
ally competitive, or, in the case of surpluses, the economy may be focused too much on exports at the expense of
domestic consumption.

Generally, policymakers are concerned more with persistent current account deficits. In order to address such
deficits, governments will generally take the following actions, in order of difficulty:
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Devaluing the currency usually makes things worse
before it makes things better, as people (both your own
and foreigners) need time to adjust to the changes in
prices brought on by the devaluation. For instance,
despite imports now costing more (in your own curren-
cy) due to the devaluation, people will still buy the
same quantity of imports in the short term as it is their
habit to buy certain items. This will increase the flow of
your currency out of the country. At the same time,
despite your exports now being cheaper for foreigners
due to the devaluation, they will likely also continue to
buy the same quantity in the short term. This will keep 

1. Intervene in the foreign exchange markets to buy
up surplus domestic currency using foreign exchange
reserves. This, though, is only effective for a relatively
short time as eventually the central bank will run out
of foreign currency reserves.
2. Increase interest rates to attract foreign savings
into your banks, thus boosting the demand for your
currency in foreign exchange markets.
3. Related to this, the government could adopt
expenditure-reducing policies (raising interest rates
and taxes and cutting government spending)
designed to reduce overall domestic spending, includ-
ing spending on imports. This reduction in import
demand should reduce the current account deficit
and support the value of the currency. 

From O to T1, we see a persistent current account
deficit as the balance of payments is negative
(ie the J-curve is below the line of balance). At T1, the
currency is devalued, and there is an immediate worsen-
ing of the current account balance. However, over time
there is a reduction in the current account deficit until
by T2 the current account is once more in balance as
people have noticed and responded to the price
changes brought on by the devaluation.

4. Alternatively, governments could adopt expendi-
ture-switching policies (ie protectionist measures like
tariffs, subsidies and quotas) designed to get domestic
consumers to switch from buying imports to buying
domestically-produced substitutes.
5. If problems continue to persist, the government
could enact supply-side reforms to improve competi-
tiveness. At the end of a round of deregulation and pub-
lic investment in infrastructure and education etc., your
economy should be making better goods at lower prices
that are more desirable to foreign and domestic buyers,
thus boosting exports and reducing imports. However,
this takes time and is often politically difficult.
6. Lastly, the government could capitulate and devalue
the currency, but often this needs to be done in consul-
tation with other nations and is politically difficult.

the flow of your currency into your country about the
same. This worsening of your balance of payments is
due to price elasticity of demand being low in the short
term (ie people are not immediately responsive to price
changes). However, in the longer term, the changes in
price brought on by the devaluation are noticed and
responded to by people. Your own people will begin to
buy fewer (costly) imports and foreigners will begin to
buy more of your (cheaper) exports.

This effect is called the J-curve effect, so named after
the following diagram:

Current Account Balance (as % of GDP)

Time
0 T1 T2

J-curve
Line of Balance

Exercise 68

1.Define:
a) CURRENT ACCOUNT DEFICITS

b) EXPENDITURE-REDUCING POLICIES

c) EXPENDITURE-SWITCHING POLICIES

d) THE J-CURVE EFFECT

3. The Euro-zone crisis began with concerns over growing levels of both Greek government debt and Greece's
persistent balance of payments deficit. As Greece no longer has its own currency or central bank, and is part of the
European Union, which advocates free trade among member states, what 3 possible medium to long term solutions
to this problem is Greece not able to implement? What are the only options that remain? Why has the Greek gov-
ernment been reluctant to pursue such policies?

4. How would an increase in competitiveness affect the shape of the J-curve? Explain.

2. If an economy is suffering from a current account deficit due to a rapid recent increase in imported food prices,
what policy responses do you think would be most appropriate? Why?
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This has many happy consequences as generally a rising
currency results in lower inflation (as imported goods
are cheaper) and rising standards of living relative to
one's trading partners. However, it does put pressure on
exporters, whose goods are now more expensive for for-
eigners. Both Germany and China have dealt with this
pressure on export competitiveness by moving up the
value chain, offering better quality goods as their cur-
rencies have appreciated. This means that their prod-
ucts are still seen as good value even as their prices rise
in terms of foreign currencies. However, eventually a
rising currency should, ceteris paribus, result in the
elimination of a current account surplus (just as a
falling currency should bring about the elimination of a
current account deficit) as foreigners increasingly
switch away from your relatively expensive goods and
as your own people switch towards cheaper imports.

The current economic crisis can be traced back in part
to deliberate policy decisions made by the American
and Chinese governments. The Chinese government
has pursued a policy of export-led development since
the 1990s as a way of providing jobs to the millions of
under-employed yet literate and skilled Chinese who
have been moving from the countryside to the cities in
the greatest wave of internal migration in world history.
The Chinese government's main concern has been to
maintain social stability through rising living standards.
Economic growth and rising employment have depend-
ed upon rising exports. To encourage exports, the value
of the Chinese yuan 

Global Imbalances and the Global Financial CrisisLesson 69

As we have discussed, changes in the balance of payments picture tend to drive changes in the exchange rate. Some
countries have had persistent current account deficits while some others have had persistent current account sur-
pluses. What have been the consequences?

Since the 1990s the USA has had persistent current account deficits. For a long time, this was not a problem as the
worldwide appetite for American assets (on the capital account) was strong, and so foreigners investing in
American technology companies or buying US government bonds kept the overall balance of payments in balance,
thus supporting the value of the US dollar in foreign exchange markets.
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However, as the 2000s wore on, the size of the current
account deficit grew to the point where foreigners
began to become wary of lending ever more
money to an America which was increasingly
seen as being unwilling to live within its means.
As a consequence, the dollar began to slide in
value against other global currencies, in particu-
lar against the currencies of commodity exporters such
as Australia and Canada who were benefiting from high
oil and mineral prices. At present, troubles in the
European Union that have called the value and indeed
survival of the Euro into question have arrested the
dollar's relative descent, but in the absence of a com-
mitment to correct the current account imbalance, the
very future of the US dollar as the world's reserve cur-
rency could be in question. Eventually, to restore confi-
dence in the dollar (and to avoid seeing US govern-
ment bonds downgraded by international ratings agen-
cies to the point where it becomes difficult for the US
government to borrow cheaply and easily on interna-
tional markets), it may be necessary to raise interest
rates in the US significantly to attract foreign invest-
ment in dollar assets .This will deal a crippling blow to
the US domestic economy, but it will have the effect of
encouraging savings and discouraging borrowing and
spending. This is what needs to happen to break
America's habit of consuming more than it produces.

Other countries, notably China and Germany, have
persistent current account surpluses. This has tended
to put upward pressure on the value of their currencies. 

(or renminbi) has been kept low to make Chinese-
made goods less expensive for foreign buyers. To main-
tain a low yuan, the Chinese government bought US
government bonds with their export earnings. This pur-
chase of bonds brought their overall balance of pay-
ments into balance and so helped to keep the value of
the yuan stable.

Meanwhile, in the US, this influx of foreign capital into
the bond market served to keep interest rates low. If the
Chinese were going to buy bonds anyway, there was no
need to offer higher interest rates to attract other for-
eign or domestic buyers of bonds. However, these low
US interest rates served to encourage American bor-
rowing and consumption. Most importantly, low inter-
est rates encouraged widespread investment and specu-
lation in the housing market, which drove house prices
up immensely from 2000 until 2006. This pleased a
great many Americans who were involved in the home-
building, real-estate sales and insurance, finance and
banking sectors of the economy. This increase in home
prices also made existing homeowners feel rich, which
made them even more willing to buy goods at their
local Wal-mart which were often made in China. 

So, for a while the US and China were in a mutually
beneficial relationship. The Chinese were getting the
growth in output and employment they needed to keep

social order while the US was getting cheap credit and
enjoying growing wealth and consumption due to rising
home prices. However, eventually the imbalances just
became unsustainable, and the excessive borrowing in
the US that was enabled in part by these current
account imbalances contributed directly to the recent
global financial crisis. However, even without the crisis,
one has to wonder about the wisdom and even fairness
of a developing country like China (whose hundreds of
millions of poor need better health care, education and
other social services) bankrolling the consumption of
the United States.

And so we are in the current situation of what is called
'rebalancing'. Essentially, China needs to switch from an
export-oriented development model towards a strategy
that depends on production for the domestic market,
while the US needs to become less dependent on
imports of both goods and capital. To move this along
we should expect that over time the yuan will appreciate
against the dollar, and perhaps take its place alongside
the dollar as a global reserve currency. While the
process of rebalancing will be disruptive, at the end of it
American manufacturing should be internationally
competitive, the Chinese people should be better off,
and the entire world economy should be much more
stable.

Exercise 69
The USA has been calling for the Chinese to let the yuan appreciate more rapidly for the past several years. What
would have been the consequences of this on both the American and Chinese economies? Would such a move be
easy to adjust to in the short-term for China? In the US? What would be the risks and rewards of such a move in the
long-term? Why do you think the Chinese leadership has consistently rebuffed American calls to let the yuan rise
faster? What have the Chinese been asking the Americans to do to correct imbalances between the two? Feel free to
do some additional reading before writing your answer.
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The World Trade Organization (WTO) is the inter-
national organization that tries to regulate and manage
global trade. It took over from the General Agreement
on Tariffs and Trade (GATT) in 1995. The aim of the
WTO is to liberalize world trade through multilateral
trade negotiations. The big advantages of the WTO as
compared to the GATT are that:
1. Most nations in the world are members of the WTO,
whereas the members of the GATT were mainly just
the industrialized countries.
2. The WTO is trying to liberalize trade in agricultural
goods and in services, where there are huge gains to be
enjoyed, and promote intellectual property protection
worldwide, whereas the GATT focused mainly on liber-
alizing trade in manufactured goods.
3. The WTO is an organization with procedures to
resolve (and, if necessary, enforce penalties relating to)
trade disputes between member states.

As positive as this may sound, nonetheless, you may be
aware of the WTO's unpopularity. Why is it such an
unpopular organization?

Economic Integration 1
Globalization and the World Trade Organization

Lesson 70

Globalization is a word that is much used when discussing international economic affairs. It means simply
the reduction in the importance of national borders. Many things flow across national borders - goods and
services, investment capital, technology, ideas and culture, and people. At one time, borders were real barri-
ers to the free flow of such things, but as globalization has progressed, increasingly borders pose no barrier
at all to their free movement.
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What drives globalization as a process? There are two
main theories. The first says that globalization is due to
advances in transportation and communications tech-
nology. As our technology has improved, the distance a
person can travel in a day has increased. In the days
before railroads and steamships, most peoples' lives and
most economic and cultural activity was local or
regional. Railroads and the telegraph, meanwhile, led to
the creation of national economies and cultures. In
some places in Europe, this transition from regional to
national is still somewhat incomplete, at least in the
cultural realm. While Bretons, Basques and Welsh are
happy to be part of their respective countries (and
indeed the EU) when it comes to matters of econom-
ics, they also hold on very tightly to their regional cul-
tural identities. Most recently, jet airplanes and the
internet have allowed people to travel and communi-
cate easily across the entire planet, which has weakened
nationalism and supported globalization.

1. It is its job in some ways to be unpopular.
Politicians in member states may realize that trade lib-
eralization is beneficial but they will not want to take
responsibility themselves for the job losses in some
industries that will inevitably result. As you may recall,
trade liberalization has winners and losers. So, it is com-
mon for politicians and leaders to say to workers about
to lose their jobs due to trade liberalization "Sorry, our
hands are tied, we can't protect you as we are members
of the WTO and are not allowed to use protectionist
measures" to shift blame away from themselves.
2. No matter what it does, it is open to criticism and
suspicion.
If it tries to keep its focus on simple trade liberalization
(for instance, reducing tariffs and other protectionist
measures), it is accused of not caring about environ-
mental and labour concerns. For instance, unionized
workers in developed countries complain that they face
'unfair' competition from low-wage countries in Asia,
and demand that the WTO should make free trade con-
tingent on adherence to global labour standards.
However, if the WTO were to actually try to harmonize 

Another theory holds that increased liquidity (ie the
amount of excess money available for investment) has
been an important driver of globalization. As the
amount of money available for investment increases,
the rate of return given to investment capital in devel-
oped countries decreases (ie an increase in supply leads
to a fall in price). This leads to people with money
looking abroad to riskier ventures to boost their
returns. So, investment begins to flow to less developed
countries in faraway places. This investment often is in
infrastructure designed to extract raw materials from
these places, leading to increases in trade volumes. As
investment and trade continue to increase, the once-far

national labour (and environmental) standards, they
would then face criticism from democracy activists for
behaving as an unelected and unaccountable world gov-
ernment.

Sadly, the WTO has not been as unpopular in recent
years as it has become quite moribund. The Doha round
of negotiations has collapsed and attempts to restart
them have been unsuccessful. At the heart of the issue
has been the refusal of some developed countries to
reduce the agricultural subsidies given to their farmers.
These subsidies directly hurt primary producers in devel-
oping countries who find that they cannot compete with
subsidized corn and other products, sometimes even in
their own domestic markets. Faced with this reluctance,
delegates from developing countries refused to open up
their markets for services (in particular, financial servic-
es) to firms from the developed world, and also refused
to agree to the stronger intellectual property protection
standards demanded by developed nations. Sadly, while
global trade continues to grow, the institutional frame-
work that should be governing it is not keeping pace.

away country becomes more familiar and is perceived
as less risky, leading to more travel and more cultural
exchange. The main argument in favour of this theory
is that globalization doesn't occur when the technologi-
cal pieces are in place, but when the financial logic
makes it sensible to use available technological
advances to integrate a previously peripheral part of the
world into the global economy.

Exercise 70
1. Define:
a) GLOBALIZATION

b) THE WORLD TRADE ORGANIZATION

2. How has globalization made your life better? Think about the foreign goods and services you enjoy and the foreign
cultures and ideas and people that you have encountered even just today.

3. How have the forces that have driven globalization also helped international crime syndicates involved in smug-
gling, money laundering and intellectual property theft (ie piracy)?
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national organization that tries to regulate and manage
global trade. It took over from the General Agreement
on Tariffs and Trade (GATT) in 1995. The aim of the
WTO is to liberalize world trade through multilateral
trade negotiations. The big advantages of the WTO as
compared to the GATT are that:
1. Most nations in the world are members of the WTO,
whereas the members of the GATT were mainly just
the industrialized countries.
2. The WTO is trying to liberalize trade in agricultural
goods and in services, where there are huge gains to be
enjoyed, and promote intellectual property protection
worldwide, whereas the GATT focused mainly on liber-
alizing trade in manufactured goods.
3. The WTO is an organization with procedures to
resolve (and, if necessary, enforce penalties relating to)
trade disputes between member states.

As positive as this may sound, nonetheless, you may be
aware of the WTO's unpopularity. Why is it such an
unpopular organization?

Economic Integration 1
Globalization and the World Trade Organization

Lesson 70

Globalization is a word that is much used when discussing international economic affairs. It means simply
the reduction in the importance of national borders. Many things flow across national borders - goods and
services, investment capital, technology, ideas and culture, and people. At one time, borders were real barri-
ers to the free flow of such things, but as globalization has progressed, increasingly borders pose no barrier
at all to their free movement.
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What drives globalization as a process? There are two
main theories. The first says that globalization is due to
advances in transportation and communications tech-
nology. As our technology has improved, the distance a
person can travel in a day has increased. In the days
before railroads and steamships, most peoples' lives and
most economic and cultural activity was local or
regional. Railroads and the telegraph, meanwhile, led to
the creation of national economies and cultures. In
some places in Europe, this transition from regional to
national is still somewhat incomplete, at least in the
cultural realm. While Bretons, Basques and Welsh are
happy to be part of their respective countries (and
indeed the EU) when it comes to matters of econom-
ics, they also hold on very tightly to their regional cul-
tural identities. Most recently, jet airplanes and the
internet have allowed people to travel and communi-
cate easily across the entire planet, which has weakened
nationalism and supported globalization.

1. It is its job in some ways to be unpopular.
Politicians in member states may realize that trade lib-
eralization is beneficial but they will not want to take
responsibility themselves for the job losses in some
industries that will inevitably result. As you may recall,
trade liberalization has winners and losers. So, it is com-
mon for politicians and leaders to say to workers about
to lose their jobs due to trade liberalization "Sorry, our
hands are tied, we can't protect you as we are members
of the WTO and are not allowed to use protectionist
measures" to shift blame away from themselves.
2. No matter what it does, it is open to criticism and
suspicion.
If it tries to keep its focus on simple trade liberalization
(for instance, reducing tariffs and other protectionist
measures), it is accused of not caring about environ-
mental and labour concerns. For instance, unionized
workers in developed countries complain that they face
'unfair' competition from low-wage countries in Asia,
and demand that the WTO should make free trade con-
tingent on adherence to global labour standards.
However, if the WTO were to actually try to harmonize 

Another theory holds that increased liquidity (ie the
amount of excess money available for investment) has
been an important driver of globalization. As the
amount of money available for investment increases,
the rate of return given to investment capital in devel-
oped countries decreases (ie an increase in supply leads
to a fall in price). This leads to people with money
looking abroad to riskier ventures to boost their
returns. So, investment begins to flow to less developed
countries in faraway places. This investment often is in
infrastructure designed to extract raw materials from
these places, leading to increases in trade volumes. As
investment and trade continue to increase, the once-far

national labour (and environmental) standards, they
would then face criticism from democracy activists for
behaving as an unelected and unaccountable world gov-
ernment.

Sadly, the WTO has not been as unpopular in recent
years as it has become quite moribund. The Doha round
of negotiations has collapsed and attempts to restart
them have been unsuccessful. At the heart of the issue
has been the refusal of some developed countries to
reduce the agricultural subsidies given to their farmers.
These subsidies directly hurt primary producers in devel-
oping countries who find that they cannot compete with
subsidized corn and other products, sometimes even in
their own domestic markets. Faced with this reluctance,
delegates from developing countries refused to open up
their markets for services (in particular, financial servic-
es) to firms from the developed world, and also refused
to agree to the stronger intellectual property protection
standards demanded by developed nations. Sadly, while
global trade continues to grow, the institutional frame-
work that should be governing it is not keeping pace.

away country becomes more familiar and is perceived
as less risky, leading to more travel and more cultural
exchange. The main argument in favour of this theory
is that globalization doesn't occur when the technologi-
cal pieces are in place, but when the financial logic
makes it sensible to use available technological
advances to integrate a previously peripheral part of the
world into the global economy.

Exercise 70
1. Define:
a) GLOBALIZATION

b) THE WORLD TRADE ORGANIZATION

2. How has globalization made your life better? Think about the foreign goods and services you enjoy and the foreign
cultures and ideas and people that you have encountered even just today.

3. How have the forces that have driven globalization also helped international crime syndicates involved in smug-
gling, money laundering and intellectual property theft (ie piracy)?
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from unpasteurized milk), and in pursuing monetary
union with the introduction of the Euro. In theory the
adoption of the Euro should have led to greater price
transparency and competitiveness between member
states and therefore lower prices throughout Europe as
well as lower transaction costs.

The introduction of the Euro was to have been preced-
ed by a period of fiscal discipline and regulatory policy
harmonization by the member states who adopted it,
but this was only partially done. The problems facing
some Euro-zone members (Greece, Ireland,
Portugal…) are due to this incomplete convergence. A
common currency means that member states lose the
ability to conduct independent monetary policy, and
thus cannot resort to currency depreciation to restore
international competitiveness (in a way, a common cur-
rency is the ultimate fixed exchange rate). Thus,
economies with large public sectors and inefficient pri-
vate sectors have, under the Euro, become increasingly
uncompetitive. As there are common fiscal policy con-
ditions (the 'Growth and Stability Pact') for inclusion in
the Euro zone, the only way for the countries in trouble
to retain the currency is to address their competitive
problems through deregulation and the adoption of
supply-side policies that are often very
unpopular with workers and established interests.

The global economic system can be seen as led by three
regional trading blocs, one being the European Union,
and the other two organized around the United States 

Economic Integration 2
Regionalization and Trading Blocs

Lesson 71

As the WTO has foundered, many countries have focused their attention on negotiating bilateral
free trade agreements or forming multilateral regional trading blocs to benefit from freer trade.
The goal of all such blocs is trade creation, where comparative advantages which were once obscured by trade barri-
ers are exposed, thus permitting increased trade to lead to more efficient resource allocation among the members of
a trade grouping. Sadly, trade diversion can also occur. This is where trade switches from a more efficient producer
outside the trade grouping to a less efficient producer inside the trade grouping who enjoys preferential access. For
example, when the UK joined the EU, suddenly lower cost New Zealand butter was more expensive for Britons to
buy than higher cost Danish butter as Denmark had duty-free access to the UK while New Zealand did not.
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A free trade agreement is where countries agree to
allow goods and services to be traded without restric-
tions beween signatory states (always with, of course,
certain exceptions). The most prominent example of a
free trade agreement is the North American Free Trade
Agreement (NAFTA) between Canada, the United
States and Mexico.

The next step in regional economic integration is to
form a customs union. A customs union is a free trade
area combined with an agreement that members have
identical tariffs for non-member states. For instance,
Southern African Customs Union (SACU) members
practice free trade with one another but levy a common
external tariff. So, whether a car from Japan enters
South Africa or Namibia, it will pay the same tariff.
Thus, no member can, through charging lower tariffs
than other members, route a disproportionate share of
the group's trade through itself. 

The final step in regional economic integration is to
form a common market. A common market is a cus-
toms union combined with an agreement providing for
the free movement of the factors of production (mainly
labour and capital) between member states. The
European Union (EU) is the best example of a com-
mon market currently in existence. The EU has made
further steps towards integration as well in the areas of
common product regulation (EU standards now pre-
vail, as opposed to national standards, which has caused
trouble with, for instance, French makers of cheese

(and NAFTA) and Japan and East Asia (where the
Association of South-East Asian Nations, or ASEAN
features prominently). Many goods and services com-
monly found inside each bloc are rarely found in other 

parts of the world. For example, the white goods (like
refrigerators and washing machines) used by the inhab-
itants of each major trading bloc are overwhelmingly
designed and manufactured in their own regions.

Exercise 71

1. Define:
a) FREE TRADE AGREEMENT

b) CUSTOMS UNION

c) COMMON MARKET

d) MONETARY UNION

2. Compare participation in the global World Trade Organization negotiations with negotiating a regional or bilat-
eral trade agreement. Which is likely easier to do? Why? 

3. How might poorer developing countries in Africa and South Asia be less well off in a world dominated by region-
al trade agreements and regional trade blocs than in a world where international trade is governed by the World
Trade Organization?

4. In the 10 years following Canada's signing of the North American Free Trade Agreement (NAFTA) in 1993, the
value of the Canadian dollar fell from almost 90 to just over 60 American cents. If Canada had gone for a monetary
union with the US upon joining NAFTA and adopted the US dollar, how might Canada's experience have been
similar to Greece's upon adopting the Euro? How did Canada's ability to conduct independent monetary policy
help Canadian producers to remain competitive after the removal of tariff barriers to American and Mexican
imports?
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1. Why do you think some people resist globalization? What are they afraid of losing in a globalized world (hint -
think of what the Basques are afraid of losing in Spain…)? 

2. Research what is currently happening with the WTO. Has any progress been made in negotiations?

3. If globalization is caused by technological advances that shrink space (transportation and communications)
and/or increases in global liquidity, how might the current global financial crisis impact globalization?
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4. The Greek sovereign debt crisis of 2010 can be explained as follows: From the introduction of the Euro until
2009 or so, Greece avoided enacting reforms to improve international competitiveness. As the Euro became a
stronger currency from 2003 onwards, though, Greece found it had to steadily increase government spending to
keep unemployment from rising due to its increasingly uncompetitive exports. Foreigners were happy to buy Greek
government debt as it was denominated in Euros, and so would not lose value due to depreciation of the currency.
However, eventually, bond holders began to doubt the Greek government's ability to pay its debts, and they started
to demand higher interest rates on Greek-issued, Euro denominated bonds. This eventually caused worldwide
investors to wonder about the viability of the Euro itself, causing them to sell their Euro bonds and buy dollars.

a) Draw a diagram (on the left) showing the impact of the fall in Greek export competitiveness on the Greek
macro-economy and the policy response of the Greek government.

b) Draw another diagram (on the right) showing how the dumping of Euro-denominated government bonds by
international investors affected the exchange value of the Euro.

Lessons 68 through 71 (The Global Economy)
Questions for Review and Extension 
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The Global Financial Crisis of 2008-2011
Part One - Essentials and Prologue

Lesson 72

The financial crisis is often presented as just another
recession, similar to other recessions which, as we
know, are an integral part of the business cycle (as we
discussed in lesson 42). However, in scale and in form,
this crisis is much more serious than other recent reces-
sions as it is leading to a crisis of confidence that is
afflicting not just firms, not just industries, not just
institutions, but the entire global monetary and finan-
cial system. As we learned when studying microeco-
nomics, markets, by generating accurate price informa-
tion, lead to an efficient allocation of society's scarce
resources. As we also learned earlier, market economies
do not arise spontaneously - rather they are built upon
trust and confidence. We take risks, we borrow, and we
lend, not because we trust the people with whom we
are dealing, but because we trust the laws and the legal
and political institutions that govern us.

This present crisis, though, threatens both of these pil-
lars of the market economy. In a remarkably vicious
feedback loop, markets and prices have become
increasingly distorted through the intervention of
established governmental and financial interests, which
has led to a gross misallocation of resources towards the
financial and other associated sectors of the economy.
As this misallocation has intensified, so too have the
market's underpinnings in law and institutional integri-
ty become weaker. Rather than accept the losses result-
ing from their misallocation of investment capital into
real estate and speculation, the financial industry has
instead become increasingly good at lobbying govern-
ment for bailouts, low (or zero) interest rate loans, and
favourable legislation. This 'regulatory capture' of 
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This system worked well until the late 1960s when spi-
ralling US spending (to support both the war in
Vietnam and domestic social programs) and rapid
growth in the US money supply led to higher inflation,
which in turn caused some foreign holders of US dol-
lars to lose confidence in the dollar as a store of value
and to demand gold in exchange. As the quantity of dol-
lars circulating worldwide by now exceeded (by a large
factor) the quantity of gold reserves held by the US, in
1971 the US government announced that it would no
longer honour requests from foreign central banks to
exchange their dollars for gold. The dollar was now a
purely fiat (ie un-backed by an asset like gold) currency.

Partly as a result of this, inflation accelerated through-
out the 1970s and by the end of the decade was higher
than ten percent in most industrialized countries.
Commodity prices were skyrocketing and many ordi-
nary people were becoming increasingly impoverished
due to ever-rising prices for food and fuel and rising
unemployment (ie 'stagflation') even as real estate and
commodity speculators grew wealthy. Gold reached a
high of almost $900 an ounce as people fled paper
money (which, due to ever higher inflation was an
increasingly poor store of value) for the safety of 'hard
money'.

Faced with this economic wreckage, US President
Jimmy Carter appointed Paul Volcker head of the U.S.
Federal Reserve in 1979. Volcker recognized that infla-
tion was destroying the US economy and he was deter-
mined to bring it down. In order to do so, he raised
interest rates (which, in the inflationary 1970s, had
often been less than the rate of inflation) until rates
were over 20%. Such high rates destroyed the fortunes
of speculators (such as Donald Trump in the US and
Peter Pocklington in Canada), who found that they
could neither sell the assets they held (as people were
unwilling to borrow money at such high rates to buy 

government by the financial industry has in turn led to
even greater market and price distortion, making it even
more difficult to generate the accurate price information
necessary for efficient resource allocation. The millions
of unemployed and hundreds of thousands of aban-
doned homes across the US and much of the world con-
stitute unambiguous evidence that the economy is out of
whack. Increasingly desperate efforts to re-inflate asset
prices with ultra-low interest rates, meanwhile, only
make the fundamental problem of excessive debt even
worse.

We experienced a similar set of circumstances in the
1970s, and it is useful to look at that crisis and its eventu-
al resolution to throw some light on current events. At
the Bretton Woods conference towards the end of 
WWII (with Keynes involved), countries agreed to a
global monetary system that had, at its centre, the US
dollar. The US dollar was given this central role as the
US economy was the largest in the world, and as the rest
of the world desperately needed the resources and goods
of the US to rebuild after the war. As well, the US had
the world's largest gold reserves, and foreign central
banks holding dollars as reserves were allowed to, at any
time, exchange their dollar reserves for gold at a price of
$35 per ounce, making the dollar literally 'good as gold'.
The values of all other currencies were fixed against the
dollar, and the International Monetary Fund was created
to both offer emergency loans and prescribe structural
reforms to countries facing persistent balance of pay-
ments deficits.  

them) nor service their debts. Many prudent business-
men, farmers and households also suffered as they were
similarly unable to service their business or housing
loans. Overall, though, while asset prices fell sharply,
the high interest rates did restore faith in the monetary
system and people were once again willing to save using
money as opposed to property or metals.
Internationally, people around the world once again
trusted the United States and US dollar denominated
assets governed by US securities laws. Not just the US,
but indeed the entire world, benefited from Volcker's
determined slaying of the dragon of inflation. 

The next year, 1980, saw the election of Ronald Reagan
to the White House. While Reagan supported Volcker's
policy of high interest rates to tame inflation, he at the
same time sought to ameliorate the pain caused by such
high rates by pursuing pro-growth fiscal and regulatory
policies. Reagan's tax cuts (mainly for the wealthy - the
top income tax rate was cut from 70% to 28%) and
spending increases (mainly for the military) were
meant to stimulate spending, investment and employ-
ment, while deregulation (of the airline, trucking, and
financial industries) was pursued to improve efficiency
and competitiveness, which would, it was hoped, both
increase output and employment and reduce prices. In
general, the combination of tight monetary policy,
loose fiscal policy, and supply-side deregulation
worked, and by 1982 the economy was growing.
However, the deregulation of the financial industry was
to have far-reaching unintended consequences.

The financial crisis that erupted in the fall of 2008 with the collapse of Lehman Brothers (an investment
bank) in New York started a painful process of financial deleveraging (debt reduction) that will destroy tril-
lions of dollars of assets either in a short, sharp and very painful recession or over years of stagnant growth
and falling incomes. The next four lessons will attempt to tell you what this financial crisis is all
about, how we got to this point, and where it is likely events will unfold from here.
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ment, while deregulation (of the airline, trucking, and
financial industries) was pursued to improve efficiency
and competitiveness, which would, it was hoped, both
increase output and employment and reduce prices. In
general, the combination of tight monetary policy,
loose fiscal policy, and supply-side deregulation
worked, and by 1982 the economy was growing.
However, the deregulation of the financial industry was
to have far-reaching unintended consequences.

The financial crisis that erupted in the fall of 2008 with the collapse of Lehman Brothers (an investment
bank) in New York started a painful process of financial deleveraging (debt reduction) that will destroy tril-
lions of dollars of assets either in a short, sharp and very painful recession or over years of stagnant growth
and falling incomes. The next four lessons will attempt to tell you what this financial crisis is all
about, how we got to this point, and where it is likely events will unfold from here.
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Exercise 72

1. Using the diagrams below (which you should fully label) explain and show the impact of, in turn:
a) The increases in interest rates under Paul Volcker upon the US economy and the US dollar
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c) Reagan's deregulatory policy upon the US economyb) Reagan's tax cuts and spending increases
upon the US economy

2. Distorted prices can be thought of as lies. While a good or service may be actually worth $X, uncompetitive or
manipulated markets may lead to the price being $Y. Reflect that if you lie, you are tempted to continue to lie ever
more extravagantly to cover up your initial lie so as to keep the confidence of your friends and family.
What do you think governments or other important economic institutions are tempted to do to 'restore confidence'
when competitive markets begin to expose a pricing 'lie'?

The Global Financial Crisis of 2008-2011
Part Two - The Years of Confidence

Lesson 73

Volcker's success in taming inflation and restoring the US dollar to its position as the global reserve currency and by
extension the global monetary and financial system to health yielded enormous benefits in the years to come.
People had confidence in the dollar and in the US economy, and as a result people around the world increasingly
invested their surplus money in the US stock market and other assets. These inflows of capital looking for a safe
haven made it easy for the US government to borrow as foreigners (and foreign governments and central banks)
were happy to buy US government bonds. As well, companies found it easy to raise money on the New York Stock
Exchange, as not just US, but global investors were eager to place their bets on the US economy. This easy availabili-
ty of capital fuelled a great deal of innovation in, among other places, Silicon Valley, and gave rise to many of the
companies that created today's online world.

As well, once policymakers were satisfied that inflation
was no longer a threat interest rates (including bond
yields) began to fall. This was immensely beneficial to
the stock market for a number of reasons. First, compa-
nies, which tend to be net borrowers, faced lower inter-
est costs and therefore enjoyed higher profits, boosting
stock prices. Second, consumers began to borrow and
spend again, which again boosted company sales, profits
and share values.Third, savers facing lower interest rates
on bank deposits and bonds while seeing stocks rising in
value began to invest in the stock market. Up until the
1980s, very few individuals invested in the stock market,
but as the 1980s wore on, having a stock portfolio (or at
least units in a mutual fund or unit trust) became more
and more common.

These increased flows of capital into the stock market
proved to be a bonanza for the recently deregulated
financial industry. As other governments around the
world also embraced deregulation (eg the "Big Bang"
that liberalized the London Stock Exchange and kept
London the most important financial centre in Europe),
bankers and financiers began to pursue innovative trad-
ing strategies (usually developed with the aid of sophis-
ticated computer models) that promised high returns
and diminished risk. Two developments in particular are
worth mentioning.

First, financial deregulation allowed banks to increase
what is called 'leverage'. Leverage occurs when you bor-

row most of the value of the assets you buy and hold.
For instance, most homes are leveraged - you put 20%
down and borrow the remaining 80% in the form of a
mortgage. If the house goes up in value by just 20%, you
have, after paying back the loan, doubled your money.
Investment banks (Goldman Sachs, Lehman Brothers,
Bear Stearns, JP Morgan) were very keen to increase
their leverage as it would amplify their profits in an envi-
ronment of rising stock and asset prices. 

Second, the market in what are called derivatives was
kept unregulated even as the value of derivatives traded
grew astronomically. A derivative is simply an asset that
takes its value from another underlying asset. For
instance, oil is traded as a commodity. Refiners buy oil
from oil companies. This market for oil establishes a
price for oil on what is called the spot market. However,
dwarfing the trade on the spot market is the trade in oil
on the futures market, where traders buy and sell con-
tracts for oil to be delivered in the future. While futures
markets can help refiners and sellers lock in prices now
for later, and thereby avoid uncertainty (this is called
hedging), most futures contracts are traded by specula-
tors who have no interest in either selling or buying the
actual physical commodity in question. Instead, the
speculators (who can serve an important market-making
function) are looking to make money on the contracts
themselves. For instance, if oil were trading now for
$100 a barrel and if people did not expect the price to
change much into the future, I could likely purchase 
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In 1997/1998 a series of financial crises hit nations in
Asia, starting with Thailand. Global investors expected
the US to respond as they had in Mexico. When the US
government did not lead a bailout of the Thai economy,
fearful investors began to pull their money out of neigh-
bouring countries such as Malaysia and Indonesia as
well. In the increasingly interconnected world of global
finance, fears of contagion, where a small crisis in one
place leads to ever-larger crises in other places, kept
leaders awake at night and emphasized the importance
of responding quickly to events in order to maintain
confidence. 

People in nations like Thailand, though, often felt as
though they had been tricked by the financial deregula-
tion that the US had encouraged them to undertake in
the years leading up to the crisis. Before the 1990s, many
of the nations which subsequently suffered through the
1997 Asian financial crisis had very tightly regulated
banking sectors that faced very little or no competition
from foreign banks. When these nations did deregulate,
large international banks entered the market and flood-
ed the country with loans. As time went on, many of
these loans, predictably, went to fund projects (especial-
ly in real estate development) that were unlikely to be
successful. Inevitably, investors lost confidence and for-
eign capital took flight, prompting the IMF to orches-
trate a bailout. However, while the bailouts guaranteed
the foreign banks and bond-holders their money, in
order to get the money governments had to agree to an
IMF 'structural adjustment program'. Such programs
usually insisted on cuts in government spending and
reduced subsidies for the poor. Fundamentally, people
in SE Asia (and Argentina later in the early 2000s) felt
that they had been lured into taking loans which they
could not afford (but which had financed a glorious peri-
od of rapid income growth and development) only to
lose their sovereignty in exchange for bailouts which
only protected the interests of foreign banks and bond-
holders.

However, as a consequence of this increased willingness
by the US (often through the IMF) to quell crises with
bailouts, investors began to increasingly discount risk.
Moral hazard was affecting the decisions of bankers and
investors. If a risky investment anywhere was offering fat
returns, banks and investors felt increasingly confident
that they would be free to enjoy the returns and that, if
the risks became apparent, the US government, through
either the Federal Reserve or the IMF, would act to cor-
rect things. Unsurprisingly, confident that they would
never have to bear any losses if risks turned sour, banks
and investors sought out increasingly risky assets with
correspondingly high returns.

Overall, falling interest rates and deregulation had led to
increased borrowing and investment, and had therefore
fuelled growth, but beneath the shiny surface, the risks
posed by increased leverage, the expansion in the quan-
tity and variety of derivatives traded, and from moral
hazard were growing.
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a contract to buy oil in 3 months for $100 a barrel rela-
tively cheaply. This contract is a futures contract, and it
is a derivative of the oil market. Now, if oil prices rose
to, say, $120 over the next 3 months, I would be very
happy, because I have a contract that allows me to buy
oil for just $100. The contract is now worth about $20.
By selling the contract to someone else I can make a
tidy profit. Note that at no time was I actually buying
and selling oil - instead I was buying and selling con-
tracts to buy and sell oil. Over time, derivatives (con-
tracts or options) were created for every commodity
and most other financial assets as well.

While in general the falling interest rates of the 1980s
and 1990s led to a stock market boom, there were hic-
cups on the way. First of all, in 1987, computerized
trading systems responded to a small fall in stock prices
with further selling, leading to the largest ever single
day percentage drop (over 22%) in the Dow Jones
Industrial Average (a measure of the value of the overall
stock market).

More seriously, in the late 1980s a number of coopera-
tive banks in the US (known there as 'Savings and
Loans') went bankrupt. Prior to deregulation in 1980,
the S&Ls were simple institutions designed to take
deposits from and make loans to their members.
However, after deregulation, they were empowered to
engage in riskier loans and investments. Unsurprisingly,
many S&Ls ended up making bad loans to relatives and
friends. However, while cleaning up the mess (ie guar-
anteeing the deposits of S&L members under a pro-
gram similar to the Canadian Deposit Insurance
Corporation) cost the US taxpayer billions of dollars,
the integrity of the system was upheld as hundreds of
the directors of the bankrupted S&Ls were convicted of
racketeering and fraud.

While there was a recession in 1991 (caused at least in
part by higher oil prices in the wake of Iraq's conquest
of Kuwait in the summer of 1990 and the subsequent 

'First Gulf War' in which the US and its coalition allies
drove the Iraqis back to Iraq), by the middle of the
1990s many people thought that the business cycle of
boom and bust had been tamed. Alan Greenspan, who
had succeeded Paul Volcker as Federal Reserve chair-
man in 1987, was nicknamed 'the maestro' for his sup-
posed ability to magically restore confidence to some-
times jittery markets. 

Under Greenspan's leadership, though, the global finan-
cial system increasingly came to depend on the US
Federal Reserve to lower interest rates and enact
bailouts when risks turned sour. The problem with such
intervention is that while it does restore calm and confi-
dence and avoids pain in the short term, in the long
term it creates what is called moral hazard. Moral haz-
ard occurs whenever the party or individual making
decisions is not made to suffer the full consequences of
their actions and choices. For instance, parents seeking
to avoid moral hazard will threaten their children that if
they decide to become artists, that they should not
come back asking them for money. Of course, most kids
know that if they are hungry that their parents will shel-
ter and feed them. Nonetheless, even a semi-credible
threat will often be enough to direct them to pursue
self-sustaining careers. Those parents whose threats are
not so credible suffer the consequences of moral hazard
when their kids return to stay. So, when investors in
Mexican government bonds faced potential losses dur-
ing the "Peso Crisis" of 1994, the US pledged a $50 bil-
lion bailout loan to the Mexican government. This
support gave investors confidence that the Mexican gov-
ernment would be able to honour the bonds (A bond is
simply a promise to pay. In exchange for giving the
Mexican government a certain sum of money, the
Mexican government had promised to pay a higher sum
back in the future). As a result, bondholders did not
panic and sell their bonds and the crises eased. Mexico
was easily able to pay back the US loan.
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Exercise 73

1. Define:
a) LEVERAGE

b) DERIVATIVES

c) MORAL HAZARD

2. Why would interest rates fall as inflation fell in the 1980s?

3. Imagine you are an investment bank, and that you are leveraged 30 to 1. That is, for every dollar of the bank's
money invested, there are 30 dollars of borrowed money invested. Imagine that the bank buys a stock at $31 per
share. Assuming no interest on the money the bank borrowed, if the stock went to $32 per share, after paying back
the borrowed money:
a) How much money does the bank have left over?

b) How much of that money is profit?

c) What percentage is this profit of the bank's initial investment?

d) What would have happened to the bank's investment had the share gone to $30?

4. Imagine that you are again an investment bank, and that you are now trading derivatives contracts, specifically
options, which give you the right, but not the obligation, to buy a commodity at a certain price on a certain date in
the future. You buy a contract to buy gold at $1600 per ounce (the same price it is now) in 6 months, and this con-
tract costs you $10. 
a) If, on the options expiry date (ie in 6 months time) the gold price is $1650 per ounce, how much should your
contract be worth?

b) How much profit did you make on the contract? What percentage profit did you make on your initial invest-
ment?

c) What would have happened to the value of your option if the price of gold had been below $1600 on the expiry
date?

d) Now, redo 'b', but imagine that you had bought the options contract with leverage, so that you borrowed $9 of
the cost of the contract and only used $1 of your own money.  Assuming no interest on the money you borrowed,
what would be your percentage profit now?
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The Global Financial Crisis of 2008-2011
Part Three - Enter Fraud

Lesson 74

When the bank robber Willie Sutton was asked by a reporter why he robbed banks, he
reputedly replied "because that's where the money is."
Similarly, as financial markets became increasingly where the money was, so too did they increasingly
attract individuals and firms interested in perpetrating fraud.

The "cult of equities" (aka stocks) reached a fever pitch
in the late 1990s during the dotcom bubble. By the end
of the decade financial news was on the front page and
everyone, rich and poor, was excited by technology
companies whose stocks rose steadily in value on the
NASDAQ stock exchange despite often having no earn-
ings. In a nice touch, information technology enabled
people to invest in stocks without having to go through
a broker so long as they had a computer and an e-trade
account.

With money flooding into the stock market, and with
the media increasingly infatuated with the financial
markets they were supposed to be monitoring, what
Alan Greenspan famously called "irrational exuberance"
took hold. For a while, it was a virtuous circle, as the
money flooding in financed worthy innovation and
product development which in turn supported higher
stock prices. However, in the end, the dotcom bubble
became a Ponzi scheme. A Ponzi scheme (or pyramid
scheme) is so named for the fraud perpetrated by
Charles Ponzi in the 1920s, where investors are encour-
aged to invest with promises of high returns which
come, in fact, from the money contributed by later
investors. Towards the end of the dotcom boom, many
investors were buying stocks without even considering
a firm's products or earnings.  Instead, they were buying
expensive and over-valued stocks in the hope that they
would be able to sell them to even 'bigger fools' willing
to pay even more later on.

The 2001 collapse of the energy trading firm Enron,
which had been a darling of the financial media and
whose spectacular profits and rapidly rising stock price 

had lured in many investors, exposed significant corrup-
tion in the financial industry. In the Enron case, while
retail investors were buying stocks in what was purport-
edly a wonderfully profitable company, company insid-
ers aware of the true condition of the firm were selling.
What was most disturbing about the Enron story was
the revelation that it had engaged in massive accounting
fraud, aided and abetted by the accounting firm Arthur
Andersen. Enron employed a dizzying array of account-
ing tricks to keep profits on its books while putting loss-
es onto the books of subsidiaries (ie off-balance sheet
accounting) registered in offshore banking centres like
the Cayman Islands.  However, in order not to lose
lucrative consulting contracts with the firm, Arthur
Andersen's auditors (ie the people who check the
accounts of companies to make sure they are in accor-
dance with the law) did not look too closely at irregular-
ities which even business school students found suspi-
cious in the course of their case studies. The exposure of
this, and other scandals in the early 2000s shook confi-
dence in the stock market, which, like any other market,
depends upon trust. Investors felt, quite rightly, that
their trust had been violated and began to pull their
money out.

Partly as a result of this, in 2001 the US economy
slipped into a recession. As there had been a lot of mis-
directed investment in previous years a recession was
what was needed to reset prices and redirect investment
capital towards other productive sectors. However, in
the wake of the 9/11 attacks, it was decided that the last
thing American needed was a recession. Famously,
President G.W. Bush exhorted people to go out and
shop in response to the attacks to show the terrorists
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that Americans would not let them affect their way of
life. To encourage such spending, the Federal Reserve
lowered interest rates steadily until they reached just
1% in 2004. Global trade imbalances, in particular those
between East Asia (mainly China) and the US, also
helped to keep US interest rates low (as was discussed
in lesson 69). 

As we discussed in lesson 39, though, ultra low interest
rates can result in precious capital being misallocated.
In many countries, low rates led to a frenzy of home
building and buying, and a significant increase in real
estate prices. For a time, growth in the housing sector
became self-sustaining, and contributed significantly to
economic growth as people used the increase in the
value of their homes as collateral for loans to finance
increased spending. In short, rising asset prices support-
ed increased borrowing which in turn supported
increased consumption and therefore GDP.

Banks were eager to profit from rising real estate prices
and so (in line with the tendency to create and trade
derivatives) increasingly securitized mortgages to sell to
investors. This process of securitization, though,
became corrupt. In the old days, when a homeowner
took out a mortgage from a bank, the bank would keep
that mortgage on its accounts as an asset and so was
concerned that the asset be a good one. In other words,
as mortgages granted were owed to the bank, the bank
would only grant mortgages to lenders clearly capable
of paying them back. Securitization changed all of this.
The process of securitization was as follows. First, a
mortgage broker would grant a mortgage to a home-
buyer. The mortgage broker was paid a commission
that was based on the type and value of mortgage sold.
Mortgages to riskier homeowners (those with few
assets or with a spotty employment and income record)
often could command higher interest rates and would
often net the brokers a better commission. The mort-
gages then were passed to the bank that issued the
money, which would in turn pass the mortgages on to 

an investment bank which would then create what was
called a 'mortgage backed security'. Investors (pension
funds, municipalities etc.) who bought mortgage
backed securities (which were certified as low risk
investments by the ratings agencies) would then receive
the mortgage payments from the homeowners. 

The problem with this approach was that the people
who ultimately held the mortgages were not the same
people who had approved the mortgages. Mortgage
brokers were interested in simply awarding as many
mortgages as possible and collecting their commission,
while the banks, knowing that they would in turn pass
the mortgages on to investors, also were not motivated
to ensure that the people being granted mortgages were
likely to pay them back. Predictably, some people who
were granted mortgages in this way (and who faced
sharply higher interest rates a couple of years in, at least
partly due to the Federal Reserve's decision to start rais-
ing rates in 2005 to arrest what was obviously a housing
bubble) later on proved unable to make their payments. 

As these 'sub-prime' (ie high risk) mortgages began to
go into default in 2007, two things happened. First, the
homes of the people in default were repossessed and
sold. This increase in housing supply had the effect of
driving down real estate prices, which led to some other
homeowners owing more on their mortgage than their
home was worth. In this situation, many people who
were able to make their payments decided they would
be better off walking away from their homes and associ-
ated mortgages, which further increased the supply of
homes on the market, further depressing prices in a
vicious circle. Secondly, the investors who had bought-
mortgage backed securities stopped receiving the pay-
ments that they had been promised. The models used
by the ratings agencies when certifying the securities as
low risk had assumed that housing prices would always
rise. Now that this assumption was being shown as
false, a crisis of confidence swept the financial world.
Most banks held mortgage backed securities in their 
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The collapse of the commodities broker MF Global in
November 2011 was caused by a highly leveraged trade
on European bond derivatives that went wrong.
However, MF Global had pledged assets in the
accounts of its customers as collateral for loans it had
taken to make the trade. The financial industry calls this
practice, legal in the UK and the US, "re-hypotheca-
tion." To make an analogy, when I take out a mortgage
on a home, I pledge the home as collateral against the
loan. If I can't pay back the loan, then the lender has the
right to take my home. However, no one else is allowed
to use my house as collateral for their loans. Otherwise,
other people would gladly take out loans against my
home secure in the knowledge that if they couldn't pay
them back, that it is I who would be made homeless. 
However, people with accounts at MF Global have seen
the assets in their personal accounts seized by the banks
(JP Morgan is one) which lent MF Global money for its
trades, as these assets had been pledged as collateral for
the banks' loans to MF Global. The details of the bank-
ruptcy are causing investors to lose confidence in the
US financial system's institutional integrity and com-
mitment to the rule of law.

portfolios and up until the middle of 2008 they were a
heavily traded and valuable liquid asset. However, once
they were seen as potentially risky, banks rushed to get
rid of them and sought the safety of cash. This caused
them to collapse in value and led in turn to the collapse
of Lehman Brothers in the fall of 2008. This collapse
caused financial markets to grind to a complete halt as
Lehman Brothers had assets and debts with most other
large financial institutions which were now also poten-
tially in financial trouble if their money held with
Lehman turned out to be unrecoverable.

To unfreeze capital markets, the US Treasury and the
Federal Reserve agreed to buy up 'troubled' assets (ie
worthless mortgage backed securities) at full face value
and to allow banks to borrow essentially unlimited
amounts of money at very low (almost zero percent)
interest rates. This had the desired effect on the finan-
cial system, and once again banks began to borrow and
lend to one another. Had the Treasury and the Fed not
acted in this way, many more banks and other financial
institutions would have failed, and the crisis would have
been much worse.

However, these bank bailouts (which were undertaken
in concert with other governments around the world)
expanded government debt and increased the money
supply enormously. While they restored liquidity to the
financial system, they did so at the expense of confi-
dence in the ability of governments to pay their debts
(ie the European debt crisis) or protect the purchasing
power of their currencies.  More ominously, the
bailouts were not accompanied by thorough regulatory
and other reforms designed to reduce the tendency of
investment banks to engage in risky, over-leveraged
speculation in derivatives (although the Dodd-Frank
Act does address some concerns). In fact, the bailouts,
in the view of many commentators such as Matt Taibbi
at Rolling Stone Magazine, may have just encouraged
more financial crises in the future due to moral hazard.
The global financial system remains highly leveraged,  

and the banks themselves are not likely to voluntarily
deleverage themselves as they are addicted to the profits
that can be made from leverage, particularly when they
can borrow money at zero percent interest from central
banks. Fundamentally, ultra-low interest rates can be
seen to be enabling the financial industry to continue to
operate in the same fashion that brought on the crisis in
the first place.
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Exercise 74

Round New Participants Payments Received Old Participants     Payments Disbursed
1 3 3000 0 0

2 9 9000 3 1500

3

4

End Total: Total:

1. Define:
a) PONZI SCHEME

b) SECURITIZATION

c) RE-HYPOTHECATION

2. You live in a big city. You tell three of your friends about an investment opportunity that is too complicated to
explain (but that they must trust is real) that can give a return of 50% a month. You tell them that you can only let
in a few other people on this great opportunity, and so they can only bring in three other people. All you ask is for
them to give you $1000. 
a) Complete the table below to see how the scheme would progress if repeated 4 times before it collapses. Every
round lasts one month. People only get paid their return (50% of $1000 = $500/month) after they have been
involved for at least a month.

Economics for Canadians260 261

3. We saw how the accounting firm Arthur Andersen failed to perform proper audits on the accounts of Enron.
Similarly, ratings agencies (like Moody's and Standard and Poors) gave mortgage backed securities "AAA" ratings
as very safe investments, which encouraged pension funds and others to buy them. Lastly, the trades undertaken by
MF Global were approved by the Commodity Futures Trading Commission in the days prior to the firm filing for
bankruptcy. What is the common denominator in all of these situations? Why do you think the relevant agencies
failed to perform their duties in each case? Looking at the freeze-up of markets that tends to follow such events,
what source of market failure is indicated?

b) What was your 'take' (payments minus disbursements) on the Ponzi scheme above?

c) Who else won from the scheme? Who lost?
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The Global Financial Crisis of 2008-2011
Part Four - Going Forward

Lesson 75

...encouraged deregulated banks to
develop more financial products to offer

investors and to take more risks to boost
their profits, which...

Following the actions of Carter and Volcker to restore confidence in the US dollar (and by extension, the US econ-
omy), for a while the financial sector enjoyed the following virtuous circle:

Economics for Canadians262 263

connected businessmen and the government. These
reforms were always fiercely resisted until it was made
clear that the alternative was complete chaos.

However, over time, as the US financial sector became more and more powerful, two things happened. First, it
became overconfident and dabbled in increasingly complicated and risky trades (often involving derivatives and
using increased debt to provide leverage) to boost profits and investor returns. Secondly, it began to have more
and more influence over the US government. As the profitability of the financial sector grew, so too did its ability
to make financial contributions to politicians for their election campaigns. These two trends put together resulted
in the following vicious cycle becoming well-entrenched during the Clinton administration:

However, compared to crony capitalism in, say,
Indonesia, the capture of the US government by the
financial industry is much more serious for two reasons.
First, the US is the world's largest economy and the US
dollar remains the global reserve currency. This latter
role has, in fact, allowed the crisis to grow to its current
proportions as for some time the US has been allowed
to consume more than it produces as foreigners have
been willing to accept dollars in exchange for their
goods to use as reserves or to use in trade with other
countries. Thus, a collapse in the value of the US dollar
(similar to the collapse in the values of the Thai baht
and Indonesian rupiah during the Asian financial crisis
of 1997) would lead to chaos not just in the US but
around the world as governments would see their
reserves dwindle in value, commodity prices (which are
usually priced in dollars) skyrocket, and trade flows
wither. 

Second, while emerging economies have, in the past,
been able to restore confidence with IMF (ie US) pre-
scribed reforms and assistance in the form of dollars,
obviously this cannot be the case for the US itself. The
special privilege of being the centre of the world finan-
cial system carries with it a responsibility to manage
economic affairs with extreme prudence, because if you
get things wrong, there is no organization or nation
above you capable of bailing you out. That is why the
wrenching recession of 1981 was necessary - the US had
to show leadership and accept immense macroeconom-
ic pain in order to restore the global economy to health. 

On the other hand, being the issuer of the world's
reserve currency makes it almost irresistibly tempting
for American governments to behave irresponsibly. As
America's debts are denominated in dollars and as
America can often pay for its imports using its own

The lobbying pressure the financial industry was able to
exert upon the Federal Reserve, the US Treasury, and
regulators (strengthened enormously by the 'revolving
door' operating between the highest levels of the US
government and the financial industry - recent Treasury
Secretaries have all come into their positions from Wall
Street financial firms, and have all gone back to Wall
Street upon leaving government service) led to increas-
ingly poor capital allocation. Since 2001, the Federal
Reserve in particular has become little more than a tool
of the financial industry (which should not be a surprise
as it is, despite its apparently governmental name, whol-
ly owned the private banks it is charged with oversee-
ing). While the Federal Reserve's primary job, as under-
stood well by Paul Volcker, is to guard against inflation,
over the years, as memories of the 1970s have subsided,
it has become more and more concerned with keeping
asset bubbles inflated for the benefit of the financial sec-
tor. To allow the large investment banks and insurance
companies to avoid bankruptcy the Fed has lent vast
amounts of money and kept interest rates near zero
since 2008. However, as we learned when we first
looked at the business cycle in lesson 42, bankruptcy
serves a useful function, as it allows debts to be cleared
and assets to find alternative uses, resulting in redirected
sustained growth. 

The situation described above is not really that surpris-
ing, as it has been seen in many other countries in the
past (Indonesia and South Korea in 1997, for instance).
In an excellent article published in the Atlantic
Magazine in May 2009 entitled "The Quiet Coup",
Simon Johnson, an ex-chief economist with the IMF,
told how the situation facing the US in the fall of 2008
reminded him of the crises he had seen in emerging
economies whose governments had been effectively cap-
tured by special interests who, in order to protect their
privileges, actively block necessary reform. In the article,
Johnson says how, in order to gain access to needed
bailout money, the IMF would insist upon reforms
meant to break up the cozy relationships between well-

...lobby gov't  for less regulation
of the industry (and for bailouts
and/or lower interest rates when
faced with losses)...

High interest rates
beat inflation leading to...

...increased confidence in the US 
dollar and US financial markets,
leading to lower interest rates

which...

...encouraged Americans and foreigners
to borrow and invest ever greater 

amounts in financial markets,
which...

...making them increasingly reckless, but
also more profitable and powerful, and
therefore able to continue to...

An increasingly profitable and well- 
connected financial services industry
(banks, investment banks, brokers and 
insurance companies) can...

...increasing their profits in good times
(and minimizing their losses in bad
times, such as the Peso crisis, the
popping of the dotcom bubble etc.)...
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...increasing their profits in good times
(and minimizing their losses in bad
times, such as the Peso crisis, the
popping of the dotcom bubble etc.)...
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given, not on loans withheld, so in a deregulated envi-
ronment where possibly the loans will be sold
onwards(much like housing loans were securitized in
the US during the housing bubble) they will try to lend
as much money as possible to borrowers. Almost
inevitably too much will be lent as it is in our human
nature to be optimistic about our prospects of success.
Thus, when conditions falter, a crisis will ensue. In the
aftermath of a crisis the incentive to buy valuable assets
at knock-down prices is similarly irresistible. What the
various crises do suggest is that in the absence of strict
regulation, the financial sector has shown itself either
incapable or unwilling to allocate capital prudently.
Instead, what the sector has given us is a succession of
debt-fuelled asset bubbles and crises, with louder and
louder calls for government intervention every time the
bubbles threaten to 'pop'.
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dollars it is unlikely to ever face a balance of payments
crisis (this is what Valery Giscard d'Estaing, the French
leader, termed America's exorbitant privilege).
However, while in the 1970s the irresponsibility that
had led to the crisis had been governmental (ie the
desire of the Johnson and Nixon governments to
engage in a costly war in Vietnam without raising
taxes), and could therefore be reversed with a change in
governmental priorities, today's problems, created
mainly by an out-of-control financial industry, may be
harder to address. The big investment banks (like
Goldman Sachs) may not care about the damage that a
collapse in the dollar would cause the global economy
so long as they can profit from the volatility, as was the
case in past emerging market crises. Here again, the
experience of the 1997 Asian financial crisis is instruc-
tive - in some ways the emerging market crises of the
past 15 years can be viewed as 'trial runs' for the take
down of the US economy, which is indisputably the
world's fattest prize. 

Most optimistically, if higher inflation results in a
rise in asset (and in particular housing) prices, the crisis
could pass. Higher housing prices would lead to fewer
people walking away from homes that are worth less
than is owed on them, which would in turn lead to a fall
in the number of homes for sale by banks which would
further support prices. Higher prices would also lead to
people feeling richer and spending money again, which
would ease unemployment. Lastly, higher home prices
and more robust employment figures would lead to
increased tax revenue and lower government spending
and would reduce the risk of governments defaulting on
their obligations (ie the Greek crisis). With asset prices
and nominal GDP both rising and the debt to GDP
ratio falling, confidence would return and with it eco-
nomic growth. A desperate desire to create and protect
a narrative of growth and recovery to fabricate such
confidence may help explain the manner in which MF
Global was made bankrupt. However, as it is widely
believed that at least some financial institutions are
insolvent and some financial industry leaders are guilty
of fraud, investors will not have confidence in the sys-
tem as a whole unless and until such institutions and
individuals are identified and made to face bankruptcy
and jail. In fact, attempts to restore confidence without
acknowledging and addressing the very real problems
that led to the crisis are likely to be entirely counter-
productive.

More pessimistically, if the rot is not purged from
the system and if the government relies solely on
increased money creation by the Federal Reserve to
restore investor confidence, it is likely that the environ-
ment will be even more subject to moral hazard, leading
to further mal-investment and speculation by the finan-
cial sector. One commentator, Max Keiser, has com-
pared the current monetary regime to a municipal water
system with a broken mains pipe.  While businesses and 

So, where do we go from here?
Unlike in emerging markets that suffered from crony
capitalism (where certain businesses and the govern-
ment worked for their own mutual benefit, at the
expense of the nation as a whole) where well-connected
people would flee to the safety of the dollar, and thus
precipitate a currency crisis that would bring in the IMF
and structural reform, in this case there is no place for
people to go and no organization or institution that can
be called upon to impose reforms. As a result, what we
are likely to see is more of the same - an increase in the 

The first step in all of the emerging market crises was to
force the deregulation of the financial sector to allow
greater participation by foreign banks. The second step
was for these foreign banks to flood the country with
loans, which is easy as people are usually optimistic and
eager to borrow to build businesses and homes. The
third step was to engineer a financial crisis that would
lead to a collapse in the currency and asset prices (and
widespread misery). The last step was for the foreign
banks to buy valuable companies, real estate and other
assets cheaply  in the immediate aftermath of the crisis,
often after having wrung further concessions out of the
government to make them less subject to regulation. 

What is important to note here is that there is no need
for any sort of conspiracy for this to happen, but rather
that there are incentives at every stage that will cause
profit and bonus-seeking bankers to act in certain ways,
especially bankers who have become accustomed to
moral hazard. Bankers make commissions on loans 

Force the deregulation of the financial sector
to allow greater participation by foreign banks

Foreign banks flood the country with loans

Engineer a financial crisis that would lead to a
collapse in the currency and asset prices 

Foreign banks to buy valuable assets cheaply

1.
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4.

anatomy of a financial crisis money supply to support asset prices and a steady rise
in inflation, which may play out in one of two ways.

homeowners need money to support asset prices, banks
in the US are not lending, despite their having received
trillions of dollars from the Fed to do so. Instead, banks
are hoarding the money to cover the losses they sus-
tained in the past (but have not revealed, for fear of
being recognized as insolvent) or are using the money
to speculate in commodities, which has resulted in high-
er prices for food and fuel. So, while the pumping sta-
tion (the Fed) is pumping money into the system, none
of it is reaching people's homes (households and busi-
nesses). Instead, it is leaking out of the mains (the bank-
ing system) before it can reach homes and is causing the
streets to flood (price inflation).

Eventually, though, if inflation rises high enough to be a
political problem (and it has a history of doing so -
nothing brings crowds onto the street more assuredly
than rising food prices), governments will have to act to
arrest it. However, they will face determined opposition
from a financial sector that has become used to borrow-
ing unlimited amounts of money at zero interest. In the
end, though, rates will have to rise and those institutions
that have been prudent and are solvent will survive,
while those that have not will go bankrupt. These bank-
ruptcies will lead to huge losses for many, as the bank-
rupt will be rendered unable to honour their own debts
to others. This process of reducing the quantity of finan-
cial assets/debts relative to the monetary base or
income of an economy is called deleveraging. While it
sounds awful, the alternative is worse.

The experience of Japan since 1990 is instructive in this
regard. In the 1980s Japan experienced a stock market
and housing bubble the likes of which the world had
never seen. At one point, the grounds of the Imperial
Palace in Tokyo were judged to be more valuable than
all of the commercial real estate in Canada! When the
bubble burst, though, the Japanese government and
large corporations and financial institutions did not
write off bad debts and let insolvent firms go bankrupt. 
Instead, in order to avoid deleveraging, they pursued a
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In the end, avoiding such scenarios is why we
employ markets. Free markets are good at establishing
market-clearing prices and at allocating resources
accordingly. They uncover the truth. While it makes
sense for central banks to intervene in financial markets
occasionally to provide liquidity during panics, it makes
no sense for them to intervene in order to prop up insol-
vent institutions indefinitely. This is especially so if in
order to do so one of the most important prices in the
economy, the interest rate, has to be manipulated lower,
discouraging savings and encouraging those who have
borrowed and wasted the most capital in the past to con-
tinue to waste it even more recklessly in the future.

policy of ultra-low interest rates which has led to over
20 years of mild deflation and low growth. The 'zombie
banks' continue to exist, taking resources that would be
better employed by new firms and entrepreneurs, to
the detriment of the entire Japanese economy. As there
has been next to no growth for 20 years, the Japanese
government has continued to spend money on stimu-
lus measures to support income and employment, so
that now Japan's debt to GDP ratio is the world's high-
est. However, despite having ultra-low interest rates for
20 years, housing prices have not risen. Japan has suf-
fered economic stagnation for an entire generation due
to its unwillingness to let members of its governmental
and corporate elite/oligarchy face the reality of failure.

Exercise 75
1. Define:
a) CRONY CAPITALISM

b) DELEVERAGING

2. How can the statements "people are reckless and don't know when to stop" and "give a man enough rope, and he
will hang himself" be applied to the events leading up to the global financial crisis of 2008?

3. Thinking of the statements above, do you think that people in the financial services industry deliberately set out
to inflate asset price bubbles (like the dotcom or housing bubble)? 

4. The "Occupy Wall Street" movement of the fall of 2011 listed three demands just before they were removed from
the park they were occupying in New York. They were:
a) Get the money out of politics.
b) Reinstate the Glass-Steagal act (which had separated investment banking from retail banking from 1933 until
1999 and which had introduced deposit insurance for retail bank accounts).
c) Draft laws against the little-known loophole that currently allows members of Congress to pass legislation affect-
ing Delaware-based corporations in which they themselves are investors.
How would these measures make the financial system more stable? Do some research on the Glass-Steagal act
before you answer.

5. In the lesson, I have outlined three possible scenarios - money creation leading to asset price inflation and nor-
malcy, money creation leading to price inflation and an anti-inflationary response a la Volcker, and money creation
enabling stagnation a la Japan. I have left out the most horrifying possibility, which is money creation leading to
hyperinflation. Explain how this could occur and why it would be the worst of all outcomes.

6. Were rising prices for food and fuel a factor in the 'Arab Spring' protests in Tunisia, Egypt, and Syria and other
countries in the Middle East? If so, what is the connection between these protests and the financial crisis and associ-
ated bailouts?
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Introduction to
Economic Growth and Development

Lesson 76

The problem of persistent and widespread global poverty is one of the most arresting and motivating in economics.
Why are poor countries still poor? To try to understand why some poor countries are still poor and remain eco-
nomically under-developed while other poor countries have managed to become wealthier over time and have
become economically more developed, it is necessary to first understand more about both economic growth and
economic development.

As we saw in lesson 53, economic growth is an important goal of governments. It is a simple quantitative idea, being
simply an increase in the real output of an economy over time, measured as an increase in real GDP. We can show
economic growth occurring in a couple of ways using production possibility curves:
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On the other hand, while theoretically growth need not
necessarily lead to higher inflation or a worsening bal-
ance of payments, recent growth spurts in both the
developed and developing world have tended to con-
tribute to both. A further risk of too-rapid growth can
be environmental damage, as evidenced by the
appalling air quality in many of the developing world's
metropolises. To try to account for environmental
impacts, some economists have tried to introduce
'green GDP' measures which try to offset the costs of
environmental degradation against increases in the out-
put of goods and services.

Further, GDP statistics that capture simple economic
growth do not allow us to meaningfully compare living
standards between countries or over time. Firstly, even
GDP per capita figures tell us nothing about how
income is distributed. If a country has a few very
wealthy families and a mass of very poor families, it may
nonetheless have an acceptable per capita GDP.
Secondly, GDP per capita figures, converted into a
common currency at market exchange rates, tell us
nothing about the different purchasing power of those
amounts in their respective countries. For example, a
GDP per capita of $5000 US in India, while miserable
sounding to Europeans, may afford Indians living in
India a decent standard of living as the prices of many 

In the diagram at left, a reduction in unemployment or
an increase in productive efficiency has led to an
increase in output as actual output moves closer to
potential output. In less-developed countries, this often
results from adopting appropriate technology or chang-
ing institutions and regulations to encourage economic
participation. All countries, though, can achieve higher
economic growth through making productivity
improvements, often through enacting supply-side
reforms. 

The diagram at right, meanwhile, shows an increase in
potential output due to an increase in the quantity or
quality of the economy's productive resources. All
countries' economic growth depends upon making
investments in physical capital (ie machinery and tech-
nology), human capital (education and skills develop-

non-traded goods (haircuts, medical care, education)
there are low. Looking at GDP per capita figures using
purchasing power parity (PPP) exchange rates (which
value currencies against one another based upon their
relative purchasing power and not on their value on the
foreign exchange market - the best example is The
Economist magazine's "Big Mac Index") can help to
clarify such comparisons. Lastly, GDP figures do not
take into account what was produced. A country such
as the ex-Soviet Union may have had a decent GDP per
capita, but as around half of the country's output
towards the end of the Soviet era was directed towards
the military, Soviet GDP per capita figures did not
accurately represent the standard of living of the
Russian people. 

Economic development is a more qualitative concept
that tries to overcome these difficulties by looking at a
broader set of measures that are intended to better cap-
ture improvements in a country's standard of living.
While economic growth (and increases in per capita
income) is involved, education, health and environ-
mental measures are also included. The reason these
other factors are included in most measures of econom-
ic development is that they increase a person's quality
of life. Fundamentally, economic development is about
human development. Any improvements that allow
people to do more or be more in life contribute to eco-
nomic development. 

The most common measure of human development,
the human development index (HDI) developed by
the United Nations, combines measures of GDP with
measures of health (life expectancy) and education
(mean years of schooling and expected years of school-
ing).  People with enough income can meet their mate-
rial needs, and once those are met, education gives peo-
ple choices - you know what is possible and you can
prepare to achieve your goals. Lastly, good health is
essential to pursuing these choices.

ment) or natural capital (developing farms and mines)
now in order to enjoy higher incomes later. Often,
while developing countries have ample natural and
human resources, they are held back by a shortage of
capital. Policies designed to encourage foreign (and
domestic) companies and entrepreneurs to invest in
and establish productive enterprises can be very suc-
cessful so long as the entrepreneurs have confidence
that the rule of law will be upheld and that their capital
will be safe.

Economic growth can also be shown by a rightward
shift in the long-run aggregate supply curve (LRAS),
which denotes the same set of circumstances as the
PPC on the right. If a country increases either the quan-
tity or quality of its productive resources, its potential
output has risen. 

Capital
Goods

Consumer
Goods

B

A

Capital
Goods

Consumer
Goods

PPC 2

PPC 1

Economic growth is crucial if a nation
is to enjoy rising living standards.
Fundamentally, a bigger pie means that
everyone should be able to get a bigger
piece of that pie.
Ceteris paribus, economic growth should
result in higher living standards, more
employment and higher incomes.
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Economic growth is crucial if a nation
is to enjoy rising living standards.
Fundamentally, a bigger pie means that
everyone should be able to get a bigger
piece of that pie.
Ceteris paribus, economic growth should
result in higher living standards, more
employment and higher incomes.
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2. Universal education  
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4. Child health
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Under the leadership of the United Nations, nations are hoping to achieve the following
Millennium Development Goals by 2015:

Economic development can also be assessed by looking
at the following indicators:
1. Changes in the structure of the economy and
labour force
Less developed countries tend to have a larger share of
output and employment in the primary sector (ie farm-
ing, fishing, forestry and mining). Places that are more
developed have more output and employment in the
tertiary sector (services).

2. Changes in population structure and urbanization
Less developed countries often have high birth and
high death rates (and therefore lower life expectancies),
and have a large proportion of the population under
the age of 15. As well, they often have relatively low
rates of urbanization (the % of the population living in
cities). By contrast, developed country populations
tend to enjoy lower birth and death rates and live
longer lives, mainly in cities.

3. Changes in cultural values
Less developed countries tend to have traditional cul-
tures that revolve around survival of the group (the
family, clan, tribe), whereas developed countries' cul-
tures tend to value individuality and self-expression.
The status of women is a good measure of a country's
cultural values.
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Other factors can be looked at as well (for instance,
energy use per capita), but these 6 (income, health,
education, labour force and population structure and
cultural values) tend to capture the differences between
less developed and more developed countries fairly
comprehensively.

Remember that economically less developed nations
are not all the same. Less developed countries are
numerous and very diverse. Some may have low per
capita income but relatively high educational and
health outcomes (Kerala in southern India, Cuba)
while others may have high per capita income but rela-
tively low health and educational outcomes (many oil-
producing nations). The level of per capita income
amongst developing countries can vary a great deal as
well - emerging nations like Mexico have a GDP/capita
of over $10 000 (2008 - Source - World Bank, World
Development Indicators) while other countries like
Niger only have a GDP/capita of around $364 (2008,
same source).

5. Maternal Health
6. Combat HIV/AIDS
7. Environmental sustainability  
8. Global partnership

Exercise 76
1. Define:
a) ECONOMIC DEVELOPMENT

b) HUMAN DEVELOPMENT INDEX

2. The GDP of Elbonia was 130 billion dollars in 2009 and 140 billion dollars in 2010. If inflation was 4% during
2010, what was the real growth in GDP between 2009 and 2010?

3. If Swiss GDP per capita is 100 000 CHF, while Indian GDP per capita is 60 000 Rs:
a) Convert both figures into US dollars using foreign exchange market exchange rates. How many times more
wealthy is the average Swiss?

b) Now, using the PPP exchange rates from the most recent Big Mac Index, convert both figures. How has the com-
parison changed? Why?

4. Which PPC below shows simple economic growth and which shows economic development? Explain your
answer.

Military Equipment

Health
Care

Health
Care

Military Equipment
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5. Look up the current Human Development Index ranking from the United Nations Development Program. What
nations currently enjoy the top rankings? What nations occupy the bottom rankings? Into how many categories are
nations grouped? Are there any nations whose HDI ranking is either much above or below their ranking according
to per capita GDP?

6. Looking around the same website, look under the headings entitled "Understanding the Data", and "Composite
Indices." What are some difficulties measuring development with tools such as the HDI? How are composite meas-
ures nonetheless still superior to single indicators?

7. Compare two other indicators of health and education (for instance, infant mortality, doctors per 1000 popula-
tion, adult literacy, spending per pupil per year) for an industrialized nation (GDP/capita > $20 000), a developing
nation (GDP/capita around $10 000) and an underdeveloped nation (GDP/capita < $2000). Do the indicators
correspond with one another as you would expect? If not, why not?

The Development CycleLesson 77

This is basically a simple "invest wisely for a comfortable retirement" strategy. The questions that matter in develop-
ment economics are how best to get the initial injection of capital, and then how best to ensure that the capital is
used effectively and not wasted or lost. 

Looking at the second question first, as in the circular flow diagram, there are some significant leakages which can
make economic development almost impossible. They are:

Economic development is actually a pretty simple process in theory. The development cycle below sets it out quite
plainly.

Generating savings which
can continue the cycle if

Initial injection of capital

Invested in infrastructure,
education, health care, capital

Improves productivity,
output and income

1. Weak governmental and legal institutions
If a country does not protect property rights or contract law effectively, the result will inevitably be corruption and
political illegitimacy and instability. This will, in turn, discourage investment, leading to a large informal sector or
'grey' economy.  Economies with large informal sectors lack both proper firms and proper jobs which makes it diffi-
cult for the government to collect taxes. If the government cannot collect taxes, it is weak, and cannot provide serv-
ices like education or health care or build infrastructure. This further undermines the government's legitimacy,
fuelling further instability in a vicious circle.
2. Weaknesses in the domestic banking system and inequities in the international financial system
If a country has an ineffective banking system, savings are often misdirected and wasted. The goal of a banking sys-
tem is to direct people's savings to sound investments. The international financial system, meanwhile, has often lent
money to poorer nations that they are now having difficulty repaying. The repayments on these loans from the past,
often borrowed by regimes that are no longer in power, can take up a large proportion of a country's export earn-
ings, making it difficult for countries to finance their own development.
3. Weaknesses and inequities in the international trading system
Many developing countries rely on a limited range of commodities for their export earnings. This means that their
export earnings are volatile and in long-term real decline. Making things worse, often these countries find it difficult
to sell their produce in international markets as they face stiff competition from heavily subsidized European and
American farm exports. Further, relatively high developed-country tariffs on processed goods (as compared to raw
commodities) result in developing countries often being unable to profitably switch into exporting higher value-
added intermediate or finished products.
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Looking at how best to get the first initial injection of capital, there is debate about the relative merits of each of the
following:
1.  Foreign aid
Is aid an effective way to get the initial capital necessary to fuel economic growth? This is a very heated debate, with
many NGOs (non-governmental organizations) and economists like Jeffrey Sachs arguing to "make poverty histo-
ry" through increased aid, and many other economists and thinkers, such as Dambisa Moyo, arguing that foreign
aid, by weakening the political legitimacy of developing countries has actually impeded the economic development
of many countries, particularly in sub-Saharan Africa.
2. Trade
Here, the debate is whether it is best for a country to adopt protectionist policies or engage in free trade in the pur-
suit of development. Historically, it can be seen that every developed country went through a period of heavy pro-
tectionism while they developed their industrial sectors. However, there are also examples of countries that have
failed to industrialize despite enacting protectionist policies. Similarly, there are examples of countries which have
thrived economically while practicing free trade, such as Hong Kong, and others which have remained stuck as
commodity exporters.
3. Foreign Direct Investment
Here, the debate is whether foreign direct investment (FDI) by multinational corporations (MNCs) contributes to
economic development or is simply exploitative. Generally, where MNCs invest and train workers and spread mod-
ern management practices to their indigenous suppliers, they make an important contribution. However, there are
also examples of MNCs, often involved in resource extraction or textile production, that make almost no such con-
tributions and who leave once the resource is exhausted or wages rise above subsistence.
4. Loans
Loan from either commercial banks or from multilateral lenders like the World Bank have been seen in the past as a
way for developing nations to acquire the capital needed to 'kick-start' the development cycle, but the problems
associated with repaying loans taken up in the past has diminished the appeal of loans as a development strategy.
However, micro-credit loans granted often by non-profit non-governmental organizations are increasingly seen as
an effective weapon against poverty.

These debates are all fruitful, but the frustrating thing about economic development is that there is no 'one path'
that works everywhere. A country's particular culture and history matter at least as much as, and usually more than,
any uniform economic prescriptions.

The poverty cycle is the opposite of the development cycle. In the poverty cycle, poor incomes lead to insufficient
savings which make improvements in productivity impossible, further depressing incomes. 

3. What are the objectives of the "Make Poverty History" campaign (look it up). Do the aims seem reasonable?
What barriers to development could make the goals of the campaign difficult to achieve?

4. How is the collapse of the recent Doha round of WTO negotiations evidence of one of the barriers to develop-
ment mentioned in the lesson? Explain.

Exercise 77
1. Add the potential leakages and different sources of initial capital outlined in the lesson to the development cycle
diagram below.

2. Fill in the boxes  and draw arrows below to show how a poverty cycle can block economic development.

...generating savings that
can continue to be Injection of capital from

...leads to increases in
productivity and income

...is invested in health, educa-
tion and infrastructure
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Development economics has gone through quite an evolution since the early 20th century. One of the first thinkers
to ponder the question Why are some countries wealthier than others? was Harold Innes, who in the 1920s came up
with the Staples Thesis to explain Canadian economic development. The Staples Thesis states that the exportation
of raw materials (in Canada's case, fish, beaver pelts, lumber, wheat and minerals) can trigger sustainable economic
growth, while its critics argue that a reliance on commodity exports can constitute a development trap. Nonetheless,
many countries have earned the surplus capital to begin the development cycle through the exploitation and export
of raw materials. Obviously this applies to the United States, Australia, and other 'new world' nations where an abun-
dance of raw materials greeted the first European settlers. Less obviously, it also applies to many European countries
(the UK, France and the Netherlands) whose vast earnings from Caribbean sugar plantations financed productivity
improvements at home. These improvements at home were often in agriculture. Growing rural productivity and
prosperity stimulated demand for more manufactured goods, which drew workers from the countryside into the
workshops of the growing cities, where they were more productively employed and where they demanded more pro-
duce from the countryside. This extra demand for food further stimulated agricultural productivity improvements,
and so town and country ratcheted each other up in a very virtuous circle of rising productivity and income.
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wasted. While the peasants did suffer in the late 1800s,
their suffering was not in vain as subsequent generations
of Japanese have enjoyed growing economic prosperity.

Other thinkers like Hernando de Soto, in his book 
The Mystery of Capital, have found that in many places
the poor are shut out of economic development by laws
that make it difficult to register land titles or businesses,
resulting in what he calls 'dead capital'. Others have
pointed out the importance of universal primary educa-
tion and health care, while still other thinkers have
emphasized the importance of an economy and culture
being open to new ideas. In the Japanese case this was
clear as the Japanese sent students to the best univer-

Advised by the best economists, the governments of
these newly independent countries eagerly borrowed
money from the World Bank (and other banks as well)
to finance their industrialization and development. As
well, many developed countries gave significant
amounts of foreign aid to these countries to further fuel
their development. However, by the 1970s it was clear
that this strategy had not worked. Rather, newly inde-
pendent countries which may have celebrated inde-
pendence with positive cash balances and reasonable
levels of infrastructure and income found themselves
saddled with debt and facing declining real incomes and
deteriorating roads, ports and telephone systems. What
went wrong?

From the 1980s onwards, a lot of the best work in
development economics has looked at the importance
of institutions and political development. Unlike the
newly independent nations of, in particular, sub-
Saharan Africa, Japan was a long-established nation
with high standards of public accountability. The offi-
cials (often nobles) who were in charge of Japan's mod-
ernization were nationalist in the best sense of the term-
motivated to protect and advance the Japanese nation.
Thus, little of the money raised by the land tax was 

sities around the world and hired foreign experts to
advise them when they established their modern indus-
tries and infrastructure. 

Overall, then, theories explaining economic develop-
ment have become more nuanced. The EGOIN theory
of Dr. Lim Chong Yah, to take one example, states that
development depends upon education (E), good gov-
ernment (G), openness to new ideas, or social infra-
structure (O), investment in physical infrastructure and
industry (I), and natural resources (N). Unsurprisingly,
this theory, which emphasizes education, openness and
good government, comes from Singapore, a free trading
port with a remarkably non-corrupt government and
effective school system.

This theory of economic development explained things
well until the surprising emergence of Japan as an indus-
trial power in the early 20th century. The question that
Japanese economic development posed was
How could a small, populous island with no natural
resources nonetheless develop? Thinkers looking into the
Japanese exception in the 1940s and 1950s found that
while Japan had no raw materials to export, it did have
an agricultural sector and peasants to exploit. One of the
most important things done during the Meiji era was to
reform the land tax on agriculture. This tax earned a
great deal of revenue for the government and allowed
the government to invest in things like infrastructure
and education, and later, to finance the growth of heavy
industry. After reflecting on the Japanese example,
development theorists emphasized the importance of
simply getting the necessary investment capital by what-
ever means possible. While for countries like Canada
this had been through the export of raw materials, for
other countries taxes or loans or even foreign aid were
likely thought to be equally effective.

When large swathes of the developing world became
independent in the 1960s, these capital theories (such as
the Harrod-Domar model) were very popular. 

b) Do some research, and find out about some of the specific improvements that contributed to increased agricul-
tural productivity in 17th and 18th century England.

Exercise 78

Countryside Cities

1. Define:
a) STAPLES THESIS

b) DEAD CAPITAL

2. a) Use the boxes below to show how extra capital from sugar plantations in the Caribbean led to improvements
in both the agricultural and manufacturing industries in England in the 1700s.

3. It has been argued that Canada has become a 'petro-state' increasingly dependent upon exports of oil and gas to support the
balance of payments and the economy in general. Do you think that this shift encourages Canada's economic development?

Earnings from Caribbean plantations are
used to improve agricultural productivity
on English estates, raising rural incomes.
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The development of appropriate technology for industry and agriculture is another area where domestic policy
choices can make a big difference. For instance, after oil imports from the Soviet Union dried up in the early 1990s,
Cuba faced a food shortage as its agricultural sector was dependent on chemical fertilizers and modern farm
machinery. In response, the government encouraged people to take up organic farming on small plots in the cities.
As a result, the people of Cuba are now well-fed and agriculturally self-sufficient. Economic development that
depends upon foreign machinery or inputs is at risk of being disrupted by shortages of foreign exchange to buy
spare parts or materials, even though on the surface it may appear to be more efficient.

The Role of Domestic FactorsLesson 79

A country's domestic policy choices make a big difference to its rate of economic development.
First off, a nation which makes an effort to ensure universal literacy and access to health care is sure to reap the bene-
fits in future years as a better educated and healthier population should, other things being equal, be more produc-
tive and hence more prosperous. Interestingly, authoritarian regimes are often more successful at attaining good out-
comes in these areas, as evidenced by Saddam Hussein's being recognized by UNESCO for creating one of the best
public health systems in the Middle East while he served as vice-president of Iraq in the 1970s. More immediately,
nations which develop needed infrastructure (without overdoing it and getting into debt) also lay the foundations
for future prosperity. Without roads, for instance, farmers cannot bring their produce to market and merchants can-
not bring their goods to the countryside. Without a reliable telephone or telecommunications system, similarly,
interactions between merchants and producers are made more difficult. Infrastructure also helps with security,
which is perhaps the most important precondition for economic development. In countries with civil wars or rebel-
lions, economic development is impossible. Good roads and communications systems tie nations together and help
the more remote areas of a country gain access to the resources and the attention of the central government. This
tends to make people in such remote areas less likely to rebel in order to advance their interests and less vulnerable
to foreign interference. Lastly, a government that is seen as being effective in providing infrastructure and services
gains the respect and the support of the population, which further contributes to social and political stability.
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A sound banking system, as mentioned earlier, routes the savings of a country to its best investment opportunities.
This fuels growth. Some countries, notably China, waste a great deal of their people's savings lending money to
loss-making state-owned enterprises. Happily for China, the volume of its people's savings has been enough to sup-
port growth despite such losses. However, in very poor countries where most people are excluded from the banking
system, micro-credit schemes have proven to be effective in reducing poverty. Microcredit schemes involve mak-
ing tiny loans (ie $100) to mainly women in order for them to start small businesses. These women must attend
classes on managing money, and must promise to start saving money in a savings account when they start to repay
the loans. Once they get the money, they meet in groups to discuss their businesses and their finances. As you can
see, this is as much an educational and social program as a lending program. The women gain confidence and status
in their households, and this has a huge impact on birthrates and on child health and educational outcomes which
are essential to economic development. Improvements in the status of women and economic development tend to
go together, with each reinforcing the other. As well, as the recipients of microcredit loans are poor, microcredit
schemes also improve income distribution which further aids development.

Exercise 79

1.Define:
a) INFRASTRUCTURE

b) MICROCREDIT SCHEMES

c) APPROPRIATE TECHNOLOGY

2. "The first task of a government is to secure the lives and property of its citizens." Discuss what governments can
do to ensure this, and how doing so promotes economic development.

3. How can good infrastructure directly help governments ensure the security of their citizen's lives and property?

4. Why do you think micro-credit schemes initially focused on lending money to women? What have been some
ancillary benefits of doing so?

5. Look up "Playpumps International." What is it that makes these pumps an example of appropriate technology?
Look up another example of appropriate technology.

6. Why are many people in less developed countries excluded from the banking system? How does this inequality
of access to capital get in the way of economic development?

7. A criticism of microcredit schemes is that while they create jobs in petty trade (ie cobbling, tailoring, food prepa-
ration) they do not create jobs in the formal economy. Taking a longer view, though, how might they contribute to
economic development (and increased employment in proper careers) over time?
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Trade as a Development StrategyLesson 80

As was discussed in lesson 73, developing countries face problems from over-specialisation in a narrow range of
products, which are usually commodities (like cotton, rubber, cocoa, sugar) which can have significant price volatili-
ty. This makes it hard to plan national budgets or have predictable exchange rates. These in turn can make it difficult
to develop secondary or tertiary industries. As well, we talked about how farmers in Europe and America enjoy gen-
erous subsidies which not only deprive developing world farmers of much-needed export markets but which also
drive down the world price of commodities like cotton and sugar, hurting export earnings and worsening developing
nations' terms of trade over the long term. Lastly, while primary products which are not grown in developed coun-
tries like coffee or cocoa beans may be able to be exported to the developed world without tariffs, often more fin-
ished goods, like prepared coffee or processed chocolate are subject to restrictions .
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force, regulatory regime, and geographical location (for
instance, entrepot or trans-shipment trade, electronics
manufacturing and financial services). Other sectors in
which it does not enjoy a comparative advantage are
then left open to foreign suppliers. For instance, as
Singapore is a small island city-state, it depends almost
entirely on imported food. 

Faced with these inequities, countries can choose to
adopt a policy of import substitution. This involves
protectionism to allow domestic industries to replace or
reduce the role of imports. In many countries, there are
domestic products that mimic international brands,
especially for goods that are not very difficult to produce
like potato chips or soft drinks. Sometimes the industry
protected is more complicated, such as automobile man-
ufacturing. The classic example of this comes from
Malaysia, the home of the Proton automobile. Malaysia
put high tariffs on car imports to encourage Malaysians
to buy the domestically produced Proton. This was to
help Malaysia diversify its economy by encouraging the
development of not only a car industry, but also of relat-
ed industries (such as parts manufacturing, engineering,
etc.). At other times the protected industry is directly
downstream from an existing primary industry. For
instance, a country that exports raw logs may wish to
develop a lumber or paper industry.

The other choice is to pursue an export promotion
strategy that encourages exports in certain sectors and
accepts imports in all other sectors. This strategy calls
for trade liberalisation and often involves bilateral or
regional trade agreements to be pursued and signed.
Singapore has pursued this policy quite successfully
since independence in 1965, helped by its history as a
duty-free port. Singapore's government targets and helps
certain sectors to become internationally competitive
based upon its comparative advantages in its labour 

The two strategies each have their appeal. For large
nations with a diverse resource base, import substitution
may be viable and may be one of the only ways to
achieve industrialization. Again, countries like the
United States, Germany and Canada all pursued import
substitution policies while they weaned themselves off
imports of British manufactured goods. However, for
small nations like Singapore which cannot hope to be
self-sufficient due to the constraints of their geography,
pursuing an intelligent policy of export promotion has a
better chance of improving living standards. Small
nations need to be relevant to other nations in order to
survive and be prosperous, and they can only be relevant
if they specialise and are the best in the world or at least
their region in some areas.

Canada has had experience with both policies. In the
years after Confederation, the National Policy erected
high tariff barriers to encourage Canadian industrializa-
tion. What resulted was a 'branch-plant' economy where
multinational manufacturing companies operated small,
often inefficient factories in Canada to satisfy the 

Canadian market. After Canada joined NAFTA, these
branch-plants either were closed (usually) or were
expanded (more rarely) to rationalize production
across North America.

Exercise 80

1. Define:
a) IMPORT SUBSTITUTION

b) EXPORT PROMOTION

2. In the event of a global recession, which strategy, import substitution or export promotion, is likely to yield
better domestic macroeconomic results? Why?

3. Why is import substitution a practical strategy for China or India or the United States but an impractical
strategy for Switzerland, Uruguay or Botswana?

4. What were developing nations, led by India, demanding at the collapsed Doha round of WTO negotiations?
What would be the advantages to developing nations of there being one set of rules governing global trade
through the WTO as opposed to having to conform with a multitude of regional and bilateral trade deals?

5. Think of some examples of goods produced and sold in Canada that could be interpreted as attempts to prac-
tice import substitution. What makes them attractive to consumers?

6. Why are nations wishing to pursue economic development more or less compelled to participate in the glob-
al trading system? What do they need from developed nations?
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The Role of Foreign Direct InvestmentLesson 81

Multinational corporations, which are defined as compa-
nies with operations in more than one country but
which usually have operations in many countries, have
good reasons to invest in developing nations. First,
developing countries often have natural resources that
can be best exploited using the technology and know-
how of MNCs. This is most clearly the case with inter-
national oil and mining companies. Shell and Exxon
have the technology and expertise to explore and devel-
op oil reserves in locations that are beyond the capabili-
ties of most national oil producers. Similarly, mining
companies like Barrick, Rio Tinto and BHP have
unmatched expertise developing mines in difficult
regions and within challenging rock formations. 

Second, developing countries may offer productive
resources like labour at a lower cost than developed
countries. For relatively labour intensive and low-skilled
industries like textiles and garment making, the cost sav-
ings from relocating production to a less-developed
country with cheaper wages more than makes up for the
inconveniences  (and higher costs) of operating without
developed country infrastructure and institutions.

Lastly, developing countries offer access to large and
often fast-growing markets. As such, it makes sense to
establish production and marketing facilities near these
markets. Companies like Unilever, which makes soap,
have expanded aggressively in the developing world (ie
India) to increase their sales, which are growing much
faster in India than in developed world markets.

For the developing countries, there are both advantages
and disadvantages to FDI by MNCs. If the developing
country is attractive to the MNCs based upon the quali-
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as one of the most restrictive places for foreigners to
invest, as large foreign investments (like the recent
takeover bid for Potash Corp. of Saskatchewan by
Australian mining giant BHP Billiton) need to be
approved under the Investment Canada Act, which many
foreign investors feel is vague and unevenly applied.

ty of its labour force, the quality of its institutions and
infrastructure or the size of its potential market, it is
more likely to attract MNCs interested in establishing a
long-term relationship with the country. This has sever-
al benefits. First of all, the MNCs will provide stable
jobs. Second of all, the people taking up these jobs will
have access to and will be trained in using the latest
technology and management techniques. This will put
pressure on domestic firms in the same industry (and
especially on the domestic suppliers to the MNC) to
adopt the same technologies and management practices,
thereby improving productivity throughout the econo-
my. Basically, MNCs can be a window to the outside
world, through which the best global ideas and practices
can enter. Lastly, MNCs generally have higher environ-
mental and labour standards than domestic firms in
developing countries, so they exert a positive influence
in these areas as well.

On the other hand, particularly where the MNC is inter-
ested only in exploiting either a natural resource or
cheap labour, there is a risk that the MNC will remain in
the country for only so long as the resource is available
or that labour remains cheap. The challenge then is for
the country to make its labour force, institutions and
infrastructure attractive enough to entice the MNC to
stay on after the resource has gone or wages have risen
in order to continue to contribute to the nation's eco-
nomic development. Canada, which has had a historical
role as a source of raw materials for industries in first the
UK and then the USA, has benefited from FDI from
these nations in the past. However, as much of the FDI
has been directed towards the extraction of natural
resources, Canadians have a tendency to view FDI sus-
piciously. Just recently, the OECD has ranked Canada 

Foreign direct investment (FDI) is when foreign companies, usually multinational corporations (MNCs), build
facilities (for production, research or distribution) in a country. It is distinguished from portfolio (or paper) invest-
ment because it implies a much higher level of commitment, as it is much more difficult to sell or close down a plant
or other facility than to sell a stock or bond.

Exercise 81

1.Define:
a) FOREIGN DIRECT INVESTMENT

b) MULTINATIONAL CORPORATIONS

2. If you had the choice of working for a domestic firm or a multinational firm, which would you likely choose?
Why? What does this suggest about their labour practices as compared to purely national firms? Similarly, why are
multinational firms likely to follow stricter labour and environmental standards than domestic firms in developing
countries? 

3. Many countries offer tax holidays to MNCs to establish plants or facilities in their countries on the condition that
they employ and train a certain percentage of local workers in their operations and management practices. How
does this serve to both keep the MNC in the country longer and protect the country if the MNC does decide to
leave?

4. Some MNC garment or shoe makers will stay in a country with cheap labour until wages rise enough to make it
more profitable to move to a country with still cheaper labour.  While this can be looked at as disloyal, what contri-
bution has the MNC clearly made to the economic development of the country?

5. What is often the attitude of the people and governments of developing countries towards multinational oil and
mining firms? How about in Canada? Why do you think these attitudes are held?
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The Aid DebateLesson 82

Foreign aid can take many forms, and can be subdivid-
ed up in a few ways. First, aid can be either bilateral,
that is between a developed and developing country's
governments, or multilateral, which is when donor gov-
ernments give money to international organizations like
the World Bank and the International Monetary Fund
which then in turn give it to developing country govern-
ments. Non-governmental organizations such as the
Mennonite Central Committee are also important con-
tributors of aid. The biggest distinction when it comes
to foreign aid is between emergency aid and develop-
ment aid. Emergency aid (or humanitarian aid) takes
the form of food, tents and medicine in response to a
disaster. This disaster could be a natural disaster (earth-
quake, tsunami etc.) or it could have human origins
(conflict, drought resulting in famine). This sort of aid
is hard to argue with. In times of desperate and pressing
need, we have a responsibility to respond with help.
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While in recent years economists like Esther Duflo (who
published "Poor Economics" in 2011) have been con-
ducting randomized control trials to try and determine
the relative effectiveness of various aid and development
programs, historical experience suggests that foreign aid
has not been very effective in promoting economic
development. With most government to government
aid, there have been problems with the distribution of
the aid. Governments in developing countries can
become used to aid financing their operations and so
become more attuned to currying favour with donor
nations than responding to the needs of their own peo-
ple. Controlling the flow of foreign aid becomes an
important tool in maintaining power, and can prop up
unsavoury regimes that are otherwise actively impover-
ishing their nations. Without strong institutions, flows of
money can and often do fuel corruption (on a related
note, developing countries with significant oil reserves
are said to suffer from a 'resource curse' - struggles to
control such unearned wealth fuel corruption and
impede development). 

Tied aid can be seen as more a way for developed coun-
try governments to subsidize their own corporations
than as a way to help developing nations. For instance,
Canadian government aid for many years consisted of
donating Canadian-made tractors to developing nations
whose farmers could not afford to operate or maintain
them, with the result that after a short time the tractors
were rusting in fields. At the end of the day, the biggest
beneficiary of this aid was the tractor company. Lastly,
education aid often contributes to what is called the
'brain drain', where talented people from poorer coun-
tries move to richer countries to work. This loss of quali-
ty human resources cannot but harm the developing
country's prospects.

Development aid, given to promote the long-term eco-
nomic development of a country, can take many forms.
It can take the form of financial aid, which is the provi-
sion of grants or loans to developing countries. In order
to be counted as aid, the loans should be what are called
'soft' loans which feature lower-than-market interest
charges. Technical aid is where the donor country gives
technology (such as hydro dams, electricity or telecom-
munications systems) to the developing country and
sends trained technicians to install it and train locals to
take over its operation. Often this type of aid is tied aid,
where the developing country must accept the technol-
ogy and the technicians provided by the donor country,
even if another country's technology may be better suit-
ed to their needs. Lastly there is education aid, where
promising students from the developing world are given
scholarships to study at universities in the developed world.

Overall, the biggest problem with development aid, as
looked at by thinkers such as Theodore Dalrymple or
Dambisa Moyo (who published "Dead Aid" in 2009) is
that it removes incentives for governments to take
responsibility for their own economic development. Aid
does promote a culture of dependency and can retard
the political development upon which economic devel-
opment ultimately depends. Governments dependent
upon aid to function do not need to raise money from
taxes. If people are not being taxed, the government
does not need to respond to their needs in order to
function. The government can then operate in an arbi-
trary fashion, concerned only with controlling the flow
of aid. Eventually, though, the failure of the government
to provide essential protection and services will under-

The logic of foreign aid is simple. In poorer nations with low incomes and low
savings, it is thought that aid can provide the capital to kick-start the development cycle.

Exercise 82

1. Define:
a) HUMANITARIAN AID

b) DEVELOPMENT AID

c) SOFT LOANS

d) TIED AID

e) RESOURCE CURSE

2. How might governments have different priorities if they depend on aid as opposed to taxes?

mine its legitimacy enough to provoke rebellions and
coups. This political instability itself will make econom-
ic development almost impossible. More damaging,
though, endless cycles of political instability make it
very unlikely that a government will ever make develop-
ment a priority, as it doesn't expect to be in power for
very long. Thus, governments degenerate into gangs of
looters, concerned only to loot as much as they can
before they in turn lose power. The entrenchment of a
culture of looting is the final nail in the coffin of eco-
nomic development. Why try to build a business or a
farm if it is likely to be taken from you by the current
gang in the government? When people become dis-
couraged and stop trying to improve their lives, eco-
nomic development becomes impossible.
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Foreign aid can take many forms, and can be subdivid-
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is hard to argue with. In times of desperate and pressing
need, we have a responsibility to respond with help.

Economics for Canadians284 285
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3. How might a dependence on foreign aid in developing countries skew the occupational choices of the best and
brightest students in the country? What careers might they choose that may not be in the best interests of their coun-
try's development? How might a focus on encouraging trade result in more sustainable economic development?

Economics for Canadians286

First, it is obvious that high levels of indebtedness do
impede economic development. If a large proportion of
a country's export earnings are used to pay the interest
on foreign debts incurred in the past, clearly there is not
much left over to pay for the capital goods and infra-
structure needed to move the country forward. Debt
forgiveness would free up export earnings for economic
development.

Secondly, if we look at how the debts were incurred, it
also seems just to forgive them. Again, the 1973 oil
shock played a major role. After the Arab oil embargo,
oil prices tripled, and the export earnings of the major
oil producing and exporting nations exploded. The oil
exporting countries' governments could not hope to
spend this windfall domestically as such a sudden
increase in spending would only fuel inflation. So, they
deposited their additional oil revenues in international
banks in New York and London. As banks make money
on loans, not deposits, this sudden increase in deposits
caused them to seek out new borrowers. Stagflation and
an uncertain economic outlook in the developed coun-
tries meant that businesses there did not have a great
appetite for loans. So, in response, bankers began to
direct their attention to the developing world. At first,
things went well, but when inflation spiralled out of
control towards the late 1970s, central banks eventually
hiked interest rates to 20% or higher. These higher
interest rates were also applied to the loans made earlier
to the developing countries, making it almost impossi-
ble for them to pay the interest that was due, let alone
the principal that they had borrowed. By the early
1980s, developing nations began to go into default,
which blocked their access to further credit, which in 

The Problem of IndebtednessLesson 83

There have recently been calls for developed nations to forgive the debts of developing nations in an attempt to
restart or improve their prospects for economic development. This action can be justified in a number of ways, but
it creates problems of moral hazard (ie if you are protected from the negative consequences of your reckless actions,
you are more likely to be reckless in the future) as well, as if nations learn that they can borrow and not be expected
to pay back the loans, they are less likely to be prudent in their borrowing.

turn brought economic growth and development to a
shuddering halt.

1. A country with weak institutions seeks loans to
build infrastructure or industry.

2. A loan is granted (on condition that it is used
to engage the services of a well-connected multi-
national engineering or industrial firm), often for
a greater-than-necessary amount.

3. Contracts are awarded, and kickbacks are given
to the relevant government ministers. The project
is completed. The government ministers and the
multinational companies have the money, and the
country has the debt. The project may or may not
contribute to development.

4. Eventually, the countries have a hard time
repaying these large loans, which causes them to
seek help in 'rescheduling' their payments to the
banks. Often, the banks (in concert with the
World Bank and International Monetary Fund)
will impose conditions or seek concessions in
exchange for rescheduling the debt that increase
their control over the country's economy.

More generally, often the debts were incurred in a fash-
ion that allowed bankers and businessmen from the
developed world to benefit alongside politicians and
leaders from the developing country at the expense of
the developing country's population. The process is
often portrayed as follows:

4. The British government's largest development aid project was the construction of the Pergau dam in Malaysia.
Look up some news articles online about this project. In what ways is this project an example of the problems asso-
ciated with aid as a development strategy? Contrast this project with Danish development aid to Malawi. How were
the aims and objectives and the achievements of the two aid projects different? 
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The role the World Bank and the International
Monetary Fund play in all of this is controversial. On
the face of it, the World Bank is concerned with mak-
ing loans to developing countries in order to assist in
their economic development. The International
Monetary Fund, meanwhile, is concerned more with
assisting countries facing urgent balance of payments 

The writer John Perkins, in his book Confessions of an
Economic Hit Man, has asserted that this process is stan-
dard practice for the governments of developed coun-
tries in order to assert political and economic control
over developing nations, but this assertion is very diffi-
cult to prove.

and currency crises. Generally, the World Bank makes
long-term loans while the IMF responds quickly with
emergency loans. Critics of the two institutions (which,
together with the World Trade Organization shape the
global economic order) charge that the World Bank
often makes loans which end up crippling developing
nations with debt while IMF structural adjustment pro-
grams undertaken in response to persistent balance of
payments deficits often hurt the poor in developing
nations the most. However, against these criticisms it
must be remembered that developing nations them-
selves apply for World Bank assistance and that by the
time a country seeks the help of the IMF it is already
facing a balance of payments or currency crisis. 

1. Define:
a) WORLD BANK

b) INTERNATIONAL MONETARY FUND

2. What is often required of countries under a structural adjustment program demanded by the International
Monetary Fund? Why might such changes in policy hurt the poor? How do such policies hurt the development
prospects of the countries that are forced to follow them (look this up online, with reference to IMF intervention in
Thailand in 1997 or Argentina in 2001)?

3. How does external debt threaten the sovereignty of developing nations?

4. How could stronger domestic institutions in the developing countries themselves make it harder for them to
become indebted and lose sovereignty as a result of debt?

Exercise 83

The Balance between Markets and Government
in Promoting Economic Development

Lesson 84

Economic development really is about policy choices. There are elements of luck involved as well, of course (ie the
presence of natural resources, proximity to wealthier neighbouring countries, having ports, having a climate
amenable to farming, having a culture that values risk-taking and enterprise), but even controlling for these vari-
ables, we can find some nations which are wealthier than others. What policies can help to encourage economic
development?

There is a place both for government intervention and for free-market incentives. Generally, development depends
upon governments performing their traditional roles well, namely by:

1. Providing an environment of safety and security
where people's lives and property are protected by
law enforcement agencies

2. Providing a transparent legal and regulatory sys-
tem to make it easier for people, both nationals and
foreigners, to establish and operate businesses with-
out undue interference from government officials

3. Condemning and actively prosecuting corruption
on the part of government officials, and thereby
upholding the rule of law with respect to contracts
and property to protect both foreign and domestic
firms and individuals

4. Providing quality infrastructure in terms of roads,
ports, airports and telecommunications to facilitate
trade and investment

5. Providing universal primary education and
access to quality secondary and tertiary education 

6. Providing basic health care to all to reduce pre-
ventable illness and death, and maybe even...

7. Providing adequate housing to all to ensure that
no one gets left behind and that all citizens have a
stake in the success of the country

These are things that governments the world over need to do. The problem sometimes is that governments become
impatient for industrialization and seek to not just provide the preconditions for industrialization and economic
development, but the industrialization itself. Generally, interventionist growth and development policies of this
kind have led to poor outcomes. State-led industrial development was the policy followed most notably by India
after it gained independence from Britain in 1947, and the result of the extensive regulation, protectionism and pub-
lic ownership this policy required was pervasive corruption, a very low rate of economic growth and consequently
very little economic development. 

The contrast with, say, Singapore or South Korea is instructive. In these places, the governments pursued market
oriented growth and development policies that left business to business, and while they may have protected or
subsidized some industries thought key to the economic health of the country, mostly they focused on improving
health, education, infrastructure and administration to manage the income inequalities and limit the extent of the
market failures that can accompany rapid economic growth and development. 
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understood as being essential for public health, and so
while Britain became wealthier, many people were still
dying from water-borne diseases like cholera. Now, due
to our superior understanding of things such as this,
smaller increases in per capita income can result in
quite significant improvements in human welfare.

So, looking at the big picture, while there are areas of
the world with very low levels of economic develop-
ment, we must not lose our confidence that, over time,
these people can enjoy a sustained increase in their
standards of living if we focus our attention on what
policy can do, let private initiative and incentives play
their role without interference, and appreciate that the
modern world allows for faster growth and even faster
improvements in living standards than at any other time
in history.

The success of such well-governed places has led the
economist Paul Romer to propose that developing
countries establish what he has called charter cities
within themselves that would feature distinct govern-
ments and laws designed to facilitate economic growth
and development. Historically, the example of Hong
Kong is an outstanding example of a charter city, albeit
an inadvertent one. Under British governance and law
the Chinese of Hong Kong developed at a much faster
pace than the Chinese living under Mao. However, as
such schemes remind many people in developing coun-
tries of colonialism, it is doubtful that the model will
find much popularity. Overall, it would be better to
work to reform the governments of developing nations
than to set up competing enclaves within their frontiers.

While this will take time, the thing with economic
development is precisely that it does take time. A sus-
tainable increase in per capita income allows this gener-
ation to complete primary school, the next generation
to complete secondary school, and the generation after-
wards to attend university. Clearly, one or more genera-
tions are required. This is immensely frustrating to
leaders and to the people they govern, but we should
always remember that short-cuts to utopia tend to bring
us somewhere entirely different. And we should also
keep some perspective and remember that economic
growth and development happen much more quickly
now than in the past. It took Britain, the first country to
transform itself into a modern industrial economy,
much longer to achieve its current standard of living
than Singapore, which by most measures is about as
well off as its former colonial ruler. As well, it can be
argued that because of advances in our understanding
of public health and due to improvements in technolo-
gy, it is now possible for people to live longer, richer
lives without needing to have as high a level of per capi-
ta income as in the past. For instance, while Britain was
going through industrialization, sanitation was not

Exercise 84

1.Define:
a) MARKET-ORIENTED GROWTH AND DEVELOPMENT POLICIES

b) INTERVENTIONIST GROWTH AND DEVELOPMENT POLICIES

c) CHARTER CITIES

2. Why do you think the governments of newly independent countries in Africa and Asia were tempted to pursue
policies of state-led industrial development? What was the policy consensus in countries like the UK at this time?

3. What are the risks associated with pursuing interventionist growth and development policies? Look up the exam-
ple of Indian state-led development from 1947 until 1991.

4. Why is a strong and functioning government nonetheless crucial to successfully implementing market-oriented
growth and development policies?

5. Why might economic growth and development be achievable in a more environmentally sustainable fashion in
the future than in the present?
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The Challenge of Economic Development
for Aboriginal Canadians

Lesson 85

Before we begin, though, it must be said that the geog-
raphy of many of Canada's native reserves makes it dif-
ficult for native bands to be economically self-support-
ing. When it comes to economic development, in many
cases geography is destiny. Bands that occupy land that
is poor in resources and far from population centres
will find it very difficult to develop industries that can
provide employment and income for their members. 

However, the problem of aboriginal economic develop-
ment is not simply due to geography. Of even greater
importance is governance, which we have talked about
at length in this section. The hard truth is that
Canadian aboriginal people are still subject to paternal-
istic treatment as first laid down in the Indian Act of
1876 and administered today by the Federal
Department of Indian and Northern Affairs that has
inhibited their political development, and hence their
capacity for economic development.

Aboriginals living on reserves enjoy a number of privi-
leges but are also denied certain rights. Of greatest
importance when discussing economic development
are two points - a lack of individual property rights, and
a lack of responsible government. When the reservation
system was first established, land was given to bands
communally. The rest of the land that had been occu-
pied by the native bands was taken by the Crown in
exchange for promises of financial support. While such
a system may have made some sense in the 1870s, in
the modern age it has led to the following:

1. Individual poverty.
As natives living on reserves do not hold clear title to
their homes, and as often land is held in common, most
hold no assets that can be used as collateral for loans. In
the words of Hernando De Soto, what wealth they have
is 'dead capital'. Further, reservation houses that are not
owned by the individuals occupying them are often not
properly maintained.
2. Poor governance.
While band councils exist, they derive their funding
from the Canadian government, and as such they levy
no taxes. As they do not levy taxes on band members,
their level of accountability is low. This has led to waste
and corruption. Safe in the knowledge that poor condi-
tions will be blamed on the Canadian government, too
often band leaders enrich friends and family with trans-
fers from the government rather than using the money
to improve housing or services. However, were bands to
be financed (even in part) by taxes collected from band
members, it is likely that band leaders would feel a great
deal more pressure from members to spend resources
more efficiently to improve living standards.

Fundamentally, aboriginal Canadians living on reserva-
tions are in an impossible position - they were put on
poor pieces of land and promised economic support in
return for giving most of their land to the Crown. This
economic support, though, has turned out to be a curse
as it has blocked the political and social development of
native bands that would support true economic devel-
opment. However, simply removing the support given
by the federal government at this point would be hugely
destructive as there are no obvious alternative means by 

Canada has its own 'third world' within its borders, in the form of aboriginal reserves.
Successive governments have tried and failed to improve the standard of living of Canada's
native people, and until two fundamental problems are addressed, efforts to improve outcomes
in areas like housing and health will be wasted.

which native bands might become self-supporting.
Further, an entrenched group of band chiefs and abo-
riginal leaders has grown accustomed to receiving and
disbursing the payments from the federal government.
They would be sure to respond vigorously to any
attempt to reduce or eliminate the payments upon
which their power depends.

What is needed is a set of reforms which would enhance
the property rights of aboriginal Canadians living on 

Exercise 85

1. How can "The Aid Debate" from lesson 82 be applied to the situation facing aboriginal Canadians? Has aid (in
the form of financial support from the Canadian government) led to economic development? How has aid perhaps
blocked economic development?

2. How might clearer property rights encourage non-native businesses to operate on reservations, and thereby pro-
vide aboriginal Canadians with employment?

reservations, leading to first political and then economic
development. However, as the opposition to such broad
reform would be intense from many quarters, it is likely
that we will continue to try to simply ameliorate condi-
tions on reserves with ever greater grants for improved
housing, infrastructure and social services. Native
Canadians will still be poor, ill, and badly housed, but
the system will be maintained, and with it the privileges
of both those who administer it and those who have
learned to manipulate it.
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by the federal government at this point would be hugely
destructive as there are no obvious alternative means by 
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reservations, leading to first political and then economic
development. However, as the opposition to such broad
reform would be intense from many quarters, it is likely
that we will continue to try to simply ameliorate condi-
tions on reserves with ever greater grants for improved
housing, infrastructure and social services. Native
Canadians will still be poor, ill, and badly housed, but
the system will be maintained, and with it the privileges
of both those who administer it and those who have
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3. What could the federal government do to encourage economic development on more remote reserves? How
could they mitigate the effects of distance?

4. Do some research on a native reservation near your school - what are the unemployment and poverty rates? Why
is economic development essential for the survival of aboriginal society in Canada?

5. Why are native bands often conflicted when it comes to establishing natural resource development projects on
their reserves? Research a current case where some natives are eager for development while others are opposed to it.
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4. Do some research on a native reservation near your school - what are the unemployment and poverty rates? Why
is economic development essential for the survival of aboriginal society in Canada?

5. Why are native bands often conflicted when it comes to establishing natural resource development projects on
their reserves? Research a current case where some natives are eager for development while others are opposed to it.
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3. What could the federal government do to encourage economic development on more remote reserves? How
could they mitigate the effects of distance?

4. Do some research on a native reservation near your school - what are the unemployment and poverty rates? Why
is economic development essential for the survival of aboriginal society in Canada?

5. Why are native bands often conflicted when it comes to establishing natural resource development projects on
their reserves? Research a current case where some natives are eager for development while others are opposed to it.
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