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Chapter 1:

Economy comes from Greek word “one who owns household”

Microeconomics Topics:
Individual households
Equilibrium in particular markets
Relative prices

Scarcity: limited nature of society’s resources. 
Resources limited  people cannot produce what others wish to have

Economics: how society manages resources
How people decide to save work and how to spend money
How much to produce/who to hire
How society divides resources
Resources scarce when they have an alternative use
Cannot be used for multiple purposes at the SAME time
Results from large human wants with limited resources to attain them

Decision making  heart of econ

8 principles will be studied

First 4 principles deal with decision making

Principle #1: People Face Tradeoffs
Example: Go to party trades off with less time for studying
Entertainment vs Good Mark in Class
Efficiency: getting most out of scarce resources
Equity: distributing prosperity fairly among society’s members
Trade-off: ex: increase equity, redistribute income from rich to poor
This reduces incentive to work/produce  shrinks size of economic pie

How people make decisions:
Poor should not be ignored because it reduces work incentives
Redistribute in ways that don’t make as huge a difference

Principle #2: The Cost of Something Is What You Give Up To Get It
Oppurtunity cost is whatever you must give up to obtain decision
Can only arise when we take an action
Explicit Costs: out of pocket
Implicit Costs: such as foregone earnings
Sunk Costs: unrecoverable costs

A person should only engage in an activity if benefits of A exceed opportunity cost of A. 
Explicit Costs easy to see when connected to specific costs which we pay
Costs are hidden:
If I go on vacation for 4 weeks, the opportunity costs include what I pay for lodging/food/etc, and the time lost that I could be working

Explicit Cost of Uni:
Books/tuition etc
Implicit Cost of Uni:
Lost income from working

Principle #3: Rational People Think at the Margin
A person is rational if they are purposefully do the best to achieve their objectives (benefits exceed the cost)
Many decisions not all or nothing  involve marginal changes 
Incremental adjustments to existing plan
Evaluating the costs vs the benefits of Marginal changes is important for decision making
Examples: 
Student considers extra year of college
Firm considers whether to increase output, comparing cost of needed labor and materials vs extra revenue

Principle #4: People respond to Incentives
Incentives: something that induces a person to act  reward vs punishment
Rational People respond to incentives because they make decisions by comparing costs/benefits

How people interact:
Economy is just a group of people interacting with each other
Next 3 principles deal with how people interact:

Principle #5: Trade Can Make Everyone Better Off
Rather than self-suffience, people can specialize in producing ONE good of service and exchange it for other goods
Countries benefit from trade and specialization:
Get better price abroad for good produced
Buy other goods more cheaply from abroad that be produced at home

Principle #6: Markets Are Usually A Good Way to Organize Economic Activity
Market: group of buyers and sellers
Organize economic activity
WHAT goods to produce
HOW to produce them
HOW MUCH of each to produce
WHO gets them
In Market Economy, decisions result from interactions of many households and firms
Adam Smith in The Wealth of Nations:
Each household/firm “led by AN INVISIBLE HAND” to promote general economic well-being
Participants motivated by self interest
By pursuing own interest, individuals promote that of the society more effectively than when they really intend to promote it
Prices are set to benefit both SELLERS AND BUYERS
Interaction between buyers and sellers determines price
In many cases, this maximizes society’s economic well-being
Markets can fail  a loss of efficiency
Lack of competition  monopoly
Externalities  pollution
Lack of info
Public goods  goods that are consumed jointly by many people like national defense, national defense cannot be split up and packaged and given to people
Market Failure: when market fails to allocate society’s resources efficiently
Externalities: production or consumption of a good affects bystanders
Market Power: a single buyer/seller has substantial influence on market price

Principle #7: Governments Can Sometimes Improve Market Outcomes
Important Role for Government  enforce property rights
People are less inclined to work/produce/invest/purchase if large risk of property being stolen
Restaurant won’t serve meals if customers dine and dash
A music company won’t produce CD’s if people download illegal copies
In such cases, public policy increases efficiency

Principle #8: A country’s standard of living depends on its ability to produce goods & services
Huge variation in living standards across countries:
Average income in rich countries is more then ten times average income in poor countries
US standard of living today is eight times larger than 100 years ago
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Economist’s Roles:
Social Scientists: try to explain the world
Policy advisors: try to improve it

In first role they employ scientific method:
Testing theories about how world works

Interplay between theory and observation occurs in many sciences including field of econ

Assumptions simplify complex world

Economist use models to study issues

Production Possibilities Frontier:
Graph that shows combinations of two goods the economy can produce given the available factors of production and the available technology
Examples:
Two goods: computers and wheat
One resource: labour
Economy has 50,000 labour hours per month available for production

Moving along a PPF involves shifting resources from one good’s production to another’s

Once we’ve reached efficient points on frontier, the only way of getting more of one good is to get less of another

Society faces tradeoff: getting more of something requires sacrificing another

Slope of PPF tells you opportunity cost of an item you have on the horizontal axis

Rise over run: the amount  the line moves right by one unit
This outlines opportunity cost

Economic growth shifts PPF outward
This may happen with an increase of additional resources

If OC remains constant, PPF is a straight line
If OC of a good rises as economy produces more of the good, the PPF is bow shaped.

PPF is bow-shaped when different workers have different skills, which results in different OCs of producing one good in terms of another
PPF would also be bow-shaped when there is some other resource, or mix of resources with varying OCs
Example: different types of land suited for different uses
Bow-shaped PPF is more realistic
Linear PPF is simpler to work with

PPF SUMMARY:
Shows all combos of two goods that an economy can produce given its resources and technology
Illustrates concepts of tradeoff/OC, in/efficiency, unemployment, economic growth
Bow-shaped PPF illustrates concept of increasing OC

Social Scientists  Positive Statements: which attempt to describe world as is TESTABLE
Policy Advisors  Normative Statements: attempt to prescribe how world should be OPINION, NOT TESTABLE

Two Reasons Economists Disagree:
Validity of alternative positive theories
Different views/values resulting in different normative views about what policy should accomplish

Many economist agree though on many propositions
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Interdependence and the Gains from Trade

Interdependence:
look at slideshow for diagrams
Example:
Two countries: US & JAPAN
Two goods: computers and wheat
One resource: labour, measured in hours
We will look at how much both goods each country produces and consumes
1. What happens if country is self sufficient
2. If it trades with other country
US 50 000 hours of labour
One computer=100 hours
One ton of wheat=10 hours
Without trade: 250 comp. 2500 wheat
Japan has 30 000 hours
125 hours=one computer
25 hours=one ton of wheat
without trade: 120 comp. 600 tons of wheat

Exports: goods produced domestically and sold abroad
Imports: goods produced abroad and sold domestically

Consumption Possibilities Frontier: how much an economy is allowed to consume  related to production possibilities frontier

Absolute Advantage: ability to produce a good using fewer inputs then another producer
US has absolute advantage in producing wheat
10 hours in US vs 25 hours in Japan
If each has an absolute advantage in one good and specializes in that good, the both countries gain from trade
TRADE IS NOT BASED ON ABSOLUTE ADVANTAGE
Based on comparative advantage

Comparative Advantage: ability to produce a good at a lower opportunity cost than another producer
Opp. Cost is how much wheat could be produced by the time one computer is produced
US: 10 tons of wheat in 100 hours=one computer
Japan: 5 tons of wheat in 125 hours=one computer
Japan has comparative advantage because it’s opportunity cost is less.  They specialize in making computers.

Comparative Advantage and Trade:
Difference in OC and CA create the gains from trade
Each country specializes in the good(s) in which they have comparative advantage, all countries gain from the trade
The world’s economic pie is bigger, all countries gain from trade
Same applies to individual producers specializing in diff. foods and trading with each other
When countries’ specialize the econ. “pie” grows
Trade makes everyone better off

Many assumptions made in chapter:
In real world quantities and prices would be determined by preferences of customers and the technology and resources in both countries
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Market Forces of Supply and Demand
Buyer determine the demand
Sellers determine the supply

Market: group of buyers/seller of a product
Competitive Market: so many buyers and so many sellers that each has a insignificant impact on market price
Perfectly Competitive Market:
All goods the same
Buyers and sellers so numerous that no one can affect market price
Each is Price taker
Milk: one good in its market
People are buying and selling the same good, so no one can affect market price therefore Price Marker

Demand:
Behavior of buyers
Quantity Demanded: amount of good that buyers are willing and able to purchase 
Law of Demand: the claim that, other things equal, the quantity demanded of a good falls when the price of the good rises
Demand Schedule: table that shows the relationship between the price and quantity demandedusually obeys law of demand
The more it costs the less you will be able to purchase
Market Demand vs Individual Demand:
Quantity Demanded in Market is sum of quantities demanded by all buyers at each price  Qd
look to PowerPoint for examples and charts

Demand Curve Shifters
Demand curve shows how price affects quantity demanded
Other things being equal
Other things are non-price determinants of demand 
Things that determine buyers’ demand for a good, other than the good’s price
Change in Demand=shift in the D curve
NON-PRICE FACTORS CHANGE THE DEMAND

Demand Curve Shifters:
Number of Buyers
Increase in # of buyers causes increase in quantity demanded at each price, which shifts the demand to the right
Income:
Demand for a normal good is positively related to income
Increase in income causes increase in quantity demanded at each price, shifting the D curve to the right
Normal goods like luxury vacations rise quickly, while food rises slowly
Demand for inferior good is negatively related to income.
Increase in income shifts D curves for inferior to the left
Inferior good is something that we consume less of as our income rises potatoes and other cheap starchy foods, or inter-city busses
Varies by individual
Prices of Related Goods:
Substitutes result if the increase in price of one good increases demand of the other
Example: pizza and hamburgers
Shifts HB D curve to right
Coke and Pepsi
Complements result if an increase in price of one leads to fall in demand for the other
Example: computers and software
People buy fewer computers, resulting in less software
College tuition and textbooks
Eggs and bacon
Tastes:
Anything that cuases a shift in tastes toward a good will increase demand for that good 
Shifts D curve to right
Example: Atkins diet (less carbs) became popular in 90s, caused an increase in demand for eggs
Egg D curve to right
Expectations:
Affect consumer’s buying decisions
Examples:
People expect income to rise, their demand for meals at expensive restaurants may increase
Economy turns bad and people worry about future job security, demand for new cars may fall

Change in price does not change the demand, causes movement in D curve, change in quantity demanded, not shift in D curve
 
Supply:
Quantity Supplied: the amount that sellers are willing to sell
Law of Supply: the quantity supplied of a good rises when the price rises
Supply Schedule: table that shows the relationship between the price and quantity supplied
Market Supply vs Individual Supply:
Quantity Supplied in the market is the sum of quantities supplied by all seller at each price

Supply Curve Shifters:
DECREASE SHIFT TO LEFT
 INCREASE SHIFT TO RIGHT
Supply curve shows how price affects quantity supplied
Other things being equal
Other thingsnon-price determinants of supply
Changes in S curve = changes in supply
Input Prices:
Wages, prices of raw materials
A fall in input prices makes production more profitable at each output price, firms supply a larger quantity at each price, S curve shifts to right
Technology:
Determines how much inputs are required to produce a unit of out put
Cost-saving tech can cause fall in input prices: S curve to right
Number of Sellers:
Increase in number of sellers increses quantity at each price
Shift S curve to right
Expectations:
A firm expects price of good it sells to rise in future
Reduce supply now, save some for inventory to sell later
S curve left
Natural Events:
Weather or other natural events such as hurricanes
Supply shifts to leftevent could destroy equipment

Equilibrium:
Price has reached the level where Quantity Supplied equals Quantity Demanded
Equilibrium Price: the price that equates Qs with Qd
Equilibrium Quantity: Qs and Qd at the Equilibrium price

Surplus: when Qs is greater than Qd
To avoid this, companies decrease priceto increase sales
Decreases until reaches Equilibrium

Three Steps to Analyze Changes in Eq’m:


Shortage: Qd is greater than Qs
Sellers raise price in order to sell less
Rise until market reaches Equilibrium

Three Steps:
Decide whether events shifts S or D curve
Decide direction of shift
Supply/demand diagram to see how shift changes eq’n P&Q

Change in supply: shift in S curve 
Occurs when a non-price determinant of supply changes (tech or cost)

Change in Quantity Supplied: a movement along fixed S curve
Occurs when P changes P=PRICE 

Change in demand: shift in the D curve
Occurs when a non-price determinant of demand changes

Change in Quantity Demanded: a movement along fixed D curve
Occurs when P changes 

If S increases more than D, P falls
Vice versa, P rises

Inferior Good: a good when people’s incomes go up, the Quantity demanded goes down

Conclusion: How Prices Allocate Resources
Markets usually good way to organize econ. activity
In m. economies, prices adjust to balance supply and demand
Equilibrium prices are the signals that guide decisions and thereby allocate scarce resources
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Elasticity and It’s Applications 

Elasticity: how much one variable responds to changes in another variable
One type of elasticity measures how much demand for your websites will fall if you raise price
Numerical measure of the responsiveness of Qd or Qs to one of it’s determinants (buyer and sellers response in market)

Price elasticity of demand = Percentage change in Qd / Percentage change in P
Measures how much Qd responds to change in P
Measures price sensitivity of buyers’ demand

Midpoint Method of Calculating Percentage Changes:
[ End value – start value / midpoint ] X 100%

Price elasticity is higher when close substitutes are available

Price elasticity is higher for narrowly defined goods than broadly defined ones

Price elasticity is higher for luxuries than for necessities

Price elasticity is higher in the long run than the short run

Price elasticity of demand depends on:
extent to which substitutes are available
whether good is necessity or luxury
how broad/narrow good is defined
time horizon: elasticity is higher in long run than short

Unit elastic demand the PED is equal to 1.

>1 inelastic
=1 unit elastic
<1 elastic
if line horizontal, elasticity is infinite

Slope can be constant, but the elasticity will not be constant

Revenue= P X Q

Price increase has two effects on revenue
higher means more revenue on each unit sold
but you sell fewer units due to Law of Demand

If demand is elastic, price elast. Of demand >1
% change in Q > % change in P

Fall in revenue from lower Q is greater than increase in revenue from higher P, so rev. falls

When D is elastic, price increase causes revenue to fall

If demand is inelastic 
Price elast. Of Demand <1
% change in Q < % change in P

Fall in rev. from lower Q is smaller than increase in rev. from higher P, rev. rises

PES = % change in Qs / % change in P
Price elasticity of supply measures how much Qs responds to change in P
Use midpoint method yet again

Variety of Supply Curves:
Classified via elasticity
Slope is closely related to PES
Flatter the curve  bigger elasticity
Steeper smaller PES

Determinants of Supply Elasticity:
More easily seller can change quantity  greater PES
PES is greater in longer run than short
Firms can build new factories
New firms may enter market

Other Elasticities:

Income Elasticity of Demand: measures response of Qd to a change in consumer income
IED= % change in Qd / % change in income
Increase in income causes increase in demand for normal goods
Normal goods IE>0
Inferior goods IE<0
IE 2 components for normal goods:
0>E>1, good=necessity, consumption rises when income rises, does not rise quickly
food, clothing have small IE  b/c need to buy no matter how low income is
if E>1, good is luxury, consumption rises faster than income
diamonds have large IE because people can do without if income too low

Cross-Price Elasticity of Demand: measures the response of demand for one good to changes in price of another
CPED= % change in Qd for good 1 / % change in P for good 2
Substitutes: CPE>0
Ex. Increase in price of beef causes demand increase for chicken
Complements: CPE<0
Ex. Increase in price of Computers causes decrease in demand for software
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Price Controls:
Price Ceiling: a legal max on the price of a good or service 
Ex: rent control
When PC is above Equilibrium price it is not binding it has no effect on market 
When PC is below Equilibrium price it is binding constraint and it causes a shortage
If kept over time, D and S become more price-elastic
Causing an even larger shortage
Price Floor: a legal min on the price of a good or service
Ex: min wage
If it is below the equilibrium it is not binding and is has no impact on the market
If it is above the Eq’m it results in a labour surplus or a rise in unemployment
Taxes: 
The gov’t can make buyers or sellers pay specific amount on each unit bought/sold

Shortage and Rationing:
With shortage: sellers must ration the goods among buyers
Some Rationing mechanisms:
Long lines
Discrimination according to sellers’ biases
These mechanisms are often unfair and inefficient
Goods don’t necessarily go to the buyers who value them most highly
Contrastwhen prices are controlled, rationing mechanism is efficient (goods go to buyers who value them most highly) and impersonal (and thus fair)

Lottery: gives scarce housing to lucky

First-come, first served: gives scarce housing to those who have the greatest foresight 

Discrimination: allocates scarce housing based on views of owner
Could give to:
Friends/family
Selected sex
Those without dogs
Or even race

None of these methods are fair

It is hard to make rent ceilings on the basis of fairness
When they are blocked: other methods of allocating housing resources operate that do not produce a fair outcome

Prices guide allocation of society’s resources. Allocation altered when policymakers restrict prices

Price Controls are often intended to help poor, often hurt more then help
Min wage causes job losses
Rent control reduces quantity and quality of affordable housing

Peeps argue that worker cannot make loving on low min wage  certainly true byt issue is who make min wage  primarily students who don’t need to support a famjam
Little evidence that raising min wage has reduced poverty

People who have min wage benefit from it but
Unemployed end up worse off
Some of those who search for jobs and find them end up worse off due to higher cost of finding one

Discrimination: another source of unfairness
Min wage blocks voluntary exchange
Firms are willing to hire more labour and people are willing to work more, not permitted by min wage law

Arguments supporting Min wage:
Not all labour markets are competitive
S/D only applied to Competitive markets
Higher wages lead to less turnover and therefore lower costs
Improve economy by increasing income levels among most vulnerable
First two arguments could be correcthow strong the effect is an empirical question
Empirical Studies:
Majority of studies suggest that a 10% increase in min wage reduces teen employment from 0-3%
There is no evidence that it changes teen U. Rate
Effects are quite small with current level of min. wage

Taxes:
Gov’t levies taxes on many goods & services to raise revenue to pay for national defense, public schools, etc.
Gov’t can make buyers or seller pay tax
Tax can be percentage of the good’s price, or specific amount of each unit sold
We analyze per-unit taxes only

A tax on buyers shifts the D curve down by the amount of the tax
Buyers pay more than the orig. amount of pizza, the gov’t receives the tax
Sellers receive less the original amount of pizza, the gov’t receives the tax

Burden depends on the price-elasticity of Supply and Demand
When supply is more elastic  buyers share more of tax burden
When demand is more elastic sellers share more of the tax burden
Buyers can leave market easier, more flexibletherefore they share less of the burden. 
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Consumers, Producers, and the Efficiency of Markets

Allocation of resources: 
How much of each good is produced
Which producers produce it
Which consumers consume it

Welfare Economics:
How allocation of resources affects econ. well being

Willingness to Pay:
How much the buyer will pay for the good 
Their value of the good
At any Q, the height of the D curve is the WTP of the marginal buyer 
The buyer that would leave if P got higher

Consumer Surplus: amount a buyer is WTP minus the buyer actually pays
CS=WTP – Price
Total CS is the sum of all the surpluses in the market
Area below the demand but above the price

Cost is the value of everything a seller must give up to produce a good.
i.e. opportunity cost
seller will only produce a good if the price exceed his or her cost
Hence, cost is measure of Willingness to Sell

Producer Surplus: 
The area above the supply under the price
PS= Price – cost 
S curve is cost of marginal seller
Seller that would leave market if price went lower

CS = (value of buyers) – (amount paid by buyers)
Measures the benefit buyers receive from market

PS = (amount received by sellers) – (cost to sellers)
PS measures the benefit sellers receive from participating in the market

Total Surplus: measure of society’s well being
= CS + PS
= (value of buyers) – (cost of sellers)
 
Allocation of resources is efficient if it maximizes total surplus. 
Raising or lowering quantity
The goods are being produced by the producers with lower cost
Goods consumed by buyers who value them highly

Efficiency means making pie as big as possible

Equity: whether pie is divided fairly

We focus efficiency as the goal, even though policymakers in the real world usually care about equity too

Is free market equilibrium allocation of resources efficient?  Does it max TS?
The eq’m Q maximizes total surplus
Goods produced by producers with lowest cost
Goods consumed by buyers who value most highly

Three Insights:
1. Free markets allocate supply of goods to buyers who value most highly
2. Free markets allocate demand of goods to sellers who can produce at least cost
3. Free markets produce the quantity of goods maximizes sum of consumer and producer surplus

Real World:
Market Failures: unregulated markets fail to allocate resources efficiently 
Market power – single buyer or seller can influence market price e.g. monopoly
Externalities: side effects of transactions, e.g. pollution
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Application: The Costs of Taxation

Tax Revenue= $T x Qt

The Effects of a Tax
We use tools of Welfare Economics to measure the gains and losses from a tax.
We will determine CS, PS, tax revenue, and total surplus with and without tax
Tax revenue is included in TS, b/c tax revenue can be used to provide services such as roads, police, education, etc. 

Amount of TS lost when Tax is initiated is called deadweight loss (DWL) 

About DWL:
Due to Tax, units between Qt and Qe are not sold
Value of these units to buyers is greater than cost of producing them, tax has prevented mutually beneficial trades

What determines Size of DWL?
Gov’t needs tax revenue to finance roads, schools, police, etc. so it must tax some goods and services
Which ones? One answer is that gov’t should tax the goods or services with smallest DWL.
DWL small vs. large? Depends on elasticities of supply of demand
Recall: Price of Elas. of Demand (or Supply) measures how much Qd (or Qs) changes when price changes. 
Inelasticity=smaller DWL
Elasticity=larger DWL

Why Elasticity Affects the Size of DWL:
Tax distorts market outcome, it fucks with the Invisible Hand’s job
Elasticity measures how much buyers and sellers respond to changes in price
Therefore Determines how much tax distorts the market outcome

How should Government be?
Big gov’t provides more services, requires higher tax, higher DWL
Larger DWL from taxation
Argument for smaller government
Tax on Labour Income is especially important; it’s the biggest source of gov’t revenue
Marginal tax rate: tax on last dollar of earnings
If labour Supply inelastic, DWL is small
Labour Taxes can be highly distorting, elastic supply, respond to incentives
Working overtime
2nd earner in a family in order to make more money
elderly choose to work after retired
some people work in “underground economy” to evade taxes

Effects of Changing Size of Tax:
policymakers often change taxes, raising some, lowering others
When Tax Increases:
DWL increases at an increasing rate
Laffer Curve shows relationship between size of tax and tax revenue
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Pw = world price of good  price that prevails world markets
Pd= domestic price without trade
If Pd < Pw 
Country has comp. adv. In good
Under free trade, country exports good
Small economy is a price taker in world market: actions have no affect on Pw
Spain, Cuba, Canada
Small economy engages in free trade, Pw is the only relevant price:
No seller would accept less than Pw, because she could sell the good for Pw in world markets
No buyer would more than Pw, he could buy the good for Pw in world markets
Result: free trade is allowed the domestic price (Pd) will equal the world price (Pw)

If Pd<Pw
Direction for trade  export
Consumer surplus  falls
PS  rises
TS  rises
If Pw<Pd
D. of trade  import
CS  rises
PS  falls
TS  rises
Whether imported or exported the gain exceeds the losses

Benefits:
Consumers enjoy variety of goods
Producers sell to larger market/achieve lower consts through econ. of scale
Comp. from abroad may reduce market power of some firms, increase total welfare
Trade enhances flow of ideas, facilitates spread of tech around the world 
Increases our efficiency too

Opposition to Trade:
Winners from trade compensate the losers and still be better off
Yes compensation rarely occurs
Losses often highly concentrated among a small group of people, who feel them acutely
Gains often spread thinly over many people, who may not see how trade benefits them
Losers have more incentive to organize and lobby restrictions on trade

Tariff: a tax on imports
Ex: Cotton Shirts
Pw= $20
Tariff: T=$10/shirt
Consumers must pay $30 for an imported shirt, domestic producers can charge $30 per shirt
In general, price facing domestic buyers/sellers equals (Pw+T)

Deadweight Loss from overproduction
Deadweight Loss from under-consumption

Import Quota: quantitative limit on imports of a good

Mostly has same effect as tariff:
Raise domestic price of good
Reduce quantity of imports
Reduce buyer’ welfare
Cause deadweight losses

Tariff creates revenue for gov’t. Quota creates profits for holder of import license who sells good at Pd which is higher than Pw
Gov’t could change fee for import license 
Import quota works exactly like tariff

Country liberalize trade:
Unilateral reductions in trade restrictions on its own
Multilateral agreements with other nations
Reduce trade restrictions while other countries do the same
Pros and Cons:
Has potential to result in freer trade than a unilateral approach
Can reduce trade restrictions abroad as well as athome
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Firm’s goal is to max profit
Profit = Total Revenue – Total Cost
TR Amount firm receives from the sale of its output
TC  market value of inputs a firm uses in production
When economists speak of a firm’s cost of production, include all opp. Costs of goods and services
Explicit Costs  require outlay of money, you pay it
Implicit  do not require cash outlay, other expenses that you don’t pay right away
Both matter for firm’s decisions
Accounting Profit:
Total revenue minus total explicit cost 
Explicit cost is accounting cost
Economic Profit: 
Total revenue music total cost (explicit and implicit cost)
Production Function: relationship between your inputs and outputs of a good
Represented by table, equation, graph
Marginal Product: input is the increase in output arsing from an additional unit of that input, holding all other inputs constant
Notation = change in… ∆
∆Q = change in output, ∆L= change in labour 
Marginal Product of labour (MPL) = ∆Q/∆L
MPL is the slope of the Production Function
Diminishing Marginal Product: 
Marginal product of an input declines as the quanityt of the input increases
MPL diminishes as L rises
workers increase but not land, average worker has less land, less productive
MPL diminishes as L rises whether fixed input is land or capital
Marginal Cost: increase in Total Cost from producing one more unit.
MC = ∆TC/∆Q
If cost is less then revenue you get more profit
Fixed Cost (FC)  do not vary with the quantity of output produced
Variable Cost  vary with the quantity produced 
Total Cost (TC)  FC + VC
Average Fixed Cost:
Fixed Cost divided by the quantity of output:
AFC= FC/Q
Average Variable Cost:
AVC = VC/Q
Average Total Cost:
Equals total cost divided by quantity of output
ATC = TC/Q 
ATC = AFC + AVC
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Characteristics
Many buyers and many sellers
Goods offered for sale are largely the same
Firms can freely enter or exit market
Each B and S is a “price taker” 

Revenue of Competitive Firm:
Total Revenue  TR = P x Q
Average Revenue  AR = TR/Q = Price
Marginal Revenue  MR = change in TR / Change in Q
Change in TR from selling one more unit

Profit Maximization:
If increase Q by one unit, revenue rises by MR, cost rises by MC
If MR > MC then increase Q to raise profit
If MR < MC then reduce Q to raise profit
If MC=MR Profit is maximized

Shutdown: 
Short-run decision not to produce anything because of market conditions

Exit:
A long-run decision to leave the market
A firm that shuts down temporarily must still pay its fixed costs.  A firm that exits the market does not have to pay any costs at all, fixed or variable

Firm’s Short-Run decision to Shut Down:
If firm shuts down temporarily
Rev. falls by TR
Costs fall by VC
Firm should shut down if TR < VC
Divide both sides by Q: TR/Q < VC/Q
So we can write firm’s decision as 
Shut down if P< AVC

Irrelevance of Sunk Costs:
Sunk Cost: a cost that has already been committed and cannot be recovered
Should be irrelevant to decisions; must pay them regardless of choice. 
FC is a sunk cost: firm mist pay is fixed costs whether it produces or shuts down
FC should not matter in the decision to shut down 

Long Run:
Firm exit if TR < TC (P < ATC)
Firm enter if TR > TC (P > ATC)


Short Run Supply Curve:
Multiply the marginal cost at certain prices by the # of identical firms in the market

Long Run Equilibrium: process of entry or exit is complete – remaining firms earn zero econ. profit
This means P=ATC
Since firms produce where P=MR=MC
Zero-profit condition is P=MC=ATC
Mc intersects ATC at min.
Therefore, P=minimum ATC
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Monopoly:
Firm is sole seller of product without close substitutes
Monopoly ave market power 
Ability to influence market price of the product
Competitive firm has no market power
Barriers to Entry: (cause of monopoly)
Other firms cannot enter the market
1. Single firm owns a key resource 
diamond mines owned by DeBeers
2. Gov’t givs single firm exclusive right to produce good.
Patents, copyright laws
3. Natural Monopoly:
single firm can produce entire market Q at lower ATC than could several firms

Monopoly vs. Competition: Demand Curve:
A competitive firm can increase Q without lowering P, therefore, MR = P for the competitive firm 
A monopolists demand curve must reduce P to enlarge Q, thus, MR does not equal P

Understanding the MOnopolsists MR
Increasing Q has two effects on revenue:
Output Effect:
More ouput is sold, raises revenue
Price Effect:
Price falls, lowers revenue
Sell a larger Q, monopolist must reduce price on all the units it sells
Hence MR<P
MR could even be negative if the price effect exceeds output effect

Profit Maximization:
Maximizes profit by producing the quantity where MR = MC
Once the monopolist identifies quantity, sets highest price consumers WTP for Q
Finds price from D curve

Monopolist Does Not Have S Curve:
Is price maker not price taker
Q does not depend on P
Q and P are jointly determined by MC, MR and demand curve
Therefore no supply curve for monopoly

Welfare Cost of Monopoly:
Monopoly Eq’m P> MR=MC
Value to buyers of additional unit (P) exceeds cost of resources needed to produce that unit (MC). 
Monopoly Q is too low  could increase total surplus with a larger Q
Monopoly results in a deadweight loss

Public Policy Toward Monopolies:
Governments deal with problem of monoploly through regulation.
Common with natural monopolies
Gov’t agencies regulate monopolist’s price by setting it equal to MC (Marginal Cost Pricing)
For natural monopolies, MC < ATC at all Q, so marginal cost pricing would result in losses
Regulators might:
Subsidize the monopolists
Set P = ATC for zero economic profit (average cost pricing)

Discrimination is practice of treating people differently based on characteristic such as race or gender.

Price Discrimination:
Business practice of selling same good at different prices to different buyers
Characteristic used in price discrimination is WTP
Firm can increase profit by charging higher price to buyers with higher WTP
Perfect (first-degree) price discrimination helps monopolist capture ALL profit, AND CS, plus there is now DWL
Not possible
You don’t know every person’s WTP
They put people into groups so find their WTP
Second-degree price discrimination: firm charges different prices to the same customer for different units the customer buys
Each donut is 50 cents, or $5 for a dozen
Third-degree price discrimination: When the markets can be segmented and when the segments have different elasticities of demand.
Movie theatres charge lower prices to seniors and children

Monopoly is rare in real world:
Many firms have market power
Seling unique variety of product
Having a large market share and few significant competitors
Many such cases, most of the results from this chapter aply 
Markup of price over MC
DWL
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Monopolistic Competition:
Market structure in which firms sell products that are similar but not identical
Ex:
Apartments
Books
Bottled water
Clothing
Fast food
Night clubs

Monopolistic Competition and Monopoly:
Short Run:
Under monopolicistic competition, firm behaviour is very similar to monopoly
Long Run: monopolistic completion entry and exit drive economic profit to zero
Profits in the short run: new firms enter market, taking some demand away from existing firms, prices and profits fall
Losses in the short run: some firms exit market, remaining firms enjoy higher demand and prices

Product Variety Externality:
Consumers get consumer surplus from the introduction of a new product, entry of a new firm conveys a positive externality to consumers
The Business-Stealing Externality:
Because other firms lose customers and profits from the entry of a new competitor, entry of a new firm imposes a negative externality on existing firms

Inefficiency of monopolistic competition are subtle and hard to measure
No easy way for policy makers to improve market outcome

Advertising:
Monopolistically competitive industries, product differentiation and markup pricing lead naturally to the use of advertising 
More differentiated the products, more advertising firms buy 

Critique:
Society is wasting resources 
Firms manipulate tastes 
Advertising impedes competition
Defense:
Provides useful info
Informed buyers can easily find and exploit price differences
Advertsising promotes competitions and reduces market power
A firm’s willingness to spend huge amounts on advertising may signal quality of its product to consumers, regardless of content of ads
They may convince buyers to try product 
Most expensive ads not worthwhile if it doesn’t lead to repeat buyers
Consumers see expensive ads, 
Think product must be good if company spends money on ad

Galbraith vs. Hayek:
John Kenneth Galbraith:
Affluent Society (1958) argued corporations use advertising to create demand for products that people otherwise do not want/need
Frederic Hayek
Critiques Galbraith
It is because each individual producer thinks consumers can be persuaded to like products that he endeavours to influence them 

Brand Names
Brand name products coexist with generic ones
Firms with brand names usually spend more on ads 
Charge higher prices for product s
Disagreement about brand names 

Critique:
Brand names cause consumers to perceive differences that do not really exist
Consumer’s WTP more for Brands is irrational, fostered by ads
Eliminating gov’t protection of trademarks would reduce influence of brand names, result in lower prices 

Defense:
Brand names provide info about quality
Companies with brand names have incentive to maintain quality, protect reputation of brand names 
Brand name is who they are
Need to keep that reputation

Conclusion:
Differentiated products everywhere
Monopolistic competition describes many markets in economy 
Offers little guidance to policymakers looking to improve market’s welfare (allocation of resources) 

[bookmark: _WNSectionTitle_13][bookmark: _WNTabType_12]	2012-09-12 6:57 PM


Oligopoly:
Only a few sellers offering similar or identical products
Monopolistic Competition: many firms sell similar buy not identical products 

Markets with Few Sellers:
Oligopolistic market has few sllers 
Tension between corporation and self-interest
Co-operation and acting like monopolist:
Producing small quantity of output and charging a price above marginal cost 
If cooperate to produce among themselves the monopoly output, they can maximize their joint profits and reach cooperative outcome
Care about its own profit
Individual firm may make more profits if it defects while other cooperate
Duopoly:
Oligopoly with two firms producing one good

Collusion:
Agreement among firms in a market about quantities to produce or prices to charge
Cartel:
Group of firms acting in unison (colluding) 
Collusion vs. Self-Interest:
Both firms would be better off if both stick to the cartel agreement 
Each firm has incentive to renege on agreement 
Lesson:
It is difficult for oligopoly to form cartels and honour their agreements 

Nash Equilibrium:
A situation when economic participants interacting with one another each choose their best strategy given strategies that all others have chosen 

Output Effect:
P>MC selling more output raises profits 

Price Effect:
Raising production increases market quantity, which reduces market price and reduces profit on all units sold

Size of Oligopoly:
# of firms in market increases
price effect becomes smaller
oligopoly looks more and more like a competitive market
P approaches MC
Market quantity approaches socially efficient quantity 
Another benefit of International Trade:
Trade increases # of firms competing, increases Q, keeps P closer to MC

Game Theory:
Study of how people behave in strategic situations
Dominant Strategy:
Strategy that is best for a player in a game regardless of strategies chosen by other players
Prisoners’ Dilemna: 
A “game” between two captured criminals that illustrates why cooperation is difficult even when it is mutually beneficial 

When oligopolies form cartel in hopes of reaching monopoly outcome, they become players in a prisoners’ dilemma
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Externality:
Uncompensated impact of one person’s actions on the well-being of a bystander
Negative:
Effect on bystanders adverse
Positive:
Effect on bystanders beneficial

Positive Externalities from Education:
Lower crime rates
Better governments 
Lower unemployment
Better international competitiveness
Improved economic efficiency and productivity 
People do not consider these external benefits when deciding how much education to “purchase” 
look at first 4 or 5 slides for more info on this


Welfare Economics;
supply curve shows private costdirectly incurred by sellers
demand shows private valuevalue to buyers (WTP)

Social Cost:
Private + external cost
External Cost:
Value of negative impact on bystanders 
Ex//$1/litre (value of harm from smog and greenhouse gasses) 

Internalizing the externality:
Altering incentives so that people take account of the external effects of their actions
Taxes are used to internalize negative externalities
Pigovian taxes

Positive Externality:
Social value of a good includes 
Private value + external benefit (value of positive impact on bystanders) 
Subsidize goods to internalize the externality because the market isn’t producing enough 

Coase Theorum:
Private parties bargain without cost over allocation of resources, they can solve the externalities problem on their own 

Ex// Determine Socially efficient outcome by weighing benefits vs. costs, and if benefits exceed costs dog stays, vise versa dog goes

Transaction Costs: costs that parties incur in the process of agreeing to and following through on a bargain 
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Derived Demand:
Derived from a firm’s decision to supply a good in another market
Demand for apple pickers is tied to supply of apples in market
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