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Chapter One- Ten Principles 

Scarcity of resources: the limited nature of society’s resources 
requires that decisions be made about allocation

Economics: the study of how society manages its scarce resources and makes those decisions 

Principle #1- People Face Tradeoffs
Usually between
Efficiency: society is getting the most it can from its scarce resources
Size of the economic pie
Equity: the benefits of those resources are distributed fairly 
How the pie is divided 

Principle #2- The Cost of Something Is What You Give Up to Get It
Opportunity Cost: The highest-valued alternative that is given up when a certain action is chosen.
Whatever must be given up to obtain something else 
Every choice is a trade-off – something is given up

Principle #3: Rational People Think at the Margin
A rational decision-maker takes an action if and only if the marginal benefit of the action exceeds the marginal cost
Systematically and purposefully do the best they can to achieve their objectives

Margins: small incremental adjustments to a plan of action
around the edges
people compare marginal benefits vs. marginal costs to make a decision

Principle #4: People Respond to Incentives
Incentives: something that induces a person to act
changing costs and benefits
people respond to these

Principle #5- Trade Can Make Everyone Better Off
Allows countries to specialize and enjoy a greater variety
All market participants benefit from specialization and exchange

Principle #6- Markets Are Usually a Good Way to Organize Economic Activity
Market Economy: an economy that allocates resources through the decentralized decisions of many firms and households in a market for goods
decentralized decision making of millions of households and firms seeking their own self interest
does not always allocate resources efficiently

Principle #7- Governments Can Sometimes Improve Market Outcomes
Markets only work if government enforces property rights
Property Rights: the ability of an individual to own and exercise control over scarce resources

Invisible hand can fail 
Market failure: fails to produce an efficient allocation of resources due to
Externality: the impact of one person’s actions on the well being of a bystander
Market power: the ability of a single actor to have substantial influence on market prices
Governments must intervene
To promote efficiency and equity

Principle #8- Standard of Living Depends on Ability to Produce
Productivity: the quantity of goods and services produced from each hour of a worker’s time
Explains the large differences in living standards

Principle #9: Prices Rise When the Government Prints Too Much Money
Inflation: an increase in the overall level of prices in the economy
Caused by growth in the quantity of money
Results in the value of money decreasing

Principle #10: Short Run Trade Off Between Inflation and Unemployment
However, increasing the quantity of money can be positive
Stimulates spending, increases demand
More workers needed to produce more goods
= less unemployment

this short run trade off plays a key role in the business cycle
Business cycle: fluctuations in economic activity
Irregular and largely unpredictable
Measured by production of goods or unemployment
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Chapter 2- Thinking like an Economist

	Economists are like scientists:


Theory
Observation 
Analyze data

Assumptions 
used in economic models to simplify reality in order to improve our understanding of the world

Economic Models 
Circular–flow diagram: visually shows how dollars flow through markets along households and firms
Two sectors of the economy 
Households- own the factors of production (labour) and consume the goods
Firms- produce goods and services using factors of production
Two markets 
Goods market- households are buyers, firms sellers
Factors of production- households are sellers, firms buyers
Inner and Outer Flows 
Inner flow- represents real flows (inputs and outputs) 
Households sell labour, land and capital
Firms use these factors to produce goods
Goods are then sold to households
Outer flow – represents the flow of dollars 
Households spend money to buy goods
Firms use some of this money to pay for factors of production
Leftover: profit of the firm owners, who are households themselves

The Production Possibilities Frontier: mathematically shows the combination of outputs that the economy can possibly produce given the available factors of production and the available technology (p.27-29)
Economic Resources 
Land 
Labour 
Capital 
Entrepreneurship 
Characteristics of the PPF 
Downward sloping 
Attainable versus unattainable points 
Points outside are not feasible
Points on or inside are feasible
Efficient versus inefficient points 
Points on are efficient
Points inside are not efficient (producing less than it should)
Slope represents opportunity cost 
Opportunity cost of a car equals the slope of the frontier
Measured in terms of computers (1 car= 2 computers)
There are many possible attainable points 
Constant Opportunity Costs 
PPF is a straight line 
Opportunity cost of a car is lower
Few cars are being made, more computers
Increasing Opportunity Costs 
PPF is concave or bowed outward from the origin 
Opportunity cost of a car is highest when the economy is producing many cars and fewer computers
 Economic Growth 
PPF shifts outward 
Technological advance, change in set of opportunities 

Microeconomics: individual markets within the whole economy- the determination of equilibrium prices and exchange quantities. 
How households and firms make decisions and how they interact in markets

Macroeconomics: the study of the economy as a whole – inflation, unemployment and economic growth
Economy wide phenomena 

Positive Statements: deal with matters of fact, and are capable of being verified
Attempt to describe the world as it is
Minimum wage laws cause unemployment

Normative Statements: statements of opinion – what ought to be
Prescriptive 
The government should raise the minimum wage

Chapter 2 Appendix: Review of meaning of graphs 
P. 42
Graphs are used to visually express economic ideas that would be less clear if described in words

Demand Curve: traces the effect of a good’s price on the quantity of the good consumers want to buy
The cheaper it is, the more people buy
Downward sloping- higher price reduces demand, quantity and price move in opposite directions- negatively related
Upward sloping- variables move in the same direction, positively related 

Shifts of a Curve: when a variable not named on either axis changes

Movement Along a Curve: when a variable along the axis changes

Slope: to answer questions about how much a change in one variable effects the other
The ratio of the vertical distance covered to the horizontal distance covered as we move along the line
Changes in the x and y co-ordinates

Change in y   =    1st y coordinate- 2nd y coordinate 
Change in x         1st x coordinate- 2nd x coordinate

Cause and Effect 
Economists use graphs to argue how one set of events causes another set of events to happen
Demand curve- obvious cause and effect but not always that easy
Variables are hard to hold constant
Omitted Variables: can a variable chosen not to be included be causing the changes on the graph?
Reverse Causality: we think A causes B but B actually cause

[bookmark: _WNSectionTitle_2][bookmark: _WNTabType_1]	13-09-10 9:28 AM

Chapter 3- Interdependence and the Gains from Trade

Voluntary Exchange
Everyone can benefit
Interdependence is preferable to economic self-sufficiency
Specialization and exchange make trading partners better off.
can specialize in the product that they can produce more cheaply (in terms of the amount of other goods given up) and benefit by trading for the other good at a cost below their own opportunity cost
everyone is able to consume a greater variety and quantity of goods and services as compared to economic self-sufficiency
expands consumption opportunities- p.55
for both parties to gain: the price at which they trade must lie between the two opportunity costs 

Absolute Advantage: a good is produced by one person/ region/ country with fewer inputs
The comparison among producers of a good according to their productivity
Quantity of inputs
Whoever has the least amount of inputs
May have an absolute advantage in both goods

Comparative Advantage: a good is produced with a lower opportunity cost
The comparison among producers of a good according to their opportunity cost
Who gives up less of other goods to produce that one good?
Impossible for one person to have a comparative advantage in both goods
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Chapter Four: Supply and Demand

Market 
A group of buyers and sellers of a particular good or service
Buyers determine demand, sellers determine the supply
Highly organized- agricultural
Buyers and sellers meet at a specific time where an auctioneer helps determine prices and sales
More often they are less organized 
any institution, mechanism or arrangement that allows for the voluntary exchange of goods and services between those who wish to acquire them (buyers) and those who wish to relinquish them (sellers).

Competitive Market 
many buyers and sellers of a standardized product in a situation where no one market participant is able to control the price
assume that markets are perfectly competitive
goods offered for sale are all exactly the same
buyers and sellers are so numerous they don’t have control over price
must accept the price- price takers

Demand 
Quantity demanded 
Amount of the good that buyers are willing and able to purchase
Price of the good plays a major role when considering how markets work
Negatively related to the price- price goes down, demand goes up
o Represented by a movement along the demand curve 
Increase in quantity demanded- downward slope
Law of Demand 
All things equal, the quantity demanded falls when he price of a good rises
Demand Schedule 
A table that shows the relationship between the price of a good and the quantity demanded 
Assumes everything else influencing how much consumers want to buy is constant
Demand Curve 
Graphs the demand schedule
The relationship between the price of a good and the quantity demanded 
Market Demand
The sum of all the individual demands for a particular good or service 
Needs to be determined in order to analyze how markets work
The sum of the individual demand curves horizontally 
Individual Demand 
Represented by the demand curve

o Shifts in the Demand Curve 
o Increase in Demand 
o demand curve shifts right 
o Decrease in Demand 
o demand curve shifts left 

o Factors that Shift the Demand Curve 
o Income 
o Normal Good 
o Inferior Good 
o Prices of Related Goods 
o Substitutes 
o Complements 
o Tastes 
o Expectations 
o Number of Buyers 

Supply 
o Quantity supplied 
o Represented by a movement along the supply curve 
o Distinguish between an increase and a decrease in quantity supplied 
o Law of Supply 
o Supply Schedule 
o Supply Curve 
o Market Supply versus Individual Supply 

o Shifts in the Supply Curve 
o Increase in Supply 
o supply curve shifts right 
o Decrease in Supply 
o supply curve shifts left 
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o Factors that Shift the Supply Curve 
o Input prices 
o Technology 
o Expectations 
o Number of Sellers 

Equilibrium 
o Shortage 
o Surplus 

Law of Supply and Demand
	Market:  Competitive Market:
.
Law of Demand: The quantity demanded of a good falls as its price increases, other things being equal. (Downward sloping Demand Curve.) Things other than the price of the good can influence buying decisions – income, prices of related goods, tastes, expectations, and number of buyers. When one of these determinants changes, the demand curve shifts.
Law of Supply: the quantity supplied of a good rises when its price increases, other things being equal. (Upward sloping supply curve.) Things other than the price of the good can influence selling decisions – input prices, technology, expectations, and number of sellers. When one of these nonprice determinants changes, the supply curve shifts.
By combining supply and demand information, it is possible to determine the quantity of a good sold in the market and its price. At only one price will the quantities that buyers and sellers wish to exchange be in balance (equilibrium). A surplus will result in the price falling. A shortage will result in pressure for price to increase.
Market economies use the forces of Demand and Supply to allocate scarce resources among competing uses. Prices are the signals that guide economic decisions.
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	Chapter Five: Elasticity

Price Elasticity of Demand: 
how much the quantity demanded of a good (in percentage terms) 
responds to a change in the price (in percentage terms).
Elastic – a substantial response
Inelastic – only a slight response
Demand will be more elastic:
if the good is a luxury, not a necessity
the longer the adjustment time
if the good has close substitutes
if the market is narrowly defined
Price Elasticity of Demand = % Change in Quantity Demanded / % Change in Price 
(Use Mid-point method)
The value of price elasticity of demand is useful in that it reveals how a price increase 
(or decrease) will change total expenditure on the good (= total revenue for the sellers of the good).
Price Elasticity of Supply: the responsiveness of quantity supplied ( in percentage terms)
 to a change in the price of the good (in percentage terms). 
Supply is more responsive with a longer period of adjustment, 
and the easier it is for resources to flow into and out of various product markets.
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Chapter Six: Government Policies

	Price Ceiling: a legal maximum price – if below equilibrium price, creates a shortage. 
Eg. Gasoline shortages in the U.S. in the 1970’s, rent control.
Price Floor: a legal minimum price – if above equilibrium price, creates a surplus. 
Eg. Minimum wage, agricultural price supports.



	Taxes: A tax may be levied on buyers or sellers. But who bears the burden of a government
imposed tax? (actually pays). Economic analysis sheds some light on the incidence of the tax 
(whether buyers or sellers take the share intended). Analysis shows that taxes discourage 
market activity. Equilibrium quantity of the good sold is reduced.
The burden of the tax depends on price elasticities of demand and supply. 
The less elastic side of the market will pay more because they can respond less easily 
to the tax by changing the quantity bought or sold.
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	Chapter Seven: Supply and Demand 2

The Demand Curve can represent the maximum dollar amount that consumers would be willing to pay for different quantities of the good – based on how much value the buyer expects to receive from the good. The height of the demand curve from the horizontal axis shows the total benefit consumers expect to receive from various quantities of the good.
Consumer Surplus is the difference between what a buyer is willing to pay for the good and what he or she actually pays. On a demand curve graph this is shown as the area below the demand curve and above the price. Consumer Surplus measures the benefit that buyers receive from a good as the buyers themselves perceive it (measures economic well-being).
The Supply Curve can represent the minimum dollar amount that suppliers would be willing to accept in order to give up the good – based on how much it cost to produce. The vertical distance below the supply curve ( or the height of the supply curve above the horizontal axis) represents the opportunity cost to the seller of supplying various quantities of the good.
Producer Surplus is the difference between the price a seller receives for the good and the opportunity cost of producing the good. On a supply curve graph this is shown as the area above the supply curve and below price. Producer Surplus is used to measure the well-being of sellers.
	Total Surplus
	= Consumer Surplus + Producer Surplus.
= Value to buyers – Costs to sellers


An efficient allocation of resources maximizes total surplus. This occurs where price and quantity exchanged in the market are determined where Demand and Supply intersect. This happens without regulation in a perfectly competitive market and where the production and consumption of goods does not harm or benefit others without compensation.
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	Chapter Eight: Costs of Taxation

A tax places a wedge between the price buyers pay and the price sellers receive. 
Therefore quantity sold is less than it would have been without the tax. Whether this
 decrease in quantity will be large or small depends on the elasticities of demand and supply.
Consumer Surplus and Producer Surplus will be reduced, and the loss will be a larger amount 
than the tax revenue generated for the government.
The Deadweight Loss of a tax: the difference between the loss of total consumer and producer 
surplus and the tax revenue. (Graphically, the triangular area between Demand and Supply,
 between the perfectly competitive quantity of exchange and the reduced quantity after the tax.) 
The tax makes buyers and sellers worse off, because efficiency in the allocation of resources is lost. 
Larger elasticities of demand and supply imply larger deadweight losses.
Tax revenue initially increases with the size of the tax. Eventually, however, 
a larger tax rate reduces the tax revenue because of shrinkage of the market.
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	Chapter Eleven: Public Goods
 
Part A: True/False All
Part B: Multiple Choice All
Part C: Short Answer 2, 3
Part D: Practice Problems 1

o Public Goods – Definition 
o Excludability 
o Rival in Consumption 
o Private Goods 
o Common Resources 
o Examples of Common Resources 
o Freer rider 
o Cost-benefit analysis 
o Tragedy of the Commons 


Excludable good: people can be prevented from enjoying the good.
Rival good: one person’s use of the good reduces the benefits available to others.
Private good: a good that is both excludable and rival. Eg. Ice cream cone. Most goods fall into this category and competitive markets are able to supply private goods efficiently.
Public good: a good that is neither excludable nor rival. Eg. National defence. If the market were to try to provide this type of good, some people would refuse to pay. (ie. If the product is non-excludable, some people will become free riders and an efficient quantity of the good would not be produced.) The solution is that governments usually provide public goods. It is still difficult to determine the socially optimal quantity. The government would conduct a Cost-Benefit Analysis before undertaking a public project.
Common resources: rival but not excludable. Eg. Clean air. Since common resources are free, they tend to be overused. Government legislation is aimed at reducing the rate of usage of common resources through fees or other legal restrictions.
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Chapter Thirteen: Cost of Production
· Check online notes too

Part A: True/False All
Part B: Multiple Choice All
Part C: Short Answer 1
Part D: Practice Problems 1, 2

o Total Revenue (for a firm) 
o Total Cost 
o Profit 
o Explicit Costs 
o Implicit Costs 
o Economic Profit 
o Accounting Profit 
o Production Function 
o Marginal Product 
o Diminishing Marginal Product 
o Total Costs 
o Total Fixed Costs 
o Total Variable Costs 
o Average Total Cost 
o Average Fixed Cost 
o Average Variable Cost 
o Marginal Cost 
o Efficient Scale 

Graphs of Cost Curves 
o Total variable cost curve rises as output increases 
o Total cost curve slopes upwards because total costs rise when total variable costs rise 
o Total fixed costs are the same regardless of the level of production 
o Distance between the total cost and total variable cost curves is total fixed cost 

Cost Curves (most firms)
MC curve is upward sloping
Average Total Cost (ATC) curve is U-shaped
MC crosses ATC at the minimum of average total cost 

Average Total Cost 
o U – shaped 
o Reasons: 
o Average total cost falls as output rises because of falling average fixed costs 
o Average total cost rises as output rises because of diminishing marginal product 

Average Variable Cost 
o U – shaped 
o Reason: diminishing marginal product 

Average Fixed Cost 
o Slopes downward as output rises 
o Reason: the firm is spreading its fixed costs over a great amount of output 

Marginal Cost 
o Slope of the total cost curve 
o Know the relation between product and cost curves 
o Know the relation between Average Total Cost and Marginal Cost 
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Long Run 
Long Run Average Cost Curve 
o Economies of Scale 
o Also called Increasing Returns to Scale 
o Occurs when long-run average total cost falls as the quantity of output increases 

o Diseconomies of Scale 
o Also called Decreasing Returns to Scale 
o Occurs when long-run average total cost rises as the quantity of output increases 

o Constant Returns to Scale 
o Occurs when long-run average total cost stays the same as the quantity of output 
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Chapter Fourteen: Firms in Competitive Markets
Ch. 14: All true/false questions
Ch. 14: All Multiple Choice Questions
Ch. 14: Practice Problems: 1, 2, 3

Competitive Market
1. Many buyers and many sellers.
2. The goods offered by the various sellers are the same

= each buyer and seller is a price taker: their actions have no impact on the market price, they take the price as given
Ex. Each buyer purchases an amount too small in relation to the market and each seller has limited control because others offer the same product

3. Firms can enter or exit the market freely.
Not necessary for them to be price takers
Only a powerful force in shaping the long-run outcome 

Ex. Internet Services, Copy Shops, Fish, Wheat Farming, Stock Markets, Maple Syrup

Revenue 
Attempt to maximize profit= total revenue – total cost
Selling price of the good is constant whatever the output of the firm 
Thus, the firm’s total revenue= price (P) x quantity (Q)

Average Revenue: how much revenue a firm receives for the typical unit sold
total revenue divided by quantity sold
for ALL firms AR= P

Marginal Revenue: the change in total revenue from the sale of each additional unit sold
ONLY competitive firms MR= P

Profit Maximization
To maximize profit, firms chose the quantity that makes profit as large as possible
Can also be found by comparing marginal revenue and marginal cost for each unit
Difference between TR and TC is greatest
Principle: Rational people think at the margin
Think at the market and make incremental adjustments to production = produce profit maximizing quantity (i.e. marginal cost cannot be more than MP) 

3 Rules
Occurs when MC= MR 
If MR > MC= increase production to increase profit
If MR> MC= reduce production to increase profit
Eventually will hit Qmax

Supply Curve
Firms MC curve determines Q
MC curve is the competitive firm’s supply curve
Also: MP is horizontal because price is the same regardless of output (price taker)- also equals AR and MR

Short-Run Decision to Shutdown 
Shutdown: temporary, short-run decision not to produce anything during a specific period of time because of current market conditions 
Still has to pay fixed costs (sunken)
Saves variable costs 
Firms shut down IF the revenue from producing is less than the variable costs of production
Shutdown if TR < VC… TR/Q < VC/Q…. P < AVC
Sunk Cost: a cost that has already been committed and cannot be recovered
Ex. If a farmer doesn’t produce crops one year, because his land is a fixed cost, it cannot be recovered. If the farmer left the market he could sell the land. 
Opposite of an opportunity cost- cannot be avoided 
Irrelevant in shutdown decisions
Shutdown Price: the price that coincides with the minimum point on the AVC curve
If market P is less than shutdown P= shutdown
Also can be referred to the startup price if market P is higher= reopen
Occurs when P= AVC
A perfectly competitive firm can operate at a loss in the short run 
Only if revenue exceeds variable costs
Fixed costs have to be paid either way, might as well stay open

Short Run Supply Curve 
2 Parts:
the MC curve above AVC
Prices from 0- shutdown price = zero output, lies on vertical axis

Long Run Decision to Enter or Exit 
Exit the Market
Will lose all revenue
Save both fixed and variable costs
Exit if TR < TC… TR/Q < TC/Q…. P < ATC
Exit Price: the price that coincides with the minimum point on the average total cost curve, related to the firm’s efficient scale 
If market P is less than exit P = exit
Long run concept (average total cost curve) as opposed to shutdown price which is short run (average variable cost curve)
Enter the Market
If the price of the good exceeds the average total cost of production
Enter if P > ATC

Long Run Supply Curve
2 Parts:
long run supply curve is the portion of the MC curve that lies above ATC
if it falls below average total cost (0-exit price), it lies along the vertical axis and is better off exiting
Typically horizontal at average total cost because of large potential entrants so price remains constant
Could slope upward if: (a higher price is necessary)
1. A resource used is only available in limited quantities 
Demand for the resource would cause resource price to increase
Thus increases the price to produce the good
2. Firms may have different costs
People may work faster, better alternative uses of their time, etc.
Because firms can enter and exit more easily it the long run than in the short run, the long run supply curve tends to be more elastic 

Zero Profit Condition
P= TR- TC 
total cost includes opportunity costs, so TR must compensate owners for their time and money 

A Shift in Demand in the Short Run and Long Run 
Because firms can enter and exit in the long run, not in the short run, the response of a market to a change in demand depends on the timr horizon

Ex. Demand increase and shifts outward
Short run supply increases, prices and quantity sold increase
Firms make more profit- more firms enter the market 
This shifts the supply curve from left to right, price falls 
Price returns to P1 and profits decrease again
= more firms are created to deal with the demand
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Chapter 15: Monopoly
Ch. 15: All true/false questions
Ch. 15: All Multiple Choice Questions
Ch. 15: Short Answer Questions: 1 – 4
Ch. 15: Practice Problems: 1 

Monopoly: a firm that is the sole seller of a product without close substitutes 
Fundamental cause is barriers to entry
1. Monopoly Resources- a key resource is owned by a single firm
Ex: De Beers, owns diamonds
2. Government Monopolies- gives the single firm the exclusive right to produce or supply the product
Ex: Patent and copy right laws on drugs
When patent runs out, the profit a firm can make draws firms in and makes the market more competitive
This reduces P to equal MC
Generic brands are introduced at prices well below monopolist price
But monopolists keep price somewhat higher than generic brands because customers remain loyal
3. Natural Monopolies- a single firm can produce output at a lower cost than a large number of producers can
Ex: Distribution of water
When a firm’s average total cost curve continually declines
When production is divided among more firms, each firm produces less and ATC rises 
A single firm can produce any given amount at the smallest cost

Monopoly versus Competition
Key difference: monopoly’s ability to influence the price of its output because it is the sole producer
Can adjust price through altering quantity it supplies to the market
can choose any point on the demand curve but not OFF the demand curve
Demand Curves
Competitive- market price as horizontal line, horizontal demand curve, perfectly elastic
Monopoly- Demand curve is market demand curve, slopes downward, 
Provides a constraint on the ability to profit from its market power- makes the outcome of selling a large amount at a high price impossible
Describes the combinations of price and quantity that are available

A Monopolist’s Revenue
Total Revenue- quantity sold x the price
Average Revenue- total revenue / quantity
Revenue received per unit sold
Always equals the price of the good (all firms)
Also the demand curve because AR=P
Marginal Revenue- the change in TR when output increases by 1
The amount received for each additional unit sold
Always less than the price of the good (monopolies only)
Because of the downward sloping demand curve
To increase amount sold, must decrease price
Lays below the demand curve
Can become negative when the price effect on revenue is greater than the output effect
Increase in Amount Sold
Output Effect: more output is sold (so Q is higher) and TR increases
Price Effect: Price falls (so P is lower) and TR decreases
If monopoly increase Q by 1, it must reduce the price it charges for every unit  and this cuts the revenue on units already selling 
Not true for competitive markets because a firm can sell all it wants at the market price- because they are price takers, MR = P

Profit Maximization
To maximize profits, a monopolist will produce where
TR – TC is at a maximum
MR=MC
Can use a demand curve, MR curve and cost curves to determine level of output that a profit-maximizing monopoly will chose 
MC<MR= increase profit through producing more units 
MC>MR= increase profit through reducing production
Qmax determined by intersection of the MR curve and the MC curve
P>MR= MC
1. Choose quantity of output = MR and MC 
2. Use DC to find price consistent with that Q
In monopoly: P > MC. In competitive: P = MC

Does the monopolist make a profit?
Profit = TR- TC, TR/Q- TC/Q x Q, P- ATC x Q
Shaded box= profit
Height: P- ATC (profit on typical unit sold)
Width- quantity sold (Qmax)

Depends on the price (AR) and the ATC
P > ATC, makes profit
P < ATC, no profit

Welfare Cost of Monopoly
Market monopolies are beneficial to firm owners and not customers
Do the benefits to the firm owners exceed the costs for customers? (aka desirable for society as a whole)
Total surplus = consumer surplus (willingness to pay minus amount actually paid) and producer surplus (amount received minus costs of producing it)
Thus monopolies fail to maximize total economic well being because the resources are allocated differently than in a competitive market where total economic well being is maximized

The socially efficient quantity is found where demand curve and marginal curve and MC curve intersect
Below this- value to consumers exceed the MC of the good and increasing output would raise total surplus
Above this- MC exceeds value to consumers so decreasing output would raise total surplus
Thus would choose a price equal to MC
Only competitive firms can do this
Compare level of output a monopolist would choose against output a social planner would choose 
Mono= MR and MC intersect
Social= Demand and MC intersect
The monopolist would produce less than the socially efficient amount

Deadweight Loss
The area of the triangle between the demand curve (value to customer) and the MC curve (costs to producer)
Equals the total surplus lost because of the monopolist’s pricing (which determines a lower quantity than what is socially beneficial)
Similar to the deadweight loss caused by a tax
Creates a wedge between consumer’s willingness to pay (demand curve) and producer’s cost (supply curve)
Wedge causes quantity sold to fall short of the social optimum
Difference: government gets the revenue, firm gets the profit

Price Discrimination
Charging different customers different prices for the same product/service
Ex. Seniors and students receive lower prices than adults 

Public Policy Toward Monopolies 
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Chapter 16: Monopolistic Competition
Ch. 16: All true/false questions
Ch. 16: All Multiple Choice Questions
Ch. 16: Short Answer Questions: 1
Ch. 16: Practice Problems: 1

IMPERFECT COMPETITION
When industries fall somewhere between the polar cases of perfect competition and monopoly

Oligopoly
only a few sellers offer similar or identical products
Concentration Ratio: measures a market’s domination by a small number of firms
% of total output in the market supplied by the 4 largest firms
EX: Canada- most have 4-firm concentration ratio under 50 perfect
Highly concentrated industries: cereal (83%), aircraft (85%0, electric lamp bulbs (89%), household laundry (90%) and cigarettes (99%)

 Monopolistic Competition
each firm has a monopoly over the product it makes but other firms make similar products that compete for the same customers
3 attributes: many sellers, product differentiation, free entry and exit
EX: books, CDs, movies, computer games, restaurants, piano lessons, cookies, furniture, Pizza producers, Running shoes, Fast Food Industry 

Oligopoly VS. Monopolistic Competition
Oligopoly isn’t perfectly competitive because they are only a few sellers
Makes rigorous competition less likely and strategic interactions important
Monopolistic Competition isn’t perfectly competitive because each of the sellers offers a somewhat different product

MONOPOLISTIC COMPETITION IN THE SHORT RUN
Downward sloping demand curve
Because its product is different from those offered by other firms
Like a monopoly
Profit maximization: choses the quantity at which marginal revenue = marginal cost and then uses its demand curve to find the price consistent with that quantity
The same rule as a monopoly because of the downward sloping DC
In the short run, monopoly and monopolistic competition are similar in market structure

MONOPOLITIC COMPETITION’S LONG-RUN EQUILLIBRIUM 
Entry shifts the DC to the left
When firms make profit in the short run, new firms enter and the number of available products increases which decreases demand & profit
Exit shifts the DC to the right
When firms experience losses they exit and the number of products available decreases which increases demand & profit again
Process continues until the firms in the market are making exactly 0 profit
Reaches the long run equilibrium 
No one has the incentive to leave or exit
DC and ATC curve become tangent to each other
DC barely touches ATC curve
Maximum profit is only 0 if the two curves touch without crossing

1. Price exceeds marginal cost. (monopoly)
Profit maximization requires marginal revenue to equal marginal cost
The downward sloping DC makes marginal revenue less than price 
2. Price = average total cost. (competitive)
Because free entry and exit drive economic profit to 0
How it differs from a monopoly – monopoly’s can earn economic profit in the long run because it is the sole seller

MONOPOLISTIC VS. PERFECT COMPETITION
1. Excess Capacity
Monopolistic- Output at the point of tangency between demand and ATC curves is less than the quantity that minimizes ATC
Firms produce on the downward sloping portion of the ATC
Perfect- free entry drives firms to produce at the minimum of ATC
Efficient Scale: the quantity that minimizes ATC (capacity output)
Perfectly competitive produces at this level but monopolistic doesn’t
Excess Capacity: when firms produce below (to the left) of the minimum point of the ATC curve
could increase the quantity it produces and lower the ATC but forgoes this choice because it would need to decrease price
Monopolistic firms have this but it’s more profitable to operate with excess capacity 

2. The Markup of Price over Marginal Cost
The relationship between price and marginal cost
Perfect- price = marginal cost
Doesn’t care if an extra unit is sold at the current price because they don’t make more profit anyway
Monopoly- price exceeds marginal cost
Because the firm always has some market power
Zero-profit condition ensures that only price = ATC not that price= marginal cost
Marginal cost is always below total cost because they operate on the downward slope of ATC curve
For price to = ATC, price must exceed marginal cost
Always eager to get another customer because an extra unit sold at the current price means more profit 
Only makes sense if price exceeds marginal cost 

WELFARE OF SOCIETY
Markup of price is a source of inefficiency
Operates with the normal deadweight loss of monopoly pricing
Customers who value the product at more than marginal cost but less than price will be deterred from buying
Too hard to regulate and enforce marginal cost pricing- would entail all the problems of regulating monopolies
Number of firms in the market may not be the ideal amount
May be too little or too much entry
Entering conveys a positive externality on customers because their consumer surplus rises from being able to chose more products
And imposes a negative externality on existing firms because they lose profits and customers
Do not have all the desirable welfare properties of perfect competition
Invisible hand does not ensure total surplus is maxed
But the inefficiencies are subtle, hard to measure and hard to fix

ADVERTISING
Natural feature of monopolistic competition
Differentiated products with prices above marginal cost gives the incentive to attract more buyers
Highly differentiated products (razors, drinks) spend the most
Industrial goods (drills, satellites) spend in the middle
Homogenous goods (wheat, peanuts) spend nothing
As a whole accounts for 2% of revenue
Content is often irrelevant- customers will try what they see advertised because it signals good quality
Why firms pay enormous amounts of money for ads with no info

Debate
Critics
Manipulation
Creates a desire that might not of existed before
Impedes competition
Products seem more different= price matters less
Makes demand curves less elastic= can cause a bigger markup
Supporters
Informational 
Consumers make better choices and market can allocate resources efficiently
Amount of money spent signals good quality
Increases competition
Knowledgeable consumers can take advantage of price differences= less market power for each firm
Provides incentive for firms to enter and attract consumers
Policymakers support this
Demand curves are more elastic= lower prices
Eyewear Case Study
Advertising reduces prices by more than 20%
Fosters competition

Brand Names
Widely recognized brands vs. generic names
Brand names spend more on advertising and charge more
Supporters: a way to ensure good quality
Brand names = good quality when info is lacking (consumers)
Provide incentive for firms to maintain that quality because of their reputation 
McDonalds VS. local restaurant 
Critics: cause consumers to perceive differences that don’t exist
Irrational to pay more for the name brand
Bad for the economy 
Government should refuse to enforce trademarks
Are consumers rational in preferring brand names over generic?
Critics: response of irrational consumers to advertising
Supporters: paying more = more confidence 
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Chapter 17: Oligopolies
Ch. 17: All true/false questions
Ch. 17: All Multiple Choice Questions
Ch. 17: Practice Problems: 1

OLIGIPOLY
a market structure in which only a few firms offer similar or identical products
A few large firms dominate the industry 
Interact strategically 
produce an output that is larger than the monopoly output at a price which is lower. 
One seller can have a large impact on the profits of the others because there are so few sellers
Interdependent in ways that competitive firms are not
Cartel: make the most profit by adhering to an agreement to act together as a monopoly 
The larger the number of firms in the cartel, the more likely that each member will increase output and cause price to be lower
Ie. They will move closer to the competitive outcome.

Game Theory
The study of how people behave in strategic situations
A person when choosing among alternative options must consider how others might respond
Each firm must act strategically because so few sellers exist
Profit depends on not only how much they produce but how much others produce too
In competitive or monopoly situations this isn’t needed because firms are so small in comparison to the market itself 

Examples 
Cigarette Industry 
Battery Industry 
Cereal Industry 
Soft drink Industry 


COOPERATION VS. SELF INTEREST
Duopoly 
Duopoly: An oligopoly with only two members
Simplest form of oligopoly 
Jack and Jill’s water business
If it was perfectly competitive, P= cost of producing it
Efficient quantity would be produced and consumed
If it was monopolistic, P= exceed the cost of producing it
Inefficient quantity

Collusion
Collusion: An agreement among firms about quantities to produce or prices
Cartel: group of firms acting in unison 
Market is served as a monopoly
Maximizes the total profit firms can get from output
Must also agree on how much is produced by each firm
Often not possible to do these, competition laws and arguments over how much each produces

Equilibrium
Without a binding agreement, reaching the monopoly outcome is unlikely
Must decide separately how much to produce
Nash Equilibrium: economic actors interacting with one another each choose their best strategy given the strategies others have chosen 
Illustrates the tension between self interest and cooperation
When they chose a production to maximize profit, they produce a quantity greater than the level produced by a monopoly (because they both want more) but lower than a competitive market (aware the more they produce the less they can charge)
P= less than monopoly price but greater than competitive price which is MC

SIZE AND MARKET OUTCOME
When additional sellers are added
Cartels become harder to form and agree upon
The less each firm is concerned about their impact on the market
Continue to increase production until price is less than marginal cost
Looks more like a competitive market 
Price approaches marginal cost and quantity is more efficient 

1. Output Effect: because price exceeds marginal cost, selling 1 more L of water at the going price will raise profit
2. Price Effect: raising production will increase the total amount sold which will lower the price of water and the profit on all other is sold

If output effect is larger than price effect- increase production
If output effect is smaller than the price effect- reduce production for profit
When these 2 effects balance, increase in production stops
The larger it grows, they only focus on output effect for production

International Trade
Allowing free trade increases number of producers 
This increases competition and keeps prices closer to marginal cost
Market stays closer to the competitive ideal
Another reason we benefit from trade

PRISONERS’ DILEMMA
A particular game between two captured prisoners that illustrates why cooperation is difficult to maintain even when it is mutually beneficial
Cooperation is desirable but difficult
Fail to cooperate despite it making us better off
Sentences depend on their decision to remain silent and their partner’s decision
Dominant Strategy: a strategy that is best regardless of the other player’s strategy
Confessing is a dominant strategy for both to get less time in jail
By pursuing their own interests they both get time in jail- remaining silent would have gotten them the least amount 
Oligopolists trying to reach the monopoly outcome is a similar game 
Self interest takes over 
Also occurs in advertising and common resources
If both choose not to advertise they split the market equally and save advertising costs- if they both advertise, they split and pay for advertising
Good for consumers because cooperation means reaching the monopoly output and further from the social efficient 

PUBLIC POLICY
Want to increase competition not cooperation
Cooperation makes prices high and production low
Canada’s Competition Act
directed at identifying and breaking up agreements which restrict competition between firms and therefore reduce economic well-being
There is controversy about which business practices are harmful

Controversies 
Resale Price Maintenance 
Predatory Pricing
Tying 
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Chapter 21: Consumer Choice
Ch. 21: All true/false questions
Ch. 21: All Multiple Choice Questions
Ch. 21: Short Answer Questions: 1
Ch. 21: Practice Problems: 1

Budget Constraint 
Given the consumer’s income and the prices of goods, a budget constraint can be constructed showing possible combinations of the goods the consumer can purchase
The slope of the budget line is the ratio of the prices of the good

Indifference Curve 
[bookmark: _GoBack]a drawing depicting various bundles of goods that make the consumer equally happy
A map of indifference curves shows the complete preferences of the consumer
Points on indifference curves farther from the origin are preferred to those on lower curves

Marginal Rate of Technical Substitution 
the rate at which the consumer is willing to trade one good for the other and still be equally happy. (This is the slope of the indifference curve.

Perfect Substitutes 
o Perfect Complements 
o Normal Good 
o Inferior Good 

Consumer Optimization
occurs at a point on the budget constraint line where it touches the highest indifference curve (tangency)
The slope of the indifference curve (MRS) at this point is equal to the slope of the budget line (ratio of prices).

Changes in a price effect a consumer:
Income Effect: how much better or worse off the consumer has become because of a change in the price of one of the goods.(ie. higher level of satisfaction)
Substitution Effect: The change in consumption that is the result of the changes in the relative prices of the two goods, when the consumer’s level of satisfaction remains the same
o Giffen Good 
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