Chapter 1: The big Ideas

· Economics is considered a social science because it uses scientific methods. It consists of studying behavior to better understand and improve our world
· Macroeconomics studies the economy as a system in which feedbacks among sectors determine national output, employment, and prices
· Microeconomics is the study of individual behavior in the context of scarcity
· Economics is also based on how we or businesses chose to spend out time and money. An critical element in making choices is that there exists a scarcity of:
· Time
· Income
· Productive resources
· Decision makers at the micro-level have a common goal: to do as well as they can given the constraints imposed by the operating environment
· Maximizing is the term we use to refer to describe agents or actors that aim at making profit out of a situation
· Paradox of thrift is produced by the interaction and feedbacks in the economic system: the economy as a system cannot be limited to the benefits of one household and be generalized because of different factors
· In a mixed economy goods and services are supplies both by private suppliers and government
· Markets offer the choice of a wide range of goods and services at various prices, individuals use their incomes to decide the pattern of expenditures and the bundles of goods
· The role of the government in the economy is to regulate, redistribute, and enforce contracts
· A model is a formalization of theory that facilitates scientific enquiry
· A theory is a logical view of how things work, and is frequently formulated on the basis of observation
· Theories are transformed into models and test the theories by confronting them with data and statistical analysis
· Markets permit us to trade, work efficiently, and improve living standards
· The opportunity cost of choice is what must be sacrificed when a choice is made. It depends upon how much of the economy’s productive resources are already producing. It can be 
· Financial
· Time
· Alternative foregone
· Opportunity costs play a determining role in markets. Exchange agreements are a result of different opportunity costs individuals or organizations have
· Specialization is when productive efforts are concentrated to produce a limited variety of goods where their opportunity cost dictates. It increases consumption possibilities
· Trading after specializing leads to the potential of greater consumption
· Consumption is the ultimate interest. A rate of exchange between the goods must be determined
· Productivity of labor is the output per worker and depends on 
· Skill, knowledge and experience of the labor force
· Capital stock: buildings, machinery, equipment, and software the laborers work with
· Current technology embodied in the labor force and capital stock
· Production possibility frontier (PPF) combination of goods that can be produced while using all resources. Points beyond the line represent the production of combination of goods that are not feasible, and those in the line do not require all of the resources
· Specialization and trade increases consumption
· The economy-wide PPF is the set of products combinations that can be produced in the economy when all available productive resources are at us. The capabilities of the economy when functioning efficiently. Usually concave and is used to define output possibilities when it is running at its normal capacity. It can also be used to illustrate three aspects of macroeconomics: level of a nation’s output, the growth of national and per capita output over times, and short run business-cycle fluctuations in national output and employment.
· Productivity of labor is defined as output per worker per hour and depends on
· Skill, knowledge, and experience of the labor force
· Capital stock: buildings, machinery, and equipment, and software the labor forces has to work with
· Current technology trends in the labor force and the capital stock
· Economy’s output can be defined as Y= (number of workers employed) x (output per worker)
· Full employment happens when everyone who is willing to work at current wage rates and normal hours of work. In this state the economy’s actual output is called the capacity output or full employment output 
· Economic growth or increase in available resources can be envisioned as an outward (right) shift in the PPF
· 3 things contribute to growth in the economy: 
· Labor supply grows as the population expands
· stock of capital grows by business on new offices, factories, machinery, and equipment expands
· labor-force productivity grows as a result of experience, development of scientific knowledge combined with product and process innovations, and advances in the technology of production
· The objective of economic policy is to nsure that the exonomy operates on or near the PPF: it would use its resources to capacity and have minimal unemployment. But Unpredictable changes in business expectations of future profits, in consumer confidence, in financial markets, in commodity and energy prices, in output and incomes in major trading partners, in government policy and many other events disrupt patterns of expenditure and output. Some of these changes disturb the level of total expenditure and thus the demand for total output. Others disturb the conditions of production and thus the economy’s production capacity. Whatever the exact cause, the economy may be pushed off its current PPF.
· Recession happens when output falls below the economy’s capacity output, and unemployment rises. Operates inside its PPF
· Boom or Economic Expansion is a period of high growth that raises output and employment above normal capacity output. Operates outside its PPF.


Chapter 2: Theories, Models, and Data

· Economists observe and study economic behavior, experience, and events, think in terms of economic costs, benefits, and incentives, and try to determine and understand causes and consequences, as well as theorize
· They try to illustrate and evaluate their models by
· Verbal explanation
· Diagrams
· Algebra
· Data tables and charts
· Economic variables measures that can take on different values
· Economic data actual recorded values of variables
· Forms of data include: time series data (a set of measurements made sequentially at different point in time), cross-section data (record values of different variables at a point time), longitudinal data (record values of different values through times
· Statistical tests
· High (low) frequency data: series with short (long) intervals between observations
· Index numbers help discuss and interpret data in a meaningful manner that represent data more simply by expressing values of variable relative to a base value x100.  This is done by dividing (a value for the year involved by the value of the base year) x 100.They do not depend on units of measure. Some examples. Percentage change is basically (change in values divided by original value) x100
· Fuel price index based on an average of prices of different fuels= (oil index x %) + (natural gas indew x %) + ( coal index x %)
· Consumer price index based on a basket of consumer goods and services, measures cost of living, the average price level in the economy and changes in the CPI provide measurement at which consumer goods and services change in price: CPIt= (cost of basket in year t/cost of basket in base year) x100 
· Wage rate index based on average of earnings in different occupations
· Nominal price index based on current price
· Real index how much the price of a product has changed relative to the general level of prices for goods and servicesp(nominal price/CPI)x100
· The closer the dots in a scatter plot are to the regression line, the better the “fit” and the support for the model
· Regression line is a line through the points that reflect their pattern. It shows the average relationship between variables
· Econometrics is the science of quantifying relationships between economic variables
· Econometricians are individuals who study econometrics
· Equation of the regression line refers to the relationship between the two variables
· Straight line diagrams provide useful simplifications of economic relationships
· Curved lines are sometimes better illustrations of economic relationships 
· Positive economics objective and scientific explanations of how the economy functions
· Normative economics recommendations that incorporate value judgments
· Economic equity distribution of well being among members of society
· Governments provide the legal framework essential for a mixed economy, intervenes to support efficient market functions through competition policy and regulatory frameworks, social policy (educated workforce); international trade policy (reduce protectionism), and monetary policy and fiscal policy. It also intervenes to redistribute individuals and other levels of government
· Markets are critical because they facilitate exchange and therefore encourage efficiency
· Incentives matter (such as prices, motivation coming from a sense of public duty, kindness…)
· Importance of the rule of law
· Importance of government policies such as the abuses of monopoly power or environmental problems, or standards on products


Chapter 3: Supply and Demand

· Market set of arrangements by which buyers and sellers interact in order to exchange goods or services
· Demand the quantity of a good buyers wish to purchase at each conceivable price
· Supply the quantity of a good sellers wish to sell at each conceivable price
· Quantity demanded the exact quantity purchased at a given price (one value)
· Quantity supplied the exact quantity supplied at a given price (one value)
· Equilibrium price when quantity demanded equals quantity supplied, price that clears the market
· It is assumed that other things remain equal
· On the demand side the prices of other goods remain constant, tastes and incomes are unchanging, and the size of the market as well
· On the supply side we assume that there is no technological change in production methods
· When supply is greater than demand there is an excess supply, downward pressure on prices
· Similarly when demand is greater than supply there is an excess demand which causes an upward pressure on prices 
· The demand curve is a two-dimensional graph of the demand function. It is a graphical expression of the relationship between price and quantity demanded
· The supply curve is a two-dimensional graph of the supply function. It is a graphical expression of the relationship between price and quantity supplied
· To find the equation for demand we find the y-intercept at Qd=0, and the slope and put it in y=mx+b form
· To find the equation for supply we find the intercept for Qs=0 and the slope and put in in y=mx+b form
· To find market equilibrium, set both equations equal to each other to solve for Q and plug it in the equations to find P
· What changes a shift in the demand curve?
· Prices of related goods: complementary goods that are consumed together (if the price of one increases the demand for the other decreases), or substitute goods that are consumed in lieu of each other (if the price of one good increases, the demand for the other increases)
· Effects of consumer incomes: as income rises, the demand for normal goods rises. A normal good is one whose demand increases in response to higher incomes. As income rises, the demand for inferior goods fall
· Effects of tastes and fashions; when goods and services become more popular, the demand expands
· Effects of price expectation: if prices are expected to rise in the future, the demand expands today
· A change in price results in a move along the demand curve
· What changes a shift in the supply curve?
· Effects of technology; improvement expands the supply
· Effect of input costs (cost of material/labor): a rise in input costs contracts the supply, a fall in input costs expands the supply
· Effect of the number of suppliers: the greater the number of firms, the greater the supply
· Increase in shifts in the demand or supply shifts the line to the right
· Price controls are government rules of laws that inhibit the adjustment of price to clear markets
· Price ceilings means the suppliers cannot legally charge more than a specific price. Less than the equilibrium price, succeeds in hold down the price but leads to excess demand
· Price floor sets the price above the market-clearing price such as the minimum wage. How low can a price be
· Quota represents the right to supply a specified quantity of a good to the market
· The forces of supply and demand frequently work to offset or moderate the intended goal of the regulated price or quantities in ways that are predictable
· The law of unintended consequences states that policy measures frequently produce impacts that are unintended and may undermine the primary goal of the regulation
· The market determines what good or service will be produced, how much supplied, and for whom they will be produced.

Chapter 4: Elasticities of Demand and Supply

· Goods will tend to be price elastic when
· There are many substitutes. If there are alternatives consumers will be more sensitive to price and switch to its substitute
· Competitive markets. Demand becomes more sensitive to price which makes the demand elastic
· High percentage of income such as luxury goods. If price increases people will be less likely to afford it
· Items bought frequently. If we buy something frequently we become more sensitive to price change
· Goods will tend to make demand inelastic
· There are no substitutes
· Little competition. If a firm has monopoly power then it is able to charge higher prices
· Bought infrequently goods makes you less sensitive to price
· Small percentage of income. Good is only a smart percentage of income so you are less concerned with price
· The Law of Demand states that there is an inverse relationship between price and quantity.
· Elasticity is all about responsiveness of either Quantity demanded or Quantity supplied. For a change in price how does the change in quantity compare
· Price Elasticity of Demand is the percentage change in quantity demanded caused by a percentage in price
· It is calculated by dividing the (Change in quantity demanded by the Change in Price) TIMES (price/quantity)
· The arc elasticity of demand defines consumer responsiveness over an arc of the demand curve. It measures elasticity at the mid point between two selected points
· In order to find the midpoint of 
· Average quantity: (quantity 1 + quantity 2)/2
· Average price: (price 1 + price 2)/2
· The equation for arc elasticity is defined as 
· (change in Q over avg Q/ change in P over avg P)
· In the elasticity formula
· If P=0 then elasticity =0
· If Q=0 elasticity becomes infinitely large
· The area above the midpoint on the graph is called high elasticity range
· The area under the midpoint on the graph is called low elasticity range
· Infinite elasticity or perfectly elastic: a change in quantity can be effected without any change in price
[image: ]
· Zero elasticity or perfectly inelastic: a change in prince has no effect on quantity
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Chapter 6: Consumer Choice and Demand Decisions

Rationality

· A critical assumption in economics is that agents operate in a rational and consistent way that is oriented towards achieving a goal
Choice with Measurable Utility

· Cardinal utility term used to denote a measurable concept of satisfaction
· Total utility is a measure of the total satisfaction from consumption derived from consuming all of the units over a time period
· Marginal utility is the addition, or increment, to total utility created when a small increase of a good or service is consumed 
· (Change in total utility)/ (change in consumption)
· Slope of total utility 
· We assume that the marginal utility is diminishing: each additional unit consumed yields less additional utility than the one consumed right before it 
· MU per dollar spent on each activity is given by dividing the MU associated with each additional unit by the good’s price
· Consumer equilibrium occurs when marginal utility per dollar spent on the last unity of each good is equal. Also called optimizing- a reallocation would be of no benefit to him because the gains from one more dollar of an activity would be offset by the loss from one dollar less of the other
· Equilibrium condition is expressed as (MU1/P1)=(MU2/PU2)
· Law of demand states that, other things being equal, more of a good is demanded the lower its price. 

Choice with Ordinal Utility

· Ordinal utility assumes consumers can rank commodity bundles of goods in accordance with the satisfaction or utility the bundles generate
· Budget constraint defines all bundles of goods that the consumer can afford with a given budget
· Affordable set of goods and services for the consumer is bounded by the budget line 
· Non-affordable set of goods and services for the consumer lies strictly above the budget line
· The slope of the budget line defines the consumer’s trade-offs : -(Px/Py)
· Intercepts for each axis is the income divided by the respective price: (I/Ps) and (I/Pj)
· I= PsS + PjJ 
· Indifference curve defines combinations of goods and services that yield the same level of satisfaction to the consumer
· Slope of an indifference curve is the marginal rate of substitution and it defines the amount of one good the consumer is willing to sacrifice in order to obtain a given increment of the other, while maintaining utility unchanged
· Diminishing marginal rate of substitution reflects a higher marginal value being associated with smaller quantities of any good consumed
· Indifference map is a set of indifference curves, where curves
·  further from the origin denote a higher level of satisfaction
· Are negatively sloped: if a consumer get more of one good thy should have less of the other in order to remain indifferent between the two combinations
· Cannot intersect: would implicate two different levels of satisfaction being associated with the same commodity bundle
· Convex when viewed from the origin, reflecting a diminishing marginal rate of substitution because when consumers have a lot of some good they value a marginal unit of it less than when they have a small amount of that good (willing to sacrifice less of a unit for an additional unit of another good)
· Optimization getting the highest level of satisfaction possible 
· Highest possible level of satisfaction is attained when the budget line touches an indifference curve at just a single point. 
· Consumer optimizes where the marginal rate of substitution equals the slope of the price line: MRS= -(px/py)
· If income rises and the prices remain the same, the budget line shifts outward in parallel fashion
· The consumer can afford more of both goods
· He will reach a higher indifference curve, and hence a higher level of satisfaction 
· If the price of jazz rises, the budget line rotates inward, but the Y-intercept does not change
· The budget line becomes steeper
· The consumer can afford less
· He will reach a lower indifference curve, and hence a lower level of satisfaction 
· The quantity of jazz consumed will fall – the law of demand
· The quantity of snowboarding may rise or fall

Applications of Indifference Analysis

· Substitutes cause an increase in the demand of one in respond to an increase in the price of one. Complements would cause a decrease in the other in the event of an increase in price of one
· Normal goods cause an increase in demand in response to an income increase 
· Substitution effect of a price change is the response of demand to a relative price change that maintains the consumer on the initial indifference curve
· Income effect of a price change is the response of demand to the change in real income that moves the individual from the initial level to a new level of utility 
· An increase in income due to a government transfer shifts the budget constraint to the right. This parallel shift increases the quantity consumed of the target good and other goods, unless one is inferior
· A subsidy to the targeted good, by reducing its price, rotates the budget constraint to the right. The induces the consumer to direct expenditure more towards daycare and less towards other goods than an income transfer that does not change the relative prices

Chapter 7: Firms, Investors, and Capital Markets

Business Organization

· Sole proprietor is the single owner of a business. He may make profits or be personally liable, his business or personal assets may be confiscated to cover debts which can result in bankruptcy
· Partnership is a business owned jointly by two or more individuals, sharing the profits and jointly responsible for any losses
· Company or Corporation is an organization legally allowed to trade and produce, and having limited liability
· Shareholders are Individuals who invest in companies and therefore are the owners
· Dividends are payments made from after-tax profits to shareholders
· Capital gains Income resulting from selling shares at a price higher than the original purchase price
· Capital losses arise from the ownership of a cooperation when an individual sells a share at a price lower than when the share was purchased
· Limited liability The liability of the company is limited to the value of the company’s assets
· Retained earnings Profits retained by a company for reinvestment and not distributed in dividends
· Use capital, labor and human expertise to produce a good, to supply a service or to act as an intermediary with the objective of earning a profit
· Businesses are required to produce annual income statement that accurately describes the operation of the company
· Economists believe that profit maximization accurately describes a typical firm’s objective
· Corporate goals sometime deviate from profit maximization,  which can lead to a takeover by other firms
· Principal-agent relationship management (agent) different from ownership (principal)
· Principal-agent problem If the principal cannot easily monitor the actions of the agent, the agent may not always act in the best interests of the principal 
· Stock options an option to buy the stock of the company at a future date for a fixed, predetermined price. This is done to motivate the agent to increase profits to enable him to buy the company stock in the future at a lower price than it will be worth
· Fair gamble is where the gain or loss will be zero if played a large number of times
· Risk-averse person Prefers to avoid risk, but may choose to bet or gamble if the odds are sufficiently in their favour, despite their inherent dislike of risk. Will avoid a fair game or fair gamble
· Risk-neutral person Only interested in whether the odds yield a profit on average, and ignores the dispersion in possible outcomes
· Individuals have diminishing marginal utility: successive equal increments in consumption yield progressively less additional utility
· Risk pooling Aggregates independent risks to make the aggregate less uncertain and thereby increases average utility: individuals pool their risk as in home insurance
· Risk spreading Works by reducing the stake of each participant: insurers reduce their risk exposure by spreading the risk to other insurers. Not being able to assume all of the risk, and instead spreads the risk to other firms in insurance industry to reduce their risk exposure 
· The real return is the nominal return minus the rate of inflation
· Real return to investing in a company share/stock is the sum of the dividend and the capital gain or loss, adjusted for the rate of inflation
· The capital market is the set of financial institutions that funnels financing from investors into bonds and stocks
· A portfolio is a combination of assets that is designed to secure an income from investing and to reduce risk
· Diversification reduces the total risk of a portfolio by pooling risks across several different assets. Yields fewer extreme outcomes and more outcomes that lie between the extremes
· Total degree of risk can be measured by the variance: the weighted sum of the deviations between all possible outcomes and the mean, squared 
· 

Chapter 8: Production and Costs

Efficient Production

· Production function is a technological relationship between output and inputs used, it specifies how much of each output can be produced with specific amounts of inputs
· Technological efficiency maximum output is produced with the given set of inputs
· Economic efficiency production structure that produces output at least cost

The Time Frame

· The time frames define the degree of flexibility an entrepreneur or manager has in his production process
· Short Run a period during which at least one factor of production is fixed – usually we consider capital to be fixed and labor variable
· Long Run a period of time that is sufficient to enable all factors of production to be adjusted
· Very Long Run a period sufficiently long for new technology appears

Production in the Short Run

· Total product (TP) is the relationship between total output (Q) and the number of workers (L) employed holding the capital stock fixed. It states that output is a function of L, with K fixed: Q= f(L)
· Relationship is positive: more workers lead to more output
· The initial expansion of employment becomes progressively steeper with a curvature that is slightly convex; following this phase the function’s increase becomes progressively less steep- its curvature is concave
· Marginal product (MP) is the addition or change in output produced by each additional worker defined as MP = ΔQ / ΔL 
· Average Product (AP) is the relationship between output per worker and the number of workers employed where AP = Q / L
· The max of the AP curve is where it intersects with the MP curve
· AP curve increases where the MP exceeds the AP and declines where the MP is less than the AP
· Law of diminishing returns: when increments of a variable factor (labour) are added to a fixed amount of another factor (capital), the marginal product of the variable factor must eventually decline. Efficiency/productivity decreases over time

Costs in the Short Run 

· Fixed costs (FC) Costs that are independent of the level of output
· Example: Overhead costs or research and development
· Average fixed cost (AFC) AFC = FC/Q
· Curve declines with output 
· Variable costs (VC) Costs that are directly related to the output produced
· Example: Labour costs, material costs
· Average variable cost (AVC) AVC = VC/Q
· Graphically the curve first decreases and then increases
· Can be written as AVC= W * (1/AP)
· When AP inc AVC dec vice versa
· Total costs (TC) Sum of fixed costs and variable costs
· Average Total Cost (ATC) is TC per unit of output ATC = TC/Q
· Starts increasing when the usual dominant component of total costs becomes the variable costs instead of the fixed costs
· Marginal cost (MC) The cost of producing each additional unit of output MC = ΔTC/ΔQ
· Also MC = ΔTVC/ΔQ because fixed costs are fixed
· When MC< ATC and AVC they are decreasing, when MC> ATC and AVC they are increasing. Therefore their point of intersection is the min of each
· Also written as MC= W/MP
· When MC decreases MP increases and vice versa. MC reaches minimum where MP is a maximum

Fixed Costs and Sunk Costs

· A sunk cost is a fixed cost that cannot be recovered, even via a shutdown (ex: investing in research and development in which it is harder to make a new breakthrough or make new effective products)
· If it can cover its variable costs, having already sunk its fixed costs, it should stay in production

Long Run Production Costs

· Economies of scale phenomenon of production costs declining when the scale of the operation initially increases 
· Long-run analysis permits all factors of production to vary 
· The scale of output refers to the level of production given that the capital stock can be increased or decreased to fit the expectations for sales in the long run
· Increasing returns to scale when all inputs are increased by a given proportion, output increases more than proportionately
· Constant returns to scale output increases in direct proportion to an equal proportionate increase in all inputs
· Decreasing returns to scale an equal proportionate increase in all inputs leads to a less than proportionate increase in output
· Minimum efficient scale a threshold size (operating level) such that no further economies of scale can be realized. Where the LATC begins to flatten out
· Returns to Scale: Increasing if proportionate change in all inputs yields more than proportionate increase in output
· Long run average total cost (LATC) is the lower envelope of all the short-run ATC curves
· Long run marginal cost is the increment in cost associated with producing one more unit of output when all inputs are adjusted in a cost minimizing manner: (decreases at first, becomes constant, then increases and intersects the LATC at its minimum)
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Technological Change and Globalization
· Reduce costs and increase the point of minimum efficient scale – graphically this shifts the minimum of the LRAC rightwards and downwards
· Technological change represent innovation that can reduce the cost of production or bring new products on line
· Globalization is the tendency for international markets to be ever more integrated
Clusters, Learning by doing, Scope economies

· Clusters and Externalities groups of like firms or workers exchanging information and ideas 
· Learning by Doing costs decline over time due to learning: incumbents have a cost advantage. A longer history of production enables firms to accumulate knowledge and thereby implement more efficient production processes
· Economics of Scope multiproduct supply may be less costly than single product supply


Chapter 9: Perfect Competition

The Perfect Competition Paradigm

· A perfectly competitive industry is one in which many suppliers, producing an identical product, face many buyers, and no one participant can have an impact on market price
· Firms maximize profit  — the difference between total revenue and total cost
· Profit Maximization is the goal of competitive suppliers- they seek to maximize the difference between revenues and costs
Market Characteristics
· Buyers and sellers have full information about the product and its pricing: they know that the product of different suppliers really are the same in quality 
· An important implication is that no one firm can have an impact on market price by altering its own price or its own output level called price-taking behavior it is not an assumption, but a result  
· Graphically, it means that the demand curve facing the individual firm is horizontal at the going market price
· Note that in perfectly competitive markets, there are two demand curves
· One facing the firm 
· One facing the market 
· The firm’s demand curve is infinitely elastic 
· There must be many firms; each one small and powerless relative t the entire industry
· The product must be standardized
· There are many buyers
· Free entry and exit of firms – this is critical

The Firm’s Supply Decision

· Marginal revenue (MR) is the additional revenue obtained by the firm from selling one more unit of output 
· It is the change in total revenue (TR) resulting from a unit change in output 
· MR = Δ TR / Δ Q 
· In perfectly competitive markets, and only in this case, P = MR
· If P > AVC, firm can cover its variable costs
· If the firm has sunk its fixed costs, it should stay in production even if it cannot cover all of its costs 
Individual firm’s supply curve
· If the firm cannot make a profit, should it shut down?
· If it can cover its variable costs, having already sunk its fixed costs, it should stay in production
· Hence its supply curve is that part of MC above AVC
· Shut down price corresponds to the minimum value of the AVC curve- happens when it cannot cover its variable costs
· Break-even price corresponds to the minimum value of the ATC curve- no profit is made because the producer isn’t able to cover all of his costs
· The firm’s short-run supply curve is that portion of the MC curve above the minimum of the AVC
Industry supply in the short run
· Industry supply is the horizontal sum of every firm’s supply curve in the industry
· Short-run equilibrium  in perfect competition occurs when each firm maximizes profit by producing a quantity where P=MC

Dynamics: entry and exit

· Normal Profits reflect the opportunity cost of production
· Firms do not operate in the long run if they cannot make normal profits
· Supernormal/Economic Profits profits above normal profits that induce firms to enter an industry. Implies P > ATC
· Long-run equilibrium P = minimum ATC, at this point, only normal profits exist, and there is no incentive for firms to enter or exit

Long Run Industry Supply
· The Long-run industry supply is horizontal at the price corresponding to the minimum of a typical firm’s LR average cost curve
· Why? 	
· Free entry ensures that LR economic profits will be zero
· Increasing cost industry is one where costs rise for each firm because of the scale of industry operation
· Decreasing cost industry in one where costs fall for each firm because of the scale of industry operation
· If some firms produce at a low cost and others at a higher cost, the latter will not survive in the long run
· Only those suppliers choosing the least cost production will survive
· This least cost method involves producing at a point where the AC is minimal in the long run – i.e. the min of the LRAC
· With zero economic profits this least cost must also be the price
Globalization and Technological Change
· The reduction in costs associated with globalization has effectively increased the minimum efficient scale for many industries
· Globalization has also eliminated many traditional industries
· Globalization also reduces the cost of components
Efficient Resource Allocation
· Perfect Competition may represent an efficient market structure
· It results in resources being used up to the point where the demand and supply values are equal
· If these curves represent true costs and benefits then the equilibrium is efficient
· If it is efficient it maximizes the sum of consumer and producer surpluses
· 

Chapter 10: Monopoly

Monopolies

· Monopolist is the sole supplier of an industry’s output, and therefore the industry and the firm are one and the same
· A natural monopoly is one where the AC of producing any output declines with the scale of operation.
· -  Increasing returns to scale, even at very high output levels….
· National Policy: a deliberate government policy to protect a domestic monopoly
· Maintaining barriers to entry- preventing the entry of new firms and products
· Patents, (protect intellectual property rights) granted by government to preserve the sole-supplier role and encourage firms to undertake the research and development for new products
· Predatory pricing (illegal for of entry barrier), intended to drive out potential competition by deliberating undercutting the price
· Political Lobbying: government for subsidies as a means of preventing entry: For example, the Canadian Wheat Board had fought successfully for decades to prevent independent farmers from marketing wheat.
· Excess production capacity Network goods that are utilized almost universally – e.g. Microsoft operating systems, Winzip: The compression. WinZip benefits from the fact that it is used almost universally. There are many free compression programs available on the internet. But WinZip can charge for its product because virtually everybody uses it. Free network products that no one uses are worth very little, even if they come at zero cost.

Profit Maximizing Behavior

· Average revenue revenue per unit sold, or price
· Marginal revenue is the price per unit sold: becomes negative after the total revenue is at its max. 
· The equation for MR is twice the slope of the Demand curve
· At the midpoint of the demand curve, price elasticity is -1 and TR is at max while MR is 0
· If MR > MC, increase output
· If MR < MC, reduce output
· If MR = MC, output is optimal- profit is maximized, elastic segment of the demand curve

Long Run Choices

· With constant returns to scale and constant prices per unit of labour and capital, a doubling of output involves exactly a doubling of costs. Thus, per unit costs, or average costs, are constant in the LR. Hence LAC = LMC, and each is constant.

Output Inefficiency

· Deadweight loss that arises due to an increase in output quantity is the cost of having a monopoly rather than a perfectly competitive market. It is the triangle formed by the points where MR=MC, the point directly above that on the demand curve, and the new output quantity point on the demand curve/ also referred to as allocative inefficiency

Price Discrimination

· Price discrimination involves charging different prices to different consumers in order to increase profit.
· For Example: Seniors get a reduced rate for coffee in Burger King; hair salons charge women more than they charge men; bank charges are frequently waived for juniors.
· Conditions for price discrimination
· The seller must be able to screen or segregate the market into those willing to pay more and those willing to pay less
· Resale must be impossible or impractical
· Price discrimination may actually reduce the deadweight loss in the case of monopoly – because more may be sold in total
· Third degree price discrimination involves two sperable groups of customers
· Perfect/First Degree price discrimination involves charging different customers different prices. The demand curve becomes the MR curve, the DWL is eliminated. Total revenue is all the area under the D=MR curve till the intersection of it with the MC curve, the quantity at that price, and the origin.  

Cartels: acting like a monopolist

· A cartel is a group of producers who co-operatively reduce output with the aim of increasing profits- act like a monopolist
· Example: The most famous cartel in modern times is certainly the oil cartel formed by the members of the Organization of Oil Exporting Countries (OPEC). This cartel first flexed its muscles seriously in 1973, by increasing the world price of oil from $3 per barrel to $10 per barrel. The result was to transfer billions of dollars from the energy-importing nations in Europe and the US (and partly North America) to OPEC members – the demand for oil is relatively inelastic, hence an increase in price increases total expenditures.
· If a cartel is formed whn individual suppliers come together and act like a monopolist to increase profit, profits are maximized at the output quantity where MC=MR. If contrast, if these firms operate competitively output increases to the quantity where MC intersects the demand curve. 
· The cartel results in a deadweight loss
· Cartel instability
· Cartels can break down as member firms usually have an incentive to expand output (against the agreement), resulting in a lower market price
· Cartels within individual economies are almost universally illegal

Rent-Seeking
· Rent seeking is an activity that uses productive resources to redistribute rather than create output and value
· Lobbying the government to reduce competition
· But rent seeking has a resource cost or time cost
· The work of lobbyists does not result in more output
· Who pays for rent seeking?
· It gets incorporated into the cost structure of firms who have a degree of market power
· Consumers also pay in the form of higher prices
Technology and Innovation
· Invention is the discovery of a new product or process through research
· Innovation is the introduction of a new product or process
· Product innovation refers to new or better products or services
· Process innovation refers to new or better production or supply
· Do monopolies have a greater tendency to invent and innovate?
· Monopolists say yes, but empirical evidence does not support this claim
· Patent laws: designed to foster innovation by granting monopoly production rights for a period of 10-15 years

Chapter 11: Imperfect Competition

Imperfects Competitors

· An imperfectly competitive firm faces a downward-sloping demand curve, and its output price reflects the quantity it sells
· Imperfect Competition is a general name incorporating several distinct structures
· An oligopoly is an industry with few producers, each recognizing its interdependence
· Duopoly defines a market or sector with just two firms. Canadian National and Canadian Pacific are the only two major rail freight carriers in Canada.
· An industry with monopolistic competition has many sellers of products that are close substitutes for one another. Each firm has only a limited ability to affect its output price. In contrast, the local Italian restaurant is a monopolistic competitor. Its output is a package of distinctive menu choices, personal service, and convenience for local customers. It can charge a slightly higher price than the out-of-neighbourhood restaurant. Canada’s universities all provide degrees.
· The key factor is the size of the market (the amount of demand) relative to the cost structure in the industry
· If many firms can produce at a cost efficient scale, the market is likely to be competitive
· If one or only a few firms can produce at a cost-efficient scale, the market is not likely to be competitive
· That cost-efficient scale called minimum efficient scale
· It is clear that one crucial determinant of market structure is minimum efficient scale relative to the size of the total market as shown by the demand curve. The larger the minimum efficient scale relative to market size, the smaller is the number of producers in the industry.
Performance-based measures of structure- market power
· Evidence on Market Structure
· Concentration ratio is a measure that is frequently used to gauge market power
· What % of the market is served by the N largest firms?
· High ratio denotes imperfect competition
· Low ratio denotes a higher degree of competition
· Globalization and Multinationals
· The concentration ratio means less in this context
· Further economies of scale may be possible than if the firm were purely domestic

Monopolistic Competition
· Differentiated product is one that differs slightly from other products in the same marker
· Downward-sloping demand curve
· Limited opportunity to exploit scale economies
· Profit is maximized where MC=MR and the price is obtained from the demand curve corresponding to the output.
· Total profit is the product of output times the difference between price and average cost
· Entry ends when economic profits equal 0; occurs at output level where P=ATC

Oligopoly and Games
· With a small number of firms each must consider how its actions affect the decisions of its competitors
· Collusion is where firms attempt to form a cartel in order to act like a monopolist
· This is also known as the cooperative outcome - though it is illegal, despite the name
· A conjecture is a belief regarding how other firms will react to a strategy or a decision
· Firms recognize their interdependence and are thus perhaps involved in a type of ‘game’ – particularly if there are very few competitors
· The players are the firms, and they adopt strategies which they hope will maximize their profit:
· What price or quantity decision should they make?
· What advertising decisions should they make, if any?
· A Nash equilibrium is attained when each firm chooses the best strategy given the strategies of the other firms
· A dominant strategy is one that is best regardless of the particular strategy chosen by an opponent or rival
· Games are frequently illustrated using a payoff matrix, which defines the outcomes in the various scenarios

Duopoly and Cournot Games

· The duopoly model has two firms who make optimal quantity choices, given the choice made by the other firm
· Named after the economist Cournot, who first analyzed the problem
· Cournot behaviour involves each firm reacting optimally in their choice of output to their competitors’ output decisions.
· A central element here is the reaction function of each firm, which defines the optimal output choice conditional upon their opponent’s choice. 
· Reaction functions define the optimal choice of output conditional upon a rival’s output choice.
· Equilibrium is defined by the intersection of 2 reaction functions
· To determine A’s strategy, suppose B decides to supply some quantity, say qB1
· A takes this as a given, figures out her demand curve and maximizes profit by choosing an output where MC = MR

Entry, exit, & potential competition
· Are duopoly profits sustainable? In our example each firm makes an economic profit. Will new competitor enter?
· In addition to a constant MC, suppose each firm has a fixed cost
· Here, operating profits (revenues – variable costs) must cover fixed costs
· With a third or forth firm competing, operating profits may not be sufficient to cover fixed costs and so potential entrants may decide not to enter
· Duopolies with profit
· Boeing and Airbus
· Canadian National and Canadian Pacific Railways
· Entry costs are too great 
· More generally: Why is Lexus not an independent firm (Toyota is its parent)? Why is Honda the parent of Acura, and Nissan the parent of Infinity?
· Fixed costs – research and development, marketing and distribution etc.
· Output levels in different market structures
· Assume a given cost structure: constant MC
· Monopolist produces to where MC = MR
· Perfect competitor produces to where MC = P
· Duopolist produces more than the monopolist and less than the perfect competitor (between MC=MR and MC=P)
· If producers in each paradigm have a constant marginal cost and N is the number of firms, then:
· Individual firm output = perfect competition market output/(N + 1)
· Entry and potential competition
· Free entry and exit and the role of the global firm
· A contestable market has potential entry and competition. e.g. airlines/flights
· Free exit means a firm can recover its up-front/fixed costs
· A strategic entry barrier might involve constructing additional, unused capacity in order to deter entry. 
· Examples: profitable ski hills or  amusement parks or ‘event’ facilities
· This is in contrast to a natural barrier such as fixed costs/scale economies

[bookmark: _GoBack]Chapter 15: International Trade

Intro

· International trade is the exchange of raw materials and manufactured goods and services across national borders
· Countries import and export
· International trade involves
· Goods and services passing through controlled and monitored borders
· Exchange of currency

Comparative Advantage

· The Law of Absolute Advantage 
· If one economy uses fewer inputs than another economy to produce a good or service, then that economy has an absolute advantage in its production
· Or In economics, the principle of absolute advantage refers to the ability of a party (an individual, or firm, or country) to produce a greater quantity of a good, product, or service than competitors, using the same amount of resources.
· The Law of Comparative Advantage
· Countries specialize in the production and export of products they produce at lower relative cost than other countries
· Terms of trade define the rate at which the goods trade internationally
· Consumption possibility frontier defines what an economy can consume after production specialization and trade
· In this example we have not been concerned with different currencies – or we have assumed that $1 Can = $1 US
· In the modern marketplace products are traded because they are cheaper in the local currency 
· Exchange rates between currencies are themselves determined in the market for foreign exchange
· In economies with many goods being traded internationally the exchange rate combined with comparative advantage will determine which goods are traded

Returns to Scale
· What is the source of Comparative Advantage?
· Factors of production – land, capital and labour endowments differ.
· Endowments: economies are naturally endowed with different advantages: Saskatchewan is better for producing wheat than Finland or Switzerland
· Endowments as the result of investments – the knowledge economy: high-skill economies have an advantage over lower-skill economies in engineering products
· But scale economies can also give rise to trade where no strong advantages exist – particularly in the form of intra-industry trade, where we see specialization in particular goods or services within a broad product group
· Intra-industry trade is a two-way international trade in products produced within the same industry
· Intra-firm trade is a two-way trade in international products produced within the same firm

Trade Barriers: Tarrifs, subsidies, and quotas

· In reality we have trade barriers because some segments of the economy gain from trade protection
· Tariff – a type of tax
· Increases domestic production lowers domestic consumptions, imports declines
· Deadweight loss results from reduction in total purchases, and substitution of high-cost domestic production for lower cost imports
· Quota – a physical limit on imports
· Non-tariff barrier – standards designed to make sales difficult for overseas manufacturer
· Subsidies and loans – used by aircraft manufacturers in many economies
· Shifts supply curve to the right and increases their market share
· No DWL on demand side because the quantity demanded and price remain unchanged
· The DWL reflects the additional higher cost of domestic producers relative to international producers who have been squeezed out of the market
The Politics of Protection
· Consumers and the economy at large gain from trade and lower trade barriers
· But specific sectors of the economy lose jobs and profits
· Globalization facilitates outsourcing to lower-cost economies
· The decline of manufacturing in the West has been facilitated and caused by the opening up of Asia and Mexico to trade
· Job losses in Canada are dealt with through Employment Insurance in the short term. But many long-tenured employees will not regain a comparable high-paying job
· Some sectors continue to enjoy protection from trade and imports
· Why are protectionist policies successful in many instances?
· The answer seems to be that benefits are concentrated among a relatively small group and are large on a per-beneficiary basis
· Whereas costs are small per person, and spread over many more individuals, but in the aggregate costs  normally outweigh benefits
· Infant Industries - a popular argument: give the infant time to grow, learn and expand, at which point protection will no longer be required. Unfortunately without incentives, infants rarely mature. Hence temporary protection more usually becomes permanent protection
· Dumping – a predatory practice aimed at driving out domestic producers, or resulting from surpluses in overseas markets. Example: EU butter mountain
· Way of Life arguments – frequently in the agricultural sector. However, in Canada agricultural protectionist policy benefits predominantly large farms not small family farms; farm consolidation in recent decades has been enormous

Institutions Governing Trade

· The World Trade Organization (WTO - formerly GATT)
· Objective is to dismantle existing barriers and prevent further barriers from being erected 
· European Union
· EU has expanded to 29 members. Originally founded with the belief that economic integration would improve political relations after WW II: economic integration would lead to political integration, and peace. 
· Now includes many former ‘Eastern Block’ economies
· North American Free Trade Agreement
· Canada, Mexico, US (1994)
· Followed the FTA of 1989 between Canada and US
· Centerpiece is the dispute resolution mechanism
· Canada’s export share of GDP has grown dramatically since these agreements came into being
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Figure 8.5: Long run and short run average costs

‘The long-un ATC curve, LATC, is the lower envelope of all short-run ATC
curves. It defines the least cost per unit of output when all inputs are vari-
able. Minimum efficient scale is that output level at which the LATC is a
‘minimum, indicating that further increases in the scale of production will
not reduce unit costs.

We propose that, beyond some large scale of operation, it becomes increasingly difficult to reap
further cost reductions from specialization, organizational economies, or marketing economies.
At such a point, the scale economies are effectively exhausted, and larger plant sizes no longer
give rise to lower ATC curves. Figure 8.5 implies that once we get to a production output that
plant size 2 is geared to produce, there are few further scale economies available. And, once we
‘move to producing a very high output (which requires a plant size corresponding to ATC3), we
are actually encountering diseconomies of scale. We stated above that scale economies reduce.
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