CHAPTER14 HIGHLIGHTS:
1. Equilibrium arises in an econ. Model when no individual has an incentive to change behavior given what everyone else is doing. In a competitive model, it means that no individual has an incentive to change behavior given the econ. Environment that emerged spontaneously
2. The SR for an industry is the time over which the # of firms in the industry is fixed because firms have not had an opportunity to enter or exit the industry. The SR market supply curve is therefore the sum of the firm supply curve for the SR fixed # of firms in the industry, and the SR equilibrium is driven by the price at which the SR market supply curve intersects the market demand curve 
3. The LR for an industry is the time it takes for sufficient # of firms to enter or exit the industry as conditions change. The LR market supply curve therefore arises from the condition that the marginal firm in the industry must make 0 profit so that no firm in the industry has an incentive to exit and no firm outside the industry has an incentive to enter. When all firms face identical costs, this implies a horizontal LR market supply curve at the price, which falls at the lowest point of the firm’s LR AC curve. The LR equilibrium then emerges at the intersection of the market demand and LR market supply. 
4. To analyze what happens as conditions change in a competitive market, the most important curves on the firm side are (a) LR AC curve, (2) SR firm supply curve that crosses the LR AC curve at its lowest point (but extends below it because shut down prices are lowest than exit prices.) Any change that impacts the SR firm supply curves will impact the SR market supply curve, and any change that impacts the LR AC curve will impact the LR market supply curve
5. Changes that affect only a single firm in an industry do not affect the market equilibrium in either SR or LR


Practice Questions:
a) Explain why we can say definitely that the number of firms falls as recurring fixed cost (e.g. license fee) increases? 
Answer: when a FC increases, the LR MC curve does not change but the LR AC curve shifts up, implying negative LR profit for the marginal firm. Since the MC curve always crosses at the lowest point of the AC curve, we know that this implies that the lowest point of the AC curve shifts to the right – e.g. to a higher level of output. This implies that the output level of firms that remain in the industry will increase in the new equilibrium – as will the price (since the AC curve has shifted up). But an increase in price means that, for any downsloping demand curve, consumers will demand less of the good. The industry therefore produces less at a higher price – with each firm producing more. The only way this is possible is if some firms have exited – e.g. the number of firms in the industry has decreased. 

b) Repeat (a) but for the case of an increase in demand
[bookmark: _GoBack]Answer: when demand increases, none of the cost curves for firms change. Thus, each firm in the new equilibrium will be producing at the same lowest point of its AC curve – at the same price. The only thing that has changed is that demand has shifted – which implies that, at that same price, more output will be produced. With each firm in the industry producing the same output quantity, the only way more can be produced is for more firms to have entered – e.g. the number of firms in the industry has increased

c) Now consider an increase in the wage rate and suppose first that this causes the LR AC curve to shift up without changing the output level at which the curve reaches its lowest point. In this case, can you predict whether the number of firms increases or decreases?
Answer: the output level produced by each firm will remain the same but will be sold at a higher price. When price increase, less will be demanded (assuming a downward sloping market demand curve) – which implies the industry produces less. With each firm producing the same as before, the only way for the industry to produce less is for some firms to have exited. Thus, the number of firms in the industry falls in this case.

d) Repeat (c) but assume that the lowest point of the AC curve shifts up and to the right
Answer: this means that firms that remain in the industry will produce more at a higher price – but the higher price implies that less will be demanded and thus the industry produces less. The only way each firm can produce more while the industry produces less is if some firms exited – the number of firms in the industry therefore declines

e) Repeat (c) but assume that the lowest point of the AC curve shifts up and to the left
Answer: the lowest point of the AC curve occurs at a lower level of output and higher price – which means that firms in the industry will produce less and sell at that higher price. A higher price in turn means that consumers will demand, thus each firm produces less, as does the industry. Whether this implies more or fewer firms now depends on how much less each firm produces relative to how much quantity demanded falls with the increase in price. Suppose each firm produces x% less and the industry produces y% less. Then if x = y, the number of firms stays exactly the same; if x < y, the number of firms fall and if x > y, the number of firms in the industry has to increase.

f) Is the analysis regarding the new equilibrium number of firms any difference for a change in r?
Answer: no, the analysis is no different for a change in r. Even if capital is fixed in the SR, it is variable in the LR – and treated just like the input labour

g) Which way would the lowest point of the AC curve have to shift in order for us not to be sure whether the # of firms increases or decreases when w falls?
Answer: when w falls, we know that the LR AC curve will shift down – which implies that the LR equilibrium price will fall. At a lower price, the quantity demanded will increases – which means that industry output will increase. Were each firm to continue to produce the same amount as before – or were each firm to produce less, then the only way for the industry to produce more would be for the # of firms to increase. Thus, in order for us not to be sure whether the # of firms increases, it would have to be that each firm produces more (just as the industry produces more) – and this only happens if the lowest point of the AC curve shifts to the right as w falls 
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