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	PASS Notes

Chapter 6: Perfectly Competitive Supply: The Cost Side of The Market


Introduction

· Supply is the relation between Price and Quantity Supplied.

· The Supply Curve is a graphic representation of such a relation.

Normally, it is the case that sellers would offer higher quantities at higher prices than at lower prices. 

Profit Maximization

We assume all firms are profit maximisers; i.e. their main goal is to earn a higher profit for its owners. We also assume these firms operate in a perfectly competitive market; where no individual supplier has significant influence on the market price of a product. Because of this inability to influence the market price, we call such firms price takers. 

Demand Curve Facing a Perfectly Competitive Firm
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	From the perspective of an individual firm in a perfectly competitive market the demand curve is perfectly elastic (b) at the market price as the firm can sell as much or as little as it wishes at the market price. 


Many conclusions for the standard supply and demand model also hold for imperfectly competitive firms (firms with at least some control over the market price) while others do not.

Since perfectly competitive firms are price takers, they firms only need to consider which quantity level to output at so that profit is maximized.

Production In The Short Run 

We refer to short run as being a period of time sufficiently short that at least some of the firm’s factors of production are fixed. Long run refers to a period of time of sufficient length that all the firm’s factors of production are variable.
To gain a better understanding of the origins of the supply curve, we consider a perfectly competitive firm confronting the decision of how much to produce. Generally the cost of factors of production; which are all the inputs used in the production of a good or service are examined. 

	Number of bottles/day

	Number of employee-hours/day


	0

	0


	100

	1


	200

	2


	300

	4


	400

	7


	500

	11


	600

	16


	700

	22



	
	As production of bottles rise at a constant level, more and more employee hours are needed to retain this constant rise. This is what we refer to as the law of diminishing returns; a property of the relationship between the amount of a good or service produced and the amount of a variable factor required to produce it; the law says that when some factors of production are fixed, increased production of a good eventually requires ever larger increases in the variable factor.

In the current example, if the factors of production were just the employees and the bottle making machine. Then the fixed factor of production is the machine, and the variable factor is labor.


Choosing Output to Maximize Profit

Suppose the lease payment of the company’s bottle-making machine and building which houses it is $40/day, and it must be paid whether the company makes bottles or not; therefore the capital cost or fixed cost of production is $40 per day. And the market price of bottles is $35/hundred.

	Q (bottles/day)

	TR ($/day)

	Total labor cost ($/day)

	TC

($/day)

	Profit

(rev - tot. cost)

($/day)


	0

	0

	0

	40

	-40


	100

	35

	10

	50

	-15


	200

	70

	20

	60

	10


	300

	105

	40

	80

	25


	400

	140

	70

	110

	30


	500

	175

	110

	150

	25


	600

	210

	160

	200

	10


	700

	245

	220

	260

	-15



	
	When we examine the profit (revenue – total cost) at different production levels of production. We see that the company maximizes profit at 400 bottles a day. And as costs and price of bottles change, different output quantities can become the profit maximising levels from such similar analysis.


Price = Marginal Cost: Sellers Supply Rule
Adhering to the cost-benefit principle, a firm should only produce when extra benefit outweighs the extra cost. This means that a perfectly competitive firm should keep expanding production as long as the price of the product is greater than marginal cost.

But when the law of diminishing return applies, the marginal cost rises steeper as firm expands production. Therefore, the best option is to supply at that level where the price and marginal cost are exactly equal.

Firm Shutdown

A firm should shut down when the market price falls to a level at which its revenue from sales is lesser than its variable cost, when price equals marginal cost. 

Graphing Marginal Cost
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	From the above table we see that as quantity rises from 100-200, the marginal change in cost is $10. When the quantity rises a further 100 to 300 units, the marginal cost increases another $10. The graph on the left describes such a relation.

Now suppose the market price facing the seller whose marginal cost curve shown here and the market price of bottles is $35/hundred such as in the above table. The optimum level of output quantity derived from the Price = Marginal Cost rule is defined to be 400 bottles; ie $35 = $35.


The “Law” of Supply

The law of demand says consumers buy less of a product when the price rises, so by the same token, we would say the law of supply is that producers offer more of a product for sale when its price rises. But is this true?

In the short run, this is in fact the case, as supply curves are marginal cost curves; which are upward sloping in the short term, due to law of diminishing returns. But in the long run, the law of diminishing returns does not apply. (At least some factors of production need to be fixed for it to hold). As firms can vary the amounts of all factors of production in the long run, we say that the “law” of supply is true only in the short term, but not necessarily in the long term.
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	The reason why we sometimes say that the supply curve represents the cost side of the market is that for every price-quantity pair along the market supply curve, price will be equal to each seller’s marginal cost of production. That is to say, every quantity on the market supply curve represents the quantities individual sellers will offer at the corresponding  prices, therefore when we add individual supply curves to get the supply curve of the market; just like we do with demand curves, we’d add horizontally.


Determinants of Supply Revisited

Factors that give rise to changes in supply (shifts in the supply curve) INTEL:

· Input Prices: eg crude oil, wages

· Number of Suppliers: e.g. more suppliers

· Technology e.g. technological breakthrough

· Expectations e.g. about future prices

· Level of prices for other products

Keep expanding output until marginal cost is equal to the price of the product.
	Price elasticity of supply= (P/Q) x (1/slope)
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	To calculate the price elasticity of supply at point A:

4/12 x 1/(4/12) = 1.

Note at point B: 5/15 x 1/(1/3) = 1.

The price elasticity of supply is equal to 1 at any point along a straight-line supply curve that passes through the origin.
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	When the straight line curve doesn’t pass through the origin, the price elasticity will change at different points, even if the slope is 1. Calculate the price elasticity at:

A:

B:




· Perfectly inelastic: Price Elasticity of Supply is 0 at every point along a vertical supply curve.

· Perfectly elastic: Whenever additional units of a good can be produced by using the same combination of inputs, purchased at the same prices, as have been used so far, the supply curve of that good will be horizontal. This is because no matter how many cups are made, the supply curve is a horizontal line. This works because the law of diminishing returns does not apply when all factors of production can be increased (the long run). Consider lemonade cups.

Determinants of supply elasticity (Mcdonalds-FAT)

Following on from the perfectly elastic example, the rule is that the more easily additional units of these inputs can be acquired, the higher the price elasticity of supply will be. Factors that govern the ease with which additional inputs can be acquired:

· Mobility of inputs e.g. summoning substitute inputs from other areas.

· Flexibility of inputs e.g. lemonade production vs. brain surgery.

· Ability to produce substitute inputs e.g. perfect synthetic substitute for diamonds.

· Time i.e. price elasticity will be higher over the long run than in the short run.

Unique and essential inputs, because they are by nature and definition not easily reproduced (e.g. Michael Jordan) are the only supply bottlenecks. 

Using the Production Possibilities Curve to Generate Supply Curves

	
	Coffee productivity
	Nut productivity

	Susan
	1.5/hr  OC:
	3/hr  OC:

	Tom
	0.75/hr  OC:
	0.75/hr  OC:


Combine the PPC’s:
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Tom and Susan’s combined PPC
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Tom and Susan’s SC for coffee.

For key terms and past Pass Notes, go to http://www.geocities.com/ivan_iverson or http://www.geocities.com/kowizzma/micro.html
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