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Schiller, ch 7: THE COMPETITIVE FIRM
· Introduction

This chapter addresses the following key questions:

What are profits?

What are the unique characteristics of competitive firms?

How much output will a competitive firm produce?

· The Profit Motive

The basic incentive for producing goods and services is the expectation of profit.

Profit is the difference between total revenue and total cost.

· Other Motivations

Personal reasons also motivate producers.

Producers seek social status and crave recognition.

Non-owner managers of corporations may be more interested in their own jobs, salaries, and self-preservation than earning profits for stockholders.

· ECONOMIC VS. ACCOUNTING PROFITS

Economic profit is the difference between total revenues and total economic costs.

Economic cost is the value of all resources used to produce a good or service – opportunity cost.

Economic Profits-- To determine a firm’s economic profit, all implicit factor costs must be subtracted from observed accounting profit. 

Economic profits account for the use of all resources.

Normal profit is the opportunity cost of capital – zero economic profit.

Whenever economic costs exceed explicit costs, observed (accounting) profits will exceed true (economic) profits.

· MARKET STRUCTURE

Market structure is the number and relative size of firms in an industry.

Perfect competition is market in which no buyer or seller has market power.

· THE NATURE OF PERFECT COMPETITION

A perfectly competitive industry has several distinguishing characteristics:

· Many firms – lots of firms are competing for consumer purchases.

· Identical products – the products of the different firms are identical, or nearly so.

· Low entry barriers – it’s relatively easy to get into the business.

· Price Takers-- A perfectly competitive firm has no market power and has no ability to alter the market price of the goods it produces.

Market Power - The ability to alter the market price of a good or service.

The output of a perfectly competitive firm is so small relative to market supply that it has no significant effect on the total quantity or price in the market.

While the actions of a single competitive firm are negligible, the unified actions of many such firms are not.

· THE PRODUCTION DECISION

A competitive firm has only one decision to make: how much to produce.

The production decision is the selection of the short-run rate of output (with existing plant and equipment).

Output and Revenues

Total revenue - The price of the good multiplied by the quantity sold in a given time period.

Total revenue = price X quantity
The total revenue curve of a perfectly competitive firm is an upward-sloping straight line, with a slope equal to pe.

Output and Costs

To maximize profits a firm must consider how increased production will affect costs as well as revenues.

The shape of the total cost curve reflects increasing marginal costs and the law of diminishing returns.

Marginal cost is the increase in total costs associated with a one-unit increase in production.

The primary objective of the producer is to find that one particular rate of output that maximizes profits.

· Profit-Maximizing Rule

Never produce a unit of output that costs more than it brings in.

Marginal revenue (MR) is the change in total revenue that results from a one-unit increase in the quantity sold.

MR = change in TR / change in Q

For perfectly competitive firms  



Marginal Revenue = Price

· A firm’s goal is not to maximize revenues, but to maximize profits.

· Marginal revenue is compared to marginal costs to determine the best level of output.

· Profit-Maximizing Rate of Output

According to the profit-maximization rule a firm should produce at that rate of output where marginal revenue equals marginal cost.



MR =MC

If marginal cost exceeds price, total profits decline if the additional output is produced.

Short-Run Profit-Maximization Rules for Competitive Firm

Price  >  MC → 
increase output

Price  =  MC →  
maintain output and maximize profit

Price  <  MC →  
decrease output

· THE SHUTDOWN DECISION

A firm should shut down only if the losses from continuing production exceed fixed costs.

Price vs. AVC

Where price exceeds average variable cost but not average total cost, the profit maximizing rule minimizes losses.

The Shutdown Point

The shutdown point is that rate of output where price equals minimum AVC. → P= minAVC
The shut-down decision is a short-run response.

· THE INVESTMENT DECISION

The investment decision is the decision to build, buy, or lease plant and equipment.

It also involves the decision to enter or exit an industry.

· Long-Run Costs

In making long-run decisions, the producer is confronted with many possible cost figures.

A producer will want to build, buy or lease a plant that is most efficient for the anticipated rate of output.

· DETERMINANTS OF SUPPLY

The quantity of a good supplied is affected by all forces that alter marginal cost.

Short-Run Determinants

The determinants of a firm’s supply include:

The price of factor inputs.

Technology  (the available production function).

Expectations (for costs, sales, technology).

Taxes and subsidies.

· The marginal cost curve is the short-run supply curve for a competitive firm.

· Supply Shifts

If any determinant of supply changes, the supply curve shifts.

Taxing Business

Some tax changes alter short-run supply behavior.

· Others affect only long-run supply decisions.

Property Taxes

Property taxes are a fixed cost.

They raise average costs and reduce profit.

Because they don’t affect marginal costs, they leave the profit-maximizing output unchanged.

Payroll Taxes

Payroll taxes increase marginal costs.

They reduce the profit maximizing rate of output.

They increase average costs and lower total and per-unit profits.

Profit Taxes

Profit taxes are neither a fixed cost nor a variable cost.

They don’t affect marginal cost or prices.

They don’t affect production level decisions but may affect investment decisions.
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Schiller, ch 8 outline—Competitive markets

· Introduction

The chapter focuses on the behavior of competitive markets.  Key questions are:

1.  How are prices determined in competitive markets?

2.  How does competition affect the profits of a firm or industry?

3.  What does society gain from market competition?

· The Market Supply Curve

A.  Whatever determines marginal cost also determines the competitive firm’s supply response.  Therefore, a competitive firm’s supply is determined by:

1.  The price of factor inputs.

2.  Technology.

3.  Expectations.

4.  Taxes.

B.  The Market Supply Curve 
1.  Equilibrium price – The price at which the quantity of a good demanded in a given time period equals the quantity 
supplied.

2.  Market supply – The total quantities of a good that sellers are willing and able to sell at alternative prices in a given time period, ceteris paribus.

3.  The market supply curve is the sum of the marginal cost curves of all the firms.

4.  Marginal cost (MC) – The increase in total cost associated with a one-unit increase in production.

5.  The market supply of a competitive industry is determined by:

· The price of factor inputs.

· Technology.

· Expectations.

· Taxes.

· The number of firms in the industry.

C.  Entry and Exit 

1.  Investment Decision  - The decision to build, buy, or lease plant and equipment; to enter or exit an industry.

2.  The investment decisions shift the market supply curve to the right.

3.  The profit motive drives these investment decisions.

D.  Tendency Toward Zero Profits

1.  Economic profits – The difference between total revenues and total economic costs.

2.  An increase in market supply causes the economic profits to disappear.

3.  When economic profits disappear, entry ceases and the market price stabilizes.

4.  Competitive market - A market in which no buyer or seller has market power.

5.  As long as it is easy for existing producers to expand production or for new firms to enter an industry, economic profits will not last long.

E.  Low Barriers to Entry

1.  Barriers to entry – Obstacles that make it difficult or impossible for would-be producers to enter a particular market, such as patents. 

2.  Barriers to entry may include:

· Control of essential factors of production.

· Control of distribution outlets.

· Well-established brand loyalty.

· Government regulation.

F.  Market Characteristics of Perfect Competition

1.  Some of the structures, behaviors and outcomes of a competitive market are:

· Many firms.

· Perfect information.

· Identical products.

· MC = p.  All competitive firms will seek to expand output until marginal cost is equal to the market price of the product being produced.

· Low barriers to entry.

· Zero economic profit.
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Schiller, ch 9 outline- MONOPOLY
· Introduction

This chapter examines how a market controlled by a single producer behaves.

What price will a monopolist charge?

How much will the monopolist produce?

Are consumers better or worse off when only one firm controls an entire market?

· MARKET POWER

Market power is the ability to alter the market price of a good or service.

· The Downward-Sloping Demand Curve

Firms with market power confront downward-sloping demand curves.

Competitive firms face a horizontal demand curve.

· Monopoly

The demand curve facing the monopoly firm is identical to the market demand curve for the product.

Monopoly is a firm that produces the entire market supply of a particular good or service.

· Price and Marginal Revenue

A monopoly faces a different profit maximizing situation than competitive firms.

· Profit-maximization rule – Produce at that rate of output where MR = MC.

Unlike competitive firms, marginal revenue for a monopolist is not equal to price.

MR < P

Marginal revenue is the change in total revenue that results from a one-unit increase in the quantity sold.

For a monopoly firm, the MR curve is below the demand curve.

· Monopoly Profits

A monopoly receives larger profits than a comparable competitive industry by reducing the quantity supplied and pushing prices up.

Unless there are barriers to entry, high monopoly profits tend to attract profit-hungry entrepreneurs into the market.

These profits will be maintained as long as barriers to entry prevent any competitors from entering the market.

· A COMPARATIVE PERSPECTIVE ON MARKET POWER

Outcomes differ under competitive and monopoly conditions.

Competitive Industry

High prices and profits signal consumers’ demand for more output.

The high profits attract new suppliers.

Production and supplies expand.

Prices slide down the market demand curve.

Throughout the process, there is great pressure to reduce costs or improve product quality.
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