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ANNOTATION OF STUDY-METHODICAL COMPLEX

The study-methodical complex on a subject "Microeconomics" designed taking
into account rules modern of requirements methodical of training is published:
didactic principles, ways and workings out of technologies of lecture, practical and
seminar employment.

It is planed for teachers of the higher school and professional establishments of
system additional profession.

The given educational technology on a subject "Microeconomics", is developed
for training of bachelors and masters, the experts who have been dealt with by a
problem of development of a control system in sphere of economy, wildlife
management and preservation of the environment in Uzbekistan. It is designed taking
into account modern approaches to training process in a part methodical lecture,
seminar and a practical training, development at listeners of concrete skills and
abilities on effective formation and use of budgetary funds. Inculcation of skills of
practical works under the analysis is natural - scientific and main bases of education,
definition of the basic concepts and the categories which knowledge it is necessary
for understanding of all questions considered in studied discipline as much as
possible approached their real inquiry question and problem.

The presented educational technology can be used teachers of high schools on a
subject "Microeconomics", can be realised also in system of additional education
under condition of performance in technology of training of entry conditions
educational profession and presence of the specified means.

The student within the limits of the problems which are carried out in the course
of development of a subject matter "Microeconomics"

should know:

- theoretical bases of function and development of modern market economy; the
mechanizm of distribution of scarce resources on the basis of supply and demand
model; the basic properties of the competitive and not competitive markets and a rule
of behaviour of firms in this market; formation of the prices in market conditions;
directions of the state intervention in market economy and its consequences; the
mechanism of functioning of the labour, capital and ground markets;

to have skills (to own skills):

- about efficiency of functioning of the market and the factors influencing it;
about rules of behaviour of firms in different market structures; about the mechanism
of formation of the price in the conditions of the market; about the competitive and
not competitive markets; about principles of distribution of scarce resources; about
the mechanism of functioning of market economy.
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Introduction

The discipline "Microeconomics" plays an important role in studying of
theoretical and practical aspects of development of national economy as a whole, in
particular branches and spheres of economy, scale business and private business, the
questions connected with deepening of economic reforms and modernization of
economy of Republic Uzbekistan.

And in it the important place occupies microeconomic at studying and the
analysis of changes of cumulative supply and demand, formation of the prices for the
goods and services; the risks connected with manufacture and realization of the
goods; industrial costs in the conditions of proceeding world financial and economic
crisis.

The microeconomics studies theoretical and practical aspects of Economy
economy. Methods macroeconomics play an important role in revealing, the analysis
and the decision of the arisen economic problems practice, and are the tool for
acceptance of economic decisions. "Microeconomics" as one of fundamental sciences
is base for studying of other economic disciplines.

Special requirements shown to the experts working in such difficult sphere, as
economy. That with success to provide corresponding conditions for optimum use of
all having resources and steady growth - the head, the economist working on
macroeconomic, and also on mukpo level, should understand well economic
processes, be able to do correct economic conclusions and to make competent
decisions. In formation of experts the important role belongs to course teaching
“microeconomics’.

The purpose and problems of curriculum

The subject matter purpose to form concepts, knowledge and skills at students on
studying of economic activities of the country as a whole, and in particular subjects
of the Economy, to train theoretical and to practical sides of functioning and
development of modern Economy economy.

The primary aims of a subject matter to train students to do conclusions and the
conclusions on the basis of the analysis of consequences of the state intervention in
Economy economy, to the analysis of national economy, the Economy on the basis of
the statistical data about supply and demand in the Economy, to such questions: as
economy state regulation, behavour of consumers the Economy, activity of subjects
of the Economy in different Economy structures; to studying of the factors
influencing their activity; Economy economy laws.

Studying of the basic microeconomic categories, the reasons of occurrence and
forms of display of microeconomic problems, essence of microeconomic models, the
purposes and tools of a microeconomic policy, features of a microeconomic policy in
open economy, and training of students to methods of calculation of microeconomic
indicators, ways of the analysis of microeconomic processes and concepts.
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Requirements shown to knowledge, skills on discipline

The student within the limits of the problems which are carried out in the
course of development of a subject matter "Microeconomics"

should know:

- theoretical bases of function and development of modern Economy economy;
the mechanizm of distribution of scarce resources on the basis of supply and demand
model; the basic properties of the competitive and not competitive Economys and a
rule of behaviour of firms in this Economy; formation of the prices in Economy
conditions; directions of the state intervention in Economy economy and its
consequences; the mechanism of functioning of the labour, capital and ground
Economys;

should know and be able to use:

- to carrying out of the analysis and a formulation of conclusions of
consequences of economic policy of the state; to carrying out of the analysis of
behaviour of firms in the competitive and not competitive Economys; to working out
of functions of supply and demand on the basis of the statistical data; to the analysis
and carrying out of look-ahead calculations of consequences of change of Economy
parametres, formulation of conclusions; to the analysis and a formulation of
conclusions of activity of labor Economys, the capital and the earth; to the analysis of
change of Economy conditions with application of functions of supply and demand.

to have skills (to own skills):

- about efficiency of functioning of the Economy and the factors influencing it;
about rules of behaviour of firms in different Economy structures; about the
mechanism of formation of the price in the conditions of the Economy; about the
competitive and not competitive Economys; about principles of distribution of scarce
resources; about the mechanism of functioning of Economy economy.

Relationship with other sciences

"Microeconomics" is interconnected with all the disciplines of the curriculum
prepared on the basis of the state standard of education is their theoretical and
pedagogical foundation. It is closely linked with the functional economic sciences
(finance, credit, banking, taxes, taxation, accounting and auditing, insurance and
customs business, mathematics, etc.).

There is a close relationship with the public (philosophy, political science,
history) and the specific economic disciplines.
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Discipline place in manufacture

Functioning and development of Economy structures, economic activities of
manufacturers, behaviour of consumers in the Economy, methods of state regulation
of the Economy, modelling of microeconomic policy for regulation of
microeconomic processes in the country, strategy of microeconomic development for
the separate taken countries, training of students to innovative thinking, adaptation to
new processes occurring in economic, political and other fields of activity of the
person for development of a microeconomic policy on short-run, intermediate term
and long-run prospects make structure of discipline microeconomics.

Therefore the discipline “microeconomic” is one their basic disciplines of the
block professional disciplines.

New pedagogical and information technology
At discipline training

Application of the newest information-pedagogical technologies, use of the
advanced and modern methods of training plays an important role for students at
development of discipline "microeconomics".

In course development textbooks, educational and study-methodical grants,
texts of lectures, distributing materials, electronic materials, stands are widely used.
On lecture and a practical training corresponding advanced pedagogical technologies,
a study and texts of lectures, distributing materials, reasurses are used.

Educational technologies: Interactive methods «brain stormy», “insert”, a blitz
- poll.
References: M1; A2; A3; A4; M5; Al; Q2; Q3; Q4; Q5; Q6; Q8; Q9; Q10.
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THE MAIN PART
Lecture and the practical training

Unit 1. Introduction: Economys and prices. Preliminaries

The themes of microeconomics. Theories and models. Positive analysis.
Normative analysis. Competitive Economys. Noncompetitive Economys. Economy
price. Economy definition. Real prices. Nominal prices.

Unit 2. The basics of supply and demand

Supply. Demand. The supply curve. The demand curve. The Economy
mechanism. Economy equilibrium. Changes in Economy equilibrium. Elasticity of
supply. Elasticity of demand. Short-run elasticity. Long-run elasticity. The effects of
changing Economy conditions. Effects of government intervention. Price controls.

Unit 3. Consumer behavior

Consumer preferences. Economy baskets. Basic assumptions about preferences.
Indifference curves. Indifference maps. The shapes of indifference curves. The
marginal rate of substitution. Perfect substitutes. Perfect complements. Budget
constraints. The budget line. The effects of changes in income and prices. Consumer
choice. Corner solutions. Revealed preference. Marginal utility. Consumer choice.
Cost-of-living indexes. Ideal cost-of-living index. Laspeyres index. Paasche index.
Chain-weighted.

Unit 4. Individual and Economy demand

Individual demand. Price changes. The individual demand curve. Income
changes. Normal goods. Inferior goods. Engel curve. Substitutes and complements.
Substitution effect. Income effect. A special case: the Giffen good. Economy
demand. Individual demand. Elasticity of demand. Consumer surplus. Network
externalities. The bandwagon effect. The snob effect. Empirical estimation of
demand. Demand determination. Demand estimation. Demand relationship.

Unit S. Choice under uncertainty

Risk description. Probability. Expected value. Variability. Decision making.
Preferences toward risk. Reducing risk. Diversification. Insurance. The value of
information. The demand for risky assets. Assets. Risky and riskless assets. Asset
returns. The trade-off between risk and return. The investors choice problem.
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Unit 6. Production

The technology of production. The production function. Isoquants. Input
flexibility. The short run production. The long run production. Variable input (labor).
Average and marginal products. The slopes of the product curve. The average
product of labor curve. The marginal product of labor curve. The law of diminishing
marginal returns. Labor productivity. Production with two variable inputs.
Diminishing marginal returns. Substitution among inputs. Production functions.
Returns to scale. Increasing returns to scale. Constant returns to scale. Decreasing
returns to scale.

Unit 7. The cost of production

Measuring cost. Economic cost. Accounting cost. Opportunity cost. Sunk costs.
Fixed costs. Variable costs. Fixed cost. Sunk cost. Cost in the short run. The shapes
of the cost curves. Cost in the long run. The user cost of capital. The cost-minimizing
input choice. The isocost line choosing inputs. Cost minimization with varying.
Output levels. The expansion path and long-run costs. Long-run cost curves. Short-
run cost curves. The inflexibility of short-run production. Long-run average cost.
Economies and diseconomies of scale. The relationship between short-run and long-
run cost. Production with two outputs. Transformation curve. Economies and
diseconomies of scope. The degree of economies of scope. Dynamic changes in
costs. Graphing the learning curve. Learning of scale. Economies of scale.
Estimating and predicting cost. Cost functions and the measurement of scale
economies.

Unit 8. Profit maximization and competitive supply

Perfectly competitive Economys.  Highly competitive Economy. Profit
maximization. Marginal revenue. Marginal cost. Demand and marginal revenue for a
competitive firm. Profit maximization. Choosing output in the short run. Short-run
profit maximization. The short-run profit. The competitive firms. Short-run supply
curve. Input price change. The short-run Economy supply curve. Elasticity of
Economy supply. Producer surplus in the short run. Output in the long run. Long-
run profit maximization. Long-run competitive equilibrium. Economic rent.
Producer surplus in the long run. The industry’s long-run supply curve. Constant-
cost industry. Increasing-cost industry. Decreasing-cost industry. Tax. Long-run
elasticity of supply.

Unit 9. The analysis of competitive Economys
Evaluation of the gains and losses. Review of consumer surplus. Review of

producer surplus. Application of consumer and producer surplus. The efficiency of a
competitive Economy. Minimum prices. Price supports and production quotas. Price
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supports. Production quotas. Import quotas and tariffs. The impact of a tax. The
effects of a subsidy.

Unit 10. Economy power: monopoly and monopsony

Monopoly. Average revenue. Marginal revenue. The monopolists output
decision. Rule of thumb for pricing. Shifts in demand. The effect of a tax. The
multiplant firm. Monopoly power. Measuring monopoly power. The elasticity of
Economy demand. The interaction among firms. Rent seeking. Price regulation.
Natural monopoly regulations. Monopsony. Monopsony power. Sources of
monopsony power. The social costs of monopsony power. Bilateral monopoly.
Limiting Economy power. The antitrust laws.

Unit 11. Pricing with Economy power

Capturing consumer surplus. Price discrimination. First-derive price
discrimination.  Second-degree  price  discrimination.  Third-degree  price
discrimination. Intertemporal price discrimination. Peak-load pricing. The two-part
tariff bundling. Relative valuations. Mixed bundling. Bundling in practice. Tying.
Advertising. Rule of thumb for advertising.

Unit 12. Monopolistic competition and oligopoly

Monopolistic competition. Equilibrium in the short run. Equilibrium in the long
run. Economic efficiency. Oligopoly. Equilibrium in an oligopolistic Economy. The
Cournot model. The linear demand curve. First mover advantage. The Stackelberg
model. Price competition. The Bertrand model. Differentiated products. Collusion.
The prisoners dilemma. Price rigidity. Price signaling and price leadership. The
dominant firm model. Cartels. Analysis of cartel pricing.

Unit 13. Game theory and competitive strategy

Gaming and strategic decisions. Noncooperative games. Cooperative games.
Dominant strategies. The Nash equilibrium revisited. Maximin strategies. Mixed
strategies. Repeated games. Sequential gaines. The extensive form of a game.
Threats, commitments, and credibility. Empty threats. Entry deterrence. Strategic
trade policy and international competition. Bargaining strategy. Auctions. Auction
formats valuation. Information private-value auctions. Common-value auctions.
Maximizing auction revenue.

Unit 14. Economys for factor inputs

Competitive factor Economys. Demand for a factor input. The Economy
demand curve. The supply of inputs to a firm. The Economy supply of inputs.
Equilibrium in a competitive factor Economy. Economic rent. Factor Economys with
monopsony power.  Marginal expenditure. Average expenditure. The input

(]




purchasing decision. Factor Economys with monopoly power. Monopoly power over
the wage rate. Unionized workers. Nonunionized workers. Bilateral monopoly in the
labor Economy.

Unit 15. Investment, time, and capital Economy

Stocks. Flows. Present discounted value. Valuing payment streams. The value
of a bond perpetuities. The net present value criterion. Capital investment decisions.
The electric motor factory. Real discount rates. Nominal discount rates. Negative
future cash flows. Adjustments for risk. Diversifiable risk. Non diversifiable risk. The
capital asset pricing model. Investment decisions by consumers. resources. The
production decision of an individual resource producer. The behavior of Economy
price. User cost. Resource production by a monopolist. Interest rates determination. A
variety of interest rates.

Unit 16. General equilibrium and economic efficiency

General equilibrium analysis. Two interdependent Economys. The attainment of
general equilibrium. Efficiency in exchange. The advantages of trade. The edge
worth box diagram. Efficient allocations. The contract curve. Consumer equilibrium
in a competitive Economy. The economic efficiency of competitive Economys.
Equity and efficiency. The utility possibilities frontier. Equity and perfect
competition. Efficiency in production. Production in the edge worth box. Input
efficiency. Producer equilibrium in a competitive input Economy. The production
possibilities frontier. Output efficiency. Efficiency in output Economys. The gains
from free trade. Comparative advantage. An expanded production possibilities
frontier. Economys’ failing reasons. Economy power. Incomplete information.
Externalities. Public goods.

Unit 17. Economy and asymmetric information

Quality uncertainty. The Economy for lemons. The Economy for used cars.
Asymmetric information. Reputation. Standardization. Economy signaling. A model
of job Economy signaling. Guarantees and warranties. Moral hazard. The principal-
agent problem. The principal-agent problem in private enterprises. The principal-
agent problem in public enterprises. The principal-agent framework. Managerial
incentives in an integrated firm. Incentive design. The integrated firm. Applications.
Asymmetric information in labor Economys. Efficiency wage theory.

Unit 18. Externalities and public goods
Externalities. Negative externalities. Inefficiency.  Positive externalities.
Economy failure. An emissions standard. An emissions fee. Transferable emissions
permits. Recycling. Property rights. Bargaining and economic efficiency. Costly
bargaining. Strategic behavior. Suing for damages. Common property resources.
Public goods. Private preferences for public goods.
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Information-methodological maintenance of the program

For development of discipline "micro-economics" students, the great value has
application of the advanced interactive methods, pedagogical and information-
communication technologies of training. At discipline training presentations,
multimedia and technologies are widely used. On a practical training it is widely used
such methods and technicians as: brainstorming, kmactep, quiz, work in groups,
insert, presentations, tests.

The recommended literature
The basic literature

1. Salimov B.T., Muxitdinova U.S., Mustafakulov Sh.l., Salimov B.B.
Mikroiqtisodiyot: Darslik. — T.: TDIU, 2014. - 230 b.
2. AmanskoBa T.I'. MuxposkoHomuka: yue6.moco6. M.: MI'OY, 2012. —

8lc.

3. MaxkcumoBa B.®. Mukposkonomuka: yue6. M.: Mapkr JIC, 2010. — 368c.
4.  MaxoBHukoBa ['.A. MukposkoHoMuka : yue0.1moco6. M.: Dkcmo, 2009. —
224c.

5. Muxkposkonomuka: yueb. / Tlom.pen. I'psznoBoit A.I'. u FOnmanosa A.1O.
M.: KHOPYC, 2009. — 704c.

6. Hypees P.M. Kypc MukposkoHOMUKH: Y4UeOHUK s By30B. — M.:
Hopwma, 2008. — 561 crp.

7. Pindyck, Robert S.Microeconomics. — Copyright 2012, Macmillan
Publishing Company, a division of Macmillan, Inc.

8. Campbell R. McConnell. Microeconomics.- Copyright 2014, Macmillan
Publishing Company, a division of Macmillan, Inc.

The additional literatures
1. AtamonoBa B.C., UBaHoBa C.A., MukposkoHoMuKa . MockBa, 2012, - 320

2. Hypees P.M. C6opHuk 3amau o Mukposkonomuke, Hopma. Mockga, 2013.

3. [Munpaiik P., JI. PyObundensa. MUKpOIKOHOMHKA. 5-€ MEXIyHAPOIHOE H3]I.-
CII6.: ITurep, 2011, — 350 c.

4. IlpocseroB I'.1. Ctparerust npeanpusTuu. Y4uel. mpakTuyeckoe nocod. — M.:
«Anbda-IIpecc», 2010. — 184 c.

The Internet sites
1. www.stat.uz.
2. WWW.ZoVv.uz
3. www.Lex.uz
4. www.ziyonet.uz
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MICROECONOMICS
COURSE PROGRAMM (SYLLABUYS)
(2023/2024 academic year)

Name of discipline Microeconomics
total: 120
lecture 36
Hours tutorial
seminar 36
self-study 48
Education and 6030100 - Economics (by sectors and industries)
direction
Teacher 1.Sirojiddinov
Status of discipline Core
Discipline is connected with economic theory, statistics,
Primary disciplines quantitative economics, macroeconomics, economics of
organizations, management and etc.

Aim of discipline: Aim of the discipline involves determining and explanation main
ideas related to micro Economy subjects and their behavior. To learn how to react in
different types of economical situations associated with the themes of the book. To
ease students’ approach to the further economical-scientific research.

Units of disciplines

: Seminar
Unit Lecture (Tutorial) Self-study
1 Introduction: Economys and prices.

" |Preliminaries. 2 2 2
2. [The basics of supply and demand 2 2 2
3. |Consumer behavior 2 2 2
4. |Individual and Economy demand 2 2 2
5. |Choice under uncertainty 2 2 2
6. [Production 2 2 2
7. [The cost of production 2 2 2
8. [Profit maximization and competitive supply 2 2 2
9. |The analysis of competitive Economys 2 2 2
10. [Economy power: monopoly and monopsony 2 2 2
11. [Pricing with Economy power 2 2 2
12. [Monopolistic competition and oligopoly 2 2 2
13. |Game theory and competitive strategy 2 2 4
14. [Economys for factor inputs 2 2 4
15. [Investment, time, and capital Economys 2 2 4
16. |General equilibrium and economic efficiency 2 2 4
17. |[Economy and asymmetric information 2 2 4
18. |[Externalities and public goods 2 2 4

Total: 120 36 36 48
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Unit 1. Introduction: Economys and prices. Preliminaries

The themes of microeconomics. Theories and models. Positive analysis.
Normative analysis. Competitive Economys. Noncompetitive Economys. Economy
price. Economy definition. Real prices. Nominal prices.

Unit 2. The basics of supply and demand

Supply. Demand. The supply curve. The demand curve. The Economy
mechanism. Economy equilibrium. Changes in Economy equilibrium. Elasticity of
supply. Elasticity of demand. Short-run elasticity. Long-run elasticity. The effects of
changing Economy conditions. Effects of government intervention. Price controls.

Unit 3. Consumer behavior

Consumer preferences. Economy baskets. Basic assumptions about preferences.
Indifference curves. Indifference maps. The shapes of indifference curves. The
marginal rate of substitution. Perfect substitutes. Perfect complements. Budget
constraints. The budget line. The effects of changes in income and prices. Consumer
choice. Corner solutions. Revealed preference. Marginal utility. Consumer choice.
Cost-of-living indexes. Ideal cost-of-living index. Laspeyres index. Paasche index.
Chain-weighted.

Unit 4. Individual and Economy demand

Individual demand. Price changes. The individual demand curve. Income
changes. Normal goods. Inferior goods. Engel curve. Substitutes and complements.
Substitution effect. Income effect. A special case: the Giffen good. Economy
demand. Individual demand. FElasticity of demand. Consumer surplus. Network
externalities. The bandwagon effect. The snob effect. Empirical estimation of
demand. Demand determination. Demand estimation. Demand relationship.

Unit 5. Choice under uncertainty

Risk description. Probability. Expected value. Variability. Decision making.
Preferences toward risk. Reducing risk. Diversification. Insurance. The value of
information. The demand for risky assets. Assets. Risky and riskless assets. Asset
returns. The trade-off between risk and return. The investors choice problem.

Unit 6. Production

The technology of production. The production function. Isoquants. Input
flexibility. The short run production. The long run production. Variable input (labor).
Average and marginal products. The slopes of the product curve. The average
product of labor curve. The marginal product of labor curve. The law of diminishing
marginal returns.  Labor productivity. Production with two variable inputs.
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Diminishing marginal returns. Substitution among inputs. Production functions.
Returns to scale. Increasing returns to scale. Constant returns to scale. Decreasing
returns to scale.

Unit 7. The cost of production

Measuring cost. Economic cost. Accounting cost. Opportunity cost. Sunk costs.
Fixed costs. Variable costs. Fixed cost. Sunk cost. Cost in the short run. The shapes
of the cost curves. Cost in the long run. The user cost of capital. The cost-minimizing
input choice. The isocost line choosing inputs. Cost minimization with varying.
Output levels. The expansion path and long-run costs. Long-run cost curves. Short-
run cost curves. The inflexibility of short-run production. Long-run average cost.
Economies and diseconomies of scale. The relationship between short-run and long-
run cost. Production with two outputs. Transformation curve. Economies and
diseconomies of scope. The degree of economies of scope. Dynamic changes in
costs. Graphing the learning curve. Learning of scale. Economies of scale.
Estimating and predicting cost. Cost functions and the measurement of scale
economies.

Unit 8. Profit maximization and competitive supply

Perfectly competitive Economys.  Highly competitive Economy. Profit
maximization. Marginal revenue. Marginal cost. Demand and marginal revenue for a
competitive firm. Profit maximization. Choosing output in the short run. Short-run
profit maximization. The short-run profit. The competitive firms. Short-run supply
curve. Input price change. The short-run Economy supply curve. Elasticity of
Economy supply. Producer surplus in the short run. Output in the long run. Long-
run profit maximization. Long-run competitive equilibrium. Economic rent.
Producer surplus in the long run. The industry’s long-run supply curve. Constant-
cost industry. Increasing-cost industry. Decreasing-cost industry. Tax. Long-run
elasticity of supply.

Unit 9. The analysis of competitive Economys

Evaluation of the gains and losses. Review of consumer surplus. Review of
producer surplus. Application of consumer and producer surplus. The efficiency of a
competitive Economy. Minimum prices. Price supports and production quotas. Price
supports. Production quotas. Import quotas and tariffs. The impact of a tax. The
effects of a subsidy.

Unit 10. Economy power: monopoly and monopsony

Monopoly.  Average revenue. Marginal revenue. The monopolists output
decision. Rule of thumb for pricing. Shifts in demand. The effect of a tax. The
multiplant firm. Monopoly power. Measuring monopoly power. The elasticity of
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Economy demand. The interaction among firms. Rent seeking. Price regulation.
Natural monopoly regulations. Monopsony. Monopsony power. Sources of
monopsony power. The social costs of monopsony power. Bilateral monopoly.
Limiting Economy power. The antitrust laws.

Unit 11. Pricing with Economy power

Capturing consumer surplus. Price discrimination. First-derive price
discrimination.  Second-degree  price  discrimination.  Third-degree  price
discrimination. Intertemporal price discrimination. Peak-load pricing. The two-part
tariff bundling. Relative valuations. Mixed bundling. Bundling in practice. Tying.
Advertising. Rule of thumb for advertising.

Unit 12. Monopolistic competition and oligopoly

Monopolistic competition. Equilibrium in the short run. Equilibrium in the long
run. Economic efficiency. Oligopoly. Equilibrium in an oligopolistic Economy. The
Cournot model. The linear demand curve. First mover advantage. The Stackelberg
model. Price competition. The Bertrand model. Differentiated products. Collusion.
The prisoners dilemma. Price rigidity. Price signaling and price leadership. The
dominant firm model. Cartels. Analysis of cartel pricing.

Unit 13. Game theory and competitive strategy

Gaming and strategic decisions. Noncooperative games. Cooperative games.
Dominant strategies. The Nash equilibrium revisited. Maximin strategies. Mixed
strategies. Repeated games. Sequential gaines. The extensive form of a game.
Threats, commitments, and credibility. Empty threats. Entry deterrence. Strategic
trade policy and international competition. Bargaining strategy. Auctions. Auction
formats valuation. Information private-value auctions. Common-value auctions.
Maximizing auction revenue.

Unit 14. Economys for factor inputs

Competitive factor Economys. Demand for a factor input. The Economy
demand curve. The supply of inputs to a firm. The Economy supply of inputs.
Equilibrium in a competitive factor Economy. Economic rent. Factor Economys with
monopsony power.  Marginal expenditure. Average expenditure. The input
purchasing decision. Factor Economys with monopoly power. Monopoly power over
the wage rate. Unionized workers. Nonunionized workers. Bilateral monopoly in the
labor Economy.
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Unit 15. Investment, time, and capital Economys

Stocks. Flows. Present discounted value. Valuing payment streams. The value
of a bond perpetuities. The net present value criterion. Capital investment decisions.
The electric motor factory. Real discount rates. Nominal discount rates. Negative
future cash flows. Adjustments for risk. Diversifiable risk. Nondiversifiable risk. The
capital asset pricing model. Investment decisions by consumers. Depletable
resources. The production decision of an individual resource producer. The behavior
of Economy price. User cost. Resource production by a monopolist. Interest rates
determination. A variety of interest rates.

Unit 16. General equilibrium and economic efficiency

General equilibrium analysis. Two interdependent Economys. The attainment of
general equilibrium. Efficiency in exchange. The advantages of trade. The edge
worth box diagram. Efficient allocations. The contract curve. Consumer equilibrium
in a competitive Economy. The economic efficiency of competitive Economys.
Equity and efficiency. The utility possibilities frontier. Equity and perfect
competition. Efficiency in production. Production in the edge worth box. Input
efficiency. Producer equilibrium in a competitive input Economy. The production
possibilities frontier. Output efficiency. Efficiency in output Economys. The gains
from free trade. Comparative advantage. An expanded production possibilities
frontier. Economys’ failing reasons. Economy power. Incomplete information.
Externalities. Public goods.

Unit 17. Economy and asymmetric information

Quality uncertainty. The Economy for lemons. The Economy for used cars.
Asymmetric information. Reputation. Standardization. Economy signaling. A model
of job Economy signaling. Guarantees and warranties. Moral hazard. The principal-
agent problem. The principal-agent problem in private enterprises. The principal-
agent problem in public enterprises. The principal-agent framework. Managerial
incentives in an integrated firm. Incentive design. The integrated firm. Applications.
Asymmetric information in labor Economys. Efficiency wage theory.

Unit 18. Externalities and public goods

Externalities. Negative externalities. Inefficiency.  Positive externalities.
Economy failure. An emissions standard. An emissions fee. Transferable emissions
permits. Recycling. Property rights. Bargaining and economic efficiency. Costly
bargaining. Strategic behavior. Suing for damages. Common property resources.
Public goods. Private preferences for public goods.
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THE PLAN OF LECTURE TRAINING

Unit 1. Introduction to Microeconomics (2 hours)

1.1. Why study Microeconomics
1.2. The purpose, problems, a subject and course method
1.3. Production potentialities and economic choice
1.4. Equips with basic analytical tools with the help of which to evaluate
different economic problems

Educational technologies: Interactive methods «brain stormy», “insert”, a blitz
- poll.

Unit 1. The recommended literature

1. Salimov B.T., Muxitdinova U.S., Mustafakulov Sh.l., Salimov B.B.
Mikroiqtisodiyot: Darslik. — T.: TDIU, 2014. - 230 b.

2. AnanbkoBa T.I'. Mukposkonomuka: yue6.moco6. M.: MI'OY, 2014. — 8lc.

3. MakcumoBa B.®. Mukposkonomuka: yue6. M.: Mapkr [IC, 2012. — 368c.

4. Pindyck, Robert S.Microeconomics. — Copyright 2013, Macmillan Publishing
Company, a division of Macmillan, Inc.

5. Campbell R. MicConnell. Microeconomics. - Copyright 2015, Macmillan
Publishing Company, a division of Macmillan, Inc.

Unit 2. Basics economic concepts (2 hours)

2.1. Develops an ability to apply basic microeconomic models in the analysis of

real-life situations

2.2. Provides the foundations for the further study of microeconomics

2.3. Demonstrate an understanding of basic microeconomic concepts and
principles

Educational technologies: Interactive methods «brain stormy», “insert”, a blitz
- poll.

Unit 2. The recommended literature
1. Salimov B.T., Muxitdinova U.S., Mustafakulov Sh.l., Salimov B.B.
Mikroiqtisodiyot: Darslik. — T.: TDIU, 2014. - 230 b.
2. AnanbkoBa T.I'. MukposkoHomuka: yue6.moco6. M.: MI'OVY, 2014. —8lc.
3. Makcumona B.®. Mukposkonomuka: yued. M.: Mapkr JIC, 2012. — 368c.
4. Pindyck, Robert S.Microeconomics. — Copyright 2013, Macmillan Publishing
Company, a division of Macmillan, Inc.
5. Campbell R. MicConnell. Microeconomics. - Copyright 2015, Macmillan
Publishing Company, a division of Macmillan, Inc.
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Unit 3. The basics of Supply and Demand (2 hours)

3.1. Demand and Supply

3.2.The Economy Mechanism

3.3. Economy and prices

3.4. Changing in Supply and Demand

Educational technologies: Interactive methods «brain storm», “insert”, a blitz
- poll.

Unit 3. The recommended literature

1. Salimov B.T., Muxitdinova U.S., Mustafakulov Sh.l., Salimov B.B.
Mikroiqtisodiyot: Darslik. — T.: TDIU, 2014. - 230 b.

2. AnanbkoBa T.I'. MukposkoHoMuka: yue6.moco6. M.: MI'OVY, 2014. —8lc.

3. Makcumona B.®. MukposkoHomuka: yued. M.: Mapkr JIC, 2012. — 368c.

4. Pindyck, Robert S.Microeconomics. — Copyright 2013, Macmillan Publishing
Company, a division of Macmillan, Inc.

5. Campbell R. MicConnell. Microeconomics. - Copyright 2015, Macmillan
Publishing Company, a division of Macmillan, Inc.

Unit 4. Economy equilibrium, maximum and minimum of prices (2 hours)

4.1. Economy equilibrium and the equilibrium price

4.2. Maximum and minimum prices

4.3. Shifts in Supply and Demand

4.4. Understanding and predicting the effects of changing Economy condition.

Educational technologies: Interactive methods «brain stormy, “insert”, a blitz
- poll.

Unit 4. The recommended literature

1. Salimov B.T., Muxitdinova U.S., Mustafakulov Sh.l., Salimov B.B.
Mikroiqtisodiyot: Darslik. — T.: TDIU, 2014. - 230 b.

2. AnanbkoBa T.I'. MukposkoHoMuka: yue6.moco6. M.: MI'OVY, 2014. —8lc.

3. MakcumoBa B.®. Mukposkonomuka: yue6. M.: Mapkr [IC, 2012. — 368c.

4. Pindyck, Robert S.Microeconomics. — Copyright 2013, Macmillan Publishing
Company, a division of Macmillan, Inc.

5. Campbell R. MicConnell. Microeconomics. - Copyright 2015, Macmillan
Publishing Company, a division of Macmillan, Inc.
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Unit 5. Elasticity of supply and demand (2 hours)

5.1. Term of “Elasticity”;
5.2. Elasticity coefficient;
5.3. Elasticity of Demand and Elasticity of Dupply
5.4. Dot and arc elasticity

Educational technologies: Interactive methods «brain storm», “insert”, a blitz
- poll.

Unit 5. The recommended literature

1. Salimov B.T., Muxitdinova U.S., Mustafakulov Sh.l.,, Salimov B.B.
Mikroiqtisodiyot: Darslik. — T.: TDIU, 2014. - 230 b.

2. AnanbkoBa T.I'. MukposkoHoMuka: yue6.moco6. M.: MI'OVY, 2014. —8lc.

3. Makcumona B.®D. Mukposkonomuka: yued. M.: Mapkr JIC, 2012. — 368c.

4. Pindyck, Robert S.Microeconomics. — Copyright 2013, Macmillan Publishing
Company, a division of Macmillan, Inc.

5. Campbell R. MicConnell. Microeconomics. - Copyright 2015, Macmillan
Publishing Company, a division of Macmillan, Inc.

Unit 6. Consumer Behavior (2 hours)

6.1. Consumer preferences
6.2. Budget constraints
6.3. Consumer choince
6.4. The concept of utility

Educational technologies: Interactive methods «brain stormy, “insert”, a blitz
- poll.

Unit 6. The recommended literature

1.Salimov B.T., Muxitdinova U.S., Mustafakulov Sh.I., Salimov B.B.
Mikroiqtisodiyot: Darslik. — T.: TDIU, 2014. - 230 b.

2. AnanbkoBa T.I'. Mukposkonomuka: yue6.moco6. M.: MI'OY, 2014. — 8lc.

3. MakcumoBa B.®. Mukposkonomuka: yued. M.: Mapkr JIC, 2012. — 368c.

4. Pindyck, Robert S.Microeconomics. — Copyright 2013, Macmillan Publishing

Company, a division of Macmillan, Inc.

5. Campbell R. MicConnell. Microeconomics. - Copyright 2015, Macmillan

Publishing Company, a division of Macmillan, Inc.
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Unit 7. Income effect and substitution effect (2 hours)

7.1. Individual demand

7.2. Income and substitution effects

7.3. Consumer surplus

7.4. From individual to Economy demand

Educational technologies: Interactive methods «brain stormy», “insert”, a blitz
- poll.

Unit 7. The recommended literature

1.Salimov B.T., Muxitdinova U.S., Mustafakulov Sh.l.,, Salimov B.B.
Mikroiqtisodiyot: Darslik. — T.: TDIU, 2014. - 230 b.

2. AnanbkoBa T.I'. Mukposkonomuka: yue6.moco6. M.: MI'OVY, 2014. — 8lc.

3. MakcumoBa B.®. Mukposkonomuka: yued. M.: Mapkr JIC, 2012. — 368c.

4. Pindyck, Robert S.Microeconomics. — Copyright 2013, Macmillan Publishing

Company, a division of Macmillan, Inc.

5. Campbell R. MicConnell. Microeconomics. - Copyright 2015, Macmillan

Publishing Company, a division of Macmillan, Inc.

Unit 8. The Economy and risk (2 hours)

8.1. Describing risk

8.2. Atttudes towards risk

8.3. Reducing risk

8.4. The demand for risky assets

Educational technologies: Interactive methods «brain stormy, “insert”, a blitz
- poll.

Unit 8. The recommended literature

1.Salimov B.T., Muxitdinova U.S., Mustafakulov Sh.I., Salimov B.B.
Mikroiqtisodiyot: Darslik. — T.: TDIU, 2014. - 230 b.

2. AnanbkoBa T.I'. MukposkonoMuka: yue6.moco6. M.: MI'OVY, 2014. —8lc.

3. Makcumona B.®D. Mukposkonomuka: yued. M.: Mapkr JIC, 2012. — 368c.

4. Pindyck, Robert S.Microeconomics. — Copyright 2013, Macmillan Publishing

Company, a division of Macmillan, Inc.

5. Campbell R. MicConnell. Microeconomics. - Copyright 2015, Macmillan

Publishing Company, a division of Macmillan, Inc.
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Unit 9. Firms and their organizational-economic bases (2 hours)

9.1. The economic nature of firm

9.2. The basic forms of the business enterprises

9.3. Economic association

9.4. Societies with the limited and additional responsibility

9.5. Cooperative societies, holdings and other kinds of the enterprises

Educational technologies: Interactive methods «brain storm», “insert”, a blitz
- poll.

Unit 9. The recommended literature

1.Salimov B.T., Muxitdinova U.S., Mustafakulov Sh.I., Salimov B.B.
Mikroiqtisodiyot: Darslik. — T.: TDIU, 2014. - 230 b.

2. AnanbkoBa T.I'. Mukposkonomuka: yue6.moco6. M.: MI'OY, 2014. — 8lc.

3. MakcumoBa B.®. MukposkoHomuka: yued. M.: Mapkr JIC, 2012. — 368c.

4. Pindyck, Robert S.Microeconomics. — Copyright 2013, Macmillan Publishing
Company, a division of Macmillan, Inc.

5. Campbell R. MicConnell. Microeconomics. - Copyright 2015, Macmillan
Publishing Company, a division of Macmillan, Inc.

Unit 10. Production (2 hours)

10.1. The technology of production.

10.2. Isoquants.

10.3. Production with one variable input (labor).
10.4. Production with two variable input.

10.5. Measuring production functions

Educational technologies: Interactive methods «brain stormy, “insert”, a blitz
- poll.

Unit 10. The recommended literature

1.Salimov B.T., Muxitdinova U.S., Mustafakulov Sh.I.,, Salimov B.B.
Mikroiqtisodiyot: Darslik. — T.: TDIU, 2014. - 230 b.

2. AnanpkoBa T.I'. Mukposkonomuka: yue6.moco6. M.: MI'OY, 2014. — 8lc.

3. MakcumoBa B.®. Mukposkonomuka: yued. M.: Mapkr JIC, 2012. — 368c.

4. Pindyck, Robert S.Microeconomics. — Copyright 2013, Macmillan Publishing

Company, a division of Macmillan, Inc.

5. Campbell R. MicConnell. Microeconomics. - Copyright 2015, Macmillan

Publishing Company, a division of Macmillan, Inc.
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Unit 11. The cost of production (2 hours)

11.1. Measuring costs: Which costs matter.
11.2. Costs in the short-run.

11.3. Costs in the long-run.

11.4. Long-run versus short-run costs curves.
11.5. Estimating and pridecting cost

Educational technologies: Interactive methods «brain storm», “insert”, a blitz
- poll.

Unit 11. The recommended literature

1.Salimov B.T., Muxitdinova U.S., Mustafakulov Sh.l., Salimov B.B.
Mikroiqtisodiyot: Darslik. — T.: TDIU, 2014. - 230 b.

2. AnanbkoBa T.I'. MukposkoHoMuka: yue6.nmoco6. M.: MI'OVY, 2014. —8lc.

3. Makcumona B.®D. Mukposkonomuka: yued. M.: Mapkr JIC, 2012. — 368c.

4. Pindyck, Robert S.Microeconomics. — Copyright 2013, Macmillan Publishing
Company, a division of Macmillan, Inc.

5. Campbell R. MicConnell. Microeconomics. - Copyright 2015, Macmillan
Publishing Company, a division of Macmillan, Inc.

Unit 12. Profit maximization and competitive supply (2 hours)

12.1. Do firms maximize profit?

12.2. Demand, average revenue and marginal revenue.
12.3. Choosing output in the short-run.

12.4. The competitive firm’s short-run supply curve.
12.5. The short-run Economy supply curve

Educational technologies: Interactive methods «brain stormy», “insert”, a blitz
- poll.

Unit 12. The recommended literature

1.Salimov B.T., Muxitdinova U.S., Mustafakulov Sh.I., Salimov B.B.
Mikroiqtisodiyot: Darslik. — T.: TDIU, 2014. - 230 b.

2. AnanbkoBa T.I'. Mukposkonomuka: yue6.moco6. M.: MI'OY, 2014. —8lc.

3. MakcumoBa B.®. Mukposkonomuka: yued. M.: Mapkr JIC, 2012. — 368c.

4. Pindyck, Robert S.Microeconomics. — Copyright 2013, Macmillan Publishing

Company, a division of Macmillan, Inc.

5. Campbell R. MicConnell. Microeconomics. - Copyright 2015, Macmillan

Publishing Company, a division of Macmillan, Inc.
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Unit 13. The Competitive Firm’s Short-Run and long-run Supply Curve
(2 hours)

13.1. Choosing output in the long-run.

13.2. Costs in the long-run.

13.3. The industry’s long-run supply curve.
13.4. When is a Economy perfectly competitive.

Educational technologies: Interactive methods «brain stormy», “insert”, a blitz
- poll.

Unit 13. The recommended literature

1.Salimov B.T., Muxitdinova U.S., Mustafakulov Sh.l.,, Salimov B.B.
Mikroiqtisodiyot: Darslik. — T.: TDIU, 2014. - 230 b.

2. AnanbkoBa T.I'. Mukposkonomuka: yue6.moco6. M.: MI'OY, 2014. — 8lc.

3. MakcumoBa B.®. Mukposkonomuka: yued. M.: Mapkr JIC, 2012. — 368c.

4. Pindyck, Robert S.Microeconomics. — Copyright 2013, Macmillan Publishing

Company, a division of Macmillan, Inc.

5. Campbell R. MicConnell. Microeconomics. - Copyright 2015, Macmillan

Publishing Company, a division of Macmillan, Inc.

Unit 14. Competition and monopoly (2 hours)

14.1. Classification of Economy structures.

14.2. Pure monopoly: characteristic features.

14.3. Definition of the price and volume of output in the conditions of
monopoly.

14.4. Indicators of the exclusive power.

Educational technologies: Interactive methods «brain stormy, “insert”, a blitz
- poll.

Unit 14. The recommended literature

1.Salimov B.T., Muxitdinova U.S., Mustafakulov Sh.I., Salimov B.B.
Mikroiqtisodiyot: Darslik. — T.: TDIU, 2014. - 230 b.

2. AnanpkoBa T.I'. Mukposkonomuka: yue6.moco6. M.: MI'OY, 2014. — 8lc.

3. MakcumoBa B.®. Mukposkonomuka: yued. M.: Mapkr JIC, 2012. — 368c.

4. Pindyck, Robert S.Microeconomics. — Copyright 2013, Macmillan Publishing
Company, a division of Macmillan, Inc.

5. Campbell R. MicConnell. Microeconomics. - Copyright 2015, Macmillan
Publishing Company, a division of Macmillan, Inc.
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Unit 15. Pricing principles at the Economy power (2 hours)

15.1. Price discrimination.

15.2. Intertemporal price discrimination and peak-load pricing .
15.3. Second degree price discrimination.

15.4. Third degree price discrimination.

Educational technologies: Interactive methods «brain stormy», “insert”, a blitz
- poll.

Unit 15. The recommended literature

1.Salimov B.T., Muxitdinova U.S., Mustafakulov Sh.l., Salimov B.B.
Mikroiqtisodiyot: Darslik. — T.: TDIU, 2014. - 230 b.

2. AnanskoBa T.I'. Mukposkonomuka: yue6.moco6. M.: MI'OY, 2014. — 8lc.

3. MakcumoBa B.®. Mukposkonomuka: yued. M.: Mapkr JIC, 2012. — 368c.

4. Pindyck, Robert S.Microeconomics. — Copyright 2013, Macmillan Publishing

Company, a division of Macmillan, Inc.

5. Campbell R. MicConnell. Microeconomics. - Copyright 2015, Macmillan

Publishing Company, a division of Macmillan, Inc.

Unit 16. Labor Economy and use of a man power at the enterprises
(2 hours)

16.1. What is labor Economy.
16.2. using manpower at the enterprises.
16.3. Factors of labor Economy.

Educational technologies: Interactive methods «brain stormy, “insert”, a blitz
- poll.

Unit 16. The recommended literature

1.Salimov B.T., Muxitdinova U.S., Mustafakulov Sh.I.,, Salimov B.B.
Mikroiqtisodiyot: Darslik. — T.: TDIU, 2014. - 230 b.

2. AnanbkoBa T.I'. Mukposkonomuka: yue6.moco6. M.: MI'OY, 2014. — 8lc.

3. MakcumoBa B.®. Mukposkonomuka: yued. M.: Mapkr JIC, 2012. — 368c.

4. Pindyck, Robert S.Microeconomics. — Copyright 2013, Macmillan Publishing

Company, a division of Macmillan, Inc.

5. Campbell R. MicConnell. Microeconomics. - Copyright 2015, Macmillan

Publishing Company, a division of Macmillan, Inc.
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Unit 17. Capital investments and the capital Economy
(2 hours)

17.1. Stocks versus flows.

17.2. The value of a bond

17.3. Investment decisions by consumers.
17.4. The capital asset pricing model.

Educational technologies: Interactive methods «brain stormy, “insert”, a blitz
- poll.

Unit 17. The recommended literature

1.Salimov B.T., Muxitdinova U.S., Mustafakulov Sh.I., Salimov B.B.
Mikroiqtisodiyot: Darslik. — T.: TDIU, 2014. - 230 b.

2. AnanbkoBa T.I'. Mukposkonomuka: yue6.moco6. M.: MI'OY, 2014. — 8lc.

3. MakcumoBa B.®. Mukposkonomuka: yued. M.: Mapkr JIC, 2012. — 368c.

4. Pindyck, Robert S.Microeconomics. — Copyright 2013, Macmillan Publishing

Company, a division of Macmillan, Inc.

5. Campbell R. MicConnell. Microeconomics. - Copyright 2015, Macmillan

Publishing Company, a division of Macmillan, Inc.

Unit 18. State regulation of activity of the enterprises
(2 hours)

18.1. Externalities and Public goods.

18.2. Ways of correcting Economy fallure.
18.3. Common property resourses.

18.4. Private prefences for Public goods.

Educational technologies: Interactive methods «brain stormy, “insert”, a blitz
- poll.

Unit 18. The recommended literature

I.Salimov B.T., Muxitdinova U.S., Mustafakulov Sh.I., Salimov B.B.
Mikroiqtisodiyot: Darslik. — T.: TDIU, 2014. - 230 b.

2. AnanbkoBa T.I'. MukposkonoMuka: yue6.nmoco6. M.: MI'OVY, 2014. —8lc.

3. Makcumona B.®D. Mukposkonomuka: yued. M.: Mapkr JIC, 2012. — 368c.

4. Pindyck, Robert S.Microeconomics. — Copyright 2013, Macmillan Publishing
Company, a division of Macmillan, Inc.

5. Campbell R. MicConnell. Microeconomics. - Copyright 2015, Macmillan
Publishing Company, a division of Macmillan, Inc.
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Unit 1. Introduction to Microeconomics (2 hours)

1.1. Why study Microeconomics

1.2. The purpose, problems, a subject and course method

1.3. Production potentialities and economic choice

1.4. Equips with basic analytical tools with the help of which to evaluate
different economic problems

1.1. Why study Microeconomics

Economics is divided into two main branches: microeconomics and macroeconomics.
Microeconomics deals with the behavior of individual economic units. These units include
consumers, workers, investors, owners of land, business firms—in fact, any individual or
entity that plays a role in the functioning of our economy.

Microeconomics explains how and why these units make economic decisions. For
example, it explains how consumers make purchasing decisions and how their choices are
affected by changing prices and incomes. It also explains how firms decide how many
workers to hire and how workers decide where to work and how much work to do. Another
Important eoncem df microeconomics is how economic units interact to form larger units—
Economys and industries. Microeconomics helps us to understand, for example, why the
American automobile industry developed the way it did and how producers and consumers
interact in the Economy for automobiles. It explains how automobile prices are determined,
how much automobile companies invest in new factories, and how many cars are produced
each year. By studying-the behavior and interaction of individual firms and consumers,
microeconomics reveals how industries and Economys operate and evolve, why they differ
from one another, and how they are affected by government policies -and global economic
conditions.

PEDAGOGICAL AIDS FOR STUDENTS

Microeconomics has always been student oriented. Economics is concerned with effi-
ciency—accomplishing goals using the best methods. Therefore, we offer the stu-
dent some brief introductory comments on how to improve their efficiency and
hence their grades.

— @ InThis Chapter You Will Learn  We set oul the learning objectives at the start
of each chapler so the chapter's main concepts can easily be recognized.

j coording to an old joks, if you teach a
i panuuum "Demand and supply,
truth in this quip. The tooks of demeand and
M N

spatific sconomic issues and how the entire
— o
With curcircular flow model in Chapter 2,
s idenifisd the S i i rensbesc

What denond fsand
whst fectors affest 3

Whit supply i snd y resa ===
what factors affect 8. e Fracee winke bt et By th Tinkero s

tion” batwean buysrs and sellers in those
wupply iogether detasmine
market squilibriu

1.1. Picture. Pedagogical Aids for Students

et
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By contrast, macroeconomics, the other major branch of economics, deals with
aggregate economic quantities, such as the level and growth rate of national output, interest
rates, unemployment, and inflation. But the boundary between microeconomics and
macroeconomics has become less and less distinct in recent years. The reason is that
macroeconomics also involves the analysis of Economys—the aggregate Economys for
goods and services, for labor, and for corporate bonds, for example. To understand how
these aggregate Economys operate, one must first understand the behavior of the firms,
consumers, workers, and investors who make up these Economys. Thus, macroeconomists
have become increasingly concerned with the microeconomic foundations of aggregate
economic phenomena, and much of macroeconomics is actually an extension of
microeconomic analysis.

— @ Tenm Key Concepts Ten Key Concepts have been identified to help students
organize the main princples. The Ten Key Concepts are introduced in Chap-
tor 1 and are reinforced throughount the textbook with anicon.

TRADETFFFR AND DFPERTUNITY CRATE

7 . My cument cortrryitnies lustraie the modeoitsand opportunny coom mdicaned
e ! inomrvemenis siong s paricolarprodoct o possiinlities curye. STy b SeETmies
e o * ootpr® ran ko placed oo ther mors -0f prodocoon possibilites cannm. | Shicald
sierar lond-be nasd for ipggimy and manimg, or preserved o widermesd? 1 the (ond
s wsed far [swing and mining. tha nppormanity ool i the ongane henedils of
wildorness I the land is wed for-wildemess, tho opporiarky coad 5 the (ol vidao
i the wood and Teanemds chat socioty fengees
fhoald society. dewole . mom meipumoes fo e comimd ey syatem: (polin,
worarts’ and prisom) o o sdemiton (eachern, boolks, anid schoo) U sooety
thev ol e esarees (0 the crominal yostice systam, otfer thines rqnal_ o oppoz-
mnny costis forg oo mypnrmenis moedombon. i muere ssormoes-am aflocaiod to
iy, tho opporumity cost 6 the foegpone imudits Bam an mproved orimine

FOElice Kyslom.
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— ® Data updates can be found on the Web site w AW fcollego/
meconnetld for selecked Tables and Figures.
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Microeconomics deals with both positive and normative questions. Positive questions
have to do with explanation and prediction, normative questions with what ought to be.
Suppose the U.S. government imposes a quota on the import of foreign cars. What will
happen to the price of cars and to their production and sales? What impact will this have on
American consumers? On workers in the automobile industry? These questions are all in the
realm of positive analysis. Positive analysis is central to microeconomics. As we explained
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above, theories are developed to explain phenomena, are tested against observations, and are
used to construct models from which predictions are made. The use of economic theory for
prediction is important both for the managers of firms and for public policy. Suppose a
major new federal gasoline tax is under consideration. The tax would affect the price of
gasoline, consumers' preferences for small versus large cars, the amount of driving that
people do, and so on. To plan sensibly, oil companies, automobile companies, producers of
automobile parts, and firms in the tourist industry would all want to know how large the
various effects of this tax will be. Government policymakers also would need quantitative
estimates of the effects of the tax.

They would want to determine the costs imposed on consumers (perhaps broken
down by income categories); the effects on profits in the oil, automobile, and tourist
industries; and the amount of tax revenue likely to be collected each year. Sometimes we
want to go beyond explanation and prediction to ask questions such as "What is best?" This
involves normative analysis, which is also important both for managers of firms and for
designers of new public policies. Again, consider a new tax on gasoline. Automobile
companies would want to determine the best (profit-maximizing) mix of large and small
cars to produce once the tax is in place, or how much money should be invested to make
cars more fuel-efficient. For policymakers, the primary issue is likely to be whether this tax
is in the public interest. The same policy objectives (say, an increase in tax revenues and a
decrease in our dependence on imported oil) might be met more cheaply with a different
kind of tax, such as a tariff on imported oil. Normative analysis is not only concerned with
alternative policy options; it also involves the design of particular policy choices. For
example, once it is decided that a gasoline tax is desirable, the issue becomes how large it
should be. Balancing costs and benefits, we then ask what is the optimal size of a gasoline
tax?

In this book we study the behavior of both competitive and noncompetitive
Economys. A prefectly competitive Economy has many buyers and sellers, so that no single
buyer or seller has a significant impact on price. Most agricultural Economys are close to
being perfectly competitive. For example, thousands of farmers produce wheat, which
thousands of buyers purchase to produce flour and other foods. As a result, no single farmer
and no single buyer can significantly affect the price of wheat.

Many other Economys are competitive enough to be treated as if they were perfectly
competitive. The world Economy for copper, for example, contains a few dozen major
producers. That is enough for the impact on price to be small or unnoticeable if any one
producer goes out of business. The same is true for many other mineral and natural resource
Economys, such as those for coal, iron, tin, or lumber. Other Economys containing only
several producers may still be treated as competitive for purposes of analysis. For example,
the airline industry in the United States contains several dozen firms, but most routes are
served by only a few firms. Nonetheless, competition among those firms is often (but not
always!)
fierce enough, so that for some purposes (but not others) the Economy can be treated as
competitive.8 Finally, some Economys contain many producers but are noncompetitive, that
is, individual firms can affect the price of the product. The world oil Economy is one
example; since the early 1970s, the Economy has been done.
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THE RELATIDMSHIP BETWEEN FACTS, THEORIES,
AND POLICIES IN ECONOMICS

Theoretical oc ommm-

ics involves astab-

lishing economic I POLICY ECONOMICS

theorias by gathering,

systematically )
arranging, and gen-

eralizing fram facts.

Economic theorias

ara tested for validity
against facts. Econo-
mists usa thasa
theorias—the most
reliable of which ara

callad laws or princ- THEORETICAL ECONOMICS
plas—to axplain and ' :

analyze tha economy. Th

Policy sconomics

entzils using the aco-

nomic laws and prin-
ciples to formulsta
ecanomic policias.

data. Through this process, the economist tries to discover hypotheses that fse to
the level of theories and principles (or lawsl—well-tested and widely accepted gen-
eralizations about how individuals and institutions behave. The process of deriving
THEORETICAL  theories and principles is called theorstical economies (see the lower box in Figure
ECONOMICE  1-1), The role of econinic theoriing i to systemutically RIFange facts, interpret thenr, dnd
g::;ﬁ;?‘;iﬁppw_ qeneralize from thew. Theaties and principles bring order and meaning to Facts by
ing conomicthep-  STANSINE them in cause-and-effect order o |
igs and principles.  'bserve that the arrow from “theories” to "facts” in Figure 1-1 moves in hoth
directions. Some understanding of factual, real-world evidence is requited to for-
mulate meaningful hypotheses. And hypotheses are tested through gathering and
otwanizing factual data to see if the hypotheses can be verified
PRIMCIPLEE Economic theories and peinciples are statemens abouf economic behmwiour thal
Statamants about  enabie prediction of the prohabie effeces of certaitt actions. Good theories are those that do
:l'::t";:';ﬁ::'::;i'g_”r a good job of explaining and predicting. They are supported by facts concerning
tion of the probabl how individuals and institutions actually behave in producing, exchanging, and
affecta ofcertan | Comsuming poods and services. But these facts may change over time, so economists
ationg. miust continually check theories against the shifting economic environment.

Several other points relating to economic principles are important to know,
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1.2. The purpose, problems, a subject and course method

The subject matter purpose - to form concepts, knowledge and skills at students
on studying of economic activities of subjects of the Economy, to train theoretical
and to practical sides of functioning and development of modern Economy economy.

The primary purposes of the subject matter - to train students to do conclusions
and the conclusions on the basis of the analysis of consequences of the state
intervention in Economy economy, being analysis of the Economy on the basis of the
statistical date about supply and demand in the Economy, to such questions: as
economy state regulation, behavior of consumers the Economy, activity of subjects
of the Economy in different Economy structures; to studying of the factors
influencing their activity; Economy economy laws.

The student within the limits of the problems which are carried out in the course
of development of a subject matter "Microeconomics"

should know:

- theoretical bases of function and development of modern Economy economy;
the mechanizm of distribution of scarce resources on the basis of supply and demand
model; the basic properties of the competitive and not competitive Economys and a
rule of behaviour of firms in this Economy; formation of the prices in Economy
conditions; directions of the state intervention in Economy economy and its
consequences; the mechanism of functioning of the labour, capital and ground
Economys;

should know and be able to use:

- to carrying out of the analysis and a formulation of conclusions of
consequences of economic policy of the state; to carrying out of the analysis of
behaviour of firms in the competitive and not competitive Economys; to working out
of functions of supply and demand on the basis of the statistical data; to the analysis
and carrying out of look-ahead calculations of consequences of change of Economy
parametres, formulation of conclusions; to the analysis and a formulation of
conclusions of activity of labor Economys, the capital and the earth; to the analysis of
change of Economy conditions with application of functions of supply and demand.

to have skills (to own skills):

- about efficiency of functioning of the Economy and the factors influencing it;
about rules of behaviour of firms in different Economy structures; about the
mechanism of formation of the price in the conditions of the Economy; about the
competitive and not competitive Economys; about principles of distribution of scarce
resources; about the mechanism of functioning of Economy economy.

"Microeconomics" is interconnected with all the disciplines of the curriculum
prepared on the basis of the state standard of education is their theoretical and
pedagogical foundation. It is closely linked with the functional economic sciences
(finance, credit, banking, taxes, taxation, accounting and auditing, insurance and
customs business, mathematics, etc.).

There is a close relationship with the public (philosophy, political science,
history) and the specific economic disciplines.
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Following positions formations defining quality connected with educational
activity are allocated: teaching at high scientific and pedagogical level, reading of
problem lectures, the organization of interesting employment on means of question-
answer conversation, use of the advanced pedagogical technologies and multimedia
means, familiarizing of students with creative search of the decision of problems,
insistence, individual work with students, free thinking etc.

Use of following conceptual approaches in designing of a course "Microeconomics".

The system approach: The educational technology should include all signs of
system: logicality of activity, interrelation of all its parts, integrity.

Experts have mastered this discipline can make their own decisions at the micro,
meso, macro and mega-levels of the economy, will be able to find alternative, the
effect of the way of economic management, to achieve macroeconomic balance,
sustainable economic growth and other economic problems.

Textbooks, training manuals, texts of lectures, handouts, as well as computers,
audio-video equipment, slide projector, overhead projector and other information
technology tools are used in training

1.3. Production potentialities and economic choice

They include:

e Economic growth Produce more and better goods and services, or, more simply,

develop a higher standard of living.

o Full employment Provide suitable jobs for all citizens who are willing and able to
work.

e Economic efficiency Achieve the maximum fulfillment of wants using the available
productive resources.

® Price-level stability Avoid large upswings and downswings in the general price
level; that is, avoid inflation and deflation.

e Economic freedom Guarantee that businesses, workers, and consumers have a high
degree of freedom of choice in their economic activities.

e Equitable distribution of income Ensure that no group of citizens faces poverty
while most others enjoy abundance.

e Economic security Provide for those who are chronically ill, disabled, laid off, aged,
or otherwise unable to earn minimal levels of income.

® Balance of trade Seck a reasonable overall balance with the rest of the world in
international trade and financial transactions. Although most of us might accept these goals
as generally stated, we might also disagree substantially on their specific meanings. What
are “large” changes in the price level? What is a “high degree” of economic freedom? What
is an “equitable” distribution of income? How can we measure precisely such abstract goals
as “economic freedom”? These objectives are often the subject of spirited public debate.
Also, some of these goals are complementary; when one is achieved, some other one will
also be realized. For example, achieving full employment means eliminating
unemployment, which is a basic cause of inequitable income distribution. But other goals
may conflict or even be mutually exclusive. They may entail tradeoffs, meaning that to
achieve one we must sacrifice another. For example, efforts to equalize the distribution of
income may weaken incentives to work, invest, innovate, and take business risks, all of
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which promote economic growth. Taxing high-income people heavily and transferring the
tax revenues to low-income people is one way to equalize the distribution of income. But
then the incentives to high-income individuals may diminish because higher taxes reduce
their rewards for working. Similarly, low-income individuals may be less motivated to work
when government stands ready to subsidize them.
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¥ou enter 2 fast-food restaurant
Do you immediataly look 1o sea
which line is the shortest? What
do you do whan you afs in the
middle of a long line and a new
serving station opens? Have you
evar gone 1o a fast-food restau-
rant, seer very long (ines; and
then laft? Have you ever becoma
annoyed when someone in front
of you in ling placed an order
thal took a long time to fill?

The economic perspective is
uzefil in anslyzing tha behaviour
of fast-food customars, These
CONSUMAars are al tha restaurant
because they expect the mar-
ginal bonafit from the food thoy
buy to match or axteed its mar-
ginal cost, When customers
enter the restaurant, they go to
the-shortest ling, baliaving that it
will minimize their time cost of
obtzining their food, They are
acting purposaiully; timea is lim-
itad'and people prafer using it in
saome way other than standing
in ling,

If one fast-food line js tem-
porarily shorter than other linas,
some paopla will move toward
that line. These movers appar-
antly view the time saving asso-
ciated with the shorter line to
excead the cost of moving from
thair prasent line. The line
switching tends 1o aqualize line
lengths., No furthear movamant of
customars batween lings oootrs
ance all lies are about aqual,

Fast-fond custom ers face arn-
other cost-benefit decision whan
a clerk opans a new station at
the counter. Should they move

FAST-FOOD LINES:

AN ECONOMIC PERSPECTIVE
How can the economic parspective holp us understand

the behawour of fast-food consumers?

to the new Station of stay put?
Those who shift to the new line
decide that the time saving from
the move oxcoads the axtrs cost
af physically moving. In so de-
giding, customers must also
considar just how quickly they
can get (o the new station com-
pared with othars who may be
contamplating tha sama move.

{Thoss who hasitate in this situ-
ation are lostl)

Customars at the fast-food es-
tablishmant do not have parfact
information when thay salect
limas. For example, they do not
first survey thosa in the lines to
dotermine what they are ordar-
ing before deciding which ling
to sntor. There are bwo reasons
Tor this. First, most customars
would: tell them “its none of
vour businass,” and thorefore
no information would ba forth-
coming. Second, even if they
could obiain the information, the
amount of tima necessary to get
it {3 cost) would most certainly
excesd any time saving associ-
ated with finding the bast ling

{the benofitl. Bacause informa-

tion is costly to obtain, fast-food
patrons salact lines without per-
fact information, Thus, not all
dacisions turn out 28 expected.

For example, you might entar a
ghort fing and find someone in
frant of you s ordering ham-
burgars and fries for 40 peopla
in the Greyvhound bus parked
out back fand the employos is
a trainesl! Mevartheléss, at the
time you made your decision,
you thought it was optimal.

Imparfect information also
axplains why some people wha
afrive at a fast-food restaurant
and sbsarve long lines-dacida to
leava. Thesa people conclude
that the marginal cost (monatary
pius tirme costs) of obiaming tha
fast food 15 too large relative
1o tho marginal benafit. Thay
wauld not have come 1o the
restaurant in the first place had
they known the lings would be
0 long. Bul getting that fnfor-
mation by, say, employing an
advance scout with a caliular
phone would cost maore than the
parcaived Danafil,

Finally, customers must de-
cide what Tood to ordar when
they arrive at the counter In
making thair chiicos they again
compare margina! costs and
marginal bensfits in attempting
io obtain the greates! parsonal
satisfaction or wall-being for
their expenditure.

Economists balieva that what
is frue for the behaviour of cus-
tomars-at fast-food restaurants is.
true for economic behaviour in
gensral. Faced with an array of
choices; consumars, workars,
and businesses rationally com-
pare marginal zosts and marginal
banafits in making decisions.




CHAPTER SUMMARY

1.

Economics is the study of the afficient use of
soarce resources in the prodoction of goods
and sarvices [o satisfy tha maximum satisfac-
tian of aconomic wante.

. The acanomic perspactive ingludes threa als-

mants. scarcity and choice, rational bahaw-
iour, and marginalism. [k sees individuals and
institutions making rational dacisions based
on comparisons of marginal cosks and mar-
pinal banefits.

. Economists employ the scientific method in

which they form and test hypothases of
cause-and-affect relationships to genarata
theories, laws, and principlas.

. Generalizations stated by aconomisks ara

callad principles, theorias, laws, ar madels.
Good theories explain real-waorld relation-
ships and pradict real-world outcomas.

. Economic policy is dasigned to identify and

salve problems to the graatest extent possibla
and at tha lesst possible cost. This application
of aconomics s called policy economics.

TERME AND CONCEPTS

aparegats, p. 1

£conomic parspectiva, p. 4
economics, p. 3

fallacy of composition, p. 13
genaralizations, p_ 8
macroecanomics, p. 11
marginal analvsis, p. b

STUDY GQUESTIONS

1

KEY GQUESTIOW Use tha aconomic
parspectiva to explain why somacne wha is
nommally a light aatar at 2 standard rastau-
rant may become a bit of 2 glutton at a buffat-
style restaurant that charpes a single price
forall you can sat.

What is the seientific method and how doas
it ralate to theoratical economics? What is
the differance batwaen 3 hypothesis and an
econamic |law ar principla?

Why is it significant that economics is not 3
laboratory scignca? What problems may be
involved in deriving and applying economic
principles?

Explain the fallowing skatamants:

. Our socisty accapls cartain shared economic

gaals, including economic growth, full em-
ployment, econamic efficiancy, price-lavel
stabilily, aconomic freedom, equity in the dis-
Lribution of income, ecamomic sacurity, and a
reasonable balance in international trads and
financa. Some of thess poals are complemean-
tary; othars antail rradeoffs.

. Macroeeconomics looks 8t the economy as

a whole or its majar aggregatas: microeco-
namice axaminas spacific acanomic units or
institutions.

. Pasitive statements stata facts {“what is™);

nomm ative stataments axprass valua judg-
ments ["what ought to ba").

. In sfudying economics wa encauntar such pit-

microeconamics, p. 1

narmativa econamics, p. 12

“othar-things-aqual®
assumption, p. 8

policy economics, p. 9

pasitive economics, p. 12

falls as biases and praconceptions, unfamiliar
or confusing terminalogy, the fallacy of com-
position, and the difficulty of establishing
clear cause—affact relationships.

past fac, arge practar hac
fallacy, p. 14

principlas, p. 7

seiantific methad, p. 6

theoretical econamics, p. ¥

tradecifs, p. 10

a. Good economic policy raguires good
ACONGMIC thaory.

b. Ganeralization and abstraction are nearly
EYTIONY M OUS,

¢. Facts sarve to sort out good and bad
hypothasas.

d. Tha athar things aquaf assumplion helps
izolata kay aconomic ralationships.

KEY QUESTION Explainin datail tha
intarralationships between economic facts,
thaory, and policy. Critically evaluats this
statament: “The troubla with economic tha-
ory 12 that it is not practical. It iz datached
from the real world.”
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. KEY RQUESTION

. KEY QUESTIOM

6. To what axtent do you accapt the sight eco-

nomic goals statad and dascribad in this
chaptar? What priorities do you assign Lo
them?

Indicate whathar
gach of the following statements applies o
MICrOACONOMIcS OF Macroaconomics:

a. Tha unemployment rate in Canada was
6.5 percant in January 2001.

k. The Alpo dog food plant in Bowsar,
Albarta, 131d off 15 workers last month,

€. An unexpacted freaze in central Florida
reduced the citrus crop and caused the
prica of cranges to risa.

d. Canadian output, adjustad for inflation,
graw by 4.7 percant in 2000,

e. Lazt week the Royal Bank lowarad its
intarast rate an business loans by one-
half of 1 parcentage paint.

f. The consumar price index ross by 2.7
parcant in 2000,

Identify each of the
following as eithar 3 pasitive or 3 nomative
staterment;

a. The high temperatura today was 30
dagraas.

10.

n.

12.

b. It wastoo hot today.

¢. Other things equal, highar intarast ratas
raduce the katal amount of borrowing.

d. Interast rates are too high.

KEY QUESTION Explain and giva an
example of tal the fallacy of compositian,
and (bt tha “aftar this, therefore bacause of
this" fallacy. Why are causse-and-affect rela-
tionships difficult to isolate in economics?

Suppose studies show that students who
study more hours receiva highar grades.
Dogs this relationship guarantas that any
particular student wha studies longer will
get higher grades?

Studies indicate that married men an avar-
3qe aarn mara incoma than unmarried men
of the same apa. Why must we ba cautious
in concluding that marriape is the causa and
highar income is the afect?

ILast Word! Usa the aconomic parspattive to
explain tha bahaviour of the warkers (rather
than tha custamars! obsarved at a fast-food
rastaurant. Why ara these workars thare,
rather than, say, cruising around in their
cars? Why do thay work so dilipently? Why
do 30 many of them quit thesa jobs ance
they have graduated high schoaol?

&
INTERNET APPLICATION QUESTIONS |°"-..-.;t

i-STAT

Achieved? Thrae primary aconomic goals are
economic grawth ian increass in raal GOP), full
employmaent {less than T parcent unamploy-
mentt, and prica-leval stability (less than 2
parcant a3 massured by the Consumar Price
Index—CPI1. Statietics Conada wwa statcan.ca/
englisn/PpdbEconomyaconom . hitm pravides
links to Canadian economic data. Yisit their
links for Quiput, Incoma, Expendituras {undar
Mational accounts), Prices and Employment,
and Unemployment (Labour markets! to
235855 whathar these threa goals are beinp
met in Canada.

1. Three Economic Goals—Are They Being 2 Normative Economics—Canadian Politics.

Many economic policy statemants made by

the Libaral Party wyay liberal.ca, the Refom
Party www.reform.ca, the Progressive Con-

sarvative Party www.peparty.ca, and the NOP

www. nope.ca tan be considersd nommative
rather than pasitive aconomic skatements.

Visit their Web sites and campara and con-
trast thair views an how ko achieva aconomic
goals. How much af the disagresment is
based on positive statemants and how much
on normative statemeants? Giva an example of
lpaded terminology from each site.
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Questions for Review

1. What is the difference between a Economy and an industry? Are there interactions
among firms in different industries that you might describe as taking place within a single
Economy?

2. It is often said that a good theory is one that can in principle be refuted by an
empirical, data-oriented study. Explain why a theory that cannot be evaluated empirically is
not a good theory.

3. In Example 1.1, both the additional-worker and the discouraged-worker theories are
economic in nature, because they reflect the responses of married women to the economic
conditions that their husbands face in the Economy. Could it be that both theories are
correct, but the additional-worker theory applies to certain households, and the discouraged-
worker theory to others? If so, how might you figure out which theory applies to whom?

4 . Which of the following two statements involves positive economic analysis and
which

normative? How do the two kinds of analysis differ?

a. Gasoline rationing (allocating to each individual a maximum amount of gasoline
that can be purchased each year) is a poor social policy because it interferes with the
workings of the competitive Economy system.

b. Gasoline rationing is a policy under which more people are made worse off than are
made better off.

5. In Example 1.2, what economic forces explain why the real price of eggs has fallen,
but the real price of a college education has increased? How do you think these changes
have affected consumer choices?

6. Suppose that the Japanese yen grows in value in relation to the U.S. dollar. Explain
why this simultaneously increases the real price of Japanese cars for U.S. consumers and
lowers the real price of U.S. automobiles for Japanese consumers.
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Unit 2. Basics economic concepts (2 hours)

2.1. Develops an ability to apply basic microeconomic models in the

analysis of real-life situations

2.2. Provides the foundations for the further study of microeconomics

2.3. Demonstrate an understanding of basic microeconomic concepts and
principles

2.1. Develops an ability to apply basic microeconomic models in the analysis
of real-life situations

One of the best ways to appreciate the relevance of economics is to begin with the
basics of supply and demand. Supply-demand analysis is a fundamental and powerful tool
that can be applied to a wide variety of interesting and important problems. To name a few:
understanding and predicting how clanging world economic conditions affect Economy
price and production; evaluating the impact of government price controls, minimum wages,
price supports, and production incentives; and determining how taxes, subsidies, tariffs, and
import quotas affect considers .and producers.

We begin with a review of how supply and demand curves arp used to - describe the
Economy mechanism. /Without government intervention (e.g/, through"the imposition of
price controls or some other regulatory policy), supply , and demand will come into
equilibrium to determine the Economy price o f a good' and the total quantity produced.
What that price and quantity will be depends on the particular characteristics of supply and
demand. And how price and /} quantity vary over time depends on how supply and demand
respond to other , economic variables, such as aggregate economic activity, labor costs, etc.,
which
are themselves changing.We will therefore discuss the characteristics of supply and demand
and how those characteristics may differ from one Economy to another.

Then we can beginl to use supply and demand curves to understand a variety of
phenomena—why the prices of some basic commodities have fallen steadily over a long
period, while the prices of others have experienced sharp gyrations; why shortages occur in
certain Economys; and why announcements about plans for future government policies or
predictions about future economic conditions can affect Economys well before those
policies or conditions become reality. Besides uhdeTstandTng qualitatively how Economy
price and quantity are determined and how they can vary over time, it is also important to
learn how they can be analyzed quantitatively.

We will see how simple “back of the envelope" calculations (and sometimes more
detailed calculations) can be used to analyze and predict evolving Economy conditions, and
how Economys respond both to domestic and international macroeconomic fluctuations
and to the effects of government interventionsj We will try to convey this understanding
through simple examples and by urging you to work through some exercises at the end of
the chapter.
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Resourcas fiow from
househalds to businessas
throwgh the resourca mar-
kat end produc:s flow from
busmesses to housaheid
throwgh the prodect mar-
kot Dpposite these real
firws are monetary flows.
Hooseholds recaive
meome from businesses
{thair costs) Mroaghthe
resnirce market and Dusi-
NESEEs recgive ravenus
from households (thair
axpandituras) through the
productmarkat.

Quick Quiz

a.
b.
£

d.

a.
b
(i
d.

b.
c
d.

a:
b.
.
d:

pRLCVLH ) FIGURE 2-6 THE CIRCULAR FLOW DIAGRAM
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1. The resource market is where:

housaholds sell products and busingsses buy products.

businessos sall resources and housaholds sall products.

housahoids sell resources and businesses Duy resources (or the sarvices of
resourcas),

businessos seli resources and households buy resources {or the sarvices of
rasourcas).

2. Which of the following would be determined in the product market?

3 manager's salary

the price of equipment usad in a bottling plant
tha prica of 80 hectares of farmland
tha price of 2 new pair of athletic shoes

3. In this circular flow diagram:
3. money fiows counterciockwise.

rasourcas fiow countorciockwisa,
poods and services fiow clockwise.
housaholds are on the selling side of the product markat.

4. In this circular flow diagram:

households spend income in the product market.

firms sell resources to houssholds.

housaholds recaiva income through the product markot.
housaholds produce goods.

Answers:

i i "Eip it}

2.2. Provides the foundations for the further study of microeconomics

The law of increasing opportunity costs is reflected in the shape of the production
possibilities curve: The curve is bowed out from the origin of the graph. Figure 2-1 shows
that when the economy moves from 4 to E, successively larger amounts of robots (1, 2, 3,
and 4) are given up to acquire equal increments of pizza (1, 1, 1, and 1). This is shown in
the slope of the production possibilities curve, which becomes steeper as we move from 4 to

E. A curve that gets steeper as we move down it is “concave to the origin.”

Does the sacrifice of robots increase as we produce more pizzas? The answer is that
resources are not completely adaptable to alternative uses. Many resources are better at

[« ]



producing one good than at producing others. Fertile farmland is highly suited to producing
the ingredients needed to make pizzas, while land rich in mineral deposits is highly suited to
producing the materials needed to make robots.

As we step up pizza production, resources that are less and less adaptable to making
pizzas must be “pushed” into pizza production. If we start at 4 and move to B, we can shift
the resources whose productivity of pizzas is greatest in relation to their productivity of
robots. But as we move from B to C, C to D, and so on, resources highly productive of
pizzas become increasingly scarce. To get more pizzas, resources whose productivity of
robots is great in relation to their productivity of pizzas will be needed. It will take more and
more of such resources, and hence greater sacrifices of robots, to achieve each increase of 1
unit in the production of pizzas. This lack of perfect flexibility, or interchangeablility, on the
part of resources is the cause of increasing opportunity costs.

The optimal quantity of pizza production is indicated by the intersection of the MB
and MC curves: 200,000 units in Figure 2-2. Why is this the optimal quantity? If only
100,000 pizzas were produced, the marginal benefit of pizzas would exceed its marginal
cost. In money terms, MB might be $15, while MC is only $5. This suggests that society
would be underallocating resources to pizza production and that more of it should be
produced. How do we know? Because society values an additional pizza as being worth
$15, while the alternative products that those resources could produce are worth only $5.
Society benefits whenever it can gain something valued $15 by forgoing something valued
only $5. Society would use its resources more efficiently by allocating more resources to
pizza.

Each additional pizza up to 200,000 would provide such a gain, indicating that
allocative efficiency would be improved by that production. But when MB = MC, the
benefits of producing pizzas or alternative products with the available resources are equal.
Allocative efficiency is achieved where MB = MC.

ALLOCATIVE EFFICIENEY: MB = MG

Marginal benefit and
marginal cost

|'_| ¥ g |

Guantity of pizza
{hundred thousands)

Unit 3. The basics of Supply and Demand (2 hours)
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3.1. Demand and Supply

3.3. The Economy Mechanism

3.3. Economy and prices

3.4. Changing in Supply and Demand

3.1. Demand and Supply

One of the best ways to appreciate the relevance of economics is to begin with the
basics of supply and demand. Supply-demand analysis is a fundamental and powerful tool
that can be applied to a wide variety of interesting and important problems. To name a few:
understanding and predicting how clanging world economic conditions affect Economy
price and production; evaluating the impact of government price controls, minimum wages,
price supports, and production incentives; and determining how taxes, subsidies, tariffs, and
import quotas affect considers .and producers. We begin with a review of how supply and
demand curves arp used to describe the Economy mechanism. Without government
intervention (e.g. through"the imposition of price controls or some other regulatory policy),
supply , and demand will come into equilibrium to determine the Economy price o f a good'
and the total quantity produced.

What that price and quantity will be depends on the particular characteristics of
supply and demand. And how price and quantity vary over time depends on how supply and
demand respond to other , economic variables, such as aggregate economic activity, labor
costs, etc., which are themselves changing. We will therefore discuss the characteristics of
supply and demand and how those characteristics may differ from one Economy to another.

Then we can begin to use supply and demand curves to understand a variety of
phenomena—why the prices of some basic commodities have fallen steadily over a long
period, while the prices of others have experienced sharp gyrations; why shortages occur in
certain Economys; and why announcements about plans for future government policies or
predictions about future economic conditions can affect Economys well before those
policies or conditions become reality.
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TABLE 3-2 PARKET D E MO MDD
FIOR &DORNN, THREE
BlLOY ERS
Qoantity demanded Tt
Prica QEITyY
per First Sacond Third demanded
koshal bayver biryer boyer per waek
55 10 - 12 - 2 = 30
4 20 + 23 + 17 (5]
3 I - 39 - 26 T
2 5% 5 + &0 + 39 164
1 20 - 27 - 54 227

Of course, there are usually many more than three buyers of a product. To avoid
hundreds or thousands or millions of additions, we suppose that all the buyers in a Economy
are willing and able to buy the same amounts at each of the possible prices. Then we just
multiply those amounts by the number of buyers to obtain the Economy demand. This is the
way we arrived at curve DI, in Figure 3-3, for a Economy with 200 corn buyers whose
demand is that shown in Table 3-1. Table 3-3 shows the calculations. In constructing a
demand curve such as D1 in Figure 3-3, we assume that price is the most important
influence on the amount of any product purchased, even though other factors can and do
affect purchases.

These factors, called determinants of demand, are assumed to be constant when a
demand curve like D1 is drawn. They are the “other things equal” in the relationship
between price and quantity demanded. When any of these determinants changes, the
demand curve will shift to the right or left. For this reason, determinants of demand are
sometimes referred to as demand shifters. The basic determinants of demand are (1)
consumers’ tastes (preferences), (2) the number of consumers in the Economy, (3)
consumers’ incomes, (4) the prices of related goods, and (5) consumer expectations about
future prices and incomes.

MARKET DEMAND FOR CORN, THREE BUYERS

L

L
i
].-'
5
{9

100
(=35 + 30 +26)

We gsiabiish the market demand corve O by adding harizontally tha individual demand curves (0, Dy, and Dy} of 2l the con-
sumers in themarket At the prica of §2, for example; the thrae individusd cerves yisld a total guantity demanced of 100 bushels.
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FIGURE 3-3 JOHANBGES IN THE DEMAND FOR &
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3.2. The Economy Mechanism

In Figure 2.1. The vertical axis shows the price of a good, P, measured in dollars per
unit. This is the price that sellers receive for a given quantity supplied and that buyers will
pay for a given quantity demanded. The horizontal axis shows the total quantity demanded
and supplied, Q, measured in number of units per period The supply curve S tells us how
much producers are willing to sell for each price that they receive in the Economy. The
curve slopes upward because the higher the price, the more firms are usually able and
willing to produce and sell. For example, a higher price may enable existing firms to expand
their annual rate of production in the short run by hiring extra workers or by having existing
workers work overtime (at greater cost to the firm), and in the long run by increasing the
size of their plants. A higher price may also attract into the Economy new firms that face
higher costs because of their inexperience and that therefore would have found entry into
the Economy uneconomical at a lower price.

The demand curve D tells us how much consumers are willing to buy for each price
per unit that they must pay. It slopes downward because consumers are usually ready to buy
more if the price is lower. For example, a lower price may encourage consumers who have
already been buying the good to consume a larger quantity, and it may enable other
consumers who previously might not have been able to afford the good to begin buying it.
The two curves intersect at the equilibrium, or Economy-clearing, price and quantity. At
this price PO the quantity supplied and the quantity demanded are just equal (QO). The
Economy mechanism is the tendency in a free Economy for the price to change until the
Economy clears (i.e., until the quantity supplied and the quantity demanded are equal). At
this point there is neither shortage nor excess supply, so there is also no pressure for the
price to change further. Supply and demand might not a/ways be in equilibrium, and some
Economys might not clear quickly when conditions change suddenly, but the tendency is for
Economys to
clear.

- To understand why Economys tend to clear, suppose the price were initially above
the Economy clearing level, say, P/ in Figure 2.1. Then producers would try to produce and
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sell more than consumers were willing to buy. A surplus would accumulate, and to sell this
surplus or at least prevent it from growing, producers would begin to lower their prices.
Eventually price would fall, quantity demanded would increase, and quantity supplied
would decrease until the equilibrium price PO was reached. The opposite would happen if
the price were initially below PO, say, at P2. A shortage would develop because consumers
would be unable to purchase all they would like at this price. This would put upward
ressure on price as consumers tried to outbid one another for existing supplies and producers
reacted by increasing price and expanding output.

Again, the price would eventually reach P0. When we draw and use supply and
demand curves, we are assuming that at any given price, a given quantity will be produced
and sold. This makes sense only if a Economy is at least roughly competitive. By this we
mean that both sellers and buyers should have little Economy power (i.e., little ability
individually to affect the Economy price). Suppose instead that supply were controlled by a
single producer—a monopolist. In this case there would no longer be a simple one-to-one
relationship between price and quantity supplied.

The reason is that a monopolist's behavior depends on the shape and position of the
demand curve. If the demand curve shifted in a particular way, it might be in the
monopolist's interest to keep the quantity fixed but change the price, or keep the price fixed
and change the quantity. (How and why this could occur is explained in Chapter 10.) So as
we draw supply and demand curves and move them around, we implicitly assume that we
are referring to a competitive Economy.

0, Quantity

FIGURE 2.1 Supply and Demand. The market clears at price Iy and quantity (J,. At
the higher price P, a surplus develops, so price falls. Al the lower price P, there is a
shortage, so price is bid up.
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FIGURE 3-5 EQUILIERIUM PRICE AND QUANTITY
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Quick Quiz

1. Damand curve D is downsloping because:
a. producers offer less product for sale as the price of the product falls.

b. lower prices of a product create income and substitution effects, which lead
consumers to purchase more of it

c. the larger tha numbar of buyers in a markeat, the lower the preduct price.
d. price and quantity demandad are directly (positively) related.

2. Supply curve §:
a. reflects an inverse (negative) relationship between price and quantity supplied.
b. reflects a diract (positive) relationship betwean price and guantity supplied.
C. depicts the collective behaviour of buyars in this markat.

d. shows that producers will offer more of a product for sale at a low product
price than at a high product price.

3. At the $3 price
a. quantity supplied exceeds guantity demanded.

b. quantity demanded exceads quantity supplied.
c. the product is abundant and a surplus axists.
d. thera is no pressure on price to rise or fall.
4. At price $5 in this market:
a. there will be a shortage of 10,000 units
b. thers will be a surplus of 10,000 units.
c. quantity demanded will ba 12 000 units
d. quantity demanded will equal guantity supplied.

Answers:
qQ ¥ PEGET QL




3.3. Economy and prices

In a Economy system, private individuals and firms, not the government, own most of
the property resources (land and capital). In fact, it is this extensive private ownership of
capital that gives capitalism its name. This right of private property, coupled with the
freedom to negotiate binding legal contracts, enables individuals and businesses to obtain,
use, and dispose of property resources as they see fit. The right of property owners to
designate who will receive their property when they die sustains the institution of private
property. Property rights encourage investment, innovation, exchange, maintenance of
property, and the expansion of the production of goods and services. Almost everyone can
see that individuals stock stores, build factories, or clear land for farming because they can
reap the rewards. Why would they do so if the government, or anyone else, could take that
property from them? Property rights also extend to the intellectual property through patents,
copyrights, and trademarks.

Such long-term protection encourages people to write books, music, and computer
programs and to invent new products and production processes without fear that others will
steal them and the rewards they may bring. Property rights also facilitate exchange. The title
to an automobile or the deed to a cattle ranch assures the buyer that the seller is the
legitimate owner. Moreover, property rights encourage owners to maintain or improve their
property so as to preserve or increase its value. Finally, property rights enable people to use
their time and resources to produce more goods and services, rather than using them to
protect and retain the property they have already produced or acquired.

Closely related to private ownership of property is freedom of enterprise and choice.
The Economy system requires that various economic units make choices, which are
expressed and implemented in the economy’s Economys.

e Freedom of enterprise ensures that entrepreneurs and private businesses are free to
obtain and use resources to produce their choice of goods and services, and to sell them in
the Economys of their choice.

e Freedom of choice allows owners to employ or dispose of their property and money
as they see fit. It also allows workers to enter any line of work for which they are qualified.
Finally, it ensures that consumers are free to buy the goods and services that best satisfy
their wants. These choices are free only within broad legal limitations, of course. Illegal

choices such as selling human organs or buying illicit drugs are punished through fines
and imprisonment. (Global Perspective 4.1 reveals that the degree of economic freedom
varies greatly from nation to nation.)

In the Economy system, self-interest is the motivating force of all the various
economic units as they express their free choices. Self-interest means that each economic
unit tries to do what is best for itself. Entrepreneurs try to maximize profit or minimize loss.
Property owners try to get the highest price for the sale or rent of their resources. Workers
try to maximize their utility (satisfaction) by finding jobs that offer the best combination of
wages, hours, fringe benefits, and working conditions. Consumers try to obtain the products
they want at the lowest possible price and apportion their expenditures to maximize their
utility.

The pursuit of self-interest is not the same as selfishness. Self-interest simply means
maximizing some benefit, and can include helping others. Astockholder may invest to
receive the best available corporate dividends and then donate a portion of them to the
United Way or give them to grandchildren. Aworker may take a second job to help pay
college or university tuition for her or his children. An entrepreneur may make a fortune and
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donate much of it to a charitable foundation. For example, Ted Turner, the entrepreneur

who started CNN, donated one billion U.S. dollars to the United Nations!

FIGURE 4-1 \MONEY FACILITATES TRADE WHEN WANTS DO
NDOT COINCIDE : . N
Tha use of money as &
medium af exchange Saskatchewan
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There are two primary decision makers in a Economy economy: households
(consumers) and firms (businesses). Households are the ultimate suppliers of economic
resources and simultaneously the major spending group in the economy. Firms provide
goods and services to the economy.

We have noted that a Economy system is characterized by competition, freedom of
enterprise, and choice. Consumers are free to buy what they choose; entrepreneurs and firms
are free to produce and sell what they choose; and resource suppliers are free to make their
property and human resources available in whatever use or occupation they choose. We may
wonder why such an economy does not collapse in chaos. If consumers want breakfast
cereal but businesses choose to produce aerobic shoes and resource suppliers decide to
manufacture computer software, production would seem to be deadlocked by the apparent
inconsistency of these free choices. In reality, the millions of decisions made by households
and businesses are highly consistent with one another. Firms do produce the goods and
services that consumers want, and households do provide the kinds of labour that businesses
want.

To understand the operation of the Economy system, you must first recognize that

every economy must respond to Four Fundamental Questions:

e What goods and services will be produced?

e How will the goods and services be produced?

e Who will get the goods and services?

e How will the system accommodate change?

The Four Fundamental Questions highlight the economic choices underlying the
production possibilities curve discussed in Chapter 2. Let’s examine how the Economy
system answers each of these questions and thus addresses the economic problem.

[ ]



3.4. Changing in Supply and Demand

Supply and demand curves tell us how much competitive producers and consumers are
willing to sell and buy as functions of the price they receive and pay. But supply and
demand are also determined by other variables besides price. For example, the quantity that
producers are willing to sell depends not only on the price they receive, but also on their
production costs, including wages, interest charges, and costs of raw materials. And in
addition to price, quantity demanded depends on the total disposable income available to
consumers, and perhaps on other variables as well. Later we will want to determine how
changes in economic conditions or tax or regulatory policy affect Economy prices and
quantities. To do this, we must understand how supply and demand curves shift in response
to changes in such variables as wage rates, capital costs, and income.

Let's begin with the supply curve S in Figure 2.2. This curve shows how much
producers are willing to sell as a function of Economy price. For example, at a price Pv the
quantity produced and sold would be Q,. Now suppose the costs of raw materials fal/l. How
does this affect supply? Lower raw materials costs, and for that matter lower costs of any
kind, make production more profitable, encouraging existing firms to expand production
and enabling new firms to enter the Economy and produce. So if the Economy price stayed
constant at Pv we would expect to observe a greater supply of output than before.

P P

o
(]

o 4] L

(c) Increase in supply (d) Decrease in supply

Tha incresss in demand from &) to b in (@) increasas both equilibrium price and quentity. Tha ddcraasa in damand from 0, o
It in {b) dacreases both equilibrum price and guantity. The increzsa in sugply from_§, to 8; in () decresses aguilitrium prica
and increases aquilibrium quantity. Tha decline in supply from 8 to & in [d) increases egquilibsiym price and decreases ogui-
[ikrium quantity, The boxes in tha top right corners swumim arize the faspactive changes and outcomes. The upward arrows in
those boxas signify increases in damand i), supply (5], equilibrium price (7, end equiBbrium quantity {0y the downward
arrows sgnify dacraases in these items,
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In Figure 2.2 this is shown as an increase from Q3 to Q2. Output increases no matter
what the Economy price happens to be, so the entire supply curve shifts to the right, which
is shown in the figure as a shift from S to S'. Another way of looking at the effect of lower
raw materials costs is to imagine that the quantity produced stays fixed at Q, and consider
what price firms would require to produce this quantity. Because their costs are lower, the
price they would require would also be lower—P2 in Figure 2.2. This will be the case no
matter what quantity is produced. Again, we see in the figure that the supply curve must
shift to the right. Of course, neither price nor quantity will always remain fixed when costs
fall. Usually both will change as the new supply curve comes into equilibrium with the
demand curve. This is illustrated in Figure 2.3, where the supply curve has shifted from S to
S’ as it did in Figure 2.2 As a result, the Economy price drops (from P, to P3), and the total
quantity produced increases (from Q, to Q3). This is just what we would expect: Lower
costs result in lower prices and increased sales. (And indeed, gradual decreases in costs
resulting from technological progress and better management are an important driving force
behind economic growth.)

Now let's turn to Figure 2.4 and the demand curve labeled D. How would an increase
in disposable income affect demand? With greater disposable income, consumers can spend
more money on any good, and some consumers will do so for most goods. If the Economy
price were held constant at Pv we would therefore expect to see an increase in quantity
demanded, say, from Q17 to Q2. This would happen no matter what the Economy price was,
so that the result would be a shift to the right of the entire demand curve. In the figure, this
is shown as a shift from D to D'. Alternatively, we can ask what price consumers would pay
to purchase a given quantity Qj. With greater disposable income, they should be willing to
pay a higher price, say, P2 instead of P/ in Figure 2.4. Again, the demand curve will shift to
the right. In general, neither price nor quantity remains constant when disposable income
increases. A new price and quantity result after demand comes into equilibrium with supply.
As shown in Figure 2.5, we would expect to see consumers pay a higher price P3 and firms
produce a greater quantity Q3 as a result of an increase in disposable income.

Changes in the prices of related goods also affect demand. For example, copper and
aluminum are substitute goods. Because one can often be substituted for the other in
industrial use, the demand for copper will increase if the price of aluminum increases.
Automobiles and gasoline, on the other hand, are complementary goods (i.e., they tend to be
used together). Therefore a decrease in the price of gasoline increases the demand for
automobiles. So the shift to the right of the demand curve in Figure 2.5 could also have
resulted from an increase in the price of a substitute good or from a decrease in the price of
a complementary good.

In most Economys both the demand and supply curves shift from time to time.
Consumers' disposable incomes change as the economy grows (or, during economic
recessions, contracts). The demands for some goods shift with the sea sons (e.g., fuels,
bathing suits, umbrellas), with changes in the prices of related goods (an increase in oil
prices increases the demand for natural gas), or simply with changing tastes. Similarly wage
rates, capital costs, and the prices of raw materials also change from time to time, which
shifts supply.
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FHGURE 1.5 MNew Equilibrium Following Shift in Demand. When the demand curve
shifts to the right. the mmarket clears at a higher price P, and a larger quantity (..

2, Q-A Cuantity

FIGURE 2.6 Mew Equilibrism Following Shifis in Supply and Demand. SUFPl}' ard
demand curves shift over time as market conditions change. In this example, rightward
shifts of the supply and demand curves lead to slightly higher price and a muach larges
gquantity. In general, changes in price and quantity depend on the amount by which
each curve shifts and the shape of each curve,
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CHAPTER SLUMMARY

1. A marketis an inskitution ar arrangemant that

brings togathar buyars and sallers of a prod-
uct, service, or resaurca for the purposa of
axchanga.

. Demand is a echadula or curve reprasanting
tha willingness of buvars in a specific paricd
to purchase a particular product at each af
various prices. The law of demand impliss
that consumers will buy maora of a prodoct at
3 low prica than at 3 high price. Therafore,
cther things agual, the relationship belwesn
price and quantity demanded is negative or
inversa and iz graphed a2 a downsloping
curve. Market demand curves are found by
addinpg horzontally the demand curves of tha
many individual consumers in tha markat.

. Changes in amg or mors of the detaminants
of demand {consumer tastas, the number of
buyars in the markat, the maney incomes of
consumers, the prices of related goods, and
price axpectationst shift the market demand
curva. A shift to the right is an increase in
damand. 3 shift to the laft iz a decreasa in
demand. A change in demand is diffarent
from a change in the guantity demandad, the
lattar being a maovement from ana paint
to anather point on a fixed demand curve
becausa of 3 change in tha product’s price.

. Supply is a schadule or curve showing the
amaunts of a product that producers are will-
img to offar in the markat ateach possible prica
during a spacific pariod. The law of supply
slatas that, other things equal, producars will
offar more of 2 product at 3 high price than at
3 low prica. Thus, tha relationship batween
price and quantity supplied is positive or
dirack, and supply is graphed as an upsloping
curva. The market supply curva is the horizon-

TERME AND CONCEPTS

chanpga in demand, p. &7

chanpa in quantity
demandad, p. &7

chanpge in quantity supplied,

chanpe in supply, p. 81
complementary goods, p. Bh
demand, p. &0

demand curve, p. 52
demand schaduls, p. #

detarminants of demand, p. 53
detarminants of supply, p. 528
equilibrium prica, p. 63 p. 62
equilibrium quantity, p. 63
p. &1 incoma affect, p. 51
infaricor good, p. Bh

law of demand, p. &1

law of supply, p. 52
marginal utility, p. &1
marksat, p. B0

tal summation of the supply curvas of the indi-
vidual producars of the product.

. Changas in ona or mora of the detemminants of

supply {resource prices, production tachniquas,
taxas or subsidiss, the prices of other goods,
price expociations, ar the numbar of sellers in
the marketi shift the supply curve of a product
A shift 1 the right is an increase in sUpply: a
shift ko tha left s a decraasza in supply. Incon-
trazk, achange in the prica of the product being
considarad causas a changa in ha quantity sup-
pliad, which i shown as amovemeant from ana
paint to anothar point on a fixed supply curve.

. The equilibrium price and quantity are esiab-

lishad at the intersection of the supply and
damand curves. The intaraction of markat
demand and market supply adjusts tha prica
to the point at which the quantity demandad
and supplied are egual. This is the eguilibrivm
prica. The corrasponding quantity is tha equi-
librium guantity.

. The ability of markat Forces to synchroniza

solling and buying dacizions to eliminata
patential surpluses and shortages is known as
the rationing function of prices.

. Achanpeain either damand ar supply changes

the equilibrium price and guantity. Increases
in demand raise both equilibrium price and
gquilibrium guantity: dacreasas in damand
lowear bath aquilibrium price and equilibrivm
quantity. Increases in supply lowar eguilib-
rium prica and raise equilibrium quantity.
decreasas in supply raisa equilibrivm prica
and lowar equilibrivm quantity.

. Simultanecus changes in demand and supply

affact equilibrium price and quankity in vari-
ous ways, depending an their direction and
relative magnitudas.

narmal good, p. 55
rationing function of prices,

shortaga, p. 62
substitute qoods, p. b5
substitution effect, p. 51
supply, p. 57

supply curva, p. 58
supply schadula, p. &7
surplus, p. 62




ETULDY QUEESTIONS

1.

Explain the law of demand. Why does a
demand curve slope downward? What are
the determinants of damand? What happens
to tha demand curve whan sach of thase
detarminants chanpgaes? Distinguish betwean
a change in demand and a change in the
quantity demanded, noting the causeds) of
aach.

KEY QUESTIOMN What affact will aach
af the fallowing have on the demand for
product B?

a. Product B becomes mara fashionable.
b. The prica of substituta product C falls.

¢. Income daclines and product B iz aninfa-
rigr pood.

d. Consumears anticipate tha price of B will
ba lower in tha naar futura.

e. The prica of complementary product D
falls.

f. Foraign tariff barriers on product B ara
aliminatad.

. Explain tha following news dispatch from

Hull, England: "The Ffish market hara
glumpad today to what local commentators
called 'z dizastrous level'—all bacauss of a
shortape of potatoas. The patatoss ara ang
of the main ingredients in a dish that fiQures
an almost evary cafe-menu—Fish and chips.”

Explainthe law af supply. Why doas the sup-
ply¥ curva slope upward? What ara the datar-
minants of supply? What happens to the
supply curve whan aach of thase datarmi-
nants changes? Distinguish betwasn a change
in supply and a chamga in the quantity sup-
pliad, nothing the causaist of asch.

KEY QUESTIOMN What affact will aach
of the Following have on the supply of prod-
uce B?

a. A tachnological advance in tha meathods
of producing product B.

b. Adecling in the number of firms in indus-
try B.

¢. An increase in the prices of resources
raquirad in tha production of B.

d. The expectation thak the equilibrium price
of B will ba lower in the futura than it is
currantly.

e. A dacling in the price of product A, a
good whosa production reguires sub-
stantially tha same tachniques and ra-
sources as doas tha production of B.

f. Thalswying of a specific sales tax an B.

g. The granting of a B0-cent par-unit subsidy
foreach unit of B produced.

. "In the corn market, demand cften axcaads

supply and supply somalimes excesads
demand.” “Tha price of corn rises and
falls in responsa Lo changes in supply and
demand.” In which of thase two statemants
are the terms supply and demand used cor-
rectly? Explain.

KEY QUESTIOMN Suppose the total

demand for wheat and the toksl supply of

whast par month in the Winnipeg grain mar-
kat are as follows:

Thousands Thousands  Surplus (+
of bushels  Price per  of bushals ar
domandad  bushal suppliod  shortage 1

a5 $3.40 72

a0 $3.70 73

FL $4.00 75

0 $4.30 77

£5 $4.60 73

60 $4.80 a1

a. Whatis the equilibrium price? What is tha
aquilibrium quantity? Fill in tha surplus—
shortage column and use it to explain
why your answers are correcl.

b. Graph the demand for whesat and tha sup-
ply of wheat. Be sura to labal tha axes of
vaur graph corractly. Labael aquilibrium
prica P and equilibrium quantity .

¢c. Why will 53.40 not be tha equilibrium
price in this market? Why not $4.007
"Surpluses drive prices up: shortages
driva them down.” Da vou agraa?

d. Now suppasa that the governmeant astab-
lishes a cailing tlegal maximum! price of,
a3y, $3.70 for whest. Explain carsfully the
affacts of this ceiling prica. Demanstrate
your answer graphically. What might
prompt povernmeant to astablish a cailing
prica?
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B KEY QUESTION Howwill each ofthe theless be retained because of the rationing
following changes in damand andfor supply function thay parfomm.”
affect eguilibrium price and aguifibrium 1
quantity in 8 competitive market: that is,

do price and quantity rise, fall, or TR that a larper amount i= actually purchased at a
unchangad, or are the answars indetermi-

pita Bocilee thay Gapard:on s IEadmi- highar prica. This refutos the |2w of demand.

tudas of the shifts? Use supply and demand 12. Suppossa vou go to 3 recycling centre and ar
diagrams to verify your answers. paid 235 per kilogram for your aluminom
cans. Howawver, the recycling firm charges
you 520 per bundle to accept your old news-

. Critically evaluate: "ln comparing the twao
equilibrivnn positions in Figure 3-8a, | note

a. Supply decreases and demand s con-

#ant. 2 papers. Use demand and supply diagrams (o
b. Demand: decressas and supply 15 con- portray both marksts. Expisin how differant
stant govarnment policies. with respect to the
¢. Supply increases and demand is con- recycling of afum_inum and paper might
stant. account for these differant markat outcomas

d. Demand increases and supply increases, 13- Advanced analysis: Assuma that demand for
a commodity is represented by the equation

e, Demand increases and supply is con- P= 10 - .90, and supply by the aquation £ =

e 7 + .20, where O; and Q. are guantity
f. Supply increasas and demand decraases. demanded and guantity supplied, respec-
g. Demand increases and supply decreases. tively, and P is price. Using the aquilibrium

condition d: = 04, solve the eguations 1o

h. Demand decreases and supply decreases. determine equilibrium prica. Mow determine

9, "Prices are the automatic regulator that equilibricum quantity. Graph the two egua-
tends to keep production and consumption tiens to substantiate your answars.
in line with each other.” Explain. 14. [Last Word] Discuss the economic aspects
10. Explain: "Even though parking maters may of tckat scalping, specifying gainers and
yizid little ar no revenue, they should never- Iosars.

Questions for Review

1. What is the difference between a Economy and an industry? Are there interactions
among firms in different industries that you might describe as taking place within a single
Economy?

2. It is often said that a good theory is one that can in principle be refuted by an
empirical, data-oriented study. Explain why a theory that cannot be evaluated empirically is
not a good theory.

3. In Example 1.1, both the additional-worker and the discouraged-worker theories are
economic in nature, because they reflect the responses of married women to the economic

conditions that their husbands face in the Economy. Could it be that both theories are
correct, but the additional-worker theory applies to certain households, and the discouraged-
worker theory to others? If so, how might you figure out which theory applies to whom?

4 . Which of the following two statements involves positive economic analysis and
which

normative? How do the two kinds of analysis differ?

a. Gasoline rationing (allocating to each individual a maximum amount of gasoline
that can be purchased each year) is a poor social policy because it interferes with the
workings of the competitive Economy system.

b. Gasoline rationing is a policy under which more people are made worse off than are
made better off.

5. In Example 1.2, what economic forces explain why the real price of eggs has fallen,
but the real price of a college education has increased? How do you think these changes
have affected consumer choices?

6. Suppose that the Japanese yen grows in value in relation to the U.S. dollar. Explain
why this simultaneously increases the real price of Japanese cars for U.S. consumers and
lowers the real price of U.S. automobiles for Japanese consumers.
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Unit 4. Economy equilibrium, maximum and minimum of prices
(4 hours)

4.1. Economy equilibrium and the equilibrium price

4.2. Maximum and minimum prices

4.3. Shifts in Supply and Demand

4.4. Understanding and predicting the effects of changing Economy
condition.

4.1. Economy equilibrium and the equilibrium price

M ARKETé

MARKET Any
institution or mech-
anism that brings
together buyers and
sellers of particular
goods, sarvices,

or resources for

the purpose of

exchange,
Pl
A |
Recall from Chapter 2 that a Economy is an institution or mechanism that brings

together

buyers (“demanders”) and sellers (“suppliers”) of particular goods, services, or
resources for the purpose of exchange. Economys exist in many forms. The corner gas
station, e-commerce sites, the local music store, a farmer’s roadside stand—all are familiar
Economys.

The Toronto Stock Exchange and the Chicago Board of Trade are Economys where
buyers and sellers of stocks and bonds and farm commodities from all over the world
communicate with one another to buy and sell. Auctioneers bring together potential buyers
and sellers of art, livestock, used farm equipment, and, sometimes, real estate. In labour
Economys, the professional hockey player and his agent bargain with the owner of an NHL
team. A graduating finance major interviews with the Canadian Imperial Bank of
Commerce or Scotiabank at the university placement office.

All situations that link potential buyers with potential sellers are Economys. Some
Economys are local, while others are national or international. Some are highly personal,
involving face-to-face contact between demander and supplier; others are impersonal, with
buyer and seller never seeing or knowing each other. To keep things simple, we will focus
in this chapter on Economys consisting of large numbers of buyers and sellers of
standardized products. These are the highly competitive Economys such as a central grain
exchange, a stock Economy, or a Economy for foreign currencies in which the price is
“discovered” through the interacting decisions of buyers and sellers. They are not the
Economys in which one or a handful of producers “set” prices, such as the Economys for
commercial airplanes or operating software for personal computers.

[ 5]



So far, we have concentrated on just one consumer. By adding the quantities
demanded by all consumers at each of the various possible prices, we can get from
individual demand to Economy demand. If there are just three buyers in the Economy, as
represented in Table 3-2, it is relatively easy to determine the total quantity demanded at
each price. Figure 3-2 shows the graphical summing procedure: At each price we add the
individual quantities demanded to obtain the total quantity demanded at that price; we then
plot the price and the total quantity demanded as one point of the Economy demand curve.

[
36 5

6000-bushel [
surpius /

.

Price (per bushel)
£

)

-
o T000-bushel
{] & shortage =

0 2 4 B 7 8 10 12 14 16 18
Bushels of corn (thousands per weak)

We have discussed the meaning and characteristics of supply and demand, but our
treatment has been largely qualitative. To use supply and demand curves to analyze and
predict the effects of changing Economy conditions, we must begin to attach numbers to
them. For example, to see how a 50 percent reduction in the supply of Brazilian coffee may
affect the world price of coffee, we need to write down actual supply and demand curves
and then calculate how those curves will shift, and how price will then change. In this
section we will see how to do simple "back of the envelope" calculations with linear supply
and demand curves. Although they are often an approximation to more complex curves, we
use linear curves because they are the easiest to work with. It may come as a surprise, but
one can do some informative economic analyses on the back of a small envelope with a
pencil and a pocket calculator.

First, we must learn how to "fit" linear demand and supply curves to Economy data.
(By this we do not mean statistical fitting in the sense of linear regression or other statistical
techniques, which we discuss later in the book.) Suppose we have two sets of numbers for a
particular Economy: (i) The price and quantity that generally prevail in the Economy (i.e.,
the price and quantity that prevail "on average," or when the Economy is in equilibrium, or
when Economy conditions are "normal"). We call these numbers the equilibrium price and
quantity, and we denote them by P* and O*. (ii) The price elasticities of supply and demand
for the Economy (at or near the equilibrium), which we denote by Es and ED, as before.

These numbers might come from a statistical study done by someone else; they might
be numbers that we simply think are reasonable; or they might be numbers that we want to
try out on a "what if" basis. What we want to do is write down the supply and demand

[ s ]




curves that fit (i.e., are consistent with) these numbers. Then we can determine numerically
how a change in a variable such as GNP, the price of another good, or some cost of
production will cause supply or demand to shift and thereby affect the Economy price and
quantity.

Let’s begin with the linear curves shown in Figure 2.16. We can write these
curves algebraically as

Supply: 2 =a, + P (2.4a)
Demand: Q = by — bP (2.4b)

The problem 15 to choose numbers for the constants ay. ay, by and by, This is done, for
supply and for demand, in a two-step procedure:
Step One: Recall that each price elasticity, whether of supply or demand, can
be written as
E = (P/ONAQ/AP)
where AQ/AF is the change in quantity demanded or supplied resulting from
a small change in price. For linear curves, AQ/AF 15 constant. From equations
(2.4a) and (2.4b), we see that AQ/AP = a; for supply, and AQ/AP = -b, for
demand. Now, let's substitute these values for AQ/AP into the elasticity for-
mula:
Supply: Eg = a(P*/0Q") (2.5a)

Demand:  En = —by(P*/Q") (2.5b)

bafhy

Supply: Q@ = a, + a/F

{ Ep = —bB,PYQO
el N _
E; = a, P O"

— ity
Demand: Q@ = b, = P

o [ Quantity

FIGURE 2,16 Fitlng Linear Supply and Demand Curves to Data. Linear supply and
demand curves provide a convenient tool for analysis. Given data for the equilibrium
price and quantity P* and (%, and estimates of the elasticities of demand and supply Eg
and E;, we can calculate the parameters g, and a, for the supply curve, and b, and b
for the demand curve. The curves can then be used to analyze the behavior of the market
quantitatively.
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We begin with the supply curve equation (Z.4a] and usc our two-step pro-
cedure to calculate numbers tor a, and a,. The long-run price elasticity of supply
is 1.6, P* = 75 and Q" = 7.5

Step One: Subslilute these numbers in equation (2.5a) to delermine a;:

1.6 = a,(0.75/7.5) = O.la,.

st that a, = 1.6/0.1 = 16,
Step Tuw: Substitute this number for a;, together with the numbers far P and
O, into eguaton (2.4a) to determine ag:

75 = a, + (16W0.75) = ap + 12,

so that ag = 7.5 — 12 = —4.5. We now know ay and a,. 0 we can write our
supply curve;

S pdy: = —45 + 16P

We can now follow the same steps for the demand carve equation (2.4b). An
estimate for the long-run elasticity of demand is 0.8, First, substitute this
number, and the values for ™ and 7, in eguation (2.50]) to determine by:

—0.8 = —p{075/75) = —0.1b,

so that b, = .8/0.1 = & Second, substitute this value for b, and the values for
F*and (JF in equaton (2.4k) to determine by,

7.5 = by — (8)(0.75} = by — 6.
s0 that b, = 75 + & = 135 Thus, our demand curve is
Crearrgeeed = 135 — 8P

To check that we have not made a mistake, set supply equal to demand and
calculate the eguilibrium price that results:

Supply = —4.5 + 16F = 13.5 — 8P = Demand
16P + 8P = 13.5 + 4.5,

or i = 18/24 = 0.75, which is indeed the equilibrium price that we began with.
We have written supply and demand so that they depend only on price, but
they could easilv depend on other variables as well. Far example, demand might

depend om income as well as price. We would then wrile demand as

where [ 15 an index of aggregate income or GNT. (For example, ! might equal
1.01n a base year and then rise or fall to reflect percentage increases or decreases
In agpregate income. )

For our copper market example, a reasonable estimate for the long-run in-
ceme elasticity of demand is 1.3, For the linear demand curve [2.6), we can then
calculate by by wsing the formula for the income elasticity of demand: £ =
(/QN(AQ/AL. Taking the base value of I as 1.0, we have

1.3 = (1.0/7.5)b)

so by = (1.375)/ (1.0 = 9.75. Finally, substiteling the values b, = & b, =
9.75, ™ = 0.75 and J* = 7.5 into (2.6), we can calculate that b, must equal
3.75.

We have seen how to Al linear supply and demand curves to dala. Now, W
see how these curves can be used to analyze markets, look at Example 2.5 on
the behavior of copper prices and Example 2.6 on the world oil market,

CHANGES IN SUPPLY, DEMAND, AND EQUILIBRIUM
( 1
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We know that demand might change because of fluctuations in consumer tastes or
incomes, changes in consumer expectations, or variations in the prices of related goods.
Supply might change in response to changes in resource prices, technology, or taxes. What
effects will such changes in supply and demand have on equilibrium price and quantity?

CHANGES IN DEMAND

Suppose that supply is constant and demand increases, as shown in Figure 3-6(a). As a
result, the new intersection of the supply and demand curves is at higher values on both the
price and quantity axes. An increase in demand raises both equilibrium price and
equilibrium quantity. Conversely, a decrease in demand, such as that shown in Figure 3-
6(b), reduces both equilibrium price and equilibrium quantity. (The value of graphical
analysis is now apparent: We need not fumble with columns of figures to determine the
outcomes; we need only compare the new and the old points of intersection on the graph.)

CHANGES IN SUPPLY

Now suppose that demand is constant but supply increases, as in Figure 3-6(c). The
new intersection of supply and demand is located at a lower equilibrium price but at a
higher equilibrium quantity. An increase in supply reduces equilibrium price but increases
equilibrium quantity. In contrast, if supply decreases, as in Figure 3-6(d), the equilibrium
price rises while the equilibrium quantity declines.

COMPLEX CASES

When both supply and demand change, the effect is a combination of the individual
effects.

1. Supply Increase; Demand Decrease What effect will a supply increase and a
demand decrease have on equilibrium price? Both changes decrease price, so the net result
is a price drop greater than that resulting from either change alone. What about equilibrium
quantity? Here the effects of the changes in supply and demand are opposed: The increase
in supply increases equilibrium quantity, but the decrease in demand reduces it. The
direction of the change in quantity depends on the relative sizes of the changes in supply
and demand. If the increase in supply is larger than the decrease in demand, the equilibrium
quantity will increase. But if the decrease in demand is greater than the increase in supply,
the quilibrium quantity will decrease.

2. Supply Decrease; Demand Increase A decrease in supply and an increase in
demand both increase price. Their combined effect is an increase in equilibrium price
greater than that caused by either change separately. But their effect on equilibrium quantity
is again indeterminate, depending on the relative sizes of the changes in supply and demand.
If the decrease in supply is larger than the increase in demand, the equilibrium quantity will
decrease. In contrast, if the increase in demand is greater than the decrease in supply, the
equilibrium quantity will increase.
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Unit 5. Elasticity of supply and demand (4 hours)

5.1. Term of “Elasticity”;
5.2. Elasticity coefficient;
5.3. Elasticity of Demand and Elasticity of Dupply
5.4. Dot and arc elasticity

5.1. Term of “Elasticity”

We have seen that the demand for a good depends on its price, as well as on consumer
income and on the prices of other goods. Similarly, supply depends on price, as well as on
variables that affect production cost. For example, if the price of coffee increases, the
quantity demanded will fall and the quantity supplied will rise. Often, however, we want to
know how much supply or demand will rise or fall. How sensitive is the demand for coffee
to its price? If price increases by 10 percent, how much will demand change? How much
will demand change if income rises by 5 percent? We use elasticities to answer questions
like these.

An elasticity is a measure of the sensitivity of one variable to another. Specifically,it is
a number that tells us the percentage change that will occur in one variable in response to a
1 percent change in another variable. An important example is the price elasticity of
demand, which measures the sensitivity of quantity demanded to price changes. It tells us
what the percentage change in the quantity demanded for a good will be following a 1
percent increase in the price of that good. Let's look at this in a little more detail. Denoting
quantity and price by Q and P, we write the price elasticity of demand as

E. = (%RAQV(%AP)

I

where "% AQ" simply means “percentage change in 0" and %AP means “per-
centage change in P.""* But the percentage change in a variable is just the ab-
solute change in the variable divided by the original level of the variable. (If the
Consumer Price Index were 200 at the beginning of the vear and increased to
204 by the end of the year, the percentage change —or annual rate of inflation-
would be 4200 = .02, or 2 percent.) So we can also write the price elasticity of
demand as®

AQIQ P AQ
P APIP QAP

I'he price elasticity of demand is usually a negative number. When the price
of a good increases, the quantity demanded usually falls, so0 AVAP (the change
in quantity for a change in price) is negative, and therefore £, is negative.

Equation (2.1} says that the price elasticity of demand is the change in quan-
tity associated with a change in price {ACQVAP) times the ratio of price to quantity
(P/(). But as we move down the demand curve, AQ/AP may change, and the
price and quantity will always change. Therefore, the price elasticity of demand
must be measured al a particular poinl on e demand curve and will generally
change as we move along the curve,

This is easiest to see for a lingar demand curve, that is, a demand curve of
the form

(2.1)

0 =a - bP
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FIGURE 2.9 Linear Demand Curve. The price elasticity of demand depends not only
on the slope of the demand curve, but also on the price and quantity. The elasticity
therefore varies along the curve as price and quantity change. Slope is constant for this
linear demand curve. Near the top of the curve, price is high and quantity is small, so
the elaslicity is large. The elasticity becomes smaller as we move down the curve.

For any price and quantity combination, the steeper the slope of the curve, the less
elastic demand is. Figures 2.10a and b show two special cases. Figure 2.10a shows a
demand curve that is infinitely elastic. There is only a single price P* at which consumers
will buy the good; for even the smallest increase in price above this level, quantity
demanded drops to zero, and for any decrease in price, quantity demanded increases without
limit. The demand curve in Figure 2.10b, on the other hand, is completely inelastic.
Consumers will buy a fixed quantity Q* no matter what the price. We will also be
interested in elasticities of demand with respect to other variables besides price. For
example, demands for most goods usually rise when aggregate income rises. The income
elasticity of demand 1is the percentage change in the quantity demanded Q resulting from a 1
percent increase in income /.

- 300110
VR

The demands for some goods are also affected by the prices of other goods.
For example, because butter and margarine can easily be substituted for each
nther, the demand for each depends on the price of the other, A cross-price

lasticaty of demand refers to the percentage change in the quantity demanded
for a good that results from a | percent increase in the price of another good,

(2.2
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Cuantity o Chuantity
{a) {b)

FIGURE Z.10a [nfinitely Elastic Demand. For a horizontal demand curve, AQ/AF is
infinite. (A tiny change in price leads to an enormous change in demand.) The elasticity
of demand is therefore infinite.

FIGURE 2.10b Completely Inelastic Demand. For a vertical demand curve, AQ/AP is
zero. The quantity demanded is the same no matter what the price, so the elasticity of
demand is zero.

So the elasticity of demand for butter with respect to the price of margarine
would be written as

o AQYQ, Py AQ,
T AP P, (), AP, (2.3)

where (), is the quantity of butter and P, is the price of margarine.

In this example of butter and margarine, the cross-price elasticities will be positive
because the goods are substitutes—they compete in the Economy, so a rise in the price of
margarine, which makes butter cheaper relative to margarine than it was before, leads to an
increase in the demand for butter. (The demand curve for butter will shift to the right, so its
price will rise.) But this is not always the case. Some goods are complements’, they tend to
be used together, so that an increase in the price of one tends to push down the consumption
of the other. Gasoline and motor oil are an example. If the price of gasoline goes up, the
quantity of gasoline demanded falls—motorists will drive less. But the demand for motor oil
also falls. (The entire demand curve for motor oil shifts to the left.) Thus, the cross-price
elasticity of motor oil with respect to gasoline is negative.

Elasticities of supply are defined in a similar manner. The price elasticity of supply is
the percentage change in the quantity supplied resulting from a 1 percent increase in price.
This elasticity is usually positive because a higher price gives producers an incentive to
increase output. We can also refer to elasticities of supply with respect to such variables as
interest rates, wage rates, and the prices of raw materials and other intermediate goods used
to manufacture the product in question. For example, for most manufactured goods, the
elasticities of supply with respect to the prices of raw materials are negative. An increase in
the price of a raw material input means higher costs for the firm, so other things being
equal, the quantity supplied will fall.

(o)



5.2. Elasticity coefficient

An elasticity is a measure of the sensitivity of one variable to another. Specifically,it is
a number that tells us the percentage change that will occur in one variable in response to a
1 percent change in another variable. An important example is the price elasticity of
demand, which measures the sensitivity of quantity demanded to price changes. It tells us
what the percentage change in the quantity demanded for a good will be following a 1
percent increase in the price of that good. Let's look at this in a little more detail.

We have seen that the demand for a good depends on its price, as well as on consumer
income and on the prices of other goods. Similarly, supply depends on price, as well as on
variables that affect production cost. For example, if the price of coffee increases, the
quantity demanded will fall and the quantity supplied will rise. Often, however, we want to
know how much supply or demand will rise or fall. How sensitive is the demand for coffee
to its price? If price increases by 10 percent, how much will demand change? How much
will demand change if income rises by 5 percent? We use elasticities to answer questions
like these.

Term of “Elasticity”

Alfred “Elasticity”

Marshall _~¢ term

Statistic and Economic

marketing Flastici ty analysis
guantities -
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Elasticity coefficient E-
shows the rate of
quantitative change of one
factor according to the
change of another factor.
E=A+B
A= percent change of A
B= percent change of B

* In the last lecture we saw that, normally, a fall in the price of a good raised the
quantity demanded, and vice versa. Often, however, we want to know how
much the quantity demanded will rise or fall in response to a price change.

* Suppose, for example, that the University of Weltmeister is considering whether
or not to raise the tuition for its e-Comics Bachelor program—for which the only
admission requirement is that the applicant has sufficient funds to study—from
current $10,000 to $12,000 per year. Also suppose that, at the current level of
tuition, the university expects to receive 800 applicants, as in the previous year.
What kind of information does the UofW need to have in order to know whether
it will be more beneficial—in terms of revenue—for the university to increase the
tuition or keep it at the current level?
+ Recall that the revenue is calculated as the price times quantity of a good sold.
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+ To answer this question, the university should be able to correctly estimate how
many people would apply—or, in other words, by how much the number of
applicants would decrease—had the price risen to $12,000.

+ |f the university estimates that the price increase would lead to only 10% fall in
the number of applicants, so that well 720 people would still apply, then its
revenue from this program would increase from $8 million to approx. $8.6
million. If, however, the estimate is that the number of applicants would fall by
25% (to 600 people), then the revenue would decrease from $8 million to §7.2
million.

+ Why is the case that we can have either increase or decrease in revenue
depending on how much the quantity demanded changes in response to a
given change in price?

5.3. Elasticity of Demand and Elasticity of Dupply

+ The price elasticity of demand measures the responsiveness of consumers’
purchase decisions (i.e. their demand) to variations in price. It is defined as the
percentage change in the quantity of a good demanded that results from a 1
percent change in price:

¢ hgg Aga/gq Dqgp

Pl Wl g

+ For a demand function given by g, = g,(p), as Ap goes to zero, Ag,/Ap goes
to the derivative dg,/dp. Economists usually calculate elasticities at this limit—
that is, for very small changes in p. So, then we can write the above formula as
follows:

0 o Y

Py
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Income elasticities also differ from the short run to the long run. For most goods and
services—foods, beverages, fuel, entertainment, etc.—the income elasticity of demand is
larger in the long run than in the short run. For example, consider the behavior of gasoline
consumption during a period of strong economic growth when aggregate income rises by 10
percent. Eventually people will increase their gasoline consumption—they can afford to
take more trips and perhaps own a larger car. But this change in consumption takes time,
and initially demand increases only a small amount. Thus, the long-run elasticity will be
larger than the short-run elasticity.

For a durable good the opposite is true. Again, take automobiles as an example. If
aggregate income rises by 10 percent, the stock of cars that consumers will want to hold will
also rise, say, by 5 percent. But this means a much larger increase in current purchases of
cars. (If the stock is 70 million, a 5 percent increase year.) Eventually consumers succeed in
building up the stock of cars, after which new purchases are largely to replace old cars.
(These new purchases will still be greater than before because with a larger stock of cars
outstanding, more cars need to be replaced each year.) Clearly, the short-run income
elasticity of demand will be much larger than the long-run elasticity. Because the demands
for durable goods fluctuate so sharply in response to short-run changes in income, the
industries that produce these goods are very vulnerable to changing macroeconomic
conditions, and in particular to the business cycle—recessions and booms. Hence, these
industries are often called cyclical industries—their sales tend to magnify cyclical changes
in gross national product (GNP) and national income.

THE MATHEMATICS OF MARKET EQUILIBRIUM
A market equilibrium is the price and the quantity, dencted as the pair ((, '), of a
commodity bought or sold at price P, The following mathematical note provides an
introduction of how a market equilibrium (%, P*) is derived.

The market equilibrium is found by using the market demand (buvers’ behaviour),
the market supply (sellers’ behaviour), and the negotiating process (to find the agreed
upon price and quantity, namely ™ and O, on which to transact). The market equi-
librium is identified by the condition reached at the end of the negotiating process that
at the price they negotiated, P*, the quantity of the commaodity that buyers are will-
ing to buy, denoted as (Jp, and the quantity sellers are willing to sell, denoted as ()5
matches exactly.

The equation describing the downward sloping demand. in which Op represents
the quantity demanded by buyers and P the price, is

F == i‘l‘Q,f

The demand tells us that if the price is higher than 7 then the buyers will not buy; thus,
for a transaction to occur the prjice must be lower. The demand also tells us that ata
price lower than @ the quantity demanded by the buyers increases. Buvers' behaviour,
as described by the demand equation, is that at lower prices buyers buy more quantity.

The equation describing the upward sloping market supply function, in which (s
represents the quantity supplied by sellers and P the price is

P=c+dQ.

For the sellers if the price is lower than ¢ then they will sell nothing. If the price isc
or higher, then the supply equation states that sellers facing higher prices sell more
quantity. Sellers” behavieur, as described by the supply equation, is that at higher
prices sellers sell more quantity.

The negotiating process (in which price and quantity or both adjust) provides the
mechanism by which, eventually, buyers and sellers agree upon a price, P?, and a
quantity, (%, at which they can buy and sell and thus complete the transaction. At the
end of the negotiating process, the quantity demanded by the buyers, (Jp, is equal to
the quantity supplied by the sellers, (s (at the agreed-upon price), and thus the mar-
ket is in equilibrium. The mathemahcal representation of such a negotiating process
is described in the following paragraphs.

At the agreed price, ', the equilibrium condition of the negotiating process, the
equality in the quantity demanded and supplied, is

Dy=0s
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Having denoted U as the equilibrium quantity, then it must be that " = Q, = (..
To solve for the equilibrium guantity (J* and the equilibrium price P* the demand
and supply functions are used. With {J* the equilibrium quantity, for the buyers

P* =g b0*,

and for the sellers
P* =c+dQ".

Now, since P is the same agreed-upon price by both buver and seller, then
a=b0Q* = c +d0*,

giving the equilibrium quantity, (%, as
Q*=(a~c)/(b +d).

To find P* substitute (7 - c)/ (b + d) in the supply (or demand) function.
PP=c+d{a=c)/ (b +d), thus
P* = (ad + be)/(a + d).

The equilibrium is (%, ") = [(a=c)/ (b + d), (ad + cb)/(a + d)].
The market equilibrium may also be represented diagrammatically, as shown in
Figure A3-1.

P

Equilibrium
[(a-e)(b + d) (ad + eb)i(b + d)]

Supply
\ P=c+dQ

g |

FF

i
Ly ]

o &

* |ncrease (decrease) in demand, a increases (decreases)
and both 0* and P* increase (decrease)

* |ncrease (decrease} in supply, ¢ decreases {increases| and
% increases (decreases) and P* decreases (increases)

For some goods, supply is more elastic in the short run than in the long run. Such
goods are durable and can be recycled as part of supply if price goes up. An example is the
secondary supply of many metals (i.e., the supply from scrap metal, which is regularly
melted down and refabricated). When the price of copper goes up, it increases the incentive
to convert scrap copper into new supply, so that initially secondary supply increases
sharply. But eventually the stock of good-quality scrap will fall, making the melting,
purifying, and refabricating more costly, so that secondary supply will contract. Thus the
long-run price elasticity of secondary supply will be smaller than the short-run elasticity.
Figures 2.14a and 2.14b show short-run and long-run supply curves for primary (production

(o]




from the mining and smelting of ore) and secondary copper production. Table 2.3 shows
estimates of the elasticities for each component of supply, and then for total supply, based
on a weighted average of the component elasticities.8 Because secondary supply is only
about 20 percent of total supply, the price elasticity of total supply is larger in the long run
than in the short run.

These numbers might come from a statistical study done by someone else; they might
be numbers that we simply think are reasonable; or they might be numbers that we want to
try out on a "what if" basis. What we want to do is write down the supply and demand
curves that fit (i.e., are consistent with) these numbers. Then we can determine numerically
how a change in a variable such as GNP, the price of another good, or some cost of
production will cause supply or demand to shift and thereby affect the Economy price and

quantity.

STUDY QUESTIONS
1.

Explain the law of demand. Why does a
demand curve slope downward? What are
the determinants of demand? What happens
to the demand curve when each of thesa
determinants changes? Distinguish betwean
a change in demand and & change in tho
guantity demanded, noting the causels) of
aach.

d. Consumers anticipate the price of B will
bo lower in the near future.

e. The price of complementary product D

Explain the law of supply. Why does the sup-
ply curva slope upward? What are the deter-
minants of supply? What happens to the
supply curve when each of these determi-
nants changes? Distinguish between a change
in supply and a change in the guantity sup-
plied, nothing the causels) of each.

KEY muEsTiom What offoct will each
of tha following have on the supply of prod-
uct B?

a. A technological advanca in tha methods
of producing product B.

b. A decline in the number of firms in indus-
try B.

c. An increase in the prices of resources
raguired in the production of B.

d. The expoctation that the equilibrium price
of B will be lower in the future than it is
currantly,

o. A docline in the price of product A, a
good whosse production requires sub-
stantially the same technigues and re-
sources &3 does the production of B.

f. The levying of a specific sales tax on B,

g. The granting of s B0-cont per-unit subsidy
for each unit of B produced.

2. KEY QUESTION What effact will aach 6. "In the corn markeot, demand often excoads
of the following have on the demand for supply and supply sgmenmas_exceeds
product B7 d9m§nd. The prico of corn rises and

: falls in response to chenges in supply and
a. Product B becomes more fashionable. dameand.” In which of these two statemernts
b. The price of substitute praduct C falls. am{?‘: Ei"r"? supply and demand used cor-
. ! ] rec ain,
¢. Income declines and product B is an infe- 2 B
rior good. 7. KEY QDUESTION Suppose the total

demand for wheat and the total supply of
wheat par month in tha Winnipeg grain mar-
ket are as follows:

fails. Thousands Thousands  Surplus (+)
; ; = of bushels Price per of bushels or

f. Foreign tarifl barriers on product B aro demanded  bushel supplied  shortage (-]

eliminated.
3. Explain the following news dispatch from i 52.40 =

Hull, England: “The. fish market hare &0 $3.70 73

slumped today to what |ocal commentatars 75 4 00 TG

called “a disastrous level’—ail becausze of a 70 $1.30 7

shortage of potaices. The potatoss are one

of the main ingredients in a dish that figures 85 §4.60 E:

on aimost evary café-menu—Tfish and chips.” 60 54.20 81

a. What is the eguilibrium price? What is tho
equilibrium guantity? Fill in the surplus—
shortage column and use it io explain
why your answers are correct.

b. Graph the demand for wheat and the sup-
ply of wheat. Be sure to label the axes of
your graph correctly. Label equilibrium
price Pand equilibrium quantity 0.

e Why will $3.40 not be the eguilibrium
prico in this market? Why not $4.907
"Surpluses drive prices up; shortages
drive them down.” Do you agres?

d. Now suppose that the government estab-
lishes a ceiling {legal maximum) price of,
gay, $3.70 for wheat. Explain carefully tha
affects of this ceiling price. Demonstrate
your answaer graphically. What might
prompi governmeant to establish a ceiling
prica?
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B. KEY QUESTIOM How will aach of the
following chanpgas in demand andior supply
affact equilibrium prica and equilibrium

thaless ba ratained bacause of the rationing
function they parform.”

. i . 11. Critically ewvaluate: "In comparing tha two
gzag:i':; :g"nj' :3::%?;":‘.";99 n}:lrlkg:;;r trl';t];isr; squilibrium positions in Figure 3-6a, | note
i . that a larger amount is actually purchasad ata
ﬂg::: ahneﬂ::ﬂails,:rﬂ?;i ?agp:ﬁw;.:sﬂ:zdﬁ::g::- highar price. This refutes the law of demand.”
tudas of the chifts? Usa supply and demand 12, Suppose you go to a racycling cantre and are
diagrams to varify your answars. paid $.26 per kilogram inr_ your aluminum
a. Supply decreases and demand is con- cans. Howewer, tha recycling firm charges
e you $.20 par bundle to aocept your old news-
papers. Usa demand and supply diagrams to
b. Demand decreazes and supply is con- portray both markats. Explain how diffarant
stant. govarnmant policias with respact to tha
£. Supply intreases and demand is con- racycling of aluminum and paper might
stant. account for these diffarent market cutcomas.
d. Demand increases and supply increases.  13. Advanced analysis: Assume that demand for
i i a commadity I8 reprasantad by tha eguation
a. Demand increases and supply is con- £=10 - 20, and supply by tha equation P=
stant. 2 + 20., whara 0, and J: ara quantity
f. Supply increases and damand decreasas. demandad and quantity supplied, respac-
g. Demand incraases and supply decreases. tivel'.r_, _ﬂnd Fis price. Using the aqui!ihrium
h. Demand dacreases and supply decreases mndltl?n o, =--G°-r SDM-; the EJCE L
. - datarmina equilibrium price. Now datarmina
9. “Prices are the automatic regulator that aquilibrium quantity. Graph the two agua-
tands to keep production and consumption tions to substantiata your answers.
in lina with each athar” Explain. 14. tLast Word! Discuss tha sconomic aspects

10, Explain: "Even though parking meters may
yield little or no ravenue, thay should novar-

of ticket scalping, specifying gainers and
|osprs.

a’-.’_"”?
INTERNET APPLICATION QUESTION P i

1. Changes in Demand—Baby Diapers and
Retirement ¥Willages Cther things agual, an
increasa in tha numbar of buyers for a prod-
uct or service will increasa demand. Baby
digpers and raetirament villages are two
products designed for diffarant population
groups. Tha W5, Cansus www.consus.qow
ipc'www/idbpyr.html provides population
pyramids {graphs that show tha distribution
of population by age and sexl for countries

for tha current year, 2025, and 2050. View the
population pyramids for Maxico, Japan, and
Canada. Which country would you expect to
hawve tha greatest parcentage increase in
dermmand for baby diapers in the year 20507
For retirement wvillagas? Which country
would you expact to have the greatest
absoluta increase in demand for baby dia-
pars? For ratiramant villages?

@ QuicK REVIEW

" & In competitive markets, prices adjust to the & Anincreasa in supply reducas equilibrium price
aquilibrium level at which guantity demanded  but increases squilibrium quantity; a decreasain
aquals quantity suppliad. supply increases equilibrium price but reduces

# The equilibrium price and quantity are those equilibrium guantity.

indicated by the intersection of the supply and & Ovar tima, equilibrium price and quantity may
demand curves for any product or resourca. change in directions that seam at odds with the
|aws of damand and supply bacause the othar-

# An increase in demand increases aquilibrium . TOFR
thinpgs-aqual assumption is violatad.

price and quantity; 3 decrease in demand da-
creases aquilibrium price and quantity.

\
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Review Questions

1. Suppose that unusually hot weather causes the demand curve for ice cream to shift
to the right. Explain why the price of ice cream will rise to a new Economy-clearing level.

2. Use supply and demand curves to illustrate how each of the following events would
affect the price of butter and the quantity of butter bought and sold: (a) an increase in the
price of margarine; (b) an increase in the price of milk; (c) a decrease in average income
levels.

3. Suppose a 3 percent increase in the price of corn flakes causes a 6 percent decline in
the quantity demanded. What is the elasticity of demand for corn flakes?

4 . Why do long-run elasticities of demand differ from short-run elasticities? Would
you

expect the price elasticity of demand for paper towels to be larger in the short run or in
the long run? Why? What about the price elasticity of demand for televisions?

5. Explain why for many goods, the long-run price elasticity of supply is larger than
the short-run elasticity.

6. Suppose the government regulates the prices of beef and chicken and sets them
below their Economy-clearing levels. Explain why shortages of these goods will develop
and what

factors will determine the sizes of the shortages. What will happen to the price of
pork? Explain briefly.

7. In a discussion of tuition rates, a university official argues that the demand for
admission is completely price inelastic. As evidence she cites the fact that the university has
doubled its tuition (in real terms) over the past 15 years, but the number or quality of
students applying has not decreased. Would you accept this argument? Explain briefly.
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Unit 6. Production (2 hours)

6.1. The technology of production.

6.2. Isoquants.

6.3. Production with one variable input (labor).
6.4. Production with two variable input.

6.5. Measuring production functions

6.1. The technology of production.

In the last three chapters we focused on the demand side of the Economy the
preferences and behavior of consumers. Now we turn to the supply side and examine the
behavior of producers. We will see how firms can organize their production efficiently and
how their costs of production change as input prices and the level of output change. We will
also see that there are some strong similarities between the optimizing decisions of firms
and those of consumers understanding consumer behavior will help us understand producer
behavior.

The theory of production and cost is central to the economic management of the firm.
Just consider some of the problems that a company like General Motors faces regularly.
How much assembly-line machinery and how much labor should it use in its new
automobile plants? If it wants to increase production, should it hire more workers, or should
it also construct new plants? Does it make more sense for one automobile plant to produce
different models, or should each model be manufactured in a separate plant? What should
GM expect its costs to be during the coming year, and how are these costs likely to change
over time and be affected by the level of production? These questions apply not only to
business firms, but also to other producers of goods and services, such as governments and
nonprofit agencies.

In this chapter we study the firm's production technology the physical relationship that
describes how inputs (such as labor and capital) are transformed into outputs (such as cars
and televisions). We do this in several steps. First, we show how the production technology
can be represented in the form of a production function—a compact description that
facilitates the analysis. Then, we use the production function to show how the firm's output
changes when first one and then all the inputs are varied. We will be particularly concerned
with the scale or size of the firm's operation. Are there technological advantages that make
the firm more productive as its size increases? We will also examine production by a
multiproduct firm. For example, we will see how the manager of a firm that produces two
different products can allocate scarce inputs to maximize the output of both products.
Finally, we will see how to obtain and use empirical information about a firm's production
process, including the presence of cost advantages resulting from producing a large output.

Production is what firms do. Firms turn inputs, which are also called factors of
production, into outputs. For example, a bakery uses such inputs as the labor of its workers,
raw materials like flour and sugar, and the capital invested in its ovens, mixers, and other
equipment to produce outputs such as bread, cakes, and pastries. We can divide inputs into
the broad categories of labor, materials, and capital, each of which includes more narrow
subdivisions. Thus, labor inputs include skilled workers (carpenters, engineers) and
unskilled workers (agricultural workers), as well as the entrepreneurial efforts of the firm's
managers. Materials include steel, plastics, electricity, water, and any other goods that the
firm buys and transforms into a final product. Capital includes buildings, equipment, and
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inventories. The relationship between the inputs to the production process and the
resulting

output is described by a production function. A production function indicates the
maximum output Q that a firm can produce for every specified combination of inputs. For
simplicity, we assume that there are two inputs, labor L and capital K. We can then write the
production function.

U = HK.L) (6.1}

This equation states that the quantity of output depends on the quantitites of the two
inputs, capital and labor. For example, the production function might describe the maximum
number of personal computers that can be produced in a given year with existing computer
chip technology, a given plant size, and a specific amount of assembly-line labor. Or the
production function could describe the maximum crop that a farmer can obtain under a
given set of weather conditons with a specific amount of farm machinery and workers.
Thus, the production function reflects that inputs can be combined to produce a given

output in many ways. For example, wine can be produced in a labor-intensive way by
people stomping the grapes, or in a capital-intensive way by machines squeezing the grapes.
Note that equation (6.1) applies to a given technology (i.e.,a given state of knowledge about
the various methods that might be used to transform inputs into outputs). As the technology
becomes more advanced, a firm can obtain more output for a given set of inputs.

6.2. Isoquants

Let's begin by considering the firm's production technology when it can vary both of
its two inputs, labor and capital. Suppose that food (the output) is produced by using labor
and capital. Table 6.1 tabulates the maximum output achievable for various combinations of
inputs. Labor inputs are listed across the top row, capital inputs down the column on the
left. Each entry in the table is the maximum output that can be produced with each
combination of labor and capital inputs. (For example, 2 units of capital and 4 units of labor
yield 85 units of food.) Reading along each row we see that total output increases as labor
inputs are increased, with capital inputs fixed. Reading down each column, we see that total
product also increases as capital inputs are increased, with labor inputs fixed. The
information contained in Table 6.1 can also be represented graphically using isoquants. An
isoquant 1s a curve that shows all the combinations o f inputs that yield the same total
output. Figure 6.1 shows three production isoquants. (Each axis in the figure measures the
amount of inputs for a particular period.)

They are determined directly from Table 6.1 but have been drawn as smooth curves to
allow for the use of fractional amounts of inputs. For example, isoquant Q, measures all
combinations of inputs that combine to yield 55 units of output. Two of these points, 4 and
D, correspond to Table 6.1, and the remainder of the curve portrays the typical shape of an
isoquant. At 4, / unit of labor and 3 units of capital yield 55 units of output; whereas at D,
the same output is produced from 3 units of labor and 1 unit of capital. Isoquant Q2
measures all combinations of inputs that yield 75 units of output and corresponds to the four
combinations of labor and capital underlined in the table. Isoquant Q2 lies above and to the
right of Q1 because it takes more of either labor or capital or both to obtain a higher level of
output. Isoquants are similar to the indifference curves that we used to study consumer

theory. Where indifference curves order levels of satisfaction from low to high, isoquants
()




order levels of output. However, unlike indifference curves, each isoquant is associated with
a specific level of output.

By contrast, the numerical labels attached to indifference curves are meaningful only
in an ordinal way—higher levels of utility are associated with higher indifference curves,
but we cannot measure a specific level of utility the way we can measure a specific level of
output with an isoquant. An isoquant map is a set of isoquants each of which shows the
maximum output that can be achieved for any set of inputs. An isoquant map is an
alternative way of describing a production function, just as an indifference map is a
different way of describing a utility function. An infinite number of isoquants make up an
isoquant map. Each isoquant is associated with a different level of output, and the level of
output increases as you move up and to the right in the figure.

Isoquants show the flexibility that firms have when making production decisions. In
most cases, firms can obtain a particular output using various combinations of inputs. The
manager of a firm must understand the nature of this flexibility. As we will see, this
knowledge allows the manager to choose input combinations that minimize costs and
aximize profit.
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FIGURE 6.1 Production with Two Varable Inputs. Froduction isoquants show the
various combination of inputs necessary for the firm to preduce a given pufput. A set

of i.‘ﬁUt[IJu!ll[.‘u. NIRRT mjuant map, describes the firm’s P!‘L'rd pction Fupction. {}t:tput e red ses
as one moves from isoguant (1 (35 units) to isoguant 3. (75 units) and to isoquant .
(90 units).

75

——
| —



6.3. Production with one variable input (labor).

Let's consider the case in which capital is fixed, but labor is variable, so that the firm
can produce more output by increasing its labor input. Imagine, for example, that you are
managing a clothing plant. You have a fixed amount of equipment, but you can hire more or
less labor to sew and to run the machines. You have to decide how much labor to hire and
how much clothing to produce. To make the decision, you will need to know how the
amount of output Q increases (if at all), as the input of labor L increases. Table 6.2 gives
this information about the production function. It shows the amount of output that can be
produced with different amounts of labor, and with capital fixed at ten units. (The first
column shows the amount of labor, the second shows the fixed amount of capital, and the
third shows output.) When labor input is zero, output is also zero.

Then up to a labor input of eight units, output increases as labor is increased. Beyond
that point, total output declines: while initially each unit of labor can take greater and
greater advantage of the existing machinery and plant, after a certain point, additional labor
is no longer useful and can indeed be counterproductive. (Five people can run an assembly
line better than two, but ten people may get in each other's way.)

6.4. Production with two variable input

Now that we have seen the relationship between production and productivity, let's
reconsider the firm's production technology in the long-run setting, where two inputs
(instead of one) are variable. We can examine the alternative ways of producing by looking
at the shape of a series of isoquants. The isoquants shown in Figure 6.4 are reproduced from
Figure 6.1; they all slope downward because both labor and capital have positive marginal
products. More of either input increases output; so if output is to be kept constant as more of
one input is used, less of the other input must be used. There are diminishing returns to both
labor and capital in this example as well. To see why there are diminishing returns to labor,
for example, draw a horizontal line at a particular level of capital, say 3. Reading the levels
of output from each isoquant as labor is increased, we note that each additional unit of labor
generates less and less additional output.

For example, when labor is increased from 1 unit to 2 (from 4 to B), output increases
by 20 (from 55 to 75). However, when labor is increased by an additional unit (from B to
C), output increases by only 15 (from 75 to 90). Thus, there are diminishing returns to labor
both in the long and the short run. Because adding one factor while holding the other factor
constant eventually leads to lower and lower increments to output, the isoquant must
become both steeper and steeper, as more capital is added in place of labor, and flatter and
flatter when labor is added in place of capital.

There are also diminishing returns to capital. With labor fixed, the marginal product of

capital decreases as capital is increased. For example, when capital is increased from 1 to 2
and labor is held constant at 3, the marginal product of capital is initially 20 (75 - 55), but he

76

——
| —



marginal product falls to 15 (90-75) when capital is increased from 2 to 3.
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Questions for Review

1. What is a production function? How does a long-run production function
differ from a short-run production function?

2 . Why is the marginal product of labor likely to increase and then decline in
the short run?

3. Diminishing returns to a single factor of production and constant returns to
scale are not inconsistent. Discuss.

4 . How does the curvature of an isoquant relate to the marginal rate of technical
ubstitution

along an isoquant?

5. If a firm has several divisions, what condition should the firm satisfy when
allocating a fixed input toward the production of each of the divisions' products?

6. Can a firm have a production function that exhibits increasing returns to scale,
constant returns to scale, and decreasing returns to scale as output increases? Discuss.

7. Give an example of a production process in which the short run involves a
day or a week, and the long run any period longer than a week.

8. Suppose a political campaign manager has to decide whether to emphasize
television advertisements or letters to potential voters in a reelection campaign.
Describe the production function for campaign votes. How might information about
this function (such as the shape of the isoquants) help the campaign manager to plan
strategy?

9. Suppose you are a student with a fixed amount of time to prepare for two
exams. Imagine that your function is to produce grades, and you are managing two
divisions, one for each course in which you have an exam. How might information
about the marginal product of labor in the preparation of each exam help
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Unit 7. The cost of production (2 hours)

7.1. Measuring costs: Which costs matter.
7.2. Costs in the short-run.

7.3. Costs in the long-run.

7.4. Long-run versus short-run costs curves.

7.1. Measuring costs: Which costs matter

In the last chapter we examined the firm's production technology—the relationship
that shows how factor inputs can be transformed into outputs. Now we will see how the
production technology, together with the prices of factor inputs, determine the firm's costs
of production. Given their firm's production technology, managers must decide /sow to
produce. As we saw, inputs can be combined in different ways to yield the same amount of
output. For example, one can produce a certain quantity of output with a lot of labor and
very little capital, with very little labor and a lot of capital, or with some other combination
of the two. In this chapter we see how the optimal combination of factor inputs is chosen.
We will also see how a firm's costs depend on its rate of output, and how they are likely to
change over time.

We begin by explaining how cost is defined and measured, distinguishing between the
concept of cost used by economists, who are concerned about the firm's performance, and
by accountants, who may be more concerned with the firm's financial statements. We then
examine how the characteristics of the firm's production technology affect costs, both in the
short run when the firm can do little to change its capital stock, and in the long run when the
firm can change all its factor inputs.

In Chapter 6 we showed how a firm can allocate its scarce resources between two
divisions to maximize total output. In this chapter we examine the production of two outputs
in greater detail and show how the concept of returns to scale applies more generally to the
process of producing not just two but many different outputs. We also show how costs
sometimes fall over time as managers and workers learn from experience, so that the
production process becomes more efficient and less costly. Finally, we describe how to
estimate cost functions and show how firms can use empirical information about costs.

Before we can analyze how costs are determined and why they change, we need to be
clear about what we mean by costs and how we measure them. What items should be
included as part of a firm's costs? Costs obviously include the wages a firm pays its workers
and the rent it pays for office space. But what if the firm already owns an office building
and doesn't have to pay rent? And how should we treat money that the firm spent two or
three years ago (and can't recover) for equipment or for research and development? We'll
answer these questions in the context of the economic decisions that managers make.

An economist thinks of cost differently from an accountant, who is concerned with the
firm's financial statements. Accountants tend to take a retrospective look at a firm's
finances, because they have to keep track of assets and liabilities and evaluate past
performance. Accounting costs include actual expenses and depreciation expenses for
capital equipment, which are determined on the basis of the allowable tax treatment by the
Internal Revenue Service.
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Economists—and we hope managers—on the other hand, take a forwardlooking view
of the firm. They are concerned with what costs are expected to be in the future, and with
how the firm might be able to lower its costs and improve its profitability. They must
therefore be concerned with opportunity costs, the costs associated with opportunities that
are forgone by not putting the firm's resources to their highest valued use.

Opportunity costs include the explicit outlays that a firm makes, but they include much
more, as we will see. Accountants and economists both include actual outlays, called
explicit costs, in their calculations. Explicit costs include wages, salaries, and the costs of
materials and property rentals. For accountants, explicit costs are important because they
involve direct payments by a company to other firms and individuals that it does business
with. These costs are relevant for the economist because the costs of wages and materials
represent money that could have usefully been spent elsewhere. Explicit costs involve
opportunity costs as well; for example, wages are the opportunity costs for labor inputs
purchased in a competitive Economy.

7.2. Costs in the short-run

In the short run, some of the firm's inputs to production are fixed, yet others can be
varied to change the rate of output. The fotal cost TC of producing a good then has two
components: the fixed cost FC, which is borne by the firm whatever level of output it
produces, and the variable cost VC, which varies with the level of output. Depending on
circumstances, fixed costs may include expenditures for plant maintenance, insurance, and
perhaps a minimal number of employees these costs remain the same no matter how much
the firm produces.

Variable costs include expenditures for wages, salaries, and raw materials these costs
increase as output increases. Fixed costs can be controlled in the long run but do not vary
with the level of output in the short run. (They must be paid even if there is no output.)

We will see in the next chapter that in the long run a firm may decide to go out of
business and thereby forgo its outlays on fixed costs. Fixed costs are therefore an integral
part of the decision-making process of the manager of a firm. To decide how much to
produce, managers of firms need to know how variable costs increase with the level of
output. To address this issue, we need to develop some additional cost measures. We will
use a specific example that typifies the cost situation of many firms.

After we explain each of the cost concepts, we will describe how they relate to our
analysis of the firm's production process in Chapter 6. The data in Table 7.2 describe a firm
with a fixed cost of $50. Variable cost increases with output, as does total cost. The total
cost is the sum of the fixed cost in column (1) and the variable cost in column (2). From the
cost figures given in columns (1) and (2), a number of additional cost variables can be
defined.

arginal Cost (MC)  Margmal cost—sometimes called 1ncremental cost—is the -
rease in cost that results from producing one extra unit of output. Because fixed cost
oes not change as the firm's level of output changes, marginal cost is just the
nerease in variable cost that results from an extra unit of output. We can there-
ore write marginal cost as

MC = AVC/AQ
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Marginal cost tells us how much it will cost to expand the firm's output by one unit. In
Table 7.2, marginal cost is calculated from either the variable cost column (2) or the total
cost column (3). For example, the marginal cost of increasing output from 2 to 3 units is
$20, because the variable cost of the firm increases from $78 to $98. (Total cost of
production also increases by $20, from $128 to $148. Total cost differs from variable cost
only by the fixed cost, which by definition does not change as output changes.)

Average Cost (AC) Average cost is the cost per unit of output. There are three types of
average cost: average fixed cost, average variable cost, and average total cost. Average fixed
cost AFC is the fixed cost (Column 1) divided by the level of output, FC/Q. For example,
the average fixed cost of producing four units of output is $12.5 ($50/4). Because fixed cost
is constant, average fixed cost declines as the rate of output increases. Average variable cost
(AVC) is variable cost divided by the level of output VC/Q.

The average variable cost of producing five units of output is $26, $130 divided by 5.
Finally, average total cost ATC is the total cost divided by the level of output TC/Q. Thus,
the average total cost of producing at a rate of five units is $36, $180/5. Basically, average
total cost tells us the per unit cost of production. By comparing the average total cost to the
price of the product, we can determine whether production is profitable.
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FIGURE 7.1 Short-Run Marginal and Average Costs. Average variable cost AV is
the total variable cost divided by the number of units of output produced. Average total
cost ATC is equal to average variable cost plus average fixed cost AFC. Marginal cost
M, the additional cost for every unit of output, crosses the average variable cost and
average tolal cost curves at their minimum points.
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7.4. Long-run versus short-run costs curves.

In the long run the firm can change all its inputs. In this section we show how a
manager chooses the combination of inputs that minimizes the cost of produring a given
output. We will also seek to obtain information about the rela- "tionship between long-run
cost and the level of output.

Let's begin by considering a fundamental problem that all firms face: how to select
inputs to produce a given output at minimum cost. For simplicity, we will work with two
variable inputs: labor (measured in hours of work) and capital (measured in hours of use of
machinery). We assume that both labor and capital can be hired (or rented) in competitive
Economys. The price of labor is the wage rate w, and the price of capital is the rental rate
for machinery r. We assume that capital is rented rather than purchased, so that we can put
all business decisions on a comparable basis.

For example, labor services might be hired at a wage of $12,000 per year, or capital
might be “rented" for $75,000 per machine per year. Because capital and labor inputs are
competitively hired, we can take the price of inputs as fixed. We can then focus on the
firm's optimal combination of factors, without worrying about whether large purchases will
cause the price of an input to increase.

The Isocost Line

We begin by looking at the costs of production, which can be represented by a
firm's socost lines. An isacost fine includes all possible combinations of Jabor
and capital that can be purchased for a given total cost. To see what an 1socos|
line looks like, recall that the total cost TC of producing any particular output
is given by the sum of the firm’s labor cost wil and its capital cost rk:

IC = wlL + rk (7.3

For each ditferent level of total cost, equation (7.3) desenbes a difterent isocost
line. For example, in Figure 7.2, the isocost line €, describes all possible com-
binations of inpuls that cost O, to purchase.

If we rewrite the total cost equation (7.3) as an equation for a straight line,
we get

K=TC/r - {w/nl

[l follows that the isocost line has a slope of AK/AL = —(w/r), which is the
ratio of the wage rale to the rental cost ol capital, This slope 15 similar lo the
slope of the budget line that the consumer faces (because it is determined solely
by the prices of the goods in question, whether inputs or outputs). It tells us
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Choosing Inputs

Suppose we wish to produce output level Qj. Flow can we do this at minimum cost?
Look at the firm's production isoquant, labeled Qv in Figure 7.2. The problem is to choose
the point on this isoquant that minimizes total costs. Figure 7.2 illustrates the solution to this
problem. Suppose the firm were to spend CO on inputs. Unfortunately, no combination of
inputs can be purchased for expenditure CO that will allow the firm to achieve output Q1.
Output Qj can be achieved with the expenditure of C2, however, either by using K2 units of
capital and L2 units of labor, or by using K3 units of capital and L3 units of labor. But C2 is
not the minimum cost.

The same output Qj can be produced more cheaply than this, at a cost of Cj, by using
K3 units of capital and units of labor. In fact, isocost line Q is the lowest isocost line that
allows output Q2 to be produced. The point of tangency of the isoquant Q3 and the isocost
line C tells us the cost-minimizing choice of inputs, and K4, which can be read directly
from the diagram. At this point, the slopes of the isoquant and the isocost line are just equal.

When the expenditure on all inputs increases, the slope of the isocost line does not
change (because the prices of the inputs have not changed), but the intercept increases.
Suppose, however, that the price of one of the inputs, such as labor, were to increase. Then,
the slope of the isocost line — (w/r) would increase in magnitude, and the isocost line
would become steeper. Figure 7.3 shows this. Initially, the isocost line is Cv and the firm
minimizes its costs of producing output Qj at 4 by using L] units of labor and K3 units of
capital.
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Unit 8. Profit maximization and competitive supply (2 hours)

8.1. Do firms maximize profit?

8.2. Demand, average revenue and marginal revenue.
8.3. Choosing output in the short-run.

8.4. The competitive firm’s short-run supply curve.
8.5. The short-run Economy supply curve

8.1. Do firms maximize profit?

The cost curves developed in the last chapter describe the minimum costs at which a
firm can produce various amounts of output. With this knowledge, we can now turn to a
fundamental problem that every firm faces: how much should be produced? In this chapter,
we will see how a perfectly competitive firm chooses the level of output that maximizes its
profit. We will also see how the output choice of individual firms leads to a supply curve for
the entire industry. Our discussion of production and cost in Chapters 6 and 7 applies to
firms in all kinds of Economys, but in this chapter we discuss only firms in perfectly
competitive Economys. In a perfectly competitive Economy all firms produce the identical
product, and each firm is so small in relation to the industry that its production decisions
have no effect on Economy price. New firms can easily enter the industry if they perceive a
potential for profit, and existing firms can stay in business even if they start losing money.

We begin by showing how a competitive firm chooses its output in the short and long
run. We then show how this output choice changes as the cost of production or the prices of
the firm's inputs and output change. In this way, we show how to derive the supply curve for
an individual competitive producer. We then aggregate the supply curves of individual firms
to obtain the industry supply curve. In the short run, firms in an industry choose which level
of output to produce to maximize profit. In the long run, firms not only make output
choices, but also decide whether to be in a Economy at all. We will see that the prospect of
high profits encourages firms to enter an industry, while losses encourage them to leave.

In the analysis that follows, we assume that the firm's sole objective is to maximize its
profit over the long run. The assumption of profit maximization is frequently used in
icroeconomics because it predicts business behavior accurately and avoids unnecessary
analytical complications. But whether firms do indeed maximize profit has been
controversial and is worth discussing. For smaller firms managed by their owners, profit is
likely to dominate almost all the firm's decisions. In larger firms, however, managers who
make day-today decisions usually have very little contact with the owners (i.e., the
stockholders). As a result, the owners of the firm cannot monitor the managers' behavior on
a regular basis. Managers then have some leeway in how they run the firm and can deviate
from profit-maximizing behavior to some extent. Managers may be more concerned with
goals such as revenue maximization to achieve growth or the payment of dividends to
satisfy shareholders than with profit maximization.

Managers might also be overly concerned with the firm's short-run profit (perhaps to
earn a promotion or a large bonus) at the expense of its longer-run profit, even though long-
run profit maximization better serves the interests of the stockholders.1 (We will discuss the
implications of differences between the incentives of managers and owners of firms in
greater detail in Chapter 18.)
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Even so, the ability of any managers to pursue goals other than long-run profit
maximization is limited. If they do, shareholders or the boards of directors can replace them,
or the firm can be taken over by new management. In any case, firms that do not come close
to maximizing profit are not likely to survive.

Firms that do survive in competitive industries make long-run profit maximization one
of their highest priorities. Thus, our working assumption of profit maximization is sensible.
Firms that have been in business for a long time are likely to care a lot about profit,
whatever else their managers may appear to be doing. For example, a firm that subsidizes
public television may seem public-spirited and altruistic. Yet, this beneficence is likely to be
in the long-run financial interest of the firm because it generates goodwill for the firm and
its products.

8.2. Demand, average revenue and marginal revenue

Profit is the difference between revenue and cost. Thus, to determine the firm's profit-
maximizing output level, we must analyze its revenues. (We analyzed its costs in Chapter
7.) Our discussion of revenues first treats the general case of a downward-sloping demand
curve and then the special case of the demand curve faced by a competitive firm.

Marginal and Average Revenue

The total revenue R that a firm receives is equal to the price of the product P
times the number of units sold
R = PQ
Revenue is written R{J) rather than just R because revenue depends on

output. Margmal revenue MR is the change in revenue AR[{()) resulting from a
small increase in output ALQ:

MR = ARy AL
Fimally, average reveniie AR is the revenue per unit sold:
AR = R(Q)Q

Table 8.1 shows the behavior of marginal and average revenue for a firm
facing the following demand eurve: ' = 6 — (). Note that average revenue is
just price: AR = R'Q = PQ/Q = P.

For this demand curve, revenue is zero when the price is $6 because at that price
nothing is sold. However, one unit is sold at a price of $5, and then revenue is $5. An
increase in quantity from 1 to 2 increases revenue from $5 to $8, so that marginal revenue is
$3. As quantity increases from 2 to 3, marginal revenue falls to $1, and when it increases
from 3 to 4, marginal revenue becomes negative. Note that when marginal revenue is
positive, revenue is increasing with quantity, but when marginal revenue is negative,
revenue is decreasing.

When the demand curve is downward-sloping, the price (average revenue) is greater
than marginal revenue because all units are sold at the same price. To increase sales by 1
unit, the price must fall, so that all units sold, not just the additional unit, earn less revenue.
Note what happens in Table 8.1 when output is increased from 1 to 2 units and price is
reduced to $4. Marginal revenue is $3: $4 (the revenue from the sale of the additional unit
of output) less $1 (the loss of revenue from the sale of the first unit). Thus, marginal
revenue ($3) is less than price ($4).
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FIGURE 8.1 Marginal and Average Revenue. A firm's demand curve describes the
average revenue that the firm receives by selling its product. When the market demand
for a product is downward-sloping, the marginal revenue curve also slopes downward

and is below average revenue.

8.3. Choosing output in the short-run.
How should the manager of a profit-maximizing firm choose a level of output over the
short run, when its plant size is fixed? Here we show how a firm can use information about
revenue and cost to make a profit-maximizing output decision.

Profit Maximization
In the short run a firm operates with a fixed amount of capital and must choose the

levels of its variable inputs (labor and materials) to maximize profit. Because of its
importance, we will derive the profit-maximizing output level three different ways:
numerically, graphically, and algebraically.

Table 8.2 shows a firm's revenue and cost information. The firm is selling its product
in a competitive Economy at a Economy price of $40 per unit, regardless of the number of
units it sells. Note that the firm's revenue increases proportionally with output, because
average revenue (i.e., price) is constant. The fixed cost of production is $50, and total cost
rises with output as Table 8.2 shows. The firm's profit tt is the difference between revenue
and total cost:

For low levels of output, the firm's profit is negative—revenue is insufficient to cover
fixed and variable costs. As output increases, profit becomes positive and increases until
output reaches 8 units. Beyond 8 units of production, profit falls, reflecting the rapid
increase in the total cost of production. Observe that profit is maximized at g* = 8, where
MR is close to MC. Figure 8.3 shows this graphically. Part (a) shows the revenue of the firm
R(q) as a straight line from the origin. Its slope is the change in revenue with respect to a
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change in output, which is marginal revenue. Similarly, the slope of the total cost (TC)
curve is the change in cost with respect to a change in output, or marginal cost. Part (b)
shows the profit of the firm i t , which is initially negative and increases to a maximum at
output ¢* = 8, and then declines. Note that when profit is maximized, the difference
between R and TC (the line between 4 and £ >) is greatest (and positive). At that point the
slope of the revenue curve—marginal revenue—is equal to the slope of the total cost
curve—marginal cost. Thus, profit is maximized when the marginal revenue of the firm is
equal to the marginal cost o f production. This condition holds for all firms, whether
perfectly competitive or not.

This condition should also be clear from Table 8.2. For all outputs up to 8, marginal
revenue is greater than marginal cost. For any output up to 8, the firm should increase
output further, because total profit will increase. At an output of 9, however, marginal cost
becomes greater than marginal revenue, so that additional production would reduce profit
rather than raise it. Table 8.2 does not show an output at which marginal revenue is exactly
equal to marginal cost. It does show, however, that when MR(*) > MC("), output should be
increased, and when MR(") < MC("), it should be reduced. If the table could list output
levels in small enough units, the rule that MR(tj) = MC(") would hold exactly. The same
rule can be derived algebraically. Profit is

i) = Rig) — TClg) (8.2)
and is maximized at the point at which an additional increment to output just
leaves profit unchanged (i.e., An(g)dg = ().

Aw{g)dg — AR(g)Ag = ATCig)/Ag = 0 (8.3)

AR{g)/Aq is the change in revenue associated with a change in output, or mar-
ginal revenue, and ATC(g)/Ag is marginal cost. Thus, we conclude that profit is
maximized when'
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8.4. The competitive firm’s short-run supply curve

A supply curve for a firm tells us how much output it will produce at every possible
price. We have seen that firms will increase output to the point at which price is equal to
marginal cost, but they will shut down if price is below average variable cost. Therefore, for
positive output the firm's supply curve is the portion of the marginal cost curve that lies
above the average variable cost curve.

Since the marginal cost curve cuts the average variable cost curve at its minimum
point (recall our discussion in Chapter 7 of marginal and average cost), the firm's supply
curve is its marginal cost curve above the point of minimum average variable cost. For any
P greater than minimum AVC, the profit-maximizing output can be read directly from the
graph. At a price P/ in Figure 8.6, for example, the quantity supplied will be gv and at P2 it
will be g2- For P less than (or equal to) minimum AVC, the profit-maximizing output is
equal to zero. In Figure 8.6 the entire supply curve is the cross-hatched portion of the
vertical axis and the marginal cost curve.

Short-run supply curves for competitive firms slope upwards for the same reason that
marginal costs increase—the presence of diminishing returns to one or more factors of
production. As a result, an increase in the Economy price will induce those firms already in
the Economy to increase the quantitites they produce. The higher price makes the additional
production profitable and also increases the firm's total profit, because it applies to all units
that the firm produces.
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FIGURE 8.6 The Shori-Run Supply Curve of a Competitive Firm. In the short run the
firm chooses its oulput so that marginal cost MC is equal to price, so long as it covers
its varable costs of production. The short-run supply curve is given by the cross-hatched
portion ot the marginal cost curve,
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The Firm’s Response to an Input Price Change

When the price of a product changes, the firm changes its output level, so that the
marginal cost of production remains equal to the price. Often, however, output price
changes at the same time that the prices of inputs change. In this section we show how the
firm's output decision changes in response to a change in the prices of one of the firm's
inputs. Figure 8.7 shows a firm's marginal cost curve that is initially given by MC, when the
firm faces a price of $5 for its product. The firm maximizes its profit by producing an output
of gv Now suppose the price of one of the firm's inputs increases. This causes the marginal
cost curve to shift upward from MQ to MC2, because it now costs more to produce each
unit of output. The new profitmaximizing output is g2> which P = MC2. Thus, the higher
input price causes the firm to reduce its output.
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FIGURE 8.7 The Response of a Firm to a Change in Input Price.  When the marginal
cost of production for a firm increases (from MC, to MC;), the level of output that
maximizes profit falls (from g, to g.)-

Questions for Review
1. Explain why a firm that incurs losses would choose to produce rather than shut down.

2. The supply curve for a firm in the short run is the short-run marginal cost curve
(above the point of minimum average variable cost). Explain why the supply curve in the
long run is not the long-run marginal cost curve (above the point of minimum average total
cost).

4. In long-run equilibrium all firms in the industry earn zero economic profit. Why is
this true?

5. What is the difference between economic profit and producer surplus?

6. An increase in the demand for video films increases the salaries of actors and
actresses substantially. Is the long-run supply curve for films likely to be horizontal or
upward- loping? Explain.

7. True or false: A firm should always produce at an output at which long-run average
cost is minimized. Explain.

8. Can there be constant returns to scale in an industry with an upward-sloping supply
curve? Explain.

9. What assumptions are necessary for a Economy to be perfectly competitive? In light
of what you have learned in this chapter, describe why each of these assumptions is
important.
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Determinants of foreign investment flows to “Uzbekistan railway” joint-stock: a
cross-sectional analysis

One of the economic problems of «Uzbekistan railway» joint-stock is that they do
not have enough national savings to finance their investments. They are in constant need of
foreign capital in forms of both direct and indirect investments. Initially, they took loans
from international commercial banks. But in the 1980s the drying-up of commercial bank
lending, because of debt crises, forced many countries to reform their investment policies so
as to attract more stable forms of foreign capital, and foreign investment appeared to be one
of the easiest way to get foreign capital without undertaking any risks linked to the debt.
Thus, it became an attractive alternative to bank loans as a source of capital inflows.

Today, as mentioned in Uzbekistan has been actively trying to attract foreign
investment offering income tax holidays, import duty exemptions and subsidies to foreign
firms, as well as measures like Economy preferences, infrastructures and sometimes even
monopoly rights.

Dunning is one of the most referenced one by authors working on foreign
investment. Dunningdescribes three main types of foreign investment based on the motive
behind the investment from the perspective of the investing firm. The first type of foreign
investment is called Economy-seekingforeign investment, whose aim is to serve local and
regional Economys. It is also called horizontal foreign investment, as it involves replication
of production facilities in Uzbekrailway. Tariff-jumping or export-substituting foreign
investment is a variant of this type of foreign investment. Because the reason for horizontal
foreign investmentis to better serve a local Economy by local production, Economy size and
Economy growth of the host economy play important roles. Obstacles to accessing local
Economys, such as tariffs and transport costs, also encourage this type of foreign
investment. A second type of foreign investment is called resource-seeking: when firms
invest abroad to obtain resources not available in the home country, such as natural
resources, raw materials, or low-cost labour. Particularly in the manufacturing sector, when
multinationals directly invest in order to export, factor-cost considerations become
important. In contrast to horizontal foreign investment, vertical or export-oriented foreign
investment involves relocating parts of the production chain to Uzbek railway. Availability
of low-cost labour is a prime driver for export-oriented foreign investment. Naturally,
foreign investment in the resource sector, such as oil and natural gas, is attracted to
countries with plentiful natural endowments. The third type of foreign investment, called
efficiency-seeking, takes place when the firm can gain from the common governance of
geographically dispersed activities in the presence of economies of scale and scope.

The empirical analysis in this study is based on a sample of cross-sectional data on
38 «Uzbekistan railway» joint-stock. List of countries has been indicated in Appendix 1.
The relationship between foreign investment and its determinants is estimated by regressing
the following equation.

foreign investment =<x 0+ <x Igro + <x 2inf +<x 3logcost + (X4logtel + (X5op +
(Xe6risk + <x 7tax + s (1)

where foreign investment denotes foreign investment net inflows as a percentage of
railway service; gro denotes growth rate ofper capitarailway, which is a proxy for Economy
size; infdenotes the rate of inflation measured by annual percentage change of consumer
prices, which is a proxy for economic stability; logtelshows telephone main lines per 1,000
people measured in logs, which is a proxy for infrastructure; logcostwhich is a proxy for
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wage denotes labour cost per worker in manufacturing measured in logs, denominated by
dollar per year; op indicates the degree of openness which is computed as the sum of
nominal export and import divided by the nominal railway; risk denotes composite risk
rating (O=higest risk to 100= lowest); tax denotes corporate top tax rate.

Besides the main model (Model I), we get some models which have alternative
degree of openness measurements.

The degree of openness has been computed as nominal export divided by the
nominal railway, which is denominated by op2 in the Model II and Model IV. Another
degree of openness indicator has been calculated as nominal import divided by the nominal
railway, which is denominated op3 in the Model II and Model IV.

In order to investigate the effect of Economy size on foreign investment,we have
used alternative proxies for Economy size. Lograilwayper is included in the main model,
denoting reel railwayper capita measured in logs (Model VI). We have also regressed the
equation including the reel railway in logs denominated by lograilway. Table 1 is showing
the variables used in the models and their explanations.

Table
Variables Used in the Models and Their Explanations
MODELS
Variables and Their Explanations .| IL| IIL| TV.| V. VL
fdi FDI net inflows as a percentage of GDP Ea T R O I
gro growth rate of per capita GDP, a proxy for | * | * | * | * | * X
Economy size
inf the rate of inflation measured by annual per-| * * * * * *

centage change of consumer prices, a proxy
for economic stability

logcost |labour cost per worker in manufacturing me-| * | * | * | * | * | %

asured in logs, a proxy for wage

lo gtel telephone main lines per 1,000 people E R I O I
measured in logs, a proxy for infrastructure
op degree of openness computed as the sum of | * X X| X| * ®
nominal export and import divided by the no-
minal GDP
risk composite risk rating (O=highest risk to 100=| * | * | * | * | *= | *
lowest)

tax corporate top tax rate * * * * * *

lo ggdp per| real GDP per capita measured in logs X X| X| X| * | *
op2 degree of openness computed as nominal ex-| X| * | * X| X| X

port divided by the nominal GDP

op3 degree of openness indicator calculated as X| * X| * X| X
nominal import divided by the nominal GDP

Note: included in the model, X is not included in the model
We have used average value of all data for the 2011-2015 period in the cross-
section estimations. Definitions and sources for all the main variables are provided in
Appendix 2.
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The data used include railway company over the period of 2011 and 2015. We have
selected these company and these time period due to the fact, that some of the variables are
not available for most countries. Especially cost data are not available for all countries. All
data except for tax rate used in estimations are taken from or calculated based on the World
Bank Development Indicators 2015. Tax rate is taken from the World Tax Database.
Descriptive statistics about variables used in the main model are reported in Appendix 3.

Correlation coefficients between variables are shown in Appendix 4.

When we include op2 and op3 instead of op (Model II), econometric results change
remarkably. In this model only tax and op2 have expected effects on foreign investment.
Model III and Model IV included either op2 or op3 show that coefficients on gro, and logtel
are positive and significant. The coefficient on logcost is negative but not significant. The
coefficients on inf and tax are negative and significant, whereas the coefficient on risk is
negative and insignificant. In these models, coefficients on op2 and op3 are positive but not
significant.

Model V included lograilwayper has similar results as compared with Model 1. The
basic difference between results of Model I and Model V is that growth has positive but not
significant effect on foreign investmentin Model V. In this context, Model V shows that
growing economy has no positive effect on foreign investment contrary to Model 1. In
Model VI, we have omitted gro from Model V. This model analyses whether foreign
investmentflows to growing economy or large economy. Model VI shows that large
economy has no positive effect on foreign investmentsimilarly to Model V. According to
Model VI, economic stability has no positive effect on foreign investment. This result
differs from the result of Model I. In Model VI, when we use lograilwaywhich is real
railway in logs, the results of the regression are similar to Model V1.

According to our analysis, gro as a proxy for Economy size, logtel as a proxy for
infrastructure and op as a proxy to reflect the willingness of a country to accept foreign
investment have positively affected foreign investment, being significant. We have used
growth ofper capita real railway as a proxy for Economy size, because absolute
railwayreflects size of population rather than income. When we use absolute railway or per
capitarailway for Economy size, we see that they do not affect foreign investment. We
conclude from this result that investors prefer growing economies to large economies.

The coefficient of logtel as a proxy for infrastructure has positive sign and is
significant. It means that better infrastructure is an important determinant in attracting
foreign investmentto «Uzbekistan railway» joint-stock.

The coefficiant of /ogcost, which is a proxy for wage, denotes labour cost per
worker in manufacturing industry measured in logs, has positive sign but is not significant.
The expected sign for /ogcost was negative.

We can conclude from this result that low wage has not been a determining factor
in attracting foreign investment to «Uzbekistan railway» joint-stock in the period we have
studied. When wage rates vary little from country to country, the skills of the labour force
are expected to have an impact on decisions about foreign investmentlocation.

The variable risk presents negative sign, but it is not significant. This demonstrates
that risk has not been an important factor in attracting foreign investmentin the mentioned
period.

When the host countries present high returns, firms may ignore political risk. As
long as the foreign company is confident of being able to operate profitably without
excessive risk to its capital and personnel, it may continue to invest.
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Some problems of foreign investment strategy of the development of Republic
of Uzbekistan

During the process of globalization, the most important indicator characterizing the
degree of implementation of high technologies, considered the proportion of high-tech
products in industrial production. The main producers of such products in 2014 were the
United States, Japan, Germany and Israel. Production of high-tech products is growing at
the highest rates in Germany. They achieved the greatest magnitude of the value created
by science-intensive industries in GDP - more than 12¢ou3 (in Japan - 11dous, USA -
9¢ou3). World trends show a gradual formation of a new model of a Economy economy
based on permanently implementing innovations and commercialize the achievements of
scientific and technological progress. In Uzbekistan, gradually continue the process of
Economy-transformational changes aimed not on demolition of command-administrative
system, but on the "fine-tuning" formed institutions of a Economy economy. The key
priorities of today, in our opinion, is the profound structural changes, ensuring dynamic
and balanced development, modernization and diversification of the leading sectors of
the economy, the formation and intensification of investment and business climate,
development of high-tech, competitive products with high added value, strengthening the
export position. Innovative modernization of the regional economy is a practical
implementation of the new model "economy based on knowledge", intended to increase
the integration of science, education and industry, the complexity of human interaction in
the research and production process, the acquisition by investments and innovation
orientations, etc. It is estimated by the State Statistics Committee that the number of
small innovative enterprises is about five hundred. The portion from the sale of
innovative products, outside the country in the total volume of goods sold by small
enterprises, enterprises produced by small innovative enterprises exceeds 20d¢ous.
Among the most active regions highlighted Fergana region, which accounts for about
40¢dou3 of the number of active small innovative enterprises, Andijan region - 10¢owus,
Karakalpakstan - 8¢ou3, Surkhandarya and Tashkent city 7¢ou3. But there are regions in
which the small innovative enterprises are absent or in small quantities, Namangan,
Samarkand, Khorezm and other areas.

Our studies have shown that the innovative potential of multiscale subjects of
entrepreneurial activity includes the expected or already mobilized resources and
institutional mechanisms to achieve this goal in the field of knowledge-intensive
production processes, new products, or derivatives thereof, as well as new services. This
is kind of "measure of readiness" of the organization of performing the innovation tasks.
The innovative potential of the enterprise with a certain degree of conditionality can
characterize the level of diversification of production - for its new kinds of industrial and
economic activity.

Consideration of the region as an integrated system, functional and significant
elements of which are multi-scale entrepreneurial business structures will allow
determining the direction of the impact of these structures on its development and
functioning as a whole. In so doing, mutual influence of region and business structures
that operate in this territory, it seems obvious. Mutual benefit appears if certain business
structures - small, big business as an element of "region" will carry out its activities,
focusing on the goals of the system, given its involvement in the socio - economic
problems in the region. In our opinion, in the framework of improving the mechanism of
innovation is necessary to: promote the development of outsourcing, in particular, the
organization of small-scale production of components of large enterprises in small and
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medium-sized settlements of the region; contribute to business combinations for the
organization of promising industries; contribute to the development of leasing of
industrial equipment; promote the development of R & D; improve the system of
patenting and obtaining author‘s rights.

The level of innovation of the regional economy increases with the predominant
focus within enterprises capable of maximizing utility in the long term. In this case, the
effective implementation of innovative investment strategy is only possible through the
active involvement of government entities at the regional level, providing institutional
support to enterprises, consciously assuming an increased risk of innovation. Innovation
and investment strategy in the region is based on the complementary interaction of four
basic institutions (venture capital, leasing, tax, insurance). The basis of the system of
institutional mechanisms to ensure the investment of regional development is business
venture, generating and stimulating innovative activity of the subjects and agents of
management. Promotional activity has a high degree of uncertainty and risk, which
implies its complement with insurance and tax institutions, minimizing and stimulating
such activity at the regional level. Leasing institutions are the final link in providing
small businesses additional financial possibilities of using innovative technologies. In our
opinion, this is why innovation and investment strategy for the region should be aimed at
manufacturers with a higher level of production and economic and commercial
flexibility.

Effective development of this type of manufacturers will allow, on the one hand, to
develop the business itself as much as possible, to increase its competitiveness,
employment, standard of living of workers, and, on the other hand, feel the real effect of
the investment. The proposed system is expected to have four basic elements, each of
which works in close conjunction with other elements. The basis for the functioning of
the system is a business venture, which is an innovative type of enterprise that
implements the results of their research into the industry. This type of business,
potentially capable of producing relatively high profits, is also highly risky. Therefore,
the system is proposed to include the insurance mechanism. This mechanism could be
organized with the direct participation of regional authorities, which, at first, could
organize regional insurance companies engaged in insurance of innovation. The system is
complemented by a tax mechanism, also organized at the regional level. There are several
fundamental features of tax optimization of innovative projects, including a temporary
abolition of taxes on enterprises engaged in innovation, suspension of taxes on the
financial results of innovative projects, or conversion of tax deductions for insurance
premiums. The last element of fully integrated insurance and tax mechanism will create
the financial basis for insurance support of innovative projects. Finally, the fourth
mechanism acts as the leasing mechanism that will allow for more active development of
innovative technologies, purchasing some of them under leasing schemes.

In summary, importance of an integrated and coordinated implementation of
measures to improve the innovation system at the regional level should be noted. The
formation of the national innovation system through the use of levers of state power
should not preclude initiatives of regional administrations capable of organizing
innovative development taking into account the economic, social, cultural and historical
features and capabilities of each region.
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Effective bank assets — the important source of economic growth

In the conditions of liberalizing the economy the improvement of financial stability
and capitalization of commercial banks, further strengthening of their position in the
financial Economy is of actual importance as the priority directions of economic reforms. In
the basis of these problems there are issues such as further improvement in financial
mediation role of banks in the economy, the constant increase of the volume of transactions
related to assets.

In the activity of commercial banks the share of transactions related to the profit assets
is high. For the purposes of getting profits by bank the ground of these transactions are
completed by the measures on provision of positive adequacy of local and attracted funds.

While extension the participation sphere of the banks of Uzbekistan in economic
processes, the volume of their assets is proportionally increased as well (table 1):

Table 1
Growth rates of assets of the banks of Uzbekistan
For the period from 01.01.2010 to 01.01.2015 years. (intrln. UZS)'
Years 01.2010 | 01.2011 01.2012 | 01.2013 01.2014 01.2015
The size of assets 15,7 20,7 27,5 33,7 439 56,2

Table’s data show that the volume of assets of the republican banks from
2010 year as of 01.01.2015 year, has increased in 3,8 times. In turn, fast growth of bank
assets growth requires analyzing the indices of assets efficiency.

Central Bank of the Republic of Uzbekistan, traditionally, making analysis of the
condition in money-and-credit sphere for each date of the year, determines the main
directions of monetary policy for the next year. In the result of rational performance of
priority tasks, established regarding effective placement of bank assets in these directions,
the financial opportunities of the banks increase.

The increasing of the efficiency of transactions associated with the assets of
commercial banks is included in the number of issues having the important macro- and
micro-economic significance.

Macroeconomic efficiency of bank assets is determined by the influence of
transactions with inter-bank assets on international capital assets and Economy condition of
financial Economy. Notably, the wastage of bank credits, on international scale, brings to
high risk, leading to the crisis in the world’s economy.

Microeconomic efficiency of bank assets is revealed as follows:

- active operations are the main source of increase of profitability of banks. This
requires effective placement, proper diversification of Bank assets

- growth in the volume of active operations of banks facilitates the creation of new
production system in such basic industries as oil and gas production, their refining, motor-
car construction, textile and food industry, the introduction into the economy of modern
technology, advanced methods of Microeconomics and management. Finally, these
situations in the economy lead to the creation of new working places and qualitative
increase in productivity;

- efficient use of bank assets in the economy takes the important place in the
development of investment processes, being the major factors of economic growth;

'"The picture is made on the basis of data of official site of Central Bank of the Republic of Uzbekistan
WWwWWw.cbu.uz
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http://www.cbu.uz/

- Bank assets as the loan are very important in social protection of population. In
particular, the allocation of consumer and mortgage loans to the wide population stratum
gives the opportunity to increase their purchasing power and thus, the ability to support
domestic manufacturers.

Actual analysis of commercial banks activity demonstrates a number of aspects on
assets placement:

e legal issues

e organizational issues

e economic issues

As the practice shows, at the evaluation of bank assets profitability, application of
economic methods and models tested in international practice is of actual importance. In
particular, at present time, in bank practice the importance of financial condition of bank on
the basis of recommendations of Basel Committee on bank supervision grows. The present
method gives opportunity to determine serious influence on the efficiency of assets of
factors such as the system of evaluation of liquidity level, operation activity, Economy
price, management and risks.

Besides, it is wise to pay attention for the extension of practice of modern procedure
for banking activity on scoring analysis for client's creditworthiness. The results of the
analysis are of great importance for efficient management of bank assets and passives as
well as for increase in their quality.

Summarizing,it can be said that the increase in effectiveness of commercial banks
assets creates the ground for formation of banking-financial system in national economy
fully complying with the modern Economy requirements and strengthening of banks
competitiveness in internal and international financial Economys.

Investment projects as a means of developing the company future

The activity of investment must subscribe to the coordinates of a economic —social
development strategy manifested through programmes or projects. Programmes have a less
precise identification, with a wider spectrum and, in most cases, for their implementation it
is necessary to detail one or several projects.

In this context the investment project can be defined as an optimal set of actions of
investment based on sector, global and coherent planning on the basis of which a defined
combination of human, material etc. resources leads to economically and socially
determined development. From the definition we notice that in order to apply a project it
needs a set of means, different in their nature, which, to be operated, must rely on well -
coordinated actions. In other words, any activity must take place in a pre-established order,
not too early a s this may mean a waste of resources, but not too late, as this may
compromise the project’s purpose itself.

Finally, the project must have a well-defined and quantified purpose which, even if it
cannot be assimilated with the purpose of the programme it derives from, must contribute to
its achievement.

The investment project is the concrete motivation of some current expenses in the
hope of future benefits. Its specific features, distinguishing it not only from current
activities, but also from other types of projects, are: amplitude, finality and structure.

The execution of any investment project is under the pressure of two factors: time and
cost. For managers, but also for the other factors involved in the project, respecting the
periods for execution and the consumption of resources: human, material, financial,
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technical etc. is a permanent preoccupation during execution. But for this they need
adequate tools and techniques, both for the correct dimensions of the time and resource
parameters and for later monitoring and control on site.

The activities which contribute to the execution of a project are of three types:

— actual - consuming resources and time;

— expectations- consuming only time ( for example hardening the concrete);

— fictitious- consuming neither time nor resources, being just technological
conditioning between certain activities in the first two categories.

For an investment project to succeed it is firstly necessary a common conception of the
problem and its definition together with the beneficiary, a conception that implies:

— the clarification of the positions of those involved and the clear definition of the
project theme, which means defining the objectives of the project, elaborating the strategy,
planning the necessary means, tools and stages. The clear, quantifiable results of the
different stages of the project will allow qualitative and quantitative evaluation, as well as
an evaluation of reaching the objectives;

— the setting of ways and rules of cooperation with the beneficiary all along the
project, an aspect that will allow clarification of language misunderstandings, interpretation
of tasks, avoidance of conflicts, re-evaluation of different problems concerning the
execution of the project al minimal expenses. Solving conflicting situations that occur in
any project is easier if there 1s a basis for mutual trust, partnership and understanding the
position of each participant in the project;

— access to information and provision of quality information by promoting
information policies on the progress of the project that must be open, clear, unbiased for
negative interpretation.

The information must be fairly complete, accurate, sent in adequate form and in due time to
those using it in making decisions or in performing an activity, so that it allows a correct
estimate of the situation at any time;

— arealistic evaluation of the resources available for the initiation and performance of
the project.

The execution of an investment project cannot start on the idea that the source for
certain facilities will appear later, when its use is urgent.
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Microeconomi

Microeconomics

Scarcity ... the fundamental problem of economics

Resources are limited ... wants are not

White Sands, New Mexico in the1950s, during a water shortage
photo from National Park Service

Microeconomics
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Resources are limited; wants are unlimited

Scarcity = not enough resources to produce the goods to satisfy
our wants.

Resources: Adam Smith in his Wealth of Nations (1776)
divided resources into land. labor and capital.

http:/ /www.adamsmith.ora/smith /won-intro.htm

Adam Smith’s 3 resources: Land, Labor and Capital

et

1. LAND: used as shorthand for any natural resource,
not sitnply for agricultural land.

2. LABOR: manual power + skill (" human capital”)

3. CAPITAL: produced means of production
for exainple, hammers. drill presses. computers ...
or even flint arrowheads of American Indians,
which Smith used as an example.

Although money is used to BUY all the above,
money 1s not itself a productive resource.

Capital grows through investment — and requires
foregoing current consumption. The Indian must take time
away from gathering berries to make the arrowheads.
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ECONOMIC CONCEPTS

and supply

\/ economic concepts
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SUPPLY

Quantity of a good or DEMAND

service that the market

can offer Quantity of a good or
service that is desired
by buyers

Income

Tastes and preferences

Prices of related goods and services

Consumers' expectations about future
prices and incomes that can be checked

Number of potential consumers




Production costs (primarily labor, capital,
energy, technology, and materials)

Firms' expectations about future prices

Number of suppliers
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assistent chair of Industry
economics

Plamng

o Term of “Elasticity™;
o Elasticity coefiicient;
o Elasticity of Demand;
o Elasticity of Supply;
o Conclusion.
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Term of “Elasticity”

Alfred N\, “Elasticity”

Marshall 4

Statistic and Economic

marketing : .. aalysis
quantities Elasticity

Elasticity coefficient E-

shows the rate of

guantitative change ofone

factor accordingto the

change of anotherfactor.
E=A<+B

A= percentchange of A

B= percentchange of B




DEPENDENCE BETWEEN A&B

YAa-z#
NA-B¢E
TB-AL

NEGATIVE

Elasticity of

Lemand
Demand - |

Elastic Demand

price elasticity income elasticity
of demand of demand
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FPRICE FLASTICITY OF DEMARND

% A Q
9% AP

FlurTeers b

Price elasticity of demand
E dp = shows the rate of
quantitative change of
demand according to the
change of price to 1%

i, i,
Quantity g
Elastic Damand

A
o
Elastic zone demond curve with
P high price elasticity
P
Unit elastic
Inelastic zone demand curve wm
low price elasticity
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Q
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Price Elasticity of Demand

—— — MMMMM

Mmh%dw-genmulus changes. grven a change n price |
than the % change m quantity of a acod or service
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Elastic demand d/l
demand curve will have gentlé - . ;k l;~’/
ik ‘ AR How to cakulate ~
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“when the % change n price 1s more. % change i price
than the % change in quantity - e B
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T — P 4 Factors affecting PED period of time
&wndcummuhaw srup ‘
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Point Elasticity method
E = Q(P)5s

Here, T
E- Elasticity coefficient
P- market price

Q(P) — derivative function of demand

suPRLY DEMAND
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Price

ARC ELASTICITY
METHOD
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Elasticities of Demand
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INCOME ELASTICITY OF
DEMAND

Income elasticity of demand EdR - shows the rate
of quantitative change of demand according to
the change of costumers™ income to 1%.

It s a positive size.
According to the size goods are divided into:

= first-necessity / essential goods

o second-necessity goods

= third-necessity goods

Income: Inferior

Q,-Q, 7-3
BEACh, anded (Q,+0,2 _ _F+aye 1.78
¥Alncome I=1y  5.3-8.4 ’

I +1,02 (8.5+5.3)/2

Income Tens of Thousands

AQp=—f+4.0

EconHelp.org
o 1 2 a 4 5 B T 8 9 10

Quantity Demanded

Walmart Bicycles (10's of Thousands)

113

—
—



ELASTICITY OF
SUPPLY

AMUYP| Y

Price elasticity coefficient of
supply E-shows the rate of
quantitative change of
supply according to the
change of price to 1%.

P
EsP = Q‘S(P)Q— =

[nelastic and Elastic Supply

T 3
Elosticty of |
| sopply =0 |
0 Qunily 0
a) Perfectly inelastic supply {b) Unit elastic supply

L
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Determinants of Supply
Elasticity

Product type Sgctran
P

Intermediate run
Time Long run

Production capacity
Input substitution

— Flexibility

— Mobility

Factors that affect to price elasticity
of supply
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Buyer's Tax
Incidence

Suppller's #
1% Incidence

Buyer's Tax

Incidence §

Supplier’s
Tax
Incidence

|}

Price

TAX-INCIDENCE-SUPPLY-DEMAND-DIAGRAMS

1.

Inelastic Demand

2. Elastic Demand

Price

- Buyer's Tax
i Incidence ~ +;r
et e Supplier’s T
: 1 Tax Incidence !
1
[ 1
1 |
j =
o Q Quantily Q-0 Quantity
-
3. Inelastic Supply " 4. Elastic Supply

Buyer's Tax
Incidence

Supplicr's
Tax incidence

thizmatter.com

Diantify

Cruantity

CONCLUSION:

Demand and supply elasticity are one of
the main terms of micro economy and
play efficient role in the market economy.
With the help of demand and supply
elasticity we can conduct very important
economic analysis. Prices, revenue,
market conjuncture depend on elasticity.
Supply and demand elasticity assist to
carry on statistic and analytic inquiries ,
marketing research, economic analysis.
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The

risk in

entrepreneurship

——

rielk ie:

1) action at random in the hope
of a happy outcome;

2) the action of the enterprise

counting on luck, but with no
clear outcome.
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risks of making the wrong choios of

E investmesnt project
Re thee rizk of inwestment project failure to =nsne
- an adeguate bevel of funding
’ marketing risks of the curment supply and
B diistributicn

risks of non-fulfillmeant of =conomic contracts

The risk of
concludin

The risk of |l The risk of g3 The risk of

company default by it

failure of Contractin damage
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the g with a fonthe toa th|_rd
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poor
marketing

strategy

slow

introduction
of innovations

royalene in the
market of

manufacturers
from other
industries

expansion of
the local market
product or its
analogues on
the part of
foreign

exporters

the emergence
of new local

enterprises and
competitors

dishonesty of |
competitors

the emergence
of unforeseen
functionally
homogeneous
substitutes for
manufactured
goods of the
industry
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COST of PRODUCTION

Price of a good which is determined by the
sum of the costs of the resources that went

into making it .

s
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OPPORTUNITY COST

The value of most appealing
alternative that is not chosen is called

opportunity cost

Dpportunities

You study late night The next day wou Your opportunity cost
for a final are vens sleepy is & good night's sleep.

Opportunity cost =
Explicit cost + Implicit cost




. malnl'oncnce costs
+ payments to wholesalers,
salaries of office sy porl'sl'cﬁ




Various Costs & their

Costs that do not vary with the quantity of output
produced e.g. salaries or rents

Fixed Cost

Variable Cost

Costs that do vary with the quantity of output

produced e.g. raw materials and additional labors

Marginal Cost The increase in total cost that arises from an
additional unit of production.

Average Cost

How much does it cost to make a typical unit of

production.
Marginal cost
L Fixed |Variable | Total Average Ave.rage Average Change in
Quantity ’ ) E.CAV.C fixed variable total cost= | total
0s cos cost=F. -
: - cost=FC/Q |cost=VC/Q |AFC+AVC |cost/change
in quantity
0 $3 $0.0 $3 - - -—
$0.3
1 3 0.3 33 $3.0 $0.30 $3.3
0.5
9 2 ne 2@ 15 040 10

Explicit Cost + Implicit Cost

Revenue J

Economic Profit versus
Accounting Profit

How an Economist
Views a Firm

Only Explicit Cost

How an Accountant
Views a Firm

8 Economic
profit
Implicit .
costs
Total
| opportunity
costs
Explicit
costs
W -‘

Accounting
profit

Explicit
cosis

L

.  Revenue

Economic profit is always less than the accounting profit

—
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~ Production Function
The relationship between quantity of input and output

Maximum output that can be produced from any

combination of inputs available in a given time period
No. of | Output Marginal Fixed cost/|Variable Total cost of
workers/ quantity of| product cost of | cost/ cost of | inputs=
quantity cookies factory workers F.C+V.C
produced/
hour
0 0 $30 $0 $30
$50
1 50 40 30 10 40
2 90 30 20 50
30
3 120 30 30 60
20
4 140 10 30 40 70
5 150 P 30 50 80
6 18§ 30 60 90

Comparison of TC and Production Function

Quantity ,eq _Production e /
of output 540 . " function Total cost g, /‘/ ¥
120 " /
60 A
100
50
80
S0
60 30
40 / 20
20 | 0

lﬁv 1 48 3 4 5 6 No.of D - . 3 4 57 6T auamity

of output
workers

Law of Diminishing Marginal Product

The property where the marginal product of an
input declines as the quantity of the input
increases
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Shapes of Cost Curves & their Relationships

MC
ATC

AVC
$/Unit

——————— AFC

Quantity
MC first decline then will go up, intersects AVC & ATC

AVC go down, but not as steeply as MC, then go up
AFC declines continuously

ATC initially declines as FC is spread over a larger number of
units, but will go up as marginal costs increase due to the
law of diminishing returns

Competition and

=

St
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Competition

* How supply and demand work
— How “efficient” a market is

— As well as how equitable

* ... depends on competition

Competition In insurance, for
example

= Textbookidedal:
= | ower price
= Betier coverage — Higher medical loss ratio
= COops! | mean "health bensfit ratic.”
= Beffer service

= We get that (2), but dlso

= |Inderwriting (higher premiums for the predictably sick)
= Pre-existing condition exclusions

= Refroactive cancellation
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Textbook competition

= [Fqach firm is a price-taker
= Fach is too small to influence market
= Demand curve is flat

= Fach firm expands production to the rate at which ifs
marginal cost rises to equal the price.

= The price sends a good signal to consumers.
= What you pay equals the opportunity cost

Monopoly theory and
antitrust laws

=  Monopoly and Competition Theory

= "Monopoly"' means one seller. It comes from Greek
words meaning one (mono) seller (polein, which is
Anglicized to "poly”). The term is used broadly to
include industries of several sellers who act as one. The
correct term for a "buyers’ monopoly,” where there is
only one buyer, is "monopsony.”

= "Oligopoly" means a small number of sellers. The
automobile industry is an example of an oligopoly. So
is the hospital services industry in most small o
medium-sized market areas.
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Structure, Conduct, and
Performance

= Fconomists analyze a market under three categories:
Structure, Conduct, and Performance.

= Structure is the context in which the actors in the
market make their decisions.

= Conduct is what decisions the actors make.

= Performance is what we getf as a result in terms of
efficiency and equity.

Structure

= Concenfration: How many sellers are in the market
and how big the bigger sellers are relative to the
market as a whole.

- = Barriers to enfry: How hard it is for a new firm to enter
the market. Another way to think of this is: Are there
potential competitorse

= Product differentiation: Can you tfell one firm's product
fromm another's?
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What monopolies do
(tThat we don't like)

= Restict output and raise price
— Transfer income to themselves, a distributicnal issue.

— Efficiency is lost, because society forgoes the opporunity
ta tum relatively low value resources into relatively high
volue products,

= Allow costs to rise, thanks to lack of competitive
pressure. (Allocation issue.)

= Retard or distort innovation, to defend the monopaoly.
[Allocation Issue.)

=  Concenfrate political power.

Natural monopolies

= Natural monopolies -- if it is most efficient to have one
seller serve an entfire market. Local utility service may
be an example, because it would be costly fo have
two sets of water pipes, electrical lines, or telephone
lines to each house.
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BASIC ECONOMIC

CONCEPT

Demand

» Demand is the quantity of a product that consumers
are willing to buy at a given price.

» If demand increases, the demand curve will shift to
the night. If demand decreases the demand curve will
shift to the left, “left 1s less™.

» In all graphs Quantity goes along the bottom of your
graph and Price goes up! Just remember, prices
always go up!
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Supply and Demand

(they meet and have a picnic at “equilibriurn point”)

° Graph for Gasoline :1

2 &
o Natural
£ 3 ~ €— | Eqguilibrium ——  Supply
& 9 - Demand

I Shortage I\
2
W P s _.\
10 20 30 40 50
Quantity

If the equilibrium price 1s too low ($2.00) there wall be

a shortage. If the equilibnium price 1s too high ($4.00)

e there will be a shortage. .

Money and the Government

* The government needs money to operate. They get

their money from taxes.
. * Direct taxes go directly to the government
* Indirect taxes are collected by someone else and then

sent to the government. Gasoline taxes are an
example of an indirect tax.

/i E
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Marginal Cost Analysis

Where the two lines meet is the most
profitable place to produce.

. - Law of Diminishing Marginal
AW G v Returns — at !;clz:ﬁe point, adding
resources will result in less output
= / per additional unit of product.
== ==~ This causes the shape of the

% Marginal Cost curve.
Go back and review how to figure
out the Marginal Cost and

Marginal Revenue. Remember it
1s the difference between the

amount you have and the next
unit produced.

Supply and Demand of Labor

Works just like regular supply and demand — except the
suppliers are the workers (laborers) and the demanders are the
employers (owners of firms)

If demand for a product decreased, the owner of the company
might fire some workers to reduce the amount being produced
and thus decrease supply to meet equilibrium

Companies will continue to hire or fire workers until the
additional profit is less than the costs of the workers

The supply and demand for a certain job helps determine that
jobs wages — or earnings of labor

By cutting labor costs, the owner can increase profits

132

—
—



Investing n your Business

* Capital Investments —
help to increase
productivity — new
technology

Production Possibilities Curve

* Production Possibility
Curve — PPC — shows
how much of a product 1
can be produced using Friends Called
Iimited resources

©
@
°
2
w
n
5]
2
F-)
>
w

Cc
Q)
\

Barriers to Tra

A Negattions
XN |

Quota - A quota sets 2 maximum amount of 2 product for import. With less product availzble, quantity supphed
decreases and poce increases.

Tanff - A tanff is 2 tax on imported goods. Itis added onto the selling price when it enters the country and increases
the price of import goods, thus decreasing the quantity demanded. In addition, it provides more t2x revenue to the
government.

Regulation - A regulation is a safety and quality standard. It may result in the ban of specific ingredients proven to be
hazardous. If a product includes theze ingredients, it is not allowed to enter the countey. A regulation also serves 2z 2
standaed for environmental or ethical impact.

Impact - Impact limits consumer access to goods that ace considered to be of poor quality or do not meet social
expectations.

Embargo “Ban™ - An embasgo 15 the complete refuzal to import 2 good or even all goods from 2 particular covntey: It
can create a black macket for those goods and husts the political relationship with the countey that has been banned. It
could alzo potentizlly hurt the economy of one or both countaes.

FTA — Free Trade Agreement; Couvntries that trade freely with the US,, beneficial because of the agreement which
eliminates all barriers to trade and countries agree to work together economically.
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A circular-flow diagram shows the flow of resources between four main players in the economy—

[households, businesses, the government, and the rest of the world.
| Government l

The Players [ Household ]
*  The government represents any lawmaking

body (local, state, or national) that collects

taxes and provides services to individuals

and businesses.

*  Households include indrriduals like you and
Zeeimenn

* Businesses include any company type that
earns income from the sale of goods and

T Rest of the
*  The rest of the world represents interaction World
with zll those three groups in foreign

countries.

| The Circular Flow Model

*  The four main players interact in three types of
*  The product market is the buying and selling of

fin:shed goods and services, ke your morning
latte.

The Markets

*  The factor market is the exchange of the factors
fonmcd]. of production including components of land,
2 lzbor, and capital, such as 2 coffee company
purchasing equipment to process coffee beans.
Market Market | Markets *  The financial market refers to the stock market
¢ and banking secvices, including the loans all the
': other economic players use to meet their poals.
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Risk - is the
probability of a

possible undesirable

loss of anything in

poor circumstances

Risk - 1s the produc
of the probabilities i
the loss.
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Technical risk - 1s a

threat to equipment

| failures, reduce

technical rehability
electro - and heat
supply mnterruptions
to consumers.

Production risk is associated with the

production of products, goods and services

137




movative risk - the P

in the business by investing resources in the

pl'OdllCtiOﬂ Of 11w gOOdS and services
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* The minimum wage in the U.S. across time

Real Wage (20005}

\..

* Nominal Wage

T N I O I A A N RN RN N R AR RRR T T RN REREEE
140 1945 1950 1955 14960 1965 1970 1975 1980 1985 1990 1995 2000 2005 2010
Year

The supply-and-demand model

» The basic model of supply and demand is a fundamental and powerful tool in
microeconomics that helps fo understand why and how prices change, and
what happens when the government intervenes in a market.

» The model of supply and demand, notwithstanding its limitations, provides a
good description of how competitive markets function.

+ Competitive markets are those with many buyers and sellers, such as

most agriculture markets, labor markets, and stock and commodity markets.

» Like all good theories, the supply-and-demand model can be tested—and
possibly shown to be false. But in competitive markets, where it works
particularly well, it allows us to make accurate predictions easily.
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The demand curve

* Let's consider demand for apartments
located in the Mirabad district. But let's
first assume that all apartments in this
district are identical. Thus it will make
sense to speak of “the price” of : Aun: ool TEI-aE
apartments, without worrying about ‘ Pai e s D
whether the apartments have one ' a0 R W BT
bedroom, two bedrooms, or whatever.

» Suppose that we consider all of the possible renters of the apartments and ask
each of them the maximum amount that he or she would be willing to pay to
rent one of the apartments.

The demand curve (cont.)

» Let's start at the top. There must be someone who is willing to pay the highest
price. Perhaps this person has a lot of money, perhaps he is very lazy and
doesn’'t want to walk far to his workplace that is located nearby ... or whatever.
Suppose that this person is willing to pay $500 a month for an apartment.

« If there is only one person who is willing to pay $500 a month to rent an
apartment, then if the price for apartments were $500 a month, exactly one
apartment would be rented—to the one person who was willing to pay that
price.

« Suppose that the next highest price that anyone is willing to pay is $490. Then if
the market price were $499, there would still be only one apartment rented: the
person who was willing to pay $500 would rent an apartment, but the person
who was willing to pay $490 wouldn’t. And so it goes.




The demand curve (cont.)

» We can plot these reservation prices in a diagram as below.

WATION

500
490
480

Demand curve

1 ) ] ven NUMRER OF APARTMENTS

The demand curve for apartments. The vertical axis mea-
sures the market price and the horizontal axis measures how

many apartments will be rented at each price.

The demand curve (cont.)

RESERNATICH
PRICE

Demand curve

NUMBER OF APARTMENTS

Demand curve for apartiments with many demanders.
Because of the large number of demanders. the jumps between
prices will be small, and the demand curve will have the con-
ventional smooth shape.
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* For example, suppose that the city
council no longer allows to build
bungalows or detached houses due
to an ever-increasing population in
the city. This would then raise the
demand for apartments, including
those in the Mirabad district, at any
given price of those apartments:
there would be a rightward shift in
the demand curve for apartments,
as in the figure on the right.

The supply curve (cont.

« The vertical supply curve for
apartments (in the short run) is a
special case of supply curves.

* In general, however, for most
goods we have an upward-sloping
supply curve, which shows a
positive relationship between price
and quantity supplied, as in the
figure on the right.

« The quantity supplied is the
amount of a good that producers
are willing and able to produce
and sell at a given price.

Price

)

Price

P,

Supply curve

Quantity

—
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The market mechanism

'ES

TERMATIONAL UK

+ We can now put the demand &

curve and the supply curve
together to see how they
determine the price and quantity
at which goods are bought and
sold. Returning to our example,
the demand and supply curves
for apartments intersect at the
equilibrium  (or  market-
clearing) price, which we
denote by p*. At this price, the
quantity demanded and the

quantlty supplled are JUSt equal- Equillbrimm In the apartment market. The equilibrinm

price, p*, is determined by the intersection of the supply and

Supply

Demand

§

demand curves.

The market mechanism (cont.)

« To understand why markets tend to
clear, let's consider what would
happen at a price other than p*. For
example, consider some price p < p*
where the quantity demanded
exceeds the quantity supplied. At this
price at least some of the landlords
will have more renters than they can
handle. There will be lines of people
hoping to get an apartment at that
price; there are more people who are
willing to pay the price p than there
are apartments. This situation is
known as an excess demand, or
shortage.

RESERVATION

NUMEER OF APARTMENTS

e VY DS 1 VI

n Aceredited [nstitation of

Supply

NTERNATIONAL UINWER
the University of Wessminsier |

e Demand

NUMEBER OF APARTMENTS

—
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Application: natural resource prices (cont.)

« Consumption and price of T
copper: Although annual
consumption of copper
has increased about a
hundredfold over the long
run, the inflation-adjusted
price has not changed
much, as can be seen in
the figure on the right.

) —

Bl —

1_'.1rwu’1|pi|nl’| —

Index (LG50 = 1)

30 A

» How can we explain this
huge increase in copper 15 -
consumption but very little ,,
change in price? Ao g T ———

) RS EE e S L R ™ T
180 1890 1900 1970 1920 1930 1940 1950 190 1970 1980 1990 2000 2010
Year

Application: natural resource prices (cont.) — WHR SR
« The answer is shown Frc S10 o
graphically on the right. Even Sam
as demands for these
resources grew along with the

world economy, production

costs fell over time, increasing

the supply by more than the

increases in demand. The ¥, Long-Run Path of
decline in costs was due, first, Price and Consumption
to the discovery of new and

bigger deposits that were

cheaper to mine, and then to

technical progress and the Dew Dy D

economic advantage of mining Quantity
and refining on a large scale.
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PROFIT MAXIMIZATION IN THE
SHORT RUN

A firm chooses output ¢* so that
profit, the difference AB between
revenue R and cost C, is
maximized.

At that output, marginal revenue
(the slope of the revenue curve) is
equal to marginal cost (the slope of
the cost curve).

Competitive markets

rofit maximization (cont.)

Cost,

revenue,

profit

(dollars per year)

fo q ‘i'\

(g}

Output (units per year)

* Although many markets do not exhibit
all  characteristics of perfect
competition, they can be reasonably
described as competitive (e.g. many
agricultural markets, other commodity
markets, and stock exchanges).

« A perfectly competitive market has
many desirable properties which are
used as a benchmark to compare to
real world markets.

(
L
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Demand curve under perfect competition @5

[ [0}
2 Q
& & I

d=AR=MR
-l S o e i

D
Q (millions) g (hundreds)
(a) The market (b) The firm

Short-run output choice

MC
Price 60 |
(@oltz r;r:z Maximum profit :
|
. \\ | Lost profit for
\ \ |.-e.lnlll-lx.f'a:- for }lf 5>y
D 1
40 i AR=ME=P
/ ATC P
c k . Output Rule: Any profit-
ok e maximizing firm sets its
| output q at the level where
|
|
|
|
- |
|
|
| 1 1 I 1 1
b 1 2 3 4 f 10 11
L iy q* N Output
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Short-run loss minimization

s " - ~+If, at the profitmaximizing
anit o . N output ¢*, the market price is
e \ \L // less than average cost (ATC),

‘i ) then the firm incurs a loss by
\ continuing its operation.

o » However, as long as R > VC,

\ or p>Avc, the firm may

F continue operating in the
short run. This is because, if
its fixed cost is sunk, it will

|

|

‘ Ll = - -

| minimize its loss by
§ producing at ¢, since it can
|

|

cover a portion of its fixed
Outpat cost by doing so.

Short-run supply of a competitive firm (cont.) W i

v Acenedited [nstin

Price
(dollars per MC
unit)

P=AVC |

7> Output
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Short-run market supply

In the short run, the maximum number of firms in a market is fixed because new firms
need time to enter the market. The market supply curve is the horizontal sum of the
supply curves of all the individual firms in the market.

Dollars MC, MC, MG,
Pe’!
unit

Y Ea——— & -9 -
I
|
|
|
|

|
|
|
|
| |
|
/--——m-—-- o o
| |
i
| | |
! |
I I
H I
|
| |
| | f
| l
| i | i
|
|
|
H

1
i |
1 L

4 5 7 8 10 15 a1 Quantity

Dollars per e If the firm illustrated in the left-hand
o ' LAC diagram believes that the market

price will remain at $40, it will want
MC to increase the size of its plant to
D Al / f produce at g5, at which LMC =p =

= $40 (and where its profit will
increase from ABCD to EFGD).
QOutput g5 is profit-maximizing
because at any lower output (say,
q2), MR > LMC, and at any output
greater than q;, MR <LMC. In
summary, the long-run output of a
profit-maximizing competitive firm
is the point at which LMC = p.

Output
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Long-run competitive equilibrium ¥

Firm [ndustry
n’iﬂl.un' Dollars g,
per unit of per unit of
oufput output
LMC

$10 - - P, P,

330 = — B, P,
/ : ‘

i

I

|

|

|

I

|

I

|

|

|

i

|

|

|

1

|

D

Cutput Q Qutput

Positive profit encourages entry of new firms and causes a rightward shift in the market supply
curve. The long-run equilibrium occurs at p = LAC,;, ($30 in the diagram), where each firm earns
zero profit and there is no incentive to enter or exit the industry.

Constant-cost industry — industry where firms have identical costs and input
prices are constant

Dollars per Firm Dollars per Industry
b o o | A_ * The long-run
AC - market supply
& "\Y"j/ P curve in a
. ! . . constant-cost
' / I “ industry is
; L horizontal at
i i the minimum
Lo long-run
i I average cost
z;,l !JJ Output 0, 0, Output
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Consumer surplus (cont.)

Price of
Album

§100

50

(a) Price = $80

lohn's consumer surplus (§20)

Demand

2 : 4 Quantity of
Albums

(b} Price = 70
Price of
Album
100 f—
- John's consumer surplus (§30)
80
. Paul's consumer
L e surplus (§10)
v.. ///
Total
50 = consumer
surplus (340)
Demand
]
0 2 3 4 Quantity of
Albums

Price

2]
P,

Consumer
surplus

(a) Consumer Surplus at Price 2,

(=

|J Quantity

—

Price
) A
[nitial
consumer
surplus
X SRR , Consumer surplus
B {0 New consumers
P @ ,f
i 4 ]
Additional consumer Demand
surplus to initial
ONSUMErs

{b) Consumer Surplus at Price P,

Quantity
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* Producer surplus for a firm - difference between the minimum amount for
which a firm would be willing to sell its output and the amount it actually
receives. It can be measured as the sum of differences between the market
price of a good and the marginal cost of production over all units produced by
the firm. Alternatively, it can be measured as the difference between the firm’s
revenue and its total variable cost, R(q) — VC(q).

+ Total (or aggregate) producer surplus - sum of the producer surpluses of all
the firms producing (and selling) a good, measured by the area above the
market supply curve and below the market price up to the quantity produced.

Producer surplus (cont.)

() Price = 5600 {b) Price = $800
Price of Price of
House Supph House -
Paintin Upply Paintin upply
9 9 Total
produces
§900 — §900 | surplus (§500)
800 - 300 = /\ —1
600 600 = - Georgia's producer
500 _\l\ 500 = surplus ($200)
™ Grandma's producer \
surplus ($100) N\
Grandma's producer
surplus (§300)
| l I | | |
1 2 3 4 0 1 2 3 4
Quantity of Quantity of
Houses Painted Houses Painted

St
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Total surplus

* Total economic surplus —sumof
total consumer surplus and total N
producer surplus. It is a measure
of the total economic welfare or
the total benefit to society from
exchange in a market.

Consumer
sufplus

Equilibrium
price

« It turns out that, in equilibrium, ol
perfectly competitive markets
maximize the total economic
welfare measured by the sum of
producer and consumer surplus.

Equilibrium Quantity
quantity

Monopoly and market power

* Monopoly — a market where there is only one supplier of a product for which
there is no close substitute.

» Monopsony — a market where there is only one buyer of a good or service.
(We are not interested in monopsony markets for now.)

» Market power - the ability of a seller (or buyer) to affect the price of a product.

» Firms with market power are price setters, or price makers.
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Average revenue and marginal revenue

« Amonopolist's average revenue is the price it receives per unit sold:

R(Q) _p(@)Q _
Q Q

AR(Q) = p(Q)

» Then, AR curve of the monopolist is precisely the market demand curve.

» But the monopolist's marginal revenue is always less than the price of its good:

dR(Q) d[p(Q)e] dp(Q)
0 0 —p(Q)+—dQ Q

MR(Q) =

with 2@ ¢,
dQ

- WESTMINSTER

Dollars per 7
unitof | « Because MR(Q) < AR(Q), the
Pt monopolist's marginal revenue

curve lies below the demand
curve (=AR curve) at every

Average Revenue (demand) pOSitive quantity.

* In the diagram on the left, the
monopolist's demand curve is
given by P=6-@Q, and its
marginal revenue curve s

S e— given by MR = 6 — 2Q.

0 1 2 3 4 5 b 7

Marginal
Revenue
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MR under competition and monopoly g \ |

Bl Accied

(a) Competitive Firm (b) Monapoly

: g

= | -

@ &

[= 8 [=8

w 0

4 a

Demand curve
Pl p1 ........................
p:] .............................
Demand curve
A i B
A B
g g+1 g Units peryear @ @+1 Q Units per year
Revenue with One
Initial Revenue, More Unit, Marginal Revenue,
Ry Ry Ry-Ry
Compertition A A+DB B=p
Monopoly A+C A+B B-C=p;-C

« A monopolist, like any other
firm, maximizes its profit by
choosing its output, @, such

|

|

that MR(Q) = MC(Q) (recall |
the profit-maximizing rule 30| —x—— —————i
|

$/Q

10 kel

derived in the last lecture).

20 Profit fj\[
=i AR
« However, because the Bl N _ 7

monopolists demand curve . | _MR

lies above its MR curve, the | 4

price the monopolist charges l

exceeds the marginal cost: 5 10 T 20

P = MR = MC Quantity
( |
| 154 J



MR and price elasticity of demand

» Earlier we derived that MR = p +S—SQ.
» This can also be written as
dpQ)
MR =p+|(——
p ( 0 p p
* Recalling that (j—zg) is the reciprocal of the elasticity of demand, Eid we get:

1
MR=p(1+;g

» Because % is a negative number, the above equation can be rewritten as

MR =pl|1 1
P\ T

« From here it can be noticed that a profit-maximizing monopolist will never
choose to operate on the inelastic portion of the demand curve: if |¢¢] < 1, then
MR < 0, i.e., reducing @ will increase R(Q). But because reducing @ will also
reduce C(Q), profits will necessarily increase. It follows that a monopolist’s
profit-maximizing point can only occur where |¢%| = 1.
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8=
NN
— = 20 -
2s RN ) i o .
3 T A monopolist’s profit-maximizing point
%i 10 g ”,\ (MR = MC) always lies in the elastic
3 g N portion of its demand curve. This is
a — -
PN ., aumiy  Decause MC can never be negative,
0 30 10 E‘j;‘jﬂj, and so it crosses the MR curve where
die el L MR > 0, which corresponds to the
ol L elastic portion of the demand curve.
N
N
20+ MR

$/Q
MC R
\ MC
Pl [ ey "-.._. /
: P,=PF, |- —— ::-,,;: — = Emy r
- ),
- L
‘.."'-.-., | I "N | -
" ___l*‘-s__ - | i -5“-~
- | | *MR,
- [ %
b I) |
| ‘hi : | D
| hh“ D, | | 1
| A
| “u |
| MR, | |
|
I MR, | MR, I
| |
. | '
=0 Quantity Q Q, Quantity
(a) (b)
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T ESTMINSTER

' KENT

Market vs. firm demand

mansier (LK)

200 2.00 -
5/Q _— Market Demand 5/Q
.
/» Demand Faced by Firm A

1.50

| |

| |

| |

| |

| |

| |

|

I I

| |

| |

| |

| |

| |
100 - ; | 100 | : | MR,

10,000 20,000 30,000 Quantity 3000 5000 7000 QA
(a) (b)

Market vs. firm demand: example ¥

+ Soft drinks provide a good example of the difference between a market
elasticity of demand and a firm’s elasticity of demand.

e~ 5
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easuring monopoly power (cont.) W\ .

An Aceredived lnstination of the University

» The Lerner Index of monopoly power can also be expressed in terms of the
elasticity of demand facing the firm. Recall that

MR = | -
AT

» Since the monopolist’s profit is maximized at MR = MC, we have:

p—MC 1
:L _dl

1
MR:‘D—WPZMC:?» D =|€

+ Remember that % here is the elasticity of the firm’s demand curve, not the
market demand curve. Also note that a large L does not necessarily imply large
profits because the amount of profit depends on average cost relative to price.

Markup pricing

» By rearranging the relationship MR =p (1 —ﬁ) = MC we get the so-called
‘markup pricing rule’.
1

=——MC
P T 1/1ed]

« The above expression says that any profit-maximizing firm with monopoly
power sets its price by adding a markup over its marginal cost, and this markup
depends only on the elasticity of demand that the firm faces.

« The markup in this case is simply the proportion added on top of M(C to get p:
p-MC 1 - |e¢| oD
MC 1-1/]9] T e -1 T || -1

U
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Markup pricing (cont.)

$/Q 3/Q

o* Quantity o Quantity
(@) (b)

The Prisoners’ Dilemma: example (cont) —@A-.ilfnls

it (LK)

PAYOFF MATRIX FOR PRICING GAME

UMsS
Charge 34 Charge 35
Charge 34 §12,812 $20, 34
Beeline
Charge $6 $4.520 $16. $18

The payeff matrix above shows profit earned by each firm given its decision and
the decision of its competitor. For both firms, charging $4 is a dominant strateqy.
S0, the Nash equilibrium is where each firm charges $4 and makes a $12 profit.
Note that the Nash equilibrium outcome is inferior to the collusive {(or cartel
equilibrium) cutcome where each firm would make a $16 profit.
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Presentations on themes and video-rollers

https://www.youtube.com/watch?v=sR-qL.7QdVZQPhilip Kotler: Microeconomics
https://www.youtube.com/watch?v=hZIL.Mv5aexto4 Principles of Microeconomics
https://www.youtube.com/watch?v=H8aZr-UlalwEconomics Mix: Pricing Strategies
https://www.youtube.com/watch?v=XBmWEduodSk ecomy Strategies
https://www.youtube.com/watch?v=GZgFdPWtVGY Promotion
https://www.youtube.com/watch?v=ys7zx1Vc9poThe Seven Ps of micro and makro
https://www.youtube.com/watch?v=H8FANR-2u2QStrategic Planning: SWOT & TOWS
Analysis

https://www.youtube.com/watch?v=gbybOht-dskMcDonalds SWOT
https://www.youtube.com/watch?v=mCdcdf-b8AUPEST Analysis
https://www.youtube.com/watch?v=72q391bgs6h0 - What is Economy Research? An
Informative Presentation.

https://www.youtube.com/watch?v=sdQfId91YO0g - Ethical Behavior in Microeconomics
https://www.youtube.com/watch?v=n_L4tBP_KFQ - Economy Segmentation: Geographic,
Demographic, Psychographic & More - Study.com
https://www.youtube.com/watch?v=IyjDjr33wAQ - Live affiliate Microeconomics case study
https://www.youtube.com/watch?v=27Zwlb_ 10231 - Economy Feasibility Study: More
Important Than a Business Plan

https://www.youtube.com/watch?v=b0Ohle7pVLmMHow to Create a Digital Microeconomics
Strategy - A Silverstone Case Study
https://www.youtube.com/watch?v=/zPjSqvm9P8Infragistics Microeconomics Dashboard
Case Study

https://www.youtube.com/watch?v=laTzwz08M94Economy segmentation: a case study
https://www.youtube.com/watch?v=bgaEhW3xOCkEconomy  Orientation and  Sales
Orientation

https://www.youtube.com/watch?v=IgqKinwxbZ4Part 5: Microeconomics, Community and
Apps Case Study featuring Coca-Cola - Salesforce World Tour Chicago
https://www.youtube.com/watch?v=z-9Yx002hRkCase = Study 2016: When Content
Microeconomics Meets SEO

https://www.youtube.com/watch?v=lcoLolyGw7INike Microeconomics Strategy | Successful
Microeconomics #1

https://www.youtube.com/watch?v=9 XWp5tnXKcWhat is Microeconomics & Brand
Strategy?

https://www.youtube.com/watch?v=CjieRgtjvicEno Mobile Microeconomics Case Study:
70% Increase in Product Sales

https://www.youtube.com/watch?v=No67z1C4HPwHeineken India - Viral Campaign 2013
https://www.youtube.com/watch?v=-cvvloC-ZaMGuerrilla Microeconomics - Coca-Cola
Dancing Vending Machine
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https://www.youtube.com/watch?v=sR-qL7QdVZQ
https://www.youtube.com/watch?v=hZLMv5aexto
https://www.youtube.com/watch?v=H8aZr-Ula1w
https://www.youtube.com/watch?v=XBmWEduod5k
https://www.youtube.com/watch?v=GZgFdPWtVGY
https://www.youtube.com/watch?v=ys7zx1Vc9po
https://www.youtube.com/watch?v=H8FANR-2u2Q
https://www.youtube.com/watch?v=qbyb0ht-dsk
https://www.youtube.com/watch?v=mCdcdf-b8AU
https://www.youtube.com/watch?v=Zq391bgs6h0
https://www.youtube.com/watch?v=sdQfId91Y0g
https://www.youtube.com/watch?v=n_L4tBP_KFQ
https://www.youtube.com/watch?v=IyjDjr33wAQ
https://www.youtube.com/watch?v=2Zwlb_lQ23I
https://www.youtube.com/watch?v=b0hle7pVLmM
https://www.youtube.com/watch?v=ZzPjSqvm9P8
https://www.youtube.com/watch?v=laTzwz08M94
https://www.youtube.com/watch?v=bqaEhW3xOCk
https://www.youtube.com/watch?v=IgqKinwxbZ4
https://www.youtube.com/watch?v=z-9Yxo02hRk
https://www.youtube.com/watch?v=lcoLoIyGw7I
https://www.youtube.com/watch?v=9_XWp5fnXKc
https://www.youtube.com/watch?v=CjieRgtjvlc
https://www.youtube.com/watch?v=No67z1C4HPw
https://www.youtube.com/watch?v=-cvv1oC-ZaM

USING OF PROFESSIONAL TECHNOLOGY AND
ITS COMMENT
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1. Using of professional technology and its comment

The form of |Seminar, on expansion and deepening of knowledge
the scientist

[Tnan cemunapa The list of questions for discussion

* Open concept about economy;

* Explain formation, the maintenance, a subject and object of
economy as sciences;

* acquaint with interrelations of economy with other sciences

* Open scientifically - research methods of economy

« explain value, the purposes and economy problems

The purpose of educational employment: to Fix and expand knowledge of a
Course microeconomics.

Pedagogical problems: Results of educational activity:
» To open concept about economy; [¢ Open concept about economy;
* To explain formation, the  Explain formation, the maintenance, a
maintenance, a subject and object of [subject and object of economy as sciences;
micro as sciences; * acquaint with interrelations of economy
* to acquaint with interrelations of with other sciences
economy with other sciences » Open scientifically - research methods of
» To open scientifically - research |economy
methods of economy » explain value, the purposes and economy
* to explain value, the purposes and  |problems
economy problems
Tutorials Texts of lectures, graphic organizers,
projector
Training methods Discussion, the question-answer technics
Modes of study Face-to-face, collective work.
Monitoring and estimation Estimation of lecturers, reviewers.
Training conditions Lessons with a hardware, adapted for face-
to-face and works

Technological card of a seminar on deepening and expansion

Knowledge
Work The activity maintenance
stages
The teacher Listeners
( ]
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Discusses with lecturers structure and style of
performance at a seminar. to reviewers explains
their role, an order and regulations of
performances Gets acquainted with the
maintenance finished reports. If necessary
something that it is necessary to add or specify.

Choose the theme, to
seminar. Those who has
chosen a performance
theme, make the plan.
Lecturers bring changing
in the plan, specify,
supplement. Write.

1 stage. |1.1. Declares a theme of a seminar, the purpose The leader represents
Introdu |and planned results educational represents the lecturers, reviewers.
ction in |leader.
educatio|l. 2. Declares that the seminar is spent in the form |Get acquainted with an
nal |of discussion with the purpose of deepening and |instruction and tables of
employ |expansion of knowledge on a lecture theme. criteria of an estimation.
ment (10(1.3. Represents the leader, lecturers and reviewers,
mines) |acquaints with “the Instruction of participants of
discussion” and the table “Kre Tory” of an
estimation» (Appendices 2 and 3)
2 2.1. Will organise performances of lecturers, The leader asks to speak

Watches logic of expansion of the maintenance of
a material, way reaction specifies report
substantive provisions.

2.2. Suggests to act to reviewers and to ask
questions.

Will organise collective discussion of the
maintenance of reports. Together with the
conducting regulates process collective:

- Asks questions;

- Specifies report substantive provisions;

- Shows interest in statements. Estimates how
much the maintenance to clearly students (under
the maintenance of the questions set by
participants of a seminar to the lecturer and under
answers to questions).

2.3. Gradually translates a seminar in the form of
the organized discussion. Shows democratic
character and 3 in stated judgements, creates
conditions of intellectual relaxedness, uses a
trustworthy tone of dialogue.

2.4. Discussion of each report in all finishes short
generalization, fixes substantive provisions of the
report and results of discussion (discussion).

2.5. Results of discussion of each report finishes
exhibiting of points to the lecturer, reviewers.

lessoner, and then to
reviewers.

The reviewer underlines
positive sides of the
report and the opinion
expresses, sets quetions,
participates in discussion.
Participants collectively
discuss the report
maintenance.

)|
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3 3.1. Sums up discussion of the maintenance ofa  |Write down the task for
theme of a seminar: independent work.

- Estimates readiness of lecturers and participants
of a seminar, their activity during discussion;

- In brief allocates high lights and formulates the
conclusion;

- Summarises the exposed points to lecturers,
reviewers, declare them;

- States the general estimation of productivity of
a seminar.

3.2. Independent work: for a theoretical
reinforcement of materials of seminar employment
once again to work texts of lecture on a theme 13.

Role instrumentation of a seminar-discussion

The leader receives all powers training - supervises over a discussion course,
watches for refutations, accuracy of use terms, a dialogue correctness and so forth is
strict behind regulations of performances. The reviewer as a whole characterises
performance and marks Report positive sides by criteria: an urgency, sequence, logic
and clearness of a statement, The accurate formulation of conclusions.
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INDEPENDENT WORK
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Independent work

Introduction: markets and prices. Preliminaries.
The basics of supply and demand

Consumer behavior

Individual and market demand

Choice under uncertainty

Production

The cost of production

Profit maximization and competitive supply

W ® 2o kWD

The analysis of competitive markets
10.Market power: monopoly and monopsony
11.Pricing with market power

12.Monopolistic competition and oligopoly
13.Game theory and competitive strategy
14.Markets for factor inputs

15.Investment, time, and capital markets
16.General equilibrium and economic efficiency
17.Market and asymmetric information

18.Externalities and public goods
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GLOSSARY

Uzbek English Definition
A collection of specific economic units treated as if they
Jami Aggregate were one unit.
Agrobiznes Agribusiness Large corporate firms in farming.
The apportionment of resources among firms and industries
. . to obtain the production of the products most wanted by
Samaradorlik Efficiency society (consumers); the output of each product at which its
marginal cost and price or marginal benefit are equal.
A firm’s total fixed cost divided by output (the quantity of
O’rtacha Average fixed product produced).
o’zgarmas xarajat cost
. The total output produced per unit of a resource employed
b
0 rctﬁiCh;r;:Elab A::;ﬁ%: (total product divided by the quantity of that employed
q P resource).
O’rtacha Average Total revenue from the sale of a product divided by the
daromad revenue quantity of the product sold.

O’rtacha umumiy

Average total

A firm’s total cost divided by output (the quantity of product
produced); equal to average fixed cost plus average variable

xarajat cost
cost.
O’rtacha A firm’s total variable cost divided by output (the quantity of
o’zgaruvchan Ayerage product produced).
. variable cost
xarajat
Markets in which products are illegally bought and sold at
Qora bozor Black markets | prices above the legal limits.
The limit that the size of a consumer’s income (and the
Budjet cheklovi Budget prices that must be paid for goods and services) imposes on
constraint | the ability of that consumer to obtain goods and services.
A line that shows the different combinations of two products
Budjet chizig’i Budget line |a consumer can purchase with a specific money income,
given the products’ prices.
Human-made resources (buildings, machinery, and
. . equipment) used to produce goods and services; goods that
Kapital Capital d?) rll)ot dizectly satizfy hum%m wants; also callid capital
goods.
. Changein |A change in the quantity demanded of a good or service at
Talab o’zgarishi demand every price; a shift of the demand curve to the left or right.
Change in | A movement from one point to another on a fixed demand
Talab miqdori quantity curve caused by a change in price of the product under
o’zgarishi demanded | consideration.

)|
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P . Changein | A movement from one point to another on a fixed supply
Taklif miqdori . . .
, 1. quantity curve caused by a change in the price of a product under
o’zgarishi . . )
supplied consideration.
o . Change in | A change in the quantity supplied of a good or service at
Taklif o’zgarishi supply every price; a shift of the supply curve to the left or right.
The ratio of the percentage change in quantity demanded of
Kesishgan talab Cro.ss one geod to j[l?e percentage change in the price of some other
elastiklici elasticity of | good; a positive coefficient indicates the two products are
& demand substitute goods; a negative coefficient indicates they are
complementary goods.
Iste’molchiliar Consumer | Products and services that satisfy human wants directly.
mahsuloti goods

Talab chizig’i

Demand curve

A curve that illustrates demand.

A schedule showing the amounts of a good or service buyers

Talab jadvali :)c;I:(?ll:l(: (or a buyer) wish to purchase at various prices during some
period.
A payment that must be made to obtain and retain the
. services of a resource; the income a firm must provide to a
Economic .
Iqtisodiy xarajat | (opportunity) resource supplier to attract the resource away from an
q alternative use; equal to the quantity of other products that
cost .
cannot be produced when resources are instead used to make
a particular product.
Economic The total revenue of a firm less its economic costs (which
Iqtisodiy foyda includes both explicit costs and implicit costs); also called
(pure) profit
above normal profit.
(1) An outward shift in the production possibilities curve that
C e . Economic results from an increase in resource supplies or quality or an
Iqtisodiy o’sish . . j . . .
growth improvement in technology; (2) an increase either in real
output (gross domestic product) or in real output per capita.
N . Choices are necessary because society’s material wants for
Iqtisodiy Economic . . )
goods and services are unlimited but the resources available
muammo problems . .
to satisfy these wants are limited (scarce).
. Product or resource demand whose price elasticity is greater
oye s Elastic ) . . : .
Talab elastikligi demand than one; means the resulting change in quantity demanded is
greater than the percentage change in price.
The percentage change in resource quantity divided by the
Talabning Elasticity of | percentage change in resource price; if the result is greater
resursga bog’liq resource than one, resource demand is elastic; if the result is less than
elastikligi demand one, resource demand is inelastic; and when the result equals
one, resource demand is unit-elastic.
An organization that employs resources to produce a good or
Firma Firm service for profit and that owns and operates one or more
plants.
O’zgarmas . Any cost that in total does not change when the firm changes
) Fixed costs | . )
xarajat its output; the cost of fixed resources.

Daromat samarasi

Income effect

A change in the quantity demanded of a product that results
from the change in real income (purchasing power) produced
by a change in the product’s price.

)|
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The recommended literature and the internet sites
Magazine

1. International Journal of Business Forecasting and Microeconomics Intelligence.
www.inderscience.com

2. Ansoff matrix. www.free-management-ebooks.com

3.xktcoaMéT Ba MHHOBAIMOH TEXHOJOTWsIap. MIMHUMA-3JIEKTPOH  KypHAa.
www.iqtisodiyot.uz

4. DKOHOMHUYECKOE 0003pEHUE. WWW.CEr.UZ

5. Microeconomics science. Wwww.science.com
6. Economics magazine Interest. www.ama.org
7. Articles of Microeconomics. www.books.com

Internet sites
. WWW.Mmicroeconomics.com
. www.Economy.com
. www.bizneslab.uz
. www. study.com

. www.inderscience.com
. www.free-management-ebooks.com

NN AN W

171 J

——


http://www.inderscience.com/
http://www.free-management-ebooks.com/
http://www.iqtisodiyot.uz/
http://www.cer.uz/
http://www.science./
http://www.ama.org/
http://www.books./
http://www.microeconomics.com/
http://www.economy.com/
http://www.bizneslab.uz/
http://www.inderscience.com/
http://www.free-management-ebooks.com/

J.S.Fayzullayaev
Study-methodical complex on Microeconomics
For lecture

Tashkent: Economics, 2016 year, 172 pages.
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