Market Structures
Note: 2 Benchmark Models


|_______________Market Structure Continuum________________|

A)
Behavior of Firms

1.
Objective of a Business? (Or, how much output should be produced?)

· Maximize profit:   ( = TR – TC

· Economic Costs vs Accounting Costs

2.
Technological Constraints

a)
Production Function:          q = F(L, K)

where:


q = ________________


L = ________________


K = ________________


F = ________________

Example: Widget Experiment
Definitions:


K = capital (the fixed input)


L = labor (the variable input)


Q = output (also known as total product)


AP = Q/L = average product of labor


MP = SYMBOL 68 \f "Symbol"Q/SYMBOL 68 \f "Symbol"L = marginal product of labor


FC = (Price of capital) * (units of capital) = fixed cost


VC = (Price of labor) * (units of labor) = variable cost


TC = FC + VC = total cost


MC =  SYMBOL 68 \f "Symbol"TC/SYMBOL 68 \f "Symbol"Q = marginal cost


AFC = FC/Q = average fixed cost    [Note that FC = AFC*Q]


AVC = VC/Q = average variable cost    [Note that VC = AVC*Q]


ATC = TC/Q =  AFC + AVC = average total cost    [Note that TC = ATC*Q]


( = TR - TC = profit


TR = P*Q = total revenue

b)
Other Measures of Productivity

· Average Product

· Marginal Product

Note: Diminishing Marginal Returns (DMR)
Under situations in which there is at least one  ________ input, eventually a point is reached in which the marginal product of an additional worker begins to _____________.

3.
Production Costs

a)
Short Run Cost Curve Family:     

TC = 

FC = 


VC = 


MC =  


AFC = 


AVC = 

ATC = 





Total Costs




Average and Marginal Costs

Note: Ross Perot Equation (Or, What determines the shape of the MC Curve?)

MC = 

Note: What causes a shift in the short run cost curves?

· Change in the ___________________
· Change in the ___________________
· Change in ______________________
· Change in the ___________________
b)
Long Run Cost Curves

Note: What is the optimal factory size? ( depends on _________________


· Economies of Scale:

· Diseconomies of Scale:

Note: MES and Market Structure


B)
Perfectly Competitive Model: Price Takers

1.
Characteristics of the Model

a)


b)


c)


d)


2.
Maximizing Profit


( = TR - TC = P ( q - [FC + VC]

· What output should the firm produce?    

( the one where MR = MC

· If MR    MC ( produce more

· If MR    MC ( produce less

MR = 


MC =

	

	


a)
Profit Positions

	

	


b)
Temporary Shut Down Rule

	
Example:

P = 

q = 

ATC =

AVC = 

AFC = 

MC = 

MR = 

TR = 

TC =

TFC = 

TVC =


	Shut Down if  TR < TVC




c)
What happens to the firm's output choice if:

· price rises?

· MC rises?

· Fixed costs rises?

3.
Long Run Equilibrium

· LRE: zero profits condition  

· if ( > 0 ( ____________ occurs

· if ( < 0 ( ____________ occurs

Adjustment Process for a "constant cost" industry:

	

	


· Each firm begins from a long run equilibrium position where profits are zero.

· Suppose market demand rises (
· in the short run, price will __________ and each firm will ____________ its output.

· each firm will now earn ________ profits.

· the __________ profits will attract ______________ firms

· as new firms enter the industry, the price will _____________ until profits are ______ again

Note: LRE condition

P = MR = MC = ATC

A)
Monopoly Model: Price Searcher

1.
Relevant Market

· the ______________ the definition of the market, the greater the monopoly power

a)
Product 

b)
Geographic

2.
Barriers to Entry

a)
Economies of Scale

b)
Control over key inputs

c)
Legal Monopoly

Note: First Mover Advantage

Reynolds Ball Point Pen Company

3.
Profit Max Decision

( = TR - TC = P(Q) ( Q - [FC + VC]

Output is set according to MR = MC rule.

Price is then determined by whatever market will pay for that output.

For a monopolist, MR < P


[image: image1]
Note: MR and Elasticity

MR = 

Thus:

If E > 1 then MR ____ 

If E < 1 then MR ____ 

If E = 1 then MR ____

If E = ∞ then MR ____ 

a)
Monopolist earning positive profit


[image: image2]
4.
Welfare Analysis: PC vs Monop
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5.
Price Discrimination

· motivation: to increase profits by extracting more consumer surplus

a)
Necessary Conditions

i)

ii)


iii)


b)
Types

i)

ii)

iii)

Market





Firm





Negative Profit





Positive Profit








Firm





Market

















