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Chapter 1

Limits, Alternative, and Choices

Definition of economics:

Is the social science concerned with how individuals, institutions, and society make optimal (best)
choices under conditions of scarcity.

Economics: the study of the allocation of scarce resources among alternative end uses.
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The Economic Perspective:

The economic way of thinking has several critical and closely interrelated features.

Scarcity and Choice

Scarce economic resources mean limited goods and services. Scarcity restricts options and demands
choices. Because we “can’t have it all,” we must decide what we will have and what we must forgo.

Scarce inputs of land, equipment, farm labor, the labor of cooks and waiters, and managerial talent
are required. Because society could have used these resources to produce something else, it sacrifices
those other goods and services in making the lunch available. Economists call such sacrifices
opportunity costs: To obtain more of one thing, society forgoes the opportunity of getting the next best
thing. That sacrifice is the opportunity cost of the choice.
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Opportunity costs:

To obtain more of one thing, society forgoes the opportunity of getting the next best thing. That
sacrifice is the opportunity cost of the choice.
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Purposeful Behavior (Rational Behavior)

Economics assumes that human behavior reflects “rational self-interest.” Individuals look for and pursue
opportunities to increase their utility— the pleasure, happiness, or satisfaction obtained from consuming
a good or service. They allocate their time, energy, and money to maximize their satisfaction. Because
they weigh costs and benefits, their economic decisions are “purposeful” or “rational,” not “random”.

Consumers are purposeful in deciding what goods and services to buy. Business firms are purposeful in
deciding what products to produce and how to produce them. Government entities are purposeful in
deciding what public services to provide and how to finance them. “Purposeful behavior” does not

assume that people and institutions are immune from faulty logic and therefore are perfect decision
makers. They sometimes make mistakes. Nor does it mean that people’s decisions are unaffected by
emotion or the decisions of those around them. “Purposeful behavior” simply means that people make

decisions with some desired outcome in mind.
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Marginal Analysis: Benefits and Costs:

The economic perspective focuses largely on marginal analysis—comparisons of marginal benefits and
marginal costs, usually for decision making. In making choices rationally, the decision maker must
compare MB and MC.

Marginal benefits (MB): utility received from consuming goods and services.
Marginal costs (MC): opportunity cost.

The choice rationally if MB > MC

Multiple Choices:

1. Purposeful behavior suggests that:
A. everyone will make identical choices.
B. resource availability exceeds economic wants. _
C. individuals may make different choices because of different desired outcomes.
D. an individual's economic goals cannot involve tradeoffs.

2. Purposeful behavior means that:
A. people are selfish in their decision-making.
B. people weigh costs and benefits to make decisions.
C. people are immune from emotions affecting their decisions.
D. decision-makers do not make mistakes when weighing costs and benefits.

3. You should decide to go to a movie:
A. if the marginal cost of the movie exceeds its marginal benefit.
B. if the marginal benefit of the movie exceeds its marginal cost.
C. if yourincome will allow you to buy a ticket.
D. because movies are enjoyable.
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Theories, Principles, and Models

Scientific Method swolell cu=dl as,,b

Scientific method procedure consists of several elements: D9 J>lo sz dole 8,505 ol cxdl joy

1. Observing real-world behavior and outcomes. Godl ddSiiw 3yaxig 6,alhll ab>Vo
2. Based on those observations, formulating a hypothesis  aS_iwll gl 8,80l Jg> ©lus,d g9
3. Testing this explanation by comparing the outcomes of specific events to the outcome predicted
by the hypothesis. lpldxig adS_ioll Jg> WUl gioxi
4. Accepting, rejecting, and modifying the hypothesis, based on these comparisons. eic gl dxo ,Lisl
Gl o958 dxo
5. Continuing to test the hypothesis against the facts (results). aslpdl aulul) Jg.ogll

Economic principle

A statement about economic behavior or the economy that enables prediction of the probable
effects of certain actions

Economic models: which are simplified representations of how economic works.
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Economic principles and models are highly useful in analyzing economic behavior and understanding
how the economy operates. They are the tools for ascertaining cause and effect (or action and
outcome) within the economic system. Good theories do a good job of explaining and predicting.
They are supported by facts concerning how individuals and institutions actually behave in producing,
exchanging, and consuming goods and services.

There are some other things you should know about economic principles.

Generalizations: Economic principles are generalizations relating to economic behavior or to the
economy itself. Economic principles are expressed as the tendencies of typical or average consumers,
workers, or business firms. For example, economists say that consumers buy more of a particular
product when its price falls. Economists recognize that some consumers may increase their purchases
by a large amount, others by a small amount, and a few not at all. This “price-quantity” principle,
however, holds for the typical consumer and for consumers as a group.

Other- Things-Equal (ceteris paribus) Assumption: The assumption that factors other than those being
considered do not change. They assume that all variables except those under immediate
consideration are held constant for a particular analysis.
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For example, consider the relationship between the price of Pepsi and the amount of it
purchased. Assume that of all the factors that might influence the amount of Pepsi purchased (for
example, the consumer incomes) unchanged.
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Multiple Choices:

1. The term "ceteris paribus' means:
(A) that if event A precedes event B, A has caused B.
(B) that economics deals with facts, not values.
(C) other things equal.
(D) prosperity inevitably follows recession.

2. Suppose an economist says that "Other things equal, the lower the price of bananas, the greater
the amount of bananas purchased." This statement indicates that:
(A) The quantity of bananas purchased determines the price of bananas.
(B) All factors other than the price of bananas (for example, consumer tastes and incomes) are
assumed to be constant.
(C) economists can conduct controlled laboratory experiments.
(D) One cannot generalize about the relationship between the price of bananas and the quantity
purchased.

Microeconomics and Macroeconomics
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Microeconomics:

Microeconomics is the part of economics concerned with individual units such as a person, a
household, a firm, or an industry. At this level of analysis, the economist observes the details of an
economic unit.
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Macroeconomics:

Macroeconomics examines either the economy as a whole or its basic subdivisions or aggregates,
such as the government, household, and business sectors.

Macroeconomics approaches the study of economics from the viewpoint (ks apg>9 o) Of the entire

economy.
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Example
Indicate whether each of the following statements applies to microeconomics or

macroeconomics?

a. The unemployment rate in the U.S was 4.9% in January 2008 ( Macroeconomics)

b. An expected freeze in central Florida reduced the citrus crop and caused the price of
oranges to rise. ( Microeconomics)

c. U.S output, adjusted for inflation, grows by 2.2% in 2007. ( Macroeconomics)
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Multiple Choices:

1. Macroeconomics can best be described as the:
(A) analysis of how a consumer tries to spend income.
(B) study of the large aggregates of the economy or the economy as a whole
(C) analysis of how firms attempt to maximize their profits
(D) study of how supply and demand determine prices in individual markets

2. Microeconomics:
(A) is the basis for the "after this, therefore because of this" fallacy.
(B) is not concerned with details, but only with the overall big picture of the economy.
(C) is concerned with individual economic units and specific markets.
(D) describes the aggregate flows of output and income.

3. Which of the following is a microeconomic statement?
(A) The real domestic output increased by 2.5 percent last year.
(B) Unemployment was 6.8 percent of the labor force last year.
(C) The price of personal computers declined last year.
(D) The general price level increased by 4 percent last year.

Positive and Normative Economics:

S, keoll slaidVly (scongoll sLaidVl

Both microeconomics and macroeconomics contain elements of positive economics and
normative economics.

Positive Economics

Positive economics focuses on facts and cause-and-effect relationships. It includes description,
theory development, and theory testing (theoretical economics).

Positive economics avoids value judgments

Theoretical economics is a positive economics.
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Normative Economics

Normative economics involves value judgments; about what the economy should be like or what
particular policy actions should be recommended to achieve a desirable goal (policy
economics).

Normative economics embodies subjective feelings about what ought to be.
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Example

Decide whether the following statements are positive or normative:
1. Luxuries should be taxed more heavily than necessities - ( Normative Statement)
2. The price and quantity demanded of a good is inversely related. -> ( Positive Statement)
3. Itis too hot to jog (u=S_») today". - (Normative Statement)

4. We should buy Palestinian goods and boycott (i=klis) Israeli product. —>(normative
Statement)

5. Avrrise in the price of petrol will lead to an increase in the demand for rail transport. > (Positive
Statement)

6. Unemploymentis more harmful than inflaton - (Normative Statement)

7. Arise in the price of petrol will lead to an increase in the demand for rail transport. - (Positive
Statement)

8. As ageneral rule, people are happier in more equal societies. > (Normative Statement)

Multiple Choices:

1. A positive statement is one which is:
(A) derived by induction
(B) derived by deduction
(C) subjective and is based on a value judgment
(D) objective and is based on facts

2. Normative statements are concerned primarily with:
(A) facts and theories
(B) what ought to be
(C) whatis
(D) rational choice involving costs and benefits

3. "Economics is concerned with how individuals, institutions, and society make optimal choices under
conditions of scarcity." This statement is:
(A) positive, but incorrect
(B) positive and correct
(C) normative, but incorrect
(D) normative and correct

4. Basel says that "An increase in the tax on smoke will raise its price." Ruba argues that "Taxes should
be increased on smoke because college students consume too much." We can conclude that:
(A) Basel's statement is normative, but Ruba's is positive.
(B) Ruba’s statement is normative, but Basel’s is positive.
(C) Both statements are normative.
(D) Both statements are positive.
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Economizing Problem

The fundamental problem of economics is the scarcity of productive resources relative to economic
wants.

The economizing problem is one of deciding how to make the best use of limited resources to satisfy
virtually unlimited wants.
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Limited Income and Unlimited Wants:

Individual has a fixed amount of income, and have unlimited wants. Because wants exceed income,
individual face an economizing problem; they must decide what to buy and what to forgo.

A Budget Line (Budget Constraint):

peSelw sle Tad JSis s,all Jos aseaze ol o>, @bl by awls piow LoVl Sgiwe (sle 8,01l @Sl Jl=sd
5,3V gl (o aSWpiwl oo sy Ol dule e dalw oo aSWMpswl 8505 5,801 shi 15] Csasoy ,sSWpiwl

We can clarify the economizing problem facing consumers by visualizihg a budget line (or, more
technically, a budget constraint). It is a schedule or curve that shows various combinations of two
products a consumer can purchase with a specific money income. Although we assume two products,
the analysis generalizes to the full range of products available to an individual consumer.

Budget line (or, more technically, a budget constraint): It is a schedule or curve that shows various combinations of
two products a consumer can purchase with a specific money income.

Example:

If a consumer has $120 to spent on two goods: good X and good Y. If the price of good X is $20
and the price of good Y is $10.
12

- All the combination of good X and good Y on or inside %
the budget line are attainable from the $120 of money § '°
income (you can afford to buy ll,w (sle as)). ‘E o
- Al combinations beyond the budget line (L z,l> : p o —
. e]
asl5.0ll) are unattainable.
4
- The slope of the budget line measures the ratio of the LI
price of good X (Px) to the price of good Y (Py). 2
0 2 4 6 8 o 12 14

The Budget Line equation: Px * X + Py * Y = | Quantity of good X

Where: Px : the price of good X, Py: the price of good Y, and | : is the consumer income
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The Budget Line combinations of good X and good Y attainable with an income of $120 are:

Units of | Units of Y Total Expenditure

X =Px*X+Py*Y

6 0 (10*0) + (20*6) = 120
5 2 (10*2) + (20*5) =120
4 4 (10*4) + (20* 4) =120
3 6 (10*6) +(20* 3) =120
2 8 (10*8) + (20*2) = 120
1 10 (10*10) +(20*1) = 120
0 12 (10*12) + (20*0) = 120

The slope of the budget line measures the ratio of the price of good X (Px ) to the price of good Y( Py).

P, 20
The slope of the budget line = P = T 2

y
This means that: you must forgo 2 units of good Y (measured on the vertical axis) to buy 1 additional unit of
good X (measured on the horizontal axis).

Trade-Offs and Opportunity Costs

The budget line in Figure above ilustrates the idea of trade-offs (a.=xj) arising from limited income. To
obtain more of good X, you have to give up some units of good Y.

For example, to obtain the first unit of good X, you trade off 2 units of good Y. So the opportunity cost of
the first unit of good X is 2 units of good Y.

P.
The opportunity costs of extra unit of good X = P—x =—=2

To obtain the second unit of good X the opportunity cost is also 2 units of good Y. The straight-line
budget constraint, with its constant slope, indicates constant opportunity cost. That is, the opportunity cost
of 1 extra unit of good X remains the same (2 units of good Y) as more DVDs are purchased.

o

10
The opportunity costs of extra unit of good Y = P—y =" ¥
X

The opportunity cost of 1 extra unit of good Y does not change (= ¥z unit of good X) as more books are
bought.

Choice: Limited income forces people to choose what to buy and what to forgo to fulfill wants. You will
select the combination of good X and good Y that you think is “best.” That is, you will evaluate your
marginal benefits and marginal costs (here, product price) to make choices that maximize your
satisfaction. Other people, with the same $120, would undoubtedly make different choices.
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Income Changes : The location of the budget line varies with money income. An increase in money income
shifts the budget line to the right; a decrease in money income shifts it to the left.

That shifts their budget lines outward and enables them to buy more goods and services. But even with
more income, people wil still face spending trade-offs, choices, and opportunity costs.

- -
T T
2 s
o 1. An increase in income shifts o A decrease in income shifts
30 the budget line rightward, with 1 the budget line inward , with
no change in slope. no change in slope.
154

5 1ID good X

. . good X
Multiple Choices:

1. The economizing problem is one of deciding how to make the best use of:
(A) Virtually unlimited resources to satisfy virtually unlimited wants.
(B) Limited resources to satisfy virtually unlimited wants.
(C) Unlimited resources to satisfy limited wants.
(D) Limited resources to satisfy limited wants.

2. The scarcity problem:
(A) Persists only because countries have failed to achieve continuous full employment.
(B) Persists because economic wants exceed available productive resources.
(C) Has been solved in all industrialized nations.
(D) Has been eliminated in affluent societies such as the United States and Canada.

3. The budgetline shows:
(A) the amount of product A that a consumer is willing to give up to obtain one more unit of
product B.
(B) all possible combinations of two goods that can be purchased, given money income and the
prices of the goods.
(C) the minimum amount of two goods that a consumer can purchase with a given money income.
(D) all possible combinations of two goods that yield the same level of utility to the consumer.

4. Anincrease in money income:
(A) shifts the consumer's budget line to the right.
(B) shifts the consumer's budget line to the left.
(C)increases the slope of the budget line.
(D) has no effect on the budgetline.

5. Any combination of goods lying outside of the budget line:
(A) implies that the consumer is not spending all his income.
(B) Is attainable (L, e ;a8)), given the consumer income.
(C)yields less utility than any point inside the budget line.
(D) is unattainable, given the consumer's income.
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Scarce Resources

Society has limited or scarce economic resources, meaning all natural, human, and manufactured
resources that go into the production of goods and services. This includes the entire set of factory and
farm buildings and all the equipment, tools, and machinery used to produce manufactured goods and
agricultural products; all transportation and communication facilities; all types of labor; and land and
mineral resources.
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Resource Cateqories

Economists classify economic resources into four general categories.

A. Land: To the economist land includes all natural resources ("gifts of nature”) used in the
production process, such as arable land, forests, mineral and oil deposits, and water resources.
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B. Labor (Jo=ll):_The resource labor consists of the physical and mental talents of individuals used
in producing goods and services. The services of a logger, retail clerk, machinist, teacher,
professional football player, and nuclear physicist all fall under the general heading “labor.”
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C. Capital (JlJl u..JT,): Capital (or capital goods) includes all manufactured aids used in
producing consumer goods and services. Included is all factory, storage, transportation, and
distribution facilities, as well as tools or machinery. Economists refer to the purchase of capital -
goods as investment.
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- Capital goods differ from consumer goods because consumer goods satisfy wants directly,
whereas capital 'goods do so indirectly by aiding the production of consumer goods.

- Because money produces nothing, economists do not include it as an economic resource. Money used for
purchasing capital goods.

D. Entrepreneurial Ability (eutiidlg 3,5V1): There is the special human resource, distinct from labor,
called entrepreneurial ability.
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The entrepreneur performs several functions: lpiw willby acgozos S5UJI pg8,

The entrepreneur takes the initiative in combining the resources of land, labor, and capital to
produce a good or a service. The entrepreneur is the driving force behind production and the
agent who combines the other resources in what is hoped will be a successful business venture.
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The entrepreneur makes the strategic business decisions that set the course of an enterprise.
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The entrepreneur is an innovator. He or she commercializes new products, new production

techniques, or even new forms of business organization.
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The entrepreneur is a risk bearer. The entrepreneur has no guarantee of profit. The reward for the

entrepreneur’s time, efforts, and abilities may be profits or losses.
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Because land, labor, capital, and entrepreneurial ability are combined to produce goods and services, they
are called the factors of production, or simply "inputs.”

Multiple Choices:

1.

Which of the following is a labor resource?

A. a computer programmer

B. a computer

C. silicon (sand) used to make computer chips
D. a piece of software used by a firm

Which of the following is a capital resource?

A. a computer programmer

B. a corporate bond issued by a computer manufacturer
C. silicon (sand) used to make computer chips

D. a piece of software used by a firm

The four factors of production are:

A. land, labor, capital, and money

B. land, labor, capital, and entrepreneurial ability

C. labor, capital, technology, and entrepreneurial ability
D. labor, capital, entrepreneurial ability, and money

Which of the following is a land resource?
A. a farmer

B. an oil drilling rig

C. amachine for detecting earthquakes
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5. Money is not an economic resource because:
A. money, as such, does not produce anything.
B. idle money balances do not earn interest income.
C. it is not scarce.
D. money is not a free gift of nature.

Production Possibilities Model zlwVl wloasl  suxio

Production Possibilities Curve

Lists the different combinations of two products that can be produced with a specific set of resources,
assuming full employment.

3)lgedl Sy diuse duin) 8,19 JMs Wloasg g5lay to geixedl axsiu Ul Sy o (suadl Jiow (Lixio ) JSii ¢
8,9950]| &> LoYl
Assumptions:

o)l il wlol,8Yl pass bsle g Wild Guso goize) 2yl lilsel (o pow, gabias S

1. Fullemployment: The economy is employing all its available resources.
) @lgiws e ol @llaso @il 5,l0 3395 V @il S sumig . JolSIL dalbgo gouzeall Sa 8,950l &Yl 5 lgall gaos O
(oS ha2is

2. Fixed resources: The quantity and quality of the factors of production are fixed.
aub &m.xo“ s 0)99..:.\“ CLA.>LAJ| ))IS.Q.” auc9ig duoS u|

3. Fixed technology: The methods used to produce output are constant. o
eV goizeodl Loaziuwy sl (Lzgleisidl ) au=loVl oLVl ol
4. Two goods: The economy is producing only two goods (consumer goods and capital goods).

Jnid uaelw 2l geixell pgiy O

Production Possibilities Table

A production possibilities table lists the different combinations of two products that can be produced
with a specific set of resources, assuming full employment. Table below presents a simple, hypothetical
economy that is producing pizzas and Industrial Robots.

- At alternative A, this economy would be devoting all its avail- S

able resources to the production of industrial robots (capital
goods

Example Q
10a?
Production Possibilities of Pizzas and Industrial Robots:
% Unattainable
Type of product Production Alternative g
A B C D E s oW
Pizzas 0 1 2 3 4 :
Robots 10 9 7 4 0 ° 5

— ok W o WA O S D WD

- At alternative E, all resources would go to pizza production
(consumer goods).

(=]

I 2 3 4 5 & 7 8 9
Pizzas (hundred thousands)
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- An economy typically produces both capital goods and consumer goods, as in B, C, and D.

- As we move from alternative A to E, we increase the production of pizzas at the expense of the
production of industrial robots.

- In producing more pizzas, society increases the current satisfaction of its wants. But there is a cost:
More pizzas mean fewer industrial robots.

- Each point on the production possibilities curve represents some maximum output of the two
products.

- Any combination of industrial robots and pizzas lying outside the curve (such as at W)unattainable.

- Points inside the curve are attainable, but they indicate that full employment is not being realized (unemployment
point).

Opportunity cost: the number of units of a specific good that must be given up (,<c slxu) to obtain one
more unit of another good.

Opportunity cost = negative slope of the production possibilities curve at each point
Example

Using the table (Production Possibilities of Pizzas and Industrial Robots) to answer the following
questions:

Type of product Production Alternative

A B C D E
Pizzas 0 1 2 3 4
Robots 10 9 7 4 0

1. If the economy at point D. What is the opportunity cost of one more unit of industrial robots?

(A in Pizzas _(3-2)

A in industrial robots (4-7)

Opportunity cost of one more units of robots = = -% units of Pizzas.

2. What is the opportunity cost of the second unit of Pizza?

(A in industrial robots (7-9) .
= (z-1) = — 2 units of robots.

Opportunity cost =
PP Y Ain pizzas

Example
Suppose that a nation's production possibilities can be represented by the table below:

Production Alternatives
Products A B C D E
Food 0 4 8 12 16
Clothing 20 18 14 8 0

STUDENTS-HUB.com

a. What is the maximum amount of food this economy can produce? How much clothing can it
produce at this point?
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The greatest amount of food is 16 units, achieved by producing at alternative E. At this point, all
resources are devoted to food production and none to clothing production. Clothing production is
zero.

If the economy is producing at alternative C, what is the opportunity cost of one more unit of food?

A Clothing |(8—14) _

Opportunity cost of one more unit of food = =% = 1.5 units of clothing
A food (12-8) 4

c. Ifthe economy is producing at alternative C, what is the cost of one more unit of clothing?

Opportunity cost of one more unit of clothing =

A food _| (4-8) _

(18-14) = % =1 unit of food

A clothing

d. If the economy is producing at alternative C, what is the cost of 4 more unit of food?

From part b, the opportunity cost of one more unit of food = 1.5 units of clothing
Opportunity cost of 4 more unit of food=15*4=6

Or from the table, as we move from point C to D, the consumer increase production of food by 4
units (8 to 12), while decrease consumption of clothing by 6 (14 to 8).

Example

Below is a production possibilities table for consumer goods “automobiles” and capital goods “Milk”

Type of product

Production Alternative
A B C D E

automobiles

0 2 4 6 8

Milk

30 27 21 12 0

1.Graph the production possibilities curve

b sae b 2 o asaoll ohlowl sac sl S @Y pusiws b cowd @omul 0l sl olisMUl o powyl aie zadas\o
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2. If the economy at point C, what is the opportunity cost of one more automobile?

i 12-21
Opportunity cost = A Milk = |( )| _ 2 =4.5 liters of milk

~ A Automobile (6-4 )| 2

3. If the economy at point B, what is the opportunity cost of two more automobile?

2 =3

Opportunity cost of one more automobile = (4—2) | 2

A Milk  _|(21=27 )| 6
~ A Automobile ~

Opportunity cost of two more automobile = Opportunity cost of one more * numbers of units
Opportunity cost of two more automobile=3*2=6
Or: From the table the economy must move from point B to point C. When the economy moving
from point B to point C, the economy must give up (27 — 21) = 6 liters of milk.

4. If the economy at point B, what is the opportunity cost of one more liter of milk?

. _ A Automobile _ | (0=2) | _ 2 .
Opportunity cost = A Mk = [Go-zzol = 3 Automobile

5. What is the opportunity cost of producing the 7th units of automobile?

The economy must move from point D to point E.

. _ A Mk  _|C0=12)| 12 _ . .
Opportunity cost = A Automobile — | (86 )| = 5 = 6 liters of milk

6. What is the opportunity cost of producing the 24th liters of milk?

The economy must move from point C to point B.

Opportunity cost of one more liter of milk = A Milk = = Automobile

_ A Automobile _ | (2—-4) 2
(27-21) 6

At point C, the amount of milk = 21. Increase production of milk to 24 means that the 3 more liters of
milk increase

2
Opportunity cost of producing the 24thliters of milk = 3 * = 1

7. If the economy producing 3 automobile and 20 liters of milk. Is the economy use of its all available
recourses to produce it? Explain

The point 3 automobile and 20 liters of milk lie inside the PPC. This point is attainable but it unemployment
point (not use of its all available recourses to produce it
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8. What would production at point outside the production possibilities curve indicate? What must occur
before the economy can attain such a level of production?

Any point lie outside the production possibilities curve is unattainable point.

Before the economy can attain such a level of production it must increase the recourses of the
production or improvement in the level of technology used.

Example:
Refer to the diagram to answer questions that follow it

Bicycles

I
0 2 4 6 8 10
Computers

a. If society is currently producing 9 units of bicycles and 4 units of computers and it now decides to
increase computer output to 6, what is the opportunity cost of increase computer output to 6 units?

From the diagram as we move from point C to point D, the economy increase production of
computers from 4 to 6, that leads to decline production of bicycles from 9to 5

Opportunity cost of increase computer output from4 to 6 units =[5 —9| =

b. If society is currently producing at point B, what is the opportunity cost of producing one more
Computer?

If the economy at point B, and its wants to increase production of computers it will move from point
B to point C.

_A Bicycles _ [(9=12 )

3 _ .
A Computer — | (4-2 ) =5 =15 bicycles

Opportunity cost =

c. If society is currently producing at point D, what is the opportunity cost of producing one more
Bicycle?

If the economy at point D, and its wants to increase production of bicycles, it will move from point D
to point C.

STUDENTS-HUB.com Uploaded Byisamneaymous



Econ131: Principles of Microeconomics Chapter 1: Limits, Alternative, and Choices |

. _A Computers _ |(4=6 )| _ 2 _
Opportunity cost ==y 7o = o5l T3 L5 computer

Law of Increasing Opportunity Costs:

The law of increasing opportunity costs. As the production of particular good increases, the opportunity
cost of producing an additional unit rises.

5,5V asladl oo bl GlosSs dmadl Wl Ssir b aslw oo allie wlasg 2lu] O] 16l aalsdl wgils
belaSIl Gusi gladl @818 2lo] (sle dalizol] 2oVl yolic 5,18 pac 9 U5 (sd codls

Example Possibilistes B CD
The following table shows the production possibilistes for an economy A 0 15
which produces bottles of water (B) and Compact Disks (CD) in millions. B 1 14
Does the law of increasing opportunity cost hold here? Show how? C 2 12
D 3 9
E 4 5
F 5 0

Answer:

When we move from A to B, just 1 unit of compact disks is sacrificed for 1 more unit of bottles of
water; but in going from B to C we sacirifice 2 additional units of CD for 1 more unit of bottles of water;
then 3 more of CD for 1 more of bottles of water.

B CD Opportunity cost of one
more bottles of water (B)
= The law of increasing opportunity cost hold here 0 15 -
1 14 1
2 12 2
3 9 3
4 5 4
5 0 5

Shape of the Curve:

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 shows that when the economy moves from A to E, it must give
up successively larger amounts of industrial robots (1, 2, 3, and 4) to acquire equal increments of pizzas
(1,1, 1, and 1). This is shown in the slope of the production possibilities curve, which becomes steeper as
we move from A to E. Q

Unattainable

oW

Attainable

Industrial robots (thousands)

— M W B W 0w @ W0

(=]

1 2 3 4 5 & 7 8 9
Pizzas (hundred thousands)
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>

Production possibilities curve is bowed out from the origin because it reflects the law of

increasing opportunity cost.

Production possibilities curve is straight line because it reflects the law of constant

opportunity cost.

A Straight-Line PPC
Pizza

Food

Constant opportunty
Cost

Clothes

A Curved-Line PPC

Multiple Choices:

1.

STUDENTS-HUB.com

The typical production possibilities curve is:

A. an upsloping line that is bowed out from the origin.

B. a downsloping line that is bowed in toward the origin.
C. a downsloping line that is bowed out from the origin.
D. a straight upsloping line.

The slope of the typical production possibilities curve:
A. is positive.

B. increases as one moves southeast along the curve.
C. is constant as one moves down the curve.

D. decreases as one moves southeast along the curve.

The production possibilities curve has:
A. a positive slope that increases as we move along it from left to right.
B. ia negative slope that increases as we move along it from left to right.

C. a negative slope that decreases as we move along it from left to right.
D. a negative slope that is constant as we move along it from left to right.

Based on the following production possibilities curve answer the following question:
above diagram. The concept of opportunity cost is best represented by the:

A. Move from B on PPl to E on PP2.

B. Move from B on PPl to C on PP1.

C. Move from D inside PPI to B on PPI.

D. Shift of the production possibilities curve from PPl to PP2.

Increasing opportumnity

Robots

Refer to the

Capital goods

0 Consumer goods
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Example
Guns Butter Opportunity cost
Based on the following production possibilities schedule answer the (tons) of Guns
following questions: 1 36 2 tons of butter
2 28 ?
3 ? 12 tons of butter
a. If the economy is currently producing one Gun, and wants to | 4 0 ?
produce more Guns, what is the opportunity cost of an
additional Gun?
) . (A Butter (28—-36)
Opportunity cost of an additional Gun = = = 8 tons of butter

A Gun (2-1)

b. If the economy is currently producing 3 Gun, how many tons of butter can this country produce
efficiently?

Opportunity cost of an additional Gun = A Butter / A Gun

(X-28)
_12=W 2 X-28=-12 = X=28-12=16 tons of butter

Optimal Allocation

Of all the attainable combinations of pizzas and industrial robots on the curve in Figure, which is optimal
(best)? That is, what specific quantities of resources should be allocated to pizzas
and what specific quantities should be allocated to industrial robots in order to
maximize satisfaction?

robots

(B) ahsidly (A) @hnsdlé .axli| goixoll gubaiaw Lo L5\.4;9I Jiow 2oVl lilSol (sameio 0l lluw U,S3
15] Loy u| gosizxol) Sou sl wl)lzdl 9I Bladl a5l Jios csuminll sle @ass JSg ,(C) alnailly
Jiod (suzeioll (sde gai ol Ll 03 ol &lsdl 0is 00 Joiig .yl 8,990l soliell 2oz piziwl

Productive Efficiency). a.>Us| éslaS

Dizzas

Economic decisions center on comparisons of marginal benefit (MB) and marginal cost (MC). Any
economic activity should be expanded as long as marginal benefit exceeds marginal cost and should
be reduced if marginal cost exceeds marginal benefit. The optimal amount of the activity occurs where MB =
MC. Society needs to make a similar assessment about its production decision.

Consider pizzas. We already know from the law of increasing
opportunity costs that the marginal costs of additional units of pizza
will raise as more units are produced. At the same time, we need to
recognize that the extra or marginal benefits that come from
producing and consuming pizza decline with each successive unit
of pizza. Consequently, each successive unit of pizza brings with it
both increasing marginal costs and decreasing marginal benefits.

Marginal benefit and
marginal cost

The optimal quantity of pizza production is indicated by point e at
the intersection of the MB and MC curves: 200,000 units in Figure.
Why is this amount the optimal quantity? If only 100,000 units of
pizzas were produced, the marginal benefit of an extra unit of pizza
(point a) would exceed its marginal cost (point b).When society 0 100,000 200,000 300,000
gains something worth $15 at a marginal cost of only $5, it is better Quantity of pizza
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off. In Figure above, net gains can continue to be realized until pizza product production has been
increased to 200,000.

IfMB>MC — production should be increased
If MB<MC — production should be decreased

If MB=MC — the optimal amount of the production occurs (optimal allocation)

Productive Efficiency (a=Lil 8ssS)

The production of any particular good in the least costly way (waJiSil J5b aeluwdl zlsl).
e Each point occurs on the production possibilities curve represents productive efficiency.

e Each point occurs inside the production possibilities curve represents productive inefficiency.

Bread

The points A, B, C, D, Erepresents productive efficiency

Paint F represents productive efficiency point

Allocative efficiency

The particular mix of goods and services most highly valued by society (eizxoll 518l auc,y o zli)).
Economic Efficiency = Productive Efficiency + Allocative efficiency

Multiple Choices:

1. The optimal point on a production possibilities curve is achieved where:
A. the smallest physical amounts of inputs are used to produce each good.
B. each good is produced at a level where marginal benefits equal marginal costs.
C. large amounts of capital goods are produced relative to consumer goods.
D. large amounts of consumer goods are produced relative to capital goods.

2. The marginal cost curve is:
A. upsloping because of increasing marginal opportunity costs.
B. upsloping because successive units of a specific product yield less and less extra utility.
C. downsloping because of increasing marginal opportunity costs.
D. downsloping because successive units of a specific product yield less and less extra utility.
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3. The output of MP3 players should be:
A. reduced if marginal benefits exceed marginal costs.
B. reduced if marginal costs exceed marginal benefits.
C. increased if marginal costs exceed marginal benefits.
D. reduced to zero if their unit costs exceed the unit costs of alternative products.

4. Refer to the above diagram. Points A, B, C, D, and E show: 144

A. That the opportunity cost of bicycles increases, while that of computers is 12 B
constant.

B. Combinations of bicycles and computers that society can produce by v
using its resources efficiently. ]

C. That the opportunity cost of computers increases, while that of bicycles is 3
constant.

D. That society's demand for computers is greater than its demand for
bicycles.

Unemployment, Growth, and the Future

Unemployment of Resources

AlolS 8000 @lsivs mé ol ,alsiwo e WYl yolic Lam VeSS lodic o WYl yolie) Jolsl byl pac
2Vl o) Jols)l calbedl pac Jios 2oVl wlolSel csumio Jols @ass ol ol csass lisg

Q

=

Any point inside the production possibilities curve, such as U, represents
unemployment or a failure to achieve full employment.

The arrows indicate that by realizing full employment, the
economy could operate on the curve. This means it could
produce more of one or both products than it is producing at

Robots (thousands)
— M W B WL o N @ D

point U.
0 | 2 3 4 5 & 7 8 9 <
Pizzas (hundred thousands)
Example

Refer to the production possibilities curve. Which point represents unemployment and
producing inefficiently? And which points represent productive efficiency?

Point a: unemployment point and producing inefficiently. ;EL J_-___
(Jso gVl yolic o s3> ) gVl jole) JolS JMeiwl Jls a>g; V —F J
b .
Point’s b, c, e, and f represent productive efficiency ( e gai LV \

butter
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Growing Economy sslaidVl goill

When we drop the assumptions that the quantity and quality of resources and technology are fixed,
the production possibilities curve shifts positions and the potential maximum output of the economy
changes.

Production possibilities curve shifters: zVl wlsSol  sumio Jlsil o] 585 (sl olgell

1. Increases in Resource Supplies: a.>Ww)l jslasdl ducgi 9 @S 650

The increase in supplies of resources ( land, labor, capital, and entrepreneurial ability),
improvements in resource quality, move the production possibilities curve outward and to the
right, allowing the economy to have larger quantities of both types of goods ( Economic Growth).

The increase in supplies of resources, improvements in resource quality, shifts the production possibilities curve
outward and to the right (Economic Growth).

sl GLLasS M asis ,geizxall (b @lolall csgally OISCwdl 13 s wsls 18 =Yl 5 lsell @S Ol Lo 3l 13|
Ay e &>yl @lb (ST, gouzoll 118 8,080 Ol abluy sy s O] .osdlocwl )l oSl 85059 ,assmall bg,ul)
ouss (sde Jgazl (Seug - (S3laidl goi ) bgiw wloazly giladl o 1S wleS aui Ul geixoell 138 guaiwn (sJULg
VI &log ,oudolell wuyass el ooVl 2Meaiwl Joe ,2eisel) @>bindl 3)lgodl duces casoms 13] asell

N JWCTY

A decrease in supplies of resources, shift the production possibilities curve inward and to the left from PPC; to
PPC,. (Economic recession (< 255)).

s 3
E PPC c PPC,
8 : S
3 f Economic Growth 3 — J Economic recession
S s PPC
" el 1
& PPC, /" 9 ¥
B o
2 °
< -~ e il
\ ||
Pizzas (hundred thousands) Pizzas (hundred thousands)

2. Advances in Technology geizoell lposzsiwy sl bi>gleiSil jolas

An advancing technology brings both new and better goods and improved ways of producing them.
Increase in output leads to economic growth.

An advancing technology shifts PPC to the right, this leads to increase output.
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Multiple Choices:

1. Unemployment:
A. causes the production possibilities curve to shift outward.
B. can exist at any point on a production possibilities curve.
C.isillustrated by a point outside the production possibilities curve.
D. is illustrated by a point inside the production possibilities curve.

2. Anation's production possibilities curve might shift to the left (inward) as a result of:
A. technological advance.
B. increases in the size of the labor force.
C. the depletion of its soil fertility (&l ae.a3> Wlswl) due to overplanting and overgrazing (il o= )
D. investing in more capital goods.

3. Refer to the above diagram. The concept of economic growth is best
represented by the:
A. Move from point B to point C.
B. Move from point C to point D.
C. Move from point B to point E.
D. Move from point F to point E

Capital goods

0

Consumer goods

Biased Growth and Unbiased Growth: uilgisll jucq Uilgioll goill

sl goil Lol &)l s Loladl Wlio (8 ( Pizza and Robots ) glowdl gao 2ol s boaie Oslgiol] goidl &
i 9l pleball Lol &ols LoglgiSs ok o 38 ,dliodl Jow cslod 1o yue 0gs Lo dslw 2li] 85U3) &mes Sz jlgio
)nga.; pio 285 Jlialbs . oilSall 2] e g ol wgs plebll 2li] 8505 (S| Ssiaw Lo lidg ,aucl,ll (ol VI 85L;
plab) 2] csde s e of wgs (ilSall 2ol @ols Lagleiss

Generally we assume an increase in available resources raises the production capacity of both goods.
An improvement in technology, however, may be specific to one product. In this situation the PPC shifts
outward only along one axis.

Improvement that benefitz both Improvement that benefits
products. PPC shifts outwards onlyPizza PPC shifts to the
from PPC1 to PPC2. . right from PPC1 to PPC2.
0 3
z PPC S
m 2 o
@ =
s/
- o
2 7
= =
oy PPC Ve 2 \
o o
o
L PPC
e 0 PPC, N\
of ~ o
Pizzas (hundred thousands) Pizzas (hundred thousands)
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Multiple Choices:

1. Which of the following could explain the shift in the production possibilities frontier from AB to AC

A. technological improvement in both television production and _
computer production 2
B. technological improvement in television production that has no effect 3 A
on computer production -
C. technological improvement in computer production that has no
effect on television production
D. anincrease in the labor that can produce either television products or
computer B
2. Which of the following will shift the production possibilities curve to the Br:ompufer
right?
A. an increase in the unemployment rate from 6 to 8 percent
B. a decline in the efficiency with which the present labor force is allocated
C. a decrease in the unemployment rate from 8 to 6 percent
D. a technological advance that allows farmers to produce more output from given inputs
. . . . . E 20 r‘n
3. Inthe figure above, moving from point D to point E requires z B
A. Technological change. T o4g c
B. An increase in unemployment. E *
C. Give up (o= 15%) some of televisions in order to obtain more 12
computer 8 ?
D. Give up some of computers in order to obtain more televisions. .
g
0 1 2 3 4
computer
Questions
Question #1

Refer to the production possibilities frontier in the figure above
answer the following questions

1.
2.

Which point is unattainable?

Which point indicates that resources are NOT fully utilized or
are inefficient?

Which point represents an attainable but inefficient
production point?

Which point represents the choice to allocate the greatest
amount of resources to producing consumer goods?

If the country moves from point a to point d, the opportunity
cost of one more unit of consumer goods is
If currently no capital goods are being produced, what is the
total opportunity cost of producing another 10 capital
goods?

What must the economy do to attain point e?
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Question # 2:

The table below lists five points on the production possibilities frontier

for chocolate bars and cans of cola. Production | Production
1. Show these data graphically Point chocolate bars | cans of cola
2. If the economy at point B, what is the opportunity cost of the A 0 100
one more cans of cola? B 10 90
3. If the economy at point D, what is the opportunity cost of the C 20 70
one more bar of chocolate? D 30 40
4. If the economy producing at point E, what is the opportunity E 40 0
cost of producing 40 cans of cola?
5. Can the economy producing 20 chocolate bars and 75 cans of cola? If not why?
6. Does the law of increasing opportunity cost hold here? Show how?
Question # 3

The table above represents the production possibilities frontier for grain and cars. Given this information
answer the following questions.

1. Which of the following combinations is unattainable? (4 tons of
grain and 26 car), (2 tons of grain and 27 cars), (6 tons of grain and
18 cars), (7 tons of grain and 10 cars)

2. If the economy at point D, what is the opportunity cost of
producing one more unit of car?

3. What is the opportunity cost of increasing grain production from 2
tons to 4 tons?

4. What is the opportunity cost of producing the 5t ton of grain?

5. What is the opportunity cost of producing the 26t car?

Question # 4:

Decide whether the following statements are positive or normative:

Production of | Production

grain of cars
Point (tons) (cars)
A 0 30
B 2 28
C 4 24
D 6 18
E 8 10
F 10 0

1. Adrise in the price of petrol will lead to an increase in the demand for rail transport

2. The governmentis right to introduce a ban on smoking in public places

3. Despite alarge increase in income per head, people are no happier today than they were 50
years ago

4. The government can reduce obesity by offering a subsidy to low income families when they buy
fresh vegetables in the supermarket

5. Afallin incomes will lead to a rise in demand for own-label supermarket foods

Question # 5:

The graph represents the production possibilities frontier for Bread and
Tractors

1. Is the combination of (3 Tractors and 12 Bread) unattainable?
Explain

2. If the economy at point C, what is the opportunity cost of
producing one more unit of Bread?

3. What is the opportunity cost of producing the 5t ton of grain?

4. Whatis the opportunity cost of producing the 4th Tractors?
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Chapter One Appendix
Graphs and Their Meaning

Construction of a Graph

A graph is a visual representation of the relationship between two variables.

3shally Ganll laganny ga (ppiie A83le Ty i Ol 3 5 Ladie ald 5 LalaiBY) Sl jpaiall ( GBSl e 5y il ) Caagd bl o sm ) ()
Jsaall e 5 (Horizontal Axis ) "ied) Jsaall " 891 ) gaddl e 3lay Garalaie (i sae o Of (o (Sl Jaiadll dlee 8 Y
Y5 (dependent ) o Lasaad | o pusie dul 5o ae Tas it Sl s )l lee o LS (Vertical Axis ) gaball [ saall (53 ganll
(Horizontal ) il Hsaalls (dependent ) &l Laiadl (Vertical AXis ) gaball sl aady Cus (independent )dites

.(Independent )Jiiual naidl Axis

The table in Figure 1 is a hypothetical illustration showing the relationship between income and
consumption for the economy as a whole. Without even studying economics, we would logically
expect that people would buy more goods and services when their incomes go up. Thus, it is not
surprising to find in the table that total consumption in the economy increases as total income
increases. The information in the table is expressed graphically in Figure 1. Here is how it is done: We
want to show visually how consumption changes as income changes. We therefore represent income
on the horizontal axis of the graph and consumption on the vertical axis.

Income Consumption ] $400
perWeek per Week Point
$ 0 $ 50 a 300 Consumptioh
100 100 b %) ¢ = 50 + |5Y /e/
200 150 c c
3 N\ d
300 200 d 3 200
400 250 e 5 /c.>/
c
o
U b
100 /-/
«
] $100 200 300 400

Income (Y)

% If the curve is a straight line, as in Figure, we say the relationship is linear.
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Direct and Inverse Relationships

The line in Figure above slopes upward to the right, so it depicts a direct relationship between income
and consumption. By a direct relationship (or positive relationship) we mean that two variables change in
the same direction. An increase in consumption is associated with an increase in income; a decrease in
consumption accompanies a decrease in income. When two sets of data are positively or directly
related, they always graph as an upsloping line, as in Figure above.

In contrast, two sets of data may be inversely related. Consider the table in Figure below, which shows
the relationship between the price of basketball tickets and game attendance. Here we have an
inverse relationship (or negative relationship) because the two variables change in opposite directions.
When ticket prices decrease, attendance increases. When ticket prices increase, attendance
decreases. The six data points in the table in Figure 2 are plotted in the graph. Observe that an inverse
relationship always graphs as a downsloping line.

Ticket Attendance, .
Price Thousands Poimnt

$50 0 a

40 4 b

30 8 ¢

20 12 d

10 & &

0 20 f

Ticket price (P)

$50

40

(")
=]

[
=]

—nh
P=5%0-25Q
€
d

€ Ticket
demand
_f

4 8 12 16 20

Attendance in thousands (Q)

» When two sets of variables are positively or directly related, they always graph as an upward sloping line.

» When two sets of variables are negatively or inversely related, they always graph as a down sloping line.

Multiple Choices:

1. If we say that two variables are directly related, this means that:

A the relationship between the two is purely random.

B. an increase in one variable is associated with a decrease in the other variable.

C. an increase in one variable is associated with an increase in the other variable.

D. the two graphs as a downsloping line.

2. If we say that two variables are inversely related, this means that:

A. the two graph as an upsloping line.

B. an increase in one variable is associated with a decrease in the other.

C. anincrease in one variable is associated with an increase in the other.
D. the resulting relationship can be portrayed by a straight line parallel to the horizontal axis.
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3. Refer to the diagram. Which line(s) show(s) a positive relationship between x and y?
A. Aonly.
B. Aand D only. y
C. C.A,B,andD.
D. both C and E. A

4. Refer to the diagram. Which line(s) show(s) a negative relationship /B
between x and y?

o

A. Aonly.
B. both A and D.
C. A

5. If a positive relationship exists between x and v:
A. an increase in x will cause y to decrease.
B. a decrease in x will cause y to increase.
C. the relationship will graph as an upsloping line.
D. the vertical intercept must be positive.

6. If price (P) and quantity (Q) are directly related, this means that:
A. a change in Q will alter P, but a change in P will not alter Q.
B. if P increases, Q will decrease.
C. if P increases, Q will also increase.
D. an increase in P will cause Q to change, but the direction in which Q changes cannot be
predicted.

Dependent and Independent Variables

The independent variable is the cause or source; it is the variable that changes first.

Dependent variable is the effect or outcome; it is the variable that changes because of the change in
the independent variable.

As in our income-consumption example, income generally is the independent variable and
consumption the dependent variable. Income causes consumption to be what it is rather than the
other way around. Similarly, ticket prices determine attendance basketball games; attendance at
games does not determine the printed ticket prices for those games. Ticket price is the independent
variable and the quantity of tickets purchased is the dependent variable.

Mathematicians put the independent variable (cause) on the horizontal axis and the dependent variable
(effect) on the vertical axis.

Multiple Choices:

1. Which of the following statements is correct?
A. The value of the independent variable is determined by the value of the dependent variable.
B. The value of the dependent variable is determined by the value of the independent variable.
C. The dependent variable designates the "cause" and the independent variable the "effect.”
D. Dependent variables graph as upsloping lines; independent variables graph as downsloping
lines.
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Slope of aline

The slope of a straight line is the ratio of the vertical change to the horizontal change between any
two points of the line.

Vertical change Ay

Slope =

Horizontal change T Ax

Positive Slope

Slope is positive when X and Y have a direct relationship. Because consumption and income
change in the same direction; that is, consumption and income are directly or positively related.

Example:

Income Consumption )
per Week perWeek Polat

$ 0 $ 50 a

100 100 b

200 150 4

300 200 d

400 250 &

Calculate the slope between point b and c.

Because income is the independent variable and consumption the dependent variable, when we
plotted the graph we put consumption on the vertical axis and income in the horizontal axis.

A Consumption _ (150—-100) _ 50
A Income (200—-100) 100

=Y

Slope =

The slope of 0.5 tells us there will be a $0.5 increase in consumption for every $1 increase in
income. Or when income increase by $2, consumption increase by $1.

Negative Slope

_ _ _ - - Tic.ket Attendance, Point

Slope is negative when X and Y have an inverse relationship. Price Thousands

$50 a

Example: 40 b

30 g c

The slope between point a and b is: 20 12 d

10 16 e

slope = A Ticket price — (40-50) e L o5 0 20 f

A Attendence (4-0) 4

The slope of - 2.5 means that when person attendance increase by 1 person, then the ticket price
reduce by $2.5
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Slopes and Marginal Analysis

The concept of slope is important in economics because it reflects marginal changes-those
involving 1 more (or 1 less) unit. For example, the 0.5 slope shows that $.50 of extra or marginal
consumption is associated with each $1 change in income. In this example, people collectively
will consume $.50 of any $1 increase in their incomes and reduce their consumption by $.50 for
each $1 decline in income.

Infinite and Zero Slopes

Many variables are unrelated or independent of one another, the slope of this line is infinite or
zero.

A line parallel to the vertical axis (wlslall ;,e=xoJ (S;lg0) has an infinite slope.

A line parallel to the horizontal axis (wl.wl j9=oJ S;lgo) has a zero slope.

Slope =
infinite

Slope = zero

Price of bananas
Consumption

0 Purchases of watches 0 Divorce rate
(a) (b)

Vertical Intercept

The vertical intercept of a line is the point where the line meets the vertical axis. In Figure below the
intercept is $50. This intercept means that if current income were zero, consumers would still spend $50.
They might do this through borrowing or by selling some of their assets. Similarly, the $50 vertical
intercept in Figure 2 shows that at a $50 ticket price, GSU’s basketball team would be playing in an
empty arena.

g $400
| =
8
a .
g 300 IConsumptioh
: ¢=950+5Y )/
v N\ d
200
=] c
3
g b
*2 100
= a
0
2] o $100 200 300 400

Income (Y)
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Multiple Choices: Y
1. Referto the above diagram. The variables X and Y are: 100
A. inversely related.
B. directly related. 80
C. unrelated.
D. negatively related. 60
2. Refer to the above diagram. The vertical intercept: 40
A. is 40.
20
D. cannot be determined from the information given. X

Y 40 80 120 160 200
3. Referto the above diagram. The slope of the line:
A.is—1/4.
B.is + /4.
C. is 0.40.
D. cannot be determined from the information given.

4. Refer to the above data sets. The vertical (1) (2) (3) (4) (5)
intercept is positive for: J K L M N P R T u v
A. all five data sets. _ 0-15 100 40 0 -15 0 0
B. data sets 1 and 3 only. 40 20 a0 5 80 50 20 -25 5 10
C.datasets 1, 3, and 5 only. 80 30 60 5 60 60 40 -35 10 20
D. data set 2 only. 120 40 g0 15 40 70 60 -45 15 30

160 50 120 25 20 80 80 -55 20 40
200 60 150 35 100 -65 25 50

Equation of a Linear Relationship

If we know the vertical intercept and slope, we can describe a line succinctly in equation form. In its
general form, the equation of a straightlineisy = a + bx

Where y = dependentvariable
a =vertical intercept
b =slope of line
x =independent variable

For our income-consumption example, if C represents consumption (the dependent variable) and Y
represents income (the independent variable), we can write C = a + bY.

By substituting the known values of the intercept and the slope, we get ¢ =50 + 0.5Y. This equation

also allows us to determine the amount of consumption C at any specific level of income. You should
use it to confirm that at the $250 income level, consumption is $175.
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h

Example: 100 f/i
Refer to the diagram below write the linear equation that shows 80 f 1 ,.#'"' 1
the relationship between Y and X - SR

60 ~ &7 -
The linear equation form: y = a + bx o«

40
a =vertical intercept = 50 -

20
b =slope of line
Slope = Vertical change _ Ay _ (70-60) _ 10 _ 1, 0 40 80 120 180 200

Horizontal change  Ax (80—-40) 40

2> y=50+%x

Slope of a Nonlinear Curve

The slope of a straight line is the same at all its points. The slope of a line representing a nonlinear
relationship changes from one point to another. Such lines are always referred to as curves.

To measure the slope at a specific point on nonlinear curve, we draw a straight line tangent (ywlos)
to the curve at that point. (A line is tangent at a point if it touches, but does not intersect).

0 5 10 15 20
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Chapter 2

The Market System and the
Circular Flow

Economic Systems:  &slaidVl el

Economic system: a particular set of institutional arrangements and a coordinating mechanism to
achieve economics goals.

Lot ity ol asladVl BlaaVl s ] IS o goizall (e (il Slucwsall dcgazo il SslaidVl plball (8 ,s
SraicwYly osog-all g5l (ad goully ,goizall SLdl o Ljgi (58 @laslly ,@ladl o oS 1T 2li] BlaaVl 0id oiaii A3
yuce gl lewl (58

Economic system has to determine what goods are produced, how they are produced, who gets
them, how to accommodate changes, and how to promote technological progress. ECconomic
systems differ as to who owns the factors of production and the method used to motivate, coordinate,
and direct economic activity.

oleg Jls .goizoll shdl o lpsize s Ss L=l pi @S « L=l picw ol wloasly gl sam ssladVl plall
aacaldy asladVl JSLiall axles ally sVl s)leall &Sle cus oo lpin lod walizs il dusiogll &3LaidVl plaill oo

goizoll 3h3l o wloasly gilall g5

Two kinds of economics systems: the command system and the market system

The Command (Socialism) System  sSl il eUall

In that system, government owns most property resources and economic decision making occurs
through a central economic plan. A central planning board appointed by the government makes
nearly all the major decisions concerning the use of resources, the composition and distribution of
output, and the organization of production.

The government owns most of the business firms, which produce according to government directives.
The central planning board determines production goals for each enterprise and specifies the amount
of resources to be allocated to each enterprise so that it can reach its production goals. The division of
output between capital and consumer goods is centrally decided, and capital goods are allocated
among industries on the basis of the central planning board’s long-term priorities.

oy 8oyl 5)lgoll ellios (sl (sd @galld ,&usLasdVl 3 lgal) el aSlodl @l wlySimall sle (sSlywVl plaul pgis
Ul i Jbb s adgall pg i LaS .adsall cllo LpdS pxliolls csiluolly orilSalls (il V6 .lpale sl sl csdsl anle
nidlly o sl alawle (g crols g uSs zui [3bo ) geszeodl Gl s dalizeall dslaidVl JSLiwdl dp>lgos

oSV pladl (sl 08l Lod (gLl (sildgadl kYl ualld .c53S ,0dl (rogSa]
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The Market System (capitalism)” sJloowi Jl sUadl® 9eudl ol

The system is characterized by the private ownership of resources and the use of markets and prices to
coordinate and direct economic activity. Participants act in their own self-interest. Individuals and

businesses seek to achieve their economic goals through their own decisions regarding work,
consumption, or production. The system allows for the private ownership of capital, communicates
through prices, and coordinates economic activity through markets—places where buyers and sellers
come together. Goods and services are produced and resources are supplied by whoever is willing
and able to do so. The result is competition among independently acting buyers and sellers of each
product and resource.

S5V &sLaidVl s lgoll oo Wyacy (ilSally porlially (ol Y6 2Vl yolis) dolsdl &Sloll (lomwll ool juou Lo pal
AT5 o5 Loy LpJSut] 2015, Aolad] aslall dlos wale plall 14d agass 5oVl LpSlios sl dnlall Glungoll ol oL,ob 2llo
ey Sl ol sl guainy plball 1is Jb (50 5,806 LVl (58 dcaseidl d,mll IS g1Vl olsl g aSlall Boi>
Al JUS o ol I plaill b aaliseall dyslasdVl JSLiall J> o 2UiSy a5 p0 Wl ol gludl zli] gabiawg ad

el &l plaziwl Byl

Multiple Choices:

1. Economic planning by central government agencies is primarily associated with
A. command economies.
B. market economies.
C. laissez faire economies.
D. mixed economies.

2. The market system is an economic system that:
A. Produces more consumer goods than capital goods
B. Produces more capital goods than consumer goods
C. Gives private individuals the right to own resources used in production
D. Emphasizes the government's power to control markets and direct economic activity

3. One element of the command system is:
A. Capitalism
B. Free markets
C. Private ownership
D. Central planning

4. Which would not be characteristic of a capitalist economy?
A. Government ownership of most factors of production
B. Competition and unrestricted markets
C. Reliance on the market system
D. Freedom of enterprise and choice

Characteristics of the Market System
e Private Property gVl jolie) dnlzdl aSloll
In a market system, private individuals and firm, not the government, own most of the property

resources (land and capital). It is this extensive private ownership of capital that gives capitalism its
name.
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B> gy il @ilbgl pdl oy «clloy lowd @zl (slho @) gp8 Mble aS,iy ol wacluall ol cocly)l blal (5o aya) Log
Sy Uiy L8l 319 aSlos low 155> llpiwy oy od olssVl sle el Log) ail 2yl olie) Lol aSloll
JlgoVl 8lgis V &ys,8)l @Sloll plar aswy Sl sVl (sde cacldl wgad (Jal 83039 Hlasiwdl LoV wlhsie Jus
SVl (| a>g5 sl

¢ Freedom of Enterprise and Choice ss>ladVl bladdl )Ll a,>

Businesses are free to obtain and use economic resources to produce their choice of goods and
serves and to sell them in their chosen market.

b ety il Jasll sl abia Uil 1is Jbb b 5,88 HLasVl b daseidl apmdl csde pladl 138 poiss
A0 Wl (sl gludl gls] gadaiang

¢ Self-Interest &axuill axlaoll

In the market system, self-Interest is the motivating force of the various economic units as they
express their free choices. Self-Interest simply means that each economic unit tries to achieve its
own particular goal, which usually requires delivering something of value to others.

U5 0 siindl 05y 53 SV uiJl Izl 929 2 8303 sewlwVl @311 98 (sllowl )l plaidl 50 2u ! 390> asy
B3l 93 2wyl O Loy (olall adlaal (b go soi Loy dwadill aizlas aude o los By lo] plaidl 138 (58 3,9
sk Jadl 5,lgall Il piall SslaisVl bliidl vg,lise cloawlyl pladl (8 uiindl 0l ,adiSilly ©lsluYl o
e G colaig wonsiwl 18 0gSi @sladll s,lgell JS 0l @usladYl daisVl geos d Us Gasm g ,diSow

03,10 0 Sew U5 (suadl (sle goixoll Loz by ,&iSon Cb)i csuadl

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
jobsz.

e Competition a..sloll

The market system depends on competition among economic units. Competition requires two
or more buyers and two or more seller acting independently in a particular product or resources
market. Freedom of sellers and buyers to enter or leave markets.

= loYly aslasVl selasll 830y sle Josi sl Jolsall o i s oslocwll plbaddl poilas pal oo csds
oriinll 29y>3 LolaM el olxil s axilly oaSlpiamall oo Sac WS OliimY ppiw lawd Ugwdlay Ugziialld
Ua...az..” PI 09 >)|9.o.U J..ABW plazaaw) ._5\” Us S>Y p.; U9 slasVI W dg.u.d| WO sy yg Qaszioll dslasll S9d
gladl sle Jsozxll ppin lowd Ogauslisy il uSlpimnll Sgiwo (sde auwdlioll 4295 5,31 @b ¢0g.5ls0l) casll
ol ,Sg.d 69,0 gludl pgd Jini V il UsSlpiwnll 2,2 e lewVl glas)] sl Ssi o tlpigmlizy (sl Sloazl
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¢ Market and Prices el all

In the market system, markets, prices, and profits organize and market effective the many
millions of individual economic decision that occur daily.

ppLx.muo).C@Su..zM.o.UuLL)Dng uLbJ|n59mMuL£)J|om W&L.»@Suﬁlg.w;.muuhs)py
)lsauuw S Uo)gﬂ Sgdq %] S99 L JLLQ...U Aiid ‘uo)s.” Sy Us Oy S0 guy p]cu| M l.gs.ug
Bl (8 zuin JS @S saxig

STUDENTS-HUB.com Uploaded By:saneaymous



Econ131: Principles of Microeconomics Chapter 2: The market System iele 2 T

e Technology and Capital Goods L>glgisil

Advanced technology and capital goods are important because the most direct methods of
production are often the least efficient.

aalS5 J3b aaS)l puiss 2l gabuinn pAsto LorsliSs Sy plaxiwl OY dago &bl glully doisioll auaidl
(o] 8s1s)

e Specialization

Specialization is the use of resources of an individual, firm, region, or nation to produce one or a
few goods or services. These goods and services are then exchanged for a full range of desired
products.

e Use of money 2 sill Jasiul

The characteristic of any economic system is the extensive use of money. Money performs
several functions, but first and foremost it is a medium of exchange.

soaill gy wls iS (S lzall Usball adac Jpws 398l O (58 csdlocwl )l sLlasdVl (58 lpsadly seail @lSe 1yazs
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e Active, but limited, government

An active, but limited, government is the final characteristics of market system in modern
advanced industrial economies. Although a market system protests a high degree of efficiency
in the use of its resources.
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Five Fundamental Questions: slaisVl ple by pigs sl 00Vl

The key features of the market system help explain how market economies respond to five
fundamental questions:

- What goods and services will be produced?

- How will the goods and services be produced?
- Who will get the goods and services?

- How will the system accommodate change?

- How will the system promote progress?
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e What Will Be Produced?goizxoll =i sl wloasdly gludl (s Lo

The goods and services produced at a continuing profit will be produced, and those produced at a continuing
loss will not. Profits and losses are the difference between the total revenue (TR) a firm receives from
the sale of its products and the total opportunity cost (TC) of producing those products.

The market system produces products whose production and sale yield total revenue sufficient to
cover total cost (TR > TC = profit). It does not produce products for which total revenue
continuously falls short of total cost ( TR < TC = losses). Competition forces firms to use the lowest-
cost production techniques.

ole goizall (sle 8l lp=lisl sle see ol wloaslly gl o Y loiss bl 5835 (il wloaslly gl glisl o
Sl ol guiis &>liall &Yl 05lsal lady lpxiss 0f o sl wlosslly gl iy Ol govxoll 9| wsill sladVl
AalSill (oo J3T sl] i) Slxiiall 25 Y 58 (o)) &Sl aalSul i) 9IS cadlo] sl aude sgs ool Slaiial
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¢ How will the goods and services be produced? wloazdly gludl gus @S

What combinations of resources and technologies will be used to produce goods and services?
How will the production be organized? The answer: In combinations and ways that minimize the cost
per unit of output. Because competition eliminates high-cost producers, profitability requires that
firms produce their output at minimum cost per unit. Achieving this least-cost production
necessitates, for example, that firms use the right mix of labor and capital, given the prices and
productivity of those resources. It also means locating production facilities optimally to hold down
production and transportation expenses. Least-cost production also means that firms must employ
the most economically efficient technique of production in producing their output. The most
efficient production technique depends on the available technology, that is, the various
combinations of resources that will produce the desired results, the prices of the needed resources.
gy JioVl Lol Swloazdly glwdl gl lpolaziwl pivw sl LgloiSil Sgiunog a4Vl 5)lsall oS s Lo
3L ol (OSoy Lo J3I 8a>g)l @alSs weSs )aalSs Jsb wloazdly gludl oo dilio oS zlo] 98 wloazlly glul
plazicwl diSe gVl olic dwS) Jioll plazicwVl o 3 V el (gab=iy (@iSon aalSs ,_Jsb da>gll 2ol o ol 2L,V
>LaidVl Wind . gyl jolic Go yaic 5895 Sao (sle gl &S soisiw gl .zwYl (sd pass Ry l>0J9iSi Sgiuo
Pzl e aoiey =Ll ungI Jizeew (ol ) & yindl 3)lgoll o 8,mS slacl a8 ,99:5 Sl goizoll ol wswoill
Qoo Lk>glgiSi oaicy alolell ENAY o ald aun goixo puSes , WVl WlpSlall plaziwl o ST i ol SsLVI
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¢ How will get the goods and services? wloazlg gludl guis ol

The market system enters the picture in two ways when determining the distribution of total output.
Generally, any product will be distributed to consumers on the basis of their ability and willingness to
pay its existing market price. The ability to pay the prices for products depends on the amount of
income that consumers have, along with the prices of, and preferences for, various goods. If
consumers have sufficient income and want to spend their money on a particular good, they can
have it.

e sl puSlpiuell (e wloazly gludl i385 pisdoadl ol (59 ¢ lp=li] i (sl wloasly RLudl Rise5 pis o e
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¢ How will the system accommodate change? ,ueill wegius ol SsladVl plal) (Sou S

Market systems are dynamic: Consumer preferences, technology, and supplies of resources all
change. This means that the particular allocation of resources that is now the most efficient for a
specific pattern of consumer tastes, range of technological alternatives, and amount of available
resources will become obsolete and inefficient as consumer preferences change, new techniques
of production are discovered, and resource supplies change over time. Can the market economy
adjust to such changes? Suppose consumer tastes change. For instance, assume that consumers
decide they want more fruit juice and less milk than the economy currently provides. Those
changes in consumer tastes will be communicated to producers through an increase in spending
on fruit and a decline in spending on milk. Other things equal, prices and profits in the fruit juice
industry will rise and those in the milk industry will fall

OO A pLa.oJl Ls\SJLog ‘pwl LA.>9.19.AS.AJI kSQ.A_u.LD ._l.l.g.;_uu:\“ 995 )AA&LU JJLQ S>> onJ 9D S3laidVIl plall
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ol osely; goimo oo ool Jols . uSlpiaoll Blodl i go @led e (apd aslioll 3,lgoll pxsg cdumgleiSill Jsloul
ozl 33l Blg, i s> glw Wl s lpolaziwy &=Vl sleall go 5uS s3> Jisx wullin selio gaixo
apSlall eac cumioll (sl 8,Lal s s 0l cudsdl Ll (sde aSlgall yuac (sde ouSlpiaoll JLEI 515 151 Wiod
apSlall yuac aclio 8 2b,Vls Hlenwl 8505 ol 38 WU 1idg wudzdl o 2wVl @S Julsig 2oVl aws 85b; (sle
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e How will the system promote progress? pasdl (sle SsladVl plaldl g=uin S

Society desires economic growth (greater output) and higher standards of living (greater income
per person). How does the market system promote technological improvements and capital
accumulation, both of which contribute to a higher standard of living for society?

31,8V sl Slgiawo 89, (sl cliSy (axiioll loasdly gludl @uoS 8305) S3laidVl goi aiz (sl goizo JS coma
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The “Invisible Hand”

In his 1776 book The Wealth of Nations, Adam Smith first noted that the operation of a market system
creates a curious unity between private interests and social interests. Firms and resource suppliers,
seeking to further their own self-interest and operating within the framework of a highly competitive
market system, will simultaneously, as though guided by an “invisible hand,” promote the public or
social interest. For example, we have seen that in a competitive environment, businesses seek to build
new and improved products to increase profits. Those enhanced products increase society’s well-
being. Businesses also use the least costly combination of resources to produce a specific output
because doing so is in their self-interest.

il a,laill 25ain 908 1776 ol poVl 8855 pupuidll LS (58 Canonw o] 60 oY Aorsiwl Jgudll (8 o dpasll s,V
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The dynamic market economy creates continuous, repetitive flows of goods and services, resources,
and money. The circular flow diagram, shown in Figure below illustrates those flows. Observe that in the
diagram we group private decision makers into businesses and households and group markets into the
resource market and the product market.

Resource Market:

The place where resources or the services of resource suppliers are bought and sold. In the resource market,
households sell resources and businesses buy them. Households (that is, people) own all economic
resources either directly as workers or entrepreneurs or indirectly through their ownership of business
corporations. They sell their resources to businesses, which buy them because they are necessary for
producing goods and services.

) aleaall (3 g bl 5l cpatll) G alEY) paliall Glead o) bl jabiaal) Jols Led b Al AV Sl Gl sa el (3 g
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Product Market

The product market: the place where goods and services produced by businesses are bought and
sold. In the product market, businesses combine
resources to produce and sell goods and RESOURCE

services. Households use the (limited) income MARKET

. * Households sell
they have received from the sale of resources to « Businesses buy
buy goods and services. The monetary flow of
consumer spending on goods and services

yields sales revenues for businesses.
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‘ PRODUCT -a.f‘é §
&

» MARKET Goot®
o‘b * Businesses sell &
e * Households buy M&‘
- Resources flow from households to cors®
businesses through the resource market.
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- Products flow from businesses to households through the product market.

- Opposite these real flows are monetary flows. Households receive income from businesses
(their costs) through the resource market, and businesses receive revenue from households
(their expenditures) through the product market.

- In this circular flow diagram, resources flow counterclockwise (aclull u,lic jusc).

- In this circular flow diagram, money flows clockwise.

Multiple Choices:

1. The resource market is the place where:
(A) households sell products and businesses buy products.
(B) businesses sell resources and households sell products.
(C) households sell resources and businesses buy resources (or the services of resources).
(D) businesses sell resources and households buy resources (or the services of resources).

2. Which of the following would be determined in the product market?
(A) a manager’s salary.
(B) the price of equipment used in a bottling plant.
(C) the price of 80 acres of farmland.
(D) the price of a new pair of athletic shoes.

3. In this circular flow diagram:
(A) money flows counterclockwise.
(B) resources flow counterclockwise.
(C) goods and services flow clockwise.
(D) households are on the selling side of the product market.

4. In this circular flow diagram:
(A) households spend income in the product market.
(B) firms sell resources to households.
(C) households receive income through the product market.
(D) households produce goods.

5. Refer to the above figure. If box A represents households, B the
product market, and C businesses, and if flow (3) represents
revenues, then (4) would represent ___ while flow (5) would (1) B (3)
represent 2) )

A. Resources; goods and services
B. Goods and services; resources
C. Costs; resources

D. Goods and services; costs.

(7 (5)
(8) b (®)
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Chapter 3

Demand, Supply, and Market
Equilibrium

Markets

Markets bring together buyers (“demanders”) and sellers (“suppliers™), and they exist in many forms. The
corner gas station, an e-commerce site, the local music store, a farmer’s roadside stand—all are
familiar markets. Palestinian Stock Exchange is a market where buyers and sellers of stocks and bonds
and farm commodities from all over the world communicate with one another to buy and sell.

delw 2wy ducgiy @unS iz Loy Ylail ool go Wil lpdawly Jan s @iyl of alowell &l Bgdl By
Logiw Lol piy dymo
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Demand

Demand is a schedule or a curve that shows the various amounts of a product that consumers are willing and able to
purchase at each of a series of possible prices during a specified period of time. Demand shows the quantities of
a product that will be purchased at various possible prices, other things equal.

oS bl 98 B . o0l (08 @iow cuiiod] 3595 bl (58 dlioo ruSlpiwoll 858 Ladg  dgadl (58 Olyigi cuigd Jud
el y2 0 Sginog llpimadl J55 o> s oSl el slyis sle 8,080l 395 &0 o el (oo Wl s llpianadl ity
LVl oz glinoll duesStl (b 8,580dl 5,51 Jolgall isi go asludl

Law of Demand

Other thing equal, as price falls, the quantity demanded rises, and as price rises, the quantity
demanded falls.

PT = Qal Pl =Qal

There is a negative or inverse relationship between price and quantity demanded.

Demand schedule or demand curve

Because price and quantity demanded are inversely related, an individual's demand schedule graphs
as a down sloping curve such as D. Other things equal, consumers will buy more of a product as its
price declines and less of the product as its price rises.
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$6

Price per Quantity Demanded _§ g \
Bushel perWeek o
$5 10 4 .

4 20

3 a5 3 .

1 55

| 80 2 .
| b
0 10 20 30 40 50 60 70 80 Q

Guuantity Demanded

The inverse relationship between price and quantity demanded for any product can be represented
on a simple graph, in which, by convention, we measure quantity demanded on the horizontal axis
and p rice on the vertical axis. In the graph in Figure above we have plotted the five price-quantity
data points listed in the accompanying table and connected the points with a smooth curve, labeled
D. Such a curve is called a demand curve. Its downward slope reflects the law of demand—people buy more of a
product, service, or resource as its price falls. The relationship between price and quantity demanded is
inverse (or negative).

Why the inverse relationship between price and quantity demanded?
Three explanations of these relationships

e People ordinarily do buy more of a product at a low price than at a high price. Price is an obstacle
that deters consumers from buying. The higher that obstacle, the less of a product they will buy; the
lower the price obstacle, the more they will buy.

¢ |n any specific time period, each buyer of a product will derive less satisfaction (or benefit, or utility)
from each successive unit of the product consumed. The second Big Mac will yield less satisfaction
to the consumer than the first and the third still less than the second. That is, consumption is subject
to diminishing marginal utility. And because successive units of a particular product yield less and
less marginal utility, consumers will buy additional units only if the price of those units is progressively
reduced.

axis ool Lpule Jax (sl Gaxll dsaioll ol e (diminishing marginal utility) &zl asaiell Ladls veld Lau
ol 8a>9 US Lpsrai (sl asaioll Ol Csuisoy .aadlio UgSiw 85350 qinj 6,18 JM> asludl o ddlse wlasg) asMpiwl

lasg Sy Ol amiuo Apiuwold Ui . isew il 8ol lpidlol sl dsaioll s oo J31 0gSiw llpiwol! ésiio
Sl oS whsoll ali jew 15] a8lo|
¢ We can also explain the law of demand in terms of income and substitution effects.

The income effect indicates that a lower price increases the purchasing power (il & 353) of a
buyer's money income, enabling the buyer to purchase more of the product than before.

asladl oo @olholl @Sl 6305 | 38 oo 3555 Mpsanol) sl il sgall Ol asludl 2w Jés losic

The substitution effect suggests that at a lower price buyer have the incentive to substitute what is
now a less expensive product for similar products that are now relatively more expensive.
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For example, a decline in the price of chicken will increase the purchasing power of consumer incomes,
enabling people to buy more chicken (the income effect). At a lower price, chicken is relatively more
attractive and consumers tend to substitute it for pork, lamb, beef, and fish (the substitution effect). The
income and substitution effects combine to make consumers able and willing to buy more of a product
at a low price than at a high price.

Multiple Choices:

1. Demand is the total quantity of a good or service that customers:
A. are willing to purchase.
B. are able to purchase.
C. are wiling and able to purchase.
D. need.

2. The law of demand states that, other things remaining the same, the higher the price of a good, the
A. Smalleris the demand for the good.
B. Smaller is the quantity of the good demanded
C. Largeris the quantity of the good demanded.
D. Largeris the demand for the good.

3. The law of demand states that the quantity of a good demanded varies
A. Inversely with its price.
B. Directly with population.
C. Directly with income.
D. Inversely with the price of substitute goods.

4. Each point on the demand curve reflects
A. The highest price consumers are willing and able to pay for that particular unit of a good.
B. The highest price sellers will accept for all units they are producing.
C. The lowest-cost technology available to produce a good.
D. All the wants of a given household.

Individual Demand s»,8Jl bl

Is the quantity demand by single buyer at each price level
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Market Demand (el b

The market demand is the summation the quantities demanded by all consumers at each of the
various possible prices. The market demand curve is the horizontal summation of the individual demand
curves of all the consumers in the market.
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Example
Suppose that there are three buyers in the market of Corn. At each price level, the quantity demanded
is given.
Price per Quantity Demanded Market demand
Bushel Majed | Yousef | Sama

$5 10 12 8 10+12+8=30

4 20 23 17 20+23+17=60

3 35 39 26 35+ 39 + 26 = 100

2 55 60 39 55+ 60 + 39 = 154

1 80 87 54 80 + 87 +54 =221

P P P F
+ + — (Market)
33 $3 $3 $3 * D
D, D, D;
0 35 ¢ 0 39 Q o 6 ¢ 0 100 @
(= 35+ 39 + 26)

Example

For a market of 200 corn buyers, each with a demand as shown in the table below. What is the market

demand curve?

Price per Quantity Market Demand
Bushel Demanded | (Qd * # of buyers)
per Week
$5 10 10 * 200 = 2,000
4 20 20 * 200 = 4,000
3 35 35 * 200 = 7,000
2 55 55* 200 =11,000
1 80 80 * 200 = 16,000

Change in Quantity Demanded agloll sl (a8 el

Is a movement from one point to another point on a fixed demand schedule or demand curve.

el e e beasc dayglboll @0SJl (88 el Gaxyg
Change in quantity demand is cause by increase or decrease in the price

of the product.

For example, a decline in the price of corn from $5 to $4 will increase the
guantity of corn demanded from 7 to 8 bushels. Movement from point X
to point Y on the demand curve represents a change in quantity
demanded (increase in quantity demanded).
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A change in the demand schedule or, graphically, a shift in the demand curve is called a change in demand

- If the consumer desires to buy more units at each possible price, then demand increase. Increase
in demand is shown as a shift of the demand curve to the right, say, from Do to Da.

- Adecrease in demand occurs when consumers buy fewer units at each possible price. Decrease
in demand is shown as a shift of the demand curve to the leftward, say, from Do to Do.

P

$6
5 [ ]
3 4 "
= Increase in demand
2 a
s 3 5
2
@
o
=2 b
=
-
o 2 D;
/ ®
Decrease D,
in demand D,
0 2 4 6 2] 10 12 I 4 16 18 ¢

Quantity demanded (thousands of bushels per week)
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Multiple Choices:

1. A barber (&) raises the price of haircuts and finds that the volume of business declines. This
indicates:

a decrease in demand

an increase in demand

a decrease in quantity demanded

an increase in quantity demanded

00>

2. The quantity of a good demanded tends to increase as its price falls because:

at lower prices, suppliers are willing to supply a greater quantity to the market

a decrease in price leads consumers to substitute toward this now relatively cheaper product
a decrease in price shifts the demand curve to the right

a decrease in price shifts the demand curve to the left

cow

3. The consumer was able to buy 10 cans of cola at a price of $1 in last week. In this week, it is able to
buy 14 of the same cans of cola at a price of $1. Evidently, the consumer has experienced a(n):
A. increase in demand
B. increase in supply
C. decrease in demand
D. increase in quantity demanded

4. The number of personal computers sold annually in the United States has increased at a rapid rate.
The price of personal computers has fallen. The rise in sales due to the lower price is called
A. An increase in quantity demanded.
B. A decrease in quantity demanded.
C. Anincrease in quantity supplied.
D. Anincrease in demand.

Determinants of demand (demand shifters)

» Consumer's Tastes (preferences) clpiwodl 895

A favorable change in consumer tastes for a product makes the product more desirable; means
that more of it will be demanded at each price. Demand will increase (shift to the right).

An unfavorable change in consumer tastes for a product will decrease demand (shift to the left).

sl5 LolSs .élume delw oo clpi ol Loulby (sl oSl auass b 1S Lgs wely cllpiwnll Bod Ol zuslgll oo
s olS b aeluwy ae, clpiwnll U5 lodSs ,aeludl s oo lpdby il SlosSIl wals WS Lo deluy aue, Ellpiuell
Loso Ll (sl SluoSUl

» Number of Buyers aelud) Slpiundl sac

An increase in the number of buyers in a market is likely to increase product demand = shift
demand curve to the right

A decrease in the number of buyers in a market will lead to decrease demand = shift demand
curve to the left
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» Income lpiwell J=>

(a) Normal goods ( Superior goods)

Goods whose demand varies directly with money income are called normal goods or “superior
goods".

Income? = demand? = shiftdemand curve to the right.
Income | = demand| = shiftdemand curve to the left.

Examples for normal goods: Steak; Furniture; Clothing; car

(b) Inferior goods @l aslul
Goods whose demand varies inversely with money income are called inferior goods.

Incomet? = demand| = shiftdemand curve to the left.
Income| = demand? = shiftdemand curve to the right.

Examples for normal goods: Used Furniture, Used Clothing
Multiple choices:

1. If agood isinferior and income decreases then
A. The demand curve will shift to the right
B. The supply curve will shift to the right
C. The demand curve will shift to the left
D. The supply curve will shift to the left

2. Gasoline is a normal good. When consumer income increases, there will be
A. arightward shift in gasoline supply curve
B. A leftward shift in gasoline supply curve
C. Arightward shift in gasoline demand curve
D. Aleftward shiftin gasoline demand curve

3. If used cars are inferior goods and incomes decline
A. sales of new cars remain unchanged
B. sales of used cars decline
C. sales of new cars increase
D. sales of used cars increase

» Prices of Related Goods
(a) Substitutes good (alaJl gLudl) @ Is one that can be used in place of another good.
a8 S35Vl o Vo lodlasl pazsowy Ol dllpsiuall 0ol OIS 15] uidis orielad] (somw

Examples: Coca-Cola and Pepsi; Colgate toothpaste and Crest; Nike and Reeboks; Chevrolets and
Fords

When two products are substitutes, an increase in the price of one will increase the demand for the other.
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For example, an increase in the price of Coca-Cola, consumers will buy less of it and increase their
demand for Pepsi. = Shift demand curve for Pepsi to the right.

(b) Complements good (alssJl glull): Is one that is used together with another good?

asbio sle ellpiwall Jas (xizs aslill Mol oVl IMpiwl 0,81 15] logas) OlilaSo lagil Vlisludl e
Too ouislod! dllpiwn @b @z

Examples: Car and Gasoline; Computers and Software; Camera and film; Cell phone and Cellular
service

When two products are complements, an increase in the price of one will decrease the demand for the other.

For example, a decline in the price of cars, consumers wil buy more of it and increase the
demand for gasoline = shift demand curve for gasoline to the right

(c) Unrelated good (aai,o sl gludl)
Goods are not related to one another is called unrelated or independent.

Examples: Butter and Golf balls; Potatoes and Automobiles; Bananas and Camera

If a change in the price of one has no effect on the demand for the other, then the two good
are unrelated

Multiple choices:

1. If the price of a complement decreases, all else equal,
A. Quantity demanded will decrease.
B. Demand will increase.
C. Demand will decrease.
D. Supply will increase.

2. If the price of orange juice rises, the demand for grapefruit juice will
A. increase because the two goods are substitutes
B. increase because itis a complement
C. decrease because the two goods are substitutes
D. decrease because the two goods are complements

3. Assume chickens are normal goods and chickens and meat are substitutes, which of the following
will cause the demand curve for chickens to shift to the left.
A. increase in consumers' incomes
B. decrease in the price of chickens
C. increase in the price of meat
D. decrease in the price of meat

4. Which of the following events would increase a student's demand for Falafel?
A. anincrease in the price of Falafel
B. a decrease in the price of Hamburgers (Falafel and Hamburgers are substitutes)
C. adecrease in the price of Coca-Cola (Falafel and Coca-Cola are complements)
D. Anincrease in student monthly allowance (s« < _»<=<) that the student receives from his family
(Falafel is an inferior good).
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5. Arightward shift in the demand curve for product C might be caused by:
A. Anincrease in income if C is an inferior good.
B. Adecrease inincome if Cis a normal good.
C. Adecrease in the price of a product that is a close substitute for C.
D. Adecrease in the price of a product that is complementary to C.

» Consumer Expectations asludl jow 8 el ol cllpiuoll wledgs

expectation of higher future prices may cause consumers to buy now in order to anticipated («si)
pricerises = increasing current demand ( shift current demand to the right)

For example, inclement weather (¢sus,)l ushll) creates an expectation of higher future prices of
Tomato, this lead to increasing today's demand for Tomato.

Multiple choices:

1. If buyers expect the price of a good to rise in the future, the result is
an increase in supply today

a decrease in quantity demanded today

an increase in demand today

an increase in quantity demanded today

00>

2. If the price of gasoline rises dramatically,

The quantity demanded for cars will decrease.

The demand for commuter train ndes will decrease.

The demand for cars will decrease.

The quantity of commuter train rides demanded will increase.

cow >

3. Which of the following will increase the demand for large automobiles?

A fall in the price of small automobiles.

A decrease in insurance rates for large automobiles.

Afall in the price of large automobiles.

A decrease in buyers' incomes (assuming large automobiles to be a normal good).

o0 >

Supply

Is a schedule or curve showing the various amounts of a product that producers are willing and able to
make available for sale at each price level.

sl s 2lo] (sle 8,38)] 5895 8o bo sl oo lpoycs Lol auio] ety @uoS (sadl 93 Lol

Law of Supply

Other thing equal: as price rises, the quantity supplied rises; as price fall, the quantity supplied falls.
PT = Qs
Pl = Qs|

There is a positive relationship between price and quantity supplied.
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The supply curve

e Individual supply curve «s>,all 6,2l

The supply curve for an individual producer graphs as an up sloping curve. Other thing equal,
producers will offer more of a product for sale as its price rises and less of the product for sale as it price
falls.

Jolgall £la) go ,aslul 048 2wy puziiadl 151 i o Lo sl oo angy2ell dxoSUl ¢yu @Ml (un Guzxiiall 351 Lo ,c

Al s,V
Price per Quantity P
Bushel supplied per
week s S
$5 60 i
4 50 Fh
3 35 g
2 20 £
1 5 =1
1

0 20 3230 4 0 & 70 Q
Quantity Supplied (bushels perweek)

Market Supply Geudl o,

The market supply is the summation the quantities supplied by all consumers at each of the various
possible prices.

ont @Ml Sl (6,e Ly wiiall gra> Loy Jiowd Joaudl oye bl euziioll 151 U e Jiay (3,8l yosell Ul L)Ss
9 8,580l S,3VI Uolgell Loldl ge aeluwll 018 ,ewy Ggawdl (88 uziioll gaox S o b delw oo dog,2ell @Sl
b yo,ell

Example

For a market of 200 corn sellers, each with a quantity supply as shown in the table below. What is the
market supply schedule?

Price per Quantity Market supply
Bushel Supplied (Qs * # of producers)
per Week
$5 60 60 * 200 = 12,000
4 50 50 * 200 = 10,000
3 35 35 * 200 = 7,000
2 20 20 * 200 = 4,000
1 5 5*200 = 1,000
P
Change in Quantity Supplied &asg,2oll &Sl (88 sl £
5,
3
Is a movement from one point to another point on a fixed supply % A
schedule or supply curve. 5! B/‘
g2
Change in quantity supply is cause by a change in the price of the product. g
a2
1
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For example, an increase in the price of corn from $3 to $4, increase the quantity of corn supplied from
35,000 to 50,000. Movement from point A to B on the fixed supply curve.

Change in Supply

. . P
A change in one or more of the determinants of supply causes a U

Sz
change in supply.

5y
Decrease in supply 5
An increase in supply is shown as a rightward shift of the supply

curve as from S1 to S2.

=

(X}

A decrease in supply is shown as a leftward shift of the supply curve
as from S1 to S3.

Price (per bushel)

3

Increase in supply

-

10 20 30 40 W0 60 T0 Q

Determinants of Supply (Supply Shifters) Lol (8 8,540l , Lolgell Quantity Supplied (bushels per week)

1. Resource Prices &=l 5,lgall lewl
- Higher resource prices raise production cost, this leads to decrease the profit. Reduction in
profits reduces the incentive for firms to supply output at each product price = shift supply curve
to the left (upward).

- Lower resource prices reduce production cost and increase the profit. Raises profits raise the
incentive for firms to supply output at each product price = shift supply curve to the right.

Example
A decrease in the price of microchips increases the supply of computers.
An increase in the price of textile, decrease the supply of furniture.

2. Technology

Improvement in technology enable firms to produce units of output with fewer resources = reduce
production cost = increase the supply (shift supply curve to the right)

For example, the development of more effective wireless technology increases the supply of cell
phones.

3. Taxes and Subsidies  swsS=Jl pcilly il all
An increase in sale or property taxes will increase production cost and reduce supply (shift supply
curve to the left)

. aog,20ll WloS)l Juda JWls 2oVl @l 305 sl wSsés asbudl (sle ilyo dosSadl U8 of el V

If the government subsidizes the production of a good, it in effect lowers the production costs and
increase supply.
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w29 .Sl &S Lol e 8,08)l Wby 2oVl IS Lolassl (I S8 clJs b uzdl st ped> dogS=l Coad 15]
S| @S
Examples

- Anincrease in the excise tax cigarettes reduces the supply of cigarettes.
- A decline in subsidies to state universities reduce the supply of higher education
pdedl sde poyell polazsl (sl Sxd wleolal) pasoll swgS=l peill Lolazs]
4. Prices of Other Goods zlsVl ¢ alaJl gludl lewl

9 iy Ul e | el pwald &= LoY slgoll pusin lop=>Ls] Soy Ulielw LQ.Pi gyl 9 oldpadl beludl B)=
Eol3-0dl UL jue il 2w sls;l 1518 . LpSlioy (sl slgodl pusi plaziwly Logio oSl aiiy Ol g5l50dl UL Ul o 2LV

. vAsSiiiw gwsll o dog el WSl Ul Sl awsll Gl (sle clldg juealdl acl,; 9= @93 w
Firms that produce a particular product, say, soccer balls, can sometimes use their plant and
equipment to produce alternative goods, say, basketballs and volleyballs since soccer balls and
basketballs are substitutes in production.
The higher prices of these "other goods" may entice soccer ball producers to switch production to
those other goods in order to increase profits. This substitution in production results in a decline in the

supply of soccer balls.

Example: Anincrease in the price of cucumbers decrease the supply of watermelons.
Subdl oo dng,20ll GloS)l Ol ST aubdl Glus sle sy Ll dclyy g% @93umw £l O Hll Hoaw slssl 13]
5. Producer Expectations about the future price
Farmers anticipating a higher wheat price in the future might withhold («>~:) some of their current
wheat harvest from the market, thereby (4l%) causes a decrease in the current supply of wheat.
6. Number of Sellers Bgudl s acldl sac

Other things equal, the larger the number of suppliers, the greater the market supply. As more firms
enter an industry, the supply curve shifts to the right.

Multiple choices:

1. If an excise tax is imposed on a good or service,
A. the supply curve shifts upward
B. the supply curve shifts downward
C. the price paid by consumers decreases
D. the quantity produced and sold increases

2. Supply curves do not shift if there is a change in the
A. Number of sellers of the good.
B. Technology used to produce the good.
C. Price of the good.
D. Price of resources used to produce the good.
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3. All of the following shift the supply of watches to the right exce pt(stib)

an increase in the price of watches

an advance in the technology used to manufacture watches

a decrease in the wage of workers employed to manufacture watches
manufactures’ expectation of lower watch prices in the future

00® >

4. What will happen in the rice market if sellers are expecting higher prices in the near future?
The demand for rice will increase.

The demand for rice will decrease.

The supply for rice will decrease.

The supply of rice will increase

cow

5. Wheat is the main input in the production of flour. If the price of wheat increases, all else equal, we
would expect
A. The supply of flour to be unaffected.
B. The supply of flour to decrease.
C. The supply of flour to increase.
D. The demand for flour to decrease.

6. If good Y is a substitute in production for X then an increase in the price of Y will:
A. Cause an increase in the supply for X.
B. Cause a decrease in the demand for X.
C. Cause an increase in the supply for Y.
D. Cause a decrease in the demand for Y.

7. Which one of the following would cause the supply of bananas to increase?
A. Atechnological advance which lowers the cost of banana production.
B. A decrease in the number of producers of bananas.
C. Anincrease in the price of a fertilizer used in growing bananas.
D. Asevere rain shortage (which causes banana trees to die off).

Example

What effect will each of the following have on the supply of auto tires?

a. A technological advance in the methods of producing tires.
A technological advance in the methods of producing tires enable firms to produce tires with fewer
resources = reduce production cost = increase the supply of auto tires (shift supply curve to the
right)

b. A decline in the number of firms in the tire industry.

The smaller the number of firms in the tire industry, the less the market supply of auto tires. Shift the
supply curve of auto tires to the left.

c. Anincrease in the prices of rubber (ki) used in the production of tires.

Higher prices of rubber raise production cost, this leads to decrease the profit. Reduction in profits
reduces the incentive for firms to supply auto tires at each price = shift supply curve to the left.
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d. The expectation that the equilibrium price of auto tires will be lower in the future than currently.

The expectation that the equilibrium price of auto tires will be lower in the future induce firms of tires
to expand production causing current supply to increase. = Shift supply curve to the right

e. A decline in the price of the large tires used for semi trucks and earth-hauling rigs (with no change in
the price of auto tires).

Auto tires and large tires are substitutes in production. A decline in the price of the large tires leads
large tires producers to switch production to auto tires in order to increase profits. = Increase supply
of auto tires = shift supply curve of auto tires to the right.

f. The levying of a per-unit tax on each auto tire sold.

A per-unit tax on each auto tire sold will increase production cost and reduce supply (shift supply
curve to the left)

g. The granting of a 50-cent-per-unit subsidy for each auto tire produced.

A per-unit subsidy for each auto tire produced will decrease production cost and raises supply of
auto tire (shift supply curve to the right).

Market Equilibrium  ($eudl uslgs

Frice

Equilibrium Price and Quantity supply

The equilibrium price (market clearing price) is the price where quantity
demanded equals quantity supplied.

--------------------- K«—— Equilibrium
At equilibrium price: Q4 = Qs '

Graphically, the equilibrium price is indicated by the intersection (&) of
the supply curve and the demand curve.

Demand

Guantity

- At equilibrium price, there is neither a shortage nor a surplus.
- When Qa4 >Qs — shortage (excess demand) : Excess Demand = Qq - Qs

- WhenQs>Qd — surplus (excess supply) : Excess Supply = Qs — Qq

- The surpluses caused by above equilibrium price

oo S| &g 2all @Sl Ol ST, Bl (8 asluwdl (o (AT @S i uun b O Uslol y2w oo wdel Howdl OIS 13]
auglhall &S]l

- The shortage caused by below equilibrium price

&oSUl o ST duglhall @Sl Ol ST, Bgudl (50 aslawdl o Lass @S wawy US O Uslgdl 2w oo J81 yewdl OIS 15]
. 49,20l
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Example

guestions

Based on the following table which represents the supply and demand schedule answer the following
Price per Total Quantity Total Quantity Surplus(+) or The effect on
Bushel Supplied Demanded Shortage(-) price
$5 12,000 2,000
$4 10,000 4,000
$3 7,000 7,000
$2 4,000 11,000
$1 1,000 16,000

1. Complete the table

Price per Total Quantity Total Quantity Surplus(+) or The effect on
Bushel Supplied Demanded Shortage(-) price
(Qs - Qaq)
$5 12,000 2,000 + 10,000 Decrease
$4 10,000 4,000 + 6,000 Decrease
$3 7,000 7,000 0 no effect
$2 4,000 11,000 - 7,000 Increase
$1 1,000 16,000 - 15,000 Increase
2. What is the equilibrium price? What is the equilibrium quantity?
The equilibrium price equals $3, when Qd = Qs
The equilibrium quantity equal 7000 bushels of corn.
3. At market price of $4, calculate the excess supply
Excess Supply = Qs — Qa = 10,000 - 4,000 = 6,000
Example . , .
Based on the following table which represents the supply and Price Quantity Quantity
demand schedule for one seller of meat demanded | supplied
$20 395 200
a. Suppose that there are 100 sellers and 100 buyers of meat in $22 375 250
this market. What is the equilibrium price and quantity of $24 350 290
meat in this market? $26 320 320
$28 280 345
Market demand = number of buyers * Quantity demanded for one buyer.
Market supply = number of sellers * Quantity supplied for one Price Market Market
seller. demand supply
$20 39,500 20,000
At equilibrium price: Qd = Qs : equilibrium price = $26 $22 37,500 25,000
equilibrium quantity = 32,000 $24 35,000 29,000
$26 32,000 32,000
$28 28,000 34,500
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b. When government sets the price of a meat at $28, will there be a shortage or surplus? By what
amount?

At $28 of price : Qs = 34,500, Qd =28,000 = Qs> Qd = surplus of the meat by the amount of
6,500 units ( 34,500 — 28,000

Example
60
Consider the following market demand and supply curves for 3 33
Cheese. Quantities are in tons and prices in dollars. A 50
45 .
a. What is the equilibrium price and quantity of Cheese in A -
this market? 35
30
The equilibrium price is indicated by the intersection of 25
the supply curve and the demand curve. 20
15
Equilibrium price: $35 10
5
Equilibrium quantity: 250 tons 0

0 100 200 300 400 500 600 700
Quantity (tons)

b. Suppose the government purchased 300 tons of cheese at each price level (demand increase by
300 tons), what is the equilibrium price and quantity after this purchase?

Demand increase by 300 tons, means that the at each price quantity demand increase by 300 tons

60 N
o 55 N
Price Qu Qu’(new demand) Qs a 50 —— Cu-
25 350 350 + 300 = 650 50 45 ]
30 300 300 + 300 = 600 150 40 S
35 250 250 + 300 = 550 250 35 -
40 200 200 + 300 = 500 350 30 —
45 150 150 + 300 = 450 450 25 —— e
50 100 100 + 300 = 400 550 20 :
15
10
Equilibrium price: $45 5
0
Equilibrium quantity: 450 tons 0 100 200 300 400 500 600 700

Quantity (tons)
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Example:

Assume that demand for a commodity is represented by the equation P = 10 — 0.2Q4 and supply by the
equation P = 2 + 0.2Q,, where Q4 and Qs are quantity demanded and quantity supplied, respectively,
and P is price.
1. Whatis the equilibrium price and quantity for a commodity?

At equilibrium: Qd = Qs

2+020=10-02Q — 04Q=8 — Q=—=20

P=10-02Q — P=10-0.2(20)=10-4=%6

2. AtP =$5is there a shortage or surplus? By how much the surplus or shortage?

AtP =%5
10-P 10-5
Demand equation: P=10-0.2Q4 — Q4= 02 . AtP=$5 Qu= = 25
. P-2 5-2
Supply equationP=2+0.2Q; — Qs= =7 AtP =%$5 Qs= oz =15
AtP = $5: Qa > Qs — shortage
By the amount equal 25 — 15 = 10 units
Example: Price Quantity Quantity
Demanded Supplied
1. The table above describes the market for VCRs. $100 1000 200
200 800 400
a. Plot the demand and supply schedules. What is the 300 600 600
equilibrium price? The equilibrium quantity? 400 400 800
500 200 1000
Market for VCRs
Price of
VCRs
%)
500
400
300
200
100

200 400 600 80D 1000 Quantity of VCRs

Equilibrium price = $300
Equilibrium quantity = 600 VCRs
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b. At the price of $200, what is the quantity demanded? What is the quantity supplied? Will price
tend to increase?

Quantity demand = 800 VCRs
Quantity supplied = 400 VCRs

Yes, there is a shortage and price will increase

c. Atthe price of $400, what is the quantity demanded? What is the quantity supplied? Will price
tend to decrease?

Quantity demanded = 400 VCRs
Quantity supplied = 800 VCRs
Yes, there is a surplus and price will decline.

Price Quantity
2. Anew product, DVD is introduced into this market and consumers prefer Demanded
it to VCRs. The new demand schedule for VCRs is represented in the $100 800
following table. 200 600
300 400
a. Plot the new demand schedule. What is the direction of the shift in 400 200
the demand curve? 500 0

“"Mew" Market for VORs

Price of
VRS Sy e | gk | ¥
(%) o e e e

L]

"New” damand |

[ Frahie]

200 400 800 Aaod 1300 Quantity of VCRs
The demand curve shifts to the left

b. Whatis the new equilibrium price and quantity?

Equilibrium price = $250
Equilibrium quantity = 500 VCRs

c. Isthere an excess demand or excess supply at the old equilibrium price?

There is an excess supply at the old equilibrium price.
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Application: Government Set Prices BlowVl (89 dogS=l J5as

Vs Sy u| 0)9)_.4.][.; ua.u_J u)|9..J| = u| uLo.Lx”g &Lu.t.” VA i (89 l.g.l.>.b)9.® slaxdVl ,.5\9 CLogS.z” ,J>_).J LJlS.uJI))JI UL
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Price Ceilings: s, 2.l sl

A price ceiling sets the maximum legal price a seller may charge for a product or services. A price at or
below the ceiling is legal; a price above itis not.

kSSMMMqMIKSMSELJUIUSNJJJS M|Q6M9&bu|mwyb)m@l£|9mus)s_ud|w|
)sx\lsm@lsud kS)Q_u.lJIK_Q_D_u.lJIUDJBI)luJ

A price ceiling is a maximum legal price such as Pc. When the ceiling price is below the equilibrium
price, a persistent product shortage results. Here that shortage is shown by the horizontal distance
between Q4 and Qs.

Sl aglul dlli Bgaw (58 53¢ 3925 (| ity oo ,aslbaoll @xaSIl o S8 g 20l araSIl O5SI oSy bw LO,9 Az O
& 0l dogSll ¢, Svs . Boall (58 1ol S szl AlSie Ll (sle s ST el gl @Sine J> gl dngSal o
szl 2o deluwd] o @8lo] oS udsi dogSadl gl O cudlwVl 048 Gur ooy 048 sl @S o o Lalzal) Ll dac
Og—w yopb sl Srew Wi w yo)9 o Wl s=ell 59>9 (Sxs 188 iy aogSHl psi p) 13y .S yeudl il o p>UI

slsgw

Graphical Analysis (price Ceilings on Gasoline)

Suppose that rapidly rising world income boosts the purchase

of automobiles and shifts the demand for gasoline to the right

so that the equilibrium or market price reaches $3.5 per gallon,

shown as Po in Figure. The rapidly rising price of gasoline
greatly burdens low- and moderate-income households, $35 Py
which pressure government to “do something.” To keep g3 p,
gasoline afforelable .for these households, the government /Shorr
imposes a ceiling price Pc of $3 per gallon. To impact the

market, a price ceiling must be below the equilibrium price. A

ceiling price of $4, for example, would have had no

immediate effect on the gasoline market. 0 Q. Qp Qg Q

¢ Ceiling

Age

What are the effects of this $3 ceiling price? The rationing ability of the free market is rendered
ineffective. Because the ceiling price Pc is below the market-clearing price Po, there is a lasting
shortage of gasoline. The quantity of gasoline demanded at Pc is Qa and the quantity supplied is only
Qs; a persistent excess demand or shortage of amount Q4 — Qs occurs.

Price Floors: & el &,V

A price floor is a minimum price fixed by the government. A price at or above the price floor is legal; a
price below it is not.

s oo odel Taw dsle uoy85 il Il 138 (56 angSadl S5 bosicy .ouzinoll laz) angSadl Joa 0l Sow
ClSLLu.tJl._UJCUnS).A_Awg &Lu Ulmwyb)&uwblgﬂg , AR M)lwu)lga.”
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Graphical Analysis (price Floor on Wheat)

A price floor is a minimum legal price such as Pf. When the price

floor is above the equilibrium price, a persistent product surplus Surplus

results. Here that surplus is shown by the horizontal distance Floor R —
$3 P —C

between Qs and Qu. f

Suppose the equilibrium price for wheat is $2 per bushel and,
because of that low price, many farmers have extremely low 1 Py
incomes. The government decides to help out by establishing a

legal price floor or price support of $3 per bushel. What will be the /
effects? At any price above the equiibrium price, quantity

supplied will exceed quantity demanded—that is, there wil be a

persistent excess supply or surplus of the product. Farmers will be 0 &G & Q Q
willing to produce and offer for sale more than private buyers are willing to purchase at the price floor.

Example
Consider the following market demand and supply curves for Cheese. Quantities are in tons and prices
in dollars.
$14
Suppose that government imposed a price floor of $8, would there be 12 ol
a shortage or a surplus at this price? Why? How much is the size of this 10 Hpply
shortage or surplus? g8
a6
Surplus because Qs > Qd 4
= = = 2 Demand
Surplus = Qs — Qd = 30 - 10 = 20 tons
0 10 20 30 40 50 60
Quantity

Multiple choices:

1. When a price ceiling isimposed in a market,
A. a persistent shortage results
B. a persistent surplus results
C. sellers of the product are made better off
D. quantity supplied is greater than the quantity demanded

2. When a price floor is imposed, it has an impact on a market if it is set
A. below the equilibrium price
B. above the equilibrium price because quantity demanded exceeds quantity supplied
C. above the equilibrium price because quantity supplied exceeds quantity demanded
D. below the equilibrium price because quantity demanded exceeds quantity supplied

3. A price ceiling
A. Is alegal maximum on the price at which a good can be sold.
B. Is alegal minimum on the price at which a good can be sold.
C. Occurs when the price in the market is temporarily above equilibrium.
D. Will usually result in a market surplus.
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Change in Supply, Demand, and Equilibrium

P

¢ Changesin Demand 5

Increase in Demand T

The increase in demand from D1 to D2, increase both equilibrium price and A D2

equilibrium quantity (Pt ,; Q01 ) m

— Q

Decrease in Demand P 5

The decrease in demand from D3 to D4, decrease both equilibrium price and _

equilibrium quantity (P} ; Q|) L \

\ D3
D4
*-— Q
e Changes in Supply
P
Increase in Supply 51
A . . N 52
The increase in supply from S1 to S2, decrease the equilibrium price and, increase
the equilibrium quantity (P| ; O1) l
Fd
4 D
—_— Q
Decrease in Supply
d s4
The decrease in supply from S3 to S4, increase the equilibrium price and, 53

decrease the equilibrium quantity (Pt ; Q] ) LN

e Supply Increase; Demand Decrease

Increase in supply = Q71
Decrease in demand = Q|
Net effect: Q: uncertain (vl kis) Y)

51 P P
5 51 51
’ ¥ N\p1 l 7 l
Dl Dl
Q —_— Q — Q
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Effects of changes in both supply and demand

Change in Supply | Change in Demand | Effect on Equilibrium Effect on Equilibrium
Price Quantity
Increase Decrease Decrease Uncertain
Decrease Increase Increase Uncertain
Increase Increase Uncertain Increase
(Indeterminate)
Decrease Decrease Uncertain Decrease

Example
Suppose that cheese is a normal goods, cheese and bread are complements, and milk is used to

produce cheese. For each of the following cases, show what happens to demand, supply, equilibrium
price, and equilibrium quantity of cheese.

a. Price of milk increases.

Milk is used to produce cheese (resources of milk production). Increase in
milk prices raise production cost, this leads to decrease the profit.
Reduction in profits reduces the incentive for firms to supply output at
each product price = shift supply curve to the left (decrease).

Demand curve for cheese: No change

Equilibrium price: Increase
Equilibrium quantity: Decrease

b. National income decrease and, at the same time, the number of sellers of local cheese has
increased. P

National income decrease: cheese is a normal goods = decrease 1
income leads to decrease demand Ny 52

l P1
PO
Price: decrease D2

Q001 0

The number of sellers of local cheese has increased = increased supply

Quantity: uncertain
c. The government gives a subsidy to the producers of bread.
Subsidy to the producers of bread leads to increase the supply of bread P

= decrease the price of bread, but cheese and bread are

complements = increase the demand for cheese. \ 51
T P2

F1

Supply curve for cheese: No change

D2
Price: increase N m
o o Q2 Q
Quantity: increase —
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Example

Tea and coffee are substitutes and both tea and coffee are normal goods. Explain what happen to
demand, supply, equilibrium price, equilibrium quantity of tea due to the following events.

a. Governmentincrease sales taxes on tea. P <2
51
Increase sales taxes = decrease supply of tea T Pl K
. 1] 7

The demand for tea: no change.

. . /] D1
The price of tea: increase

: Q0 Q1 Q

The quantity of tea: decrease -—

b. Price of coffee decrease considerably (LS <),

Tea and coffee are substitutes = Price of coffee decrease leads to increase demand for coffee
and decrease demand for tea.

P
5
The supply of tea: no change
v
The price of tea: decrease F1
PO
The quantity of tea: decrease pz Y D1
oo Q1 Q

c. Consumers' income decreases and, at the same time, the cost of producing and transporting tea
has also decreased.

Tea is a normal good =>Consumers' income decreases leads to decrease the demand for tea

The cost of producing and transporting tea has decreased. = supply P
of tea increase 51
The price of tea: decrease M ¥ w52
The quantity of tea: uncertain l« PO # 1
D2
m Q
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Questions:
Question #1:
Refer to the information provided in table below to answer the questions that follow:
Price per Qu for Q:s for Pizzas
Pizza Pizzas
$3 1,200 600
6 1,000 700
9 800 800
12 600 900
15 400 1,000
a. What is the equilibrium price and quantity in Pizza market
b. At a price of Pizza $3, is there be a shortage or surplus? By how much?
c. In this market there will be an excess demand of 300 pizzas at which price?
d. Suppose the government sets a price floor of $12. Will there be a shortage or surplus? How large will
it be?
e. Suppose the government gives subsides to the producers of pizza that leads to increase the supply
of pizza by 300 units at each price level, what is the new equilibrium price and quantity?
Question #2:

Suppose that an mp3 player is normal goods, mp3 players and CDs are complements, and mp3 players
and satellite radio are substitutes. For each of the following cases, show what happens to demand,
supply, equilibrium price, and equilibrium quantity of mp3 player.

a decrease in the price of mp3 players

an increase in the price of CDs

The government gives a subsidy to the producers of CDs

a fad that makes mp3 players more popular among 12-25 year olds

a decrease in the price of satellite radio.

Q00T

Question #3:

Based on the following table which represents the supply schedule for three sellers and the market
demand of Tea.

Price | Firm A’s Firm B’s Firm C’s Market
Quantity | Quantity | Quantity | demand
Supplied | Supplied | Supplied

2 2 3 4 54
4 4 6 8 48
6 6 9 12 42
8 8 12 16 36
10 10 15 20 30

oo

Suppose that there are only three sellers of market of Tea .What is the market supply schedule
What is the equilibrium price and quantity of Tea in this market?

c. When government sets the price of a Tea at $4, will there be a shortage or surplus? By what
amount?
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Question #4:

Refer to the figure to answer the questions that follow:

a.
b.

C.

Q

What is the equilibrium price and quantity in this market?
Suppose the govemment sets a price ceiling of $2.5. Will
there be a shortage or surplus? How large will it be?

Suppose that consumer income increase that leads to
increase the market demand by 400 units at each price
level, what is the new equilibrium price and quantity?

If the price equals $7.5 calculate the excess supply

Describe what will happen over time if the price is $2.5.

Question #5:

The following equations are the demand and supply of economics textbooks:

Qo =100-2P
Qs=-20+P

10
[ ~ Supply
......... -~
N
otosee] TS

",

; g

. L
2_5 ......... i \I]uma rid

i

0 5 ; >

] 200 400 G600 GO0
o

Where P is in dollars per book, and Qb and Qs are quantities demanded and supplied, respectively, in
thousands per year.
a. Given the demand and supply equations above, solve for the equilibrium price and quantity.
b. If a price of economics textbooks $50, is there be a shortage or surplus? By how much?
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Chapter 4

Elasticity

Price Elasticity of Demand

The law of demand tells us that, other things equal, consumers will buy more of a product when its price
declines and less when its price increases. But how much more or less will they buy? The amount varies
from product to product and over different price ranges for the same product. It also may vary over
time. And such variations matter.

Elasticity: is a measure of the percentage change in one variable brought about by a 1 percent
change in some other variable.

Price Elasticity of Demand: The price elasticity of demand is the percentage change in the quantity
demanded of a good in response to a 1 percent change in its price.

Alolly 2>lg i deluwldl jow syl dis bo delw (o glhall &Sl &liwl Sae &2l Cllall &g,0 Gusss

The responsiveness (or sensitivity) of consumers to a price change is measured by a product's price
elasticity of demand. For some products-for example, restaurant meals-consumers are highly
responsive to price changes. Modest price changes cause very large changes in the quantity
purchased.

For some products—for example, restaurant meals—consumers are highly responsive to price changes.
Modest price changes cause very large changes in the quantity purchased. Economists say that the
demand for such products is elastic. For other products—for example, toothpaste— consumers pay much
less attention to price changes. Substantial price changes cause only small changes in the amount
purchased. The demand for such products is inelastic.

The Price-Elasticity Coefficient and Formula

Economists measure the degree to which demand is price elastic or inelastic with the coefficient Eg,

defined as:
Percentage change in quantity demanded of product X _ %AQ
¢ percentage change in price of product X "~ %AP
_ Change in quantity demanded changeinprice _ AQ AP
a Original quantity demanded ) original price - Qq ) Py
Q;—0Q, , P, —P Q2 —Q P
E, = 2 1. 2 1 — 2 Ly 1
Q1 Py Q1 P; — P
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Example:
You are given market data that says when the price of pizza is $4, the quantity demanded of pizza is 60

slices. When the price of pizza is $2, the quantity demanded of pizza is 80 slices. Calculate the price
elasticity of demand

- P 80 — 60 4 20 4 80
C2=% L= X ==x —= = - 0.67
Q, P, — P, 60 2-4 607 -2 -—120

Ed=

Midpoint formula for calculating elasticity:

£ = Change in quantity demanded _ change in price
4= Sum of quantity /2 " Sum of price/2
_Q2-Q1 | P2-P1 _ Q2—Q1 P2-P1
© Q2+Q1/2 ° P24P1/2  Q24+Q1  P2+P1
i Q2-0Q1 P2+P1
97 Q2+01 © P2-P1
Example

Use the midpoint formula for Eq to calculate the following

Product Quantity
price | demanded
$5 10
$4 20
$3 35
$2 55
$1 80

1. Calculate price elasticity of demand for the price decrease from $4 to $3.

Q2- 01 P2+P1  35-20 3+4 15 7 105
X = X =—x —=—=-19
Q2+ Q1 ~ P2—-P1  35+20 3-4 55 -1 -55

Ea =

2. Calculate price elasticity of demand for the price increase from $1 to $2.

Q2—-Q1  P2+P1 55— 80 2+1 -25 -75
Ea = X = X = X —= E =-0.55

Q2+Q1 ~ P2-P1 55+ 80 2-1 135

=W

Example
Suppose that the price elasticity of demand for maple syrup has been estimated at -2. If quantity

demanded increased by 10 percent, by how must price have changed?

10% 10%
=2 %AP =
% AP -2

Price must be decrease by %5
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Elimination of Minus Sign

The price elasticity coefficient of demand Eq will always be a negative number, because the price and
guantity demanded are inversely related.

We will use the absolute value of the elasticity coefficient. (aallholl aousll il oy @l &g 0l doud Ll aic

Multiple Choices:

1. The price elasticity of demand measures
A. The slope of a budget curve.
B. How often the price of a good changes.
C. The responsiveness of the quantity demanded to changes in price.
D. How sensitive the quantity demanded is to changes in demand.

2. The price elasticity of demand equals
A. The percentage change in the quantity demanded divided by the percentage change in the
price.
B. The change in the quantity demanded divided by the change in price.
C. The percentage change in the price divided by the percentage change in the quantity
demanded.
D. The change in the price divided by the change in quantity demanded.

3. When the price of oranges increases from $4 to $6 per bag, the quantity demanded of oranges
decreases from 800 to 700. The price elasticity of demand curve over this price rage is equal to___.
Use the midpoint method for your calculation.

A 3
B. 3/7
D. Va

4. If the price elasticity of demand is 2.5, then a 1 percent increase in price will lead to a
A. 2.5 percentincrease in the quantity demanded
B. 2.5 percent decrease in demand
C. 2.5 percent decrease in the quantity demanded
D. 2.5 percentincrease in demand

5. If the price elasticity of demand is 2 and the quantity demanded increased by 25 percent, then
price must have
A. increased by 50 percent
B. increased by 12.5 percent
C. decreased by 50 percent
D. decreased by 12.5 percent

6. Given an income elasticity of demand of ¥, we would expect that
A. for a ¥ percent increase in the price, demand will increase by 1 percent
B. fora 1l percentincrease in the price, demand will increase by “percent
C. for a 4 percent increase in the price, demand will decrease by 1percent
D. fora l percentincrease in the price, demand will decrease by 4 percent
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Example:
Suppose that the demand for DVD increases by 40%, when price decreases from $100 to $90.

Calculate the price elasticity of demand (Use the midpoint method for your calculation)

%A
£ = 229 : %AQ = 40%
%AP
P2—-P1 90 —100 -10
%AP = = = —0.105 = -10.5%

T (P2+P1)/2  (90+100)/2 95

%A 40%
£, = R8¢ - =|-3.8/ =38
%AP  -10.5%

Interpretations of price elasticity of demand

We can interpret the coefficient of the price elasticity of demand as follows:

Elastic Demand: Demand is elastic if a percentage change in price results in a larger percentage
change in quantity demanded (%A Q > %AP). Then Eq will be greater than 1.

Inelastic Demand: if a specific percentage change in price produces a smaller percentage change in
quantity demanded (%AP > %AQ), demand is inelastic. Then Eq will be less than 1.

Unit Elasticity: when the percentage change in price results in a same percentage change in quantity
demanded (%AP = %AQ), demand is unit elastic. Then Eq will be equal to 1.

if E; > 1 = demand elastic
if E; <1 = demand inelastic
if E; =1 = demand unit elastic

Multiple Choices:
1. When the percentage change in quantity demand is less than the percentage change in the price,

then

A. Demand elastic

B. Demand inelastic

C. Supply inelastic

D. Demand unit elastic

2. the price of sprite cola rises by 25 percent, causing the quantity demanded to increase by 75
percent, then demand for sprite cola is
A. Elastic
B. Inelastic
C. Unitary elastic
D. Perfectly elastic

3. If demand is unitary elastic and price decreases by 30 percent, then we can expect quantity
demanded to
A. Increase by 30 percent
B. increase by 60 percent
C. decrease by 30 percent
D. decrease by 30 percent
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Example
Taleen spend all income on water and milk. When milk price $3 per gallon, Taleen bought 14 gallons of

milk. After the price of milk went up to $6 per gallon, Taleen bought only 6 gallons of milk. Calculate
Taleen’s midpoint-price elasticity of milk when the price of milk increases from $3 to $6 per gallon. Is
demand for milk elastic, inelastic or unit elastic?

2-Q1 P2+P1 6— 14 6+3 -8 _ 9 _ -24
Ea = 92-Q = ==X -=— =|-12|=1.2
Q2+ Q1 P2- P1 6+ 14 6 -3 20 3 20
Ea=12>1 = Demand elastic
Example Price of Quantity Quantity supplied
The following table shows the demand and supply Starbuck demanded (per (per month)
schedules for Starbucks coffee. Using the information in coffee month) _
the table, calculate the elasticity of demand (Ed) $5.00 3000 2000
S . . $4.75 3400 4400
between the equilibrium price and the price of $5. Is the $2.00 3800 3800
demand elastic or inelastic? $3.50 3700 3200
$3.00 4600 2600
Equilibrium price = $4; Equilibrium quantity = 3800 $2.50 5000 2000
2-Q1 P2+P1 3000- 3800 5+4 -800 _ 9 _ —7200 .
Fa= U = X = x 2= =|-105| =1.05>1 elastic
Q2+ Q1 P2- P1 3000 + 3800 5-4 6800 1 6800

Perfectly inelastic and perfectly elastic demand curve

When we say demand is “elastic,” we do not mean that consumers are completely responsive to a
price change. In that extreme situation, where a small price reduction causes buyers to increase their
purchases from zero to all they can obtain, the elasticity coefficient is infinite (c0) and economists say
demand is perfectly elastic. A line parallel to the horizontal axis, such as D2

fad Perfectly alastic
demand (Ez= o)
IfE; =0 = demand is perfectly elastic /
D,
A horizontal demand curve (line parallel to the horizontal axis), shows perfectly elastic
demand graphically.

Q
When we say demand is “inelastic,” we do not mean that consumers are completely unresponsive to a
price change. In that extreme situation, where a price change results in no change whatsoever in the
guantity demanded, economists say that demand is perfectly inelastic. The price-elasticity coefficient is
zero because there is no response to a change in price. Approximate examples include an acute
diabetic’s demand for insulin (4 »2¥') or an addict’s demand for heroin (uis»).
P
A 5S5 Lalhe el 8 5ll 4l Camins Y G Lo see allall e (585 Ladie (el e callall sl dlla llia
.(perfectly inelastic ) 45l aae clhall vy Al oda 4 T a4y el 55 5l Di;  Perfectly
inelastic
/demand
IfE;=0 = demand is perfectly inelastic (Ea=0)
A vertical demand curve shows perfectly inelastic demand graphically. 3
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The Total-Revenue Test

The importance of elasticity for firms relates to the effect of price changes on total revenue and thus on
profits (total revenue minus total costs).

Total revenue (TR) is the total amount the seller receives from the sale of a productin a particular time
period; it is calculated by multiplying the product price (P) by the quantity sold (Q). In equation form:

TR = Px(Q

Graphically, total revenue is represented by the P x Q rectangle lying below a
point on a demand curve. At point a in Figure, for example, price is $2 and
quantity demanded is 10 units. So total revenue is $20 ($2 x 10), shown by the
rectangle composed of the gold and orange areas under the demand curve.

Total revenue and the price elasticity of demand are related. In fact, the easiest way to infer whether
demand is elastic or inelastic is to employ the total-revenue test. Here is the test: Note what happens to
total revenue when price changes. If total revenue changes in the opposite direction from price,
demand is elastic. If total revenue changes in the same direction as price, demand is inelastic. If total

revenue does not change when price changes, demand is unit-elastic.

Elastic Demand

If demand is elastic, a decrease in price will increase total revenue. Or if demand is elastic, an increase
in price will decrease total revenue. Even though a lesser price is received per unit, enough additional
units are sold to more than make up for the lower price.

{Pl = TR 1T
PT = TR

For an example, look at demand curve D: in Figure. We have already
established that at point a, total revenue is $20 ($2 X 10), shown as the
gold plus orange area (area A+B). If the price declines from $2 to $1
(point b), the quantity demanded becomes 40 units and total revenue
is $40 ($1X 40). As a result of the price decline, total revenue has
increased from $20 to $40. Total revenue has increased in this case
because the $1 decline in price applies to 10 units, with a consequent
revenue loss of $10 (the gold area B). But 30 more units are sold at $1
each, resulting in a revenue gain of $30 (the brown area C). Visually,
the gain of the brown area clearly exceeds the loss of the gold area.
As indicated, the overall result is a net increase in total revenue of $20

} Demand elastic

($30 - $10).
Example:
Price (P) | Quantity (Q) Total revenue (TR)
$2 10 2x10 =20
$1 40 1x40=40

$3

gL.iu

I“\,,
: c P

0 10 20 30 40 0

Elastic

Price decline from $2 to $1 and total revenue increases from $20 to $40. So demand is elastic.
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Inelastic Demand

If demand is inelastic, a price decrease will reduce total revenue or a price increase will increase total

revenue
{P l 2 TR
PT = TR1T

To see this, look at demand curve in the figure. At point c, price is $4 and quantity
demanded is 10 = total revenue is $40.If the price drops to $1.5 (point d), total

} Demand inelastic

revenue declines to $30.

Price (P) | Quantity (Q) Total revenue (TR)
$4 10 4x10 =40 S d
$1.5 20 1.5x20=30 D,
Price declines from $4 to $1, and total revenue falls from $40 to $22. So, demand 0 10 20
inelastic. )
Imelastic
Unit Elasticity

An increase or a decrease in price leaves total revenue unchanged.

The loss in revenue from a lower unit price is exactly offset by the gain in revenue from the
accompanying increase in sales.

PtorP| = TRunchanged = demand isunitelastic

To see this, look at demand curve in the figure. At point e, price is $3 and
guantity demanded is 10 = total revenue is $30.If the price drops to $1 (point

f), total revenue is $30 (unchanged).

$3 | ——=°F

Price (P) | Quantity (Q) Total revenue ( TR) | f
$3 10 3x10 =30
$1 30 1x30=30
0 10 0 30
Price declines from $3 to $1 and total revenue still 30 (unchanged). So, ! {c)l
nit-elastic

demand unit elastic.

Price Elasticity of Demand: A Summary

Absolute Value of
Elasticity Coefficient

Demand Is:

Description

Impact on Total Revenue of a:

Price Increase Price Decrease

Greater than | (E; = 1)
Equal to | (E; = 1)

Less than | {E;= 1)

Elastic or relatively
elastic

Unit or unitary elastic

Inelastic or relatively
inelastic

Quantity demanded changes by a
larger percentage than does price

Quantity demanded changes by the
same percentage as does price

Quantity demanded changes by a
smaller percentage than does price

Total revenue
increases

Total revenue
decreases

Total revenue is
unchanged

Total revenue is
unchanged

Total revenue
decreases

Total revenue
increases
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Multiple Choices:

1. The price of canned salmon increases; total spending on canned salmon remains unchanged.

Canned salmon has a(n)

A. perfectly inelastic
B. perfectly elastic

C. unitarily elastic

D. inelastic

2. Total revenue will decrease if price
increases; inelastic

A

increases; unitarily elastic

B.
C. decreases; inelastic
D. decreases; elastic

demand.

and demand is

3. An excellent harvest causes apples to fall in price by 10%. Consumers buy 5% more apples. The
price decrease has caused consumers to

A §Spend less on apples.

B. Spend more on apples.
C. Reduce the quantity of apples bought. We can’t tell what has happened to spending.
D. Increase the quantity of apples bought. We can’t tell what has happened to spending.

4. Other things the same, if a price change causes total revenue to change in the opposite direction,

demand is:
A.

Perfectly inelastic.

Relatively elastic.

B.
C.
D.

Relatively inelastic.
Of unit elasticity.

Price Elasticity alonqg a Linear Demand Curve

Using the total revenue test, when price fall and TR increases, demand is elastic; when price fall and TR
unchanged, demand is unit elastic; and when price fall and TR decline, demand is inelastic.

Price Elasticity of Demand for Movie Tickets as Measured by the Elasticity Coefficient and the Total-Revenue Test

Total Quantity of _
Tickets Demanded Elasticity Total Revenue, | Total-Revenue
Price perTicket | Coefficient (Ey) (1) = (2) Test
| 8000
) $1? ——F—500 sl 4000 — Elastic
3 . T:g 180001 E:“"_C
4 5] ’ 20.000] a'-suc !
. 4 —F1.00 20,000 — Unit elastic
5 . — 0.64 IBlﬂﬂﬁ — Inelastic
7 1]— 0.38 |-1I000 — Inelastic
— 0.20 N Inelastic
8 I 8000

Price

Elastic
Ey> |

b
Unit
< elastic
3 E,=1
€ Inelastic
E;=<1
f 2
.
g
h b
0 | 2 3 4 5 [ 7 8

Quantity demanded (thousands)

For a down sloping straight line, demand is more elastic at higher price range and inelastic at lower price ranges.
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Multiple Choices

1. Along alinear demand curve, from top to bottom (higher price levels to lower price levels),
elasticity varies from _
A. elastic, to unit elastic, to inelastic
B. inelastic, to unit elastic, to elastic
C. unit elastic, to elastic, to inelastic
D. elastic, to inelastic, to unit elastic

2. Which of the following is true?
A. On alinear demand curve, the higher the price the more elastic is demand
B. On alinear demand curve, elasticity is constant
C. At the same price demand is more elastic on the steeper demand curve
D. None are true

Price Elasticity and the Total-Revenue Curve

When price falls and TR increases, demand is elastic; when price falls and TR is unchanged, demand is
unit elastic; and when price falls and TR declines, demand is inelastic.

Price
ES

Inedastic
Es=1

0 I 2 3 4 5 & 7 B
Quantity demanded (thousands)

Total revenue (thousands of dollars)

TR

I 2 3 4 5 & T B 8
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Example
Suppose that total demand for wheat is as shown below:

Price per | Quantity
bushel demand
3.4 85
3.7 80
4 75
4.3 70
4.6 65

1. Use the point formula for elasticity of demand to determine price elasticity of demand for each of
the price changes from $3.7 to $4.6. Then Graph the demand data

Price elasticity as price increase from 3.4 to 3.7

Q2- Q1 P2+P1 _ 80-85 37434 _ -5 _ 71 _ -355

Ea = X = X =—X = =|-0.71| =0.71
Q2+ Q1 P2—- P1 80 + 85 3.7-3.4 165 0.3 49.5
Price elasticity as price increase from 3.7to 4
Q2-Q1 P2+P1 75— 80 4437 -5 7.7 _ —385
Ea = = =— — = =|-0.82| =0.82
Q2+ Q1 P2-P1 75 + 80 4-37 155 0.3 46.5
Price elasticity as price increase from 4 to 4.3
Q2-Q1 P2+P1 70— 75 43+ 4 -5 8.3 -41.5
Ea = X = =— — = =|-0.95] =0.95
Q2+ Q1 P2- P1 70 + 75 4.3 -4 145 0.3 43.5
Price elasticity as price increase from 4.3 to 4.6
Q2-Q1 P2+P1 65—70 4.6 + 4.3 -5 8.9 —44.5
Ea = X = X =—X —= =|-1.09| =1.09
Q2+ Q1 P2-P1 65 +70 4.6 —4.3 135 0.3 40.5
Price
Price | Quantity 5
per | demand | Elasticity P S :
bushel
3.4 85 _ 4 ...............
3.7 80 0.71 a5p
4 75 0.82 |
4.3 70 0.95 )
4.6 65 1.09 0 o ?’ S
Quantity
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2. Calculate total revenue data from the demand table. Graph total revenue below your demand

curve.
Price | Quantity | Total

per demand | revenue

bushel
3.4 85 289
3.7 80 296

4 75 300

4.3 70 301
4.6 65 299

Price

TR

F00 -

295

290f

285

Determinants of Price Elasticity of Demand:

e Substitutability aelwd Pl 8¢

Quantity

a0 a0 Quantity

The larger the number of substitute goods that are available, the grater the price elasticity of

demand.

The elasticity of demand for a product depends on how narrowly the product is defined. Demand
for Reebok sneakers is more elastic than is the overall demand for shoes. Many other brands are
readily substitutable for Reebok sneakers, but there are few, if any, good substitutes for shoes.
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L 1o 3928 pas) e gai)l o) csa> asbudl s IMpiwl oy of dllpiaell
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e Proportion of Income slpiwoll  [5>3l 0 asludl  ade (3laV duww

Other things equal, the higher the price of a good relative to consumers incomes, the grater the
price elasticity of demand.

Jaw st - ellpiall J55 o dsludl el (e Byl dws o3l lolS @gyo ST 0gS asludl (sl bl Ulb éole 8,90
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A 10 percent increase in the price of low-priced pencils or chewing gum amounts to a few more
pennies relative to one’s income, and quantity demanded will probably decline only slightly. Thus,
price elasticity for such low-priced items tends to be low. But a 10 percent increase in the price of
relatively high-priced automobiles or housing means additional expenditures of perhaps $3000 or
$20,000, respectively. These price increases are significant fractions of the annual incomes and
budgets of most families, and quantities demanded will likely diminish significantly. Price elasticity for
such items tends to be high.

e Luxuries versus Necessities & 9,0l glully aals )l glw

The more that a good is considered to be a luxury rather than a necessity the grater is the price
elasticity of demand.
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For example, electricity is regarded as a necessity: it is difficult to get along without it. A price
increase will not significantly reduce the amount of lighting. On other hand, jewelry are luxuries. If
the prices of jewelry rise, a consumer need not buy them.

e Time sJ| sl | Sanll

Product demand is more elastic the longer the time period under consideration. Consumers often
need time to adjust to changes in prices. For example, when the price of a product rises, time is
needed to find and experiment with other product to see if they are acceptable.
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Multiple Choice:

1. Which of the following is not a determinant of the price elasticity of demand?
A. Time to adjust
B. Availability of substitute goods
C. Whether the good is low-priced or high- pnced
D. Whether the consumer is low or high income
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2. Overtime, the demand of a good or service
A. becomes more elastic.
B. becomes less elastic.
C. initially becomes more elastic and then becomes less elastic.
D. initially becomes less elastic and then becomes more elastic.

the portion of your income spent on a good, the is your demand for the good.
larger; more income elastic.
larger; more price elastic.
smaller; more price elastic.
smaller; more income elastic.

COow»3F
®

4. Which of the following factors will make the demand for a product more elastic?
A. The product has no close substitutes.
B. Avery small proportion of income is spent on the good.
C. Along time period has elapsed since the product’s price changed.
D. Alower price.

Applications of Price Elasticity of Demand & ;2w )l &9 ,0J) dadosll wleuill a0

e Large Grop Yields

The demand for most products is highly inelastic. As a result, increase in the output of farm products
arising from a good growing season or from increased productivity tend to depress both the prices
of farm products and the total revenue of farmers.
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e Excise Taxes

The government pays attention to elasticity of demand when it selects goods and services on which
to levy excise taxes. If a $1 tax is levied on a product and 10,000 units are sold, tax revenue will be
$10,000 (1x10,000). If the government rises the tax to $1.5 but the higher price that results reduces
sales to 5000 because of elastic demand, tax revenue will decline to $75,000 (1.5 x 5000). Because a
higher tax on a product with elastic demand will bring in less tax revenue, legislatures tend to seek out
products that have inelastic demand such as liquor, gasoline, and cigarettes.

eyl Ul us wyo e lpale bl 0gSy sl gludl (sle dupall 038 Goyts oo il diumo Auyd Loy s Aol Sa losic
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Price Elasticity of Supply

Is the percentage change in the quantity supplied of a good in response to a 1 percent change in its
price.

&b axly anuiy el jow e asus b delw o @og,eell @Sl &lsiwl Sas ayyeudl (ol @gyo L
If the quantity supplied by producers is relatively responsive to price changes, supply is elastic. If it is

relatively insensitive to price changes, supply is inelastic.

Percentage change in quantity
supplied of product X

Es = Percentage change in the price
of product X
% A Qs Q2-q9; . P2-p; _ Q2-¢, Pyipg
Es = = - = X

%AP Q2+ Q4 Paypy  Q2+0, Py_ py

The price elasticity coefficient of supply Es will always be a positive number, because the price and
guantity supplied are directly related.

For example, suppose an increase in the price of a good from $4 to $6 increase the quantity supplied
from 10 units to 14 units. Find the price elasticity of supply from a price increase.

%A Qs Qa— P,_p (14-10) (6-4) 4 2 4 2 40 , ,
Es = e 9 . L= + =— +—= —X—=—=0.83<1linelastic
%AP Q2+ 04 Pyyp, (14+10) (6+4) 24 10 24 10 48

Supply is inelastic, if the Es <1
Supply is elastic, if the Es > 1
Supply is unit elastic, if the Es = 1

Example:

If a rise in the price of oranges from $7 to $9 a bushel, increases the quantity of bushels supplied
from 4,500 to 5,500 bushels. Is demand for oranges elastic or inelastic?

%A Qs Q,— Pyip 5,500—4,500 9+7 1,000 16 ,
Es = = 91 L = X = X —=0.8>1 » elastic
%AP Q2+ Q4 Py_p,y 5,500+4,500 9-7 10,000 2
Example:

The quantity supplied of new cars increases by 12 percent when the price of a new cars rise from
$20,000 to $22,000. What is the price elasticity of supply ?

P,_p,  _  22,000-20,000 _ 2,000
(P24 p,)/2  (22,000+20,000)/2 21,000

%AP = = 9.5%

%AQs _ 12% _
%AP  9.5%
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Multiple Choice:

1. If the elasticity of supply is 2, this means thatif
A. the price rises by one dollar, the quantity supplied will rise by two dollars.
B. the price rises by one percent, the quantity supplied will rise by two percent.
C. the price rises by two percent, the quantity supplied will fall by two percent.
D. the price rises by two percent, the quantity supplied will rise by one percent.

2. If a 3% decrease in the price of chocolate causes a 2% decrease in the quantity supplied, the
A. demand for chocolate is elastic.
B. demand for chocolate is inelastic.
C. supply of chocolate is elastic.
D. supply of chocolate is inelastic.

3. Supply is elastic if
A. a1l percent change in price causes a larger percentage change in quantity supplied.
B. the good in question is a normal good.
C. the slope of the supply curve is positive.
D. a1 percent change in price causes a smaller percentage change in quantity supplied.

4. If a raise in the price of oranges from $7 to $9 a bushel increases the quantity of oranges supplied
from 4,000 bushels to 6,000 bushels, then
A. supply of oranges is elastic.
B. supply of oranges is inelastic.
C. demand for oranges is inelastic.
D. demand for oranges is elastic.

In analyzing the impact of time on elasticity, economists distinguish among the immediate market period, the
short run, and the long run.

Price Elasticity of Supply: The Market Period

Market period: is the period that occurs when the time immediately after
a change in market price is too short for producers to respond with a
change in quantity supplied.

In the immediate market period there is insufficient time to change
output, and so supply is perfectly inelastic.

Price Elasticity of Supply: The Short Run

The short run: is a period of time too short to change plant capacity but long enough to use the fixed
sized plant more or less intensively.
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In the short run plant capacity is fixed, but changing the intensity of its use
can alter output; supply is therefore more elastic.

The outcome of an increase in demand from D1 to D2 is a smaller price rise

and an increase in quantity from Q1 to Qo.

Price Elasticity of Supply: The Long Run

P

Q 9 Q

The long run: is a time period long enough for firms to adjust their plant size and for new firms to enter
(or existing firms to leave) the industry.

wadill ol 83030L @Yl soliall guo> oS juei) (oS Loy dlugh auio; 6,8 Jios 98 Jishll ol Ll

In the long run all desired adjustment, including changes in plant capacity,
can be mad, and supply becomes still more elastic.

The outcome of an increase in demand from D1 to D2z is a smaller price rise

and a larger output increase.

Price elasticity of supply and Total Revenue

S
Bl__ >
A ;
| D
. i \p, 2
0 O Q

If supply is elastic or inelastic, a decrease in price will decrease total revenue. Or an increase in price will
increase total revenue.

For example
Price Quantity Total revenue ( TR)
(P) (Qs)
$2 40 2x40 =80
$1 10 1x10=10
Q2- P 40-10 2+1 303 90
Es = ——2L 2t - ) ( ):—X—:—:1.8>1elastic
Q2+ Q1 P2_P1 (4’0+10) (2_1) 50 1 50

As price increase from $1 to $2, total revenue increase from $10 to $80, and the supply is elastic

Price Quantity Total revenue ( TR)
(P) (Qs)
$5 120 5x120 =600
$1 80 4 x80=320
Q2- P 100-80 5+1 20 6 120
Es= 21 2+P1:( ) ( )=—X—=—=0.16<1inelastic
Q2+, Pz-p, (100+80) (5-1) 180 4 720

As price increase from $1 to $5, total revenue increase from $320 to $600, and the supply is inelastic
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Multiple Choice:

1. If the price elasticity of supply for a product equals ¥z, as its price rises the
A. total revenue increases.
B. quantity supplied does not change.
C. total revenue does not change.
D. total revenue decrease

A
B. infinity
C.1
D.-1

Income Elasticity of Demand

The income elasticity of demand equals the percentage change in the quantity demanded of a good
in response to a 1 percent change in income.

Percentage change in quantity

Ei = demanded
' Percentage change in the
income
%AQ __ Q2-Q1 X 12+ 11
T %Al Q2+01 © I2-I1
Example

Last year, Jaber bought 50 pounds of hamburger when the household income was $40,000. This year,
the household income was only $30,000 and Jaber bought 60 pounds of hamburger. All else constant
Jaber’s income elasticity of demand for hamburger is

%AQ _ Q2—Q1 _ I24+I11 _(60-50)  (30,000+40,000) _ 10 _ 70,000 70
Ei= = X = X =—X = =-0.63
%AI  Q2+Q1 = I2—-I1  60+450) ~ (30,000—40,000) 110  —10,000 —110

Example
If the income elasticity of demand for chocolate candies is 1.2, what percentage change in income is

necessary to reduce the amount of chocolate candies demanded by 15%?

%AQ -15% -15% .
Ei= 2> 12= > %Al = =12.5%  ( decrease income by 12.5%)
%Al %Al
Example
The income elasticity is +2 and income increases by 20%. Sales were 5000 units, what will they be now?
%A %A 2-Q1 2—-5000
Ei= 0AQ —>2:0Q—>40%:&—>40%:Q—
%Al 20% (Q2+Q1)/2 (Q2+5000)/2

Q2 - 5000 = 20% Q2 + 1000 — Q2-6000 = 20% Q2 — 0.8 Q2= 6000 — Q2= 7,500
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Normal Goods
If the income elasticity coefficient Ei is positive (Ei >0), meaning that more of them are demanded as
income increase. Such goods are called normal or superior goods.

Inferior Goods
If the income elasticity coefficient Ei is negative (Ei <0), meaning that less of them are demanded as
income increase. Such goods are called inferior goods.

Multiple Choice:

1. A 10 percent decrease in income decreases the quantity demanded of compact discs by 3
percent. The income elasticity of demand for compact discs is

0
3
-0.3

1
3.
0

oN®p

2. If the income elasticity of demand for Cheer detergent is -3, then a

12 percent fall in income leads to a 4 percentrise in the quantity demanded
$1,000 fall in income leads to a 3,000-unit rise in the quantity demanded

12 percent fall in income leads to a 36 percent rise in the quantity demanded
12 percentrise in income leads to a 36 percentrise in the quantity demanded

00w

3. Average income increases from £20,000 to £22,000. Quantity demanded per year increases from
5000 to 6000 units. Which of the following is correct?

Demand is price inelastic

The good is inferior

The good is normal

Income elasticity is -2

Shchids

4. For an inferior good with a downward sloping demand curve:

The price elasticity of demand is negative; the income elasticity of demand is negative.
The price elasticity of demand is positive; the income elasticity of demand is negative
The price elasticity of demand is negative; the income elasticity of demand is positive.
The price elasticity of demand is positive; the income elasticity of demand is positive.

c0® >

Cross Elasticity of demand asblsdl bl &g ,0

The cross-price elasticity of demand measures the percentage change in the quantity demanded of a
good (say, X) in response to a 1 percent change in the price of another good (say, Y).

Percentage change in quantity

_ supplied of product X _  %AQy
Exy— - - -
Percentage change inthe price %AP),
of product ¥
_ Qxg—Qx, | Py~ Py, — Quy—@x, Pyt Py
VT Qug+Qx, | By, + By, Qx4+ Qx,  Pyy,— Py,
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The coefficient of cross elasticity of demand may be either positive or negative.

Example
Suppose that the number of units of good X fall 6 percent when the price of good Y falls 4 percent.

What is the cross elasticity of demand between goods X and Y?

_ %AQy _ —6% _ 15
YT war, T —a%
Example

If the Botany Co. lowers printer price from $150 to $120 and finds that students increase their quantity
demanded for paper from 400 to 600. Calculate the cross price elasticity of demand between printer

and paper.
Qu,— Qx,  Pyy +Py, _ E00-400 120 + 150 _ 200 270 _ 54000 _

Exy — 2 i 1 S = x —_—— _— - - _162
Qug+0x, Py, —Py, €00+ 200 = 120-— 150 00 —30 —3000

Substitute Goods

If cross elasticity of demand is positive, meaning that sales of good X move in the same direction as a change
in the price of good Y, then goods X and Y are substitutes.

Complementary Goods

When cross elasticity is negative, we know that X and Y go together; an increase in the price of one decrease
the demand for the other. So the two are complementary goods.

Independent Goods

A zero or near zero cross elasticity suggests that the two products being considered are unrelated or
independent goods.

Multiple Choice:

1. When two goods are substitutes for each other, the cross elasticity of demand
A. Will b. e negative.
B. Will be zero
C. Wil be positive
D. May be either positive or negative.

2. If the price of orange juice rises the demand for grapefruit juice will increase, then the cross price
elasticity between orange juice and grapefruit juice will be
A. Positive
B. Negative
C. Zero
D. Infinity
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3. Suppose that when the price of good X changes, the quantity of good Y remains the same. We
would expect the cross elasticity of demand to be
A. Negative
C. Positive
D. Either positive or negative.

4. When the price of chicken is $2, the quantity demanded for hamburger is 50 units; when the price of
chicken is $3, the quantity demanded of hamburger is 60 units. The cross-price elasticity of demand
between chicken and hamburger is
A. -50/110

B. 10

C. 1/10

Questions:

1. A fall in the price of lemons from $10.5 to $9.5 per bushel increases the quantity demanded from
19,200 to 20,800 bushels. What is the price elasticity of demand?

2. Dema's income has just risen from $950 per week to $1,050 per week. As a result, she decides to
increase the number of movies she attends each month by 5 percent. Calculate the income
elasticity of demand?

3. A 20 percent decrease in the price of a Pepsi decreases the
demand for a Coca-Cola from 130 units to 120 units. The cross
elasticity of demand between a Pepsi and Coca-Cola is?

-
o

Price (dollars per unit)
o ™
T /"

4. Use the following figure illustrates a linear demand curve to answer

the following 4 :
a. Calculate the price elasticity of demand If the price falls from $8
to $6. . Is demand elastic or inelastic? 2 L \
b. Using total revenue test to indicate if demand is elastic, inelastic \ 5
or unitary elastic when price increase from $4 to $6. i i i i ‘ !
c. Calculate the price elasticity of demand If the price increase 0 10 20 30 40 50 60

from $8 to $10. Is demand elastic or inelastic? Quantity (units)

d. Calculate total revenue data from the demand curve. Graph total revenue curve.

5. The cross-price elasticity of demand for Coke with respect to the price of Pepsi has been estimated
to be 0.7. When the price of coke is $2, demand for Pepsi is 90 units. If the prices of coke decrease
to $1.5 how will that affect the demand for Pepsi?
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Chapter 9

Consumer Behavior

In this chapter, you will see how individual consumers allocate their incomes among the various goods
and services available to them. Given a certain budget, how does a consumer decide which goods
and services to buy? As we answer this question, you will also strengthen your understanding of the law
of demand.

Utility asaioll
The utility of a good or services is the satisfaction or pleasure one gets from consuming it.

el aals) (sslasVl sl V| oo b astiolly lpSlpiua) dsiio wsbw ol sbeaVl ol o cloaslly glwdl ol Tl U)S3
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Three characteristics of utility:

o “Utility” and “usefulness” are not synonymous. Paintings by Picasso may offer great utility to art
connoisseurs but are useless functionally (other than for hiding a crack on a wall).

e Utility is subjective. The utility of a specific product may vary widely from person to person. A lifted
pickup truck may have great utility to someone who drives off-road but little utility to someone
unable or unwilling to climb into the rig.

085 SVl oo bl Lpale Jams ol dgtindl wsSy 48 Wiod 31 (] pasds po wlizs Lo aslu oo diiisell dstioll wli>g sac
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o Utility is difficult to quantify. But for purposes of illustration we assume that people can measure
satisfaction with units called utils (units of utility). For example, a particular consumer may get 100
utils of satisfaction from a smoothie, 10 utils of satisfaction from a candy bar, and 1 utile of
satisfaction from a stick of gum. These imaginary units of satisfaction are convenient for quantifying
consumer behavior for explanatory purposes.
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Total Utility and Marginal Utility

Total utility (TU): is the total amount of satisfaction or pleasure a person derives from consuming some
specific quantity.
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Marginal utility (MU): is the extra satisfaction a consumer realizes from an additional unit of that
product. Alternatively, marginal utility is the change in total utility that results from the consumption of 1

more unit of a product.
LSl sl deladl o @dLio| 81 >g aSVpiwl 13y losie clpinoll lpde Jazy sl @,8LoYl dzdioll laie &asdl d=aioll 1ady
Lo delw oo lpiwol! 13a LpSlpiwy il @Sl s oo aull sl sl lade (s el e bd &ossd

) .. Change in total utility ATU
Marginal Utility (MU) = - - =
Change in the number of unit consumed AQ
Example
Unit consumed| Total utility Marginal utility
Q) (V) (MU)
0 0 -
1 10 (10-0)/(1-0)=10
2 18 (18-10)/(2-1)=8
3 24 (24-18)/(3-2)=6
4 28 (28-24)/(4-3)=4
5 30 (30-28)/(5-4)=2
6 30 (30-30)/(6-5)=0
7 28 (28-30)/(71-6)=-2
Example
Complete the following table
Unit Total Utility Marginal
Consumed Utility
0 0 -
1 10 10
2 ? 8
3 25 ?
? 30 5
Solution:
Unit Consumed Total Utility Marginal Utility
0 0 -
1 10 10
2 g="19 ug-y-10 8
(2-1)
U=8+10=18
3 25 (25-18) — 7 -7
(3-2) 1
_ (30-25) _ 30 1
5= @3 =25Q-15=5
5Q0=202Q=4

2|Page
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Total and marginal utility curves:

30
- As more of a product is consumed, total utility increases at a U
diminishing rate, reaches a maximum, and then declines.
- Marginal utility, by definition, reflects the changes in total = 5,
utility. Thus marginal utility diminishes with increased =
consumption, becomes zero when total utility is at a maximum, %‘
and is negative when total utility declines. =
2
10
As shown (a) and (b), marginal utility is the change in total
utility associated with each additional taco. Or,
alternatively, each new level of total utility is found by adding
marginal utility to the preceding level of total utility.
0 I 2 3 4 5 & 7
-~ 10 Units consumed
ER:
s 6
Multiple Choices: T 4
E 2
1. Utility is best defined as Y T 7
A. The price of a good. = 2 on F\ MU
nits consumed

B. The practical usefulness of a good. _
C. The satisfaction from consuming a good.
D. The amount one is willing to pay for a good.

2. Normally, as the quantity of a good consumed increases, marginal utility
A. Decreases and total utility increase
B. Decreases and total utility decreases.
C. Increases and total utility increase.
D. Increases and total utility decreases.

3. Total utility is maximized when

A marginal utility is zero.

A marginal utility is maximized.

The marginal utility per dollar spent is equal for all goods.
A marginal utility is negative.

oON®»

4. As Shaugqi drinks additional cups of tea at breakfast, Shauqi 's
Marginal utility from tea decreases.

Total utility from tea increases.

Total utility from tea decreases.

Both answers A and B are correct.

oN®p

5. When marginal utility is zero, total utility is:
Also zero.

At a maximum

Negative.

Rising, but at a declining rate.

o0 ®»

3|Page
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Econ131: Principles of Microeconomics Chapter 9: Consumer Behavior &y ele 2

6. If total utility is decreasing as more units are consumed, then marginal utility must be
A. increasing at a decreasing rate
B. positive
C. decreasing at an increasing rate
D. negative

7. The following table that givens the marginal utility, measured in utils, for different quantities of apples
consumed. The total utility of consuming 2 apples is:

A. 6 Apples Ilargiral THility
B. 7
D. 14 2

3 1

i -2

Law of Diminishing Marginal Utility &=l assioll 0dls weld

Added satisfaction declines as a consumer acquires additional units of a given product. For example, a consumer's
desire for an automobile when he or she has none may be very strong. But the desire for a second car
is less intense.

JUs aslodl o &line olasg) aSlpiwl s ellpiwall lpde Jas (sl szl dsdiall Ol (wle @axll dssinll (adls Ugild Laiu
wsill @saioll el oo S8l UgSiw ellpiall dgiin (] 8359 JS lpbwni (sl dsbioll Uf sizoy .aadlin LgSiw diseo o 65id
Loz sl dsiall oo 1T oVl @VgSginll dehid (o ui lpule Jazs ol dsaiadl O wells Jbio Lpisiw (sill 8asgll Lpislol

aSlpiaodl wlasgll sac 3505 go @adlise UeSi @Bl Wlasell (o daiiell dsaioll Ol Sl sl ashall o lpule

v The law of diminishing marginal utility indicates that gains in satisfaction become smaller as
successive units of a specific product are consumed.

Marginal Utility and Demand

The law of diminishing marginal utility explains why the demand curve for a product slopes downward.
If the successive units of a good yield smaller and smaller amounts of marginal utility, then the
consumer will buy additional units of a product only if its price falls.

Multiple Choices:

1. The idea that the utility a consumer derives from successive units of a good diminishes as total
consumption of the good increases is known as
A. diminishing total utility
B. utility maximization
C. diminishing marginal utility
D. the utility theory of demand

2. The "law" of diminishing marginal utility implies that the
A. marginal utility of a good diminishes over time
B. total utility is negative
C. last unit of a good consumed will contribute most to the consumer's satisfaction
D. first unit of a good consumed will contribute most to the consumer's satisfaction

4|Page
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Econ131: Principles of Microeconomics Chapter 9: Consumer Behavior Gyele o )

Theory of Consumer Behavior

In addition to explaining the law of demand, the idea of diminishing marginal utility explains how
consumers allocate their money incomes among the many goods and services available for purchase.

Consumer Choice and Budget Constraint

We will assume that the situation for the typical consumer has the following dimensions:

¢ Rational behavior: The consumer is a rational person, who tries to use his or her money income to
derive the greatest amount of satisfaction, or utility from it.

o Preferences: Each consumer has clear cut preferences for certain of the goods and services that
are available in the market.

e Budget constraint: At any pointin time the consumer has a fixed, limited amount of money income.
Since each consumer supplies a finite amount of resources to society, he earns only limited income.

e Prices: Good are scarce relative to the demand for them, so every good carries a price tag. We

assume that the price of each good is unaffected by the amount of it that is bought by any
particular person

Utility — Maximizing Rule

Utility maximization rule: To maximize satisfaction, the consumer should allocate his or her money income
so that the last dollar spent on each product yield the same amount of extra (marginal) utility.

Consumer equilibrium: the consumer should allocate the income on different goods and services that
yields the maximum utility or satisfaction.

01D oy ,aziioll oo Sew Sgime cslel oy i LpSlpiwy il wloazdly glwdl w alss €500 Ol llpiwnll sle e
Mellpiwodl Oslgs ™ @l

>az9 ,IMpwVl (e cllpiwoll 13a 6,18 ,8 480 lpio asiinedl drainll pulasig gludl IMpiwl 59 lpiwall aug) VL dole asny
LeSdpswn (sl gl Hlewly cllpiuoall J5 Lo Ul ol 3sle 8,18) 05

8| da>g) Qi) dedinll

Is the extra utility that the last dollar spent on each product yields

=l dstiodl doud (5,b (s aslad] e @99 a0 sg8i 519 »3] (o diiiied] dssioll (wd sgail dag) dasl dssioll
asladl jow csle

Margianl Utility of Good A
Price of Good A

Marginal utility per dollar of good A =

5|Page
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Chapter 10

Pure Monopoly

An Introduction to Pure Monopoly

Pure monopoly exists when a single firm is the producer of a product for which there are no close
substitutes.

Sty 3 sadl b Akl tia gl L) ga Sinalh il ISEAY) (5 g Jah anl 5 ol A s o ) Gpual) e () salaBY) (3l
L m sy pany Sinall Laiy 3l Al

Main Characteristics of Pure Monopoly JSia¥) (§ sed dpalad) cilad)

o Single Seller: (3ol b 3als Ay 3529

A pure monopoly is an industry in which a single firm is the sole producer of a specific good or
services; the firm and the industry are synonymous.

e No Close Substitutes 4aiiall daludl Jilay 3529 o

Pure monopoly's product is unique in that there are no close substitutes.
Gl (O AT e 53 5 a2 sy elpally gl 5 ol el i L) AT i aa5n Y Ganall LSl (A ol o T

e Price Maker 4dalul) jaw B asadll o 5,48l

The pure monopolist controls the total quantities supplied and has considerable control over price;
it is a price maker. The pure monopoly has a downward sloping demand curve, it can changes its
product price by changing the quantity of the product it produces.

e Blocked Entry : sl () Jsaall (a (AT Guaiiall adad (36158 3529

Entry is totally blocked in pure monopoly, those barriers may be economic, technological, legal, or

of some other type.

Craiie wie o JUal daaday (i) 538 Jaxts 13 ydia (3 sl 8 oliall Aalll ) sinall olal sl oo o8 e llia (o gl
3l Y 3l Y J A a0 A
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The product produced by a pure monopolist may be either standardized or differentiated.

Barriers to Entry (Jsa §ilse ) Siaal 3sa g cdaw/

- Economic barriers to entry: (Ownership or Control of Essential Resources) )5l e 8 k)
dalod) Uiy 4a U1 Apulaly) Aalioy)

Wil g o) sall @l Slla e Ja¥) Al sk o giay Jagi yy o) Al o)) gall @l @lliag 53 i ) piiall ()5S (e Slld aniy
Lbiall & i gl anliad ais gl el 8 Lol @lld adtiidie f alad) i gall g ) peiiall yiiad ) il 5dl) 4S5 elld
.LAZJJJJE

- Legal barriers to entry: (sl j<iaY)

£l Sl S 5 Jie dala dagde <l als Z LY A IS 0 @ Sliel da sSall ellae ) (3 5k e SISV e g sl 28 &y
B3 sane Aia 33yl gy o) AV o aiaid dales ZUEY Cpaiial) aaY i) de gSall et 85 Cailgd) 5 olall

- Technological barriers to entry (. slsisil) jl<ia¥)

Y o ((lanall 53561 s YY) Jlall ol 5] LSl ey & S 3 580l il sl o IS ) any aclali G
ol (e dalis

- Natural barriers to entry ( Natural Monopoly) ¢ashll j<iay)
8aa) 5 dunipe (e ST S5m0 53 mansy ¥ Las Taa (economies of scale ) 5sS Sl shs 2 ga s (A JSEAY) e g il 138 (5 ja
o Z LY Jpaal) Jslag aaa aiie ol o Al divie A80S5 Ve dalod) ) A sl il ey 138 5 Aalid) S5 (5 g B

o ) ial) dudlia e sl iial 13a 5508 e Jli Laa sl il GaISE Jana (e Sl f 4nli) A5 Jana (35S Zalul
Gl Tam s Q) il s (3 smdl (30 2 5 A0 o sy Lo yeadl Jlae

Economies of Scale : The Natural Monopoly Case.

Economies of Scale : A declining long run average total cost curve over a wide range of output
quantities.

If a pure monopoly exists in such an industry, economies of scale will serve as an entry barrier and
will protect the monopolist from competition. New firms that try to enter the industry as small-
scale producers cannot realize the cost economies of the monopolist.

Long-run ATC

Average total coscs

Dutput

Monovpoly Demand Siaal) 4a) g1 53 lhal) | Jdada
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The demand curve for the monopolist is quite different from that of the pure competitive. Because
the pure monopolist is the industry, its demand curve is the market demand curve. And because
market demand is not perfectly elastic, the monopolist's demand curve is downsloping ( the
quantity demanded increases as price decreases).

Price

Pure Meonopoly
Demand Curve

D
Quantity
Revenue and Costs of a Pure Monopoly
Total Revenue (TR) =P x Q
Average Revenue (AR) = Price (P)
Marginal Revenue =ATR / AQ
Average Total Cost (ATC) =TC / Q
Marginal Cost = ATC / AQ
Profit = Total Revenue (TR) - Total Cost ( TC).
Revenue Data Cost Data
(1 2) 3) ) (5) 6 7
Quantity Price (Average Total Revenue, Marginal Average Tota(l éost, Maf'g:n ol Progiat)[+]
of Output Revenue) (1) x (2) Revenue Total Cost (1) x (5) Cost or Loss [—]
0 $172 $ 0 $ 100 $—100
| 162 1627 $]':§ $190.00 190 RD g
2 152 304 i o 135.00 2701 i +34
3 142 426 113.33 gl 10 +86
4 132 528 ) 192 100.00 2001
] A i +128
5 122 610 94.00 R +140
6 12 6721 i 91.67 ssos — 1 9
] o . +122
7 102 ‘ 714 91.43 gor——— 0 +74
8 92 nel—— 22 93.75 Zapim——— b —14
9 82 728 3 |; 97.78 8801 iy “ 142
10 72 720 103.00 loso 150 -310

Price and Marginal Revenue in Pure Monopoly
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With a fixed downsloping demand curve, the pure monopolist can increase sales only by charging
a lower price. The marginal revenue is less than price ( average revenue) for every unit of output

expect the first (MR < P).

A pure monopolist with a downsloping demand curve, must set a
lower price in order to sell more output. Here by charging $132 rather N
than $142, the monopolist sells an extra unit ( the fourth unit) and
gains $132 from that sale. But from this gain must be subtracted $30, -
which reflects the $10 less the monopolist charged for each of the first :
3 units. Thus, the marginal revenue of the fourth unit is $102,

considerably less than its $132 price.

P ~

. o $142, 3 units

132 e L

s

D
%":'.\-.\Galn =$132
1 I 4 | |
0 T

The relationship between the marginal revenue and the demand curve.

- The monopolist's MR curve lies below
the demand curve, including that
marginal revenue is less than price at
every output quantities.

- Total revenue (TR) increases at a
decreasing rate, reaches a maximum
and then declines.

- In the elastic region, TR is increasing
and hence MR is positive. When TR
reaches its maximum, MR is zero. In the
inelastic region of demand, TR is
declining, so MR is negative.

The Monopolist Is a Price Maker

STUDENTS-HUB.com

Price

Tortal revenue

$200

Elastic Inelastic

100

50

| | | |

| |
8 ‘\\\|o T T

(2)

Demand and marginal-revenue curves

$750 |

500

250

TR

| | | | | | | |

2 4 6 8 10 12 14 16 18 0
(b)

Total-revenue curve
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All imperfect competitors, whether pure monopolists, oligopolists, or monopolistic competitors, face
downward sloping demand curves. So firms in those industries can to one degree or another influence
total supply through their own output decisions. In changing market supply, they can also influence
product price. Firms with downward-sloping demand curves are price makers . This is most evident in
pure monopoly, where one firm controls total output. The monopolist faces a downsloping demand
curve in which each amount of output is associated with some unique price.

The Monopolist Set Prices in the Elastic Region of Demand

When demand is elastic, a decline in price will increase total revenue. Similarly, when demand is
inelastic, a decline in price will reduce total revenue. The implication is that a monopolist will
never choose a price-quantity combination where price reductions cause total revenue to
decrease (marginal revenue to be negative). The profit-maximizing monopolist will always want
to avoid the inelastic seement of its demand curve in favor of some price-quantity combination
in the elastic region.

Output and Price Determination

MR = MC Rule

A monopolist seeking to maximize total profit will produce output at which marginal revenue
equal marginal cost (MR = MC).

For example, a comparison of column 4 and 7 in table below indicates that the profit maximization
output is 5 units .

What price will the monopolist charge?

The demand schedule shown as column 1 and 2 in table below indicate there is only one price at
which 5 units can be sold ( P = $122).

Revenue Data Cost Data
M 2) (3) ) (5) (6)

i ) (7) 8
Quantity Price (Average Total Revenue, Marginal Average Total Cost, Marginal Pro}it)[+]
of Output Revenue) (1) x (@) Revenue Total Cost (1) x (5) Cost or Loss [—]

0 $172 $ 0 100

1 162 | ] S0 : ! e i
L‘:ZI 142 $190.00 190 =28
2 152 304 135.00 2?0] g2 +34

3 142 26! 122 Earmas 0
26 113.33 340 +86

: e 1 102 —— 60
528 100.00 400 +128

5 122 6l ] - J @
0 94.00 470 +140

6 12 672 J e J 5
] 42 91.67 550 +122
7 102 ?M] » 91.43 640] 70 +74
8 92 736 | ] 93.75 750 5 —14
9 82 738 s 97.78 880 ! 20 — 142
10 72 720 103.00 IUEC!:| kg -310

Profit Maximization by a Pure Monopolist ( graphical analysis)
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The pure monopolist maximizes
profit by producing at the MR = MC $200
output, here Qm = 5 units. Then as
seen from the demand curve, it will
charge price Pm = $122. Average
total cost will be A = $94, meaning
that per unit profit is Pm - A and
total profit is Q( P - A). total
economic profit is thus represented
by the green rectangent.

175

. MC

150
Profit

i25 ) Mq‘ per unit

Price, costs, and revenue
=)
o

- The MR curve lies below the
demand curve in the figure
because the gain in revenue from 25
an extra unit of output is less Qm
than the price charged for that S

. 0 J 2 3 4 5 6 7o h BENENI )
unit of output. : .t %
Quantity

50 MR = MC

Example:-

Suppose s pure monopolist is faced with the demand schedule and costs data shown below.

Price Qd ATC MC TR MR
40 0 - -
38 1 13 -4
36 2 4 -2
34 3 1.67 0
32 4 1 2
30 5 1.20 4
28 6 1.34 6
26 7 1.85 8
24 8 2.5 10
22 9 3.23 12
20 10 4 14

a. Calculate the missing total revenue (TR) and marginal revenue (MR) amounts.

Price Qd ATC MC TR MR
40 0 - - 0 -
38 1 13 -4 38 38
36 2 4 -2 72 34
34 3 1.67 0 102 30
32 4 1 2 128 26
30 5 1.20 4 150 22
28 6 1.34 6 168 18
26 7 1.85 8 182 14
24 8 2.5 10 192 10
22 9 3.23 12 198 6
20 10 4 14 200 2 b. Determine the profit
maximization price and profit earning output for this monopolist.
STUDENTS-HUB.com Uploaded By: anonymous
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To maximize profit : MR = MC

Price Qi | ATC | MC TR MR
40 0 ] ] 0 ]
38 1 13 4 38 38
36 2 4 2 72 34
34 3 1.67 0 102 30
32 4 1 2 128 26
30 5 1.20 4 150 2
28 6 1.34 6 168 18
26 7 1.85 8 182 14
24 8 25 10 192 10
2 9 3.23 12 198 6
20 10 4 14 200 2

To maximize profit the monopolist must produce 10 units of output at a price of $24 per unit.

c. What is the monopolist profit?

Profit=Q (P - ATC) =10 (24 - 2.5) =10 x 21.5 = $215

Example:-

Which of the following is true at the output level where P=MC?

(a) The monopolist is maximizing profit.

b) The monopolist is not maximizing profit and should increase output.

(
(c) The monopolist is not maximizing profit and should decrease output.
(

d) The monopolist is earning a positive profit.

Example:-

The diagram below depicts the situation facing a
monopolist. To maximize profits, the monopolist
will produce units of output and
charge a price of . Profits to the firm
are equal to

(a) 100, $10, $200
(b) 100, $20, $1200
(c) 100, $20, $2000
(
(

d) 150, $10, $1500
e) 100, $20, $1500

o) Curve.

Price
ATC
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The pure monopolist has no supply curve. There is no unique relationship between price and quantity
supply for a monopolist. Like the competitive firm, the monopolist equates marginal revenue and
marginal cost to determine output, but for the monopolist marginal revenue is less than price. Because
the monopolist does not equate marginal cost and price, it is possible for different demand condition
to bring about different prices for the same output.

Conclusion: There is no single, unique price associated with each output level that maximize profit,
and so there is no supply curve for the pure monopoly.

Misconceptions Concerning Monopoly Pricing

e Not Highest Price

. MC

Because a monopolist can manipulate output and price,
people often believe it " will charge the highest price
possible". That is incorrect. There are many prices above
Pm in the figure but the monopolist shuns them because
they yield a smaller than total maximum profit ( the
monopolist seek maximize total profit , not maximize
price). 4

b Profit
—— per unit

Price, costs, and revenue
=
(=3

Q,,.<|= 5 units
N

0 v 3 4 5 [ i 8 9 o @

Quanticy ;

e Total, Not Unit, Profit

The monopolist seeks maximum total profit, not maximum unit profit. In the figure a careful
comparison of the vertical distance between average total cost and price at various possible output
indicates that per unit profit is grater at a point slightly to the left of the profit maximization output.

Possibility of Losses by Monovolist

If demand D is weak and costs are high, the pure g

monopolist may be unable to make a profit. Because Pm
exceeds the average variable cost at the MR=MC output
Qm, the monopolist will minimize losses in the short run
by producing at that output. The loss per unit is A - P,
and the total loss is indicated by the rectangle.

Loss
per unit

Price, costs, and revenue (dollars)

The monopoly suffers a loss, because of weak demand
and relatively high costs. Yet it continues to operate for 0 0.

the time being because its total loss is less than its fixed Quantity
cost. At output Qm, the monopolist's price Pm exceeds
its average variable cost. Its loss per unit is A - Pm, and the total loss is shown by the rectang]le.

MR -n,D

ST\ Eoamemic Effents efMonopoly Uploaded By: anonymous



Price, Output, and Efficiency

e In a purely competitive industry, entry and exit of firms ensure that price ( Pc) equals
marginal cost (MC) and that the minimum average total-cost output (Pc) is produced. Both
productive efficiency (P = minimum ATC) and allocative efficiency (P = MC) are obtained.

e In pure monopoly, the MR curve lies below the demand curve. The monopolist maximizes
profit at output Qm where MR = MC, and charges price Pm-Thus, output is lower (Qm rather
than Qc) and price is higher (Pm rather than Pc) than they would be in a purely competitive
industry Monopoly is inefficient, since output is less than that required for achieving
minimum ATC (here at Q,) and because the monopolist's price exceeds MC. Monopoly
creates an efficiency loss (here of area ab ¢).

Efficiency loss

N/ P=mMc= 1
., minimum ATC

(a) (b)

Purely competitive industry Pure monopoly

e Monopolist yield neither productive nor allocative efficiency. The monopolist's output is less
than Qc, the output at which average total cost is lower. And price is higher than the
competitive price Pc, which in the long run equilibrium in pure competition equals minimum
average total cost. Thus the monopoly price exceeds minimum average total cost.

e Monopoly creates an efficient loss ( or deadweight loss) for society. The sum of consumer
surplus and producer surplus is not maximized. In monopoly, then:

- Pexceeds MC

- P exceeds lowest ATC

- An efficient loss (deadweight loss) occurs ( the sum of consumer surplus + producer
surplus is less than maximum).

Income Transfer

Monopoly transfers income from consumers to the stockholders who own the monopoly. Because of
their market power, monopolist charge a higher price than would a purely competitive firm with the
same costs. So monopolists in effect levy a " private tax" on consumers and often obtain substantial
economic profit.
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A purely monopolistic industry will charge a higher price, produce a smaller output, and allocate
economic resources less efficiently than a purely competitive industry. These inferior results are
rooted in the entry barriers characterizing monopoly. The unit cost incurred by a monopolist may
be either larger or smaller than that incurred by a purely competitive firm.

Price Discrimination

The monopolist charges a single price to all buyers. But under certain conditions the monopolist can
increase its profit by charging different prices to different buyers. In so doing, the monopolist is
engaging in price discrimination, the practice of selling a specific product at more than one price
when the price differences are not justified by cost differences. Price discrimination can take three
forms:

- Charging each customer in a single market the maximum price she or he is willing to pay.

- Charging each customer one price for the first set of units purchased and a lower price for
subsequent units purchased.

- Charging some customers one price and other customers another price.

Conditions
Price discrimination is possible when the following conditions are met:

Monopoly power: The seller must be a monopolist or, at least, must possess some degree of monopoly
power. that is, some ability to control output and price.

Market segregation: At relatively low cost to itself, the seller must be able to segregate buyers into dis-
tinct classes, each of which has a different willingness or ability to pay for the product. This separation
of buyers is usually based on different price elasticities of demand.

No resale: The original purchaser cannot resell the product or service. If buyers in the low-price
segment of the market could easily resell in the high-price segment, the monopolist's price
discrimination strategy would create competition in the high-price segment. This competition
would reduce the price in the high-price segment and undermine the monopolist's price-
discrimination policy. This condition suggests that service industries such as the transportation
industry or legal and medical services, where resale is impossible, are good candidates for price
discrimination.

Examples of Price Discrimination

- Airlines charge high fares to business travelers, whose demand for travel is inelastic, and
offer lower, highly restricted, nonrefundable fares to attract vacationers and others whose
demands are more elastic.

- Electric utilities frequently segment their markets by end uses, such as lighting and heating.
The absence of reasonable lighting substitutes means that the demand for electricity for
illumination is inelastic and that the price per kilowatt-hour for such use is high. But the
availability of natural gas and petroleum for heating makes the demand for electricity for this

STUDERAE KB ey and the price lower. Uploaded By: anonymous
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Graphical Analysis

The price-discriminating monopolist represented here maximizes its total profit by dividing the
market into two segments based on differences in elasticity of demand. It then produces and sells the
MR = MC output in each market segment. (For visual clarity, average total cost (ATC) is assumed to
be constant. Therefore MC equals ATC at all output levels.) (a) The firm charges a higher price (here,
Py) to customers who have a less elastic demand curve and (b) a lower price (here, Ps) to customers with a more
elastic demand. The price discriminator's total profit is larger than it would be with no discrimination
and therefore a single price.

MC = ATC

(a) Small businesses

(b) Students

Example:

Suppose that a price-discriminating monopolist has segregated its market into two groups of buyers,
the first group described by the demand and revenue data that you developed for question 5. The
demand and revenue data for the second group of buyers is shown in the accompanying table.
Assume that MC is $13 in both markets and MC = ATC at all output levels. What price will the firm
charge in each market? Based solely on these two prices, what can you conclude about the relative
elasticities of demand in the two markets? What will be this monopolist's total economic profit?

Market 1: Market 2:
Price | Quantity | Total | Marginal Price | Quantity | Total | Marginal
Revenue | Revenue Revenue | Revenue
115 0 0 - 71 0 0 -
100 1 100 100 63 1 63 63
83 2 166 66 55 2 110 47
71 3 213 47 48 3 144 34
63 4 252 39 42 4 168 24
55 5 275 23 37 5 185 17
48 6 288 13 33 6 198 13
42 7 294 6 29 7 203 5
37 8 296 2
33 9 297 1

What price will the firm charge in each market?

STUDENTS HUB.com
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For market 1:

The monopolist maximize profit when MR = MC
MC = MR when Q = 6 and the price equal $48
For market 2:

The monopolist maximize profit when MR = MC
MC = MR when Q = 6 and the price equal $33

b. Based solely on these two prices, what can you conclude about the relative elasticities of
demand in the two markets?

In market 1: as price decrease from 48 to 42, total revenue increase from 288 to 294 =» demand
elastic.

In market 2: as price decrease from 33 to 29, total revenue decrease from 13 to 5 = demand
inelastic.

c¢. What will be this monopolist's total economic profit?
Profit (market 1) =Q (P - ATC) = 6 (48 - 13) = 6 x 35 = $210

Profit ( market 2) =Q (P - ATC) =6 (33 - 13) =6 x 20 = $120
Total profit = $210 + 120 = $330
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Chapter 11

Monopolistic Competition
and Oligopoly

Monopolistic Competition 4 SaY) dudliall § g

Fedliall (3 s (ailiad aliaa (5 puad) 138 3als AL HLSIAYT (5 gy ALl Andlial) (3 pms (g Lo 3 LS Bdlial (3 gms sing
o Adlial) (3 3 pailiad (o draals aal ol JUlls aial S usba (e A ASEaY) 8 5l (anyy adiag sl o V) Al
Anlae gl Gl Ao Talus ¢ sty Cpniiall o 230 3535 il 1 5 (3 pudl 130 gy iy

The Characteristics of Monopolistic Competition 4 Sia¥) dudlia) (§gw pailad

e Relatively Larger Number of Sellers

Monopolistic competition is characterized by a fairly large number of firms, say, 25, 35, 60, or 70,
not by the hundreds or thousands of firms in pure competition.

el 2wl aniad e JS Lad) g cpatiall (e cpme 2o e Chaati il Ua S rdalld) o satiy cpdl) cpatiall e e 23 dsag
b opaiall aae o La 0,83 jaag ey Aalidl 02 (e ASH U dilly 5 jtm doan 35y agie 2a) s OS o Cpaitall (4e
b il s S da i il aad Y dnalall oda o) ALY Adliall (5 g 8 pb23e (e Baladl 8 B Ay S Al (3 sus

IBJJJM :\_\JLS.\;Y\ 4..\).)3 u}ﬁ A_AL‘SL‘J cd}.mj\

Monopolistic competition involves:

- Small market shares: each firm has a comparatively small percentage of the total market
and has limited control over market price.

ASail e il 5508 o LeS caladl 038 (o ASH LG Aailly 5 pkam A gy A JSEa Y1 Asilial) (5 gms b e S
B33 gana daludl s S
- No collusion: the presence of a relatively large number of firms ensures that collusion by a
group of firms restrict output and set prices is unlikely.

et Al Al Sl 08y Geatiall (e B sana 18 G 5l s 0L Gt i) o et S 330 5 )
.}5 -

STUDENTS-HUB.com Uploaded By: anonymous



- Independent action : with numerous firms in an industry, there is no felling of
interdependence among them, each firm can determine its own pricing policy without
considering the possible reactions of rival firms. A single firm may realize a modest increase in
sales by cutting its price, put the effect of that action on competitors' sales will be nearly
imperceptible and will probably trigger no response.
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e Differentiated Products: duwilaie Cud 1gisl g dglia (§ gud) A Aniial) dalud)

Monopolistically competitive firms turn out variations of a particular product. They produce
products with slightly different physical characteristics. Monopolistic competition firms
differentiate product in product attributes, services, location, and the brand names or packaging.
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- Monopolistic competitors do have some control over their product prices because of product
differentiation.

e Easy Entry and Exit: Gsad) ¢ gosally Jsdall A sgu

Entry into monopolistically competitive industries is relatively easy compared to oligopoly or pure
monopoly. Because monopolistic competitors are typically small firms, both absolutely and
relatively, economies of scale are few and capital requirements are low.

Exit from monopolistically competitive industries is relatively easy. Nothing prevents an
unprofitable monopolistic competitor from holding a going-out-of-business sale and shutting
down.
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e Nonprice Competition:

Is to make price less of a factor in consumer purchases and make product differences a greater
factor. If successful, the firm's demand curve will shift to the right and will be less elastic.

Price and Output in Monopolistic Competition
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The Firm's Demand Curve 4 \Sia¥) dcdlial) §gw & cihll Jdade

The demand curve faced by a monopolistically competitive seller is highly, but not perfectly, elastic. It
is precisely this feature that distinguishes monopolistic competition from pure monopoly and pure
competition. The monopolistic competitor's demand is more elastic than the demand faced by a pure
monopolist because the monopolistically competitive seller has many competitors producing closely
substitutable goods. The pure monopolist has no rivals at all.

For two reasons, the monopolistic competitor's demand is not perfectly elastic like that of the pure
competitor. First, the monopolistic competitor has fewer rivals; second, its products are differentiated,
so they are not perfect substitutes.
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The price elasticity of demand faced by the monopolistically competitive firm depends on the number
of rivals (ux-éliall 23¢) and the degree of product differentiation. The larger the number of rivals and the
weaker the product differentiation, the greater the price elasticity of each seller's demand, that is, the
closer monopolistic competition will be to pure competition.

The Short Run: Profit or Loss

The monopolistically competitive firm maximizes its profit or minimizes by producing the output at
which marginal revenue equals marginal cost (MR= MC).

The monopolistic competitor maximizes profit or minimizes
loss by producing the output at which MR = MC. In figure
(a) the firm produces output Q1, where MR=MC. As shown
by demand curve D1, it then can charge price P1. It realizes
an economic profit, shown by the area ( Q1 x ( P1 - Al).

Quantity

In figure (b), the firm may incur a loss in the short run. The eat b
firm producing output level Q2 where (MR=MC) and, as

determined by demand curve D2, by charging price P2.
Because price P2 is less than average total cost A2, the firm
incurs a per unit loss of A2 - P2 and a total loss represented

as the area ( Q2 x (P2 - A2).

Price and costs

Quantity
(b)

Short-run losses

The Long Run : Only a Normal Profit.
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In the long run, firms will enter a profitable monopolistically
competitive industry and leave an unprofitable one. So a
monopolistic competitor will earn only a normal profit in the
long run or, in other words, will only break even. (Remember
that the cost curves include both explicit and implicit costs,
including a normal profit.)

Price and costs
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Long-run equilibrium

Profits: Firms Enter

In the case of short-run profit, economic profits attract new rivals because entry to the industry is
relatively easy. As new firms enter, the demand curve faced by the typical firm shifts to the left (falls).
Why? Because each firm has a smaller share of total demand and now faces a larger number of close-
substitute products. This decline in the firm's demand reduces its economic profit. When entry of new
firms has reduced demand to the extent that the demand curve is tangent to the average-total-cost
curve at the profit-maximizing output, the firm is just making a normal profit.

Losses: Firms Leave

When the industry suffers short-run losses, some firms will exit in the long run. Faced with fewer
substitute products and blessed with an expanded share of total demand, the surviving firms will see
their demand curves shift to the right (rise), as to D3. Their losses will disappear and give way to
normal profits (Figure c).

Monopolistic Competition and Efficiency

We know from Chapter 9 that economic efficiency requires the triple equality P = MC = minimum
ATC. The equality of price and minimum average total cost yields productive efficiency. The good is being
produced in the least costly way, and the price is just sufficient to cover average total cost, including a
normal profit. The equality of price and marginal cost yields allocative efficiency. The right amount of
output is being produced, and thus the right amount of society's scarce resources is being devoted to
this specific use.

The inefficiency of monopolistic competition.

In long-run equilibrium a monopolistic

competitor achieves neither productive nor =
allocative efficiency. Productive efficiency is not / '
realized because production occurs where the Eem e e =
average total cost A3 exceeds the minimum N [ ne 7€ We-n

average total cost As. Allocative efficiency is not i )
achieved because the product price P3 exceeds g | \

the marginal cost Mj;. The result is an TS 1‘ N memc
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Oligopoly, a market dominated by a few large producers of a homogeneous or differentiated
product. Because of their "fewness," oligopolists have considerable control over their prices, but
each must consider the possible reaction of rivals to its own pricing, output, and advertising
decisions.
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o A few large Producers. (saiiall ¢ Juld o 392

B Ased AN ) J) 20al) el Lima Taae daes (o LSy D | caainal) (e J3ll i 2 gm g 08 Stin) (§ s pailiad (g
DS s Gl ) ) e sa8ia Gualbia®@Y] oY 58 adaaa (S5 222l s Ao ualaBiV) un BLE) 2 g Y Cua (b e
AL Sia) e ad Leil deliall s2h Cia s (lSaly 43ld delicall ISI £ LY (e %50 oo 25 delicall 8 (uaiie day )

"Concentration Ratio " " 3:S jill s " saall 3 S 215 (e Sl e gl oS) 2l Ao ansi

e Homogeneous or Differentiated Productsigliia (oS a8 g dudlatia 0o 8§ gud) A dnilal) dalod)

An oligopoly may be either a homogeneous oligopoly or a differentiated oligopoly, depending on
whether the firms in the oligopoly produce standardized (homogeneous) or differentiated
products. Many industrial products (steel, zinc, copper, aluminum, lead, cement, industrial
alcohol) are virtually standardized products that are produced in oligopolies. Alternatively, many
consumer goods industries (automobiles, tires, household appliances, electronics equipment,
breakfast cereals, cigarettes, and many sporting goods) are differentiated oligopolies. These
differentiated oligopolies typically engage in considerable nonprice competition supported by
heavy advertising.
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e Control over Price, but Mutual Interdependence.

Because firms are few in oligopolistic industries, each firm is a "price maker"; like the monopolist,
it can set its price and output levels to maximize its profit. But unlike the monopolist, which has no
rivals, the oligopolist must consider how its rivals ((+-élis) will react to any change in its price,
output, product characteristics, or advertising.

Oligopoly is thus characterized by strategic behavior and mutual interdependence. By strategic
behavior, we simply mean self-interested behavior that takes into account the reactions of others
(ped )l o8 o alladl 250 )5 450 ) 8 AaS) 8 0 )Y Gaaiiall lbusa crusy 21 JS). Firms develop and implement
price, quality, location, service, and advertising strategies to "grow their business" and expand
their profits. But because rivals are few, there is mutual interdependence: a situation in which
each firm's profit depends not entirely on its own price and sales strategies but also on those of the
other firms. So oligopolistic firms base their decisions on how they think rivals will react.

e Entry Barriers (gl 3 3i1ge 299
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The same barriers to entry that create pure monopoly also contribute to the creation of oligopoly.
Economies of scale are important entry barriers in a number of oligopolistic industries, such as the
aircraft, rubber, and copper industries. In those industries, three or four firms might each have
sufficient sales to achieve economies of scale, but new firms would have such a small market share
that they could not do so. They would then be high-cost producers, and as such they could not
survive.
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e Mergers zlaall

Some oligopolies have emerged mainly through the growth of the dominant firms in a given
industry (examples: breakfast cereals, chewing gum, candy bars). But for other industries the route
to oligopoly has been through mergers. The merging, or combining, of two or more competing
firms may substantially increase their market share, and this in turn may allow the new firm to
achieve greater economies of scale.

Kinked-Demand Theory: Noncollusive Oligopoly _mSial/ bl 4; jLi

The kinked-demand curve. (a) The slope
of a noncollusive oligopolist's demand Sl
and marginal-revenue curves depends N R

on whether its rivals match (straight

lines D1 and MRI) or ignore (straight \ %
lines D, and MRy) any price changes that / .

it may initiate from the current price Po. prce dacrase o : #
(b) In all likelihood an oligopolist's "o : '
rivals will ignore a price increase but 5 Q:my HIR, 4 o \MR:

Q
follow a price cut. This causes the @ ®

oligopolist's demand curve to be

kinked (D2eD1,) and the marginal-revenue curve to have a vertical break, or gap (fg). Because any
shift in marginal costs between MC1 and MC: will cut the vertical (dashed) segment of the
marginal-revenue curve, no change in either price Po or output Qo will result from such a shift.
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This analysis helps explain why prices are generally stable in noncollusive oligopolistic
industries. There are both demand and cost reasons.

On the demand side, the kinked-demand curve gives each oligopolist reason to believe that any
change in price will be for the worse. If it raises its price, many of its customers will desert it. If it
lowers its price, its sales at best will increase very modestly since rivals will match the lower
price. Even if a price cut increases the oligopolist's total revenue somewhat, its costs may increase
by a greater amount, depending on demand elasticity. For instance, if its demand is inelastic to
the right of Qo, as it may well be, then the firm's profit will surely fall. A price decrease in the
inelastic region lowers the firm's total revenue, and the production of a larger output increases its
total costs.

On the cost side, the broken marginal-revenue curve suggests that even if an oligopolist's costs
change substantially, the firm may have no reason to change its price. In particular, all positions
of the marginal-cost curve between MC; and MC: will result in the firm's deciding on exactly the
same price and output. For all those positions, MR equals MC at output Qo; at that output, it will
charge price Po.
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Cartels and Other Collusion

Cartels agree on production limits and set a common price to maximize the joint profit pf their
members as if each were a unit of a single pure monopoly.

If oligopolistic firms face identical or highly similar demand
and cost condition, they may collude to limit their joint
output and to set a single, common price. Thus each firm acts
as if it were a pure monopolist, setting output at Q0 and
charging price P0. this price and output combination
maximizes each oligoplist's profit and thus the combined or

Price and costs

joint profit of both.
Economic \D
profit o
0 Qs
Quantity
- Collusion among oligopolies is difficult because of
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demand and cost differences among sellers, the complexity of output coordination among
producers, the potential for cheating, a tendency for agreements to break down during
recessions, the potential entry of new firms , and antitrust laws.

Price Leadership Model

Price leadership involves an informal understanding among oligopolists to match any price change
initiated by a designated firm (often the industry's dominant firm).

Price leadership entails a type of implicit understanding by which oligopolists can coordinate prices
without engaging outright collusion based on formal agreements and secret meetings. Rather, a
practice evolves whereby the "dominant firm" initiates price changes and all other firms more or less
automatically follow the leader. Many industries, including farm machinery, cement, copper,
newsprint, glass containers, steel, beer, fertilizer, cigarettes, and tin, are practicing, or have in the
recent past practiced, price leadership.
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