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Contemporary Economic Issues
Part Four
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A firm is an institution that hires factors of production and organizes them to produce

and sell goods and services.
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The Firm’s Goal

A firm’s goal is to maximize profit. If the firm fails to maximize profits it is either

eliminated or bought out by other firms seeking to maximize profit.
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Measuring a Firm’s Profit

e Accountants measure a firm’s profit using rules laid down by the Internal Revenue

Service and the Financial Accounting Standards Board.

* Their goal is to report profit so that the firm pays the correct amount of tax and is open

and honest about its financial situation with its bank and other lenders.

e Economists measure profit based on an opportunity cost measure of cost.
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Opportunity Cost

* Afirm’s decisions respond to opportunity cost and economic profit.

* Afirm’s opportunity cost of producing a good is the best, forgone alternative

use of its factors of production, usually measured in dollars.
Opportunity cost includes both:
e Explicit costs

* Implicit costs
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* Explicit costs are costs paid directly in money.

* Implicit costs are costs incurred when a firm uses its own capital or its owners”’
time for which it does not make a direct money payment.

* The firm can rent capital and pay an explicit rental cost reflecting the opportunity
cost of using the capital.
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The firm can also buy capital and incur an implicit opportunity cost of using

its own capital, called the implicit rental rate of capital.
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* Economic depreciation is the change in the 4dg.udl dagall (§ il 9o (Soladdl DY

market value of capital over a given period. Aaae 8,58 I JWJI )
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The cost of the owner’s resources is his or her entrepreneurial ability and labor

expended in running the business.

The opportunity cost of the owner’s entrepreneurial ability is the average
return from this contribution that can be expected from running another firm

This return is called a normal profit.
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The opportunity cost of the owner’s l[abor spent running the business is the wage

income forgone by not working in the next best alternative job.
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Economic Profit
Economic profit equals a firm’s total revenue minus its opportunity cost of production.

A firm’s opportunity cost of production is the sum of the explicit costs and implicit
costs .

Normal profit is part of the firm’s opportunity costs, so economic profit is profit over
and above normal profit. Table 9.1summarizes the economic accounting concepts.
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Economic Accounting: (A Summary)

To maximize profit, a firm must make five basic decisions:
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What goods and services to produce and in what quantities?
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How to produce-the production technology to use?
Tldlacy Lo pde pasgaly eudaid &S
How to organize and compensate its managers and workers?
Tla pandy gilniin (Grgud 428
How to market and price its products?
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What to produce itself and what to buy from other firms?
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‘TABLE 10.1 Economic Accounting

Item Amount
Total Revenue $400,000
Cost of Resources Bought in Market

Wool $80,000

Utilities 20,000

Wages 120,000

Computer lease 5,000

Bank interest 5,000 $230,000
Cost of Resources Owned by Firm

Economic depreciation $25,000

Forgone Interest 15,000 $40,000
Cost of Resources Supplied by Owner

Cindy’s normal profit $45,000

Cindy’s forgone wages 55,000 $100,000
Opportunity Cost of Production $370,000
Economic Profit $30,000
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* Perfect competition o8I dud Lol

* Monopolistic competition 4! dwdlinall

* Oligopoly sl HK

* Monopoly HESY| e
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Perfect competition is a market structure with: Iy S R dlo 81 dd Lo
* Many firms. 8l e dodall e
* Each sells an identical product. LasUase e S e
* Many buyers. opidedl (po dodadl Je 5g8Y e
* No restrictions on entry of new firms Aeluall Ul 3wasdl O adl Jg5n @

to the industry.

Both firms and buyers are all well informed Aoz EMbl Lo cplanlly o8l e S
of the prices and products of all firms Aclyall 3 OBl pwer Olxitieg Hlawd de
in the industry.
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structure with:

 Many firms. Ol e asdl e

e Each firm produces similar but slightly 3 dalisee lpSg dgolinie Olaiie &S0 JS gl @
different products-called product Ol pled ol -
differentiation.

e Each firm possesses an element Adgudl Boall raie cllind S8 (S

of market power.

* No restrictions on entry of new firms Acliuall ) saasdl B all Jgz0 Ao 398 o
to the industry.
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Oligopoly is a market structure in which: 1S Ggud) (S g2 dlall K5

* Asmall number of firms compete OB e S sue b udlsh e

 The firms might produce almost identical L«{).QJ da3late Wliie WS i 08
products or differentiated products Aol lsiin 9
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Monopoly is a market structure in which S Baud! S g2 K=Y

* One firm produces the entire output Acluall JoBI glll 8uslg dS% 4d guils

of the industry.

* There are no close substitutes for the product. Tl 40,8 Sl amgi Y e
* There are barriers to entry that protect as &l #>5 Jg=A| fLQTJ?\? Sla e
the firm from competition by entering firms. Awd o)l ye
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Measures of Concentration
Two measures of market concentration in common use are:

e The four-firm concentration ratio

e The Herfindahl- irschman index (HHI)
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The four-firm concentration ratio is the percentage of the total industry sales accounted

for by the four largest firms in the industry.
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The Herfindahl- Hirschman index (HHI) is the sum of the squared market shares

of the 50 largest firms in the industry.

The larger the measure of market concentration, the less competition that exists

in the industry.
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Interpretation of HHI
A market with an HHI of less than 1,000 is regarded as highly competitive
A market with an HHI between 1,000 and 1,800 is regarded as moderately competitive

A market with an HHI greater than 1,800 is uncompetitive
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Perfect competition is an industry in which:
 Many firms sell identical products to many buyers.

 There are no restrictions to entry into the industry.
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Perfect competition is an industry in which:
e Established firms have no advantages over new ones.

e Sellers and buyers are well informed about prices.
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How Perfect Competition Arises Perfect competition arises?

When firm’s minimum efficient scale is small relative to market demand

so there is room for many firms in the industry.
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And when each firm is perceived to produce a good or service that has no unique

characteristics, so consumers don’t care which firm they buy from.
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Price Takers
* |n perfect competition, each firm is a price taker.
* A price taker is a firm that cannot influence the price of a good or service.

* No single firm can influence the price- it must “take “the equilibrium market price.
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Each firm’s output is a perfect substitute for the output of the other firms,

so the demand for each firm’s output is perfectly elastic.
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Economic Profit and Revenue:

 The goal of each firm is to maximize economic profit, which equals total revenue
minus total cost.

e Total cost is the opportunity cost of production, which includes normal profit.
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A firm’s total revenue equals price, P, multiplied by quantity sold, Q, or P*Q.

In perfect competition, each firm is a price taker.
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A perfectly competitive firm faces two constraints:
A market constraint summarized by the market price and the firm’s revenue curves

 Atechnology constraint summarized by firm’s product curves and cost curves The goal

of each firm is to maximize economic profit, which equals total revenue minus total cost.
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The perfectly competitive firm makes two decisions in the short run:
 Whether to produce or to shut down.

e |fthe decision is to produce, what quantity to produce?
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A firm’s long-run decisions are:

 Whether to increase or decrease its plant size.

 Whether to stay in the industry or leave it.
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Profit-Maximizing Output:
e A perfectly competitive firm chooses the output that maximizes its economic profit.

* One way to find the profit maximizing output is to look at the firm’s the total revenue

and total cost curves.
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Marginal Analysis:

The firm can use marginal analysis to determine the profit maximizing output increases
profit is maximized by producing the output at which marginal revenue, MR, equals

marginal cost, MC.
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Profits and Losses in the Short Run :

 Maximum profit is not always a positive economic profit.

* To determine whether a firm is earning an economic profit or incurring an economic
loss, we compare the firm’s average total cost, ATC, at the profit maximizing output
with the market price.
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\ The Firm’s Short-Run Supply Curve :

. A perfectly competitive firm’s short run supply curve shows how the firm’s profit-

maximizing output varies as the market price varies, other things remaining the sam .
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Because the firm produces the output at which marginal cost equals marginal revenue,
and because marginal revenue equals price, the firm’s supply curve is linked to its

marginal cost curve.

But there is a price below which the firm produces nothing and shuts down temporarily.
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Temporary Plant Shutdown:

If price is less than the minimum average variable cost, the firm shuts down

temporarily and incurs a loss equal to total fixed cost.
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e This loss is the largest that the firm must bear.

If the firm were to produce just 1 unit of output at price below average variable cost,

it would incur an additional (and avoidable) loss.
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The shutdown point is the output and price at which the firm just covers its total

variable cost.

This point is where average variable cost is at its minimum. It is also the point

at which the marginal cost curve crosses the average variable cost curve.
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At the shutdown point, the firm is indifferent between producing and shutting down

temporarily. It incurs a loss equal to total fixed cost from either action.

aogalsl

J-o-<l

o das] — dbgaze @bl prax WY

401 1 Fdol | rdol |



JENE/JEONE /N E

Aol A lial (§ dS ) o)), 3
The Firm’s Decisions in Perfect Competition

) o) A8 ged (S5l ()1 Sl tis A5l Ol 48 el AaKEl Jawgtad (3591 asl jadl jolni 13] @

&9\&&}29 OM\Mwﬁfﬁ\ubu‘oM\mm\ lowgin jolai ol C}S\élLAT .
.al.?w\‘ “.S"OA

If the price exceeds minimum average variable cost, the firm produces the quantity

at which marginal cost equals price.

Price exceeds average variable cost, and the firm covers all its variable cost and at least part

of its fixed cost.
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Long-Run Adjustments:

In short-run equilibrium, a firm may earn an economic profit, earn normal profit,
or incur an economic loss and which of these states exists determines the further

decisions the firm makes in the long run.
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The firm may: Enter or exit an industry or Change its plant size
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Entry and Exit :
 New firms enter an industry in which existing firms earn an economic profit.

* Firms exit an industry in which they incur an economic loss.
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\ Changes in Plant Size :
. * Firms change their plant size whenever doing so is profitable.

* |f average total cost exceeds the minimum long-run average cost, firms change their
plant size to lower costs and increase profits.
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Long-Run Equilibrium: Long-run equilibrium occurs in a competitive industry when:
* Economic profit is zero, so firms neither enter nor exit the industry.

 Long-run average cost is at its minimum, so firms don’t change their plant size.
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Monopolistic Competition and Oligopoly
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Definition of Monopolistic Competition
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Output and Price in Monopolistic Competition

Product Development and Marketing
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Two Traditional Oligopoly Models
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\ Monopolistic competition is a market with the following characteristics:

. A large number of firms. Each firm produces a differentiated product. Firms compete

on product quality, price, and marketing. Firms are free to enter and exit the industry.
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Large Number of Firms

The presence of a large number of firms in the market implies:

401 | rdo} |

. Each firm has only a small market share and therefore has limited market power

[0] to influence the price of its product.

\ i Jeasl — dbgise Gebxl pper

aogalsl

J-o-c!



401 1 Fdol | rdol |

Definition of Monopolistic Competition

iS4 ST leh] 555 Y5 66,391 a0l Jlasl 45 S wigd Yo c3gudl yase Jawgiad duolus 4S04 S
Dl oY sl Glazg Y 4l S (5,3 el Ol el de il i
Each firm is sensitive to the average market price, but no firm pays attention
to the actions of the other, and no one firm’s actions directly affect the actions

of other firms. Collusion, or conspiring to fix prices, is impossible.
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Product Differentiation

Firms in monopolistic competition practice product differentiation, which
means that each firm makes a product that is slightly different from the products of

competing firms.
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Competing on Quality, Price, and Marketing:

Product differentiation enables firms to compete in three areas: quality, price, and
marketing.

Quality includes design, reliability, and service.
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Competing on Quality, Price, and Marketing:
* Because firms produce differentiated products, each firm has a downward-sloping
demand curve for its own product.

* Butthere is a tradeoff between price and quality. Differentiated products must

be marketed using advertising and packaging.
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Entry and Exit :
There are no barriers to entry in monopolistic competition, so firms cannot earn

an economic profit in the long run.
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Long Run: Zero Economic Profit:

* Inthelongrun, economic profit induces entry. And entry continues as long as firms

in the industry earn an economic profit- as long as (P > ATC) .
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\ Long Run: Zero Economic Profit:

In the long run, a firm in monopolistic competition maximizes its profit by producing

the quantity at which its marginal revenue equals its marginal cost, MR = MC.
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\ Innovation and Product Development:
. We’ve looked at a firm’s profit maximizing output decision in the short run and the long

. run of a given product and with given marketing effort. To keep earning an economic profit.
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A firm in monopolistic competition must be in a state of continuous product
development. New product development allows a firm to gain a competitive edge,

if only temporarily, before competitors imitate the innovation.
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Innovation is costly, but it increases total revenue. Firms pursue product development

until the marginal revenue from innovation equals the marginal cost of innovation.
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Production development may benefit the consumer by providing an improved product
or it may only the appearance of a change in product quality.
Regardless of whether a product improvement is real or imagined, its value to the consumer

is its marginal benefit, which is the amount the consumer is willing to pay for it.
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Product Development and Marketing

Selling Costs and Total Costs:

Selling costs, like advertising expenditures, fancy retail buildings, etc. are fixed costs.
Average fixed costs decrease as production increases, so selling costs increase average
total costs at any given level of output but do not affect the marginal cost of production.
Selling efforts such as advertising are successful if they increase the demand

for the firm’s product.
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Product Development and Marketing

Using Advertising to Signal Quality:

* Why do Coke and Pepsi spend millions of dollars a month advertising products
that everyone knows?

 One answer is that these firms use advertising to signal the high quality
of their products.

* Asignal is an action taken by an informed person or firm to send a message

to uninformed persons.
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Product Development and Marketing

Using Advertising to Signal Quality:

e Coke is a high quality cola and Oke is a low quality cola. If Coke spends millions
on advertising, people think “Coke must be good ”.

e Ifitistruly good, when they try it, they will like it and keep buying it.

* |f Oke spends millions on advertising, people think “Oke must be good”.

e |fitistruly bad, when they try it, they will hate it and stop buying it.
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Product Development and Marketing

Using Advertising to Signal Quality:

e So if Oke knows its product is bad, it will not bother to waste millions on advertising it.
 And if Coke knows its product is good, it will spend millions on advertising it.

* Consumers will read the signals and get the correct message.

* None of the ads need mention the product. They just need to be flashy and expensive.
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Brand Names:
Why do firms spend millions of dollars to establish a brand name or image? Again,
the answer is to provide information about quality and consistency. You're more likely
to overnight at a Holiday Inn than at Joe’s Nite Stop because Holiday Inn has incurred

the cost of establishing a brand name and you know what to expect if you stay there. o
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The distinguishing features of oligopoly are:

* Natural or legal barriers that prevent entry of new firms.

e A small number of firms compete.
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Small Number of Firms: Because an oligopoly market has a small number of firms,
the firms are interdependent and face a temptation to cooperate.
Interdependence: With a small number of firms, each firm’s profit depends

on every firm’s actions.
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e Cartel: A cartel and is an illegal group of firms acting together to limit output,
raise price, and increase profit.
* Firmsin oligopoly face the temptation to form a cartel, but aside from being illegal,

cartels often break down.
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\The Kinked Demand Curve Model:
. In the kinked demand curve model of oligopoly, each firm believes that if it raises its price,

. its competitors will not follow, but if it lowers its price all of its competitors will follow.
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\ Dominant Firm Oligopoly:
. In a dominant firm oligopoly, there is one large firm that has a significant cost advantage

. over many other, smaller competing firms.
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m Dominant Firm Oligopoly:
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* The large firm operates as a monopoly, setting its price and output to maximize
its profit .
 The small firms act as perfect competitors, taking as given the market price set

by the dominant firm.
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