Chapter 6

Perfectly Competitive Supply: The Cost Side of the Market
Chapter Outline

I. Introduction/Overview

A. The opportunity cost of production is the alternative production activity available.

B. Similarity of supply and demand sides of the market 

C. The cost-benefit principle applied to production decisions

II. Thinking About Supply 

A.  Examples of recycling production decisions

B.  Individual and market supply curves

1.   plotting supply curves for individuals

2. aggregating to market supply curves

3. why supply curves slope upward

a. Increasing Opportunity Cost Principle

b. Low-Hanging-Fruit Principle for individuals

c. different opportunity costs for different sellers

III. Profit Maximizing Firms and Perfectly Competitive Markets 

A. Profit maximization and other goals of the firm

1. definition of profit (total revenue minus total cost)

2. ALL costs (explicit AND implicit)

B. Perfectly competitive markets 

1. price takers

2. perfectly elastic demand curve

C.  Short-run production

1. short-run versus long-run

2. factors of production and fixed versus variable factors

3. Law of Diminishing Returns

D. Profit maximizing output selection and the supply curve

1. profit maximizing output as a function of price, wage and capital cost 

2. profit maximizing output does NOT depend on fixed costs

3. marginal principle, maximize profit where P = MC

4. shut down condition (if P<AVC at profit maximizing output)

5. plotting MC curve

6. profit maximizing supply rule: if P>MC, decrease production; if P<MC, increase production

E.  The Law of Supply

1. Supply curve is essentially MC curve

2. Due to Law of Diminishing Returns, supply curve slopes upward in the short-run

3. Change in supply versus change in quantity supplied

IV. Determinants of Supply Revisited

A. Technology

B. Input prices

C. Number of suppliers

D. Expectations

E. Change in the price of other products (that sellers might produce)

V. Applying the Theory of Supply (Examples/Review)

A. Increase output until P = MC

B. Economic Naturalist 6.1: "When recycling is left to private market forces, why are many more aluminum beverage containers recycled than glass ones?"

C. Recycling examples (setting MC = MB)

1. socially optimal quantity of litter is NOT zero

2. as litter is picked up, MB decreases while MC increases

3. the market does not provide incentives to yield the socially optimal level of litter removal

4. the Smart-For-One-Is -Sometimes-Dumb-For-All Principle

5. deposit laws to increase recycling

VI. Elasticity of Supply

A. Definition

B. Similarity to price elasticity of demand

C. Calculation (P/Q x 1/slope)

D. Price elasticity of supply always equals one on a straight line supply curve that passes through the origin

E. Price elasticity of supply decreases as output increases on a straight line supply curve that does NOT pass through the origin

F. Cases of perfectly inelastic (elasticity of supply = 0) and perfectly elastic (elasticity of supply is infinite) price elasticity of supply

G. Examples of land in Manhattan (fixed input - inelastic) and lemonade (MC constant - elastic)

H. Determinants of price elasticity of supply

1. flexibility of inputs 

2. mobility of inputs

3. ability to produce substitute inputs

4. time

I. Unique and Essential Inputs: the Ultimate Supply Bottleneck

1. talents of sports starts

2. talents of others/entertainers

VII. Using the Production Possibilities Curve to Generate Supply Curves (return to example of "Islandia" used in chapter 3)  
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