BUAD 200 Spring 2009: Classnotes: Week 09: March 09-11, 2009
The Organization of the Firm
1. Teamwork & Specialization

2. Teamwork ( Shirking

3. Shirking ( Monitoring

4. Profits monitor the Owner

Firms attempt to Maximize Profits: ( = TR -TC; TR = PxQ which is a function of demand facing the firm. TC is a positive function of output. TC increases as output increases. So the question is,…What rate of output maximizes profit ?

NEW: First we study Costs. Chapter12

Different decisions faced by owners involve different assumptions. Before going into a business, we consider Long-Run Analysis where all the inputs are variable. Since you can vary all inputs, all costs are variable i.e. no fixed costs. Once you have started in business you are making

 Short-Run decisions where some inputs are fixed and some are variable therefore some costs are fixed and some are variable.

Operating a Widget Factory:

In the short-run some costs are fixed: Total Fixed Costs = $ 100 / day.


Building Lease: $30/day


Equipment Lease: $20/day


Opportunity Cost of Owner/manager: $50/day

Analyze output decisions: Different rates of output require different amounts of variable inputs, here the number of workers.

	Workers     
	 0
	1
	2
	3
	4
	5
	6
	7
	8
	9
	10

	Output Q
	0
	10
	25
	45
	62
	76
	86
	91
	95
	97
	98

	Marginal Product
	0
	10
	15
	20
	17
	14
	10
	5
	4
	2
	1

	Total

Cost
	100
	120
	140
	160
	180
	200
	220
	240
	260
	280
	300

	( TC
	
	  20
	  20
	  20
	  20
	  20
	  20
	  20
	  20
	  20
	  20

	Marginal Cost
	--
	$2.00
	$1.33
	$1.00
	$1.18
	$1.43
	$2.00
	$4.00
	$5.00
	$10.00
	$20.00

	Average Cost
	
	$12.00
	$5.60
	$3.55
	$2.90
	$2.64
	$2.56
	$2.73
	$2.74
	$2.89
	$3.06


Observations:

1. Marginal product at first increases due to teamwork and specialization

2. With the 4th worker, marginal product declines from there on. This is due to:

3. Law of diminishing marginal returns: As you add more of one input to a fixed amount of other inputs (Bldg. & Equip are fixed), output goes up, but at a decreasing rate, Marginal Product Declines.

Graph Marginal Product:
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4. Marginal Product drives Marginal Cost. Marginal Cost = Change in total cost / change in output. Assume each worker's wage is $20 per day. As marginal product increases, marginal cost declines. But as Marginal Product declines, Marginal Cost rises.

Graph Marginal Cost.
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5. Average Cost = Average Total cost = Per unit Cost. Average Cost declines at first as you spread fixed costs across more units of output, then average cost rises as marginal cost pulls it up.

Graph Average Total Cost:
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6. The range where ATC is falling is called the range of Economies of Scale. The Range of output where ATC is rising is called the range of Diseconomies of Scale.

7. Marginal Cost intersects ATC at the minimum. (If the marginal is less than the average the average is falling, if the marginal is greater than the average the average is rising.

Average Total Cost & Marginal Cost
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8. All firms have cost curves with these relationships.

9. To understand the operation of the firm we must now consider the demand facing the firm and the determination of Marginal Revenue.

New:  Competitive Markets (Chapter 13)
1. The Demand facing the individual Firm: The degree of competition facing the firm is reflected by the elasticity of demand. The more close substitutes (D1 – D4) the more elastic the demand facing the firm and the less the market power of the firm.
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2. Firms in the MOST competitive market (D4) are called price-takers and have no market power.
3. Assumptions that generate a price taker situation:


A. Large number of buyers and sellers


B. Homogeneous products (identical from the buyers point of view)


C. Low information costs to buyers and sellers (all can observe what the market price is)


D. Low cost of firms entering or leaving the market

4. A firm is a price taker when his/her output is so small relative to the market that changes in output have no discernable effect on the market price.

5. The demand facing the price taker firm is horizontal at the existing market price.

6. Market Demand & Supply Determine price. The Firm takes the price as given.









7. Since the price is constant for every quantity, the Price = Marginal Revenue. P = MR.
8.  The profit maximizing output is the quantity where Marginal Revenue = Marginal Cost so Price = Marginal Cost. Profit maximizing Rule : MR = MC
9. If the price is above average cost the firm earns economic profits. 

 If P > AC ( (. Economic profits are above and beyond normal rate of return, since economists include all opportunity costs.











10. Positive profits are only short-run, because they will signal new firms to enter, causing  an increase in industry supply, and price falling down to equal average total cost with no economic profits.









11. If Price is below average total cost the firm is making a loss. 










12. Losses signal firms to exit, reducing market supply driving price up till the remaining firms earn zero economic profit. (Back to Graph above)
13. The marginal cost curve above AVC is the short run supply curve of the firm.
14. The short run market supply is the sum of the supply curves of the existing Firms.

15. The long run industry equilibrium is with firms earning zero economic profits or only the normal rate of return. 










16. Implications of a price taker industry.
A. Demand for the firm is horizontal at the market price.
B. Price equals marginal cost of production so the market reaches the efficient level of output in response to consumer demand. (Marginal Cost Pricing)
C. Competition drives price to equal average cost.
D. Economic profits only exist in the short run since free entry allows new firms to enter.
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