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Praxis concepts addressed in this course: Microeconomics: scarcity, choice and opportunity 
costs, economics systems, comparative advantage and trade, supply and demand, elasticity, 
market efficiency, the role of government, cost, product markets and behavior of firms, 
factor markets and the distribution of income.  
 
 
The economic problem is due to scarcity.  Scarcity, unlimited wants and desires (ends) and 
limited resources (means).  Scarcity implies choices must be made when choosing between 
alternative ends.  Choice means you accept one item and reject another item.  The rejected item 
is the opportunity cost.  All economic action involves an opportunity cost. 
 
Key Terms and Major Concepts of the Market 
 
The market is an abstract concept encompassing the forces of supply and demand and the 
interaction of buyers and sellers with the potential for exchange to occur.  Market Prices are 
determined by the interaction of supply and demand. 
 
The demand curve illustrates the alternative quantities an individual or market will be willing to 
purchase at alternative prices.  A point on the demand curve is called the quantity demanded.  
Quantity demanded will change only with a change in the price.  Demand curve is made up of 
the locos of price and quantity purchased.  The demand curve slopes downward reflecting the 
law of demand.  The law of demand states as price decreases (increases) the quantity demanded 
increase (decreases).  In other word there is an inverse relationship between the price and how 
much people will purchase. 
 
The supply curve illustrates the alternative profit maximizing quantities firms will produce at 
alternative prices.  A point on the supply curve is called the quantity supplied.  The quantity 
supplied will change with a change in price.  The supply curve is made up of the locos of price 
and quantity supplied.  The supply curve slopes upward reflecting the law of supply.  The law of 
supply states as price increases firms will increase the quantity supplied (production) and a 
decrease in price firms will decrease the quantity supplied. 
 
Prices are determined by the interaction of supply of demand. An equilibrium exists when the 
quantity demanded equals the quantity supplied at the market price. 
 
 
 
 



Disequilibrium and Adjustment 
 

(1) When the market price exceeds the equilibrium price there is a surplus/excess supply.  An 
excess supply exists when the quantity demanded is less than the quantity supplied at the market 
price.  An excess supply exists the price will fall until it equals the equilibrium price. 
 
(2) When the market price is less than the equilibrium price, there is a shortage/excess demand.  
An excess demand exists when the quantity demanded exceeds the quantity supplied.  If there is 
an excess demand the market price will increase until it equals the equilibrium price. 
 
(3)  An equilibrium exists when the quantity demanded (offers to buy) equal the quantity 
supplied (offers to sell) at the prevailing market price. 
 
 
Theory of Consumer Behavior 
  
A consumer will choose that bundle of goods where the last dollar spent on each good provides 
the same marginal utility (satisfaction).  Consumers maximize utility when 
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If   the consumer would increase satisfaction (utility) by shifting 

spending from good Y to good X..  The consumer will continue to 
spending from Y into X until the maximizing condition above is  

     met. 

MUX MUY
PX

> PY

 
Note as the consumption on X increases the MU of X will decrease.  At the margin an additional 
unit of X will provide less satisfaction than the previous.  This is known as the law of 
diminishing marginal utility.  In like manner as consumption of Y decrease the marginal utility 
will increase.  At the margin as an individual consumes less of a good they will value an 
additional unit higher.   
 
Costs of Production 
 
Economic Costs = Cost of Resources (explicit cost) + Opportunity Cost (implicit cost) 
 
TC = Total Cost     
VC = Variable Cost, a cost that changes with the level of output 
FC = Fixed Cost,  a cost that does not change with the level of output 
TC = FC + VC 
Q = Output 
 
TC FC VC 
Q 

= Q + Q 
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ATC = Average Total Cost = TC/Q 
AFC = Average Fixed Cost = FC/Q 
AVC = Average Variable Cost = VC/Q 
 
MC = Marginal Cost = Change in TC as output changes by one unit.  MC is the change in TC 
with a one unit change in the level of output. 
 
Revenues 
 
TR = Total Revenue = P*Q  
AR = Average Revenue 
 

TR P*Q AR = Q = Q = P 

MR = Marginal Revenue 
 

Change TR ∆TR MR = Change Q = 
∆Q 

 
The Decision Rule in Production  
 
The Rule to Maximize Profits or Minimize Loss 
Choose the output level at which MC = MR or MR = MC. 
 
If MR > MC increase output 
If MR < MC decrease output 
 
When MR = MC the firm will choose to produce at this output level.  If they produce or not 
depends on if the firm is making a profit or loss. 
 
Profit or Loss 
 
Compare AR with ATC 

1. Set MR = MC to determine Q-Level.  
2. If AR > AC an economic profit is made.  Produce but expect expansion and in the long 

run entry into Industry. 
3. If AR = AC economic profit is zero or normal profit. 
4. If AR < AC economic loss.  In the long run the firm will be making a loss thus you will 

expect firms to exit the industry and general contraction.  The firm may continue to 
produce in the short run and make a loss as long as the price exceeds the AFC of 
production.  The firm in the short run will minimize their loss.  If the firm closes the plant 
in the short run loss is the fixed costs.  If they choose to produce the loss will be less than 
their fixed costs.   
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Market Structures 
 

1) Perfect Competition 
a. No entry barriers or low entry costs. 
b. Firms are price takers (Perfectly elastic demand curve.). 
c. Each firm produces a perfect substitute. 
d. Homogenous product. 
e. Many small firms. 

 
2) Monopoly 

a. High entry barriers, Entry costs are prohibitive. 
b. One firm, and the Firm sets the price. 

 
3) Monopolistic Competition 

a. No entry barriers or low entry costs. 
b. Highly elastic demand curves but not infinite. 
c. Product differentiation. 

 
4) Oligopoly 

a. High entry barriers. 
b. A few large size firms. 
c. Homogenous and differentiated products. 

 
Market Structure Solution 
 

A. Perfect Competition 
  P = MR = MC => Marginal Cost Pricing 
  If AR > ATC => Economic Profits > 0 
  Entry occurs => Lowers price until AR = ATC => Economic Profits = 0 (Normal  
  Profits). 
 
  At Minimum ATC 
  If AR < ATC => Economic Profit < 0 (losss) 
  Exiting occurs => Price increases until  
  AR = ATC at minimum ATC 
 

B. Monopoly 
 
  Set output at MR = MC 
  The Monopolist faces the downward sloping Market Demand Curve. 
 Thus 
  P > MR and P > MC 
 
  AR > ATC => Economic Profits > 0 
  Entry will not occur. 
  Economic profits will not be wiped out with competition and entry. 
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C. Monopolistic Competition 

 
  Process is the same as perfect competition.  

Entry will occur with competitors producing a differentiated product but the entry 
will cause a market price reduction and thus economic profits will be driven to 
zero. 
There is one element of monopoly with a market solution where P > MC which 
implies the consumer is paying more than the marginal cost of production a loss 
to society. 

 
D. Oligopoly 

 
This solution is similar to monopoly but profits are shared by a small number of 
large firms. 
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