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PRODUCTION POSSIBILITIES CURVE (PPC) 
A simple production possibilities curve is a relationship between two goods, such as DVD’s 
and tractors.  The PPC demonstrates four important economic concepts:  choice, scarcity, 
opportunity costs and that opportunity costs are increasing.  Finally, relaxing the underlying 
assumptions of full-employment and efficient use of resources shows that society incurs an 
opportunity cost of unemployment and/or discrimination. 
 

SUPPLY & DEMAND 
The most fundamental of all economic thinking is the inter-relationship of supply 

and demand.  The law of demand states that people on average will consume less as prices 
increase, and consume more as prices decrease due to the substitution effect, income effect 
and diminishing marginal utility.  Prominent factors that shift demand are changes in 
population, changes in tastes/preferences, changes in income, or changes in prices of other 
related goods.  The demand side of the market represents consumer behavior. 

Supply typically is modeled as a positive relationship between price and quantity.  
Factors that shift the supply curve are changes in the number of firms, changes in input 
prices, changes in technology, or changes in taxes/subsidies.  The supply side of the market 
represents firm behavior. 

The intersection of demand and supply is where price and quantity is in equilibrium.  
Changes in factors that shift demand and/or supply also change the equilibrium price (P*) 
and equilibrium quantity (Q*). 
 

ELASTICITY 
Elasticity is a measure of the change in one variable due to a change in another 

variable.  If the price of a good increases, everything else constant, the law of demand states 
that consumers purchase less.  Yet how much less?  This is called the price elasticity of 
demand.  If consumers are not all that responsive to price changes, then demand is inelastic.  
If consumers are responsive to price changes, then demand is elastic.  If demand is elastic 
and firms increase (decrease) price, then total revenue decreases (increases).  If demand is 
inelastic and firms increase (decrease) price, then total revenue increases (decreases). 

Likewise, if changes in income result in an increase in demand we define this good as 
a normal good, otherwise it is defined as an inferior good.  If a change in a price of a related 
good increases (decreases) quantity demanded, then the good is defined as complement 
(substitute). 
 

THEORY OF THE FIRM (PRODUCTION & COST) 
Firms can be analyzed from the production or cost side.  On the production side, 

total product is the amount of output produced by a firm.  By changing the amount of 
factors (inputs) changes the amount of output produced, and this is termed marginal 
product. 

On the cost side, firms face fixed costs, which are costs that do not vary with 
changes in output, and variable costs, which do change with changes in output.  The most 
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important cost concept is marginal cost which is the change in cost due to a change in 
output.  Marginal cost is a reflection of marginal cost. 
 

MARKET STRUCTURE I (PRODUCT MARKETS) 
There are four main product (output) markets.  Perfect competition is the case where 

the firm has no control over the price charged for the good sold, and thus demand as faced 
by the firm is perfectly elastic.  In the short-run the perfectly competitive firm maximizes 
profits by setting P* = MC.  This yields the profit maximizing level of output (q*).  The firm 
produces this amount of output if P* > AVC (q*), since the profit (loss) to the firm is 
greater by producing than by not producing.  The firm makes a profit if P* > ATC(q*), 
which is an algebraic manipulation of the profit equation.  In the long-run, perfectly 
competitive industries make zero economic profit due to free entry and exit. 

Monopoly is the case where only one firm exists in a market and can set price, unlike 
perfect competition.  The monopolist maximizes profits by setting MR = MC, and 
producing this level of output.  This rule is true for all output markets.  Since the monopolist 
sets price, the equilibrium price is set by taking Q* and plugging this back into the market 
demand curve. 

Monopolistic competition is a combination of perfect competition and monopoly.  
The monopolistically competitive firm behaves similar to a monopolist with regard to 
pricing and output decision in the short-run, and like a perfectly competitive industry in the 
long-run. 

Oligopoly is the case where firms make decisions, and their decisions impact their 
rivals.  One tool to explain oligopoly behavior is game theory, and the Nash equilibrium 
yields results identical to profit maximization. 
 

MARKET STRUCTURE II (FACTOR/INPUT/RESOURCE MARKETS) 
The demand for resources is a derived demand and is determined by the product of  

marginal product of the input and the marginal revenue of selling more output (MRP).  If 
the resource market is perfectly competitive, then the equilibrium resource price (w*) is 
equal to MRP.  If the resource market is not perfectly competitive, then the equilibrium 
resource price is determined by the equating of MRP and marginal resource cost (MRC). 


