MICROECONOMIC DEFINITIONS

*STARRED ITEMS WILL BE CONSIDERED ONLY FOR EXTRA CREDIT DEFINITIONS. 

1. SCARCITY: This occurs when relatively unlimited human wants (demands) exceed the ability of limited resources to satisfy those wants. Translation: all wants cannot be simultaneously fulfilled because there are limited means of satisfying them. 

2. OPPORTUNITY COST: The value of the next best alternative given up in order to accomplish a certain goal. Note the subjective nature of opportunity cost in that it can be different for different people who are trying to accomplish the same goal. 

3. RATIONAL BEHAVIOR: Occurs when individuals weigh the costs and the benefits of their actions, all other things held constant. Individuals tend to take actions when benefits exceed costs and not to take actions when costs exceed benefits. 

NOTE: Individuals can be classified as belonging to one of three groups: Marginal consumers who are right on the borderline between buying and not buying; Inframarginal consumers who are well above this borderline; and Submarginal consumers who are well below this borderline. Only marginal consumers will respond to a change in price; other consumers will remain unaffected by any such price change. 

4. VOLUNTARY EXCHANGE: When two parties to a potential exchange can bargain over the exchange price and (a) exchange the good if both parties benefit from the exchange, or (b) refrain from exchange if one party does not benefit from the exchange. 

5. COERCED EXCHANGE: When one party to a potential exchange can force an exchange (by getting a law passed) as long as such an exchange is beneficial to him. The other party will typically lose from the exchange, and so would not have consented to the exchange if given the freedom to refuse the offer. 

*6. SPONTANEOUS ORDER: An order created by people who desire to interact with one another on a regular basis. These people will develop rules for governing specific ways of interacting on a trial and error basis. If a rule is good it will facilitate interactions, reduce the number of disputes, and be imitated by other potential users. If a rule is bad it will increase conflicts and disputes, be amended or discarded, or be ignored by other potential users. Good rules will survive and promote mutually beneficial interactions while bad rules will disappear. Thus a good set of rules will evolve smoothly over time rather than appear abruptly. 

*7. CONSTRUCTED ORDER: Third parties who are not involved in particular interactions develop and impose general rules on the parties involved in these interactions. These rules are meant to achieve specific goals by consciously designed solutions and benefit some parties at the expense of others. While these general rules will fit some circumstances very well, they will fit other circumstances very poorly. Over time, the general rules will tend to fit fewer and fewer circumstances very well because of two factors: those affected by the general rules circumvent them and new circumstances emerge which were not foreseen by the original rule-makers. These general rules do not evolve smoothly over time because powerful beneficiaries of these rules will resist their change through the political process, thereby producing short-run stability, but long-run instability in the way such rules change. 

8. THE INVISIBLE HAND: Individuals, pursuing their own self- interest, interact so as to produce beneficial outcomes which are unintended by any one individual. 

9. A MARKET: An institutional setting where voluntary exchange occurs between buyers and sellers. The emphasis is on "voluntary" since both buyers and sellers are free to participate or not as they see fit. 

10. PROPERTY RIGHTS: These are general rights to own tangible or intangible goods and must satisfy three characteristics: 

(a) Property rights must be well-defined, 

(b) Property rights must be enforceable (i.e. owners must be able to exclude anyone from using their property and this ability to exclude can be enforced), 

(c) Property rights must be transferable. 

11. LAW OF DEMAND: The quantity demanded of a good varies inversely with its price, all other things held constant. All other things held constant refers to those factors which shift the position of the demand curve and must be held constant in order to observe the influence of changes in the price of a good on the quantity demanded of that good: 

 (a) Consumers' incomes, 

 (b) Tastes, 

 (c) Prices of related goods in consumption (substitutes and complements) 

(d) The number of consumers of this good 

(e) Expected future prices. 

NOTE THE FOLLOWING: 
(1) The quantity demanded of a good is the amount of a good that buyers are willing and able to purchase at any given price. 

(2) Varies inversely means that changes in the price of a good induce changes in the quantity demanded of a good in the opposite direction. 

(3) The direction of causation is from changes in price to changes in quantity demanded. 

12. DEMAND PRICE: The maximum price a consumer is willing and able to pay for any particular unit of a good. 

13. THE LAW OF SUPPLY: The quantity supplied of a good varies directly with its price, all other things held constant. All other things held constant refers to those factors which shift the position of the supply curve and must be held constant in order to observe the influence of changes in the price of a good on the quantity supplied of that good: 
(a) Input prices, 

(b) Technology, 

(c) Prices of related goods in production 
(d) Taxes (regulation) and subsidies 

(e) The number of producers of this good 

(f) Expected future prices. 

NOTE THE FOLLOWING: 

(1) The quantity supplied of a good is the amount of a good that sellers\producers are willing and able to offer for sale at any given price 

(2) Varies directly means that changes in the price of a good induce changes in the quantity supplied in the same direction 

(3) The direction of causation is from changes in price to changes in quantity supplied. 

14. SUPPLY PRICE: The minimum price at which a producer is willing and able to sell any particular unit of a good. This minimum price is dictated by the opportunity costs of the resources used to produce any particular unit of a good. 

15. EQUILIBRIUM: Where the quantity supplied equals the quantity demanded at a given price. 

16. EXCESS SUPPLY (ES): Where the quantity supplied is greater than the quantity demanded at a given price (aka a surplus). NOTE: Excess supply causes price to fall. 

17. EXCESS DEMAND (ED): Where the quantity demanded exceeds the quantity supplied at a given price (aka a shortage). NOTE: Excess demand causes price to rise. 

18. A CHANGE IN DEMAND: A shift in the demand curve when one of the things being held constant changes. 

NOTE THE FOLLOWING: 

(1) Contrasts with a change in the quantity demanded which is a movement along an unshifted demand curve and is caused only by a change in the price of the good in question. 

19. A CHANGE IN SUPPLY: A shift in the supply curve when one of the things being held constant changes. 

NOTE THE FOLLOWING: 

(1) Contrasts with a change in the quantity supplied which is a movement along an unshifted supply curve and is caused only by a change in the price of the good in question. 

20. CONSUMERS' SURPLUS (CS): The difference between the demand price and the market price or the price the consumer actually pays summed over all units of the good actually purchased. 

21. PRODUCERS' SURPLUS (PS): The difference between the price that suppliers actually receive in payment and the supply price summed over all units of the good actually sold. 

22. SOCIAL WELFARE MAXIMUM: This occurs when the sum of the consumers' surplus and the producers' surplus is a maximum. In the absence of any market failures, this point can be found at market equilibrium. 

23. WELFARE LOSS (WL): This occurs because either output is too small relative to output at the social welfare maximum (with resources being diverted to other markets where they have lower valued uses) or too much output is produced relative to output at the social welfare maximum (with resources being used in a lower valued use in the given market). 

NOTE THE FOLLOWING: 

(1) Typically, when too few resources are used in the given market, other parts of the economy are using too many resources. If these resources had been used in the market in question instead of elsewhere, the economy would have experienced a net welfare gain. 

(2) Again, when too many resources are attracted into a given market, too few resources are employed elsewhere. If the resources used in this market had been used elsewhere, the economy would have experienced a net welfare gain. 

24. PRICE CEILING: The maximum legal price that can be charged in a designated market. An effective price ceiling must be placed below the equilibrium price. As a result, a price ceiling suppresses the adjustment process that would have eliminated an excess demand in its absence. 

25. PRICE FLOOR: The minimum legal price that can be charged in a designated market. An effective price floor must be placed above the equilibrium price. As a result, a price floor suppresses the adjustment process that would have eliminated an excess supply in its absence. 

FIRST EXAM---------------------------------------------------------FIRST EXAM 

26. ELASTICITY: Measures the effect of a change in price on quantity demanded (elasticity of demand) or quantity supplied (elasticity of supply). 

27. ELASTICITY OF DEMAND: ED = - % Change in QD/% Change in P. 

28. ELASTICITY OF SUPPLY: ES = % Change in QS/% Change in P. 

29. ARC ELASTICITY OF DEMAND: ED = -  [(Q2 - Q1)/(Q2 + Q1) ]/[(P2 - P1)/(P2 + P1)]  Note that Qs are the quantities demanded. 

30. ARC ELASTICITY OF SUPPLY: ES =  [(Q2 - Q1)/(Q2 + Q1)]/ [(P2 - P1)/(P2 + P1)]  Note that Qs are the quantities supplied. 

31. TOTAL REVENUE: Price times quantity (demanded) 

32. DETERMINANTS OF ELASTICITY: (1) the ease of substitution,  (2) expenditures on a good as a proportion of the total budget, and (3) the time period of analysis (SR or LR). 

33. CROSS-ELASTICITY OF DEMAND: Measures the effect of changes in the price of good B on the quantity demanded of good A. Note the direction of causation is from changes in the price of B to changes in the quantity demanded of good A. 
(a) EDAB = % Change in QA/% Change in PB 

(b) Note that goods which are substitutes have a positive cross elasticity   of demand while goods which are complements have a negative cross elasticity of demand. 

34. INCOME ELASTICITY OF DEMAND: Measures the effect of changes in income on the quantity demanded of a good. Note that the direction of causation is from changes in income to changes in the quantity demanded of a good. 

 (a) EY = % Change in Q/% Change in Y 
 
(b) Note that normal or superior goods have positive income elasticities of demand while inferior goods have negative income elasticities of demand. 

35. SPECIFIC TAX: A tax which is fixed independently of the price or a tax which is assessed on a per unit basis. 

36. SPECIFIC SUBSIDY: A subsidy which is fixed on a per unit basis. 


*37. NEGATIVE EXTERNALITY: A cost that is imposed on a third party who is not part of a given market transaction. Since the producers of the externality do not take account of the costs they generate, markets will typically fail to generate the social welfare maximum when such externalities are present. In particular, suppliers of goods which have external costs associated with them will overproduce this good (i.e., suppliers will produce these goods in an inefficient manner). 

38. COASE THEOREM: When transactions costs are low and property rights exist, it does not matter how courts assign property rights because the parties involved with the negative externality will achieve an efficient solution on their own. 

*39. PUBLIC GOOD: A good must be both non-rival (if A's consumption of the good does not diminish anyone else's consumption of the same good at the same time) and non-exclusive (when the costs of excluding others from consuming it are too high, others can consume the good for free) to be a public good.  Privately produced public goods will tend to be underproduced (or not produced at all) because of free-riders. Thus public goods supplied by private firms are produced inefficiently. 

40. FREE RIDER: One who consumes a good without paying for it because exclusion costs are too high. A good consumed in this context is supplied by a private producer. 

NOTE THE FOLLOWING: 

(1) According to the mainstream view, private producers cannot solve the free-rider problem because they must rely on voluntary exchanges. In contrast, government can solve the free-rider problem by coercing free riders into paying for their share of the public good (through taxes). Therefore, when government finances the provision of public goods, the inefficiency of private provision is eliminated. 

(2) According to critics of this view, government does not solve the  free-rider problem but transforms it into a forced-rider problem. The mainstream view assumes that government levies taxes according to 
the benefits received. That is, if citizen A receives large benefits from defense spending but citizen B receives small benefits from that same spending, then citizen A should pay comparably higher taxes than citizen B. But there is no accurate way for government to determine how much each citizen benefits from the provision of public goods. This means that taxes will not match the benefits derived from public goods: some citizens will pay too little (easy-riders) while others will pay too much (forced-riders). 

41. COROLLARY TO THE INVISIBLE HAND: "An individual who intends to serve the public interest by fostering government intervention is led by an invisible hand to promote private interests which was no part of his intention." (See Friedman and Friedman, Free to Choose, pp. 5-6.) 

42. RATIONAL IGNORANCE: The idea that information on candidates for political office and the general issues is costly to obtain so that voters must weigh the costs and the benefits of gathering such information. As a result, voters will tend to vote when they estimate that such information generates net benefits but abstain from voting when they estimate that such information generates net costs. 

NOTE THE FOLLOWING: 

 (1) Voters will not be fully informed because the costs of such information always exceed the benefits. In other words, voters will tend to vote with only partial information. 

(2) Some voters will experience costs that exceed the relatively small benefits of voting. For these voters, not voting is a rational act and not an expression of apathy. 

(3) If the benefits of voting are relatively small (as they are in most cases) and the costs of being well-informed are very high, most voters will attempt to lower the costs of gathering information by simply     gathering less information. Consequently, these voters will either not vote or vote in a relatively uninformed fashion. As a result, political processes tend to generate less information and fewer incentives to be informed than markets do. 

43. THE FREE-RIDING VOTER: Since well-informed voters will presumably elect government officials who produce benefits even for non-voters (who cannot be excluded from reaping these benefits), there are strong incentives to free-ride on the efforts of these well-informed voters. If most voters free-ride, then they will be relatively uninformed about most issues. This effect reinforces the tendency of political processes to generate low levels of information. 

44. THE SPECIAL INTEREST EFFECT: There are two cases here: 

(a) Laws will tend to pass where benefits are concentrated on a small group (so the benefits per person are large) and costs are spread around to a very large group (so the costs per person are very small) 
regardless of economic efficiency (i.e. total costs from the law's passage would usually exceed total benefits). 

(b) Laws will not tend to pass when costs are concentrated on a small group (so the costs per person are large) and benefits are spread around to a large group (so the benefits per person are very small) 
regardless of economic efficiency (i.e. the total benefits from the law's passage would usually exceed the total costs). 

45. THE SHORT-SIGHTEDNESS EFFECT: There are two cases here: 

(a) Laws will tend to pass when they promise short-run benefits (which are visible and tangible now) and long-run costs (which will be incurred sometime in the distant future and are therefore difficult to 
estimate) regardless of economic efficiency (i.e. total costs from the law's passage would usually exceed total benefits). 

(b) Laws will not tend to pass when they promise short-run costs  (which are visible and tangible now) and long-run benefits (which will appear sometime in the distant future and are therefore difficult to 
estimate) regardless of economic efficiency (i.e. total benefits from the law's passage would usually exceed the total costs). 

SECOND EXAM-------------------------------------------------SECOND EXAM 

46. ECONOMIC COSTS: Equals the sum of accounting plus opportunity costs. Accounting costs are all explicit or tangible costs that can be precisely calculated. Opportunity costs can only be estimated. (See Definition #2.)

47. TOTAL COSTS (TC): Total costs or economic costs are composed of both opportunity (implicit) costs as well as accounting (explicit) costs. TC are SR costs when they are composed of both fixed and variable costs but LR costs when they are composed of only variable costs. 

48. ECONOMIC PROFITS: Total revenue minus economic costs or TR - TC. Note that this concept of profits requires a comparison of how well an entrepreneur is doing with his current use of resources relative to his next best alternative (the opportunity cost concept of profits). 

49. ACCOUNTING PROFITS: Total revenue minus accounting costs. 

50. CONSTANT-COST INDUSTRY: An industry for which entry and exit do not cause the cost curves of firms already in the industry to change (i.e. to shift upwards or downwards). The LR supply curve for this industry is perfectly elastic. 

51. INCREASING-COST INDUSTRY: An industry for which entry and exit do cause the cost curves of firms already in the industry to change (i.e. entry of new firms will cause the cost curves to shift upwards because new entrants must compete with existing firms for one or more of the fairly specialized resources this industry uses). The LR supply curve is upward sloping but is more elastic than the SR supply curve. 

*52. RENT-SEEKING: The pursuit and protection of above competitive (or normal) economic profits through the political process. Rent-seekers will either lobby the legislature to enact legal entry barriers (to prevent new entry from eroding positive economic profits) or seek to increase the costs of new entrants by suing them in court or appealing to a government agency to examine their new technology (thereby reducing the likelihood of entry). These expenditures are wasteful insofar as they are directed toward transferring wealth instead of creating it. Such waste is designated a rent-seeking loss. 

53. AGRICULTURAL PRICE SUPPORTS: The USDA sets a price floor, Psup, above the equilibrium price for some agricultural commodity. 

NOTE THE FOLLOWING: 

(1) The Commodity Credit Corporation or CCC (which is part of the USDA) makes a loan to farmers who have signed up for the program for x bushels of wheat at the Psup. If the farmer subsequently sells his wheat on the market, he then pays off the loan; if he cannot sell the wheat on the market, the government will take the wheat and the farmer does not have to pay off the loan (called a non-recourse loan). 
(2) When market prices rise above Psup, the farmer can profit from the increased market price. 
(3) Consequently, price supports provide farmers with insurance against market prices falling below the support level but allow farmers to profit from market price increases above the support level. 

54. PRODUCTION CONTROLS: Farmers who are eligible to collect price supports must set aside a certain amount of their land to reduce the amount of surplus commodities that are sold to the CCC. This provision was enacted because USDA found themselves with excessive amounts of agricultural commodities in storage. 

55. TARGET PRICING (DIRECT PAYMENTS): USDA sets a target price, Ptar, such that farmers will produce and sell all of the wheat (or any other commodity) that they have on hand to consumers for some price Pcon where Ptar > Pcon. The government then makes a direct payment to farmers of the difference between the Ptar and Pcon, i.e. (Ptar - Pcon)Q. Note that when market prices (equilibrium prices) rise above Ptar the direct payment is zero. 

NOTE THE FOLLOWING: 

(1) There are two advantages to the government from such an arrangement:  (a) Consumers get lower prices and (b) The government will not have to cover the costs of storing the surplus commodities. 
(2) The main disadvantage of such an arrangement is the fact that the subsidy to farmers is more visible.

56. MONOPOLY (Traditional): A single seller of a good for which there are no close substitutes. 

57. MONOPOLY (Alternative): A single seller of a good for which there might be close substitutes. Such a firm can prevent entry both in the SR and the LR by legal entry barriers. Note that a group of firms acting together to exclude new entrants by legal means would also be considered a monopoly. 

58. AVERAGE REVENUE: Total revenue divided by output. AR = TR/Q. 

59. MARGINAL REVENUE: The additional revenue earned when output is increased by some small amount. MR = TR/Q. 

60. THE AVERAGE-MARGINAL PRINCIPLE: When the marginal is above the average, the average is rising; when the marginal is below the average, the average is falling.

61. PROFIT MAXIMIZATION RULE: Firms achieve maximum profits when they set MR = MC. This rule is supplemented by two corollaries: (a) when MR > MC expand output in order to increase profits, and (b) when MR < MC contract output in order to increase profits. 

62. LONG-RUN AVERAGE COSTS: LRAC = TC/Q. Total costs (LR) divided by output.

63. LONG-RUN MARGINAL COSTS (LRMC): The additional total cost that occurs when one more unit of output (Q) is produced. Note that MC is equal to Change in TC/Change in Q. 

64. PRICE-SEARCHER: A firm which is large enough relative to the market so that it can choose the price on the demand curve that its consumers must pay for the product (i.e. the firm has some market power which implies that it faces a downward-sloping demand curve). A price-searcher is different from a monopoly in one important respect: it cannot bar new entry either in the SR or the LR. 

*65. INEFFICIENCY OF MONOPOLIES: These firms will produce where MR=MC (i.e., they will maximize their profits) and will have positive economic profits because of legal entry barriers which is inefficient. This inefficiency means that resources are misallocated; that is, these monopolies  tend to use too little resources while extra resources are diverted into other sectors of the economy where they are of lesser value. 
66. EFFICIENCY OF PRICE SEARCHERS: These firms will produce where MR=MC (i.e., they will maximize their profits) and will have zero economic profits because there are no legal entry barriers.   

NOTE THE FOLLOWING: 
(1) Some of the price-searchers' inefficiency is remediable by the entry of competitors. But some inefficiency is inevitable in real world firms where their demand curves slope downward. Resources will be spent by rivals to discover such inefficiencies up to the point where an added dollar spent on discovering inefficient firms yields one more dollar of benefits from such discovery. The remaining inefficiency is irremediable and therefore does NOT count as an inefficiency. 
