Chapter 5 Notes on Economics

Section 1 Objective: to identify the laws of supply.

I.  Understanding Supply


A.  The Law of Supply



1.  If consumers are willing to pay more, you should supply more.



2.  Supply – is the amount of goods available.




a.  Quantity Supplied – how much of a good is offered for sale as a 

     specific price.

b. If the price of a good rises, either

1. Firms will increase production.
2. New firms will enter the market.

c. Increased Production – When prices increase, this encourages more production, which will increase profits. (earn higher profits).

d. Market Entry – when prices rise, this draws new firms to join in on the market.

Ex.  Music Industry follows this formula:


    What’s popular – Saturate Market – Exhaust Demand

Spears to Aguilera to Simpson to Moore to Duff, etc.


-Is the market saturated???


-Is the demand becoming exhausted???


B.  The Supply Schedule – shows the relationship between price and quantity 

        supplied for a specific good.

1. Supply Schedule shows the change in the quantity supplied/price.

a. Also included are variables – factors that can change (price,#)

b. As well as “ceteris paribus.”

2. A change in the quantity supplied:

a. A rise or fall in the price of pizza will cause the quantity supplied to change, but not the supply schedule.

b. Factors other than price and quantity will change the schedule.

3. Market Supply Schedule (5.2, 5.3) – shows the relationship between prices and the total quantity supplied by all firms in a particular market (like in an entire city).

4. Supply Graph – is a graph of the quantity that there is.

a. Supply curve – shows the quantity supplied of a good at different prices (5.4)

5. Elasticity of Supply – measure of the way quantity supplied reacts to a 

      change in price.

a. Elastic, inelastic, unitary?

6. Elasticity of Supply and Time

a. Short Run – firm cannot change supply (output) easily, so the supply is inelastic.

b. Long Run – firms are more flexible, so the supply is elastic.

i. Short Run – cannot change output, because factors of production take time to obtain (oranges, haircuts)

ii. Long Run – Easier to obtain factors of production, so output can be changed.

Section 2 Objective: to identify the cost of production.

II.  The Cost of Production

A. Labor and Output ( how many workers to hire )

1.  Marginal Product of Labor (5.6) is the change in output from hiring one 

more worker (increases, decreases).
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2.  Increasing Marginal Returns – is the level of production in which the 
     marginal product of labor increases as the number of workers increase.

3. Diminishing Marginal Returns – is the level of production in which the marginal production of labor decreases as the number of workers increases.

a. Capital MUST EQUAL Labor

4. Negative Marginal Returns – reverses the productivity of the operation (workers in each others way).
B. Production Costs

1.  Fixed Costs – a cost that does not change, no matter how much of a 

    good that is produced.


a.  Rent, Property Taxes, Salaried Workers

2.  Variable Costs – Costs that rise or fall depending on how much is 

         produced (heating, overtime, supplies).

3. Total Costs – Fixed costs plus variable costs (5.9)

4. Marginal Cost – the cost of producing one more unit of a good (5.9)

a. With beanbags – lower with spec. of the 1st and 3rd, then increases

b. More workers ---( fixed prod. Facility

C. Setting Output

1.  How many employees to hire?  Remember, goal is to maximize profits!

2.  Highest profit?  Total Revenue /vs/ Total Costs

3.  Marginal Revenue and Marginal Cost


a. Marginal Revenue – is an additional income from selling one more 

unit of a good; sometimes equal to the price.

***The ideal level of output is when marginal revenue equals marginal cost.

D. The Shut Down Decision

1.  When do you shut down an operation facility?


a.  variable costs – costs when the facility is up and running.


b.  fixed costs – owner pays whether the factory is open or closed.

2.  Stay open if the benefit of operating (total revenue) is greater than the 

variable costs!!!

