MICRO ECONOMICS

Investigate models of market structure

using microeconomic principles

level: 6

credit: 3

final date for comment: December 2006

expiry date: December 2007

sub-field: Economic Theory and Practice

purpose: People credited with this unit standard are able to: analyse and apply the model of pure competition; analyse and apply the model of pure monopoly;  analyse and describe the model of monopolistic competition; and analyse,  describe, and apply models and theory of oligopoly.

entry information: Open.

accreditation option: Evaluation of documentation by NZQA.

moderation option: A centrally established and directed national moderation

system has been set up by NZQA.

special notes: For the purpose of the assessment of this unit standard: Quasi-rent is the difference between price and average variable cost. A price in excess of variable cost provides a stream of earnings which is an incentive to operate  the plant. The owner can choose to operate the plant or rent it out to someone else for this amount. If price is not sufficient to cover average variable cost the firm will shutdown in the long run. 

Increasing cost industry is characterised by the long run industry supply curve being upward sloping. This is the case when: 

a) firms are heterogeneous and input prices do not change as industry output increases, or 

b) firms are homogenous but input prices rise as industry

output increases.

Peak-load pricing strategy ensures that existing capacity is utilised efficiently. For  off-peak periods price is set equal to marginal cost. At peak periods price is

set at the level necessary to clear the market.  

Symmetry assumption states that the economic effects of one producer’s actions are spread evenly across the other members of the monopolistically competitive group. Uniformity assumption states that cost and demand curves are identical  for each member of the industry group. Excess capacity is a characteristic of long run equilibrium in monopolistic competition, where the firm produces at levels of output below that of minimum average total cost. 

Attribute mix is a quantitative measure of the nature of a product determined by the amounts of relevant characteristics it embodies. Experience goods are assessed by consumers through actual consumption or use. Search goods tend to be purchased infrequently, requiring consumers to determine quality from

information obtained by investigation.

Cournot model is based on the assumption that neither firm (in duopoly) expects  rivals to react to output changes. Reaction function is an equation that   determines one firm’s output rate as a function of its rival’s rate of output. Stackelberg model is an oligopoly  model that generalises the Cournot model to include leaders and followers. Game theory is a mathematical theory of behaviour that reduces independent decisions to sets of  outcomes, strategies and payoffs. Maximin strategy is a general strategy in game theory in which the player assumes that, for any strategy they choose, their rival will choose the most damaging counter strategy. 

Prisoner’s dilemma is a specific type of game which arises when two or more parties are  motivated to behave in a self-serving manner and they assume that their rivals or adversaries will act similarly.

Elements and Performance Criteria

element 1

Analyse and apply the model of pure competition.

performance criteria

1.1 The analysis determines the relationship between marginal revenue and demand, consistent with the price-taking behaviour of the firm. Range: equation, graph.

1.2 The analysis determines the competitive firm’s profit maximising output and

total profit level. Range: total cost and total revenue analysis showing profit curve, marginal cost, and marginal revenue analysis.

1.3 The analysis derives the competitive firm’s supply curve consistent with the profit maximisation condition, and interprets the significance of various equilibrium situations.

Range: short run losses, quasi-rent, shut down point, normal profit, economic profit.

1.4 The application determines the long run equilibrium resulting from entry or exit of firms in response to short run economic profit or loss. Range: identical producers, heterogeneous producers.

1.5 The application determines the factors responsible for long run cost. 

Range: increasing cost, constant cost, decreasing cost; factors – resource prices, heterogeneity of producers, identical producers.

1.6 The application demonstrates how the principles of the model of pure competition are useful as an explanatory tool of market phenomena.

Range: one of – agriculture, retailing.

element 2

Analyse and apply the model of pure monopoly.

performance criteria

2.1 The analysis establishes the characteristics of monopoly equilibrium in the short-run.

Range: welfare loss (economic inefficiency), wealth transfer.

2.2 The analysis calculates the extent of welfare losses, given a market demand

curve expression and marginal cost.

Range: linear demand, constant marginal cost.

2.3 The analysis compares long run equilibrium for the monopolist under differing

plant situations.

Range: single plant, multi plant.

2.4 The analysis compares the efficiency of the regulated natural monopoly with

that of the unregulated natural monopoly.

Range: efficiency pricing policies, subsidisation.

2.5 The application considers the impact of deregulation of monopoly from selected

case study material.

Range: efficiency, pricing policy, welfare losses.

2.6 The analysis establishes the impact upon monopoly profitability and consumer

surplus of price discrimination.

Range: two of – first-degree price discrimination, second-degree price

discrimination.

2.7 The analysis establishes the rationale for peak-load pricing consistent with

efficient capacity utilisation.

Range: peak periods, off-peak periods;

analysis – one of graphical, algebraic.

element 3

Analyse and describe the model of monopolistic competition.

performance criteria

3.1 The description is of the assumptions consistent with Chamberlin’s model of monopolistically competitive industry.

Range: uniformity, symmetry, product differentiation, large number of producers.

3.2 The analysis determines the short-run equilibrium outcome for the

monopolistically competitive firm consistent with given behavioural assumptions.

Range: uniform pricing policy, unilateral pricing policy.

3.3 The analysis is of the long-run equilibrium position of the monopolistically

competitive industry in terms of identifying characteristics.

Range: welfare losses, excess capacity, economic profits.

3.4 The description is of the nature and causes of excess capacity characteristic of

monopolistic competition.

Range: unit costs, inefficiency, differentiation, variety.

3.5 The analysis determines the optimal differentiation in terms of location, for firms

with homogeneous products.

Range: spatial economy.

3.6 The description establishes the role of attributes or characteristics as a means

of product differentiation in monopolistically competitive markets.

Range: Lancaster’s model of shadow prices for characteristics, optimal level of attribute variation.

3.7 The analysis examines the importance of informative advertising as a means of

product differentiation in monopolistically competitive markets.

Range: experience goods, search goods.

element 4

Analyse, describe, and apply models and theory of oligopoly.

performance criteria

4.1 The description is of Cournot’s model of oligopolglistic behaviour consistent with its standard condition.

Range: reaction functions, equilibrium outputs, duopoly case, constant marginal cost.

4.2 The analysis establishes the Cournot equilibrium resulting from the entry of a second producer into a monopoly industry.

Range: diagrammatic, algebraic;

case study with specific (numerical) reaction functions and positive marginal cost.

4.3 The application extends the Cournot model to an unspecified number of producers and establishes Cournot equilibrium.

4.4 The description is of Stackelberg equilibrium with one firm leading and one firm

following.

Range: reaction functions.

4.5 The analysis establishes the Stackelberg equilibrium with one firm leading and

one firm following.

Range: diagrammatic, algebraic;

case study with given reaction functions and positive marginal costs.

4.6 The description establishes the nature and role of game theory as a tool for understanding oligopolistic behaviour.

4.7 The application is of game theory in an oligopoly market.

Range: one of – the prisoner’s dilemma game, the constant sum game, maximin strategy.

