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Microeconomic Theory 7-1

Markets:
partial equilibrium

with perfect competition

Varian (chapters 7, 8, 9)

Microeconomic Theory 7-2

Topics to Cover

¥ Aggregate Supply
ÐCompetitive Þrms

ÐContrast with monopoly

ÐAdding it up

¥ Aggregate Demand

¥ Market equilibrium
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Microeconomic Theory 7-3

Competitive Firms

¥ take prices as given -- or,while being able to set prices,
face perfectly elastic demand

¥ In contrast, with monopoly the Þrm can set any price.
¥ Also, implicitly buyers are competitive (we do not have

monopsony)
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Microeconomic Theory 7-4

ProÞt maximization

¥ MR=MC in both
the competitive
and monopoly
case.  The critical
difference is that
for competitive
Þrms MR is Þxed.

competitive firms

py! c y( ) " max
y

FOC :p = c' y*( ),
SOC :c'' y*( ) # 0

monopoly

py! c y( ) " max
p,y

s.t.  D(p) = y

FOC :p = c' y*( ),
SOC :c'' y*( ) # 0
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Microeconomic Theory 7-5

Aggregate supply

firm supply

yi * pi( )

aggregate supply

S = Y * pi( ) = yi *
i=1

n

! pi( )

Microeconomic Theory 7-6

Consumer Demand
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Microeconomic Theory 7-7

Recall the properties of the
expenditure function

 

e p,u( ) = min
x! X

px( ) s.t.   u x( ) " u

! x,#( ) = px + # u $ u x( )( )

e p,u( ) = pxh
p,u( )

Here, xh is the vector of Hicksian demands.  Note that evaluated
at the optimum level of consumption,

Or in words, Hicksian and Marshallian demand are equal when
evaluated at the optimum.

x
h p,u( ) = x * p,e p,u( )( )

Microeconomic Theory 7-8

Recall the properties of the
expenditure function

¥ The expenditure function is increasing in prices
¥ The expenditure function is in fact homogeneous

of degree 1 in prices
¥ Shephard!s Lemma follows from the envelope

theorem:

¥ xh is called compensated demand.
¥ This gives is a measure of compensation for

price changes.

! e p,u( )

! pi
= xi

h
p,u( ) = xi *
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Graphically

DEMAND : xi = Di (pi :p)

xi
h pi :p,u( ) = xi * pi :p( )

! e p,u( )

! pi

= xi
h p,u( ) = xi *
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Consumer Surplus

Di (pi :p)

CS =
! e p,u( )

! pi
=" xi pi :p,u( )*"

P

x
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Microeconomic Theory 7-11

Equilibrium

Microeconomic Theory 7-12

Equilibrium

¥ S=D

P

x

D
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Microeconomic Theory 7-13

Welfare Analysis

¥ We can use our consumer surplus
measure, following from our theory of
demand, as a measure of compensation
for price changes (like taxes).

¥ Similarly we can construct a measure like
this for Þrms, known as producer surplus.


