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ECO 610, Fall 2013
Lecture Outline, Part 1
I. Some Fundamentals of Economics

Topics/Sections from text, Ch. 2, Economists’ View of Behavior


Economic Behavior:  An Overview



Economic Choice



Marginal Analysis



Opportunity Costs



Creativity of Individuals

Related/Other Topics in class
Scarcity and its implications:  choice, cost, and competition.  Note the importance of the nature of competition for economies and individual firms.

Opportunity Cost.  Trade-offs are everywhere.  Job creation versus value creation. 

Incentives, self-interest, altruism, and human interactions:  each of these is important

regarding human behavior and play out differently in different settings.  Many examples of this; small groups to firms, markets, and societies.  
Economic Efficiency:  the economics definition and implications.

Economic Darwinism:  competition ferrets out the inefficient; we can learn from the

survivors

II. The Basics of Markets and Supply and Demand

Topics/Sections from text:  Ch. 3, Markets, Organizations, and the Role of Knowledge

Goals of Economic Systems


Property Rights and Exchange in a Market Economy



Dimensions of property rights

Gains from trade

Basics of supply and demand

The price mechanism

Prices as social coordinators

Government intervention

Markets versus central planning

General versus specific knowledge

Specific knowledge and the economic system

Incentives in markets

Contracting costs and existence of firms


Contracting costs in markets

Contracting costs within firms

Related/Other Topics in class
Trade creates value.  Marginal value, marginal cost and mutually preferred trade.  The basis of supply and demand and market economies. Note use of marginal analysis. 

Demand:  equivalent to marginal value; based on the principal of substitution and diminishing marginal value; indicates amount purchased at each price. 

Supply:  equivalent to marginal cost; indicates amount supplied at each price. 

Market equilibrium:  process of competition to reach equilibrium; the gains from trade.

Note the importance of property rights, “contracts,” individual (decentralized) decision-making, and use of specialized knowledge.  

Other market interventions:  restrictions on entry
Creating and capturing value.  Productive versus unproductive entrepreneurship.  
Other Readings/Material

Milton Friedman: Story of the Pencil (how markets work to allocate resources).
http://www.youtube.com/watch?v=4ERbC7JyCfU
Tables from Davis, S., et.al, Journal of Economic Perspectives, Summer 2006.
(Illustrates the creation and destruction of jobs and economic growth.)
“’Pivoting’ Pays Off for Tech Enterpreneurs,” WSJ, 4/26/12. http://search.proquest.com/docview/1009481215/1404B2D6B6D75AA29AF/1?accountid=11836. (The importance being able and willing to adapt in a market economy.)
“China’s Winter of Discontent,” WSJ, 3/14/06.

http://search.proquest.com/docview/398959819/fulltext/1404B105A9018696AC7/1?accountid=11836
“Indonesia Has Lots of Coal—And Blackouts in Capital,” WSJ, 7/29/08
http://search.proquest.com/docview/399108953/1404B32839E73000915/1?accountid=11836
Excerpt from Milgrom, P. and Roberts, J., Economics, Organization, and Management, on The Hudson’s Bay Company.  
III. Using Supply and Demand Analysis
Topics/Sections from text:  Ch. 3 (cont’d.), Ch. 4, Demand

Demand functions

Demand curves


Law of Demand

Other factors that influence demand


Prices of related products, income, other variables

Related/Other Topics in class
Shifting the position of the demand curve.

Shifting the position of the supply curve.

Shifts in supply and demand and changes in market equilibrium; changes in inter-related markets.

Other Readings/Material

“Corn’s Rally Sends Ripples,” WSJ, 1/18/07.
http://search.proquest.com/docview/398983538/1404B3743DA19DBE442/1?accountid=11836
“The Cost of Getting Down Is Going Up,” WSJ, 5/8/12.

http://search.proquest.com/docview/1011463193/1404B3852436E63A289/1?accountid=11836
“For Dollar Stores, a Mixed Bag,” WSJ, 7/11/13.
http://search.proquest.com/docview/1399253185/1404B3F5AD81CF396F4/82?accountid=11836
“Heart Burn:  Transformation in Medicine Is Putting Specialists at Odds, WSJ, 9/10/03.

http://search.proquest.com/docview/398896505/1404B3AA7EF50DD9A37/16?accountid=11836
IV. Costs, Profit, and Decision Making:  Some Basics
Topics in class
Opportunity costs reflect both explicit costs and implicit costs.  The most common implicit costs are: (i) the opportunity cost of owner’s time; (ii) the opportunity cost of owner’s equipment; (iii) the opportunity cost of owner’s money.
The difference between accounting profit and economic profit:  economic profit deducts implicit costs as well as explicit costs.  Economists claim that economic profit determines behavior.
Putting all costs on an annualize basis (or a PV basis) for appropriate comparison.
Definitions.  Fixed costs, variable costs, and sunk costs.
The importance of marginal analysis; marginal benefits compared to marginal costs.
Sunk costs and decision making examples.

Other Readings

 “Debating Sarbanes-Oxley:  Why Smart Managers Do Dumb Things,” WSJ, June 2, 2003.
http://search.proquest.com/docview/398856475/140542C48D34B196B95/29?accountid=11836
“Economic Profit vs. Accounting Profit,” WSJ, June 2, 2003.

http://search.proquest.com/docview/398903478/140542C48D34B196B95/40?accountid=11836
V. Production, Costs, and Economies of Scale and Scope
Topics/Sections from text:  Ch. 5, Production and Costs
Production functions

Returns to scale

Returns to a factor

Choice of inputs (skim this section)

Costs

Cost curves

Short run vs. long run

Minimum efficient scale

Learning curves

Economies of scope
Related/Other Topics in class
Substitution among inputs and input prices

Important factors leading to economies of scale and scope:

· indivisibilities and the spreading of fixed costs
· specialization
· standardization
· the cube-square rule

· purchasing in volume (but see the Ace Hardware counterexample in the text)
Sources of diseconomies of scale: managerial and control problems; “tailor-made” products.
Other Readings/Material

Short run production; adding more labor to fixed capital. 
http://www.youtube.com/watch?v=pVo-ZV9pwcU
“Holiday Hiring Call:  People vs. Robots,” WSJ, December 20, 2010.

http://search.proquest.com/docview/818622450/140551F15852F14C9DA/70?accountid=11836  (Choice of capital vs.labor.)
Lexus assembly line video; large capital investment, specialization.
http://lexusenthusiast.com/2008/03/24/behind-the-scenes-video-of-lexus-car-manufacturing/
“Meet the World’s Largest Cargo Ships,” WSJ, January 8, 2012.

http://search.proquest.com/docview/1266990140/1405EC48EE450652D0/71?accountid=11836  (Economies of scale from the cube-square rule.)

SAP video on dealing with diseconomies of scale; “operational inefficiencies,” production disruptions, administration, service, scheduling, talent management.
http://www.youtube.com/watch?v=x4kcUCjogqY
“Honda’s Flexible Plants Provide Edge,” WSJ, September 23, 2008.
http://search.proquest.com/docview/399105360/140555BA7FF38FE2CF9/61?accountid=11836  (Flexible manufacturing capital/methods generate economies of scope.)

“Plexus Strategy:  Smaller Runs of More Things,” WSJ, October 8, 2003.
http://search.proquest.com/docview/398813914/1405ED63CBA6378D871/89?accountid=11836  (Diseconomies of scale and economies of scope.)

Major consumer goods producers and the scope of their product lines: 

http://www.convergencealimentaire.info/map.jpg
VI.   Issues in the Supply Chain:  Vertical Integration and Outsourcing
Topics/Sections from text:  Ch. 19, Vertical Integration and Outsourcing


Vertical Chain of Production


Benefits of Buying in Competitive Markets


Reasons for Nonmarket Transactions



Contracting Costs



Market Power



Taxes and Regulations



Other Considerations


Vertical Integration versus Long-Term Contracts



Incomplete Contracts



Ownership and Investment Incentives



Specific Assets and Vertical Integration



Asset Ownership



Other Reasons



Continuum of Choice


Contract Length


Recent Trends in Outsourcing

Related/Other Topics in class
Important application of the ideas of marginal analysis, sunk costs, and economies of scale and scope.  Create value by choosing the most efficient form of organization.

Note that there are intermediate cases between “make” or “buy,” e.g., supply and distribution contracts, joint ventures, strategic alliances, franchising. 

Fallacious reasons for vertical integration
· to avoid the costs of making

· to avoid paying mark-ups

· to avoid high prices during periods of peak demand

· to guarantee a market
Buying on competitive markets:  you embrace others’ economies of scale and scope through lower prices.
More on asset specificity and creation of an ex post sunk cost.  Recall sunk cost decision making.
The hold-up problem:  ex-post attempts to change the deal in one party’s favor, either on price or non-price terms.   Occurs with (i) asset specificity that causes an ex post mutual dependence and (ii) uncertainties and complexities that make it difficult to prevent this contractually. 
Dealing with hold up:  reputation, “complex” contracts, vertical integration

Similar issues regarding whether to lease equipment or buy equipment. 
Reputation.   If the present value of current and future business without hold-up of customers > value of current profits from hold-up, the hold-up won’t occur.
Complex contracts between electric utilities and coal mines.  
Typical sources of specificity:  (i) plant design for a particular grade of coal; (ii) location.
Typical contract terms for mine-mouth electric utilities.  
(a) Non-price terms:  long term contracts, requirements contracts, inspection rights

(b) Price terms:  cost plus contracts; indexed contracts
Other Readings/Material

Assorted vertical supply chain charts.
https://www.google.com/search?q=vertical+integration&hl=en&prmd=imvnsb&tbm=isch&tbo=u&source%20=univ&sa=X&ei=TLMSUNuzG4rX0QHfkIHoCA&sqi=2&ved=0CGkQsAQ&biw=1680&bih=907#imgdii=_
“Illusory Bargain:  Some U.S. Companies Find Mexican Workers Not So Cheap After All,” WSJ, September 15, 1993.

http://search.proquest.com/docview/398478356/1405EF378CA54181C7B/2?accountid=11836  (Offshoring – as distinct from outsourcing – in the wake of NAFTA; a recurring discussion.) 

“A Goofy Deal,” WSJ, August 4, 1995.

http://search.proquest.com/docview/398473610/1405F18490DC4ED214/46?accountid=11836  (On fallacious reasons for vertical integration.)

“Vertical Integration,” The Economists, March 30, 2009.
http://www.economist.com/node/13396061
“Made to Measure: Invisible Supplier Has Penney’s Shirts All Buttoned Up,” 

WSJ, 9/11/03.

http://search.proquest.com/docview/398953831/1405EE3E4526A895B6A/7?accountid=11836
Summary of terms in contracts between electric utilities and coal mines.
“Companies More Prone To Go ‘Vertical’,” WSJ, November 30, 2009.
http://search.proquest.com/docview/399140920/1405F50BDF43A7AE016/2?accountid=11836  (Evaluate the arguments for vertical integration.)

