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History of Micro Notes

History of Microeconomics:

Microeconomic emphasizes the basic questions firms and industries have about their operations.  Firms are producers of goods or services: General Motors is a firm. The industry that they operate in is the automobile manufacturing industry. Manufacturing is in the durable goods sector.  Durable goods are things that have a long life, such as a refrigerator.

How do we go from Macro to Micro?
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Firms:

The 2 biggest questions/decisions for firms are:

     1)  What price should they charge?  Price


If demand is high, the firm can charge a higher price.


If demand is low, the firm must charge a lower price.

If supply is high, the firm must charge a lower price to get rid of some of their inventory.  

If supply is low, the firm will charge a higher price.

     2)   How much of the product should they produce?   Quantity

If demand is high, produce a greater quantity.


If demand is low, produce a smaller quantity.

Different Influences on Pricing:

Microeconomics came about because firms did not know what price to charge.

-What price should a firm charge? 

At different periods in time there have been different philosophies about how firms should set their prices.

(1) Church influence in pricing: In early western history, the church had a significant social influence on the business world. If businesses charged more for a product than what the church thought it should, the church looked down upon them.  So, churches kept prices down because of guilt. The church was also very powerful politically. Profit margins were set. Therefore, prices were determined by cost of production plus a small profit margin. Prices should not solely be determined by cost of production. 

 (2)   Mercantile influence in pricing:   Price were based on competitor’s prices around the world.  But this concept causes problems for the countries that made products for lower prices. The only way to keep prices low was to pay workers less. So the country that treated the workers the worst and paid them the lowest amount, charged the lowest prices; But if workers are paid low wages, they cannot buy anything.  Economy is hurt overall.

(3)   Classical influence in pricing until 1930:  Cost of labor alone determines prices, not supply and demand.

4)   Supply and demand influence in pricing:   Marshall solved the water-diamond Paradox and discovered the importance of supply and demand.  People knew about demand but before Marshall, no one put supply and demand together.  Marshall figured out that supply and demand together determined prices.  The water-diamond paradox:  no one could figure out why water (being in high demand) was so cheap and diamonds (being in low demand) was so expensive.  Marshall said supply was the factor.  There is much greater supply of water that diamonds.

· Demand comes from consumers – Consumer Theory

· Supply comes from producers – Theory of the Firm or Cost Theory

· Demand and supply together – Market Structures

When does the free market breakdown? In other words is there any time when the natural forces of supply and demand do not lead to an efficient market?

The answer is yes, there are a lot of instances when the free market does not result in the best price and quantity for consumers. 
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