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History of Micro Notes

History of Microeconomics:

Microeconomic begins with the decisions that an individual consumer makes when participating in the market. Since the decisions of the individual are tied to the operations of the business, the second emphases of microeconomics is the actions of the firms/ or companies where individuals purchases their goods and services. These companies/firms are the producers of goods or services. They operate in industries where producers of similar items compete for sales. For example, 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 items that have a long life, such as a refrigerator.

How do we go from Micro to Macro?
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As we move upward to include more industries, then sectors, eventually we include everything. Macroeconomics looks at aggregates. For example, instead of looking at a restaurant in Rock Hill, macroeconomic is the analysis of the every business in the United States.  
Firms are businesses that produce either goods (like cars) or services (like education or a hair cut).

The 2 most important questions that businesses must address are:

     1)  What price should be charged?  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 be produced?   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? 

During different periods 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 costs of production plus a small profit margin. However, prices should not solely be determined by costs of production. 
Do you know how much it cost Verizon to send your text message? Almost nothing. But they charge $10 a month for the service, because we as customers are willing to pay for texting. If you owned Verizon would you give away text messaging when you could make billions of dollars from providing the service at a fee? 
Grocery stores 2-3 percent

Gasoline 16 cents per gallon – 5percent

Car Dealers11 percent
Clothing 100 percent

Furniture 200 to 400 percent

Jewelry 100 to 1000 percent

Text messaging 6000 percent

What is fair?
 (2)   The next influence on determining prices is - Mercantile influence on pricing:  Mercantilism is an economic theory that holds that the prosperity of a nation is dependent upon its supply of capital, and that the global volume of international trade is "unchangeable." Economic assets or capital, are represented by bullion (gold, silver, and trade value) held by the state, which is best increased through a positive balance of trade with other nations (exports minus imports). Mercantilism suggests that the ruling government should advance these goals by playing a protectionist role in the economy; by encouraging exports and discouraging imports, notably through the use of tariffs and subsidies. 
Mercantilism was the dominant school of thought throughout the early modern period (from the 16th to the 18th century). Domestically, this led to some of the first instances of significant government intervention and control over the economy, and it was during this period that much of the modern capitalist system was established. Internationally, mercantilism encouraged the many European wars of the period and fueled European imperialism. Belief in mercantilism began to fade in the late 18th century, as the arguments of Adam Smith and the other classical economists won out. Today, mercantilism (as a whole) is rejected by economists, though some elements are looked upon favorably by non-economists.

For our purposes, a mercantile economies base their prices on the prices of their competitors 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.  

Indonesia, China, India, and Pakistan might be some modern examples of mercantile economies. Workers in these countries live in poverty.
http://www.dailymail.co.uk/news/article-2245066/Real-Toy-Story-The-Chinese-factory-workers-forced-sleep-factory-floors.html
http://www.bbc.co.uk/news/business-21840416
(3)   Classical influence in pricing until 1930:  The labor theory of value states that the economic values of commodities are related to the labor needed to produce them.

There are many different accounts of labor value, with the common element that the "value" of an exchangeable good or service is, or tends to be, or can be considered as, or "is to be measured as "equal or proportional to the amount of labor required to produce it (including the labor required to produce the raw materials and machinery used in production).

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. 

Monopolies

Redistribution of Income

Externalities

Public Goods

Collusion

Free Market Breakdowns are covered extensively in the “Free Market Breakdown” link on my webpage.






