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Microeconomics--October 31, 2006
Peter Bohmer, Political Economy and Social Movements

I. Introduction to Microeconomics—analysis of individual decision making by families, individuals, firms and resulting determination of prices, wages, incomes, outputs in individual markets—

   A. Production Possibility Curve or Frontier,  Possible production points for a society.

       1. Trade-offs and points along the frontier, shape of the curve

       2. Being inside the frontier—the norm or the exception?

        3. Uses of the curve

             a. Guns versus butter

             b.  Investment versus Consumption

         4. The surplus, accumulation, imperialism and shifts of the Production Possibility Frontier (PPF)
(Notice, there is no money on the axes)
B.  Opportunity Cost—the value of the next best alternative, foregone  when a choice is made.
       1.    Assumes at a societal level one is on the production possibility curve—guns versus butter, it is then           the  slope or the reciprocal of the slope of the PPF. What is the opportunity cost of increasing butter           2.  Possible uses—individual can be time; also societal, planning models.

       3.  Usefulness of the concept?   
 II. Markets, Demand and Supply Analysis

   A. Markets—see Understanding Capitalism, pp. 187
      At least three meanings of markets—places to buy and sell; social institutions that bring together buyers and sellers, and pure exchange (an abstraction)—determines price and output

     Competitive markets, purely competitive markets; many buyers and sellers, no on has power to set 
price.

B. Supply and Demand analysis

Model of how through prices being set through demand and supply coordination of economic coordination of millions of products, work  takes places, claim it a desirable solution that solves well the basic economic questions—what, how, for whom?

      1. Two types of market participants

        a.  Demanders-demand curve depends on willingness and ability to buy, $1 = 1 vote  

        b. Suppliers—how much suppliers wish to sell at each possible price  (190)  

       2. Demand and the demand curve

           a. Demand curve—schedule (relationship) of quantity demanded at various prices. What happens to                quantity demanded  when price of good changes, downward sloping    

                    Price ($/pound)     Quantity Demanded       Quantity Supplied 

                                                   (in 1000 lbs)                     (in 1000 lbs)

$6                                2                                    14 

$5                                6                                    12

$4                               10                                   10

$3                                14                                    8

$2                                18                                    6

         b. Individual and market demand curves

         c. Downward sloping or inverse relationship. 

         d. How estimated—surveys, econometrics  

          e. Shifts of the demand curve—changes in income and wealth, price of substitutes and complements, tastes, expectations of change in price of good demanded, changes in number of market   participants

         f. Movement along demand curve vs. shift of demand curve, see page 195, 197. 

      3.  Supply Curve—quantity of  what goods  want to sell at various prices. As price increases individual                firms and market or industry will want to sell more increase supply (quantity supplied)

              a. Firm and Industry (market) supply curves  

              b.  Upward sloping or positive relationship 

              c. Shifts of the supply curve if price of inputs change, changes in productivity or technological                           change, number of producers, expectations of changes in prices

               d. Short Run vs Long Run Supply curves. Long-run: entry and exit of firms,  new plant, equipment 

               e. Movement along supply curve vs. shift of curve, see page 196, 197
C.   Market determination of price and quantity--demand and   supply


       1. Market Clearing where quantity demanded = quantity  supplied (intersection of curves)

       2. How price and quantity move to market clearing price and quantity
       3. Shifts of demand, supply and the new equilibrium 
        4. Prices and markets as rationing devices, as signaling devices

D. Marginal cost as a key concept, it is the additional cost per unit, see pp. 191 of Understanding Capitalism. It differs from more common concept of average cost. (P. 191)
         Introduction as to why firms produce a quantity such that price = marginal cost (if marginal cost is increasing, key to microeconomic analysis)—more next week
Problems:

1. Assume that this is the initial market for music CDs in the South Sound area in 2005 (hypothetical)

Price      Quantity   Supplied            Quantity Demanded 

                (000’s per month)               (000’s per month)                                

$5                  2                                       48    

$8                  4                                       44

$10                7                                       39

$12               11                                      33

$15               17                                      28   

 $18              24                                      24

$20               28                                     19   

 $25              34                                      12

       a.   Draw the demand and supply curve, 

b. What is the equilibrium price and quantity, explain why the market would settle there?
c. If the price was initially $20, what would happen, would there be excess supply, demand?
d. If the unemployment rate worsened in South Sound and tuition increased what would happen to the price and quantity of CDs sold, draw the appropriate curves.

e. If a technology became readily available that decreased the costs of production of making CD’s (technical  change), what would happen to the equilibrium price and quantity—why?

f. If through the use of the Internet,  music can be downloaded, analyze what will happen using demand and supply analysis —which curve will shift; along which curve, demand or supply, will there be a movement along the curve? 

2a. Is the market clearing price a just price? Why or why not? 
Discuss possible alternatives and their problems?  
2b. Consider the following example.  Assume 1000 people have a very serious and painful disease. Their incomes vary very widely. Assume 1000 doses of a treatment are developed but no more can be developed for many years. Moreover assume if a person who has this disease takes: one dose, there is a 50% probability of being cured; two doses, there is a 60% probability of being cured; three doses, there is a 70% probability of being cured; four doses, 80% probability of being cured; five doses, 90% probability of being cured; ten doses 99% probability of being cured. What would be the market solution, your solution? Why? How many would survive under the different solutions?






