Chapter 1: Markets and Prices Cost of Production
1.1 The Themes of Microeconomics
· Microeconomics Branch of economics that deals with the behavior of individual economic units—consumers, firms, workers, and investors—as well as the markets that these units comprise.
· The purpose is to explain how consumers can best allocate their limited incomes to the various goods and services
· Macroeconomics Branch of economics that deals with aggregate economic variables, such as the level and growth rate of national output, interest rates, unemployment, and inflation.

Trade-offs
· Consumers
· Trade-offs in the purchase of more of some goods for less of others
· Trade-off between current consumption and future consumption
· Income split between diff products, savings, investment, e.t.c
· Workers
· Trade-offs in their choice of employment 
· Trade-off between labor and leisure
· Firms
· Trade-offs in what to produce
· Trade-offs in the resources to use in production

Prices and Markets
· Trade-offs are based on the prices faced by consumers, workers, or firms.
· Also, based on the preferences (utility) of consumers, workers or firms
· If my utility is not high enough, we will switch our consumption. This happens when products are substitutes
· Prices and preferences will affect how you allocate your limited resources
· In a centrally planned economy, prices are set by the government. 
· In a market economy, prices are determined by the interactions of consumers, workers, and firms in markets—collections of buyers and sellers that together determine the price of a good.

Theories and Models
· Like any science, economics is concerned with the explanations of observed phenomena and predictions based on theories developed from a set of assumptions.
· A model is a mathematical representation, based on economic theory, of a firm, a market, or some other entity.
· Statistics and econometrics let us measure the accuracy of our predictions.
· When evaluating a theory, it is important to keep in mind that it is invariably imperfect and has limited success in making predictions.

Positive versus Normative Analysis
· Positive questions deal with explanation and prediction, normative questions with what ought to be.
· positive analysis Analysis describing relationships of cause and effect.
· Positive analysis is central to microeconomics.
· normative analysis Analysis examining questions of what ought to be.
· Normative analysis is often supplemented by value judgments. When value judgments are involved, microeconomics cannot tell us what the best policy is. However, it can clarify the trade-offs and thereby help to illuminate the issues and sharpen the debate.

1.2 What is a market? 
· Market: Collection of buyers and sellers that, through their actual or potential interactions, determines the price of a product or set of products.
· Where buyers and sellers reach an agreement on Market Clearing Price aka Market equilibrium; Qs = Qd, If Qs > Qd – surplus of inventory, producers wanna get rid of extra units and will reduce the price of product; If Qd > Qs – shortage of inventory, vice versa. 
· Market definition: Determination of the buyers, sellers, and range of products that should be included in a particular market.
· Arbitrage: Practice of buying at a low price at one location and selling at a higher price in another.

Competitive versus Noncompetitive Markets
· Perfectly competitive market: Market with many buyers and sellers, so that no single buyer or seller has a significant impact on price.
· not several buyers and sellers. It’s MANY. 
· Many other markets are competitive enough to be treated as if they were perfectly competitive.
· Other markets containing a small number of producers may still be treated as competitive for purposes of analysis.
· Some markets contain many producers but are noncompetitive; that is, individual firms can jointly affect the price.

Market Price
· market price Price prevailing in a competitive market.
· In markets that are not perfectly competitive, different firms might charge different prices for the same product.
· The market prices of most goods will fluctuate over time, and for many goods the fluctuations can be rapid. This is particularly true for goods sold in competitive markets.

Market Definition – The Extent of a Market
· Extent of a market Boundaries of a market, both geographical and in terms of range of products produced and sold within it.
· For some goods, it makes sense to talk about a market only in terms of very restrictive geographic boundaries.
· We must also think carefully about the range of products to include in a market.
· Market definition is important for two reasons:
· A company must understand who its actual and potential competitors are for the various products that it sells or might sell in the future.
· Market definition can be important for public policy decisions.
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1.3 Real vs Nominal Prices
· Nominal price: Absolute price of a good, unadjusted for inflation.
· Also called absolute price/current dollar price
· Real price: Price of a good relative to an aggregate measure of prices; price adjusted for inflation.
· Also called constant dollar price 
· Prices that take into consideration increasing rate of inflation
· We are interested in this
· Consumer Price Index Measure of the aggregate price level.
· Nominal prices of a basket of goods
· Producer Price Index Measure of the aggregate price level for intermediate products and wholesale goods.

Example 1.3
[image: ]
[image: ]
[image: ]
[image: ]

Example 1.4 
[image: ]

[bookmark: _GoBack]Example 1.5
[image: ]
image6.png
EXAMPLE 1.4 THE AUTHORS DEBATE THE MINIMUM WAGE

tis the real minimum wage that matters, and
that has been declining

FIGURE 1.1
THE MINIMUM WAGE

In nominal terms, the minimum wage has
ncreased steadily over the past 80 years.
However, in real terms its 2016 level is below ST R
that of the 19705 :
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EXAMPLE 1.5 HEALTH CARE AND COLLEGE TEXT BOOKS

FIGURE 1.2
THE PRICES OF HEALTH CARE AND COLLEGE TEXTBOOKS

The prices of both health care and college textbooks have been rising much faster than
overall inflation. This is especially true of college textbook prices, which have increased
about three times as fast as the CPI
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EXAMPLE 1.2

ABICYCLE IS A BICYCLE. OR IS IT?
There are actually two different markets for bicycles, which can be identified by the type of
store where the bicycle is sold
TABLE 1.1 MARKETS FOR BICYCLES

TYPE OF BICYCLE ‘COMPANIES AND PRICES (2011)

Mass Market Bicycles: Sold  Huffy: $90—$140
by mass merchandisers such  Schwinn: $140—$240

as Target, Wal-Mart, Kmart,  Mantis: $129—$140
and Sears Mongoose: $120—$280
Dealer Bicycles: Sold by Trek: $400—$2500

bicycle dealers — stores that  Cannondale: $500—$2000

sell only (or mostly) bicycles  Giant: $500—$2500

and bicycle equipment Gary Fisher: $600—$2000
Mongoose: $700—$2000
Ridley: $1300—$2500
Scott: $1000—$3000
Ibis: $2000 and up
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TABLE 1.2 THE REAL PRICES OF EGGS AND OF A COLLEGE EDUCATION

Blank Cell 1970 1980 1990 2000 2016
Consumer Price 38 824 1307 1722 217
Nominal Prices Blank Cell  Blank Cell  BlankCell  Blank Cell _ Blank Cell
Grade ALarge Eqgs S061 084 s1.01 5091 5247
College Education 51,784 53,499 57,602 12,922 525,694
Real Prices ($1970)  BlankCell  Blank Cell  Blank Cell  Blank Cell  Blank Cell
Grade ALarge Eggs S061 $0.40 50.30 5021 5040
College Education 51,784 51,624 52239 52012 54,125
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EXAMPLE 1.3 THE PRICE OF EGGS AND THE PRICE OF A COLLEGE EDUCATION

The real prices of eggs and a college education in 1970 dollars is calculated as follows:

0 = CPle

Real price of eggs in1980 = <Pl «nominal price in 1980

Real price of eggs in 1990 = P!~ «nominal price in 1990
C

and so forth
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After correcting for inflation, was the price of butter more expensive in 2010 than in 19707
To find out, let's calculate the 2015 price of butter in terms of 1970 dollars. The CPI was
38.8in 1970 and rose to about 237.0 in 2015.

388

=== x$3.48=$0.57
2370

The nominal price of butter went up by about 300 percent, while the CPI went up 511
percent. Relative to the aggregate price level, butter prices fell
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EXAMPLE 1.3 THE PRICE OF EGGS AND THE PRICE OF A COLLEGE EDUCATION
Now, suppose we want to calculate the real price of eggs in 1990 dolfars. Then:

0 = CPl= 1307

Real price of eggs in1970 = <21 nominal pricein 1970 =130 .0.61-2.05

6= CPl= 1307

Roalprice of 6ggs in 2016 = == xnominal price n 2016 = 77247 =1.34

real price in 2016 -real price in 1970
real pricein 1970

Percentage change in real price =

_134-205
205

—0.34





