Basic Economic Concepts and Critique

Part One: Microeconomics

Summary

Economics is a way of analyzing and influencing human behavior. It is divided into microeconomics and macroeconomics. The former studies the methods and economic consequences of how private individuals allocate scarce resources to alternative ends. The latter studies the determinants of the overall level of economic activity, which influences the goods and services available to society and the level of employment. It also describes policy instruments that governments can use to influence those determinants in order to achieve economic objectives. A major shortcoming of economics is its failure to integrate social and environmental consequences of economic activities into its analysis. In this part, we introduce basic microeconomic concepts and critiques. 

1.  Assumptions

Microeconomics is based on two fundamental and contradicting realities. First, resources - things that are used to produce goods and services - are limited. Second, human wants for goods and services are insatiable. These two realities imply that not all human wants can be satisfied and decisions must be made to allocate limited resources to competing needs. 

How such decisions are made? Before answering this question, we must explain three characteristics of microeconomics.

· It assumes rational behavior. This means people have definitive goals and  their behavior is consistent with their goals. 

· It emphasizes that all actions have benefits and costs, though not necessarily all in money terms. Opportunity cost is the cost of anything in terms of other things sacrificed or given up. 

· It applies marginal analysis to the concepts of benefit and cost . Marginal benefit (cost) is the additional benefit (cost) associated with one more unit of an activity. 

2. Benefits and Costs

Decisions to allocate limited resources to competing needs are made by following the equi-marginal rule: marginal benefit (MB) = marginal cost (MC). Take the participation in an economics training workshop, for example. Time (in terms of number of days) is a scarce resource. How many days would one want to spend on the workshop?

Three steps are involved to answer this question. The first is to identify what are the benefits and costs. Participation in the workshop brings some benefits: ability to understand economics, satisfaction from accumulating knowledge, and ability to secure a good job. It also involves some costs: sacrifice of other pleasurable activities, such as conversation with friends, study of other subjects, or sleep. The travel expense is paid for by sponsors and is not considered here. The second thing is to quantify the marginal benefits and costs, as done in Table 1. The third is to compare the marginal benefits and marginal costs and to choose the number of days where MB = MC.

As illustrated in Chart 1, in our example the decision would be to allocate 3 days for the workshop. This is the point where the participant’s benefits or welfare are maximized. If we assume that all the benefits and costs can be monetized with a dollar sign, then $25 becomes the price for the three days worth of time. 

Table 1: The Benefit and cost of attending a training workshop 

# of Days in Workshop
MB
MC





1
50
10

2
45
20

3
25
25

4
22
40

5
18
60
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Why does MC become greater and MB become smaller as the number of days increase? For the first day of the workshop, the participant gives up other things that are least important, such as going to a movie. As the number of days for the workshop increases, more and more important things will have to be given up, such as chairing a strategic planning session. The cost of spending each additional day in the workshop, therefore, increases. On the other hand, from the first day of the workshop, the participant derives the greatest benefits such as a fresh exposure to the wonderful world of economics. As the number of days increases, however, the participant is learning relatively less and less new knowledge for each additional day. The benefit of spending each additional day in the workshop, therefore, declines.

This model can be extended to a market formed between a consumer and a supplier. Take fish, for example. John demands fish because he derives benefits from the fish as food. The additional benefits (MB) will decline, however, as the amount of fish to be consumed increases. David supplies the fish because John wants the fish and is willing to pay for it. But the additional costs (MC) will increase as the amount of  fish to be supplied increases, because David will have to try harder to get additional tons of fish. Chart 2 illustrates this case.

3. Supply and Demand 

This model is the basis for supply and demand analysis. Demand curve is the same as the MB curve, which reflects a consumer’s Willingness To Pay (WTP). Supply curve is the same as the MC curve, which reflects the supplier’s Willingness to Accept (WTA). The demand of individual consumers for a particular commodity adds up to become market demand for that commodity. The supply of individual suppliers adds up to become market supply of that commodity. The market price and quantity are determined by the intersection of demand and supply, or MB and MC, or WTP and WTA. This is a situation of equilibrium, a state of balance. It is argued that if the price and quantity are somehow below or above the equilibrium levels, there will be a tendency for the market to move them back into equilibrium; consumers will bid up the price or suppliers will cut down the price. 

This model shows an inverse relationship between price and demand, and positive relationship between price and supply. These relationships are summarized in the Law of Demand and the Law of Supply. 

· Law of Demand: The lower the price, the greater will be the quantity demanded, other things equal. 

· Law of Supply: As price goes up, the quantity supplied will increase, other things equal.

Price changes only cause movements along the existing curves. In a free market without government intervention, price does not change unless there is either shortage where demand exceeds supply (D>S) or surplus where supply exceeds demand (S>D). To say the same thing in another way, whenever price is prevented from reaching equilibrium, there must be either shortage or surplus (see Chart 3). 

Factors other than price that influence demand and supply are called determinants of demand and supply. The former includes income, number of consumers (population growth), preferences of consumers, prices of substitutes, etc. The latter includes number of producers, cost of production 

Chart 3: Shortage and surplus

Chart 4: Movements & shifts
(price of inputs), technology (productivity), etc. Changes of  these factors shift demand and supply curves in and out, rather than creating movements along existing curves (see Chart 4).

4. Policy Failure

The market is seldom free from government intervention. In many countries, governments provide subsidies or establish price floors and ceilings to influence the goods and services supplied or consumed. Take water, for example. In many countries, water utility companies supply water at below the cost of provision. They are able to do so because the government provides subsidies to water utilities, which in turn are required to charge a very low price (regulated by the government) from the consumers. This situation can be depicted in Chart 5.
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Government subsidy creates distortions in the market and leads to an excessive amount of consumption. As shown in Chart 5, if the market is free, 5 units of water would be supplied at $50 per unit. But government subsidies reduce the water utility’s cost for a given unit of supply. As a result, more water is supplied (and demanded) at a lower price. There is thus a policy failure in the sense that government policies (in this case, water subsidies) prevent market prices from signaling the true costs of supply, leading to excessive consumption. 

5. Market Failure

A free market with no government intervention would achieve maximum social welfare if  and only if  the sum of individual MB is the same as social marginal benefits (SMB) and the sum of individual MC is the same as social marginal costs (SMC). Unfortunately, this condition can hardly be met due to market failure: a) the inability of the market to supply public goods whose social benefits are greater than the sum of individual benefits; b) the existence of spill-over costs or externalities, meaning the social costs are greater than the sum of individual costs. 

Public goods are those that benefit the society as a whole (such as a clean street or national defense) but a private supplier will not supply them because of the difficulty to collect payments from those who receive the benefits. This leads to the problem of no voluntary supply by any private individual (i.e. no market). The solution is for government to arrange for the supply.  

Spill-over costs or externalities are the costs of an activity to others that the producer is not forced by the market to pay, such as the costs of littering. In this case, MC does not reflect SMC and private suppliers will supply an excessive and inefficient amount from a social point of view (SMC > SMB). This situation is illustrated in Table 2 and Chart 6.

Table 2 illustrates the spill-over costs in the market for timber. We assume that the sum of individual MB reflects the benefits of timber to the society as a whole (note that MB also reflects WTP by all consumers for timber). Therefore, MB = SMB. The values of SMB for each additional unit of timber is given in the table. The values of private MC is also given in the table. But because logging imposes spill-over costs to society, such as loss of biodiversity or soil erosion, the SMC is greater than MC. In the absence of government intervention or enforceable property rights, loggers will supply 6 units of timber at the price of $4. But from a social point of view, the efficient level of quantity and price should be approximately 3.5 units at the price of $7. See Chart 6 for a graphic presentation of the situation.

Table 2: Spill-over costs in the timber market

Price
MB=SMB
MC
SMC

0
10
0
0

1
9
1.5
0.5

2
8
3
1

3
7
4.5
1.5

4
6
6
2

5
5
7.5
2.5

6
4
9
3

7
3
10.5
3.5

8
2
12
4

9
1
13.5
4.5
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