SUPPLY 
WE HAVE SEEN SUPPLY IN OUR EARLIER EXAMPLES OF TRADE.  ONE GOOD IS SUPPLIED; ANOTHER DEMANDED.

FOR EXISTING GOODS - SUPPLY IS SIMPLY NEGATIVE DEMAND
KIM’S WILLINGNESS TO SUPPLY PEPSI

INDIFFERENCE SCHEDULE
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WHAT IF P=$3.50?    TRADE AWAY 10TH, 9TH 

8TH?  Kim will have 8 & $7.00

THE LAW OF DEMAND (DIMINISHING MARGINAL VALUE) IMPLIES THAT THE QUANTITY SUPPLIED WILL INCREASE AS THE PRICE INCREASES.

THE MARGINAL VALUE OF KEEPING GOODS IS THE MARGINAL COST OF SUPPLYING TO OTHERS.

CONTINUE TO SUPPLY AS LONG AS THE PRICE (BENEFIT)  EXCEEDS THE MARGINAL COST (COST) 
LAW OF SUPPLY -> THE GREATER THE PRICE, THE GREATER WILL BE THE DESIRED QUANTITY SUPPLIED.
[image: image1.emf]SUPPLY CURVE OF PEPSI FOR KIM
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IMPLICATION OF OUR ANALYSIS   --

WHEN INDIVIDUALS MAKE “TRADING” DECISION BASED ON THEIR OWN SELF-INTEREST –

THE AMOUNT OF GOODS SUPPLIED AND THE ALLOCATION OF THE GOODS ARE ECONOMICALLY EFFICIENT

ALL GOODS WHOSE VALUE TO DEMANDERS EXCEEDS THE VALUE TO SUPPLIERS ARE TRADED

THE AMOUNT OF GOODS TRADED EXPLOITS ALL OPPORTUNITES TO MAKE ONE BETTER OFF WITHOUT HARMING ANOTHER
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THE EFFICIENCY OF THE MARKET ASSUMES THAT ALL PARTIES IMPACTED BY A SUPPLY OR DEMAND DECISION ARE ‘IN THE MARKET”

NOT ALWAYS TRUE  

EXTERNALITIES

Alcohol and Driving

Driving and Dirty Air

Charity
EQUILIBRIUM PRICE   - price for which there are no economic forces causing price to change

IF PRICE SUCH THAT QUANTITY DEMANDED EXCEEDS QUANTITY SUPPLIED WE HAVE A SHORTAGE - BUYER COMPETITION WILL CAUSE PRICE TO RISE

IF PRICE SUCH THAT QUANTITY DEMANDED EXCEEDS QUANTITY SUPPLIED WE HAVE A SURPLUS – SELLER COMPETITION WILL CAUSE PRICE TO FALL

OUR ECONOMIC ANALYSIS LEADS US TO PREDICT THAT- 

IN THE ABSENCE OF RESTRICTIONS ON COMPETITION, WE EXPECT THE INTERACTIONS OF DEMANDERS AND SUPPLIERS TO RESULT IN EQUILIBRIUM PRICES. 

IMPLICATION OF THIS ANALYSIS - 

WE DON’T EXPECT TO SEE LINES (SHORTAGES THAT RESULT FROM A LOW CONTROLLED PRICE [PRICE CEILING]) 

WE DON’T EXPECT TO SEE VACANCIES
(SURPLUSES THAT RESULT FROM A HIGH CONTROLLED PRICE [PRICE FLOOR])

HOW DO WE THEN EXPLAIN

THE RESTUARANTS ON THE AVE?  

THE BANK?

(SOMETIMES WHEN I GO IN THERE ARE PEOPLE IN LINES OTHER TIMES THERE ARE EMPLOYEES STANDING WITH NO CUSTOMERS)

OUR SIMPLIFIED ANALYSIS HAS ASSUMED THAT DEMAND IS STABLE AND KNOWN

IN FACT DEMAND IS VARIABLE AND UNCERTAIN

SUPPLIERS CHOICE

LET PRICE VARY TO ALWAYS EQUATE S & D

LET PRICE BE SET BY THE AVERAGE, EXPECTED DEMAND

LINES RESULT WHEN DEMAND TURNS OUT TO BE UNUSUALLY HIGH

VACANIES RESULT WHEN DEMAND TURNS OUT TO BE UNUSUALLY LOW

SHORTAGES AND SURPLUSES RESULT FROM

1.  PRICE CONTROLS 

2.  OUR DEMAND FOR STABLE, PREDICTABLE PRICES

??THE APPLE CUP;  NCAA FINAL FOUR TICKETS

     THE SUPER BOWL;  TOM PETTY CONCERT 

PRODUCTION - CREATION OF A NEW ECONOMIC GOOD BY USING UP OTHER ECONOMIC GOODS.

EXAMPLE OF A PRODUCTION OPPORTUNITY

KIM   CAN TRADE ONE HOUR OF HER TIME FOR





10 LOGS

OR

1 UNIT OF FOOD

KIM HAS DECIDED TO WORK 8 HOURS

KIM’S “PRODUCTION POSSIBILITIES”
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GIVEN HER PRODUCTION OPPORTUNITIES KIM CHOOSES  40 LOGS & 4 FOOD
SECOND EXAMPLE OF A PRODUCTION OPPORTUNITY

CHRIS           CAN TRADE ONE HOUR OF HIS TIME FOR





6 LOGS

OR

1/2 UNIT OF FOOD

CHRIS HAS DECIDED TO WORK 12 HOURS

CHRIS’S “PRODUCTION POSSIBILITIES”
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FROM THESE OPPORTUNITIES CHRIS CHOOSES TO PRODUCE 24 LOGS AND 4 FOOD
KIM



10 LOGS PER HOUR




OR


  (WORKS 8 HOURS)



1   FOOD PER HOUR




CHOOSES 40 LOGS & 4 FOOD

CHRIS



6     LOGS PER HOUR





OR


  (WORKS 12 HOURS)



1/2  FOOD PER HOUR




CHOOSES 24 LOGS & 4 FOOD

IF KIM AND CHRIS MEET, DO WE EXPECT THEM TO TRADE?

MV LOG KIM 

=?

= 1/10 FOOD

MV LOG CHRIS   
=?   

= 1/12 FOOD

IF THEY TRADE, EXPECT PRICE SOMEWHERE BETWEEN MVs.


ASSUME PRICE OF A LOG = 1/11 UNIT OF FOOD







       RESULT




  KIM

             CHRIS



LOGS
FOOD

LOGS
FOOD
PRODUCE
    40
    
    4


    24
            4

(INDIFFERENT)       50
     3


    12              5 

ASSUME ACTUAL TRADE IS 1 FOOD FOR 11LOGS

CONSUMPTION 51           3                   13           5
PRODUCTION - DESTROYS ONE ECONOMIC GOOD TO CREATE ANOTHER.

DONE ONLY WITH EXPECTATION OF BEING BETTER OFF.

FROM THE ALTERNATIVES REPRESENTED BY THE PRODUCTION POSSIBILITIES, KIM AND CHRIS WILL ATTEMPT TO CHOOSE THE MOST PREFERRED.

IN EFFECT KIM CAN TRADE WITH NATURE AT THE TRADING RATE OF 10 LOGS FOR ONE UNIT OF FOOD.

SHE WILL CONTINUE TO MAKE THAT TRADE AS LONG AS HER MARGINAL VALUE OF FOOD EXCEEDS 10 LOGS.  AS SHE CONTINUES TO TRADE HER MARGINAL VALUE OF FOOD WILL BE FALLING.  SHE WILL CEASE TRADING WHEN HER MARGINAL VALUE OF FOOD JUST EQUALS THE “PRICE” OF 10 LOGS.

AT THE PREFERRED ALTERNATIVE:

MARGINAL VALUE = OPPORTUNITY COST=

FOREGONE PRODUCTION OPPORTUNITY=

NUMBER LOGS GIVEN UP TO GET ONE MORE FOOD

KIM 

    MV FOOD = 10 LOGS; MV LOGS = 1/10TH FOOD

CHRIS

    MV FOOD = 12 LOGS; MV LOGS = 1/12TH FOOD

NEXT WEEK

KIM AND CHRIS EXPECT TO BE ABLE TO TRADE WITH ONE ANOTHER




1 FOOD FOR 11 LOGS

??HOW WOULD YOU EXPECT KIM’S PRODUCTION DECISION TO CHANGE??

(WHY PRODUCE LOGS? GET ONLY 10 IF 1 UNIT OF FOOD IS GIVEN UP.  BETTER TO TRADE WITH CHRIS.)

KIM 

WILL SPECIALIZE IN FOOD PRODUCTION

CHRIS  (RATHER THAN PRODUCE FOOD, GIVING UP 12 LOGS, TRADE 11 LOGS TO KIM)

WILL SPECIALIZE IN LOG PRODUCTION







       RESULT




KIM
     CHRIS          SOCIETY




LOGS  FOOD
   LOGS
FOOD     LOGS  FOOD
INITIALLY
    51

3
      13
      5           64          8

SPECIALIZE

PRODUCE           0         8             72            0       
CONSUME          55        3             17            5           72         8

KIM HAS AN ABSOLUTE ADVANTAGE IN BOTH LOG AND FOOD PRODUCTION

     (USES LESS TIME THAN CHRIS PER LOG OR PER FOOD)
IRRELEVANT FOR EFFICIENT PRODUCTION DECISIONS

    (CAN’T TRADE TIME)

RELEVANT FACTOR

COST OF FOREGONE PRODUCTION

FOOD

KIM COST = 10 LOGS




CHRIS COST

  = 12 LOGS

LOGS

KIM COST = 1/10 FOOD




CHRIS COST
         = 1/12 FOOD

KIM HAS A COMPARATIVE ADVANTAGE IN FOOD PRODUCTION

CHRIS HAS A COMPARATIVE ADVANTAGE IN LOG PRODUCTION

LAW OF COMPARATIVE ADVANTAGE

EFFICIENT PRODUCTION REQUIRES SPECIALIZATION IN PRODUCTION FOR THE GOOD THAT AN INDIVIDUAL HAS A LOWER OPPORTUNITY COST 
[image: image2.wmf]SOCIETY'S PRODUCTION POSSIBILITIES BOUNDARY
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