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Adam Smith on “The Invisible Hand”

• “It is not from the benevolence of the butcher, the brewer, or the 
baker, that we expect our dinner, but from their regard to their own 
interest.” (Wealth of Nations)

• “Every individual... neither intends to promote the public interest, nor 
knows how much he is promoting it...  He intends only his own gain, 
and he is … led by an invisible hand to promote an end which was no 
part of his intention.” (Theory of Moral Sentiments)



Why Study Economics?

• Science of understanding of how society works—or does not work—
to maximize efficiency in the production and allocation of goods and 
services.

• The essential discipline for analyzing public policy



The Economic Problem—Scarcity

• There is never enough labor, capital, and resources available to fully 
meet the wants of all people for all the goods that could exist. 

• Causes
• Physical Limitations—Only so many productive resources are available at any 

given time.
• Human Nature--People always want more and better goods. 



Scarcity and Its Discontents

• Issue I:  Determining the composition of output.  
• Issue II: Allocating productive resources. 
• Issue III—Distributing the product. 
• Issue IV—Ensuring economic growth. 



Composition of Output

• Issue: Need to Choose Between Infinite Number of Possibilities
• Possible Systems

• Needs Based
• Command System
• Consumer Sovereignty/Free Market



Needs Based Economy

• Produce only goods necessary to meet basic needs until all such 
needs are met.

• Problem 1—Who decides what classes of goods are ‘needed’ and therefore 
deserving a higher priority than the others? 

• Problem 2—What does the concept of ‘need’ actually mean?



Command Economy 

• One person or small group make all these decisions—the North 
Korean model.  

• Supreme Leader tells everyone what to do, under pain of death.
• Result: Three Class Production Model



Abraham Lincoln on The Pure Command Economy 
(Slavery)

• There are two principles that have stood face to face from the 
beginning of time, and will ever continue to struggle. The one is the 
common right of humanity, and the other the divine right of kings. It 
is the same principle in whatever shape it develops. It is the same 
spirit that says ‘You toil and work and earn bread, and I’ll eat it’. No 
matter in what shape it comes…it is the same tyrannical principle’. 

Final Lincoln-Douglas Debate 
Alton, Illinois, 1858



Consumer Sovereignty/Free Market Economy

• Economic decision making is almost entirely decentralized. 
• Free market pricing mechanism to guide the efforts of producers, 

upon pain of bankruptcy. 
• All people with money to buy things have an influence on what is 

produced. 
• All people with resources to sell, including their own labor, have 

money to spend.



Incentives and the Economic System

• Governments is dayflies. Any change of ideology, of mood even, and 
poof goes your project. But private action, where everyone concerned 
is needful to everyone else’s income, that’s stable. Politics, they come 
and go, but greed goes on forever.

Nicholas van Rijn, 2433



Free vs. Unfree: Korea at Night



The Concept of Need

• ‘From each according to his ability, to each according to his need’—
Karl Marx

• Physical Needs vs. Wants
• Infinite Alternatives to Meet ‘Needs’
• ‘Need’ Useless as a Guide to Policy



Basic Issue II—Allocating Productive Resources

• A Purely Technical Problem?
• The Problems with Central Planning
• The Failure of Input-Output Theory
• The Role of Price and Incentives



Basic Issue III—The Distribution of the Product

• Incentives Again
• Tax Rates on the Working Poor
• The Negative Income Tax
• Full Employment



Basic Issue IV—Economic Growth

• Everyone Wants More--140% Growth in U.S. Per Capita GDP Since 
1969

• For Free Market Economies Only
• Can China Be the First Exception?



The Law of Demand



Topics covered

• The Law of Demand in economics
• Elasticity of demand
• The psychological basis of the Law of Demand
• Shifts in the demand curve
• How the Law of Demand affects time allocation between work and 

leisure
• Extensions of the Law of Demand beyond goods and services



The Law of Demand Defined

• The law of demand is a relationship between price and quantity 
demanded.  

• The law is that at a higher price, other things equal, people will 
demand less of a good. 



Elasticity of Demand

• Defined as the percent change in quantity demanded relative to the 
percent change in price

• Case 1:  Percent changes in quantity and price are equal (unitary 
elasticity).  Amount spent = P x Q doesn’t change when price changes.

• Case 2:  Percent change in quantity is less than percent change in 
price (inelastic demand).  Amount spent increases when price 
increases.

• Case 3:  Percent change in quantity is more than percent change in 
price (elastic demand).  Amount spent drops when price increases.



Elastic and inelastic demand

• Inelastic:  increase in price from 
P1 to P2 causes total amount 
spent to increase

• Elastic:  increase in price from P2 
to P3 causes total amount spent 
to decline



Examples of inelastic demand

• For price increases:  don’t have good substitutes, hard to manage 
without them

• Still the cheapest way to satisfy a want (e.g. generic brands of cereal)
• A virtual necessity of life, like a drug with no generic equivalent
• An addiction, like heroin

• For price decreases: already so inexpensive that you are buying as 
much as you could possibly use

• Water
• Shoelaces
• Aspirin



Examples of elastic demand

• For price increases:  can readily cut back how much you use:
• By substituting another similar product

• Gasoline at your corner gas station:  you go down the block
• Fuji apples:  you buy another variety

• By doing without
• Cut flowers out of season

• For price decreases:  can readily increase how much you use
• To take the place of more expensive items that are similar
• Or, just because!



Whether the demand is elastic or inelastic 
depends on:
• How narrowly you define the item.  

• Elasticity of demand is high for Fuji apples, lower for apples, still lower for 
fruit, lowest for food 

• That’s because there aren’t good substitutes for food!

• Where the price is currently.
• When water is cheap, demand is inelastic; you’re using all you want.
• When water is expensive, demand is elastic; you find ways of cutting back.



Your utility function is unobservable



An indifference curve represents 
combinations that give you the same utility

• Downward sloping
• The slope at each point 

represents trade-off you are 
willing to make

• Therefore steeper at the top, 
flatter at the bottom (“convex to 
the origin”)



Higher indifference curves represent higher 
utility



Your budget constraint shows you the options 
available to you
(P1

. Q1 ) + Q2 = Y
where

P1 is the price of item 1
Q1 is the quantity of item 1
Q2 is the amount of money you spend on other things
Y is your total available income



Two budget constraints



Maximizing utility subject to budget 
constraint



What happens when the price of the item 
increases?



Indifference and demand curves when no 
substitution is possible



Other strange preferences

Perfect substitution Lexicographic preferences



Shifts in the demand curve



Does leisure violate the Law of Demand?

• Leisure = time not spent working for pay
• “Price” of leisure is your weekly wage
• Suppose your wage increases

• You might buy more things and take more vacation time
• Why is this not a violation of the Law of Demand?



Answer:  Because your income has increased!

• Law of Demand holds your income constant
• Increase in your wage explicitly raises your (potential) income = 

weekly wage x maximum possible weeks worked
• This is both a shift outward and a move backward along your demand 

curve
• You will definitely buy more things
• Might or might not “buy” more leisure

• Alternatively, your budget constraint has swung outward
• Maximum amount you can spend on “things” is higher
• Might or might not “buy” more leisure



Increase in weekly wage rotates budget 
constraint outward
Budget constraint is  
W x 52 = (W x L) + Q, where 

• W is your weekly wage
• W x 52 is the maximum amount of 

money you could earn
• L is your weeks of vacation
• Q is the amount you can spend

May choose to increase or 
decrease leisure time



Extension of the labor-leisure model:  Home 
production
• We also spend time producing “Z-goods”:  useful things you could do 

in the home or could outsource (housecleaning, childcare, food 
preparation, etc.)

• Suppose your wage increases.  Depending on your preferences:
• You could work more hours, outsource more tasks, and still have more leisure 

(if your wage is higher than your housekeeper’s) … or
• You could work fewer hours, outsource fewer tasks, and still have more 

leisure and available income (if you like doing childcare, cooking, etc.)

• Demand for childcare could rise or fall with women’s wages



Extensions of the Law of Demand beyond 
goods and services
• Characteristics of goods

• Housing is a bundle of characteristics that you can’t purchase separately 
• “Hedonic price analysis” uses data on many houses to impute the value of a 

reduction in the crime, an additional bathroom, closeness of stores
• Provides evidence on economic value of improving a neightborhood or a 

house

• Quality of life
• Value of human life can be inferred from how much people must be paid to 

assume higher risk of death
• Health improvements assessed by “quality-adjusted life years”



The Law of Demand:  Summary

• Other things equal, people will want to purchase less of something if its 
price is higher.

• How much less is measured by the elasticity of demand.
• Elastic demand:  price goes up, people spend less on the item
• Inelastic demand:  price goes up, people spend more on the item

• The basis of the Law of Demand is that people to value additional units of a 
good less and less relative to other goods

• A  change in some factor other than price shifts of the demand for a good 
at all price points.

• People may choose to work either more hours or fewer hours when their 
wage increases because their wages are both a price and income.

• The Law of Demand is applied to any thing that has value to individuals.



The Law of Supply



Supply

• Only an Issue Due to Scarcity
• Trade-Offs—Obtain More of One Good By Giving Up Some Other 

Goods
• Private Price vs. Social Cost
• For Society as a Whole, Nothing is Ever Free



The Production Possibility Frontier

• All Resources Devoted to Chicken 
Production—Maximum 22 Chickens

• All Resources Devoted to Beef 
Production—Maximum 27 Cows

• High Price for Chickens (Line P1)—
Chicken/Cow Production Ratio High 
(A)

• High Price for Cows (Line P2)—
Cow/Chicken Production Ratio High 
(B)

• More of One Good, Less of the 
Other



The Supply Curve in a Single Industry: 
Background
• Represents the Amount of a Good that Producers Wish to Supply at 

Any Given Price 
• Supply Curve Always Upward Sloping—Higher Price Needed to Induce 

Greater Quantity Supplied
• Relevant Price for a Supply Curve is the Per Unit Amount Actually 

Received by Producers
• Producers React to Changes in Price by Movements Along the Curve
• Non-Price Variables Will Cause Entire Curve to Shift



The  Supply Curve

• If Price Changes from P1 to P2, 
Producers Respond by Changing 
Quantity Provided from Q1 to Q

• Supply Curve is a Marginal Cost 
Curve

• Marginal Cost Above Given Price, 
Producers Lose Money

• Marginal Cost Below Given Price, 
Opportunities for Gain Being Lost



T H E   E N D
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