3 How a Market System Works

ADAM SMITH AND THE INVISIBLE HAND

1.  THE UNIVERSALITY OF EXCHANGE

[T]he propensity to truck, barter, and exchange one thing for another . . . is common to all men, and is to be found in no other race of animals, which seem to know neither this nor any other species of contracts. Nobody ever saw a dog make a fair and deliberate exchange of one bone for another with another dog. Nobody ever saw one animal by its gestures and natural cries signify to another, this is mine, that yours; I am willing to give this for that.

2. DIVISION OF LABOR 

the certainty of being able to exchange all that surplus part of the produce of his own labour, which is over and above his own consumption, for such parts of the produce of other men’s labour as he may have occasion for, encourages every man to apply himself to a particular occupation, and to cultivate and bring to perfection whatever talent or genius he may possess for that particular species of business. The difference of natural talents in different men is, in reality, much less than we are aware of; and the very different genius which appears to distinguish men of different professions, when grown up to maturity, is not upon many occasions so much the cause, as the effect of the division of labour.

3. ETHICS OF BUSINESSMEN

[An individual] intends only his own gain, and he is in this, as in many other cases, led by an invisible hand to promote an end which was no part of his intention. Nor is it always the worse for the society that it was no part of it. By pursuing his own interest, he frequently promotes that of the society more effectually that when he really intends to promote it. I have never known much good done by those who affected to trade for the public good. It is an affectation, indeed, not very common among merchants, and very few words need be employed in dissuading them from it.

MARKETS IN A MODERN ECONOMY

Partial Equilibrium 

GENERAL EQUILIBRIUM

market demand curve, D. This is an array of pairs of prices and quantities that reflect how much of a good the individuals who compose the market would be willing to purchase at given prices. This market demand curve is an aggregation of the demands of individuals, households, firms, and government. It is in a sense an abstraction. It is valid only instantaneously and is based on the assumption that the prices of all other goods, as well as incomes and tastes, are constant. We expect and assume the demand curve to be downward sloping. This reflects the generally held principle that for all consumers the more of a good that they have the less they will value the last, or marginal, unit of that good.

market supply curve, S. Like the demand curve, this is a collection of pairs of prices and quantities. This curve reflects how much the market participants would be prepared to sell at various prices. In the case of a good that can be newly produced (let us say agricultural products or manufactured goods), the supply curve is represented as upward sloping because marginal costs of production are assumed to rise (in the medium term at least) as production increases. 

The intersection of the supply curve and the demand curve gives us the equilibrium price—that price at which the consumers will be able to buy all that they wish to and the sellers will be able to part with exactly what they want to sell. For a market to be competitive, there must be many sellers and many buyers, and no one seller or buyer is important enough to affect the sale price. The price therefore moves to equilibrate the demand and the supply side of the market, without any one individual or firm decisively influencing the outcome.

The point defined by the equilibrium price and quantity pair is the only one that we actually observe on either curve.

Second, because of the interaction of the many thousands of markets, equilibrium in any product market is likely to be a fleeting affair. 

A Shift in Demand.  
Innovation.  
Requirements for Market Efficiency

Perfection not too exacting.

Many suppliers and many buyers so that there is no accretion of market power that may be exploited. 

Efficiency also requires good information. 

The Role of the Entrepreneur.  The existence of the entrepreneur is vitally important for the efficient functioning of markets. The establishment of a super-normal rate of profit as a signal is effective only insofar as there is someone there to recognize, appreciate, and act upon the signal. In the 18th-century world of Adam Smith, as well as in the 19th-century milieu of Alfred Marshall,
 the ownership of capital and the management of business were by and large embodied in the same people. These entrepreneurs represented restless, potentially footloose capital, which was mobile enough to flow into industries in which profits were unusually high. One question that hangs over the analysis of contemporary markets is whether institutional change, particularly the separation of ownership from management, has led to the weakening of entrepreneurial activity, and a consequent reduction in market efficiency.

Factor Markets

Capital Markets

The capital market as well as providing for the birth of firms, also provides for their death, and for changes in their course in midlife. It plays a Darwinian role of selection. As in Darwinian natural evolution, here too the role of chance is great and the dependence on time is paramount. What succeeds today may be what failed yesterday, because yesterday was not ripe for the idea, or because it was not properly packaged.

Arbitrage and Speculation

CHARACTERISTICS OF THE MARKET SYSTEM

A competitive market system has a number of advantageous features worth briefly reviewing here:

(1) Under a Market System Disequilibria Are Self-Correcting.  
(2) Markets Minimize the Need for Information Flows

The dairy farmer doesn’t need to know how many people eat butter and how far away they are, how many other people raise cows, how many babies drink milk, or whether more money is spent on beer or milk. What he needs to know is the prices of different feeds, the characteristics of different cows, the different prices [for milk], the relative cost of hired labor and electrical machinery, and what his net earnings might be if he sold his cows and raised pigs instead.

(3) A Market System Provides Stimulus to Innovation.  

Under a market system innovators who pioneer new, lower cost processes or new products that appeal to consumers are rewarded in the short run by super-normal profits, or economic rent. 

(4) Under a Market System Relative Prices Reflect Relative Costs.  

Is this ethically pleasing – price = marginal cost

Or wage = marginal value product

(5) A Market System Opposes the Concentration of Power.  
When all systems either of preference or of restraint are taken away, the obvious and simple system of natural liberty establishes itself of its own accord. Every man, as long as he does not violate the laws of justice, is left perfectly free to pursue his own interest in his own way and to bring both his industry and capital into competition with those of any other man or order of men. The sovereign is completely discharged from a duty, in the attempting to perform which he must always be exposed to innumerable delusions and for the proper performance of which no human wisdom or knowledge could ever be sufficient—the duty of superintending the industry of private people and of directing it toward the employments most suitable to the interest of the society. . . . [T]he sovereign has only three duties to attend to; three duties of great importance, indeed, but plain and intelligible to common understandings: first, the duty of protecting the society from the violence and invasion of other independent societies; secondly, the duty of protecting, as far as possible, every member of the society from the injustice or oppression of every other member of it, or the duty of establishing an exact administration of justice; and thirdly, the duty of erecting and maintaining certain public works and certain public institutions.

� Alfred Marshall (1842–1924), an Englishman, is regarded by many as the father of modern economics. Marshall’s work pioneered the marginalist or neoclassical model of the functioning economy. A useful Web site for investigating the life of Marshall and for accessing many of his works is http://www.econ.jhu.edu/people/fonseca/HET/MARSHALL.HTM








