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O O O Firms Firms also face limits in terms of the kinds of products that they can produce, and the resources
available to produce them. The Shanghai Automobile Group, for example, is very good at producing cars and
trucks, but it does not have the ability to produce airplanes, computers, or pharmaceuticals. It is also constrained in
terms of financial resources and the current production capacity of its factories. Given these constraints, the
Shanghai Automobile Group must decide how many of each type of vehicle to produce. If it wants to produce a
larger total number of cars and trucks next year or the year after, it must decide whether to hire more workers, build
new factories, or do both. The theory of the firm, the subject matter of Chapters 6 and 7, describes how these
trade-offs can best be made.Prices and MarketsA second important theme of microeconomics is the role of prices.
All of the trade- offs described above are based on the prices faced by consumers, workers, or firms. For example, a
consumer trades off beef for chicken based partly on his or her preferences for each one, but also on their prices.
Likewise, workers trade off labor for leisure based in part on the "price" that they can get for their labor——i.e., the
wage. And firms decide whether to hire more workers or purchase more machines based in part on wage rates and
machine prices.Microeconomics also describes how prices are determined. 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. These interactions occur in markets——collections of buyers and sellers that together determine the
price of a good. In the automobile market in China, for example, car prices are affected by competition among the
Chinese car manufacturers, such as Shanghai Automobile, First Automotive Works, Dongfeng Automobile and
other manufacturers, and also by the demands of consumers. The central role of markets is the third important
theme of microeconomics. We will say more about the nature and operation of markets shortly. Theories and
ModelsLike any science, economics is concerned with the explanations of observed phenomena. Why, for
example, do firms tend to hire or lay off workers when the prices of their raw materials changel]

How many workers are likely to be hired or laid off by a firm or an industry if the price of raw materials increases
by, say, 10 percent[]

In economics, as in other sciences, explanation and prediction are based on theories. Theories are developed to
explain observed phenomena in terms of a set of basic rules and assumptions. The theory of the firm, for example,
begins with a simple assumption——firms try to maximize their profits. The theory uses this assumption to explain
how firms choose the amounts of labor, capital, and raw materials that they use for production and the amount of
output they produce. It also explains how these choices depend on the prices of inputs;such as labor, capital, and
raw materials, and the prices that firms can receive for their outputs.
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