ECONOMICS FINAL NOTES PART I
Chapter 1 – What Is Economics?

Definition of Economics

· All economic questions and problems come from scarcity – our wants exceed the resources available to satisfy them

· Economics is the science that studies the choices that people make when wants exceed the available resources – when resources are scarce

Chapter 3 – Resources, Production Possibilities, and Opportunity Cost

Resources and Wants

· The fundamental economic problem is to use our limited resource to produce the items that we value most highly

Limited Resources

· The resources (which are in limited amounts) used to produce goods and services are grouped into four categories:

· Labor is the time and effort that we devote to producing G & S

· Land is the gifts of nature we use to produce G & S

· Capital is the goods already produced which can be used to produce other G & S

· This also includes human capital, which is knowledge and skills people learn from education and training

· Entrepreneurship is a resource which uses and organizes labor, land, and capital

Unlimited Wants

· Wants are limited only by our imaginations and are effectively unlimited

Resources, Production Possibilities, and Opportunity Cost

· The production possibility frontier is the boundary between those combinations of G & S that can be produced and those that cannot

· This is studied using only two goods at a time

· The model assumes that everything in the economy remains the same except for the production of the two goods we are currently considering

Production Efficiency

· We achieve production efficiency if we cannot produce more of one good without producing less of some other good

· When production is efficient, we are at a point ON the PPF

· For points INSIDE the PPF, production is inefficient because the resources are either being unused or misallocated (ex. unemployed workers or workers doing a job they aren’t trained for and therefore being inefficient)

Tradeoff

· When ON the curve (i.e. the PPF), every choice involves a tradeoff – we must give up something to get something else

· All tradeoffs involve an opportunity cost

Opportunity Cost

· The opportunity cost of an action is the highest-valued alternative forgone

· Example: On a PPF curve, producing more of X will result in producing less of Y, which results in the loss of Y being the opportunity cost

· Opportunity cost is a ratio – the decrease in X divided by the increase in Y

· O.C. increases – this is shown by the non-linear shape of the PPF curve

· The slope differs in different places, more specifically, when producing large quantities of X, producing just one more unit will result in a greater decrease of Y than when producing small quantities of X

· The PPF curve is bowed outward like this because not all resources are equally productive in all activities – when the quantities of X produced grow large, the resources which are very effective in producing X are no longer available, so for each new resource, very little X is gained

· But these were the resources which were very effective at producing Y, so removing even a few resources from Y-production will result in a large decrease

Marginal Cost

· Marginal cost is the opportunity cost of producing ONE MORE UNIT of a good or service

· To re-iterate the point about O.C. in terms of M.C., as the production quantity of X increases, the M.C. increases along with it

Marginal Benefit

· Marginal benefit is the benefit that a person receives from consuming one more unit of a G/S, and it is measured by how much they are willing to pay for it

· This CANNOT be derived by the PPF 

· Example: With the PPF, when the quantities of X are high, then the M.B. is low because people won’t pay a lot for it because it is so widely available

· But as X becomes smaller and smaller on the PPF, the M.B. increases because it is more rare and people will pay more for it

· You could put this example in terms of Y as well – the M.B. could very well be the amount of Y that people are willing to forgo to get one more unit of X, but the M.C. is the amount of Y that people MUST forgo to get one more unit of X

Efficient Use of Resources

· Resource use is efficient when we produce the G & S that we value most highly

· This means, when M.B. equals M.C.

· If the M.B. of a good exceeds the M.C. of a good at a certain production amount, we increase the production because it means that more goods can be produced for a cost smaller than what a buyer thinks they are worth (in other words, they are guaranteed to turn a profit)

· But of the M.C. of a good exceeds the M.B., then production is decreased because it means that the money it would cost the company to produce one more of that good is already more than anyone would even pay for it, so there is no way to turn a profit

· When M.B. = M.C., it means that the amount of units produced is just right – it is the maximum amount of CD’s whose cost to make is equal to however much people are willing to pay

Chapter 4 – Demand and Supply

Price and Opportunity Cost

· The money price of an object is the number of dollars which must be given up in exchange for it

· The relative price of something is the ratio of one price to another

· The relative price of something can be expressed in terms of the price of any other good

· The normal way of calculating relative price is in terms of a “basket” of goods and services – this is called a price index

The Law of Demand

· “Other things remaining the same, the higher the price of a good, the smaller is the quantity demanded”

· This is because of two reasons: Substitution effect and income effect

· SUBSTITUTION EFFECT: When the price of a good rises, its relative price rises and so other goods which can essentially perform the same function become relatively cheaper

· INCOME EFFECT: If a price changes and everything else stays the same, the good is now more expensive relative to people’s income, so they cannot afford to buy as many and so the quantity demanded decreases

Demand Curve and Demand Schedule 

· The term “demand” refers to the entire curve – the overall relationship between the quantity demanded and the price of a good over the entire “price-quantity spectrum”

· The term “quantity demanded” is a single point on the curve – the quantity demanded at a particular price

· The demand curve can be looked at in an opposite way – instead of the quantity demanded in terms of price, it is the price consumers will pay in terms of quantity available

· This is called “willingness and ability to pay” – if only a small quantity is available, then the highest price that someone is willing to pay is high

· But as the quantity available increases, the marginal benefit of each additional unit falls since there are so many, and so the highest price someone would pay for an additional unit is low

A Change in Demand

· There are a number of factors other than a change in price which can affect people’s buying plans for a good

· When these factors come into play, the entire demand curve shifts either left or right

· As opposed to when the price changes, which results only in moving ALONG the points of the demand curve

· PRICES OF RELATED GOODS – there are two types of related goods: substitutes and complements

· If the price of pop decreases for example, then the demand curve will shift left for juice (overall decrease in demand) because more people are buying pop instead of juice because it has become relatively cheaper and it is a substitute for juice

· A complement is a good which is used in conjunction with another good, so if the price of hamburgers decreases, the demand curve for fries will shift right because more people are buying hamburgers and therefore they will buy more fries as well

· EXPECTED FUTURE PRICES – if a price of a good is expected to rise in the future, then the present demand curve would shift right (representing more people wanting to buy the good now rather than later), and vice versa

· INCOME – normally, if income increases, consumers will buy more of a certain kind of good because they can afford to – these are called “normal goods”

· There is an exception – with “inferior goods”, consumers buy less as their income increases, i.e. long-distance bus rides would be an inferior good because consumers could buy airplane tickets instead

· POPULATION – obviously, the demand curve will be greater (farther to the right) as the population (and potential buyers) increases

· PREFERENCES – they are an individual’s attitude towards goods – sometimes this will cause them to have a high demand regardless of other factors, or sometimes it will cause them to refuse to buy the good no matter what the price or their income is

The Law of Supply

· “Other things remaining the same, the higher the price of a good, the greater is the quantity supplied”

· This is because as more units are supplied, the marginal cost of each additional unit increases (recall opportunity cost and the PPC)

Supply Curve and Supply Schedule

· The term “supply” refers to the entire curve – the overall relationship between the quantity supplied and the price of a good over the entire “price-quantity spectrum”

· The term “quantity supplied” is a single point on the curve – the quantity supplied at a particular price

· The supply curve can be looked at in an opposite way – instead of the quantity supplied in terms of price, it is the price companies will supply in terms of quantity available, a “minimum-supply-price” curve

· This is again due to the marginal cost rule – if a small amount of product is produced, then companies do not need to charge a lot to make profit because marginal cost is low, but as quantity increases, marginal cost does too and so companies charge more to turn a gain

A Change in Supply

· PRICES OF PRODUCTIVE RESOURCES – thinking in terms of a minimum-supply-price curve, if resources increase in cost, then it costs the company more to produce each good and so they need to charge more money for the same quantity, meaning that the curve shifts left

· PRICES OF RELATED GOODS PRODUCED – if firms have to choose between producing two types of goods, then substitute and complementary goods come into play again

· For substitutes, if Good A rises in market price, the company can benefit more from producing that product so Good A’s supply curve shifts right, meaning that Good B’s supply curve shifts left since there are not enough resources to produce it

· If goods are complementary, then a rise in the going price of Good A means that Good B will also turn a better profit, so supply curves shift right for both these goods

· EXPECTED FUTURE PRICES – if the price of a good is expected to rise, then more money can be made from selling it in the future, so the present supply curve of companies will shift left

· THE NUMBER OF SUPPLIERS – obviously, the more suppliers there are, the greater the supply of a given good, so the curve will shift left and right accordingly

· TECHNOLOGY – new technologies enable companies to produce more goods cheaper, so again the supply curve shifts right

Market Equilibrium

· An equilibrium is a situation when opposing forces balance each other

· So the equilibrium price and quantity is the place where the demand at a particular price matches the supply at the same price and so theoretically everything is sold

Price as a Regulator

· If the price is high, then suppliers will supply a lot but buyers will buy little so there is an excess

· If the price is low, suppliers will not supply a lot but there will be many buyers, so there is a deficiency

· There is only one point where the two parties match – where the demand curve intersects the supply curve

Price Adjustments

· We can depend on the price to change and eliminate shortages or surpluses because it benefits both producers and consumers

· If the price is cheap and there is a shortage, then companies will raise price because they see that there are many people who will still buy it, but as they get to a certain price, less and less people will want to buy and so there will be a point where their supply equals the demand

· Buyers are willing to raise the price because they still value the good more highly than what they are paying, and also there is not enough of the good to satisfy their wants

· If the price is too expensive, then producers will cut production and lower prices because they can’t sell any goods – but this will cause consumers to want to buy more of the product since it is getting cheaper, and so again it gets to a point where supply equals demand

· Sellers are willing to lower the price because it means they can sell more units, and this is profitable in the long run

Predicting Changes in Price and Quantity

· A CHANGE IN DEMAND

· If the demand for tapes increases, then the demand curve shifts right but the supply curve doesn’t move – this means that the equilibrium is now at a higher price and quantity than before

· If the demand decreases, then again the demand curve shifts without the supply curve moving and this means that the equilibrium is lower in price and quantity

· A CHANGE IN SUPPLY

· If for some reason supply is increased and the supply curve shifts right, the new equilibrium point will have more units sold but at a cheaper price, because demand curve has not changed and customers are only willing to pay a cheaper price for more of the product

· But if the supply decreases, the demand curve won’t move so the new equilibrium is a higher price, but less quantity because the buyers will pay more if there is less product to go around

A Change in Both Demand and Supply

· When BOTH demand and supply increase, the quantity increases and the price might increase, decrease, or remain the same

· When BOTH demand and supply decrease, the quantity decreases and the price might increase, decrease, or remain the same

· When demand decreases and supply increases, the price falls and the quantity might increase, decrease, or remain the same

· When demand increases and supply decreases, the price rises and the quantity might increase, decrease, or remain the same

· (Graph these out for study)
Chapter 5 – Elasticity

The Price Elasticity of Demand

· If supply increases, the equilibrium price will fall and the equilibrium quantity will increase, but the magnitude of these changes is determined by the demand elasticity, or the “responsiveness of quantity demanded to a change in price”

Calculating Elasticity

· Price elasticity of demand = (% change in quantity demanded) / (% change in price)

· The price elasticity of demand should always be negative because of the Law of Demand – an increase (+) in price will mean a decrease (-) in quantity demanded, and vice versa

Inelastic and Elastic Demand

· Note: All numbers are considered to be the magnitudes of elasticity, i.e. the absolute value

· PERFECTLY INELASTIC DEMAND

· This is when the demand curve is vertical, meaning that the quantity demanded is always the same no matter what the price, so for the formula Q/P, Q always is 0

· INELASTIC DEMAND

· This is when the elasticity is between 0 and 1, which means that for a change in price, quantity demanded changes as well, but not to a great degree (its % change is less than the change in price, which makes the formula < 1)

· UNIT ELASTIC DEMAND

· This is when elasticity is 1, which means that any percentage change in price brings about the same percentage change in quantity demanded

· ELASTIC DEMAND

· This is when the elasticity is > 1, which means that for a change in price, the quantity demand changes too, to even a greater degree than the price changed

· PERFECTLY ELASTIC DEMAND

· This is when the demand curve is horizontal, meaning that if you change your price, you will no longer even be on the curve – this is the case because the demand is so elastic and very sensitive to even a small change in price

· Note: Elasticity is not constant along a straight-line demand curve because the PERCENT change differs as the magnitudes of quantity and demand change

Total Revenue and Elasticity

· Total revenue is the price of a good multiplied by the quantity sold

· Total revenue changes as the price of a good changes, but an increase in price does not always mean an increase of revenue

· Looking at the demand elasticity is a good way to determine how a price change will affect the total revenue

· If the demand is elastic, then a rise in price will decrease revenue and vice versa because the buyers’ demand will change according to price

· If the demand is unit elastic, then total revenue will never change

· If the demand is inelastic, then cutting the price will not result in an equivalent increase in demand, so total revenue will decrease

Factors that Influence the Elasticity of Demand

· CLOSENESS OF SUBSTITUTES

· The closer a substitute which a good has, the more elastic the demand will be for it because for buyers, it’s so easy to just change to the substitute good if the price goes up

· PROPORTION OF INCOME SPENT ON THE GOOD

· If you don’t spend a lot of your income on the good, then a price change is not a big deal and you will most probably continue buying the same amount (and vice versa, if the proportion of income is large)

· TIME ELAPSED SINCE PRICE CHANGE

· The longer time period since a price change, the more elastic (more changed) the demand will be because over time, consumers find substitutes 

Cross Elasticity of Demand

· Cross elasticity of demand is a measure of the responsiveness of the demand for a good to a change in the price of a substitute or complement good

· Cross elasticity of demand = (% change in quantity demanded) / (% change in price of a substitute or complement)

· The C.E.D. is positive for substitute goods and negative for complementary goods (think about why)

· The demand curve for the product in question will shift to the right if the cross elasticity is negative (complementary good), and will shift left if the C.E. is positive (substitute good) – think about why

Income Elasticity of Demand

· The income elasticity of demand is a measure of the responsiveness of the demand for a good or service to a change in income, other things remaining the same

· Income elasticity of demand = (% change in quantity demanded) / (% change in income)

· If > 1, this means that it is a normal good and thus people buy more as their income increases

· Between 0 and 1, this means that it is a normal good and people buy more of it as their income increases, but not so much so that the % increase in quantity exceeds the % change in price

· < 0, means that it is an inferior good so people buy less as their incomes increase

Elasticity of Supply

· When demand increases, the equilibrium price and quantity rise, but the extent to which these things increase depends on supply elasticity – responsiveness of quantity supplied to a change in the price

· Elasticity of supply = (% change in quantity supplied) / (% change in price)

· If S.E. = 0, then the supply curve is vertical, which means the same quantity is supplied regardless of price

· If S.E. = 1, then the supply curve only has to be linear and pass through the origin and is of “unitary elasticity”

· If S.E. = infinity, then the supply curve is horizontal and perfectly elastic

Factors which Influence Elasticity of Supply

· RESOURCE SUBSTITUTION POSSIBILITIES

· Some goods take very rare and unique resources to make, so even if their market price increases, companies are unable to make more since their resource is so rare (i.e. a Van Gogh painting)

· But some other products are made with resources which can easily be allocated to producing other goods, so it is very easy for companies to move resources around from different products and so supply is elastic

· TIME FRAME FOR SUPPLY DECISIONS

· Momentary supply – for some goods like fruit and vegetables, they are inelastic immediately after price change because it is impossible to immediately change supply, but for long distance telephone calls they can adjust immediately to a difference in price

· Long run supply – an example of this is when a new factory is being built – it takes a long time, and new employees have to be trained etc. but in the end, the supply curve will change

· Short run supply – this is when only a few factors change (such as amount of labor) which are fairly quick to do, which gives companies a little bit of elasticity

· Over time, factories can make even more changes such as buying more equipment or training additional workers, and therefore become more elastic

Chapter 6 – Efficiency and Equity

Efficiency

· An efficient allocation of resources occurs when we produce the goods and services that people value most highly

· Or, resource use is efficient when we cannot produce more of a good or service without giving up some other good/service which we value more highly

· Marginal benefit is the benefit that a person receives from consuming one more unit of a good or service (the more you have consumed, the less the benefit is)

· Marginal cost is the opportunity cost of producing one more unit of a good or service (the most you produce, the larger the marginal cost gets)

· UNDERSTAND FIGURE 6.1, PAGE 110

· Marginal benefit – if it is at $5 when the output is 10, that means that after 9 pizzas, consumers value the 10th pizza enough to pay $5 for it 

· Marginal cost – if it is at $3 when the output is 10, that means that it only costs the company $3 more to produce the 10th pizza and so they would make a $2 profit on that pizza

· It is the best to produce at the point where MB = MC, because then you are producing as many pizzas as possible without losing money on that last pizza (i.e. producing as many pizzas as possible before MC exceeds MB for that last pizza)

Value, Price, and Consumer Surplus

· The value of one more good or service is the same as its marginal benefit

· Therefore, their curves are the same

· The price is what the consumer has to pay for the good/service

· CONSUMER SURPLUS: when people buy something for less than it was worth to them, meaning that the price was lower than the value they place on it

· UNDERSTAND FIGURE 6.3, PAGE 113 (HOW TO CALCULATE CONSUMER SURPLUS IN A “TRIANGLE”)

Cost, Price, and Producer Surplus

· The cost is what a producer gives up, and price is what they get in return

· Marginal cost is the cost of producing one more unit – so (remember MR = MC) the company would only produce that extra unit if price (what they get) is at least the same as marginal cost

· The supply curve is the same idea – the MINIMUM price a company must be offered to produce at a certain level

· So the MC curve and the supply curve are the same curve, but just different ways of looking at it: For the supply curve, the price of the good determines how much the company will supply, but for the marginal cost curve, the quantity sold determines the minimum price at which the product will be sold, because the company needs to sell for at least that much to “break even”

· PRODUCER SURPLUS: the supply curve is also like the minimum supply price curve, meaning that if I sell 1 pizza, the MINIMUM I must be paid for it is $10, but if the consumers are willing to pay $30 for one pizza, my producer surplus is $20

· UNDERSTAND FIGURE 6.5 (HOW TO CALCULATE PRODUCER SURPLUS IN A “TRIANGLE”)

Chapter 7 – Markets in Action

The Market Response to a Decrease in Supply

· Case Study – the San Francisco earthquake, when houses were destroyed

· The supply curve shifts left immediately because there is obviously a smaller quantity of housing

· The buying point on the demand curve slowly moves “up” the curve, increasing in price but decreasing in quantity, until it reaches where the demand and supply curves intersect – this is because the owners realize they can charge more and still sell all their units

· But supply increases because people realize how lucrative the business is and so they do everything they can to rent out extra rooms – this shifts the curve right and now the equilibrium quantity is raised, and the equilibrium price lowered since there is more to go around

· In the long run, more apartments and houses are constructed until the equilibrium is where it was before the earthquake, and that’s why the long run curve is essentially horizontal (perfectly elastic) – because no matter what happens, the supply of housing will always balance out to roughly the same price no matter how many units there are

A Regulated Housing Market

· A price ceiling is a regulation which makes it illegal to charge a price higher than a specified level

· In housing markets, this is called a rent ceiling

· The effect of a price ceiling depends on whether it is set above or below the equilibrium point – if above, there is no problem because the price will never get that high anyway

· But if it is below, then problems start because that selling point is forced upon the producers/consumers, which means that there is a great demand than supply – a shortage

· So there has to be a way to allocate the goods when this is the case

Ways of Allocating Goods with a Price Ceiling in Effect

· SEARCH ACTIVITY

· If rent is very hard to find, then this means that people will have to spend great amounts of time just looking for a place to stay

· This makes the opportunity cost very high because people have to spend so much time, gas money, etc…

· BLACK MARKETS

· This is an illegal market where the price exceeds the legally imposed price ceiling (ex. scalpers for sports games)

· Ways of doing this include (for renting houses) charging large amounts of money for worthless things like drapes and locks and keys (called key money)

· The more strictly enforced the rent ceiling is, the closer the black market selling price gets to the maximum price people will pay

Price Floor (Minimum Wage)

· A price floor is a regulation which makes it illegal to trade at a price lower then a specified level

· UNDERSTAND FIGURE 7.5, PAGE 135

· If the price floor is set above what the current equilibrium price is, meaning that the government is forcing the market to operate on that line, then supply will exceed demand and there will be an imbalance

· Eventually, the market will adjust itself because supply will shift left and the supply and demand curves will intersect at a point on the horizontal line representing the price floor

Quota

· A quota is a restriction on the quantity of a good that a farm (company) is allowed to produce

· If the equilibrium point is greater than the quota, then the market will be forced to operate at a point where consumers are willing to pay more than the minimum price the companies are willing to sell at

· Essentially the supply curve is perfectly inelastic (vertical) at the point where the quota is 

Subsidy

· A subsidy is a payment made by the government to the producer

· Essentially, the government pays X amount of money to the producer for a good on top of what the buyer already pays

· This means that the producer is now willing to supply more at each price (shifting the supply curve right and driving the equilibrium price down) because they know they will receive the equilibrium price PLUS whatever subsidy for whatever they sell

Sales Tax

· UNDERSTAND FIGURE 7.6, PAGE 137

· Essentially there are two supply curves – you have the original curve, and then the “supply + tax” curve, which just comes from the fact that the appropriate amount of tax is added to each point on the supply curve and so it moves upward 

· In other words, you must add X amount of tax to the minimum supply price which sellers are willing to accept for each quantity sold

· Let’s say that the ORIGINAL point was 5 units sold for $100 each, and then the supply curve shifted upwards so that it supplied 5 units for $110 ($10 tax)

· But the demand curve does not shift, so obviously the equilibrium point changes to 4 units sold for $105 each
· So the buyer could have had it for $100 without tax so he is paying $5 more, and the seller could have sold it for $110, so he is losing $5
· But the way in which “who pays the sales tax and how much” is not always half and half – it depends on the elasticity of the curves
Tax Division and Elasticity of Demand

· UNDERSTAND FIGURE 7.7

· PERFECTLY INELASTIC DEMAND – the buyer pays all the sales tax because the demand curve is perfectly vertical and so when the supply curve shifts upward, the equilibrium point moves up the demand curve by an amount identical to the sales tax, meaning that the buyer is paying all of the sales tax

· PERFECTLY ELASTIC DEMAND – the seller pays all the sales tax because the demand curve is perfectly horizontal, so when the supply curve shifts upward due to the added sales tax, the seller would normally get a higher price for selling that same amount of product that it was before, but now they are forced to move down to the new equilibrium price and so they lose money – in fact they lose the equivalent of ALL the sales tax, which means that they are solely responsible for paying the added sales tax 

Tax Division and Elasticity of Supply

· UNDERSTAND FIGURE 7.8

· PERFECTLY INELASTIC SUPPLY – the supply curve is perfectly vertical and so it cannot adjust to a sales tax, but the problem is that the buyers are only willing to buy at one price – the point at which it intersects the supply curve, so if a sales tax is imposed, the suppliers have to lower the price so that after the tax is added, it reverts back to the original price at which the buyers were willing to pay – so the suppliers pay all the tax

· PERFECTLY ELASTIC SUPPLY – the supply curve is a horizontal line and so when the tax is added it simply shifts upward by the appropriate amount, and the equilibrium point changes accordingly, meaning that the buyers are now paying more money – in fact they are paying all of the sales tax

Chapter 8 – Utility and Demand

Household Consumption Choices

· The two main factors affecting household consumption choices are budget constraint and preferences

· BUDGET CONSTRAINT: obviously, you cannot overspend whatever income you have

· Budget line – similar to a production possibilities curve, but instead it is the different combinations a household can buy of two different products

· Just like the PPC changes if technology changes, the budget line can move if the prices of the products change or the household’s income changes

· PREFERENCES: a user chooses a point on the budget constraint line to operate at based on their preferences of either product, i.e. the benefit of satisfaction they get from the product – this is called utility
Total Utility

· The total benefit which a person gets from the consumption of goods and services

· The units in which this is measured are arbitrary, but obviously, the more we consume of a product, the more benefit we get, so basically, total utility increases as consumption increases

Marginal Utility

· Marginal utility is the change in total utility resulting from consuming one more unit of a certain product

· So if I got 100 “utility units” from drinking 5 cans of pop, and then I had 110 utility units after drinking 6 cans, then the utility is 10

· But, the more a good is consumed, the less marginal utility will be – this is called the law of diminishing marginal utility 

· Note that marginal utility still remains positive, however, so total utility never changes 

Maximizing Utility

· When a household is trying to decide how to spend their income such that its total utility, from all goods and services, is equal, there are two main methods of doing this: utility-maximizing choice and marginal utility per dollar spent
· UTILITY-MAXIMIZING CHOICE: the household simply makes a table of all the different possible combinations of products they could buy with their income, and look for the combination which results in the most total utility

· If they purchase at this point, they are said to be at consumer equilibrium
· MARGINAL UTILITY PER DOLLAR SPENT: another way to approach it is to allocate the funds such that the marginal utility per dollar spent is equal for each good

· If they purchase at the point where it is equal for each good, then total utility will be maximized as well

Predictions of Marginal Utility Theory

· If you want to see how consumption choices (based on utility) react to price change or income change, just re-calculate everything – the budget constraint line, the marginal utilities, total utilities, etc.

Individual Demand vs. Market Demand

· The market demand curve is the horizontal sum of all the individual demand curves – basically, for each price, you add the quantities of all the individual’s demands at that quantity to find what the market as a whole demands

Efficiency, Price, and Value

· Marginal benefit is the maximum price that a consumer is willing to pay for an extra unit of a good or service when utility is maximized

· More simply defined as the benefit from consuming an additional unit of a good

The Paradox of Value

· Why is water so important for life and diamonds so unimportant, yet water costs much less than diamonds?

· You can use the concepts of total and marginal utility to answer this – because we use so much water, the marginal utility is quite small but we buy few diamonds so the marginal utility is large

· And when we maximize consumption efficiency by spending in a manner such that marginal utility per dollar spent is equal for all goods, the only way this balances out is if diamonds are expensive (to counter-balance their high marginal utility) and if water is inexpensive (to counter-balance its low marginal utility), and this results in a pseudo-1:1 ratio

Chapter 9 – Possibilities, Preferences, and Choices

Consumption Possibilities

· A household’s budget line is like the PPC – it describes the limits to its consumption choices, more specifically a line on a graph showing the various combinations

· The equation for the budget line is PX + QY = R, where P = price of good A, Q = price of good B, R = total income to spend, and X/Y vary as the combinations change

· REAL INCOME – when you measure a household’s income by how much of a certain good they can buy – so my real income is 40 apples because I can afford to buy 40 apples with the money which I have

· RELATIVE PRICE – the price of a good in terms of another good – so if I can buy 2 apples OR 1 pear with the same amount of money, then the relative price of a pear is 2 apples

· CHANGE IN PRICE – if a price decreases then obviously you can afford to buy more of it and so the budget line “rotates outward”, getting less steep – and the reverse happens when the price goes up

· CHANGE IN INCOME – the budget line would move out because now you can “universally” afford more of both products, but the ratio between the products in terms of price doesn’t change, so the slope of the line remains the same

Preferences and Indifference Curves

· An indifference curve is a line which joins points representing different combinations of two products which the consumer is equally happy with – meaning that if I am equally happy with 2 apples/1 pear as with 1 apple/2 pears, then those two lines would be joined to form a curve

· But if I am VERY happy with 4 apples/2 pears and equally very happy with 2 apples/4 pears, then that is another indifference curve altogether

· The “farther out” the indifference curve is, the more you prefer it rather than a curve which is “closer in”

Marginal Rate of Substitution

· The marginal rate of substitution (MRS) is the rate at which a person will give up good Y (y-axis) to get ONE additional unit of good X (x-axis)

· So if the indifference curve is steep, it means that the MRS is high and so the person will give up a lot of Y to get one more of X, and vice versa if the curve is not steep

· Usually the curves are shaped such that as consumption of good X increases, the MRS will decrease, meaning that the person is willing to give up less and less Y to get one more of X, because he has so much X already anyway

· This trend is called the diminishing marginal rate of substitution
Degree of Substitutability

· CLOSE SUBSTITUTES – some goods are so closely related that it really doesn’t matter which product you choose, so the indifference curve is a straight line with slope -1

· COMPLEMENTS – some goods, instead of being substitutes for each other, go together – ex. a left shoe and a right shoe – so their indifference curve is an L-shape, meaning that the slope is either 0 or infinity because the MRS essentially does not exist

Predicting Consumer Behavior

· Consumers will buy at the point where they are on their budget line, on their highest attainable indifference curve, and has a MRS which is equal to the relative price of movies and pop

· CHANGE IN PRICE – remember, the budget line either becomes flatter or steeper depending on how the price changed, so the budget line will be able to touch a “better” indifference curve or it will “fall” to a “lower” indifference curve

· CHANGE IN INCOME – the budget line will shift outwards or inwards, again allowing “access” to better or worse indifference curves

Substitution Effect and Income Effect

· For a normal good, a fall in price always increases the quantity bought because of the substitution effect and the income effect

· SUBSTITUTION EFFECT – this effect is isolated by changing the price of a movie (and therefore the slope of the budget line), but only allowing the budget line to adjust to a position where it still intersects the original indifference curve – this effectively prevents the income effect from happening because the budget line is not shifting – but the fact that the new intersection point with the indifference curve is different than the old one means that a substitution was made, specifically such that consumption increases

· INCOME EFFECT – now we don’t “limit” the movement of the budget line and we see that it flattens out because the movie is now cheaper, and it now touches an indifference curve which is farther out, and again the point is such that consumption increases again

· (Also note that there was a section on labor curve which may be on the exam)
