Schiller, Ch. 5--The Demand for Goods

Introduction

This chapter answers the following questions:

· How do we decide how much of any good to buy?

· How does a change in the price of a good affect the quantity we purchase or the amount of money we spend on it?

· Why do we buy certain goods but not others?

Demand is the willingness and ability to buy specific quantities of a good at alternative prices in a given time period, ceteris paribus.

An individual’s demand for a product is determined by:

· Tastes

· Income

· Expectations

· Other goods

THE DEMAND CURVE

Utility Theory
Utility is the pleasure or satisfaction obtained from a good or service.

The more pleasure a product gives us, the higher the price we’re willing to pay for it.

Total vs. Marginal Utility

Total utility is the amount of satisfaction obtained from entire consumption of a product.

Marginal utility is the change in total utility obtained by consuming one additional (marginal) unit of a good or service.

Marginal utility = change in total utility / change in quantity

Diminishing Marginal Utility

According to the law of diminishing utility, each successive unit of a good consumed yields less additional utility.

Price and Quantity

Tastes, through marginal utility, tells us how much we desire particular goods.

Price tell us how much of a good we will buy.

We make the ceteris paribus assumption when we look at the relationship between the price of the good and the amount we’re willing to buy.

The more marginal utility a product delivers, the more a consumer is willing to pay, ceteris paribus.

Due to diminishing marginal utility –people are willing to buy additional quantities of a good only if its price falls.

PRICE ELASTICITY

The response of consumers to a change in price is measured by the price elasticity of demand.

Price Elasticity

The price elasticity of demand  (E) is the percentage change in quantity demanded divided by the percentage change in price.

E =  % change in quantity demanded / % change in price

The law of demand implies that the absolute value of the price elasticity of demand will always be greater than zero. Technically, price elasticity of demand (E) is always negative because quantity demanded decreases when prices increase.

Elastic vs. Inelastic Demand

E > 1, demand is elastic.  (Consumer response is large relative to the change in price.)

E > 1, demand is called inelastic. (Consumers aren’t very responsive to price changes.)

E = 1, demand is unitary elastic.

Elasticity Extremes

· A horizontal demand curve means that demand is perfectly elastic. Any price increase would cause demand to fall to zero.

· A vertical demand curve means that demand is completely inelastic. Quantity demanded will not change regardless of the price change.

Determinants of Elasticity

The price elasticity of demand is influenced by all of the determinants of demand.

· Necessities vs. Luxuries

Demand for necessities is relatively inelastic.

Necessities are goods that are critical to our everyday life, 

· Demand for luxury goods is relatively elastic.

· Availability of Substitutes

The greater the availability of substitutes, the higher the price elasticity of demand.

· Relative Price

The higher the price in relation to a consumer’s income, the higher the elasticity of demand.

The price elasticity of demand declines as price moves down the demand curve.

· Time

The long-run price elasticity of demand is higher than the short-run elasticity.

Consumers are better able to change their buying habits over the long-run that in the short-run.

PRICE ELASTICITY AND TOTAL REVENUE

Higher prices don’t always mean higher total revenue.

Total revenue = p x q.  (Total revenue = Price X Quantity sold)
· A price hike increases total revenue only if demand in inelastic (E < 1).

· A price hike reduces total revenue if demand is elastic (E > 1).

· A price hike does not change total revenue if demand is unitary elastic    (E = 1).

Changing Value of E
· Price elasticity changes along a demand curve.

· The impact of a price change on total revenue depends on the (changing) price elasticity of demand.

OTHER ELASTICITIES

Income Elasticity

Income elasticity of demand = the percentage change in quantity demanded divided by percentage change in income.

Income elasticity =  % change in quantity demanded / % change in income

Normal vs. Inferior Goods

· A normal good has an income elasticity of demand greater than zero.

· A normal good is a good for which demand rises when income rises.

· An inferior good has an income elasticity of demand less than zero.

Cross-Price Elasticity

Cross price elasticity = the percentage change in the quantity demanded of X divided by percentage change in price of Y.

· The cross-price elasticity of demand has a negative sign the two goods are complementary goods.

· The cross-price elasticity of demand has a positive sign the two goods are substitute goods.

CHOOSING AMONG PRODUCTS

Marginal Utility vs. Price

· Rational behavior requires one to compare the anticipated utility of each expenditure with its cost.

To maximize utility, the consumer should choose that good which delivers the most marginal utility per dollar.

Utility Maximization

· Optimal consumption is the mix of consumer purchases that maximizes the utility attainable from available income. To maximize total utility, consumers choose the optimal consumption combination.

Utility Maximizing Rule

· The basic approach to utility maximization is to purchase that good next which delivers the most marginal utility per dollar.

Equilibrium Outcomes

· Economic theory predicts that the final choices of consumers -- the equilibrium outcome -- will be optimal. 

 Schiller, Ch. 6— THE COSTS OF PRODUCTION
Introduction

The key questions addressed in this chapter are:

How much output can a firm produce?

How do the costs of production vary with the rate of output?

Do larger firms have a cost advantage over smaller firms?

THE PRODUCTION FUNCTION

Factors of production – Resource inputs used to produce goods and services, such as land, labor, capital, entrepreneurship. Factors of production costs something to produce a good.

The production function is the technological relationship expressing the maximum quantity of a good attainable from different combinations of factor inputs.

· Efficiency--The production function represents the maximum technical efficiency.

Efficiency (technical) is the maximum output of a good from the resources used in production.

Short-Run Constraints

· The short-run is the period in which the quantity (and quality) of some inputs cannot be changed.

· Labor is the variable input that determines how much output we get from our fixed inputs (land and capital).

· The general assumption is that, in the short-run labor can change while capital is held constant.

Short-Run Production Function

· A short-run production function shows how much each additional worker contributes to output.

Marginal Productivity

Marginal physical product (MPP) = the change in total output that results from employment of one additional unit of input.

MPP = change in total output / change in input quantity

Diminishing Marginal Returns

· Law of Diminishing Returns--According to the law of diminishing returns, the marginal physical product of a variable input declines as more of it is employed with a given quantity of other (fixed) inputs.

· As more labor is hired, each unit of labor has less capital and land to work with.

Resource Costs

· The most desirable rate of output is the one that maximizes total profit.

· The economic cost of a product is measured by the value of the resources needed to produce it.

Marginal Resource Cost

Marginal cost (MC)-- the increase in total costs associated with a one unit increase in production.

· Whenever MPP is increasing, the marginal cost of producing a good must be falling.

· If marginal physical product declines, marginal cost increases.

Dollar Costs

· Total Cost

Total cost is the market value of all the resources used to produce a good or service.



TC = TFC + TVC

· Fixed Cost

Fixed costs are the costs of production that do not change when the rate of output is altered, such as the cost of basic plant and equipment.

· Variable Cost

Variable costs are the costs of production that change when the rate of output is altered, such as labor and material costs.

· Average Costs

Average total cost (ATC) is total cost divided by the quantity produced in a given time period. 

ATC = TC / Q


ATC = AFC + AVC

Average fixed cost (AFC) is total fixed cost divided by the quantity produced in a given time period. AFC = TFC / Q

Average variable cost (AVC) is total variable cost divided by the quantity produced in a given time period. AVC = TVC / Q

Falling AFC

· As the rate of output increases, AFC decreases as the fixed cost is spread over more output.

Rising AVC

· AVC rises because of diminishing returns in the production process.

U-Shaped ATC

· The initial dominance of falling AFC, combined with the later resurgence of rising AVC, is what gives the ATC curve its characteristic U shape.

Minimum Average Cost

· The bottom of the U-shaped average total cost curve represents the minimum average total costs. 

Marginal Cost

· Marginal cost refers to the change in total costs associated with one more unit of output. 

MC = change in TC / change in Q

· Diminishing returns in production cause marginal costs to increase as the rate of output is expanded.

A Cost Summary
· If MC > ATC, ATC is increasing

· If MC < ATC, ATC is decreasing

· If MC = ATC, ATC at minimum

ECONOMIC VS. ACCOUNTING COSTS

· Explicit costs are the payments made for the use of a resource.

· Economic cost represents the value of all resources used to produce a good or service; opportunity cost.

· Economic and accounting costs will diverge whenever any factor of production is not paid an explicit wage, or rent, etc.

LONG-RUN COSTS

· Long-Run Average Costs-- The long-run cost curve is a summary of our best short-run cost possibilities.

· Long-Run Marginal Costs--The long-run marginal costs curve intersects our long-run cost curve at its lowest point.

ECONOMIES OF SCALE

· Economies of scale are reductions in minimum average costs that come about through increases in the size (scale) of plant and equipment.

Constant returns to scale are increases in plant size do not affect minimum average cost – minimum per-unit costs are identical for small plants and large plants.
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