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MRS

The MRS is thus observable.

I =(P;B")+ (BT

P
B* T*)=-%
B P,

Exchange value of one additional unit of a good (appropriately defined) =
= Subjective value of one additional unit of a good (appropriately defined)

MRS in equilibrium must be the same across all consumers.
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4 The intellectual

Marginal
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exchange?
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cost of the
exchange

v




TOR VERGATA

anvnsire orvows Alcaraz, the intellectual; Sandel, the tennisplayer

The ntellectual The sportswoman
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The sportswoman and the intellectual

I =(FPB*)+ (FT%)

MRS

(B*.T%) =

i ]
PT

A sufficient condition.

Is it a necessary one?

MRS

Fr/Pr

The intell ectuial

The sportssoman

¥

Br

The consumer
demands units of
goods until her
marginal benefit is
greater than her
marginal cost of
the exchange.

What is the name
of the marginal
benefit of the
exchange?

And of the
marginal cost of
the exchange?
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CHAPTER 3
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1 T* = kB*
T*/B* =k

Pe B\ N N T and B are superior goods.
PN\
I—.—] _______ ' —
| - John’s income elasticity for
k Y . B and L?
B B% B° B

Positivel
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T* = kB*
|, =P;Ba+P;Ta=P;Ba+P;kBa

5 | " P, B, = (P4 1)/(Pg + Py k)
- ( PB Ba)/(la) = [PB /(PB + PT k)]

(PP

If we now double income from I, to 2 I, (=I,), with this
type of preferences, the new preferred basket (Bb, Tb)
will be such that:

l,=21,=P;Bb+P.Tb=P;Bb+P;kBb
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Homothetic Preferences

21, =P;Bb+P;Tb=
and since we know, from the previous budget

= P.Ba+P.TacPp, Ba+ P, kBa constraint multiplied by 2, that
21, =2 (P;Ba+P;kBa)

The share of income It must be true that Bb = 2 Ba:

e not chamge whens =2 (P Ba + P; k Ba)

income changes.

=2 Ba (Pg + P k)
Bb {Py—+P. k)= 2 Ba {P,+P.k)
Bb=2BaandthusthatTh=2Ta

since (Pg BL)/(1,) = [Py /(Pg + P, k)]
Ta/Ba = Tb/Bb = k (Py 2 B,)/(21,) = [Py /(Py + Py K)]
X (Pg By)/(Iy) = [Py /(Py + Py k)]

Tb/Ta = Bb/Ba
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1 - U° =226
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2 goods are called
complements when
the price of one
changes and the

guantity desired of

the other changes in
the same direction
of the quantity

F
L eft Shoes

<r€ whose price has
IR changed.
4 X \ \
k=1 - g
SR SRE RO Right shoes Q
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spasghett

Superior?

Superior!

Mus=ic
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Spaghetn

Musicl
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Shares of spending: stable or changing?

Homothetic:
k=S*/M*?

Oris
k =k (S*/M*) ?

So, what happens to the share of
income dedicated to spending on
a luxury good (M) as John grows
richer?

What happens to the share of
income dedicated to spending on
a necessary good (S) as John
grows poorer?

Spaghetn

£ : 1
A ag

£

Miusi .:l.

( Ps Ba)/(la) = [PB /(PB + Py k)]

Mis ...
luxury good!
And S?
Necessary!
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What is missing? e e T . .
| = ! r — > Elasticity (to
Not Q, Q(I)! ’ b ) - .
ota all - income) of M?
e i B oo
U’=5Q/5| ! T : _ Of S?
V' =61/81=1 Lo .

(U/V) = (U'V-UV’)/\V2
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READY? YOUR FIRST DEMAND CURVE
(WITH RESPECT TO INCOME)
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. | .
La )
iy For necessary goods: | .

N I<1

_X_

Q ol

>
M5 For luxury goods? /

For each level of income, the Engel curve, or inverse
demand curve with respect to income, tells us how
much John desires to consume.
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'\
Bvades




From superior to inferior goods to ....
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READY? YOUR SECOND DEMAND CURVE
(WITH RESPECT TO PRICE)
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IMPORTAN SLIDE:
MISSING IN THE BOOK

A «normal»
good.

-
M

Punl(M, 11 with 11>I°) : Misa .. good?

————————--h‘;_- I

MA MB MC M
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CD 2 goods are called
substitutes when the
price of one changes
and the quantity
desired of the other
changes in  the
opposite direction of
the quantity desired
of the good the price
of which has
changed.

From A to C: «Price consumption path»
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IMPORTAN SLIDE:
MISSING IN THE BOOK Py,

CD
AP CD(F1}

P, FPep=
P

P||’ r - , %. -

> — ' >
i M oAPf ME M. CD
CD¢

CD®
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| IMPORTAN SLIDE:
o MISSING IN THE BOOK

FPrn=

M

M CD
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2 goods are called
substitutes when the
price of one changes
and the quantity
desired of the other
changes in  the
opposite direction of
the quantity desired
of the good the price
of which has

1 2 pi pB pc D changed.

U=U1>U0

v
¥

PO=pB =]
=1

P°/PB = (0,5)/1 with I=1
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«Please draw a consumer’s
choice that faces 2
complementary goods»

Pomodori
Pelan {FF)

PP’
pp*
PP

Complementary Goods

A
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A family with 7 children has an income of 28 euro and must buy

14 diapers over a certain period, 2 diapers each, which it pRr3 _

necessarily wants to be the same between children. PR!
PR?

Low quality diapers PB cost 2 euro each, high quality ones PR 3

euro each. Not being able to afford to buy 14 high quality diapers,

it would prefer 7 low and 7 high. Are they reachable? Check.

! >
PB' PB® PB® PB
It therefore demands for 14 of low quality. R R R
P|::>LB PPZB PPaB

Now imagine that the price of the latter drops to 1 euro

each. Check how if it is possible now that it only buys 7 low G iffen GOOdS
quality diapers (Giffen good!) and 7 high quality ones.
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PR

Per=1

PR3 |
PR?
PR2

PB

The income effect of

a change in prices t

Frog

PS: different from

. Pl K o L}
status symbol goods

P2 |- =i -

P3 ]

Y

rpe! | pE? PEB

PE
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The income effect of
a change in prices.

3
Prg All Giffen goods are
(very) inferior goods;
not all inferior goods
are Giffen goods.
Fa.l
Pl |

PE PE
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Recap on prices changes

5Q/86P >or<0?

6Q/6P < 0 as we substitute away
toward cheaper similar goods
(substitution effect)

But we also know that

6Q/81> or<0

Depending on the type of good and
consumer

6Q/61 >>0 for superior luxury
6Q/61 > 0 for superior necessary
6Q/81 <0 for inferior

And that 6P make us richer (if <0) or
poorer (if >0):

a lot ? little?

Income effect of price changes

So 6Q/6P >or<0?
Imagine 6P <0

1) as we substitute away from
the more expensive similar good
(substitution effect)

But 2)...
If 5P < 0, | am richer

So:

If the good is superior, added (stronger if luxury)
14+2) 6Q>> 0 (luxury) 6Q > 0 (necessary)

In both cases: NORMAL GOOD 6Q/é6P <0

If the good is inferior, counter

How much inferior?

1) little? 6Q° dominates, still NORMAL GOOD 6Q/é6P <0
2) a lot? 6Q' dominates, GIFFEN GOOD 6Q/éP > 0
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Poge’ (BMW, P,1>P,°, P ©) ?

Paggd (BMW, P,°, Pm1>Pm°) ?
P, = price Pamw [T === === TR

of
maintenance

Poge’ (BMW, P,°, P °)

P, = price of
Audi

v

- N A

BMW”  BmMw°  BMW BMW
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a) Country’s income 1° =11+I2 is unchanged, but its distribution D changes.

WP (Q, 12+10)
W\
Pa \

Pdi (Ql IZ)

Pdi (QI |1)
Pd (Q, 11-10)

v
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b) Rise in total income from I° to 11, and for a good superior for
all citizens.

d o
, P9 (Q,1151°)

? d o o
P agg (QI I ID )

- I P, (Q, 1°,D1)

?

v

Q

Imagine a rise in the income of one citizen by 10 mn € and the decline by 1€ for 1 mn citizens.
Richer citizen demands: + 1. Each poorer citizen demands: -0,5. Total: + 1-500.000 = -499.999



