Chapter Five Outline

I. Introduction/Overview

II. Law of Demand

A. The price of a good includes monetary and non-monetary costs

B. Law of demand restated: people do less of what they want to do as the cost of doing it rises

1. relationship to the cost-benefit principle

C. Needs versus wants

1. Economic Naturalist 5.1: “Why does California experience chronic water shortages?”

III. Translating Wants Into Demand

A. Utility and utility maximization

1. Jeremy Bentham and the "utilometer"

2. time and utility

B. Marginal utility

1. law of diminishing marginal utility

2. cost/benefit criterion

1. Allocating Fixed Income to Maximize Utility

1. optimal combinations of goods

a. affordable

b. maximize utility

A. The Rational Spending Rule

1. marginal utility per dollar is equal for each good

2. formula: (Mux/Px) = (Muy/Py)

3. follows from cost/benefit principle

IV. Income and Substitution Effects

A. Changes in income

B. Changes in the price of substitute goods

V. Economic Naturalist Examples

A. Substitution

1. selecting house size

i.  Economic Naturalist 5.2: "Why do the wealthy in Manhattan live in smaller houses than the wealthy in Seattle?

2. how the price of gas affects car selection

i. Economic Naturalist 5.3: "Why did people turn to four-cylinder cars in the 1970's, only to shift back to six- and eight-cylinder cars in the 1990's?"

ii. real versus nominal price of gasoline

iii. Economic Naturalist 5.4: "Why are automobile engines smaller in England than in the US?"

B. Income

1. Economic Naturalist 5.5: "Why are waiting lines longer in poorer neighborhoods?"

VI. Individual and Market Demand Curves

A. Horizontal addition of individual demand curves

1. when individuals are different

2. when demand curves are identical

B. Demand and Consumer Surplus

1. calculating consumer surplus

consumer surplus in the market for milk

