CHAPTER 19: THE LOGIC OF INDIVIDUAL CHOICE: THE FOUNDATION OF SUPPLY AND DEMAND
Questions and Exercises
1. Marginal utility is the satisfaction you get from consuming an additional unit of a good over and above what you’ve already consumed while total utility is the satisfaction you’ve gotten from consuming all the goods you’ve consumed so far.
2. According to the principle of diminishing marginal utility, marginal utility falls as one consumes more of a good. Marginal utility of the last unit consumed rises as one consumes less of the good.
3. The table looks like this (interpret marginal as between the two numbers).
	Cans of Soda
	Total Utility
	Marginal Utility

	0
	0
	0

	1
	10
	10

	2
	22
	12

	3
	32
	10

	4
	40
	8

	5
	44
	4

	6
	44
	0

	7
	42
	-2


Marginal utility begins to fall at the third soda.
Scout will not consume the 7th soda because it reduces total utility. It provides negative marginal utility.
We don’t know whether Scout is following the utility maximizing rule without more information. If this were her only choice and the soda were free, she’d drink 6 cans of soda—maximizing total utility. Drinking 2 cans would maximize marginal utility.
4. There are many psychological explanations for people’s actions, but economists use a simple underlying psychological foundation, rational self-interest.
5. From the information in the table, the marginal utility per dollar is:
	Number
	(M U/P) for A
	(M U/P) for B
	(M U/P) for C

	1
	20
	10
	8.33

	2
	18
	7
	1.67

	3
	15
	6
	1.67

	4
	10
	5
	1.67

	5
	5
	4
	1.67

	6
	2
	4
	1.67

	7
	-7
	3
	-1.67

	8
	-20
	2
	-1.67


(Note that marginal utility should be interpreted between units of consumption.)
We start by buying that good with the highest units of utility per dollar. With $20 to spend we would buy 1 of A, for 20 units of utility per dollar, leaving us with $10 to spend. We would then buy 1 more of A, getting 18 units of utility to the dollar. This would exhaust our money.
6. From the information in the table, the marginal utility per dollar is:
	Number
	(M U/P) for A
	(M U/P) for B
	(M U/P) for C

	1
	10
	25
	15

	2
	9
	20
	10

	3
	8
	15
	8

	4
	7
	10
	6

	5
	6
	8
	5

	6
	5
	6
	4


(Note that marginal utility should be interpreted between units of consumption)
1. With $12 to spend, the consumer should buy 1 of A, 4 of B, and 2 of C.
If the price of B rises to $2 its (M U/P) would be cut in half. The consumer should now buy 1 of A, 2 of B, and 2 of C.
If the price of C is 50 cents but the other prices are the same as in part a, the (M U/P) for C would increase, and the consumer would buy 2 of A, 5 of B, and all 6 of C.
7. 
You should continue your present pattern of consumption. One more widget will give you 2 more units of utility for $2, and one more wadget will give you 3 more units of utility for $3. Because , your present consumption pattern gives you as much total utility as any variation, considering your income and prices.
8. What explains this paradox is the difference between total utility and marginal utility. Although our total utility for the consumption of water (a necessity) is much higher than that of diamonds (a luxury), the marginal utility of a gallon of water is much lower than the marginal utility of another diamond because of the principle of diminishing marginal utility. It is the marginal utility that determines willingness to pay, and thus defines the demand curve.
9. The law of demand states that quantity demanded falls as price rises and quantity demanded rises as price falls. If you are already in equilibrium and the price of a good rises, you will no longer be in equilibrium. The marginal utility per dollar of the good whose price has risen will be lower than for some possible substitute. To raise the marginal utility per dollar of the good whose price has risen, you must reduce your consumption of that good. Therefore, as the price of the good rises, you consume less of it—the law of demand.
10. a.	You would buy 2 pizzas at $10 each, and 4 calzone at $5 each.
1. When the price of a calzone rises to $10, you would buy 3 pizzas and 1 calzone.
1. This demonstrates the law of demand because as the price rises, you would buy a smaller quantity of the good whose price has risen.
11. Your study partner is wrong because relative prices have changed, which means that even though you have been compensated for the effect of the price increase on your income, you will still substitute goods whose prices did not rise for those goods whose prices did rise. The substitution effect is the reduction in quantity demanded that is the result of a rise in the relative price.
12. The law of supply states that as price increases quantity supplied increases. The opportunity cost to the supplier is the value of the next best alternative they had when they supplied that good. If we are talking about labor, then it is the next best alternative value of the person's time. The opportunity cost of that forgone pleasure tends to increase as you supply more, which is why opportunity costs underlie the law of supply.
13. If the supply curve is perfectly inelastic, the supplier has no alternative; thus, the opportunity cost is zero.
14. As usual, the answer is: it depends. Specifically, it depends on their utility function. If they value the uses of their time spent in "voluntary simplicity," it would definitely be rational. If most people had this type of utility function, then a decrease in measured production could well be associated with an increase in total utility.
15. The purpose of conspicuous consumption, according to Thorstein Veblen, is to demonstrate to others that one can afford the goods consumed. Utility is derived not from consuming the good or its functionality, but from how much one spent for the good, or its price. An example of such a good today is a Rolex watch. People don’t buy Rolex watches just to keep the time, but to show to others that they can afford to buy a $10,000 watch.
16. a.	Since the “rational” move now suggests that the first person should keep all the money, one would expect that the offers would be smaller, which is what economists have found. See: R. Forsythe, J. Horowitz, N. E. Savin and M. Sefton, “Fairness in Simple Bargaining Experiments,” Games and Economic Behavior, 1994.
1. Since the second person can impose no penalty on the first for making less than a 50-50 offer, he should accept any amount that he gets. That is what economics researchers have found.
Questions from Alternative Perspectives
1. Religious
1. This is a judgment question; most people will answer that no, not all decisions are economic decisions. Some decisions are based on one’s values, or what the Divine has called one to do.
The decision of tithing is normally thought of as a duty to God, not as an economic decision. To place tithing into an economic framework, the process of tithing would have to be seen as an individual paying for a good. Within such a framework, following God’s commands would be seen as providing utility the same way that purchasing goods or services would.
2. Austrian
Austrians believe that only the market can reveal people’s true demand, and without the market there is no way of knowing people’s true demands.
3. Feminist
1. Households differ in how they make decisions, but in large parts of the world, men have a predominant voice in household decision making.
Yes, bargaining generally takes place, but the degree of bargaining depends on social mores.
Social mores, taught psychology, legal structure, and ability to withdraw from the relationship, tend to give individuals power.
People tend to act somewhat competitively and somewhat cooperatively in most walks of life.
4. Post-Keynesian
1. This statement reflects the views of Thorstein Veblen, who believed that people engage in what he called conspicuous consumption, which is contrary to the views of neoclassical economics. He argued in essence that consumers’ preferences are endogenous and depend on prices whereas neoclassical economics argues that preferences are exogenous and independent of prices. The implication is that you do not have consumer sovereignty but consumer dependency.
It might be difficult to distinguish between goods that are bought because people want them or have been influenced by advertisement and conspicuous consumption.
5. [bookmark: _heading=h.gjdgxs]Radical
1. Given the assumptions of the question to impose equal burden in lost utility, the tax rate on the higher income would be higher than the tax rate on the lower income.
This would reduce the argument to tax different incomes at different rates. There would be less of a presumption that, if utility were comparable, that having higher tax rates for higher incomes would be welfare improving.
Assuming that utility was comparable among individuals, and one wanted to equalize levels of marginal utility, it would be likely that high-income earners would face higher tax rates than low-income earners.
Issues to Ponder
1. The principle of diminishing marginal utility means that as individuals increase their consumption of a good, at some point consuming another unit of that good will not yield as much additional pleasure as did consuming the preceding unit or units. This is important because the marginal utility you get from a good plays a central role in determining how much you're willing to pay for it and how much of it you will demand. If the principle of diminishing marginal utility seldom held, the patterns of consumption and demand would be radically different; individuals' consumption would focus on a single good.
2. Economists’ theory of value depends on the underlying assumptions. Given those assumptions, price and value are closely related. If those assumptions (such as assumed rationality and freedom of choice) don’t hold, the statement is true; if they do hold, the statement is false.
3. This question asks students to put a utility value on their study pattern and consider it in terms of rational choice. It is likely that their study patterns are rational.
4. This question asks students to explain the motivations for four choices they have made in the past year. The student will explain in each case that the opportunity cost of not undertaking the activity was greater than the opportunity cost of undertaking that activity. In other words, the marginal utility per dollar of the activity undertaken exceeded the marginal utility per dollar of all other choices at that time.
5. I would expect that Wicksteed would equate the marginal utility of fresh eggs divided by their cost (including walking time to fetch them) and the marginal utility of visits from friends divided by the cost to induce them to visit.
6. For Americans, a large part of utility (happiness) is how much they consume relative to others. As everyone gets more, relative happiness does not increase.
7. Most people buy goods without a lot of thinking. An example of ours is when we buy meat at the store. We have a general idea of what the price should be, and if the price is lower than that (and a sign or sticker that says sale) we buy it. It follows the principle of rational choice only if that principle takes into account the costs of deciding.
8. People have a sense of fairness that includes equality of outcomes and are willing to forgo income to enforce that sense of fairness. It is unclear whether these experiments transfer to the real world where people could rationalize that the increase in income is the result of their superior abilities and efforts. In the experiment described in the text, payment is clearly not related to ability or effort, just bargaining power.
9. a.	If he or she is not a 100 percent rational economist, it is likely that you will lose your spouse or significant other—or they will at least be upset that you didn't buy them a real diamond. (Assuming that he or she discovers that the diamond is not real.)
1. The utility gained from a diamond is not just its brilliance or perfection but also the knowledge that it is real (and thus expensive) and that some sacrifice (driven by affection) was made for its purchase. A fake diamond suggests that there was little sacrifice and thus the giver’s love was cheap as well.
Who is to say that the utility from the consumption of a product is not just? It may, however, be unjust to conclude that someone loves you less because they bought the fake diamond.
a.	It tells us that people interpret price as an indication of quality.
1. This is the case with other goods that cannot be easily sampled without purchasing it, such as hotels and dinners at a restaurant. These are called “experience” goods.
This suggests that pricing affects preferences. Higher prices can be perceived as an indicator of higher quality and people’s preferences can be impacted by what they perceive others believe to be high quality wine.

APPENDIX: INDIFFERENCE CURVE ANALYSIS
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2. Zachary’s budget constraint for a, b, and c are shown in the accompanying graph.
[image: A video games versus hot dogs graph plots 3 lines marked a, b, and c.
The horizontal axis is labeled hot dogs and the vertical axis is labeled video games. Both axes range from 0 through 20 in increments of 2. The line labeled a decreases from (0, 10) to (5, 0). The line labeled b decreases from (0, 10) to (10, 0). The line labeled c decreases from (0, 16) to (16, 0). All data are approximate.]
3. With a budget constraint of a, Zachary will be on utility curve II. With budget constraint in b, Zachary will be on utility curve III. With budget constraint in c, Zachary will be on a utility curve that is to the right of III.
1. Zachary prefers the budget constraint that is the furthest to the right, III. Zachary would least prefer the budget constraint that is farthest to the left.
The marginal rate of substitution for a is 2, for b is 1 and for c is 1. The marginal rate of substitution equals the absolute value of the slope of the budget constraint at the optimal combination of goods. Even though we do not know the optimal combination with budget constraint c, we can still figure out the marginal rate of substitution for that combination.
4. If the marginal rate of substitution were zero, the indifference curve would be a horizontal line. If the marginal rate of substitution were constant, the indifference curve would be a straight line with negative slope.
5. If there were increasing marginal utility, it would be bowed away from the origin (bowed out).
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