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Utility & Choice

We can represent individual choices amongst 
competing alternatives using indifference 
curves & budget constraints
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Because a good is usually sold at a single market price, people choose 
to buy additional units of the good up to the point at which their marginal 
valuation equals the good’s price (from chapter 2).
Figure 3-11, PT= €7: the individual will buy twenty shirts because the 
twentieth T-shirt is worth precisely €7.
A person will not buy the twenty-first T-shirt, because its worth is less 
than €7.



Market demand: The total 
quantity of a good or service 
demanded by all potential buyers.

Market demand curve shows 
the relationship between the total 
quantity demanded of a single good 
or service and its price, holding all 
other factors constant.
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Market Demand Curves

We construct a market demand curve (D)  by horizontally summing the 
all individual consumers’ demand for the good or service.
 Assume the market consists of only two buyers
At any given price, such as P*X, individual 1 demands X*1 and individual 
2 demands X*2. 
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Price Elasticity of Demand
Price elasticity of demand: percentage 
change in quantity of a good demanded in 
response to a 1 percent change in its price

Probability of an event 
happening: is the relative 
frequency with which an 
event occurs
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Expected value of game with a number of uncertain 
outcomes: is the size of the prize that player will win on average.

On a single toss of a coin, Jones pays Smith €1 (X1 = + €1)  if a 
tail comes up. Smith will pay Jones €1 (X2 = - €1) if a head 
comes up, the expected value of a game for both players is
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Figure diminishing marginal utility; shows utility associated with possible 
prizes (or incomes) from €0 to €50,000.
The concave shape of the curve reflects assumed diminishing marginal 
utility.
Gain in utility due to increased income from €1000 to €2000 exceeds the 
gain from €49,000 to €50,000. 
Here’s a person a person with three options. Contender may:
retain current income level (€35,000) without taking any risk;
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Production 
Function

Marginal
Products

Marginal physical productivity, or the marginal product of an input: the 
additional output that can be produced by adding one more unit of a 
particular input while holding all other inputs constant.
Marginal product of labor (MPL): the extra output obtained by employing 
one more unit of labor while holding the level of capital equipment 
constant.
Marginal product of capital (MPK): the extra output obtained by using 
one more machine while holding the number of workers constant.



Isoquant Maps

Capital
per week

KA
A

B q = 10 
KB

Labour
per weekLBLA

0

q = 20

q = 30

Costs

SR/LR
Total

Average
Marginal 

An isoquant is a curve that shows the various combinations of inputs that 
will produce the same (a particular) amount of output.
An isoquant map is a contour map of a firm’s production function.
All of the isoquants from a production function are part of this isoquant 
map.



Returns to Scale

The Output Decision
Economic profits (π) are defined as             
  π = R(q) - TC(q)   (9.1) 

   R(q) is the amount of revenues received 
TC(q) are the economic costs incurred, 
Depending upon the level of output (q)

The firm will choose the level of output that 
generates the largest level of profit.
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Marginal Revenue Curve Associated with a 
Demand Curve

As previously discussed, changes in such factors as income, other 
prices, or preferences cause demand curves to shift.
Since marginal revenue curves are derived from demand curves, 
whenever the demand curve shifts, the marginal revenue curve also 
shifts.



The Shutdown Decision
The firm will opt for q > 0 providing

• The price must exceed average variable cost.


