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This handout has been written by students with no intention to substitute the

Universityofficial materials. Its purpose is to be an instrument useful to the

exam preparation,
but it does not give a total knowledgeabout the program

of the course it is related to
,
as the materials of the universitywebsite

or professors
.



preliminaries of microeconomics 











-

we call demand = ·elastic= its elasticityis less than -1

· unit elastic= its elasticity equals
-1

·

inelastic = its elasticity is between -1 and 0

-

perfectly elastic= horizontal demand curve (elasticity -= - a)
-

perfectly inelastic= verticaldemand curve (elasticity =o

- constant dasticity demandcurve- has the same elasticity at

every price (
= isoelastic)

- Linear demandcurve-
· EP

=

↓

the price elasticity ofdemandis 7 negativeconstant (-B)
differentat

every point on the curve

- E =
-

B -

x
+

PRICE ELASTICITY OF SUPPLY

- (at price p,
denoted Es) equals the percentagechange in the quantity

supplied for each 1 percent increase in the price
-

measures how responsive the quantity supplied is to changes in prices

- ES =/ change in quantity supplied
=

% change in price

-

supply is called =·
perfectlyelastic = Es-= do

·

elastic = E = a

·

unit dastic = Ep = 1

·

inelastic = EP1

·

perfectly inelastic = Ep = o

OTHER ELASTICITIES

-

income elasticity of demand =
measures how responsivedemand is

to changes in income -

Er normaa
-

cross-price elasticityof demand= measures how responsive demand

is to changes in the price of another good -- E

=
· EPo = 0 -* substitutes

--- > . Epoco ->
complements

·

Epo = o -independentgoods



consumer preferences 
INTRODUCTION

-

preferences tellus about a consumer likes and dislikes

RANKING PRINCIPLE - a costumer can rank in order of preferenceall

potentially available alternatives -=

-

indifferent consumer = (twoalternatives) they like (ordislike)

both of them equally

-consumer's preferences are -

·

complete= if in comparing any two alternatives they either

prefer one alternative to the other or are indifferentbetween them

·

transitive = if they prefer one alternative to the second and

the second alternative to a third then they also prefer the first

alternative to the third

RATIONAL CHOICE ASSUMPTION =

Among the availablealternatives the

consumer selects the one that he ranks the highest

FEATURES OF CONSUMER PREFERENCES

-

consumption bundle = collection of goods that an individual consumes

over a given period (an hour
,

a day ,
a month

,
a year ,

a lifetime
,
etc. )

MORE-IS-BETTER PRINCIPLE : When one consumptionbundle contains

more of
every good than a second bundle

,
a costumer prefers the first

bundle to the second

INDIFFERENCE CURLES
7

-

shows allconsumption bundles that a
6 indifference

curve

consumer likes equally well - ((c)
5 I

- the1 that runs through consumption 4 better than A

bundleA separatesall the better than
3 ---

·
A bundles

--
⑧

A bundles from the worse thanA bundle
2

+-

startingwith any alternativean indifference
I worse than A

curve shows all the other alternativesthat
bundles

01234567
a consumer likes equally well





MARGINAL RATE OF SUBSTITUTION

-

themarginal rate of substitution for x with 4 (MRSXy) is the rate at

which a consumer must adjust y to maintain the same level of utility
uben X changes marginally

-= MRSX
= -14/Ax

- in general MRSXy depends on current levels of X and y

-

the slope of a consumer's 1C depends on her tastes

-

an I has a decliningMRS if it becomes flatter as we move along the

curve from the northwest to the southeast

-

WHY ARE RATES OF SUBSTITUTION IMPORTANT ? - " Mutually beneficial

trade dependson trading partners'marginal rates of substitution

UTILITY
- it is a numeric value indicating the consumer's relativewell-being
-

higher utility indicates greater satisfaction than lower utility

UTILITY FUNCTION

- it assigns a utility value to each consumptionbundle

-

to create one we assign the same value to all points on a single I

-higher values for i that correspond to higher levels of well-

being (further from the origin)
-

Utility

the indifference curve passing

throughA consists of all the

- bundles for which the height

·
of the utility function is the same

C

-

MARGINAL UTILITY

-

it is the change in the consumer's utility resultingfrom a very
small

amount of some good devided by the a mount added = the amount

Ar by which utility changes due to a small increase AX in the

amount of a good consumed

-

Mux = Su/1x -x





constraints, choices and demand



CONSUMER CHOICE

-

graphically the budget line is tangent to the

highest1c good y

-

at the optimal affordableconsumption

bundle slopes are identical -"MRSXy= optimal affordable

Pu consumption
⑧

PROPERTIES OF BEST CHOICE budget IC

line

good X

UTILITY MAXIMISATION

- the optimal choice maximises the consumer's utility function

subject to the budget constraint

- maxu(x , 4) -= Pxx + py4 = r

x
,

4

L
solution must lie on the budget line ( = r) at the

point where the marginal benefit of shifting resources

to one good equals the marginalcost of shifting the same

resources away from the other ood
- "

-

Further improvement is

impossible when

marginal benefit =

-marginalcost -

optimality=

x = MuY being on the

Px Du budget line
-

MRSX
= tangey







demand and welfare 







saving supply
-

saving reduces and raises consumption in differentgiven periods
-

borrowing can raise consumption beyond a current period's budget

constraint at the cost of future consumption

- Firms can shift investment over time by borrowingand leading--

consumers and firms face trade-offover time /interest rates are

an important determinant)

FINANCE BASICS

-principal- amount borrowed when a person (or firm) lends money

to another

-

interest- amount of money
a borrower is obliged to

pay a lender

over and above the principal
-

interest rate= amount of interest paid on a loanduring a particular

period (usuallya year) stated as a percentage of the principal

-compounding payment of intereston lan balances that include

interest earned in the past
--

causes the ban balance to
grow

Fasteras time passes

-

BT = D(2 + R)T
-= -

BT = account balance

·

D =

principal
·

R = rate of interest
·

T = time (in years)

PRESENT DISCOUNTED VALUE

-

PDV =

monetary value of a claim on future resources today
-

Future valuematerializing in t periods (F)

(1 + r)T amount one would

have to put a side

-

at a positive interest Ea received in the to accumulate F

Future is valued at less than 1 today after T years

WHY DO INTEREST RATES DIFFER ?

-

risk = it exists whenever the
consequences of a decision areuncertain

-> the higher the riskof default(= failure to
pay

backborrowed

money) thehigher the interestpaymentdemanded by lenders



-detailof agreements
-

timing of repayment
-

expected inflation

REAL INTEREST USNOMINAL INTEREST -" Compensationreceived by

↓ the lender overand above

compensationmeasured in real the principalwithout

dollars adjusted for inflation adjusting for inflation

INTER-TEMPORAL BUDGET CONSTRAINT

SAVING
,

BORROWING AND THE INTEREST RATE

-

interest rate increases - X

·

substitutioneffect-savingbecomes more rewardingand

borrowing becomes more costly
·

income effect=





technology, production and costs









-

firms
may

lack the resources to invest in research and development
=

Firms
may

be subject to different regulationsor market

circumstances

TYPES OF PRODUCTIONCOSTS

-

<(output) = FC + Vc (output)
-

variablecost vc (output) = costs of inputs 1
,

500

-

that vary with the firm's output level
-

FC

-

fixed cost FC = costs of inputs whose laTuse does not
vary

with the firm's output
500

level -- :

avoidable= the firm does not

incur the cost /or recops it)
33

Garden benches produced per week

If it produces no output
·

sunk-costthat is incurred even

If the firm decides notto operate
-

opportunity cost = the cost associatedwith

foregoingthe opportunity to employ a resource

in its best alternativeuse

EXAMPLE OF ONE VARIABLEINPUT

AVERAGECOSTS AND MARGINAL COSTS -T the extra cost incurred

Y per unitofoutput added

the cost perunit of output rc =

(x(a)c(a
+ sa)-ca)

--

produced averagedoverall units Q 1Q

Ac= a









profit maximisation 



PROFITMAXIMIZATION SALES QUANTITY

-

to maximize profit it = P(a)-a-<(a) a firm has to weigh the change
in revenue against the change in cost when a is changed

-

marginal revenue = measures the rate at which revenue rises if the units

sold increase by a small amount 19
->

Mr(a) =
a)
=

a+(a)
= a + P(

-

inframarginal units = units the firm sells other than the 19

marginal units

MARGINAL REVEME AND DEMAND
in all

MR = 1Pa + p -=Mr= P for = 0 ora = 0 - x other rR < P

SQ cases

PROFIT-MAXIMISING SALES QUANTITY

-

marginal revenue -rr(a)
= a + P(a)- equalsP(a) for a=

·

is below Pla)fora= o

-

if Mr(a) = rc(a) -= profit can be increased by raisingQ

- if rr(a)< rc(a)-- profitcan be increased by reducingQ

-

profitmaximization requires that ra(a) = rc(a)

PROFIT-MAXIMIZINGSALES QUANTITY

-

tomaximize profit raise output if the marginalbenefit (marginal
revenue) exceeds the marginal cost ->

① quantity rule-identify positivesales quantities where Mr = Mc

-> if this is satisfiedbymore than one positive sale quantity
determine which produces thehighestprofit

② shut down rule = check whether the most profitable positive sale

quantity results ingreaterprofit than shuttingdown

PROFIT MAXIMIZATION FOR PRICE-TAKING FIRMS

-

in competitivemarkets firms are pricetakers -- firms face horizontal

demand curve so that MR = P-= to maximize profit-

①quantity rule-identify positive sales quantities where P = rc -x

If this is satisfied by more than one positive sale quantity determine

which produces the highest profit
② shut down rule= check whether the most profitable positive sale





LAW OF SUPPLY

·

G

MARGINALAND VARIABLECOST

-

marginal costs equal the slope of the variablecost curve

-

in turn variablecosts equal the area under the marginalcost curve

PRODUCER SURPLUS

-

producer surplus= revenue minus avoidablecosts

-

firm's profit-producer surplus minus sunk costs



equilibrium in competitive markets 









market interventions 









MONOPOLY







pricing policies 







PROFIT-MAXIMIZING PRICE WITHOUT DISCRIMINATION



game theory 







oligopoly 















monopolistic competition
-

many goods are strongsubstitutes yetdifferent differentiated gords
-

if each variety of a such differentiated goods is produced by a single firm

and there are many
of them= monopolistic competition

-

new firms and varieties
may

enter and exit

-

ex
. pasta and piadina are both good for huch but they are not the same

(not homogeneous)

MODEL OF MONOPOLISTIC COMPETITION (assumptions)
-

many (small) firms = as in a perfectly competitivemarket

-

differentiatedgoods= each firm sells one varietyand in a monopolist for

that variety
-

monopolistic competition= firms choose prices or equivalentlyquantities

(simultaneously)
- free firm entry

=

potentially positive profits in the short run and zero

profits in the long run

SHORT-RUN MONOPOLISTIC COMPETITION
p

each firm is a monopolist for its specific variety
->

rC

- firms have some market power pa - AC

- firm demand curve is downward sloping in
profit

'

-
the short-run(flat in the long-rundue to

↑

& D

firm entry) " MR

-short-runanalysis the same as for a monopolist
Q

* a

LONG-RUN MONOPOLISTIC COMPETITION

positiveprofits attract new firms to the market-- ⑭

P MC
- their output being substitutes shifts firm

AC

demand inwards

- Loweroptimalquantity and price
-

profits declinesand in the long-run fallsto zero --

pa

...

-
·

price-averagecost

" MRI MR D

D

·

profitmaximisation implies MC = MR

Q88 a





choices under uncertainty and insurance









-

having paid the premium-
·

if a loss occures the policy holder receives the benefit fora net

gain equal to the benefit minus the premium
- B-P

· if a loss does not occur the consumer keeps the object and
pays

the premium--valueof the object-p
C under full

coverage
the benefit equals the valueof the object

so the two net gains are equal)
·

agents under full insurance end up having with certainty a

wealth lower than the initial w

Example

- Daniel owns a car which he values at W = 9000 +

- the probability of the car being stolen is : p
= 0

. 1

- this situation can be interpreted as a lottery -"

·

p
=

0 .
9 == Paniel keeps the car and gets 9000 E

·

p = 0 . 1
= - it is stolen and is left with OE

- if Daniel decides to fully insure the car and pays
a premiump--

·

in case of a robbery he has 9000-pE (insurancepays)
·

in case of no robbery he has 9000-pe (keepsthe car)
=> the insurance turns the risky lottery into a riskless one

COMPANY SIDE : SIZE OF THE PREMIUM

- how much would an insurance company ask in order to insure an

agent
? -

"a company
decides to offer an insurance policy only if it

makes non-negative expectedprofit (risk neutrality
(

-

the expectedprofits of an insurance company are given by
= -

Eπ = 0 - pB - (1 -p)0
-

↓
·

p =

premium

·

p
=

probabilityof the bad outcome

· B = benefit

-

the expectedprofits of an insurance company are given by
=

Es = P-pB (the company will offer an insurance policy if P = PB
-

if P = pB the insurance is called actuarially fair and the premium is a

fair premium

- if P = pB the premium is calledactuarially unfair







asymmetric information 











moral hazard







asymmetric information on credit market 







externalities
-

externality= when an action affects someone with whom the decision maker

has not engaged in a related market transactions -

·

negative externality
= when such an action harms someone else

·

positive externality
= when such an action benefits someone else

-

externalcost = economic harm thata negative externalityimposes on others

-

external benefit = economic gain that a positiveexternalityprovides to others

-

when externalitiesoccur government policies can improve economic efficiency
EXAMPLES

-

negative externalities=

·

cheap production at low environmental standards

·

plant closure that deprives supplying companies of demand for their goods
and services

-

positive externalities=

·

vaccinations

·

trainingworkers if skills are transferable

IMEFFICIENCY IN COMPETITIVE MARKETS

-

when an externalityis present the privatecosts and /or benefitsof an activity
to the party who performs it differ from the social costs and/or benefits of

that activity
-

consumption/productionactivity creates an externality-> competitive

markets allocate resources inefficiently(not all costs and /or benefits are

taken into account by the decision maker

COMPETITIVE EQUILIBRIUM WITH ANEGATIVE EXTERNALITY
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