FUNDAMENTAL PRINCIPLE OF ECONOMICS

TAKE AN ACTION IF

THE BENEFIT

EXCEEDS

THE COST
(A VERSION OF THIS FUNDAMENTAL PRINCIPLE – People are more likely to take an action when the cost is lower.)

ANOTHER VERSION 

CONTINUE TO TRADE IF

THE BENEFIT [MARGINAL VALUE]

EXCEEDS

THE COST [PRICE]

PREDICTION - THE LAW OF DEMAND – 
THE HIGHER THE PRICE ( THE GREATER WILL BE THE QUANTITY DEMANDED.

FACTORS OTHER THAN PRICE CAN ALSO AFFECT THE DESIRED QUANTITY.  THESE FACTORS ARE HELD CONSTANT IN DESCRIBING THE DEMAND.

WE NAME “THESE OTHER FACTORS” THE PARAMETERS OF DEMAND.

A CHANGE IN A “PARAMETER” CHANGES DEMAND

GRAPHICALLY

A CHANGE IN THE PRICE RESULTS IN A MOVEMENT ALONG THE DEMAND CURVE.

A CHANGE IN A PARAMETER OF DEMAND RESULTS IN A SHIFT OF THE DEMAND CURVE.

DEMAND - RELATIONSHIP BETWEEN PRICE AND 

QUANTITY DEMANDED

INCREASE IN PRICE -> REDUCTION IN QUANTITY DEMANDED

A CHANGE IN PRICE - CAUSES A MOVEMENT ON THE DEMAND SCHEDULE OR CURVE
A CHANGE IN A PARAMETER - CHANGES THE DEMAND SCHEDULE OR CURVE (I.E., SETS THE POSITION)

THE DEMAND CURVE IS DEFINED BY BOTH ITS POSITION AND ITS SLOPE 

THE SLOPE MEASURES THE RESPONSIVENESS OF THE QUANTITY DEMANDED TO A CHANGE IN PRICE.
WE NEED TO UNDERSTAND THIS REPSONSIVENESS AND WHAT DETERMINES IT

CONSIDER THE DEMAND FOR INSULIN VERSUS THE DEMAND FOR PEPSI COLA

DEMAND 1.  









DEMAND 2. 







DEMAND 1.  KIM’S DEMAND FOR PEPSI 6 PACKS         



PRICE

3

2

1



QUANTITY
1

3

5

DEMAND 2.  KIM’S DEMAND FOR PEPSI CANS



PRICE 

1/2

1/3

1/6



QUANTITY
 6

18

30

TO BE SURE THAT OUR MEASURE OF RESPONSIVENESS IS NOT IMPACTED BY THE UNITS  - WE MEASURE IN PERCENTAGE TERMS

THE RESPONSIVENESS OF DEMAND TO A PRICE CHANGE IS MEASURE BY ELASTICITY
= % CHANGE IN QUANTITY 

   % CHANGE IN PRICE

ALWAYS NEGATIVE (LAW OF DEMAND)

ILLUSTRATION

ELASTICITY OF DEMAND 1 (PRICE FROM 3 TO 2)


   (CHANGE Q=2/AVERAGE Q = 2)     = % CHANGE +100%

     =    -----------------------------------------------------------------------------


   (CHANGE P=-1/AVERAGE P = 2.5) = % CHANGE   -40%

     = -2.5

ELASTICITY OF DEMAND 2 (PRICE FROM 1/2 TO 1/3)


   (CHANGE Q=12 /AVERAGE Q = 12)     = % CHANGE +100%

     =    -----------------------------------------------------------------------------


   (CHANGE P=-1/6 /AVERAGE P = 5/12) = % CHANGE   -40%

     = -2.5

THE NORTHWESTERN UNIVERSITY TRANSPORT CENTER WAS QUOTED IN THE WALL STREET JOURNAL AS ADVISING MUNCIPAL BUS COMPANIES AGAINST RAISING FARES -

“HIGHER FARES NEVER MAKE UP FOR THE LOSS OF REVENUE.  WHEN FARES GO UP, RIDERSHIP GOES DOWN AND THE BUSES BRING IN LESS DOLLARS.”

IT’S A LAW OF ECONOMICS!

DO YOU AGREE THAT THESE DISTINGUISHED SCHOLARS HAVE CORRECTLY DESCRIBED A LAW OF ECONOMICS?
ELASTICITY AND EXPENTITURE

EXPENDITURE (OR SELLERS’ REVENUE) = P X Q

CONSIDER AN INCREASE IN PRICE

IF THE RESULTING % DECREASE IN QUANTITY  EXCEEDS % PRICE INCREASE THEN REVENUE??

WILL DECREASE

IF THE % CHANGE IN Q > THE % CHANGE IN P THEN THE |VALUE OF THE ELASTICITY| WILL BE??

GREATER THAN 1

WHEN E>1 WE CALL THE DEMAND “ELASTIC”


IF PRICE INCREASES -> 

% FALL Q>% INCREASE IN P 

EXPENDITURE FALLS 



IF PRICE DECREASES ->





% INCREASE Q>% DECREASE IN Q

EXPENDITURE RISES

SOME GOODS HAVE RELATIVELY ELASTIC DEMANDS


PEPSI COLA


DIAMONDS


FAST FOOD

BUT THERE IS NO REASON WHY THE % CHANGE IN QUANTITY MUST BE GREATER THAN THE % CHANGE IN PRICE CHANGE  


CONSIDER THE DEMAND FOR 

     
GASOLINE

INSULIN

STEEL

WHEN DEMAND IS SUCH THAT THE % CHANGE IN QUANTITY IS LESS THAN THE % CHANGE IN PRICE WE CALL THE DEMAND “INELASTIC”
WHEN DEMAND IS INELASTIC THE |VALUE OF THE ELASTICITY| WILL BE LESS THAN 1.

WHEN DEMAND IS INELASTIC 


IF PRICE INCREASES ->  EXPENDITURE RISES


IF PRICE DECREASES ->  EXPENDITURE FALLS

THE STATE ATTORNEY GENERAL HAS INVESTIGATED A NUMBER OF INDUSTRIES IN RECENT YEARS FOR “ILLEGAL PRICE FIXING”.

THESE INDUSTRIES INCLUDED ASPHALT PAVERS, MILK SELLERS, FINE PAPER PRODUCERS, AND ELECTRICAL CONTRACTORS.

IN ALL CASES THEY FOUND EVIDENCE OF PRICE FIXING BUT ONLY ON SALES TO GOVERNMENT ENTITIES.

WHY WOULD YOU EXPECT PRICE FIXING TO BE MORE LIKELY ON SALES TO THE GOVERNMENT?
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