
ECON 10004 INTRODUCTORY 
MICROECONOMICS  
SEMESTER 1, 2013  
EXAM NOTES  
 
LECTURE 1 
Cost benefit principle 
Agents in a society must make choices about use of resources 
 
They need to make rational choices- allocate available resources to most effectively 
satisfy wants  
 
How to make rational choices? Decision makers use the cost-benefit principle  
Cost benefit principle= should take an action only if the extra benefits (MB) of that 
action outweigh the extra costs (MC).  
 
LECTURE 2 
Opportunity cost: 
Cost of an action- what you must give up- this is opportunity cost.  
 
More formally, opportunity cost= value of resources used in their next best 
alternative  
 
This cost is not available for alternative use.  
 
The opportunity cost is the real resource cost, not necessarily to do with money.  
 
Benefit of an action: 
For consumers, the benefit of an action is measured by what you are willing to give 
up.  
Ie: willingness to pay… if you have a greater WTP for good A than good B, the 
benefit of good A is greater than B.  
 
For producers, it is dictated by the revenue received from a decision.  
 
Optimal Decision: 
Optimal decision: when marginal cost= marginal benefit… this maximizes welfare.  
If you are looking at a discrete graph, the optimal quantity is where MB is still above 
MC.  
 
A rational decision-maker:  

- uses opportunity cost as a measure of cost  
- ignores sunk costs  
- uses MB and MC to assess whether to take an action.  

 
Incentives: 



Giving people incentives can help change behavior. For example, rewarding good 
teachers can directly give teachers an incentive to improve their performance and 
efficiency.  
 
However policies, which are intended to provide incentives, can have perverse 
effects because of indirect effects. For example, teachers may decide to help 
students cheat, allowing their students to achieve high grades and making 
themselves appear as very capable teachers. This will instead decrease efficiency 
and actual performance. Here, giving teachers money also provide an indirect 
incentive for them to cheat the system. 
 
We need to think of all the consequences of a policy, and designing an optimal 
policy would require us to understand the theory of incentives.   
 
LECTURE 3 
Characteristics of a Perfectly Competitive Market 

- many buyers and sellers- price takers (ie: because each buyer and seller only 
makes up a small portion of the market, they can’t set their own price) 

- Homogenous good (compete on price because the goods are very alike) 
- Free entry and exit from market  
- Perfect information (ie: or else you could set a price above MC).  

 
Demand 
Demand is the level you plan to buy… it’s different to what you’re really buying  
Demand is also different to wants… demand is a decision about which wants to 
satisfy 
Willingness to pay  
 
Demand factors: 

- Price of the good (does not shift demand curve) 
- Prices of related goods  
- Income  
- Price of compliments  
- Expected future prices  
- Preferences  
- Population (number of consumers)  

 
Law of demand: When there is an increase in price, there is a consequent decrease 
in quantity demanded.  
 
Substitute: for any two goods, an increase in the price of one good causes an 
increase in the demand for the other good.  
 
Compliment: For any two goods, an increase in the price of one good causes the 
decrease in demand for the other good.  
 
Income:  
Normal goods: increase in income, increase in demand.  
Inferior goods: increase in income, decrease in demand.  
 
Price expectation:  
Increase in expected future price, increase in quantity demanded today.  



 
Supply 
Quantity supplied is quantity producers plan to supply… not exactly what they 
supply.  
Willingness to sell 
 
Supply factors:  

- price of good  
- expected future prices  
- price of substitutes in production  
- ACE  
- Number of sellers 

 
Law of supply: When there is an increase in the price, there is an increase in the 
quantity supplied.  
 
Price of substitutes in production  
Increase in the price of substitute in production causes supply to decrease.  
 
Expected future prices:  
Increase in the expected price tomorrow, decrease in the supply today.  
 
LECTURE 4 
Why does price always go back to equilibrium?  
If price is above equilibrium: suppliers sell more than what consumers are willing to 
buy, resulting in a surplus in the economy. Suppliers are forced to lower prices to 
clear excess stock, so price falls down back to equilibrium price, and quantity 
demanded and supplied goes back to equilibrium quantity.   
 
If price is below equilibrium: consumers will demand more than what suppliers are 
willing to sell, resulting in a shortage in the economy. Consumers will bid up the 
price, causing the price to rise back to the equilibrium price, and quantity supplied 
and demanded goes back the equilibrium quantity.  
 
Simultaneous changes in the demand and supply curves 
If supply and demand change in the same direction:  
If SUPPLY > DEMAND, then price increases  
If DEMAND> SUPPLY, then price decreases 
However, we know that if both curves move right, Q increases and vice versa 
 
If supply and demand move in different directions: 
If supply goes left, demand goes right, price goes up  
If supply goes right, demand goes left, price goes down  
To determine the change in the quantity, follow the curve that moves the most.  
Ie: if supply>demand, follow the supply curve.  
 
LECTURE 5 
Elasticity  
Elasticity- a measure of the responsiveness of quantity demanded or quantity 
supplied to one of its determinants.  
It measures the size of a change.  
 



Calculating Elasticity:  
Elasticity is measured by the % change in quantity/ % change in price.  
For example, if there is a change in the price by 10%, and the quantity demanded 
decreases by 20%, then the elasticity coefficient would be -20/10 = -2  
 
However, depending on which way you go from, the elasticity you calculate will be 
different. Thus, we base the change on the midpoint rather than the start and end 
points (ie: calculate percentage change in terms of the mid point). This way, it is the 
same whichever way you go from.  
 
Through simplifying the formula, the formula for elasticity is:  
 
If E is < 1, inelastic  
If E is > 1, elastic  
If E is = 1, unit elastic 
If E is = 0, perfectly inelastic (increase in P causes 0 change in Q… unresponsive)  
If E is = infinity, perfectly elastic (0 increase in P causes infinite change in Q… very 
responsive) 
 
These would have either positive or negative signs on them… look at the magnitude.  
It says that when price changes by one unit, quantity would change by ____ units.  
Think of it as the co-efficient in front of price.  
 
Note: If you have perfectly elastic demand, the quantity demanded below the price 
is infinite, and the quantity demanded above the price is 0.  
 
Elasticity of demand   
Price elasticity of demand 
Aside from the usual price elasticity of demand factors, there is one more:  
 

à Definition of Market 
If a market is very broadly defined, it’s harder to find substitutes, so it is 
relatively price inelastic.  
For example, it is very hard to find substitutes for food. On the other hand, ice-
cream is a more narrowly defined market, so it is easier to find substitutes for 
it. Thus, it is relatively more price elastic.  

 
Income Elasticity of demand  
Measure of how much quantity demanded of a good responds to a change in 
consumer’s income.  
 

Income Elasticity of Demand: 
[%change in quantity demanded] / [%change in income]  

 
Positive IE: Normal goods  
Negative IE: Inferior goods.  
 
Cross-price elasticity of demand 
Measure of how much the quantity demanded of a good responds to a change in 
the price of another good.  
 

Cross price elasticity of Demand:  
[%change in quantity of a good] / [%change in price of another good] 


