
1 Introduction: Intermediate Microeconomics

Review the list of concepts from Principles Review, which is available at http://ac.aup.fr/ kdunz/
or on Blackboard.

2 My Definition of Economics

Economists usually assume the following two things related to any choice problem faced by
an individual agent (which is a word used to describe any individual decision-maker, typically
a consumer or a firm).

1. Agents have consistent, well-defined objectives.

2. For every choice problem, agents choose an alternative that is “best” according to their
objective.

In other words, economists generally assume that agents optimize, i.e. make choices
that maximize some objective. For example, a consumer has well-defined preferences (which
might be described by a set of indifference curves) and chooses an affordable consumption
bundle that maximizes their utility. A firm is assumed to make output and input choices so
as to maximize the firm’s profits.

Such maximizing behavior is what an economist means by the term “rational” or “ra-
tionality”. For this reason, I like to think of economics as analyzing situations involving
optimization in the sense described above. I think of such behavior as a defining character-
istic of economics. So, my definition of economics would be something like:

Economics studies the behavior of optimizing agents, both individually and
their interaction with one another.

3 Implications of Optimization

Why exactly is optimization so useful for making precise predictions?

MB = MC

This is a necessary condition for an agent to be choosing an optima. Thinking of MB
and MC as functions of what is being chosen we have

∙ if MB > MC then choosing more results in a better outcome; and

∙ if MB < MC then choosing less results in a better outcome.

A large part of this course will be interpreting MB = MC in different contexts. This is
the logic of “thinking at the margin” or what is also called marginal analysis. You will see
it used everywhere in economics.

Mathematically, every term with “marginal” in it is a derivative of some kind. For this
reason calculus is a fundamental tool for economics.
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4 Why Assume Optimizing Behavior?

Why do economists assume that decision-makers are rational in the sense that they optimize
when people and firms clearly do not always behave in that way?

∙ It is a convenient, tractable assumption that allows one to derive specific results (or
predictions) in many situations.

∙ It restricts the number of models that are considered.

∙ Even if a model’s assumptions are clearly not true, its predictions might still be better
than those of alternative models.

∙ It might be approximately true or describe part of what is going on in some situation.

∙ There is no general agreed upon alternative.

∙ It is prescriptive.

5 Fundamental Questions Every Economy Must Answer

Recall the three fundamental questions that every society or economic system must answer.

∙ What (and how much) to produce?

∙ How to produce it?

∙ Who gets it?

6 Equilibrium

Most notions of equilibrium used in economics have the following two characteristics.

∙ Each agent is doing as well as they can, given everything else. This means that no one
wants to change their decisions.

∙ All decisions are mutually consistent. This means that each agent can actually do what
they want given the actions of others and the resources available.

You should recognize that perfectly competitive market equilibrium, which you learned
in principles, can be described in this way.

These two characteristics actually can also be thought of as the definition of a Nash

equilibrium. Most concepts of equilibrium used in economics can be described as the
Nash equilibrium of some model. Thinking of equilibria in this way has become increasingly
common in economics especially during the last 20 or so years.
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7 Efficiency

Efficiency is the main criterion economists use to evaluate equilibria. When economists say
something is beneficial or a good thing to do they often mean that it results in something
that is efficient or, at least, closer to an efficient outcome.

My favorite definition of efficiency is the following.

Something is efficient if there is no other possibility that is more desirable in
all ways that matter.

How we decide if something is “more desirable” varies from situation to situation. How-
ever, there is a unifying idea behind almost all of the different descriptions of desirability.
Efficiency deals with situations where there is more than one objective that is being pursued.
Theses objectives are the ”ways that matter” in the previous definition. For example, in a
firm’s (or economy’s) problem of how to produce a given output we want to use as little of
each input as possible. So an efficient production would be any list of inputs that produce the
given output with the property that there is no other list of inputs (producing that output)
that uses less of at least one input and no more of any input. Note that efficiency is defined
without regard to prices. It is generally an evaluation of the outcome itself.

As another example, consider the problem of how to distribute the output of an economy
among all of the people in the economy. In this problem the natural objectives would involve
the satisfaction of each person. So, an efficient distribution is one such that there is no other
possible distribution such that everyone is better off. In this context such a distribution is
often called Pareto efficient. I will reserve using Pareto efficient for situations involving
the outcome of an entire economy that we are evaluating in terms of individuals’ well-being.
In other situations we will just use efficiency.

Note that (Pareto) efficiency is a necessary condition for a “good” outcome, no matter
how you define “good” (at least, as long as you care about each person’s individual well-
being). If an outcome is not Pareto efficient then there is some way of changing the outcome
so that everyone is better off. Why wouldn’t we want to do that?

However, just because something is (Pareto) efficient does not mean that it is “good” in
all possible senses of that term. For example, think of dividing a pizza among a group of
your friends. Suppose each one cares only about the amount of pizza they get and would eat
the entire pizza if given the opportunity. What does an efficient division of a pizza look like
in this situation?

Any division of the pizza that does not throw away any of it is efficient. This includes
giving the entire pizza to one person, which no one (except the person getting the entire
pizza) would consider a “good” outcome. So, although efficiency is a necessary condition for
a “good” outcome, it is far from being a sufficient condition.
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