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Chapter 5

Resource Allocation Method

Scarce resources might be allocated by:

· Market price
· Command
· Majority rule
· Contest
· First-come, first-serve
· Sharing equally
· Lottery
· Personal characteristics
· Force

Demand and Marginal Benefit

Demand, Willingness to Pay, and Value
Value is what we get, price is what we pay
The value of one more unit of a good or service is its marginal benefit.
We measure value as the maximum price that a person is willing to pay
But willingness to pay determines demand.
A demand curve is a marginal benefit curve. 

Individual Demand and Market Demand 
The relationship between the price of a good and the quantity demanded by one person is called individual demand. 
The relationship between the price of a good and the quantity demanded by all buyers in the market is called market demand. 

Consumer Surplus
Consumer surplus is the value of a good minus the price paid for it, for the entire quantity bought
It is measured by the area under the demand curve and above the price paid, up to the quantity bought. 





The consumer surplus for the economy is the area under the market curve above the market price, summed over the slices bought.
The consumer surplus is the value from pizza in excess of the expenditure on it. 

Supply and Marginal Cost

Supply, Cost, and Minimum Supply-Price

Cost is what the producer gives up, price is what the producer receives
The cost of one more unit of a good or service is its marginal cost
Marginal cost if the minimum price that a firm is willing to accept.
But the minimum supply price determines supply.
A supply curve is a marginal cost curve. 

Individual Supply and Market Supply 
The relationship between the price of a good and the quantity supplied by one producer is called individual supply. 
The relationship between the price of a good and the quantity supplied by all producers in the market is called market supply. 

**The market supply curve is the horizontal sum of the individual supply curves.**

The Invisible Hand
Adam Smith’s “invisible hand” idea in the Wealth of Nations implied that competitive markets send resources to their highest valued use in society.
Consumers and producers pursue their own self-interest and interact in markets. 


Is the competitive market efficient?

Underproduction
The efficient quantity is 10,000 pizzas a day.
If production is restricted to 5,000 pizzas a day, there is underproduction and the quantity is inefficient.

A deadweight loss equals the decrease in total surplus—the gray triangle. 

Overproduction
Again, the efficient quantity is 10,000 pizzas a day.
If production is expanded to 15,000 pizzas a day, a deadweight loss arises from overproduction. 
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