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QM (quantity 
of movies)

QCD 
(quantity of 
CDs)

0 1 2

1

2

Bundle “A” gives 
2 CDs and 1 

movie

A

B

Bundle “B” gives 
1 CD and 2 

movies
C

Bundle “C” gives 
2 CDs and 2 

movies

Bundle “C” gives 
higher utility than 
either “A” or “B”
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QM (quantity 
of movies)

QCD 
(quantity of 
CDs)

0 1 2

1

2
A

B

C

IC1

IC2

“A” and “B” both 
give 2 “utils” and 
lie on the same 

indifference curve

Bundle “C” gives 
higher utility than 
either “A” or “B”

Bundle “C” gives 4 
“utils” and is on a 

higher indifference 
curve

Higher utility as 
move toward 

northeast in the 
quadrant.
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MU (QCD=2)

�������� 	�������������������������������������

QM (quantity 
of movies)

Marginal 
utility of 
movies

0 1 2

0.59

1.41

MU

3

0.45

Second movie 
gives 0.59 

additional utils

First movie gives 
1.41 additional 

utils

Third movie gives 
0.45 additional 

utils

Analysis holds CD 
consumption 

constant at 2 CDs
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QM (quantity 
of movies)

QCD
(quantity of 
CDs)

0 1 2

1

2
A

B

C

IC1

IC2

Marginal rate of 
substitution at bundle A

is its slope

MRS at bundle C
appears to be larger than 

B but smaller than A.

MRS at bundle B is 
smaller in absolute terms 

than at A.
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QM (quantity 
of movies)

QCD 
(quantity of 
CDs)

0 1 2

1

2
A

B

IC1

3

D

Willing to give up a lot of 
CDs for another movie …

Not willing to give up 
very many CDs for 

another movieEven less willing to give 
up additional CDs
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= −
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QM (quantity 
of movies)

QCD 
(quantity of 
CDs)

0 1 2

1

2
A

B

IC1

3

Movement down is 
change in CDs, �QC.

Must have MUC�QC=MUM�QM
because we are on the same 

indifference curve.Gain in utility from more 
movies is MUM�QM.

Simply rearrange the equation 
to get the relationship between 

MRS and marginal utilities.

Moving from A to B does 
not change utility

Movement across is 
change in movies, �QM.

Loss in utility from less 
CDs is MUC�QC.
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P QM M

P QC C
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Y P Q P QM M C C= +
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QM (quantity 
of movies)

QCD 
(quantity of 
CDs)

0 1 2

1

2

3

3

If Andrea spent all her 
income on movies, she 
could buy this amount.

Andrea would never choose 
the interior of the budget set 

because of nonsatiation.

Her budget constraint 
consists of all combinations 

on the red line.

If Andrea spent all her 
income on CDs, she 

could buy this amount.
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C

������������5�������&�0�*�������?

������!������!�����?�������������
���
�

� %�������������!���������������
��
��)����������
����)������
������
�(�!�)��������!���
���������I

� ��������
�������������������
����*��������(���������
���!���
��������������������������
����*���
���
�
����������
�����

� 
���������������������*�0�*�������(�������
!�����
����(���������	�(�



8

�������) ����������*���+�����

QM (quantity 
of movies)

QCD 
(quantity of 
CDs)

0 1 2

1

2

3

3

This indifference curve is not utility-
maximizing, because there are 
bundles that give higher utility.

This indifference curve gives much 
higher utility, but is not attainable.

This bundle of goods gives the 
highest utility, subject to the budget 

constraint.
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MRS
MU
MU

P
P

M

C

M

C

= − = −

�������, ����-.�������/��������������0���

������

QM (quantity 
of movies)

QCD 
(quantity of 
CDs)

0 1 2

1

2

3

3

The MRS equals the price ratio at 
this bundle, but is unaffordable.

The MRS equals the price ratio at 
this bundle, but it wastes resources.
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Y P Q P QM M C C= +
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���!������������*����/?

� .�
�������������
�����*�)���(����

� 
�������������������!���
���������������������!�����
0 �0���

� �����	��*�����������������

��������1 0������������"��/������
�������

QM (quantity 
of movies)

QCD 
(quantity of 
CDs)

0 1 2

1

2

3

3

Increase in PM rotates the budget 
constraint inward on x-axis.

Andrea is worse off, and consumes 
less movies.
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������!��?

�������������������
�*������
��
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��������� 0�������������
�0�����������������������-

����

QM (quantity 
of movies)

QCD 
(quantity of 
CDs)

0 1 2

1

2

3

3

Movement along the indifference 
curve is the substitution effect

Movement from one indifference 
curve to the other is the income effect.

Decline in QM due to substitution 
effect

Decline in QM due to income effect

3L5.6.>+.5&��24��1�.�6�%36��+3

� �	
���	�	�������� ��������������������
�����*�������������� ����!(�����������(������
�������
.������������?

� 4����*������������
��������
���
�(����������������
�
���*�
�:����;

� +��������������

3L5.6.>+.5&��24��1�.�6�%36��+3

4�*����
��)��

� �	���
����,	 ��������������������������������
���
�������!������������D����������*������

� 4���)����*����
��)�����*���������*�0�*��������
������*(������������������	��(�

��������) 0������������"��/������
�������

QM (quantity 
of movies)

QCD 
(quantity of 
CDs)

QM,1QM,2QM,3

Raising PM even more gives another 
(PM,QM) combination with even less 

movies demanded.
Raising PM gives another (PM,QM) 

combination with fewer movies demanded.

Initial utility-maximizing point gives 
one (PM,QM) combination.
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4�*����
��)��

� 
����!�)���)�������<��$��=�
�*���������������
������
*��������������
�,D�����������
��

� 
����!�)������������*����
��)������*�)����

� �����	��)�����������������

��������, 	���������"��	������(�����
���������

QM

PM

QM,3

Demand 
curve for 
movies

At a high price for 
movies, demanded QM,3

PM,3

At a somewhat lower price 
for movies, demanded QM,2

QM,2

PM,2

At an even lower price for 
movies, demanded QM,1

QM,1

PM,1

Various combinations of 
points like these create the 

demand curve.

3L5.6.>+.5&��24��1�.�6�%36��+3

3�����
���������*���

� ��/����������������*��������������������	
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����
���!�����D����������*������
��)���������������
����
���!��������
��

εD

D

D

Q
Q

P
P

=

∆

∆

3L5.6.>+.5&��24��1�.�6�%36��+3

3�����
���������*���
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����������������
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� .��������*�������*�)�������
��������������*�P����G(�
����������������
������BBO�����
��������D��������
��*������

� 
�����*����������
����������������� "�PQ�

� 4�*����������
��������������?

� 
���
�������!���)����*����

� 2���
������������!�������*����
��)��<�������������
��*����
��)�=�
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3�����
���������*���

� ������)����
�����*����
��)�

� 3�����
���������*�����������JD�����������������

���!��������
��!���������������

� -	��	��
����	
�����

� �������������������*����
��)�

� 3�����
���������*���������!���)����������JD��������

���!�������������������)������*����
���!��������
��

� -	��	��
��	
�����

� �����	��*����������������� ��������1 /��
������-�����������/��
������0���������	�����

QM

PM

QM,3

Inelastic demand 
curve for movies

With this inelastic demand 
curve, choose QM,2

regardless of the price.

PM,3

QM,2

PM,2

QM,1

PM,1

With this elastic demand 
curve, choose any quantity 

at price PM,2.

Elastic demand 
curve for movies

3L5.6.>+.5&��24��1�.�6�%36��+3

3�����
���������*���

� &����!��������(����	
�������� ��)������������
����

���!�����������������)������������������
����

���!��������������������)�������?

� �����0�*���(�� �������������D����������*���������
��������(�������� *�!��������� ���
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Demand 
curve for 
movies
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Supply 
curve of 
movies

The willingness-to-pay for 
the first unit is very high.

1

Yet the actual price paid is 
much lower.
The willingness to pay for the 

second unit is a bit lower.

2

The consumer surplus at Q* is 
the area between the demand 

curve and market price.

The total consumer surplus is 
this triangle.

The consumer’s “surplus” from 
the next unit is this trapezoid.

There is still surplus, 
because the price is lower.

The consumer’s “surplus” from 
the first unit is this trapezoid.

3L5.6.>+.5&��24��1�.�6�%36��+3
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0

Demand 
curve for 
movies

Q*

P*

Supply 
curve of 
movies

Consumer surplus is 
larger when demand curve 

is more inelastic.

1 2
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1 2

The total producer’s surplus is 
this triangle.

The producer’s “surplus” from 
the next unit is this trapezoid.

The marginal cost for the 
second unit is a bit higher.
There is producer surplus, 

because the price is higher.

The producers surplus at Q* is 
the area between the demand 

curve and market price.

Yet the actual price 
received is much higher.
The marginal cost for the 

first unit is very low.
The producer’s “surplus” from 
the first unit is this trapezoid.
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curve for 
movies
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Supply 
curve of 
movies

Providing the first unit 
gives a great deal of 
surplus to “society.”

1

Social efficiency is maximized at 
Q*, and is the sum of the 

consumer and producer surplus.

The surplus from the next 
unit is the difference 

between the demand and 
supply curves.

This area represents the 
social surplus from 

producing the first unit.

The area between the supply 
and demand curves from zero to 

Q* represents the surplus.
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Q´

P´

The social surplus from Q’
is this area, consisting of a 

larger consumer and 
smaller producer surplus. 

With such a price 
restriction, the quantity 
falls to Q´, and there is 

excess demand.

This triangle represents 
lost surplus to society, 
known as “deadweight 

loss.”
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