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Program

Introductory course in microeconomic principles, with a particular emphasis on
the discussion of policy applications and institutions. The goal is to give students
a sufficient grasp of economic reasoning, so that they may understand the impact
of government policy, economic phenomena, and the choices people make.

⇒ See the weekly program for a precise list of covered issues.

Textbook:

• Stiglitz J.E. and Walsh C.E. (2006), Principles of Microeconomics.

• Lecture slides (see: http://www.tommasonannicini.eu).

Grade policy: The final grade is based on the final exam (90%), the mid-
term exam (5%) and the marks obtained in the problem sets (5%). Only the
best three problem sets (out of five) will be considered.
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Instructor

Tommaso Nannicini
Office: 11.2.26, Phone: 9881, Email: tnannici@eco.uc3m.es

Web site:
http://www.tommasonannicini.eu (for weekly program, lecture slides, etc.).

Office hours:
Every Monday from 3pm to 5pm (office 11.2.26) or by appointment (email).
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Economic issues

•What drives consumption (or production) decisions?
• Globalization: good or evil?
• Schools: public or private?
• Global warming: should we do something about it?
• Inequality: what determines the gap between the poor and the rich?
• Inequality: can we do something to reduce it? At which cost?
• Unemployment: voluntary or involuntary?
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What’s economics?

Economics is a social science. It studies how different decision makers make
choices, and how these choices determine the allocation of scarce resources
within economies/societies.

Decision makers: individuals, firms, governments, organizations.

Scarcity of resources: each choice must face some constraints.

Rational choice: individual choices are driven by subjective preferences.
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Five core concepts in economics

1. TRADE-OFFS

2. INCENTIVES

3. EXCHANGE

4. INFORMATION

5. DISTRIBUTION
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1. LIFE IS A TRADE-OFF

“There is no such thing as a free lunch” (Milton Friedman). In other words:
scarcity of resources means that trade-offs are a basic fact of life.

Opportunity cost: the value of the next-highest-valued alternative use of a
given resource. Every choice made by individuals or societies hides a comparison.

Budget constraint. Available money limits the options one can choose.

Time constraint. Available time limits the options one can choose.

Production possibilities. Available factors of production put a limit on
the goods/services an economy can produce.
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Budget constraint

Two goods: Y or X. Available income: W. The budget set is represented by any
bundle (i.e., any pair of goods) below the budget line:

pxX + pyY = W.

The slope of the budget line depends only on the relative price:

Y = −px

py
X +

1

py
W

To obtain an additional unit of X, the consumer needs to give up a px
py
amount

of Y . This is the opportunity cost of X in terms of Y .

Example: X=bread, Y=wine, W = 100, pb = 5, pw = 1.

7





Budget constraint (cont.)

⇒ What happens if both pb and pw increase to twice their previous value?

⇒ What happens if W increases from 100 to 120?

⇒ What happens if it is only pb to double?

⇒ Finally, suppose there is a special sale: above 10 units of consumption, any
additional unit of bread can be bought at half price. What is the budget line?
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Production possibilities frontier

Given fixed amounts of inputs (land, labor, capital), the production possibilities
frontier (PPF) shows all efficient combination of output when the above inputs
are used to their full potential.

Example: military production (guns) or civilian production (butter). Only one
input: labor. Draw the PPF associated to the following values:

Guns Butter
(millions) (millions of tons)
100 0
90 40
70 70
40 90
0 100

⇒ Notice: concavity because of diminishing returns of labor.
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Opportunity cost: other examples

The opportunity cost of a decision is represented by what must be given up (the
next-best alternative) as a result of the decision itself.

The above trade-offs (in the budget constraint or in the PPF) can be seen in
terms of opportunity cost. Opportunity cost is expressed in relative price.

Example 1: the opportunity cost of a summer trip.

Example 2: the opportunity cost of a public infrastructure.

Example 3: the opportunity cost of attending college. Tuition fees: 2, 000
euros per year. Public subsidy: 5, 000. But, income the student forgoes by
attending college: 15, 000. Living expenses (in the same city): 10, 000. Which
fraction of the overall opportunity cost is covered by the public subsidy?
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2. PEOPLE RESPOND TO INCENTIVES

When faced with a choice, people evaluate the pros and cons of different op-
tions. Cost-benefit analysis and individual decision making.

Rational choice: individuals are assumed to act consistently, according to well-
defined costs and benefits.

Incentives are affected by prices and returns.

Example 1: wage increase and substitution/income effect.

Example 2: online music sharing.
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3. DO YOU WANT TO TRADE?

Voluntary exchange in markets (where people face trade-offs and respond to
incentives) is a key to understanding how resources are allocated.

⇒ There must be mutual gains in a voluntary exchange.

⇒ Prices as road signals.

⇒ Market economy and mixed economy.

13



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

���� ��	��	��� ��	 ��)����	 ����� ������	���	��� ��� ��� ����� 


���	� ���	�
�����	��� ! �
���	���� ��� !�

���	� ��� ��
 �� ������	� �����	��� �� 	�� ������	��� �" ��	� ������ *�	& �	
��� � ��	����
��� �����
��� �� �����	���� +����	���	� ���	�


���	� ���	�
� �����	�� ��� 	���� �" 	��	���� ,� !�
��� 	��	���� ��� 	���� �" �����	��� ! ,

#����& ����� "��� ��������(�	���� ���	� �������� �����	��� ��� �����	� 	��-
	����� ���	� ���� 	�� ������	�� .$��������� ����� �" � �����	�� ��� 	���� �"
	��	���� ���� ����
���� ��	
��� 20 ��� 50�

15



The competitive model at a first glance

Building blocks:

• rational consumers;
• profit-maximizing firms;
• price taking (i.e., many firms).

The basic competitive model as a benchmark. Efficiency result.

Other crucial assumptions: all parties have the same information; property rights
are well defined and enforceable.
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Markets and governments: imperfect alternatives

Markets or governments? This is not a take-or-leave dichotomy: “The actual
choice is between imperfect markets, imperfect governments, and various com-
binations of the two.” (Charles Wolf)

Markets may “fail”:

• ill-defined property rights and the tragedy of the commons;

• asymmetric information.

But governments may “fail” too:

• the role of interest groups in the political arena;
• bureaucracy’s pursuit of self-interest.
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Alternatives to the price mechanism

• Rationing by queues.
• Rationing by lotteries.
• Rationing by coupons.
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