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Chapter 5 Summary

Policy questions can often be illuminated by using micro analysis. This chapter considers a gasoline tax and school vouchers first. Then consumer surplus is used as an instrument to evaluate consumer welfare. Indifference curves and demand curves are used to show consumer surplus. Two-part pricing schemes show how producers try to capture more consumer surplus than they otherwise would have. The effect of housing price changes and the biases of the CPI are discussed, after which market demand elasticity cases are analyzed. 

The remainder of the chapter deals with intertemporal choice topics so that the consumer's choice problem can be seen as a choice among goods which become conditioned by time. The interaction of the consumer's time preference with the intertemporal choices she faces is observed in numerous settings including alternative interest rate and lifetime income scenarios. 

Chapter 6 Summary

   Information is not free, so economic principles apply to the generation and allocation of it. This chapter examines the characteristics of the information market, including the issues of ability to fake, full disclosure, choosing a relationship, and conspicuous consumption. 

   Because the future is uncertain, there is no easy way to acquire reliable information about current market baskets that involve future benefits. Probabilities and expected value concepts are related to the preferences people have for risk. Utility functions for wealth are developed for risk lovers, risk neutral consumers, and risk averse types. This makes it possible to analyze the amount of money people are willing to pay to absorb or avoid risk. Insurance problems like adverse selection, moral hazard, and statistical discrimination are also considered. 

   The appendix of this chapter takes a look at the process of searching for the highest wages and the lowest prices, and the problem of the winners curse at an auction. 

Chapter 7 Summary

Chapter 7 examines the concept of rationality, in particular the idea that rationality implies selfishness. The well‑known example of the prisoner's dilemma illustrates that acting in one's own self‑interest, narrowly defined, often leads to outcomes which are less than optimal. The chapter begins with a discussion of altruistic behavior and expands that notion into an extended example of hawks and doves. Behavior commonly viewed as irrational may serve the individual’s interest because for certain personality types and for certain types of tasks, the results of cooperation are better than the results of narrow self-interested behavior. Identifying other cooperators is an important part of making altruism work, so commitment and signaling devices are analyzed. 

Some attention is given to the role of emotions in signaling the type of person one is. If one is known to have emotions of a particular kind, advantages could result. For example, it may be irrational for someone to prosecute over a petty theft, but if the thief believes that his potential victim will pursue him to the utmost extent of the law, then this stealing may become irrational. A commitment to act in a certain way will often deter an undesirable outcome. It is important that tastes vary among individuals. Indeed they will vary if optimal welfare is to be achieved.

Chapter 8 Summary

Chapter 8 examines behavior that apparently contradicts the rational choice model. Several examples are given, such as the failure to ignore sunk costs, the fact that people often weigh losses more heavily than gains, or the fact that people behave differently when they lose tickets as opposed to losing the equivalent amount in cash.

The chapter begins with a discussion of bounded rationality, a concept familiar to most economists. From here the discussion moves into areas with which economists are less familiar.  The chapter discusses at some length the asymmetric value functions developed by  Kahneman and Tversky. In this model, modest losses hurt more than gains of equal size. This leads to predictions at variance with models using symmetric value functions. 

The psychology of dealing with sunk costs is explored as is the notion that money lost hurts more than the same amount of money foregone from a spurred opportunity. Later sections of the chapter deal with judgmental heuristics and biases ‑ that is, how people make decisions given limited time, limited information, and cognitive limitations. Finally, the problem of self control and commitment devices is explored. 
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