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THE LINK BETWEEN BEHAVIOR AND VALUE (PREFERENCE)

Based on the principle of “revealed preference”

This is the notion that one’s behavior reveals ones values and preferences




The Economic Concept of Value

In principle, the economic value of an item is not the same as its price or cost.

Adam Smith, in explaining what was known as the “paradox of diamonds and water”,
emphasized the fundamental distinction between:

what something costs
what it is worth.

The paradox is that water is cheap, but it is surely worth more to society than are diamonds —
how can this be? Smith’s explanation had two parts.

1) Price is determined by the interplay of demand and supply as two separate considerations, not
just by demand alone. A low price can signify abundant supply, not necessarily low demand. An
implication is the need to make the conceptual distinction between supply (cost) and demand
(value).

2) One must distinguish marginal value from total (or average) value. A low marginal value does
not necessarily signify a low total value At the margin, an additional increment of water may
have a lower price than an addltlonal increment of dlamonds but this does not mean that the total
lost value of eliminating all the world’s water would be smaller than the total lost valué of
eliminating all the world’s dxamonds




Smith also promoted the notion of “value in exchange”.
When we say this item is worth X to me, we mean “I would exchange X for this item.”.
Generically, there are two possible ways to frame this exchange:

(A) X is the most I would be willing to give up (pay) to get this item

(B) If I gave up the iter, you would have to me at least X to compensate me (X is the

minimum I would be willing to accept to give up the item).

(A) is known as the Willingness to Pay ( WT P) measure of value.
(B) is the Willingness to Accept measure of value.

In general, the two measures are different, though they are related to one another and can
sometimes be close or even the same in magnitude.
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One has to distinguish GROSS value from NET value. -

For a person, the gross monetary value of some item is either the most he would be willing to pay
for it (WTP) or the minimum he would accept to be without it (WTA).

The net monetary value of the item is the excess what it is worth to him (measured in terms of
WTP or WTA) over what it actually costs him.

For firms, this is known as producer’s surplus (profit)
For consumer’s, this is known as consumer’s surplus.

Consumer’s surplus = the excess of WTP or WTA over cost (actual expenditure).




How to measure gross value and consumer’s surplus from a demand function.

The total value of an item to a consumer (WTP or WTA) is approximately equal to the area
under the demand curve, up to the quantity of the item being consumed.

~ =




The net value (consumer’s surplus) is the triangular area under the demand curve above the price




The gross value of a change in quantity is approximately measured by the change in the area
under the demand curve between the old and new quantity of the item.




The net value of a change in price is the change in consumer’s surplus.
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How to measure profit from a supply function (marginal cost function)
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