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Plan of Today’s Lecture

« Consumer preferences: an application
e Consumer utility
o Utility function
— Cardinal and Ordinal utility
e Budget:
— Budget line
— Budget constraint

 Budget line changes:
— If income changes
— If prices change

 Consumer choices:
— Consumer optimal point (utility maximization)
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Consuimner Freiererices.
yerformance more valued than styling

Styling

Fig. 3.7 (@), p. 75

Performance
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styling more valued than performanc

Styling Fig. 3.7 (b), p. 75

Performance
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Utility & Utility Function, M., p. 76

e Utility I1Is a number representing consumer
satisfaction from a given market basket
e Utility function

— Formula that assigns a level of utility to market
baskets

— If the utility function is
U(F,C) = F + 2C
8 units of food and
3 units of clothing = utility of 14:
A: 14 =8 + 2(3)
—lLetB: 6 +2(4)=14&C: 4+ 2(4) =12

— Then: Consumer Is Iindifferent between A & B
and prefers both to C
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Utility Function — Example, M. p. 76

Clothing Basket U = FC
C 25 = 2.5(10)

5 A 25 = 5(5)
B 25 = 10(2.5)

U, = 100

U, = 50

U, =25
Food
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Utility: Ordinal and Cardinal

e Ordinal Utility Function

— Orders market baskets from most
preferred to least preferred; does not
Indicate by how much one market basket
IS preferred to another

e Cardinal Utility Function

— Utility function describing the extent to
which one market basket Is preferred to
another
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The Budget Line: two Goods

e \We assume that only 2 goods are
consumed (and we do not consider
savings)

e The Budget Line

—Includes all combinations of goods for
which total money spent equals total
Income
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The Budget Line: the Notation

e Let
— F be the amount of food purchased
— C be the amount of clothing purchased

* Prices:
— Pg = price of of food
— P = price of clothing

e Then

— PcF is the amount of money spent on food
— P-C Is the amount of money spent on clothing
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Equation of the Budget Line

When all income is allocated to food (F) and/or clothing (C)
 The budget line then can be written:

P.F +P.C = 1|

 The budget line then can be written:
When all income is allocated to good (X) and/or good (Y)

|=P,X+PY — I-P,X=RY

| P, Y —y
R R
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The Graph of Budget Line

Clothing - -
A Slope = ratio of prices

(I/P.) = 40

AC 1 Pr

Slope = —=-— =-—

30 AF 2 P
20
10

G
Food
0 20 40 60 80 = (I/P,)
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How It Changes with Income

Clothing
(units : :
per week) If iIncome Iincreases
->
80 the budget line
shifts outward
60

If iIncome decreases
> 4
the budget line
shifts inward

I'2
(I = $80) (I = $160)

Food
006.09.07 80 120 160 (units per week)



| Ne budgel Lire

When One of the Prices Changes

Clothing

or V&gg's If price of food decreases
P >

budget line rotates outward

40 If price of food increase
>
budget line rotates inwal

L, \ Ly L,
(P:=1) (P =1/2)
(P.=2) —— — Food
20 30 120 160  (units per week) 13
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the Changes of Prices

e |f Prices Increase

— If both goods prices increase, but the price
ratio unchanged, the budget line:
 slope does not change
e The line shifts inward (parallel to original line)

e |f Prices Decrease

— If both goods prices decrease, but the price
ratio unchanged, the budget line:

 slope does not change
* The line shifts outward (parallel to original line)
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Consumer Choice

e Question: Given
— preferences and
— budget constraints

How do consumers choose what to buy?

Answer: Consumers choose a market
basket to maximize their satisfaction
(given the limited budget available)
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vpuirial Irarket Daskel.
the conditions

 The maximizing market basket
satisfies two conditions:

1. It must be located on the budget line

— entire income Is spend (the more the
better)

2. It must give the consumer his most
preferred combination of goods
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Corsurrier Crolce.
Graphical Approach

e \We draw consumer’s indifference
map (his choice of clothing versus

food)
e For these Indifference curves:
U; = U, =U;
e The consumer’s goal: To reach

the highest utility (within his
budget)
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Maximizing Consumer Satisfaction

Clothing
(units per
week) Fig. 3.13, M., p. 84
40 C is an optimal choice (for
the shown budget line)

30

20
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Algebraic Approach

e Recall, the slope of an indifference curve Is:

AC
AF

MRS =

The slope of the budget line is:

=

Slope = — —

P ¢
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At Optimal Consumption Point

e We infer that at consumer’s optimal
consumption point:

Pr
Pc

Satisfaction is maximized when:

marginal rate of substitution (of F and C) iIs
equal to the ratio of the prices (of F and C)
Note: this is ONLY true at the optimal
consumption point
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SulTimary Or 100ay &«
plan for the next lecture

« Ch. 3 (continued)
 Consumer preferences: an application
o Consumer utility
«  Utility function
— Cardinal utility
— Ordinal utility
 Budget:
— Budget line
— Budget constraint
 Budget line changes with
— Income
— Prices
 Consumer choices (for the given preferences and income)
— Optimal Point of the Consumer
* Your preparation: read Ch. 3 and 4
 Next lecture
 The Determination of Optimal Consumer Point
— MC = MB (Marginal cost equals Marginal benefit)
« Marginal Utility and Maximal Consumer Satisfaction
« Have a Nice Day

2006.09.07 21



