Topic I: Budget Constraint and Consumer Preference
Jan 19, 2006

Chapter Summary (Chapter 3)
This chapter presents the basic model of rational consumer choice using indifference curves and budget lines. The text explains briefly that rational consumer choice theory assumes that consumers already have well-defined preferences. From here, the chapter proceeds with an explanation of budget constraints (also referred to as opportunity sets) using food and shelter as the two goods (no X's and Y's). The section on budget constraints continues with an explanation of shifts in the budget line due to income and price changes; it concludes with a section on Marshallian money.

The section on consumer preferences begins with an explanation of preference orderings and a presentation of the four assumptions necessary for indifference curves: completeness, transitivity, more is better, and diminishing marginal rate of substitution (an explanation of MRS is provided). These assumptions lead to indifference curves that are negatively sloped and convex. The text continues by linking budget line and indifference analysis to find the best feasible bundle of goods. This will occur where the MRS = the price ratio of the goods in question. The composite good concept for the Y axis is also explained. Next, applications using food stamp policy and gift giving behavior are considered. In the appendix the utility function approach to utility maximization is explained and illustrated. Calculus is used to solve the utility maximization process. 

1. Budget Line 

The budget line is a line that describes the limits to consumption choices and that depends on a consumer’s budget and the prices of goods and services. Recall what we reviewed on Tuesday: 
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                                     (1)

is the budget line. 

Example 1 (Pg63-67): Suppose the consumer has a budget of m=$100/ wk. She needs both shelter and food to survive. Ps= $5 /sq yd, and Pf = $10/ lb. 
From (1), we can calculate the slope, y-intercept, and x-intercept. 
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The absolute value of the slope of a budget line is:

· the price ratio of two goods;

· the opportunity cost of one unit of good x in terms of good y.
2. Budget Shifts 

2.1 Shifts due to price changes
Example 2: Ps is increased from $5 /sq yd to $10 /sq yd.(m=$100/wk,Pf = $10/ lb)
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What if Pf is decreased from $10 /lb to $5 /lb? (m=$100/wk, Ps=$5/sq yd) 

2.1 Shifts due to income changes
Example 2: m is decreased from $100/wk to $50/wk. (Ps= $5/sq yd, Pf = $10/ lb.)
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What is m is increased from $100/wk to $200/wk. (Ps= $5/sq yd, Pf = $10/ lb.)
3. Composite Good and Kinked Budget Constraint
In real life, our choices include more than two goods. Usually economists view the choice as being one between a particular good (X) and a composite good (Y). 
Composite good (Y) stands for everything else that the consumer might want to consume other than the particular good (X). By convention, the units of the composite good are defined so that its price is $1 per unit.

Example 3: A seed company charges $2/lb for the first 10 lb you buy of seeds each week and $1 for every pound you buy thereafter. If your income is $100/wk, draw your budget constraint for the composite good and seeds.

What if the price of every pound after 10 lb/wk is $4 /lb?
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4. Consumer Preference

4.1 Preference ordering

A Preference ordering is a scheme that enables the consumer to rank different bundles of goods in terms of their desirability, or order of preference. 

For any two bundles, A and B, the consumer is able to make one of three possible statements: 

1) A is preferred to B (A
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B);

2) B is preferred to A (B
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A);

3) A and B are equally attractive (A~B).
Note: A and B are bundles. For example, A can be (Xa, Ya) and B can be (Xb, Yb).
4.2 Properties of preference ordering

1) Completeness: We assume that any two bundles can be compared.
2) More-Is-Better: Other things equal, more of a good is preferred to less.

3) Transitivity: If A
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B, B
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C, then A
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C.

4) Convexity: Mixtures of goods are preferable to extremes.
5. Marginal Utility Theory 

5.1 Utility Function

Utility is the benefit or satisfaction that a person gets from the consumption of a good or service.

A utility function is a rule of assigning a number to every possible consumption bundle such that more-preferred bundles get assigned larger numbers than less-preferred bundles. In other words, A is preferred to be if and only if the utility of A is greater than that of B. In symbols, A
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B iff U(A) > U(B). 

For now, suppose the consumer consumes only one good, x. The utility function is U(x). Is U(x) increasing or decreasing? Why?

5.2 Principle of diminishing marginal utility
Marginal utility is the change in total utility that results from a one-unit increase in the quantity of a good consumed.

MU=

What is the slope of the utility function?

Is the utility function concave or convex? Why? 

Principle of diminishing marginal utility: We call the decrease in marginal utility as the quantity of a good consumed increases the principle of diminishing marginal utility.
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