Lecture 1 : Consumer Theory 

In the consumer theory, we try to analyze consumer behavior. We suppose that each consumer is trying to maximize his satisfaction gained from consumption of goods and services subject to his income constraints. The first thing we need to consider when studying consumer theory is to find the budget constraint.

Budget Constraint and Budget line

1. Budget constraint

A budget constraint requires that the cost of a consumer’s consumption bundle be no more than the consumer’s total income. It is an area inside and on the budget line.


Suppose that there are two goods : Oranges and apples. Suppose further that price of oranges is denoted by Po and price of apples is denoted by Pa. Suppose that a consumer has an income of $I. Then the budget constraint requires that:

Expenditure on oranges + Expenditures on apples 
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Total income

Equivalently,


PoQo + PaQa 
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2. Budget line

A budget line shows the consumption bundles available to a consumer who spends all of his or her income.

From the last example, in case that we want to find the budget line, we can write down the budget equation as:

PoQo + PaQa = I

Suppose we draw a budget line such that an amount of oranges consumed is on the y-axis, then we can rewrite the budget equation as:

Qo = 
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The y-intercept of the budget line is 
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, the quantity of oranges a consumer can consume when he/she spends all income on oranges. The x-intercept of the budget line is 
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, the quantity of apples a consumer can consume when he/she spends all income on apples. Finally the slope of the budget line is 
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, the price ratio or the relative price.
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3. A change in a budget line


A budget line can shift from two factors: a change in price and a change in income.


3.1 A change in price

- If price of apples changes,  the x-intercept of the budget line will change. If the price of apples increases, the x-intercept decreases. If the price of apples decreases, the x-intercept increases. Suppose that P1 < P2 < P3.
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- If price of oranges changes, the y-intercept of the budget line will change. If the price of orange increases, the y-intercept decreases. If the price of oranges decreases, the y-intercept increases.


3.2 A change in income

A change in income causes a parallel shift of the budget line.  It brings about a leftward shift if an income decreases, and a rightward shift if an income increases. Suppose that I1<I2<I3,
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Example 1

Ning has income of $1000. She spends this money on food and sports. Suppose the price of food is $50 and the price of sports is $100. 

i)  Draw Ning’s budget line (BL1) placing sports on the vertical axis and food on the horizontal axis.  

ii) Then, suppose that Ning’s income increases to $1500 and the price of sports increases to $150. Draw Ning’s new budget line and label it BL2 in the diagram. 

Preference

1. Indifference curve


Indifference curve is a curve that shows consumption bundles that give the consumer the same level of satisfaction.
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What can we know from an indifference  curve (IC)?

1. A consumer has same preference on any consumption bundle on IC. Therefore, point A is indifferent to  point B. 

2. A consumer prefers consumption bundles on higher IC. Therefore, he prefers C than A, B or D. In the same way, he prefers A and B than D.

Marginal Rate of Substitution (MRS)


Marginal rate of substitution is the rate at which a consumer will give up good y to consumer more of good x in order to maintain the same level of preference.

1. MRS is the slope of IC

2. IC in the above picture indicates “The diminishing marginal rate of substitution”. The usual indifference curve has this property.

Special Cases

1. Perfect substitues

In case that two goods are perfectly substitute, the indifference curve is linear
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2.  Perfect complements

In case that two goods are perfectly substitute, the indifference curve is L-shaped.
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3. Bads

Indifference curves have a positive slope.
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Anchovies are a “bad”. Fewer anchovies ( higher utility.

Question 1 : Can both goods on indifference curve be bads?

4. Neutrals

The difference curves are vertical lines.
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Anchovies are neutral. More consumption on anchovies doesn’t improve consumer’s utility.

5. Satiation

The indifference curves surround the satiation point or bliss point.
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Well-behaved Preferences
1.Monotonicity

- the more, the better


- indifference curves have a negative slope.

2. Convexity


- averages are preferred to extremes.


- the set of bundles are convex
The optimal consumption bundle

1. Ordinary goods


Generally, An optimal consumption bundle has the following properties:


1) An optimal consumption bundle is “on” a budget line. Therefore, a consumer has to spend all of his income.


2) An optimal consumption bundle is “on” the highest attainable IC. Therefore, it is a consumption bundle that the indifference curve touches a budget line.


3) At an optimal consumption bundle, 
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we have the condition for the optimal consumption bundle is:
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According to the above graph, point A is an optimal consumption bundle.

2. Perfectly complement goods


In case that two goods are perfectly complement, an optimal consumption bundle has the following properties:


1) An optimal consumption bundle is “on” a budget line. Therefore, a consumer has to spend all of his income.


2) An optimal consumption bundle is “on” the highest attainable IC. Therefore, it is a consumption bundle that the indifference curve touches a budget line, and it has to be a kinked point on IC.


3) An optimal consumption bundle has the properties that an amount of good y consumed has to equal to an amount of good x consumed, i.e., Qy=Qx.
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According to the above graph, point A is an optimal consumption bundle.

Example 2 : A fork and a knife are two goods that are used together. Suppose that Ben has income of $40 per month and that the price of a fork is $2 per unit and the price of a knife is $3 per unit. .) Find the best affordable consumption bundle

3. Perfectly substitute goods

In case that two goods are perfectly substitute, an optimal consumption bundle has the following properties:


1) A consumer has to spend all of his income.


2) A consumer buys only a good with cheaper price. He buys none of the more expensive goods.

Example 3:  Suppose that ning has income of $40 per month. She considers to consume Pepsi and Coca-cola. These two goods are perfectly substitute. Suppose further that price of pepsi is $5 per unit and price of coca-cola is $4 per unit. Find the optimal consumption bundle.

2. Utility Function

- A utility function is a way of assigning a number to every possible consumption bundle.
- When preferences are complete, reflexive, transitive, monotonic, and convex, such preferences can be represented by a ‘utility function’.

Examples of Utility Functions

1. Perfect substitutes

The utility function is linear
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a and b are the measure of the value of goods 1 and 2 to the consumer.

2. Perfect complements


The utility function is Leontif
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a and b indicate the proportions in which the goods are consumed.

3. Quasilinear utility function

All of the indifference curves are just vertically shifted versions of one indifference curve.
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4. Cobb-Douglas Preferences



[image: image25.wmf]d

c

x

x

x

x

u

2

1

2

1

)

,

(

=


Marginal Utility
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Optimal Consumption Bundle

Consumer seeks to maximise his utility subjected to his limited budget.

Example 4 : Find the optimal consumption bundle of the Cobb-Douglas utility function 
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