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Intreduction

* Hew! are consuUmer preferences used to
determine demand?

® How do consumers allocate income: to
the purchase of different geods?

® How do consumers with limited income
decide what to buy?



heony ol Consumer Benaviour:

e explanation’ off NowW: CONSUMENRS
allocate Income to the purchase: of

different goods and' SELVICES SO as to
maximise Utility*

>|<Uti/ity Implies satisfaction derived from
consumption_



Steps: Study of Consumer Behaviour

7, Consumer Prelrerences

—  i0) describe newW: and WiV, PECPIE; PrETEr ONE
good teranether

2, Budget Constraints
—  People have limited Incemes

3. Given preferences and limited incomes,
what amount and type of goods will be
purchased?

—  What combination off goods willl consumers
buy to maximize their satisfaction?



Consumer Preferences

* How might ar consumer compare diffferent
groups’ of Items availaple oK purchase?

® A market basker is a collection off one: or
more commodities

® [ndividuals can choose between market
paskets containing different goods



Consumer Preferences — Basic Assumptions

i, Preferences are
= ConsSUMEers can rank market baskets

2. Preferences are

— [P they prefer A tor B, and B te C, they.
must prefer A to C

3. Consumers of
any good to less (non-satiety)

— More is better



Consumer Preferences

*® ConsUmer Preferences can' be
rEPrESENted graphically: tsing

® Indifference curves represent all
compbinations off market baskets that
the person is

— A person will'be equally: satisfied with
either choice
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Indifierence Cunves: ARl Example
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The consumer prefers
A to all combinations

in the yellow box, while
all those in the pink
box are preferred to A.

Food



Indifference Curves: An Example

* Glaph thE PEIRESIWIthN GRE CeEE ORI thE X-axisiand
ONE §OOE OGN CRE V-axis

* Pletting the peints, We can make seme immediate
ODSERVAtIONS abOUL PreEfErENCES

= More s better

*® Points suchi as B & [Drhave more off one good but
|ESS| off another compared to A

= Need more information about consumer
ranking

® Consumer may. decide they are indifferent
between B, A and D

— We can then connect thoese points with an
indifference curve



IRdiiference Curves: An Example
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Indiiference Curves

* ARy market basket [Ving nNoertheast of
an IndiffiErence cukrVve: IS prererred to
any: market basket that lies on the
Indifference curve

® Points on the curve are preferred to
points southwest of the curve



Indiiference Curves

* Indifference; clrVes sleope downwara
Lo the rgnt

= [ they: sloped upward, they would
violate the assumption that more; Is

preferred to) less (i.e., some points that had
more of both goods would be. indifferent to a
basket with /ess of both goods)



Indiiference Curves

* 10 dESChIE PreEErenEes or all
COMBPINAtIGNS: Off OBES/SERVICES, WE
Nave a set of IndiffErENCE CURVES) —
an

— Eachl indifference curve in the map
shows the market baskets among which
the person is indifferent



Clothing

Indiifierence Viap

Market basket A
is preferred to B.
Market basket B is
D preferred to D.
o B . A
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U,
U,

Food



IRdiiference Viaps

* [Rndiiference maps give more nfermation
aboUt Shapes! oif INdIffiEFENCE; CURVES

— [ndifiference curves cannot Cross

—Why? What iffwe assume they: can
Cross?

\/iolates assumptions:
1transitivity: 2) non-satiety.



Clothing

IRdiiference Viaps

U
U, ' *B is preferred to D
* A is indifferentto B & D
* B must be indifferent to D but

that can’t be if B is preferred to




Indiiference Curves
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Indifference CURes

* e shapes) o IndiffErence; CURVES GESECHIDE
REW! a constimer isswillingl tor stpstitute
ONE good for another

— A te B, give up 6 clothing to get 1 fiood
— D to E, give up 2 clothing to get 1 food

® [he more clothing and less food a person
has, the more clothing they willl give up to
get more food



Indiiference Curves

*\Wermeasure hew! a PERSON trades
ONE; gord er another using the

— [t quantifies the amount of one good a
consumer willfgive ups te ebtain more of
another good

— It is measured by the slope of the
indifference curve



Viargimalixate el Supstittition
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Viargimalixate el Supstittition

® [Rdifference: cUrRVes are Convex

— AS More Of One goeed s consumed, a
consumer would prefer tor give up: fewer
URItS of a second good te get additional
units of the first one

® Consumers generally prefer a
palanced market basket



Viargimalixate el Supstittition

¢ The MRS decreases as we move
down the indifference: curve

— Aleng an indifference curve there Is a

— The MRS decreased from 6 to 4 to 1



PropENties o Indiiference CuRves

* Indiffierence curVess are negatively
Sloped

® [ndifference curVves are convex to
origin
¢ Indifference curves never intersect

® Higher/upper indifference curve
represents higher utility



Viargimalixate el Supstittition

® [Indifferencer curVves wWith diffierent
shiapes Imply: a different wWillingness
to substitute

® WO polar cases are of interest
— Perfect substitutes
— Perfiect complements



Viargimalixate el Supstittition

® Perfiect Substitutes

— [We goods are periect supstitutes  when: the
marginal rate of substitution ofF one good
for the other is constant

— Example: a person might consider apple
juice andl erange juice perfect substitutes
(1.e., always 1 glass of OJ' s traded for 1
glass of Apple Juice)



Consumer Preferences

Apple 4
Juice
s Perfect
3 Substitutes
2

Orange Juice
0 1 2 3 4 (glasses)



Consumer Preferences

* Perfiect CompleEmeEnts

— We gooeds are perfect complements
when the IndiffErence CUrVes for the
goods are shaped as right angles

- Example: Iffyou have 1 left shoe and 1
right shoe, you are indifferent between
having more lefit shoes only.

(i.e., must have one right for one left)



Consumer Preferences

Left

Shoes Perfect
4 Complements

0) 1 2 3 4 Right Shoes



Consumer Preferences: AntApplication

* IR designing NEW! Cars, autemoenile
executivesi must determine new: much
time and money: ter InVest in restyling
VErsus InCreased performance

— Higher demand for car withr better
styling and performance

— Both cost more to improve



Consumer Preferences: AntApplication

* Al analysis’ 6if CONSUMENR PrelerenCeS
woeuld help: te determine Where, to
Spendl more on Change: PErormance
or styling

® Some consumers will prefer better
styling and some will prefer better
performance



Consumer Preferences: AntApplication

Styling
These consumers place a

greater value on
performance than styling

Performance



Consumer Preferences:
ARrApplication

Styling
These consumers place a

greater value on styling
than performance

Performance



Consumer Preferences:
ARrApplication

Knewing WhICh group deminates the
market willFhelprdecide where
redesigning expenditure should go



Consumer Preferences

* e theor) off CONSUIMEr DERaVION
does net requlired assigning a
AUmErical valte tor the' level of
Satistaction

*® Although ranking off market baskets
IS good, sometimes numerical value
is useful



Consumer Preferences

* UGGy,
= A nUMErcall SCore representing the

satisfiaction that ar consumer gets firom a
given market basket

— [fF buying 3 copies of Microeconomics
makes youl happier than buying one
shirt, then we say that the books give
you more utility than the shirt



Uity

*here are tWoe: tYPES of
fAanKINGS

—Ordinal ranking
—Cardinal ranking



Uity

< Orclirizf Utjlity Furictior

— Places) market baskets inl the order of
MoSst prefierred to least preferred, DUt
it dees notlindicate’ hew: mUchi ene
market basket (S preferred tor another

< Czipcliglz)f Licilies miigleion,

— Utility function; describing the extent to
which ene market basket is preferred
to another




Uity

— Fermula that assigns a level of utility te
Individual market baskets

— [ff the utility, function Is
U(F,C) = F + 2C

A market basket with 8 units of food and 3
units of clothing gives a utility of:

14 = 8 + 2(3)



Uty =" Example

Market Food Clothing Utility

Basket U(FGC) = F+2¢C
A 8 3 8+ 2(3) = 14
B 6 4 6+ 2(4) = 14
C 4 4 4 4 2(4) = 12

Consumer is indifferent between A & B and
prefers both to C



Uty ="Example

* Baskets) fior each levelroff Utility, can
e plotted torget an Indiffierence
curve

— o find the indifference curve fior a
utility: off 14, we can changde the
combinations of food and' clething that
give us a utility of 14



Clothing

1K)
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Uty ="Example

Basket U= FC
25 =2.5(10)

25 = 5(5)
25 = 10(2.5)

A U3=1OO
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Uity

¢ The actual unit of measurement for
WEItY, 1S net Important

* An ordinal ranking Is sufiicient te
explain how: most individual decisions
are made



BUdgetr Constrainis

® Preferenees do not explaimall or
CONsUMeEr PENaVIor:

® Budget constraints also limit an
Individual’s; ability: te: consume in
light of the prices they must pay: for
Various goods and SerVices



BUdgetr Constrainis

— [ndicates all'combinations of two
commodities; fior Whichr total money:
spent equals tetal Income

— We assume only: 2 goods are consumed,
SO We do not consider savings



e BudgetCine

*® et Fegual the amount off ieed
puUrchased, and € s the amount off
clothing

¢ Price of food = P: andl price: of
clethning = P;

¢ Then PF is the amount of money.
spent on food, and P.C is the amount
of money spent on clothing



e BudgetCine

* e budget line thenr can be WiEtten:

All income is allocated to food (F) and/or clothing (C)



e BudgetCine

* Dilfferent CAICES Off fived and clething
can e’ calcllated that use all' iIncome

— [[RESE| ChpICES canl be graphed! as the
pudget line

® Example:
Assume income off $80/week, P. = $1 and

P, = $2



BUdget Constirainis

Market Food Clothing Income
Basket P, = $1 P.=%$2 I=P.F+P.C
A 0 40 $80
B 20 30 $80
D 40 20 $80
= 10 10 $80

€ 30 0 $80



Food

80 = (I/P,)

60

40

20



e BudgetCine

* As consUmption moVves alengd ar bUuddet line
iFom the INtEFCEPLE, the CONSUMENR SPENES
IESS On ORE Item and more on the other

® [he slope of the line measures the relative
cost of food and clething

® [he slope Is the negative ofi the ratio of
the prices of the two goods



e BudgetCine

* e slope indicates the rate at WHRICH
Che twoer geeds) can' be; supstituted
witheut changing the amount of
MOREY, SPENL

* We can rearrange the budget line
equation to make this more clear



e Budger tine

[=P,X+PY
[-P,X=PY




BUdgetr Constrainis

*he Budget Line

—lhe vertical intercept, /P, llustrates

the maximum amoeunt off € that can be
purchased withrincome; 1

— TThe horizontal intercept, I/P:, illustrates

the maximum amount of E that can be
purchased with income, I



e BudgetCine

* As Werknew, INComeE and pPrCES) cal
Change

*® As [ncomes and: Prices change, there
are chamnges in budget lines

® /e can show the effects of these
chamnges on budget lines and
consumer choices



he Budget Eine= Changes

* Ihe Efffects off Changes in' Income

— AN INCrease N INCOME CaUSES) the
pudget line tor shifit outward, parallel to
the original line (helding prices
constant).

— Can buy more of both goods with more
Income




he Budget Eine= Changes

* Ihe Efffects off Changes in' Income

— A decrease in INCeme causes the budget
line to shifit iInward, parallel tor the
original line (holding prices constant)

— Can buy less of both goods with less
Income



he Budget Eine= Changes

Clothing
(units
per week)

80

60

40

20

0

| \540)

An increase in
income shifis

the budget line
outward

A decrease in
income shifts

the budget line
inward

1 L2
(1= $80) (1=$160) ¢ 4

40

80 120 160 (units per week)



he Budget Eine= Changes

* Ihe Effiects o Changesiin PriCes

= [iF the Price oiF one deed INCrEases, the
pPUdget line shifts iInward, pIvoeting firom
the other good's intercept.

— [ff the price; of iood InCreases and you
puy: enly: food (X-intercept), then you
can't buy as much fiood. The x-intercept
shifts in.

— Iff you buy only clothing (y-intercept),
you can buy the same amount. No
change in y-intercept.




he Budget Eine= Changes

* Ihe Effiects o Changesiin PriCes

= [iF the price oiFone deed deCreases, the
pPUdget line shifts eutwardl, piveting frem
the other good's intercept.

— [P the price of food decreases andl you
puy: enly: food (X-intercept), then you
can buy more food. The x-intercept
shifits out.

— Iff you buy only clothing (y-intercept),
you can buy the same amount. No
change in y-intercept.




he Budget Eine= Changes

Clothing
(units
per week)

A decrease in the
price of food to
$.50 changes
the slope of the
budget line and
rotates it outward.

An increase in the
40 price of food to
$2.00 changes
the slope of the
budget line and
rotates it inward.

Food
40 80 120 160  (units per week)

(PF= 2)/



he Budget Eine= Changes

* Ihe Efffects off Changesiin Prices

— [ff prices off bethrthe tWwo goodS! INCLEASE,
PUt the ratior off the two Prices IS
unchanged, the; slope will- not change

- However, the budget line will shift
Inward parallel to the original budget
line




he Budget Eine= Changes

* Ihe Efffects off Changesiin Prices

= [ff the' prices! ofi both the doeds dECrEase,
PUt the ratior off the two Prices IS
unchanged, the; slope will- not change

- However, the budget line will shift
outward parallel to the original budget
line




Constumer Cholice

*® GIVEn prerferences) and budget
constraints, new: de; CONSUIMERS CROOSE
What te buy?

® CoNnsSUmMErs choose a combination of
goods that willlmaximize their
satistaction, given the limited budget
available to them




Constmer Cholce

e maximizing market basket must
Satishy twer conditions:

i, It must be lecated on the budget line

— They spend all their iIncome — more is
petter

2. It must give the consumer the most

preferred combination of goods and
Services



Constumer Cholice

* Graphically;, Wercanl see! dliferent
INAIfErENCE CURVES Of a ConsUMmEr
Choosing between clething) and ood

¢® Remember that U, > U, > U, fior our
Indiffierence currves

® Consumer wants to choose highest
utility: within their budget



Clothing
(units per
week)

40

30

20

Constumer Cholice

*A, B, C on budget line

*D highest utility but not
affordable

*C highest affordable utility
eConsumer chooses C

20

40

80 Food (units per week)



Constumer Cholice

* Consumer will'eheese Mighest INdifErence
cUrVve on budget line

® N previeus graph, point € isiwhere the
Indiffierence; curve is just tangent te the
pbudget line

® Slope of the budget line equals the slope
of the indifference curve at this point



Further, the slope of the budget line:



ChOICE

NAERETOKE), Sai@arat
CONSUMERS € Porlsumption
POIRE,




Constumer Cholice

* |t canr be sald that satistiaction s
maximized WRER marginal rate o
supstitution (o Fand €) Is equal to
the ratio; or the prices (of £ and C)

*® Note this is ONLY true at the optimal
consumption point



Constumer Cholice

* Optimal consumption: pEINE IS WhERE
marginal benefitst eqguall marginall costs

* MB = MRS = benefit associated with
consumption off 1 moere unit off fiood

® MC = cost of additional unit of food
— 1 unit fieod = 2 unit clething
- P/P,



Constumer Cholice

* [FIMRS = By R thentndividualst carn
reallecate basket tor Inerease Uity

* If MRS| > P./P;

— Wil increase food and decrease clothing
until MRSH = P/P.

¢ If MRS < P./P.

— Will increase clothing and decrease food
until MRS = P./P.



Clothing
(units per
week)

40

30

-10C
20

Constumer Cholice

Point B does not
maximize satisfaction
because the

MRS = -10/10 =1
is greater than the
price ratio = 1/2

U,

80 Food (units per week)



Viargialr Ctlity andCensumer Choeice

¢ measures the
additional satisfaction’ ebtained from
consuming one: additional unit oF a
good

— How much; happier is the individual from
consuming one more unit of food?



Vianginalr Uiy = Example

ING: O URIES Hietal UGty MarginaiF iy,

(TU) (MU)
1 30 30
2 50 20)
3 60 10
4 65 5
5 60 -5
6 45 -15

Observation: Marginal utility is diminishing as consumption
increases



VianginaiFOuiity

* e prRCIPIE of
states that as mere o a good
S consumed, the additional Uity
the consumer gains will-be; smaller
and smaller

*® Note that total utility: will' continue to
INCrease since consumer makes
choices that make them happier



ViarginalrUulity anaflindiiierence Curves

* ASs consumption moves; aleng anm
Indifference curVve:

— Additienal utility’ derived frem: an
Increase in the consumption ene good,
food (F), must balance the loss of utility
from the decrease in the consumption in

the other good, clothing (C)



Viargialr Ctlity andCensumer Choeice

* Formaliyzs

No change in total utility along an indifference curve.
Trade off of one good to the other leaves the consumer
just as well off.



Viarginaifuuliyy andiConstumerChoice

REAITANEINGE:




Viargialr Ctlity andCensumer Choeice

® \When consumers maximize
satisfaction:

Since the MRS is also equal to the ratio of the
marginal utility of consuming F and C



Viarginaifuuliyy andiConstumerChoice

r{sdrrrmgmg, gl\ ES (e EqURALIONI oK




Consumer Choice: An Application IREVISIted

* Consider tWoer grotps Off CORNSUMENS, Each Wishing
to spend $110;, 000! on’ the, styling and PERGrRManCe
Off al cal:

* E3achi group’ has! diffierent preferences

* By finding the point off tangency: between a
grouprs indifference curve and the budget
constraint, aute companies can; see hoew much
consumers value each attribute



Consumer Cheice:
ARrApplication IKevisiied

Styling
$10,000 These consumers
want performance
worth $7000 and styling
worth $3000
$3,000

$7000 $10,000 Performance



ConsSUmER Cholce:
ARrApplIcatien Revisiied

Styling
These consumers want
$10,000 styling worth $7000 and
performance worth
$7.000 S$3000

$3,600 $10,000 Performance



Consumer Cholce:
AnRrApplication IKevisiied

* Once a company: KNOWS: PrEErENCES),
it canl design ar production; and
marketing plan

® Company: can then make a sensible
strategic business decision on how: to
allocate performance and styling on
NEW. Cars



Constumer Cholice

*A exists I a
CONSUMEr BUyS! IR extremes;, and
puys all o one; categery: off geed and
AeNe off anether

- MRS/ is not necessarily equal ter P,/P;



A Corner Solution

Frozen
Yogurt
(cups

monthly) |A A corner solution
u U, U, exists at point B.

®
B Ice Cream (cup/month)




A Corner Solution

* At peint B the MRS, off [ICel creamil e iFoZER
VOGUIFE IS greater than! the, siope: ot the
pUdget ling

® [iF the consumer could give up more frozen
VOguUrt for ice cream, e would do so

*® However, there Is ne more frozen yogurt
to give up

*® Opposite Is true i corner soelution was at
point A



A Corner Solution

*\\Vhen a Corner solltion' arises), the
consumer’s MRS doesi net necessarily.
equal the price ratio

¢ In this instance it can be said that:



Pricer Constmplicn Cunve (PeE)

Price —Consumption Curve

i Se—————— T
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of clothing fixed, causes
tommaeadaffermtmui-m-tbasket In‘(a},thebasketﬁ&mtmamze

of food (point A, $2; B, $1; D, $0.50) trace out the price-
curve. Part (b) gives the demand curve, which relates the price of

E. GnrhdHcor:mpondtnpaintsA,B and




PCC

PEC [s the locls off pelints: of
equilibritm onl ICs, resulting firem: the
chamnge in the price of a commodity,
INCOmMeE and price of the other
commodity remaining unchanged



Income Consumpuon Cunve (I1CC)
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\ % Chuarve

a
|
|
|
|
|
|

n
n
a3 i
[ ]
:A ] . .
i ] T, L
P g i 10 I 16 Food (units
]
: :I I[ (a) Pper tmonti)
N : ;
[ ]
oy = N
S1.00 \\a - L
] \ 1
B ] : 1
W
: : ) <
E i H D
i
i i H L2y
n i [}
- ] 1
: ] H
< 10 165 Food (units
(b) per month)
IRE 4.2 Effect of Imncome Changes

1 wmmwi&;&tepdcesofaﬂsmdsﬂmd.mmmmﬂmr
Mmﬂmﬂbuﬁhm(a},ﬂmm&atmmnh&
o for various incomes (point A, $10; B, $20; D, $30) trace out the income-
umption curve. The shift to the right of the demand curve in response to the
A mirmrnelsshmhipart(b}. (Fau-l.ts.E G, and H correspond to points A,

anr.i D, respectively.)




ICC

LOCUS Off points representing Various
equilibritm guantities of two
commodities; consumed at diffferent
levels of iIncome, prices remaining
constant






> Normal Good

X (Commodity)



PE = SE + IE




[RECAP

*® ConsUumer s preferencer - lndimerence: Curve
*® Bldget Constraint - BUdgert /ine

* Consumer equilibritim — MRS = prICe ratios
*® Corner Selution

*® PCC — derivation off demand curve

® [CC — normal & inferior goods

*® Engel curve

® Price effect — substitution and income, effects
¢ Giffen goods



