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Consumer Choice Theory

Individual behavior is the foundation of the market demand curve

Formal theory - tastes (preferences) interact with income and prices to yield optimal consumer choice

A.  Modeling tastes 

Based on assumptions of:

  1.  well-ordered preferences

  2.  transitivity

  3.  greed – more is better

Tastes represented by “indifference curves.” Each curve shows all combination of goods that produce the same level of utility

Properties of indifference curves:

  1.  negative slope, slope = marginal rate of substitution (MRS)

  2.  do not cross

  3.  many curves exist for each consumer, each curve represents a different level of utility

  4.  convex from below - diminishing MRS and the nature of tastes

B.  Modeling constraints of income and price
Construct “budget line” (or budget constraint)

Slope of constraint = ratio of prices

C.  Putting the 2 pieces together

maximize utility at tangency of an indifference curve and budget line

at that point, MRS = price ratio in equilibrium

economic/common sense interpretation of the tangency

