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· Consider the problem of the buyer when there are many goods
· For simplicity take two goods
· Prices for both goods are given
· Specific amount of money available (income)
· Problem: how many goods to buy
· Utility: Benefit or satisfaction derived from the consumption of the good
· Expressed in numbers
· Can be viewed as units of happiness
1. Total utility: utility from consumption of a specific number of units
1. Marginal Utility: Utility from consumption of the last unit
Principle of diminishing marginal returns
· As we buy more of a good the incremental happiness derived from additional units fall
· As we buy more units of a good the marginal utility falls
	Units
	Total Utility (TU)
	Marginal Utility (MU)

	0
	0
	 

	1
	10
	10-0 = 10 

	2
	18
	18-10 = 8 

	3
	24
	24-18 = 6 

	4
	28
	28-24 = 4 

	5
	30
	30-28 = 2 

	6
	30
	30-30 = 0 

	7
	28
	28-30 = -2 

	8
	25
	25-28 = -3 


 
Ex.
	Units
	Total Utility (TU)
	Marginal Utility (MU)
	Units
	Total Utility (TU)
	Marginal Utility (MU)

	0
	0
	 
	0
	0
	 

	1
	10
	10
	1
	6
	6

	2
	18
	8
	2
	30
	24

	3
	25
	7
	3
	50
	20

	4
	31
	6
	4
	68
	18

	5
	36
	5
	5
	84
	16

	6
	40
	4
	6
	96
	12

	7
	43
	3
	7
	102
	6


 
Ex2- Price of good 1=$8
	Units
	Total Utility (TU)
	Marginal Utility (MU)
	 

	0
	0
	 
	 

	1
	56
	56
	56/8 = 7 

	2
	88
	32
	32/8 = 4 

	3
	112
	24
	24/8 = 3 

	4
	130
	18
	18/8 = 2.25 

	5
	142
	12
	 

	6
	150
	8
	 

	7
	147
	-3
	 


$8
	Units
	Total Utility (TU)
	Marginal Utility (MU)
	$ value
	Units
	Total Utility (TU)
	Marginal Utility (MU)
	$ value

	0
	0
	 
	 
	0
	0
	 
	 

	1
	56
	56
	7
	1
	40
	40
	10

	2
	88
	32
	4
	2
	68
	28
	7

	3
	112
	24
	3
	3
	88
	20
	5

	4
	130
	18
	2.25
	4
	100
	12
	3

	5
	142
	12
	1.5
	5
	108
	8
	2

	6
	150
	8
	1
	6
	114
	6
	1.5

	7
	147
	-3
	 
	7
	110
	-4
	 


Income = $40
Objective: Maximize aggregate TU
               Over two Goods (units of happiness)
Total Utility 
5 apples : 142
0 oranges : 0
142
 
4 apples : 130
2 oranges : 68
198
 
 
Candidate optimal points
 
Points where dollar values of last unit of each good is equal
Out of the candidate optimal points
· See which ones are affordable
· Out of affordable points see which one gives maximum TU
 
 
 
Dollar value of a unit
 
=MU/Price
 
4th unit
18/8
= 2.25
 
$4
 
Reallocation is better
Is there a better reallocation??
3 apples : 112
4 oranges : 100
212 *optimal
