ECN 104
Chapter 10 Notes

Key Terms

Utility: Measure of satisfaction from consumption

Consumption Bundle: Collection of all goods and services consumed by individual

Utility Function: Total utility generated by their consumption bundle

Marginal Utility: Change in total utility generated by consuming one additional unit of that good or service

Marginal Utility Curve: Shows how marginal utility depends on the quantity of a good or service consumed

Principle of Diminishing Marginal Utility: Each successive unit of good or service consumed adds less to total utility than previous unit

Budget Constraint: Cost of a consumer’s consumption bundle be no more than the consumer’s total income

Consumption Possibilities: Set of all consumption bundles that can be consumed given the consumer’s income and prevailing prices

Budget Line: Shows the consumption bundles available to consumer who spends all of their income

Optimal Consumption Bundle: Consumption bundle that maximizes a consumer’s total utility given their budget constraint

Marginal Utility Per Dollar: Additional utility from spending one more dollar on that good or service

Optimal Consumption Rule: When a consumer maximizes utility, the marginal utility per dollar spent must be the same for all goods and services in the consumption bundle

Substitution Effect: Change in the price of a good is the change in the quantity consumed of that good as the consumer substitutes the good that has become relatively cheaper for the good that has become relatively more expensive

Income Effect: Change in the price of a good is the change in the quantity consumed of that good that results from a change in the consumer’s purchasing power due to the change in the price of the good

Giffen Good: Inferior goods where the income effect outweighs substitution effect.

Chapter 10 Notes

Utilitarianism
· Positive (How people actually behave)
· People maximize their utility
· Normative (Theory of ethics)
· Best situation is that which creates “the greatest happiness for the greatest number”

The unit of utility is “util”
· Abstract unti of satisfaction
· Value of dollar changes too much, thus we use utility to measure satisfactions 

Not all goods subject to diminishing marginal utility
· People who are not accustomed to drinking coffee find it bitter
· Rock climbing, which involves more fear than enjoyment at the start, but then becomes pleasurable after it’s mastered.
· If you need two rolls of wallpaper to finish a room, the marginal utility of the second roll is larger than that of the first roll





Optimal Consumption Rule
· 

Substitution Effect
· When P(wings) rises, MU/P falls. So the rational consumer switches away from buying wings, and buys more potatoes, until MU/P is the same in both goods. This is the substitution effect





[bookmark: _GoBack]Income Effect
· Normal goods.
·  Substitution effect and income effect are in the same direction. When price falls, quantity increases
· Inferior goods. 
· Substitution effect and income effect go in opposite directions. When price falls, substitution effect is positive, income effect negative. Substitution effect is usually much stronger.
· Giffen goods
· These are (rare) inferior goods where the income effect outweighs substitution effect. The “law of demand” fails.
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