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Intermediate Microeconomics – Lecture 2 (Consumer Behaviour)  

Readings: Chapter 3: 3.1-3 

Outline of today  

Where do demand curves come from? 

- Consumer Preferences  

- Budget Constraints  

- Consumer Choice: constrained utility maximization 

 

Preference Relations  

- Comparing two different consumption bundles, x and y (assumption that there are only 2 

choices):   

o strict preference: x > y  

o weak preference: x ≥ y 

o indifference: x ~ y 

- All are ordinal relations;  

o i.e. they state only the order in which bundles are preferred. 

 

Assumptions (axioms) of preferences  

- Completeness  

o A > B, B > A, A ~ B for all bundles A, B  

- Transitivity  

o A > B and B > C => A > C  

▪ Compares and ranks to help understand what I value the most 

o Otherwise we won’t be able to tell which bundle is the best  

▪ Example of not satisfying transitivity and losing 3c by continuously trading 

through the same 3 goods + 1c due to estranged preferences  money 

bump 

▪ Consistency in preferences 

- Non-satiation:   

o More is preferred to less. Goods are always “good”  

▪ Example of being too full from eating too much food and not wanting more 

food 

o Counter examples: bad (dislike)  

▪ Preference for air pollution à preference for clean air 
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Indifference curves  

- Definition of Indifference Curve:   

o the set of consumption bundles among which the individual is indifferent. That is, 

the bundles all provide the same level of utility. 

o “an indifference curve represents all combinations of market baskets that provide 

the same level of satisfaction to a person (textbook p59)” i.e. indifferent on which 

market baskets represented by the points on the curve. 

▪ A is equally preferred to both B and D. E must be better though than all of 

them as ‘more is better’ assumption (non-satiation) (from example below) 

- Negative slope because more is preferred to less (Non-satiation) 

o i.e. if sloped upwards, a higher point e.g. (4,2) could be equivalent to a lower point 

(1,2), which would mean the preferences violate non-satiation. 

 

A person‘s preferences is represented in an indifference map 

- Each indifference curve corresponds to a specific utility 

level (same level of satisfaction) U3 >U2 >U1 A>B>C (Non-

satiation) 

o Same level of satisfaction refers to the fact the 

person is indifferent to all the points (baskets) on 

the same curve (all provide the same benefit) 

Indifference curves cannot intersect 

- A and B are both on U1 indicating indifference 

- A and D are both on U2 indicating indifference  

- Therefore, transitivity says that B and D are indifferent 

choices 

- However, through non-satiation, B should always be 

preferred over D 

- Therefore, you cannot have a bundle located on more than 1 

curve and cannot have indifference curves intersecting 
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Slopes of indifference curves 

- measure marginal rate of substitution (MRS) 

- Marginal Rate of Substitution between Y and X  

o = –dY/dX | same satisfaction  

o =-slope of indifference curve  

- MRS is the rate at which the consumer is only just 

willing to give up Y for a small amount of commodity 

X. 

o Always talking about how much you are 

willing to give up on the y-axis, to get one 

more unit of the x-axis 

 

Special Cases of Indifference Curves:  

Perfect Substitutes (MRS = Constant)    Perfect Complements 

Optimal Bundle occurs at  

- Either corner points or 

- All solutions (depends on budget slope) 

 

 

 

Indifferent to one of the goods 
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Utility Functions  

- A preference relation can be represented by a utility function.  

- A utility function U(x) represents a preference relation if and only if:   

o x1 > x2 -- U(x1)>U(x2)   

o x1 < x2 -- U(x1)<U(x2)       

o x1 ∼ x2 -- U(x1)=U(x2) 

- Utility is an ordinal (i.e. ordering) concept. E.g. if U(x1) = 6 and U(x2) = 2 then bundle x1 is 

strictly preferred to bundle x2.  But x1 is not preferred three times as much as is x2.  

Ordinal utility function     

- Utility function that generates a ranking of market baskets in order of most to least 

preferred.  

Cardinal utility function     

- Utility function describing by how much one market basket is preferred to another. 

 

Utility Functions & Indiff. Curves  

- Consider the bundles (4,1), (3,3) and (2,2).  

o Suppose (3,3)     >    (4,1) ∼ (2,2).  

o Assign to these bundles any numbers that preserve the preference ordering;  

▪ e.g. U(3,3)=3       >    U(4,1) =U(2,2) =2.  

o Call these numbers utility levels.  

o On an indifference curve diagram, this preference information looks as follows:  

 

(Utility function: Formula that assigns a level of utility to individual market baskets). 

 

 


