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Budget Constraint& Preferences-A Primer

In the demand analysis we saw subjective opinions of individual
consumers put in the language of prices.

How can we put our subjective choice in the language of price?

On the one hand we have budget constraint which has information
about prices, and real costs of consumption.

On the other hand we have indifference curves which have
information about subjective opinions.

Indifference curves represent no prices.

Budget constraint represents the limitations and opportunities of
market exchange in the presence of income constraints.

We bring them together under the guise of constrained optimization.

How?....We shall see...

Budget constraint is an example of seperating hyperplane which
separates the commodity universe.
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A Special Kind of Tax= The Gas Tax-2

How Does A Country Decide What To Tax? What is the function it
is maximizing?

When it taxes imports what happens?
If a country is an importer where does the domestic equilibrium
stand in comparison to international equilibrium?
What determines a country A‘s governments capability of changing
world‘s prices?

How can a state effect the p∗ if the price in question is determined
in international markets?
It is determined by how much of the demand side is domestic
demand?
If dd

di
is large enough:

Then the country can effect international demand curve.

In which case the country in question can effect p∗

It can then influence the world price, and effect the q∗ price that its
domestic consumers are seeing.
If it does not have a large enough market q∗ = p∗ × (1 + t)
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A Special Kind of Tax= The Gas Tax-2

What makes the gas tax an especially interesting tax in terms of
elasticity?

In the short run demand for gas is especially inelastic.

What makes it interesting in terms of the efficiency discussions we
had in the first class?

It is a form of tax that can increase the social welfare level(if not at
the level of the individual producer).

An excellent candidate for Pigouvian taxes! j

How can we keep the utility level of individual consumers constant?

Gas tax+ numeraire rebate?

How will we show that the individuals utility could have stayed
constant, or suffered less as a result of the rebate?
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General Form of the Budget Constraint

m = p1x1 + p2x2

∆x2

∆x1
= − p1

p2

Basically the slope of the budget constraint gives the opportunity
cost of consuming good 1.

One potential event is across-the-board price inflation.

In this case the budget constraint becomes m = tp1x1 + tp2x2

Which can be rewritten as m
t = p1x1 + p2x2

The way to generate numeraire good is to divide by p2(if good 2 is
the numeraire good.)

In this case we get: p1

m x1 + x2 = m
p2

The general form represents the upper boundary of the feasible
consumption bundle set.

Feasible consumption bundle set ⇒ Opportunity Set or Budget Set.
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Tax Inefficiency
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Tax Inefficiency with Supply and Demand
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Tax Incidence with Supply Shifts
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Tax Incidence with Demand Shifts
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Tax Incidence in the Extremes of Distribution
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Tax Incidence in the Extremes of Distribution-2
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Tax and Rebates and the Resulting Budget Constraint
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Shifts to the Budget Constraint

Income increases by 2.

All prices decrease by a ratio of 1/2.

Price increase in one dimension px ⇑.

Price decrease in another dimension. py ⇓

The case of volume discounts.

The case of food stamps.

The case of maximum consumption bundles.

How do we represent the case of a gas-tax rebate. What does this
government policy plan to achieve?
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Budget Constraint& Budget Set
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Budget Constraint& Price Changes
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Budget Constraint& Income Changes
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Budget Constraint& Non-Continuities
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Budget Constraint& Non-Continuities with Food Stamps
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Budget Constraint& Non-Continuities with Preferences
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Budget Constraint Non-Continuities with Leisure and
Labor
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Budget Curve With Rationing
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Budget Curve With Taxes
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Preference Relationship

We want to map to the same axis as we represented the budget
constraint, and the budget set.

Two basket of goods ⇒ (x1, x2) and (y1, y2) ⇒ Which one of these
distributions is preferred?

Put them in a preference relation? What characteristics must this
preference relation have?

(x1, x2) < (y1, y2)

(x1, x2) is subjectively valued as high as (y1, y2)

(x1, x2) < (y1, y2)

(x1, x2) is subjectively valued as high as (y1, y2)

In the (x1, x2) ∼ (y1, y2) is the main preference relation.
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Preference Relationship-Main Characteristics

Completeness is the main characteristic we have discussed.

Reflexivity is the second important characteristic.

The general form of this equation is (x1, x2) < (x1, x2)

Transivity is the the third important characteristic.

Which is associated with: (x1, x2) < (y1, y2)

(y1, y2) < (z1, z2)

In this case (x1, x2) < (z1, z2)

What does this relationship ensure?
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Indifference Curves-Exceptional Cases

Perfect Substitutes

Perfect Complements

Bads

Neutrals

Satiated Preferences.

Discrete Goods.
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Transivity Violations
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Monotononicity Assumption
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Non-Satiation Violations
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Discrete Good Argument
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Ranking Bundles

Ilhan Can Ozen The Tax Incidence and Budget Constraint



Convex and Concavity Relationship

Ilhan Can Ozen The Tax Incidence and Budget Constraint



Budget Set and Preferred Set Distinguished
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Convex and Concavity Relationship
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MRS Formula and Graphic Representation
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The Visual Example of Local-Satiation
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Characteristics of Indifference Curve
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Indifference Curve for Perfect Substitutes
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Indifference Curve for Perfect Complements
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Indifference Curve/General Cobb Douglas
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Indifference Curve with Bads
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