Exercise walk-through

7.1

Utility

A-Level Economics



The Microeconomy

What we will cover

1 = Utility & consumer choice

2 | Efficiency & market failure

3 Costs & economies of scale

4  Revenue & profit

5 Market structures

consumers maximise utility

6 | Growth & objectives of firms



The Microeconomy

L Consumer choice

Read total and marginal utility together
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These discrete data show total utility reaching 40 at 5 and 6 units, then falling. The
seventh unit’'s marginal utility is negative; diminishing MU alone does not imply rising TU.




The Microeconomy

L Consumer choice

A corner choice need not have tangency

A different preference pattern; unchanged prices and income

Suppose satisfaction is represented by U = 3Qx + Qy. Each X adds 3 illustrative
utility units and each Y adds 1. Income is £24, X costs £4/unit and Y costs
£1/unit. Where does the consumer spend the budget?

MUx 3 utility units/unit

MUy 1 utility unit/unit
Px £4 /unit B

Py £1/unit

= 0.75 utility units/£;

= 1 utility unit/£.
Y gives more satisfaction per pound at every bundle. The best choice is 0X and 24Y, a corner
on the budget line. The straight indifference curve through it is not tangent to that line.

Highest reachable satisfaction remains the rule. Smooth convex curves, divisible goods and an
interior choice are extra conditions behind the familiar tangent diagram.



A-Level Economics

Exercises 2.1:2.3

2.1 Define the term marginal utility.

2.2 State the law of diminishing marginal utility.

2.3 State the equi-marginal condition for two goods A and B.



A-Level Economics

Exercises 2.1:2.3

2.1 Define the term marginal utility. 2]

2.1

« the extra satisfaction (utility) gained from consuming one more unit of a good (2 for
a clear definition; 1 for a partial idea)

2.2 State the law of diminishing marginal utility. 2]

2.2

« as more of a good is consumed, each extra unit gives less extra satisfaction than the
one before (2 for a clear statement; 1 for a partial idea)

2.3 State the equi-marginal condition for two goods A and B. 1]

2.3

MU MU
PAA = PBB (1)



A-Level Economics

Exercises 3.1-3.2

3.1 A consumer maximises total utility from two goods when:

D A the price of each good is equal
B the marginal utility of each good is equal
C the marginal utility per dollar spent on each good is equal
D total utility from each good is equal

3.2 Explain how diminishing marginal utility helps explain the downward-sloping demand

curve.

(6]



A-Level Economics

Exercises 3.1-3.2

3.1 A consumer maximises total utility from two goods when: 1]

D A the price of each good is equal
B the marginal utility of each good is equal
C the marginal utility per dollar spent on each good is equal
D total utility from each good is equal

31C

« Utility is maximised when the marginal utility per dollar is equal across goods

3.2 Explain how diminishing marginal utility helps explain the downward-sloping demand
curve. [6]

3.2

o [6] AO1 1+ AO3 up to 5 — each extra unit gives less marginal utility, so it is worth
less to the consumer

o they will only buy more units if the price is lower

¢ quantity demanded rises as price falls

e the demand curve slopes downward



A-Level Economics

Exercise 3.3

3.3 Discuss the usefulness of marginal utility theory in explaining consumer behaviour.[12]



A-Level Economics

Exercise 3.3

3.3 Discuss the usefulness of marginal utility theory in explaining consumer behaviour.[12]

3.3
o [12] AO1/AO2/AO3 up to 8 + AO4 up to 4. Useful: it explains the downward

demand curve and consumer equilibrium, and underpins the idea of consumer surplus.
Limits: utility cannot be measured in numbers, consumers do not calculate like this,
and it ignores habit, advertising and bounded rationality. Judgement: the theory
gives useful insight into choice, but behavioural factors mean it is a simplification —
its value depends on the decision being modelled



