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Willingness to Overpay for Insurance and for Consuf@redit:
Search and Risk Behavior Under Price Dispersion

Sergey MALAKHOV

Pierre-Mendés-France University, Grenoble, France

When income growth under price dispersion redubestime of search and raises
prices of purchases, the increase in purchase prigebe presented as the increase
in the willingness to pay for insurance or the imijness to pay for consumer
credit. The optimal consumer decision represents ttade-off between the
propensity to search for beneficial insurance onsemer credit, and marginal
savings on insurance policy or consumer credit. &iratice dispersion the indirect
utility function takes the form of cubic parabolahere the risk aversion behavior
ends at the saddle point of the comprehensive amsar or the complete consumer
credit. The comparative static analysis of the $adubint of the utility function
discovers the ambiguity of the departure from nskurality. This ambiguity can
produce the ordinary risk seeking behavior as welmathematical catastrophes of
Veblen-effect’'s imprudence and over prudence ofijaaitruism. The comeback to
risk aversion is also ambiguous and it results agitim increasing or in decreasing
relative risk aversion. The paper argues that tleerdasing relative risk aversion
comes to the optimum quantity of money.

Keywords: consumer search, risk, insurance, credit, optimgunantity of money,
Veblen effect, family altruism, mathematical catzste.
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1. Introduction to Indirect Utility Function of Satisficing Optimal Decision

The analysis of the consumption-leisure chdicdJ(Q,H) with respect to the wage rate
and to the purchase price reduction and marginéhgs got from the search, or to the vafilRicS,
can be presented as the static photograph of arstitie dynamic satisficing decision procedure.
The satisficing consumer decision procedure ignores unacceptagle gricesPs; it starts at the
reservation level of labor inconvelo and finishes at the purchase price leRetwlL< wlLo, where
the satisficing procedure resultsaptimal decision because it equalizes marginal costs of search
with its marginal benefit and that equality prosdéhe maximization of the utility function
(Malakhov 2014). The use of the trulglative price, i.e., purchase prider with regard to the time
of searchS or tothe given place of purchase, gives new economic explanations for some anomalies
of behavior like endowment effect, sunk costs gy, little pre-purchase search of big ticket
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items, and, finally, Veblen effect and money iltusi From the point of view of the problem
maxU(Q,H)subject tow/oP/0Skons=Q/0L/OS, where the valuéP/oS.onst represents the given place
of purchase and the vald&/oS represents thpropensity to search, i.e., propensity to substitute
labor L for searchS the constraint is created by the core equalitynafginal values of search
derived from the satisficing decision procedure:

oL __oP
W_S_QE 1)

The equilibrium pricePe becomes equal to the sum of consumers’ labor cektand
transaction coswS or Pe=w(L+S):

QU/OH __ w
0U/0Q  oP/0S

oL /0SOH = —— 2~ W -

- w
ToP/0S w(L+S) P

(2)

where the valueT=1/6’L/0SOH represent the time horizon until the similar pusghaor the
commodity lifecycle.

As we can see, the Equation (2) specifies the parémmulated by P.Diamond that when
search costs are positive the equilibrium priceobexs equal to the monopoly price (Diamond
1971). Moreover, the Equation (2) gives anothewva@e home production where G.Becker’'s model
is still the dominant vector of analysis. Indeddye consider the household activity to be a specif
form of search, the equilibrium price for the firmbduct or thevillingness to accept will be equal
to the sum of purchase price of inpbts i.e., of labor coste/L, and transformation costsS

Although the original values of the mod#P/0S and oL/0S look unusual, their modeling
tries not to forget the testament of A. Marshalowold that Wwhen a great many symbols have to
be used, they become very laborious to any onghbutriter himself(Marshall 1920[1890], p.12).
Sometimes such relative values are indispensaldpecelly when the original G.Stigler’s
assumption of the diminishing marginal efficiencly search (Stigler 1961) is usedP{(0S<0;
0?P/0S?>0), or when the behavior of the propensity to seascHerived (@L/05S<0; 6°LI0S<0)
(Malakhov 2014). However, the understanding of ¢hesative values can be simplified by the
graphical illustration of the interrelation betweetatic Qvariable;0P/0Sons) implicit optimal
decision and dynamicQconsi OP/0Sariabie) €Xplicit satisficing decision (Fig.1):
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Figure 1. Implicit optimal decision and explicit satisfigmlecision

In addition, the satisficing decision increasesl| fealances because the Equation (1)
maximizes the precautionary reserve of money hgtiR(S)=wL(S)-QP(SWyith respect to the time
of search.
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The presentation of relatives values in absolutege pP/0S| and PL/6S| simplifies their
mathematical treatment without logical losses. Tadic facilitates the comparative static analysis
and we can easily derive marginal utilities of mpneome and money expenditures with respect
to optimal values of consumption and leisure (Matak2013):

MU, = A; (3.1)

A—N__ (32
|0P /3S|

MU pP/OS

The analysis of the second order cross partiavdtves, i.e, the change in the marginal
utility of received money income with the changela# place of purchase, &MUy, /0|0P/0S|, and
the change in the marginal utility (disutility) die habitual place of purchase with the change in
money income, 06MUyppis| /ow, results in the equation that demonstrates thenbeh of the
marginal utility of money under the optimal consuiop-leisure choice:

€. 1opies|t €,w = opiosiw-1 (4)

Under the assumption of the diminishing efficienoly search the elasticity of price
reductionegeres|w illustrates both the increase in thlingness to overpay and the decrease in
time of search after the increase in the wage ({8R/0S|>pPi/0S|=2 Pi>P;;S<S)). Hence, it is
always positive. When the value of the elasticitprice reductioreesriss|wis equal to one, we have

e,jopies|t €,w =0 (5)

The Equation (4) also enlightened the way for t@garative static analysis of the indirect
utility function where subsequent satisficing demris optimize consumption-leisure trade-offs with
respect to changes in both parts of the constrahe.increase in the wage rate moves consumers
from low-price stores to high-price stores. Indebé, Equation (4) shows us that the indirect wtilit
function depends on two variables in the followmgnner:

V(W [oP/0S])= v(w|oP/oS|(w)) (6)
The total derivative of this utility function gives the following:

v, OV 0loP/os],
dw st 919p 195 w
dv w  9|9P/aS|
Log-2 =A(1-
dw |0P/0S| ow (A= &piog)

dv(w,|OP /S | (W)) = dw( @)

We see that when the price reduction is unit eldstires|w=1), the Equation (5) takes place
and the utility stays constant, dv/dw=0 And the following choice of the purchase priceichhs
accompanied by a greater price reducti@sriés|.w>1) decreases the utility of consumption-leisure
choice. The consumption growth is followed by tihgpcoportionally important reduction in leisure
time.

2. Willingnessto Overpay as | nsurance Premium

Usually, guarantees and insurance contracts inereath prices of purchases and price dispersion
and we can await that guarantees and insuranceactmtaise the equilibrium price reductioR/pS| that
equalizes marginal costs of search with its matdieaefit.

We can assume theie increase in the wage rate results not in the simple increasein the purchase
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price with respect to the increased income but in the increase in the insurance premium, accompanied by

the increase in price reduction. The consumer details his insurance policy andeases the insurance
premium with every increase in the wage rate. Gagumption is reallyillustrative because here the
consumer behaves like a homeowner who raises @sigedy the fence with any subsequent increase in
income. And more insurance policy is detailed, there efficient is the search, i.e., the greatethis
absolute value of the equilibrium price reduction.

The appearance of the saddle point in the utilitycfion gives an answer to the question what the
consumer should do in order to avoid the decreasdility. Obviously, he should decrease relativee
reduction i.e., to be... not more modest, but leslitimus with regard to purchase prices after thiowang
increase in the wage rate. We see that the decireétse willingness to overpay is really possitliée only
way to increase both consumption and real balaice®t to reduceabsolute overpayments (the value
OloP/oS|low is always positive) but to reducelative overpayments, or to make them less income elastic,
i.e., goris;v=0,9; 0,8; 0,7...etc., other words, to acceiptcomplete insurance and guarantees for items to
be bought.

However, this change represents the change in ddeihof behavior — from risk aversion to risk
seeking. Indeed, the prospect theory tells usfdwng the inevitable loss, here the decreaseiiityuthe
consumer should take risk (Kahneman and Tversk@ll®Hence, the utility function changes its shape a
becomes close to the cubic parabola (Fig.2).

v(w)

v(w)

-~

~

\
av/dw<0

®w Fm-——_—_—_———

w
Figure 2. Utility function under price dispersion

3. Unwillingnessto Overpay for Insurance asDriver of Risk Behavior

When we determine the second derivative of thetytilinction, we should keep in mind the
marginal utility of money incomé as well as theaunwillingness to overpay (1-espissiw) also represent
functions of two variables. We can omit labor-irgime intermediate calculations and present thergkco
derivative directly in its total form and in itsasticity form:

d’v _dA d(1- qap/ast)
aw? d_W( B %Plasl,w) +1 T aw

div A
AW = V_V - %P/BSLW)(e/l W te, ,pP/aS|e|aP/aS|,w + e(l—epP/aS| ,w),w) (9)

(8)

The form of the total second derivative is veryfuktor the step-by-step analysis of changes in the
model of behavior. The elasticity form, althoughk iise is limited by critical points, is helpful the
derivation of the relative measure of risk aversamd in following optional high-order derivation$ o
measures of prudence, which are omitted from teegmt analysis and left for analysts who are raichfo
work with relative values of the model. Thus, telative Arrow-Pratt measure takes the followingrior

n= _(e/l wT e/l,BP/OSﬁaP/aSLW + e(l—epp/aS|,w),w) (10)
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Although we get here the second order elastiditig iather simple to understand it. We can denote
the value {-gsris.w) @s thaunwillingness to overpay and consider its elasticity with respect to thgeveate.
When the increase in wage rate decreases the imgniiss to overpay, the second derivatit@dw? is
strictly negative. Moreover, while the unwillingrset® overpay is decreasingi(epriss|ww<0), the absolute
value of its elasticitygi-eprisiww IS increasing. And with the increase in absol#tkie of the elasticity of
the unwillingness to overpay the relative risk ai@n isincreasing, i.e., the share of risky assets, i.e.,
unsecured consumption, is decreasing. Of courseytiainly happens because the subsequent growtie in
wage rate and in the equilibrium value of priceuatbn always results in the increase in real ldan
which follow the optimal consumption path of thelinect utility function. It means that the totaaslicity of
the marginal utility of money is negative, @&,{ +€;,0ris|8ris|w) <0. The last assumption can be verified
by the following transformation with the help oktEquation (4):

Cw™ eA,pP/asﬁaP/ast =€t eA,pP/aS|epP/aS|,w + ea,pp/asq - e/l,lﬁP/OSl = (%P/asm -+ e/l,BP/68|) 11)

The price reduction elasticity of the marginal ititilof money is positive, o€, sriesP0, because it
simply states the growth in the marginal utility mbney with increase in price of purchase. Henlee, t
Equation (11) shows us that, whesssw<l, any increase in wage rate raises real balanakslesreases
the marginal utility of money because the totasetity of the marginal utility of money is negagivor €:,w
+e; opios| Qopres|w) <0.

The behavior of the utility function at this stagelescribed by the following expressions:

1-Qap/as|,w>0; 1 >0; d/l/dW<0; dQl.epp/as|_v\;,v\/dW<09 dZV/dWZ<<O (12)

Here the relative risk aversion is increasing beeahe consumer raises the overpayments or, in the
case of insurance, makes the latter more and neteélel. The homeowner begins with insurance fer th
house and he details it with furniture and pairginQnce there is no object to be insured exceptdifer
with cash And the consumer insures it by the following irage in the wage rate and he spends on the
coffer's insurance the total increase in incomes&ttion means that neither consumption nor cagh ik
the coffer are changed. The insurance policy besofu# or comprehensive. The elasticity of price
reduction becomes equal to or@rfsv=1), the unwillingness to overpay becomes equal t@ Ze;-
eprisiww =0), and, according to the Equation (5), the incregsnarginal utility of money expenditures
completely offsets the decreasing marginal utditynoney income:

€,w +€,, 0P| Qoples|w— € lopes|t €,w =0 (13)

This stationary point B also represents the detismde (Fig.2). If the consumer decides to re-iasur
his comprehensive insuranceasdss.w>1) for the given level of consumption, he will demse his real
balances. The utility function will go dowdv/dw<0). Thus, the only way to increase both consumpdiach
real balances is to accept incomplete insurancgyaachntees for items to be bought.

This decision results in the increase in the umghess to overpagt-eprisiww. However, when the
increase in the wage rate raises the unwillingriessverpay, the second derivatigBv/dw’ becomes
positive. The consumer begins to seek risk:

1-gopiosw>0; A >0; di/dw<0; dgi-eppiosww/dw>>0;dv/dw?>0  (14)

It happens because at the beginning of risk-seettingpositive &1-eppis)w.w>0) elasticity of the
unwillingness to overpay outweighs the total negaélasticity of the marginal utility of money, or
(e1,w +€1,10Pios| Gorias|w) + €-eppios.ww >0.

Here we need some comments on the relationshipeeetweal balances and overpayments. The
risk-seeking behavior means that the increaserniswuoption is not well secured. However, the instean
provided not only by insurance policy but also bglrbalances, which could represent phecautionary
savings. The risk-seeking model of behavior means thattth& of precautionary savings and insurance
policy is insufficient for the optimal level of ceamption. It happens because here the relativeaserin
real balances is followed by the relative decreéas®/erpayments. Real balances as the tool of gtioteof
consumption, i.e., of wealth, begindabstitute overpayments.
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Here we come to the question whether precautiosamngs and insurance are substitutes or
complements. In spite of some analytical solutioithis problem (Ehrlich and Becker (1972)), thigegtion
is still open in the general economic analysis. &oer, when this issue is studied, the attentiamsisally
paid to health and social insurance (Hubbard, Skiamd Zeldes (1995), Guariglia and Rossi (2004@ye
we can only assume the substitutability betweenapdralances and overpayments. The only reasohifor t
assumption is the response of relative overpaynteritse continuous decrease in the valug, ofe., in the
marginal utility of increasing real balances. Tleereomic sense of the decrease in the relative ayarpnts
with respect to the decrease in the marginal ytdit money, i.e., in the “price” of money, presuntbs
substitutability. In addition, the increase in tela overpayments with respect to the decreasehén t
marginal utility of money presumes that when thastmer is risk-averse, real balances and overpagmen
becomes complements from the standpoint of theegtion of wealth. In any way, the rather harmonic
assumption that precautionary savings and insuraree€omplements in the risk-aversion model ang the
are substitutes in the risk-seeking model needswamnare going to see it, more profound analysis.

The comeback from risk seeking to risk aversioarnbiguous. While the positive elasticity of the
unwillingness to overpagu-eprios.ww iS decreasing, once it certainly matches the twgghtive elasticity of
the marginal utility of money:

(&1,w €5, 0rios|Qopios|.w) T €u-epprasiww =0 (14)

The analysis of the second derivative of the wtiflitnction discovers two possible outcomes from
the risk neutrality. While the total elasticity thie marginal utility of money is always negatieg« +e;,jspis|
asriesw<0), the model of behavior depends here on the decisitether to continue to decrease relative
overpayments and to increase the unwillingness verpay Eai-epriosww>0), Or to increase relative
overpayments and to decrease the unwillingnessepay €-eprios.ww<0). The continuous increase in real
balances with the negative total elasticity of merginal utility of moneyé,w +e; jspias|Qarios|w<0) provides
the negative second derivatid&/dw/<0 for both outcomes. However, the increase in theillingness to
overpay, i.e., in the unwillingness to detail ireswre policy, results in the “steepestrtie from the risk
neutrality. We can verify this fact without labau® calculations of high-order derivatives but wstmple
back-on-the envelope sketch. The increase in thalingness to overpayei-epriss.ww>0) simply states the
fact that the consumer relies more on precautiosamngs than on insurance and he increases the sha
risky assets, i.e., the share of uninsured comiegddr, more precisely, thahare of commodities with
incomplete insurance and guarantees. Hence, his relative risk aversion becomes deitrga®n the other
hand, if he chooses the extension of insuranceypoli the decrease in the unwillingness to overpay,
increases his risk aversion. The option to decrélaseunwillingness to overpay and to detail insoean
policies €u-eprios;ww<0) results in the flat transformation of the uilitcurve. And with the increasing
relative risk aversion the consumer comes agathd@mext saddle point with the unit elasticity lo€ tprice
reductiongeeisw=1 that represents the next decision node (Fig.3):

v(w)!

Ceppiosiw) >0 __ M

C-epP/oS|w) < 0

S
>

W

Figure 3. Decreasing vs. increasing relative risk aversion

The path of the decreasing relative risk avers®rmbore intriguing. There, the consumer can
continue to decrease relative overpayments urgiltftoment when the value of price reduct|{oR/0S|
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becomes definitely constant. At this moment theteldy of the unwillingness to pagu-epriosi.ww as well as
the elasticity of price reductiogess|.wbecomes equal to zero, and the derivatives ofititiey function gets
its “true” values, omv/dw=l and dAv/dw=dA/dw, i.e., the marginal utility of income becomes uslgstic.
Evidently, the marginal utility of moneyis equal here to the opportunity costs of holdiaghc However,
while the value of price reductio@P/0S|doesn’t affect here the marginal utility of moneydynamics
because its elasticity is equal to zero, it doedisappear at all and continues to bother the coasiby its
constant value. Here this residual consf@foS|value can represent the prolongation of the insigan
policy for the coffer, leaving all other wealth ecsred.

The insurance for the coffer simply substitutes tlosts of illiquidity in the model of the
precautionary demand for cash (Whalen 1966, p.3l&)s, the “true” value of money is decreased lgy th
costs of guarding the cash. This assumption casretpto M.Friedman’s reasoning on the optimum gtyant
of money:

“The amount held will, at the margin, reduce uyilt because of concern about the safety of the
cash, perhaps, or because of pecuniary costs ohgtand guarding the cash.” (Friedman 2005 [1969],
p.18).

Indeed, if the consumer follows this path once did@d come to the point M of the optimum quantity
of money. The volume of precautionary saving wigspect to consumption becomes so important that it
protects the wealth against any disaster. Howefstre marginal utility of the optimum quantity afioney
equals to zero, the consumer doesn’t need to iflsure

These considerations raises the question why tmsuoeer cannot change the manner of risk
aversion and get the “true” value of money at lewels of income, i.e., why the shift from the irasig to
the decreasing risk aversion cannot take placanavlues of relative overpaymemss|.w<<1. Moreover,
it seems that in this case the consumer could asaridle points and he could reproduce the exatvapof
the Friedman-Savage’s utility function (Friedmard &8avage 1948). However, in this case high valtdies o
the marginal utility of real balances of low-incotesels could hardly be offset by the marginal dase in
the unwillingness to overpay and the consumer wiine to the saddle point where he will meet
“catastrophic” consequences of both imprudencecard prudence.

4. Economic and Mathematical Catastrophes: Veblen Effect and Family Altruism

When G.Becker issued his famous rationalizatiofaofily altruism, he stressed the importance of
the role of security:

Therefore, altruism helps families insure their rbens against disasters and other consequences of
uncertainty: each member of an altruistic familypartly insured because all other members are ieduo
bear some of the burden through changes in cortdbs from the altruist (Becker 1981, pp.3-4).

Hence, the family altruism can be introduced inm@del as an additional insurance. There are two
possible outcomes for this extra insurance fronstdle point.

We can reproduce the decrease in the individuéityutunction of the head of the family when
relative overpayments really become disproportertat his individual security, o8sees.w>1. The extra
insurance is provided by the decrease in real baka@i/ow>0). However, the following set of equations
demonstrates that the decrease in utiby/dw<0) is accompanied there not by the risk-seeking iehaut
by risk-aversion@v/ow’<0). The utility function takes the form of parabola:

1-Qap/as|,w>0; 1 >0; d/l/dW>0; dQl.epp/as|_v\;,v\/dW<<0 9d2V/dW2<O (15)

Here we could wait for the moment when money baarttecome equal to zero and the family
changes her model of behavior. Unfortunately, amdabsence of budget constraints the family coutdolo
In this case the marginal utility of money incomleecomes negative. However, when the marginatyutf
money incomé becomes negative the head of the family ic@nease his utility if he continues to increase
overpaymentsikO; (1-espisw <0;dv/dw>0).

Here the head of the family reproduces the Veblece The previous analysis discovered the
correspondence between negative marginal utilitsnohey and the extra overpayments (Malakhov 2013)
This is the first “pitfall” the stationary point Brepares for imprudent consumers. Moreover, from th
individual point of view the Veblen-effect-like leiag of the saddle point looks more positive thhe t
increase in the unwillingness to overpay. This wap provide more utility until the moment when real
balances will be exhausted or the borrowing willdi@sed and the comeback either to risk aversioto or

T If the attribute of the negative marginal utilityraoney represents a subjective value, the Velffestedecision could be estimeed from the
external satisficing point of view as the decisibat decreases the utility.
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risk-seeking behavior will take place (Fig.4). bhd#@ion, only here we can definitely talk abooéximizing
behavior. Indeed, if the aspiration level motivaiies consumer to get from the search more than frem
labor, i.e., to get marginal savings on purchaseatgr than the wage rate, the consumer immeditatiédyvs
the Veblen effect (Malakhov 2013):

v(w)

Risk-seeking

@ Fm———————

w
Figure 4. The option of Veblen effect in risk-seeking behavio

The equilibrium at the saddle point B is unstaflee consumer can take either maximizing or
satisficing decision. The maximizing decision résuh the Veblen effect and the satisficing decisio
produces the ordinary risk seeking behavior. Howeabhe maximizing decision is the decision to pasda
“bad” item with negative marginal utility due to ethvalue Ai<0. The rules of the optimization of
consumption-leisure choice stop working, the camstrline takes the north-east direction, and tioedase
in utility happens only due to an important inceds leisure time that increases the purchase pnice
compensates the consumption of “bad” item. It yeakhppens when imprudent young family considers
holidays on the seaside or in mountains to be aital parents agree to sponsor vacations for grddosn
Hélas,in the search model of behavior even skiing migddome “bad”.

The occurrence of Veblen effect with regard to phevious reasoning on the optimum quantity of
money tells us that Veblen effect can take placathier modest levels of income where consumpsdari
from satiation. However, although this scenario e place, it does not seem well compatible whth
description of the individual utility function with the family. There is another possibility to presfamily
altruism. We can pretend the head of the familpdanore “economic man” and to separate altruisnmfro
the individual utility function. If we take the flr of giving as the share of the individual wage rate, we get
the following utility functionv®(w)=v(w)-gw. However, there we automatically get the othetfafif or the
mathematical “fold’-type catastrophe due to thesexice of the saddle point B and to its unstable
equilibrium in the original utility function (Fig)5

vE(w);

ave/dw e

avé / aw

w

A B C D
Figureb5. "Fold” catastrophe of family altruism
In this case the decrease in the utility functitarts at point A when the consumer, the head of the
family, is still risk averse and he continues toke@rotection of his wealth by the increasing tealhnces
and by increasing overpayments. The continuousas® in overpayments discovers the unwillingness of
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the head of the family to economize. Here, the Wiendooks like “pure” altruism. However, once thead

of the family changes the model of his behavior badegins to make risky decisions. It happeniat [B
when he passes the saddle point of the origindityufunction with the unit elastic price reduction
(eeriesv=1). The following increasing unwillingness to oveymgives an idea that the nature of his altruism
has been changed. The head of the family becomes fpoagmatic”. Although his altruism does not
exhausted, his purchase decisions become more mirudleey begin to look like investments. The
investments in family reach its peak at point hally, the head of the family begins to feel agtia
increase in his utility function and at point D i@ longer suffers from his altruism, or he finaiigts returns
on investments:

“Altruistic parents might not have more childrerath selfish parents, but they invest more in the
human capital or quality of children because thiditytof altruistic parents is raised by investmesturns
that accrue to their children.” (Becker 1981, p.12)

Indeed, the movement of the utility curve from gofnto point D reminds the parental behavior
from the birth of a child till the go-out of a yagirman from the nest. At the beginning parents do no
economize on purchases for babies. They are tigirfy everything of high quality and with guarasge
Once, at point B, these purchases take the forimvestments, which even in prudent manner leadinotp
C in the bottom due to their importance. Howevée earlier decision at point B to reduce relative
overpayments continues to work and finally it pulig the head of the family from the “pitfalf’.

5. Interest rate and willingnessto overpay for consumer credit

The common question addressed to the model preséiere why it doesn't follow the original
G.Stigler’'s presentation of the equality of margiveues of search with respect to the intered. raideed,
the core equation of the model could be presemtdiaat manner:

i Xwa—L =Qa—P (16)
0S 0S

However, even G.Stigler agreed, that interest nadele ‘expected reduction in price...be smaller
than the smallest unit of curreric{Stigler 1961, p.219). While the dynamics of teatisficing decision
procedure is short, the model assumes that consumserlly ignore interest rate during the searfcthd
satisficing consumer doesn't calculate marginalueal of search, why he should compute decimals of
interest rate and of probabilities?

However, the methodological concern about inter&tst can be gratified if we envisage the risk of
delay of consumption, i.e., the risk of unexpeaisd in prices, and explain overpaymentpagnents for
consumer credit. Other words, interest rate increases price disperas well as marginal savings on
purchase. The greater is an item under consumeit,ditee greater are the marginal savings on thistpase.

In this case the comprehensive insurance is tramsfib into the comprehensive consumer credit and the
extra comprehensive insuraneedss.w>1) is transformed into the refinancing of existirepd

When the consumer buys an item agagosting increase in the wage rate it means that the value
asriesiw=1 also is coming. This consideration with respectdasumer credit tells us that saddle point with
its risk neutrality is more common economic phenomenon than it was Been the point of view of
insurance. People hold cash for everyday expensesewthe cash represents the residual of interest
payments. And abges.w=1 level the total increase in income is going toafioe the debt. Neither
consumption nor real balances are changed. Aftgr ifhthe consumer wants to buy another big-tidtesh
he should either refinance current debt or seanchitem more intensively in order to decreasetinada
overpayments, i.e., to find more beneficial crdditthe new purchase. The first way decreases fility u
and the second way increases risk of unexpectedirigrices during the search.

We remember that while the positive elasticity bé tunwillingness to overpag-eppisiww IS
decreasing, once it certainly matches the totahtieg elasticity of the marginal utility of moneydthe
second derivative of the utility function becomegi@ to zero, od?v/dw’=0. The following increase in the
wage rate again gives a chance to expand consuewit by the increase in relative overpaymentsirfeac
price uncertainty, the consumer chooses this wath@fincreasing relative risk aversion. But we adie

*When G.Becker cited King Lear’s Fool in order Hlastrate the Rotten Kid Theorem by the parentdiinvgness to delay contributions until last
stage of life he did not take into account the ity of saddle points in the parental utilityrfation. We have seen that if the consumer contitmes
increase overpayments without change in the madbEbavior at the saddle point his utility goes dowfinitely. Once upon a time King Lear
simply missed that point. And from the literatur@nt of view it would be better here to remembehrthgnan-father, who contributed to his son
only quinze écushis horse, and some parental advices.
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know that real balances at this moment can alse@reonsumption. If the consumer chooses the dsitrg
relative risk aversion path, once overpayments imecdefinitely constant. Here, the constii/oS| value

of consumer credit could mean that products aneeteld every day by a boy from the neighboring grgc
store and once a month the consumer signs a chdbk grocer like he renews the insurance policytHe

coffer every year.

The constant |0P/0S| value and the constant place of purchase mean that the consumer is satiated
by items that could be bought in other places, i.e., by items that could produce another marginal savings
on purchase.

In addition, the consumer also can get the optingquantity of money but he should decrease for
that liquidity costs to the zero level, for exampt give to the grocer a right to debit his cutraacount.
With that the consumer reproduces the optimal jutém@ary model of money holdings — credit is notdis
liquidity costs are zero, and the marginal utibfymoney also equals to zero (Fenestra 1986, . 283

However, this theoretical assumption is reallysiiative. There are more realistic paths and bbth o
them are well known to us because they represatastrophic” solutions. Coming to very low valudéshe
marginal utility of money, either the consumer baysextraordinary item and, therefore, increasedithe
of leisure to consume it or he starts the praaticeharity that might take a form of the sponsqustar
venture investments.

6. Conclusion

The analysis of consumer behavior presented inpjer discovers the methodological power of
relative values, which are produced by the procdssearch. The consumer’s search for beneficialepri
reduction can be interpreted as the search foictEsfuin insurance or in interest payments.

The motivation to reduce time of search and todase quality in consumption after the increase in
the wage rate inevitably leads a consumer to tHdlsgoint of the utility function. And the equitibm in
the saddle point is unstable. The consumer caowathaximizing path where he produces the Veblegceff
or he can follow common satisficing path where heutd take risk. However, even the satisficing path
comes to the economic catastrophe of the decreastlity if consumer takes into account the factdr
giving or family altruism.

The model also provides a graphical difference betwincreasing and decreasing relative risk
aversion. The increasing relative risk aversiorhpatuld come to the new saddle point of comprekensi
insurance or complete consumer credit and the dsioig relative risk aversion could come to theropth
guantity of money.

In addition, this approach can revive the discussio the optimum quantity of money with an
interesting argument. Indeed, when overpaymentsrbeconstant they could represent not direct istere
payments but some fixed expenditures the consumes fo the government to finance the interest paysne
on money (Bewley 1983, Mehrling 1995).

The question of the limp-sum taxation leads to uhderstanding that the model presented here
could be useful in the analysis of the optimal texa If we substitute in the individual utility fiction the
factor of giving by income tax we also get the &fbtype catastrophe. However, if one tries to gdhfer
and to explain overpayments by VAT or excise tde toming trade-off between income taxes and
overpayments should be examined with prudence.
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