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Topic 2

Consumer Choice



Preferences vs Choice

• Preferences

• Choice

Key Idea:
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Notation

• Assume only two goods: X and Y

• Price of X: Px

• Price of Y: Py

• Income: I

• Expenditure on basket (X,Y):
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Definitions

• Budget constraint / Budget set

• Budget line



Suppose

• I = 800

• Px = 20

• Py = 40

Equation:
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Budget Line – Example



What happens when…

income rises or falls?

Suppose

• I = 800 → I’ = 1000

→ I’’ = 400

• Px = 20

• Py = 40
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Budget Line – Example



What happens when…

Px rises or falls?

Suppose

• I = 800

• Px = 20 → Px’ = 40

→ Px’’ = 10

• Py = 40
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Budget Line – Example



Budget Line – Example
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Slope of the Budget Line
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BL:   PxX + PyY = I



Optimal Choice

Consumer’s Problem:

Optimal Choice:
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Optimal Choice

Three Possible Solutions to Consumer Choice:

1. Interior Solution

2. Corner Solution

3. Infinitely Many Solutions
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Case 1: Interior Solution
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Optimal Choice – Interior Solution



Optimal Choice – Interior Solution
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Explaining the Optimality Condition



Non-Optimal Bundles
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Optimal Choice – Interior Solution



Case 2: Corner Solution
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Optimal Choice – Corner Solution



Case 3: Many Solutions
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Optimal Choice – Many Solutions



Optimal Choice – Exercise
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Optimal Choice – Exercise
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