
Summary Chapter 3 – Rational Consumer Choice 

The Opportunity Set or Budget Constraint 

- A bundle of goods is a term used to describe a particular combination of two or more goods 

- On a budget constraint, the axes have to be flows which means they’re physical quantities per unit 

of time (pounds per week, square meters per week etc.) 

- It is important to keep track o the time dimension, because a pure figure without the space of 

consumption tends to be worthless 

- A budget constraint is a set of all bundles that exactly exhaust the consumer’s income at given 

prices. Also called budget line 

- An affordable set are the bundles which lie on or below the budget constraint; bundles for which 

the required expenditure at given prices is less than or equal to the income available 

- Any line which moves out or is completely outside of the budget constraint is said to be 

unaffordable as you don’t have enough income to pay for these combinations 

- If S and F denote the quantities for two different goods, the budget constraint must satisfy the 

following equation: 

           

- This equation merely says that the consumers weekly expenditure on good S (   ), plus her weekly 

expenditure on good F (     must equally add up to one’s income (M) 

- To present the budget constraint in the manner conventionally used to represent for the formula 

for a straight line, we solve the equation above for F in terms of S, which yields: 

   
 

  
  

 

  
  

Budget Shifts Due to Price or Income Changes 

Price Changes:  

- The slope and position of the budget constraint are fully determined by the consumer’s income and 

the prices of the goods 

- Change any of these factors and you have a new budget constraint 

Income Changes:  

- The effect of a change in income is much like the effect of an equal proportional change in all prices 

- Cutting the income in half for example causes the same changes as by doubling the price of each 

product 



Budgets Involving More Than Two Goods 

- In its most general form, the consumer budgeting problem can be posed as a choice between not 

two but N different goods where N can be an identifiable large number. 

- When we have more than three goods, the budget constraint becomes a hyperplane, or 

multidimensional plane. 

- Alfred Marshall proposed a simple solution for this complex problem. Consumer choice has to be 

represented between a particular good, X, and an amalgam of other goods denoted by Y. 

- This amalgam is generally called the composite good, in a choice between a good X and numerous 

of other goods, the amount of money the consumer spends on those other goods 

Kinked Budget Constraints 

- Sometimes Budget Constraints can also be kinked 

- Kinked budget constraints occur when the marginal cost of a product decreases with the relative 

increase in quantities consumed 

If the Budget Constraint is the Same, the Decision Should Be the Same 

- Even by not knowing consumer preference, we can use budget constraints to make inferences 

about how a rational consumer will behave 

- If a consumer is faced with identical budget constraints for two different situations. Rationally, he 

should make the exact same choice in both budget constraints 

 Consumer Preference 

- Preference ordering is a ranking of all possible consumption bundles in order of preference 

- In a scenario with two bundles a consumer can choose from, A or B, he or she can make three 

possible statements: (1) A is preferred to B, (2) B is preferred to A, or (3) A and B are equally 

attractive 

- Economists generally assume four simple properties of preference orderings: 

1. Completeness  

- A preference ordering is complete if it enables the consumer to rank all possible 

combinations of goods and services 

- The completeness assumption is never satisfied, as there are many goods we know too little 

about to be able to evaluate 

2. More-Is-Better 

- The more-is-better property means simply, that other things equal, more of a good is 

preferred to less 



- As long as people can freely store or dispose of goods they don’t want, having more of 

something can’t make them worse off 

3. Transitivity 

- Transitive consumer preference means that for any three bundles, if A > B and B > C, we can 

assume that A > C 

- Transitivity is a simple consistency property and applies to the relation of “equally attractive 

as” and to any combination of it and the “preferred to” relation 

4. Convexity 

- Mixtures of goods are preferable to extremes 

- This property conveys the sense that we like balance in our mix of consumption bundles 

Indifference Curves 

- Preference orderings enable us to generate a graphical description of the consumer’s preferences 

- An indifference curve is a set of bundles among which the consumer is indifferent 

- Indifference curves also allow us to compare the satisfaction implicit in bundles that lie along it with 

those that lie either above or below it 

- In general, bundles that lie above an indifference curve are all preferred to the bundles that lie on it. 

Similarly, bundles that lie on an indifference curve are all preferred to those that lie below it 

- The completeness property implies that there’s an indifference curve passing through every 

possible bundle 

- An indifference map is a representative sample of the set of a consumer’s indifference curves, used 

as a graphical summary of her preference ordering 

- The four properties of preference ordering imply four properties for indifference curves and 

indifference maps: 

1. Any bundle has an indifference curve passing through it (completeness),this is known as 

ubiquitous 

2. Indifference curves are downward-sloping (more-is-better) 

3. Indifference curves from the same indifference map cannot cross (Transitivity) 

4. Indifference curves become less steep as we move downward and to the right along them 

(convexity) 

Trade-offs between Goods 

- An important property of a consumer’s preferences is the rate at which he is willing to exchange, or 

“trade off” one good for another 

- The marginal rate of substitution (MRS) states that at any point on an indifference curve, the rate 



at which the consumer is willing to exchange the good measured along the vertical axis for the good 

measured along the horizontal axis; equal to the absolute value of the slope of the indifference curve 

- MRS tells us the rate at which we can substitute food for shelter without changing the total 

satisfaction 

- Diminishing MRS means that consumers like variety. We are usually willing to give up a lot of a good 

that we already have enough of to obtain more of those goods we only have little of 

The Best Feasible Bundle 

- The indifference map tells us how the various bundles are ranked in order of preference, while the 

budget constraint tells us which bundles are affordable 

- The best affordable bundle is the most preferred bundle of those that are affordable 

- The more-is-better assumption implies that the best affordable bundle must lie on the budget 

constraint, not inside it 

- The best affordable bundle has to lie on the indifference curve that intersects the budget constraint 

only once 

     
  
  

 

- In terms of cost-benefit analysis (Chapter  1), the slope of a budget constraint represents the 

opportunity cost of one good in terms of another, while the slope of the indifference curve 

represents the benefit of consuming one good compared with consuming another one. 

Corner Solutions 

- The best affordable bundle need not always occur at a point of tangency, as in some cases there 

may simply be no point of tangency – therefore MRS may be everywhere greater or less than the 

budget constraint 

- A corner solution is a choice between two goods, a case in which the consumer does not consume 

one of the goods 

- Indifference curves that are not strongly convex are characteristics of goods that are easily 

substituted for another one 

- With perfect substitutes, indifference curves are straight lines 

Indifference Curves When There Are More Than Two Goods 

- We simply view consumer choice as being between a particular good X and an amalgam of other 

goods Y, which again is a composite good 

- In the multigood case, we may continue to represent the consumer’s preference with an 

indifference map in the XY plane 


