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THIRD PART: CONSUMPTION DECISIONS



The first step of every consumption choice: budget constraint

We have already seen as the budget constraint and the identification of associ-
ated trade-offs are the starting point of a consumption decision.

Remind that the slope of the budget constraint captures the relevant trade-off
in the consumption choice. As we move by one unit along the horizontal axis,
the slope represents the size of the change along the vertical axis (i.e., how
much of the good on the vertical axis we have to give up to get one more unit
of the good in the horizontal axis).

Since this trade-off depends on the relative price, the slope is equal to the
price of the good on the horizontal axis divided by the price of the other good.

Consider the two-good example where a consumer can buy either beer (B) or
hamburgers (H). Consumer’s income is 1, 000 euros. The price of beer (pB)
is 2 and the price of an hamburger (pH) is 10. The budget constraint is:
1, 000 = 2B + 10H or B = 500 − 5H .
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The second step: choosing a bundle on the budget constraint

Different individuals will typically choose a different point on the same budget
constraint according to their preferences. Where the individual’s choice will
actually lie depends on how he/she values the two goods.

Economists assume that every consumption bundle gives some utility to the
consumer. If two bundles give the same level of utility, we say that the consumer
is indifferent between them.

We can show this graphically by means of indifference curves. An indiffer-
ence curve (IC) is a set of bundles that make the consumer equally happy (i.e.,
give her/him the same utility level).

A consumer’s set of ICs gives a complete ranking of her/his preferences.
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Consumer’s Preferences and Indifference Curves
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Properties of indifference curves

If we make the assumption that “more is better” (i.e, that we are dealing with
two goods instead of two bads), we can find out that:

• ICs are downward sloping;

• higher ICs are preferred to lower ones.

An important general property of ICs is that they cannot cross.

The slope at any point on an IC equals the rate at which the consumer is willing
to substitute one good for the other. That’s why it is called the marginal
rate of substitution (MRS).

In our example, the MRS measures how much beer the consumer requires in
order to be compensated for a one-hamburger reduction in consumption.

5





Well-behaved indifference curves

In most cases, we will be willing to make another assumption about consumer’s
preferences: “averages are preferred to extremes” (note that this doesn’t need
to be true in general).

This assumption makes ICs be bowed inward.

In terms of utility, this is equivalent to assume diminishing marginal util-
ity. When consumers are hungrier than thirsty, they are willing to trade off a
greater amount of beer for an extra hamburger (see the next graph).

We can also see this by noting that, if we move along an IC, we have:

MUB∆B + MUH∆H = 0 ⇒ MRS =
∆B

∆H
= −MUH

MUB
.
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The consumer’s optimal choice

The highest IC that the consumer can reach is the one that just barely touches
the budget constraint. This is the consumer’s optimal choice.

At the optimal point, the slope of the IC equals the slope of the budget con-
straint. Thus, the consumer chooses consumption of the two goods so that the
MRS equals the relative price (equal to 5 in our example):

|MRS| =
MUH

MUB
=

pH

pB
= 5.

This makes sense if you realize that:

• if MUH/MUB > 5, the consumer can sell 5B and buy 1H (at market
prices) and increase her/his utility, since the utility cost (5MUB) is lower
than the utility gain (MUH);

• if MUH/MUB < 5, the consumer can sell 1H and buy 5B and increase
her/his utility, since the cost (MUH) is lower than the gain (5MUB).
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Consumer’s Optimal Choice
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What happens to consumption when income changes?

As income increases, the budget constraints shifts to the right and, typically,
consumers will buy a little more of every good (beer and hamburgers).

The concept of income elasticity of demand captures how much the
consumption of a particular good increases with income:

income elasticity of demand =
∆% quantity demanded

∆% income
.

For inferior goods, income elasticity is negative and consumption actually
decreases as income increases (or vice versa). For normal goods, elasticity
is positive and consumption increases with income.

Also among normal goods income elasticity varies. For instance, it is greater
than one for luxuries, but lower than one for necessities.
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Income and substitution effects

Consider again the case in which the price of beer goes up. What are the
overall effects of this change (i.e., the effects on both the consumption of beer
and hamburgers)?

From the next graph, we can realize that:

Beer Hamburgers
Income effect positive positive
Substitution effect positive negative
Total effect positive ambiguous
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Every law has its exception

The interplay between the substitution and income effects can lead to a very
particular situation, which violates the law of demand: a good whose demand
curve is upward sloped.

Economists call such a good with the name of Giffen good.

This can happen it the good is inferior (i.e., its consumption decreases with
income) and the income effect dominates the substitution effect.

This “exception” to the law of demand is not very relevant in practice. Historical
example: potatoes during the Irish potato famine in the 19th century.
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