
Summary Chapter 5 – Applications of Rational Choice and Demand Theories 

 Using the Rational Choice Model to Answer Policy Questions 

- The rational choice model tells us that changes in incomes and prices can normally be expected to 

alter the ways in which consumers spend their money 

 Consumer Surplus 

- When exchange takes place voluntarily, economists generally assume it makes all participants 

better off 

- Consumer surplus is a dollar measure of the extent to which a consumer benefits from participating 

in a transaction 

Using Demand Curves to measure Consumer Surplus 

- The easiest way to measure consumer surplus involves the consumer’s demand curve for the 

product 

- If the demand curve is a straight line, the consumer surplus is the area of the triangle to the left of 

the demand curve and above the price at which the product is sold 

For Straight line demand curves:    
 

 
            

where P is the corner point of the price, p is the actual price paid, Q is the corner point of quantity 

consumed and q is the actual quantity consumed 

Application_ Two-Part Pricing 

- Economic reasoning suggests that a voluntary exchange will take place between a buyer and a seller 

if and only if that exchange makes both parties better off 

- Sometimes the buyer will be in an advantageous bargaining position, enabling her to capture most 

of the benefits 

- However, economic theory does not tell us about how much the gains from the exchange will be 

divided between the buyer and the seller 

- Sometimes, the seller can design a pricing strategy that captures all the consumer surplus (i.e. a 

club membership for a tennis club which costs as much as the maximum willingness to pay for tennis, 

then additional cost arises for the use of the premises) 

Application: The welfare Effects of Changes in Housing Prices 

- In terms of housing prices, the scenario is that one buys a house for 200,000€. In the first scenario, 

all houses double in value. In the second scenario, all houses half in value 

- In each scenario, the new budget constraint contains the original bundle which means that one has 



at least as well off after the prices change as before 

- In each case, the change in relative prices also means that the new budget constraint contains 

bundles beyond the old indifference curve, making it possible to achieve a better outcome in each 

scenario 

Application: A Bias in the Consumer Price Index 

- The consumer price index (CPI) measures change in the cost of living, the amount a consumer must 

spend to maintain a given standard of living 

- The CPI however fails to take into account that consumers will switch consumption as the price of 

some goods rise – they might consume cheaper supplements 

- In general, we can assume that the extent to which the CPI overstates the cost of living will go up as 

substitution increases 

- The bias will also be larger with greater differences in the rates of increase of different prices 

Quality Change: Another Bias in the CPI? 

- Accurate price data are not sufficient for estimating changes in the cost of living as one must also 

take into account changes in quality 

- Failure to account fully for quality of improvements has the same effect as failure to account for 

substitution, as both of them cause overstating in the true increase in prices 

- The CPI however is extremely important for the Social Security recipients. Even a slight upward bias 

in the CPI causes a swell in the budget deficit by many billions of Euros 

 Using Price Elasticity of Demand 

- Few tools are more important than the concept of price elasticity of demand 

Application: The Price Elasticity of Demand for Alcohol 

- For many decades it was believed that the consumption of alcohol does not change much as the 

price for it increases – however, these estimates of the price elasticity of demand for alcohol tend to 

be unreliable 

- Furthermore, alcohol has many other side effects in its price elasticity which are uneasy to take into 

consideration during calculations 

- A fact about alcohol consumption is that that a small proportion of heavy drinkers takes up a large 

quantity of alcohol sold 

- Another fact is that heavy drinkers tend to have much lower incomes, so a price change in alcohol 

tends to hit them most 



 The Intertemporal Choice Model 

- The main problem with trade-offs is that they don’t all occur in the present. Some trade-offs occur 

between present and future consumptions 

Intertemporal Consumption Bundles  

(we only analyse two different time periods – present and future) 

- The Intertemporal choice model compares current consumption and future consumption 

- The choice models we have seen so far, were atemporal – they only took into account different 

goods that could be consumed in present time 

The Intertemporal Budget Constraint 

- Assume that your present income is    and your future income will be   . You can only either 

borrow or lend at the interest rate r 

- Maximum future consumption occurs when you set all your current income aside for future use 

- Setting aside    for future use will cause your deposit to grow at r to         , so the most 

you can consume in the future would be: 

             

- The most you can borrow against a future income of     is called the present value of     devoted 

by PV      

- The present value represents a value of a payment of X dollars T years from now, and is computed 

by: 

 

      
                                        

- Accordingly, we can find the present value of     by solving PV(   )(1 + r) =     for PV(   ): 

         
   

   
 

- Current consumption has a higher price than future consumption because of the opportunity cost 

of the interest forgone when money is spent rather than saved 

-  It is conventional to refer to the horizontal intercept for the Intertemporal budget constraint as the 

present value of lifetime income 

Intertemporal Indifference Curves 

- A consumer’s preference over current and future goods can be represented in indifference maps 

- The absolute value of the slope of the Intertemporal indifference curve at any point is the marginal 

rate of substitution between future and current consumption 

- The marginal rate of time preference (MRTP) is the number of units of consumption in the future a 

consumer would exchange for 1 unit of consumption in the present 



- if the slope of the indifference curve at a given point is > 1, the consumer has a positive time 

preference at that point, which means that he requires more than 1 unit of future consumption to 

compensate him for the loss of a unit of current consumption 

- If the slope of the indifference curve at a given point is < 1,  the consumer has a negative time, 

which is the opposite to the positive time preference 

-  if the slope = 1, the consumer has a neutral time preference at that point which means that he 

doesn’t care whether to consume now or in the future 

- It is conventional to assume that current and future consumption are normal goods, therefore an 

increase in the present value of lifetime income, all other factors constant, will cause both current 

and future consumption to rise 

Application: The Permanent Income and Life-Cycle Hypotheses 

- Consumers generally do better by spreading consumption over more than a single period if an 

increase in current income arises 

- Friedman’s permanent income hypothesis says that the primary determinant of current 

consumption is not current income but what he called permanent income 

- Permanent income is the present value of lifetime income 

- Friedman argued, a given proportional change in current income should give rise to a much smaller 

proportional change in current consumption 

Factors Accounting for Differences in Time Preference 

- Uncertainty regarding the future is one reason to prefer current to future consumption 

- Eugen von Böhm-Bawerk suggested that as current consumption opportunities confront us directly, 

while future ones can only be imagined, we prefer current over future consumption 

 

 


