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Theory of Demand



Changes in Consumer Equilibrium

The consumer optimum can change due to the followings:

• Change in the price, which can be used to draw

–

–

• Change in the income, which can be used to draw

–

–
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Price-Consumption and Demand Curves
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Price-Consumption and Demand Curves

Price-Consumption Curve Demand Curve
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Income-Consumption and Engel Curves
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Income-Consumption and Engel Curves
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Income-Consumption and Engel Curves

Income-Consumption Curve Engel Curve



Decomposition of the Price Effect

• When the price of a good changes, its quantity demanded changes.

• Economists believe that this change in demand is due to the sum of 

two effects:

–

–

• That is, Total Effect (TE) = SE + IE.

C
o

p
y
ri

g
h

t 
(c

) 
2

0
2

0
 J

o
h

n
 W

ile
y
 &

 S
o

n
s
, 
In

c
.

8



Decomposition of the Price Effect

• Substitution Effect

• Income Effect
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Decomposition of the Price Effect

Notation

XA

XB

XC
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Decomposition of the Price Effect

CASE 1: Suppose X is a normal good and Px decreases.

• SE and IE work in the same direction.

• TE:   When Px falls, Qx rises a lot.
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Decomposition of the Price Effect

CASE 2: Suppose X is a inferior good and Px decreases.

• SE and IE work in the opposite direction, and SE > IE.

• TE:   When Px falls, Qx rises a little.
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Decomposition of the Price Effect

CASE 3: Suppose X is a Giffen good and Px decreases.

• SE and IE work in the opposite direction, but IE > SE.

• TE:   When Px falls, that Qx falls.
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Identifying the Substitution Effect

We will study two approaches to identify the substitution effect (XB).

• Hicksian Method

• Slutskian Method
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Hicksian Method Slutskian Method
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Identifying the Substitution Effect



Hicksian Method to identify the SE
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X

Case 1: Px falls, and 
X is a normal good.



Hicksian Method to identify the SE
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X

Case 2: Px falls, and 
X is an inferior good.



Hicksian Method to identify the SE
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Case 3: Px falls, and 
X is a Giffen good.



Slutskian Method to identify the SE
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Case 1: Px falls, and 
X is a normal good.



Slutskian Method to identify the SE
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Case 2: Px falls, and 
X is an inferior good.



Slutskian Method to identify the SE
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Case 3: Px falls, and 
X is a Giffen good.



Income Compensation in the Two Approaches

Notice that the imaginary budget lines of both approaches imply the 

consumer’s income were changed.

• Hicksian Method

• Slutskian Method
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Compensated Demand and Uncompensated Demand
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• Uncompensated Demand (Marshallian Demand)

• Compensated Demand
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Decomposition of the Price Effect
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