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Applications of Consumer Choice Theory

1. Theory provides a model of rational choice, given constraints. It can be applied to many situations and decision makers because public policies often change the incentives (constraints) that individuals and organizations face when making decisions.

2.  Extended application: Effect of alternative approaches to assisting families with child care


Setting up the analysis –composite good (all other goods) on vertical axis, specific good/service of interest on horizontal axis – in this case, hours of child care


Option 1: Cash grant – income effect


Option 2: Voucher (a grant that has value only when used for a specific good or service) – income effect


      Will a voucher affect choice differently than a cash grant of same size? Possible sub-optimal choice 


Option 3: Tax deduction (or price subsidy) – income and substitution effect analysis


    Price change alters the terms of trade – family needs to adjust MRS  →  substitution effect

    Price change also affects the set of available choices under the budget line  →  affects real income  →  effect of this on consumption is the income effect


Which is better, a tax deduction or a cash grant that costs the same amount? From family’s point of view, from public point of view?


Option 4: Capped tax deduction 

3. Effect of inter-governmental grants – We can apply the same analytic tools to analyze the effects of inter-governmental grants on public budget allocations, if we are willing to assume the lower level government makes rational decisions

Voucher may be re-interpreted as categorical block grant
Tax deduction may be re-interpreted as matching grant 

Capped tax deduction may be re-interpreted as capped matching grant
4.  Can use income and substitution effects to analyze subsidized saving programs for the poor (IDAs), tax deductibility of charitable giving, and many other policies  

5.  Labor supply as a consumer choice problem – save for later in course

6. Consumer surplus – interpreting the demand curve as a marginal benefits curve




   using the concept of consumer surplus in policy analysis

