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INTRODUCTION
For a fall in price, substitution effect (SE) takes place when due to the change
in price (fall), the consumer is inclined more towards the purchase of cheaper
goods and buys less quantity of the other good. This response to a change in
relative prices is known as SE.
SE: Change in consumption of a good with a change in its price, with the level
of utility held constant.
Again in consideration for a fall in price, since one of the goods has become
cheaper, therefore the consumer can have the same amount of the good with
less money and as a result of price fall , his real income/ purchasing power
increases which could be either spent on the purchase of the same good with
price fall or for the purchase of other good. This change in demand resulting
from the change in real purchasing power is called income effect (IE).
IE: Change in consumption of a good resulting from a change in purchasing
power , with relative prices held constant.
Normally, these two effects occur simultaneously, but for simplicity , each effect
is studied separately in isolation.
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INCOME AND SUBSTITUTION
EFFECTS FOR A NORMAL GOOD
In the figure, the initial budget line is RS, two goods are food , measured on the X
axis and cloth on the Y axis which are taken as normal goods.
The consumer before the price change, maximises his utility at point A on
indifference curve U1, being tangent to the budget line RS.
But when the price of food falls, the budget line shifts to RT which is tangent to the
indifference curve U2 at point B which is the new consumer equilibrium point which
happened as a result of purchasing power increase.
But to find out the substitution effect, the money income is adjusted in such a manner
to eliminate the purchasing power increase so that changes in consumption of a good
could be found, triggered by the changes in relative price of the good when the level
of utility is held constant.
To see the SE, a parallel line towards left or below RT is drawn, NM which is tangent
to the new point D on the indifference curve U1 points out that after the price change
the SE is F1E.

INCOME AND SUBSTITUTION EFFECTS:
NORMAL GOOD
After finding out the SE, IE can also be known by just restoring the real income or
purchasing power increase when the relative prices are held constant.
So, the IE is EF2 as it is a normal good.
Therefore, the consumer will increase his consumption of food when it’s price falls
due to real income or purchasing power increase.
So, the total effect of price change is SE+ IE.
That is, TE (F1F2) = SE (F1E) + IE (EF2).
So, it is concluded that for normal goods, both SE and IE move in a positive
direction.
That is , as price falls, the consumer buys more of the cheaper good by reducing the
amount of the other good whose price doesn’t record any change and this is known as
substitution effect.
And also as income increases, he buys more of the cheaper good (food).
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EFFECTS: INFERIOR GOOD
A good is inferior when the income effect (IE) is negative.
As income increases or purchasing power increase due to fall in price of food which
is taken as an inferior good, then the demand or consumption for the inferior good
(food) falls up to a certain level as per IE due to increased purchasing power.
Now, he would reduce the amount of the inferior good and increase that of the other
which is taken as normal.
But the negative IE is not so large as to outweigh the positive substitution effect.
According to the diagram, SE is F1E i.e. the movement from A to D.
And IE is EF2 ( from point D to B).
Therefore, TE (F1F2) = SE (F1E) – IE (EF2).
So, as the large positive SE overshadows the negative IE, therefore, when the price of
inferior good falls, its consumption always increases.
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AN UPWARD SLOPING DEMAND
CURVE: THE GIFFEN GOOD
A giffen good is one whose demand curve slopes upward because the (negative)
income effect is larger than the substitution effect.
Here, the income effect is large enough to cause the demand curve for a good to slope
upward, such type of goods are known as giffen goods.
Before price change, the consumer is in equilibrium at point A on U1 tangent to RS
budget line, consuming little clothing and much food.
Now, as the price of food declines, this decline would free enough amount of income
to purchase more of cloth and less of food (giffen good) as shown by point B on U2
indifference curve tangent to RT price line.
Revealed preference figured out that the consumer is better off at point B rather than
A even though less food is consumed.
This, IE in terms of giffen good is of little use because it requires large negative
income effect but the income effect in practical life is a bit small.

A SPECIAL CASE: THE GIFFEN GOOD
Usually, most goods account for only small part of the consumer’s budget.
And for this reason, large income effects are most often used for normal goods
instead of inferior goods.
When food is taken as a giffen good and when the income effect is large enough to
dominate the substitution effect , the demand curve is an upward sloping line.
Initially the consumer is at equilibrium at point A, but after the price of food (giffen
good) falls, the IE is EF2 ( from point D to B) and SE is F1E then the TE of price
change remains F1F2.
That is, the decrease in the price of food leads to a lower demand for food.
The negative income effect exceeds the substitution effects for a giffen good.
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