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Abstract

This paper considers a group of consumers who have preferences over how a
good is produced and distributed, rather its traits alone. Moreover, it is hy-
pothesized that ethical preferences also depend on prices, and that prices in-
form consumers about the way goods are produced and distributed. The
concept of conspicuous ethics is introduced in order to motivate the con-
sumption of ethically produced goods. The paper states the assumptions and
conditions representing the consumption behavior of the ethical consumer. It
is shown that a price-dependent direct utility function provides the necessary
structure in the characterization of the consumption behavior of the ethical

consumer.
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1. Introduction

In “The Theory of the Leisure Class”, Veblen [1] recognizes that the consump-
tion of “more excellent goods' is evidence of wealth and that failure to do so
becomes a mark of inferiority and demerit. Veblen’s theory considers a society
in which individuals carve for esteem through the consumption of conspicuous
goods. He assumes that a society evolves through individuals competing for es-
teem relative to other members of society, and that the display of economic
power drives esteem. He understands that in such an economic environment, an
individual utility function, which is independent of prices, is not a suitable
framework for the analysis of consumption behavior of conspicuous goods. Im-
plicit in his formulation of the consumer, Veblen believes that prices do not only

signal the scarcity of goods in the coordination of consumption allocations, but

1c

More excellent goods” refers to product quality and luxury goods in this context.
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they do also affect the individual’s preferences. The theory on consumption be-
havior when preferences depend on prices is summarized in Pollak [2].
+  Preferences may depend on prices because of “snob appeal” [1].
Preferences may depend on prices because people judge quality by its price
[3].
Price dependent preferences are also considered when individuals purchase
financial assets, i.e., when money enters the utility [4].

The aim of the literature on price dependent preferences is to derive and ex-
amine the formulas for comparative statics analysis of demand functions. This
requires to establish generalizations of the Slutsky equation, when normal or
relative prices enter the utility of the consumer [2] [5].

In this paper, however, we ask a fundamentally different question. In particu-
lar we investigate a class of individuals who exhibit rather unusual consumption
behavior according to standard economic theory, the ethical consumers. We ask
the following question: Are ethical consumers best characterized by price inde-
pendent or dependent preferences? Hence, the aim of this paper is to show that
there are further reasons for considering price dependent preferences beyond
snob appeal, judging quality by its price, and money in the utility. The focus of
discussion is on the theoretical development of a model of ethical consumption,
a topic only marginally encountered in the literature.

A fast growing number of consumers base their daily consumption decisions
on the basis of ethical values, such as human rights, environmentally friendly
production, sustainable production and distribution standards, and animal
well-being [6]. Ethical consumers, hence, are consumers who beyond making ra-
tional consumption decisions on price-quantity apply certain values when mak-
ing consumption decisions. According to Doane [7], ethical consumers feel re-
sponsible towards society and express these feelings via their purchasing beha-
vior. Examples of positive ethical consumption are the purchase of fair trade,
organic, and “green” products. Negative ethical consumption refers to the con-
sumption behavior where ethical consumers express their concerns about society
and environment through the boycott of purchasing unethically produced goods,
Le., goods produced under child labor, and wages below a minimum wage [6].
Another distinct property of ethical consumption is that the demand for ethical-
ly produced and distributed goods is positively correlated with prices. We illu-
strate this at the example of Fair Trade coffee consumption®. Basu and Hicks [8]
and Pelsmacker et al [9] analyze the stated preferences of students in the US and
Canada and show that a positive relationship between Fair Trade prices and de-
mand for ethically produced coffee exists. These results have been replicated for
revealed preferences of customers of supermarkets in the same countries by
Laureiro and Lotade [10] and Cranfield et al [11]. See also [12] [13] [14] for

similar results. The standard economic model fails to address these behavioral

’The positive relationship between demand for ethically produced and distributed goods and prices
is observed across all market segments of ethical consumption and is not restricted to Fair Trade,
and coffee.
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properties. Hence we aim at developing a model of ethical consumption satisfy-

ing:

1) Ethical consumers do not only care about the physical properties of a good,
but they also care how a good is produced and distributed.

2) Ethical consumers boycott the consumption of unethically produced and
distributed goods. Hence consumer may exhibit negative consumption.

3) The demand for ethically produced and distributed goods is positively corre-
lated with prices.

The literature on the theory of ethical consumption is sparse, suggesting that
the characterization of the ethical consumer is a non-trivial open problem [15].
Nevertheless, in this paper, we attempt to go a step towards such a characteriza-
tion. At first instance we provide a motivation for ethical consumption. At va-
riance to Veblen [1], who motivates the consumption of conspicuous goods by
individuals striving for esteem by displaying economic power, we hypothesize
that individuals carve for esteem by displaying superior ethical responsibility
towards society through the consumption of ethically produced and distributed
goods. This hypothesis leads to an extended preference relation, which, is dis-
tributed of the space of the physical characteristics of the goods and their asso-
ciated ethical standards regarding production and distribution. We assume that
such a preference relation is also dependent on prices and provide a model to
test this assumption.

Our main result shows that it is necessary to characterize ethical consumers by
price dependent direct utility functions. The necessity follows from a compara-
tive analysis, showing a shift of the indifference curve given a change in the rela-
tive prices. The next section discusses the model of ethical consumption in some
detail. The main result is discussed in the conclusion, which also suggests direc-

tions for future work.

2. Modelling the Ethical Consumer

Definition 1 Conspicuous ethics refers to an ethical consumption behavior
where a consumer expresses superior ethical responsibility towards society by
purchasing ethically produced and distributed goods. The ethical consumer also
expresses superior ethical responsibility towards society by boycotting the con-
sumption of unethically produced and distributed goods.

Let there be a group of socially responsible consumers represented by an in-
dex i=1,---,] satisfying definition 1. There are i=1,---,L ethically produced
and distributed consumption goods. An ethical consumption bundle is denoted
by x, €X,, where €X, cR" . We consider the following price normalization
q :(q',---,q”)eSUS,where

S:z{qeRf+ > q :1},
=1

with its closure simplex defined by
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S:z{qeRf :iql :1}.
1=1

Preferences for goods may depend on prices because consumers judge quality
by its price [1] or because a higher price enhances the “snob appeal” of a good
[5]. Similarly, we hypothesize that preferences depend on prices because an eth-
ically produced and distributed good enhances the “superior social responsibility”
of a consumer towards society. For example, consumers are willing to pay a
premium for ethically produced goods, and when market prices fall below a cer-
tain threshold, consumers are willing to pay a minimum price to producers,
which guarantee ethical production. We employ a relative price hypothesis
which implies that both the short run and long run demand functions are ho-
mogenous of degree zero in prices and total expenditure [2]. It is well known
that such demand functions permit a meaningful welfare analysis, which is not
the case when considering absolute price dependent preferences [2].

Assumption 1 For every i=1,---,1, an ethical preference is a pair consisting
of a preference ordering over an ethically produced and distributed consump-
tion bundle x; € X, and a relative price system q = (ql ,o -,q") €S, where

s: 8>S (1

is a one-to-one map, disentangling the relative ethical consumption prices
peScR! into a price index qeS which enters the direct utility of the
consumer.

We introduce a parameterized price dependent utility function

u, X, xS >R (2)

which satisfies assumption 2.

Assumption 2 1) The parameterized utility function u,(x,;q) is smooth on
the domain X, xS, and continuous on the domain X,xS.2) The parameter-
ized utility function is smoothly increasing w.r.t. every x., Du,(x;q)>0 for
every qeS.3) The parameterized utility function is smoothly quasi concave.
The restriction of the quadratic form D’u, (xl.;q) to the tangent hyperplane at
x, € X, to the hypersurface {x,. eX, 1y (xi;g) =1, (x;;q)} Is negative definite
forevery qeS and x €X,.4) Forany " there exists some x €X, such
that the hypersurface {x,, eX, u(x59)=u } is bounded from below for every
qe S.5) The parameterized utility function is smoothly increasing w.r.t. every
4, Du,(x,;9)>0 for every q €S with strict equality for at least one ¢
(Figure 1).

Let an ethical consumer i=1,---,m be endowed with a vector of initial en-

1 n

dowments o, = (a) RERN.)

i i

)e Q, cR,,, and let his set of feasible consumption

allocations be defined by
B(p,w):= {(p,x[)eSxR'l pex, Sp~a)l.}.

Let assumptions 1 and 2 hold. Then for any given ethical price system®> p e S

the objective of the consumer is formalized as

*An ethical price system is a price system associated with a social label.
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Figure 1. Result of theorem 3: Shift of price dependent preferences.

argmaxu, (x;;5(p))

3
x,.eB(p,a)i) G)

Theorem 3 An ethical consumer is characterized by a price dependent direct
utility function if there is a constant 0< K (Ac,) <2 such that

k OMRS
= q (i(p))l > 0 (4)
MRS(s(p))l op

Proof. By the Fechner and Weber theorem [16], we have
Ag, :]n(O',.+AO'i)—ln(0',.) (5)

o d OMRS (s(p)),
o MRS(s(p))l "

G OMRS(s(p)) ¢ OMRS(s(p))

J

%= MRS (s (p))j " " MRS (s (p))l "

i

From Equation (5), we obtain by substitution
A =1 g OMRS(s(p)) ¢ OMRS(s(p)),
€ =1In +
MRS (s(p)), op" MRS (s(p)). op*

J

/ aMRs(s<p>>,J_m[ / aMRs<s<p)),]
MRS

- MRS(s(p))l op* (s(p))l op*
7 OMRS (s(p)), . q* aMRS(S(P)),- B q" OMRS (s (p)),
L MRS (s( p))l op* MRS (s( p))j ot MRS (s ( p))j p* ©

which yields

o OMRS(s( p))j

Mrs(s(p), ot
K O0MRS(s(p))

p 1

eMi=e =K (Ae) (7)
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From Equations (6) and (7) we obtain

g"  OMRS(s(p)), L g OMRS (s(p)), & oMRS(s(p))
MRS(s(p))] op* MRS(S(p))j aop* MRS(s(p))] op*
Ko g OMRS(s(p))
MRS(s(p)), o'

;o oms(s(p))
MRS(S(p))z '
g OMRS(s(p)), g  OMRS (s(r))
MRS(s(p))l op* MRS(S(p))j op"*
_ qk 6MRS(s(p))l
MRS(s(p)), o'

K(Ac)

J

¢ oMrS(s(p)), £ OMRS(s(p)),

K(Aei)MRSE]s( p)), @ MRS (qs(l’))/ '
i 4 aMRS(S(P))j ~ q" 5MRS(S(p))I

MRS (s ( p))j op' MRS (s(p)), '

¢¢  OMRS(s(p)), ~

RO (K (8¢) -1)

¢ rs(s(p), g aMmS(s(p)),

= MRS(S(p))j op* MRS (S(P)), op*

Define a new constant K := K (A¢ )—1=¢"" —1, which by substitution and
little algebraic manipulation yields
g OMRS(s(p))
MRS (s (p))] 6pk
g OMRS(s(p)), g aMRS(s(p)),
B MRS (s(p)). aop" MRS (s(p)), aop"

= J >0
K

The right hand side contracts if 0<K <1, hence ¢ —1<1 from which the

condition of the theorem follows.

3. Conclusions

The paper considers conspicuous ethics as the main driver of ethical consump-
tion. It is assumed that ethical consumers have preferences over the way goods
are produced and distributed. This is at variance to the standard economic mod-
el, which assumes a preference ordering over the traits of goods. Moreover, in
order to reflect the empirically observed positive relationship between prices and
demand for ethically produced goods, it is hypothesized that preferences also

depend on prices. This is similar to the literature on product quality [2] and
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“snob appeal” [5]. The relative price hypothesis suggests that short-run and
long-run demand functions are homogenous of degree zero. This is a desirable
property, which permits meaningful welfare analysis [17]. The main result shows
that a small perturbation to the price system shifts the preferences of the ethical
consumer, suggesting an objective function represented by a prize parameterized
direct utility function.

This paper provides a new framework for modelling ethical consumption.
Moreover, the formula stated in the main theorem is empirically verifiable. The
hypothesis to reject is & <0, which suggests that ethical preferences do not de-
pend on prices ¢ =0 or satisfy the usual law of demand ¢ <0.

Retailers can use this formula to classify ethical consumption goods. The pa-
per suggests a product segmentation and price strategy for retailers using social
labels, which provide a price signal and information set about how goods are
produced and distributed to a group of informing consumers whose willingness
to pay is high.
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