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1. Indifference curves are downward-

sloping. Quantity One of Hurley’s
- fM indi
If the quantity of of Mangos indifference curves

fish is reduced,

the quantity of
mangos must be B
iIncreased to keep
Hurley equally A

happy. 5L

Quantity
of Fish
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2. Higher indifference curves are preferred

fo lower ones. Quantty A few of Hurley's
of Mangos indifference curves
Hurley prefers
every bundle on I,
(like C) to every
bundle on 5 (like

A). L N

He prefers every - 4
bundle on F (like 4

A) to every bundle 1,

on I (like D). Quantity

of Fish
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‘3. Indifference curves cannot cross.

Suppose they did. Quantity Hurley's

of Mangos indifference curves
Hurley should prefer

B to C, since B has
more of both goods.

Yet, Hurley is indifferent

between B and C:

He likes C as much as A
(both are on Iy).

He likes A as much as B

(both are on 1) Quantity
of Fish I




o LZEFML ™A, BPERRERE P AEXMEIR R, A
‘4. Indifference curves are bowed inward.

Quantity
of Mangos

Hurley is willing to
give up more
manqgos for a fish if
he has few fish (A)
than if he has many
(B).

Quantity
of Fish
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Close Substitutes and Close Complements

Quantity Indifference Quantity Indifference
of Pepsi curves for close of hot curves for
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) . Quantity
,_uﬂ.n mcreas_e in of Mangos
income shifts the

budget constraint
outward.

A R A,
T PR R i ) B
PLis FEanfr A2 4L ?

If both goods are
“normal,” Hurley
buys more of each.

Cluantity
of Fish
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- If mangos are
inferior, the
new optimum
will contain
fewer mangos.

Cuantity
of Mangos

Quantity
of Fish
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Initially, Quantity
PF =%4 of Mangos
Py = $1 1200

income: $1200

P falls to $2

budget constraint 600
rotates outward, 500

Hurley buys

more fish and
fewer mangos.

AR %‘%

initial
optimum

new
_-optimum
__,_ﬂ'

150 300 Cuantity

of Fish
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Initially, Quantity
PF =%4 of Mangos
Py = $1 1200

initial
optimum

income: $1200

P falls to $2 Dp?;ﬂ\,:] )

budget constraint 600 || . -
rotates outward, 500 %

Hurley buys

more fish and
fewer mangos.

150 300%, 600 Quantity
350 of Fish
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Quantity
Initial optimum at A. of Mangos

In this example, FMETEL LR : AT T HiTA &I 55

the net effect . s .
P falls. o mancos 1 2 5 AR D 2

negative.

Substitution effect:
from A to B,

buy more fish and
fewer mangos. h‘

2 A R EL A i PR 2 AR ML R A K 2

..........

Income effect:
from B to C,

buy more of both Quantity
goods. of Fish
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But the substitution effect is bigger for substitutes than for
complements.

In both graphs, the relative price changes by the same amount.

Cuantity
of Pepsi

.,

Quantity of Coke

Cluantity of
hot dog buns

Quantity of hot dogs
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Budget constraint

— Shows a person’s tradeoff between
consumption and leisure

— Depends on how much time she has to divide
between leisure and working

— The relative price of an hour of leisure is the

amount of consumption she could buy with an
hour's wages

Indifference curve

— Shows “bundles” of consumption and leisure
that aive her the same level of satisfaction

Consum pticn

5,000

2000 ———

60 100

Hours of leisure

At the optimum,
the MRS between
leisure and
consumption
equals the wage.

WA LR TTHE
Y=(100-X)50
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An increase in the wage has two effects

on the optimal quantity of labor supplied:

— Substitution effect (SE): A higher wage makes
leisure more expensive relative to
consumption.

* The person chooses less leisure (Increases
quantity of labor supplied)
— Income effect (IE): With a higher wage,
she can afford more of both “goods.”

« She chooses more leisure (reduces quantity of
labor supplied)
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(a) Higher Interest Rate Raises Saving

Consumption
L e | L
. constraint outward . _ . In this case, Y1=C1+C2/(1+1),

SE = IE and C2=S1(1+r)
2. . . . resulting in saving rises

l- lower consumption
wihen young and,

thus, higher savimg.

Consumption when Youmng
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(b)

Consy
wihien
cid

Higher Interest Rate Lowers Saving
anption

BC. 1. A higher interest rate

e rofates the budget

* constraint outward . . .

Consumption when Young

In this case,
SE < |E and
saving falls
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