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Good Income Effect Substitution Effect

Total Effect

Pepsi is relatively
cheaper, so consumer
buys more Pepsi.

Pepsi Consumer is richer,
50 he buys more Pepsi.

Plzza s relatively
more expensive,
50 consumer buys
less pizza.

Pizza Consumer is richer,
30 he buys more pizza.

Income and substitution
effects act in

same direction,

50 consumer buys

more Pepsi.

Incame and substitution
effects act in

opposite directions,

50 the total effect

on pizza consumption
is ambiguous.
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good. constraint
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1. An increase in the price of

potatoes rotates the budget
constraintinward . . .
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... the labor supply curve slopes upward.

(a) For a person with these preferences. . .

Consumption Wage

Labor
supply

Hours of [ —7~  Hours of Labor
Leisure 3....and hours of labor increase.  SuPPplied

® \
2...... hours of leisure decrease .. .
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(b) For a person with these preferences. . .

... the labor supply curve slopes backward.

Consumption Wage

\' Labor
upply
0 Hours of 0 7 Hours of Labor

1 . o
2. hours of leisure increase . .. Leisure 3. and hours of labor decrease.  Supplied
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Consumption Budget

when Old | ¢nsiraint
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(a) Higher Interest Rate Raises Saving

(b) Higher Interest Rate Lowers Saving

Consumption Consumption
when Old when Old | gc,

1. A higher interest rate rotates

1. Ahigher interest rate rotates the budget constraint outward . . .

the budget constraint outward . . /
&

I
0 < Consumption 0 7 Consumption
2. resulting in lower when Young 2. . resulting in higher when Young
consumption when young consumption when young
and, thus, higher saving. and, thus, lower saving.
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