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Optimization: What the Consumer Chooses
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Quantity
of Pepsi The consumer would prefer to
be on indifference curve |, but
does not have enough income
to reach that indifference curve.

Optimum

The consumer can afford
most of the bundles on [,
but why stay there when

you can move out to a
higher indifference curve, 1,?
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0 Quantity

of Pizza Eﬂ

® i {F R
o B '15' i\g 4
Quantity
of Pepsi /New budget constraint
1. An increase in income shifts the
budget constraint outward . . .
New optimum
R
3....and
Pepsi u i
consumption. Initial
0pl=|mum
e
Initial %
budget i
constraifit |
0 N Quantity
2 L . of Pizza @
... . raising pizza consumption. . .

National Taiwan University

# OpenCourseWare

o SNBSS R E



Lo2 # # R /EAE B2 /% =

N VA L

tF /% 3 ¥

o FF VS FE

Quantity
of Pepsi

A & (Normal vs. Inferior Goods)

/New budget constraint

1. When an increase in income shifts the

3....but e budget constraint outward . . .
Pensi Initial
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consumption
falls, maki | \ .
: [N New optimum

epsi an

inferior good.

ilnitial 7
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constraint i
o] \ Quantity
2....pizza consumption rises, making pizza a normal good . . .
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Quantity
of Pepsi

1,000 40

/New budget constraint

1. Afall in the price of Pepsi rotates
the budget constraint outward . . .

Initial optimum

500
3....and
raising Pepsi
consumption. /
Initial
budget

constraint

N 100

2. ... reducing pizza consumption . ..
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78 {5 X 2% (Income and Substitution Effects)

Quantity
of Pepsi

New budget constraint

$.C New optimum

Income
effect . )
L% Initial optimum
Substitution ] | Intial !
effect bL'dQEtE_
constraint
b
0 P Quantity
Substitution effect of Pizza
=
Income effect @
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(a) The Consumer’s Optimum (b) The Demand Curve for Pepsi
Quantity Price of
of Pepsi /Newbudgeiconstraint Pepsi
A
750 fo- 52
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0 nitial budget Quantity 0 250 — 750 Quantity
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3 Applications

® % %P4 (Giffen Goods)

/ Initial budget constraint

Optimum with high
price of potatoes

Quantity of
Potatoes

B¢

DY

2....which
increases /I
potato
consumption

if potatoes

are a Giffen New budget
good. constraint

At the higher price,
more potatoes are
demanded!

Optimum with low
price of potatoes
1. An increase in the price of

potatoes rotates the budget
constraint inward . . .
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o The Work-Leisure Decision

Quantity
of Meat '@

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

.. . the labor supply curve slopes upward.

Consumption Wage
Labor
\ supply

1. When the wage rises . . /1

BC, -
h
0 i Hours of 0 - Hours of Labor
2. .. hours of leisure decrease . .. Leisure 3....and hours of labor increase. ~ SuPplied '@

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

Consumption Wage

1. When the wagerises .

... the labor supply curve slopes backward.

\1 Labor
supply
b
0 s - Hours of 0 ‘f_ Hours of Labor
2.. .. hours of leisure increase . . . Leisure 3. .. and hours of labor decrease.  SUpplied @
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An Increase in the Interest Rate

(a) Higher Interest Rate Raises Saving

(b) Higher Interest Rate Lowers Saving

Consumption
when Old

BC,

Consumption
when Old

1. A higher interest rate rotates
the budget constraintoutward . . .

\ Consumption 0

2. ... resulting in lower when Young

consumption when young
and, thus, higher saving.

BC,
1. A higher interest rate rotates
/ the budget constraintoutward . . .
BC)

7 Consumption

2. ... resulting in higher when Young
consumption when young
and, thus, lower saving.
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