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Example: Effect of Price Change (1)
� Suppose P¶[ = $3, Py = $4, and B = 120.
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Example: Effect of Price Change (2)
� Suppose Px = $2, P¶\ = $6, and B = 120.
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Price Consumption Curve
� A change in relative prices of two goods changes the 

slope of the budget constraint.

� Suppose Px changes while Py is constant.  For each Px, 
there is a different utility-maximizing consumption bundle.  

� Price Consumption Curve (PCC) is the line that 
connects all the utility-maximizing points for different P[¶V, 
given income and Py constant.

� I.e. , PCC VhRZV hRZ Whe cRQVXPeU¶V purchases react to 
a change in one price with income and other prices being 
held constant.
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Derivation of a Demand Curve
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Income and Substitution Effects
� A fall in Px has two effects:

Substitution effect 
¾ Change in X due to change in relative price with real 

income unchanged
¾ A fall in Px makes Y more expensive relative to X, 

causing consumer to buy more X and less Y
(Note: Real income is kept unchanged by staying on the original 
IC.) 

Income effect
¾ Change in X due to change in real income
¾ A fall in Px increases  the cRQVXPeU¶V SXUchaViQg 

power, allowing him to reach a higher IC
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Graph
� Suppose Px = $3, P¶[ = $2, Py = $4, and B = 120.
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