





















































































Substitution and Income Effects

givenfe I and Py if Px is lower the

consumer alwaysgain more satisfaction by

adjusting the consumption of
both X Y

This adjustment can be
broken down into 2 parts

1 SubstitutionEffect due to the
change in

relativeprice

2 I Jfect due to thechangein Real
Income

consumer feelsricherCorpoor
when Pxdecreases

increases

To separateSubstitutionEffectfeem
Income Effect

Same

we have to keep Real Income constant satisfaction

and see how the consumer substitute.Xfor
y



































































































































































From E to F
Total Effect A X Xi Xo

A y Yi Yo

Px reduces to p slopeofbudget line
changes from
Ppf Z EPip

From E to G Subs Effect
G can be determined by
drawing an imaginarybudget

line Tdope
as the new budgetline Epy

2

4

to betangent to theoriginal
Ico at G

Substitution Effectfoul 2 Xo

for y Yo Yo


















































































Income Effect From G to F

the change in X X Xz

changein Y Y Ya

Income Effect is obtained bymoving
the

imaginarybudget line
to the new

budget line that will
be tangentto the

new Ice at F

Total Effect on X
SE on Xt I Eon X

Xo CX Xz XTXo

Total Effect on y Stony IE on Y

Cfa Yo Cy yd y y

Fromthe IE CG EF a y are normal


















































































when Px reduces the consumer can end up
buyingless of X This isGiffengood

violates hour of Demand

D

i































































