#1 Demonstrate how PCC with varying price Py, (Px and Income are fixed) can give us the price
elasticity of Y to be_equal to, less than, or greater than 1 in absolute value
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7. A college student has two options for meals: eating at the dining hall for $6 per meal, or eating a Cup O’
Soup for $1.50 per meal. Her weekly food budget is $60.

a. _ showing the trade-off between dining-hall meals and Cups O’ Soup.

Assuming that she spends equal amounts on both goods, draw an indifference curve showing the
optimum choice. Label the optimum as point A.

®  mesls & SOUp_: substitute 3ood

L co = 6x =+ 1.5 Y GEEIES
®  intercept (max units): .
l: meals cosme x> G0 G e - 10U
SOUD Caswme as YD) 60 $ S5 = 0 uits
®  spend equal amount on both goods (max uility)
I: meals cassme as x> 20 $ - T x5 ik
SOUD Cosume s y) 20 § i s T oS
b. Suppose the priceiof a Cup O’Soupnow risest0:$2: Using your diagram from part (a), show the
consequences of this change in price, Assume that our student now spendsionly:30percentiofher — > P Qy ¥
(income on dining=hall'meals. Label the new optimum as point B.
X max amout can bvg with new price of soop — % = 30 units
) ¢ spends on\\j 30 /. of her income on mesls — l;; x 6 = 1% $ % = 9 units
® note: in order fo maximise utility, she must spends all budget :
B = (POX)+ (RYY )
60 = (e)(xX) *+ (a)a)
60 -1% . X [ S. new optimum @ X =% & y =9
[
M| : X )
c. What happened to th.of Cups O'.consumed as a result of this price change? What
does this result say about the income and substitution effects? Explain.
}2 substitution effects ¢ A= C)
Pyt = Qyi - Qy ! 1o remsin u'ri\i’r\j
AX > 0O
AY < O
> X income  effects  (C~ B)

Pyt = red inoamel -~ Qyr & Qxl
B
(—r)
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d. Use points A and B to draw a demand curve for Cup O’ Soup. What is this type of good called?

A
95 | CU‘J 0" Soup is  normal 9000\
2 T .
I L 85 when Price increase , quantity Incresse
D
] <+
0S
: QH
S 0 1S 20

11. Economist George Stigler once wrote that, according to consumer theory, “if consumers do not buy less
of a commodity when their incomes rise/they will surely buy less when the price of the commodity

rises.” Explain this statement using the concepts of income and substitution effects.

% Income  Effect
when consumers have  more income, it means that
'H’leﬂ have wnore Furcl'ssina power
+ K ncome? - LU&SeH - slope of budget balance slay the same
bt it will Faml\e\ shift outward a5 customers  have 1 purchasing powey
from BL, to BL, in oder to maximise their uﬁ\ihj.

,x D (?2) &(783)1 - Q1 aQy1

* Substition  Effect
(When  the price of x or Y increases , customer il bu\j less of produet,
However, +Luj will buxj more  of other goods in oder 1o Temsin the same u’rili’rkd.
ln this case, there will be - [maa'\naw) buo\set line " occur as  substitvtion bundle  doesn't exist
as it's locsted above the real l"”"\‘jeT line

Xp %A B s 2 > %
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o lk)\ne)n price of X or Y increases , customer will bmj less of that Froo\uct
Instead | +\nuj will buxj other ymiuds Yo vemain their exist viility,.



