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marginal propensity to consume that commodity divided by the average pro
pensity to consume that commodity. 

3-8. Do you agree with . the following statement: "The price elasticity of 
demand for a good will be higher, the higher the income elasticity of demand 
for that good"? 

3-9. You receive your income in kind: three units of commodity X and 
four units of commodity Y. The prices or-commodities X and Y are known, and 
X and Y are the only commodities in your budget. Draw the budget line. How 
will the budget line change when (a) the prices of X and Y, respectively in
crease 10 percent; (b) the price of X declines 10 percent, and (c) the price of 
Y declines .10 percent? 
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APPENDIX 

VARIATIONS ON PRICE ELASTICITY 

Having developed the concept of income elasticity, we can show 
how it may be helpful to break the price elasticity into two components, 
i.e., the substitution component and the income component. Parts of Fig. 
2-7 are reproduced in Fig. 3-5. It is recalled that originally the budget 

8 

Fig.·3-5 
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line Co touches an indifference oorve at point E. After the price of A 
falls, the new budget line is Ci, and it touches an indifference curve at H. 
The quantity demanded increases from Ai to A4 • The change in the 
quantity demanded is AA = A4 - Ai. The change in price J.s APa It is 
recalled that AA = A4 - Ai = (A3 - Ai) + (A4 - A3 ), where A3 - Ai 
is the Slutsky substitution effect and A4 - A3 is the income effect. Let 
us adopt the following notations: 

Total effect 

Substitution effect = A3 - Ai = LiA 
Income effect = A4 - A3 = A* A 

AA=AA+A*A 

It is recalled that the change in apparent real income is equal to the 
original quantity of A demanded times the change in the price of A, 
which is denoted by -A · APa. Now, if the marginal propensity to con
sume with respect to A is Ma, then out of the change in apparent real 
income - Ma · A · AP a dollars will be spent on commodity A. To illus
trate it, assume that originally I consume 100 units of A, and the original 
price of A is $10. Next, the price of A falls to $9. Then, the change ip 
apparent real income is - A · APri = - 100 · (9 - 10) = $100. Assume 
that Ma= 0.36, then, out of this change of $100, $36 will be spent on 
commodity A. If you are interested in estimating the additional amount 
of A that will be consumed due to the change in apparent real income, 
simply divide $36 by the price of A. In this case $36/$9 = 4 units. 

In summary, the change in the quantity demanded resulting from 
the change in apparent real income is 

Thus we obtain 

-M ·A·AP 
A* A= a a 

Pa 

. - Ma. A. APa 
AA=AA----

Pa 

The negative sign of the second expression in the right-hand side of the 
equality takes care of the fact that a negative AP a gives rise to a positive 
change in real income. In our example, AP a = 9 - 10 = $ - l. But the 
change in real income ill' positive. Thus, the change in apparent real 
income was -100(9 -10) = -100(-1) = $·100. Multiplying the equal
ity above by Pal (A · AP a) we obtain 

Pa·AA Pa·~A 
A . AP a = A . AP a - Ma 
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Now the left.-hand side of the new equality is simply .,,. The first expres
sion on the right-hand side is the price elasticity relating to the substitu-

tion effect onl.Y. Let us denote it by .,,. This gives --
'll=°;;j-Mo. 

It is recalled that Mo. is the additional spending on cqmmodity A divi<!,ed 
by the additional income, or 

Po.· A*A 
Mo.=--

Al 

Multiplying the numerator and denominator, respectively, by I· A we 
obtain 

Po.·A·A*A·l 
Mo. =-= = Ka · YJ1 

I· Al· A 

where Ko. is the average propensity to consume of A, or simply the frac
tion of total income spent on commodity A. It is recalled that '111 is 
income elasticity with respect to commodity A. Substituting Ka · '111 for 
Ma we obtain 

l Y} = Yi - Ko. . Yl1 I 
ABNORMAL DEMAND CURVES 

. If A is a superior commodity, then YJ1• is positive, and the expression 

- Ka· YJ1 is negative. Yi is always negative; thus, YJ which is obtained by add
ing two negative expressions must be negative too. In other words, the de
mand curve for a superior commodity must have a negative price elasticity. 
Accordingly, it is always riegativ"ely sloped--'--Or, in other words, it is 
normal. This generalization excludes the case of a "prestige-commodity." 
Note that this is a case where it may be assumed that~ with respect to 
mink coats may take on positive values when the price of a mink coat 
becomes very low. One cannot deny the possibility of a positive~- Thus, 
you will find producers of cheap CClplijftCt ~drs..putting the following piece 
of advertisement in magazines: "Even though our price per car is very 
low, our price per kilogram of a car is the highest!" But let us restrict 
ourselves to commodities with negative ;;;. If commodity A is inferior, 
then YJ 1 is negative, and the expression - KaYJ 1 is positive. Now if 
I - Ka· YJ 1 j < JYiJ, then YJ is still negative and the demand curve is nega
tively sloped. However, if I - Ka· YJ 1J > IYi"J, then the demand curve is 
positively sloped because .,, is positive. To put it differently, a rise in 
the price of an inferior good might ent~il increasing the quantity de-


