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Chapter 3

Everyday Decisions

You and Your Choices
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Road Map
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3.1 Individual Decision Making: How You Spend Your Income

LEARNING OBJECTIVES
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Figure 3.1What You Do with Your Income

Here is a schematic view of what happens to your income.
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Figure 3.2Various Bundles of Chocolate Bars and Downloads

This figure shows the combinations of chocolate bars and music downloads fromTable 3.1 "Spending on Music
Downloads and Chocolate Bars".
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Figure 3.3The Budget Set

The bundles that are affordable are in thebudget set, shown here as a triangle.
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The Budget Line
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Figure 3.4The Budget Line

The bundles that are exactly affordable are on thebudget line.
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Q 3EK�FH;<;H���JE���
Q 3EK�FH;<;H���JE���
Q 3EK�7H;�;GK7BBO�>7FFO�M?J>�;?J>;H���EH���
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9>E9EB7J;�87HI�

Q 3EK�FH;<;H�8KD:B;���JE���
Q 3EK�FH;<;H�8KD:B;���JE���
Q 3EK�FH;<;H�8KD:B;���JE���
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Figure 3.5Choosing a Preferred Point on the Budget Line

An individualÕs preferred point reflects opportunities, as given by the budget line, and preferences. The preferred
point will lie on the budget line, not inside, because of the assumption that more is better.
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Rationality
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More Complicated Preferences
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3.2 Individual Demand
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Changes in Income

Figure 3.6An Increase in Income

An increase in income shifts the budget line outward.
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Figure 3.7The Consequences of an Increase in Income

In response to an increase in income, two things are possible: the consumption of chocolate bars may increase (a) or
decrease (b).
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Figure 3.8A Decrease in the Price of a Chocolate Bar

A decrease in the price of a chocolate bar causes the budget line torotate. The result is an increase in the quantity of
chocolate bars consumed.
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Figure 3.9The Demand Curve

Table 3.2 "Demand for Chocolate Bars"contains an example of some observations on demand. At different prices
from $1 to $6, we see the number of chocolate bars purchased. If we fill in the gaps, we obtain a demand curve.
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Figure 3.10Shifts in the Demand Curve: Normal and Inferior Goods

(a) If income increases and chocolate bars are a normal good, then the individual demand curve will shift to the
right. At every price, a greater quantity of chocolate bars is demanded. (b) If income increases and chocolate bars
are inferior goods, then the individual demand curve will shift to the left. In the event of a decrease in income, the
two cases are reversed.

Exceptions to the Law of Demand
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Changes in Other Prices

-E�<7H	�M;�>7L;�I7?:�J>7J�J>;�DKC8;H�E<�9>E9EB7J;�87HI�OEK�M7DJ�JE�8KO�?I�7<<;9J;:
8O�?D9EC;�7D:�J>;�FH?9;�E<�7�9>E9EB7J;�87H���>7D=;I�?D�J>;�FH?9;I�E<�EJ>;H�=EE:I
7BIE�>7L;�7D�?CF79J��#D�=;D;H7B	�7D�?D9H;7I;�?D�7�FH?9;�E<�7DEJ>;H�=EE:�9EKB:�97KI;
J>;�:;C7D:�<EH�9>E9EB7J;�87HI�JE�?D9H;7I;�EH�:;9H;7I;�

!EE:I�7H; substitutes �� ?<�7D�?D9H;7I;�?D�J>;�FH?9;�E<�ED;�=EE:�B;7:I�JE�?D9H;7I;:
9EDIKCFJ?ED�E<�J>;�EJ>;H�=EE:����I�7D:�CKI?9�:EMDBE7:I�7H;�ED;�;N7CFB;��?<�J>;
FH?9;�E<���I�?D9H;7I;I	�OEK�M?BB�E8J7?D�CEH;�CKI?9�J>HEK=>�:EMDBE7:I�

!EE:I�7H; complements�� ?<�7D�?D9H;7I;�?D�J>;�FH?9;�E<�ED;�=EE:�B;7:I�JE�:;9H;7I;:
9EDIKCFJ?ED�E<�J>;�EJ>;H�=EE:�� EH�;N7CFB;	��0�I�7D:��0��FB7O;HI�7H;
9ECFB;C;DJI��#<�J>;�FH?9;�E<��0��FB7O;HI�:;9H;7I;I	�CEH;�F;EFB;�M?BB�8KO��0�
FB7O;HI���I�7�H;IKBJ	�CEH;�F;EFB;�M?BB�M7DJ�JE�8KO��0�I�

.EEBA?J�-;9J?ED��������B7IJ?9?JO�

.E�B;7HD�CEH;�78EKJ�IK8IJ?JKJ;I�7D:�9ECFB;C;DJI	�I;;�J>;�JEEBA?J�<EH�<EHC7B
:;<?D?J?EDI���.>;I;�:;<?D?J?EDI�7H;�FH;I;DJ;:�?D�J;HCI�E<�J>;cross-elasticity of
demand	�M>?9>�?I�7�C;7IKH;�E<�>EM�H;IFEDI?L;�J>;�GK7DJ?JO�:;C7D:;:�?I�JE
9>7D=;I�?D�J>;�FH?9;�E<�7DEJ>;H�=EE:��

The Valuation Approach to Demand
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Figure 3.11Valuation of a Good

Yourvaluationof a good is the maximum amount that you would be willing to pay, purely on the basis of your
desire for the good.
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Combining the Two Approaches to Demand
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Figure 3.12Unit Demand

The buyer follows this decision rule: ÒBuy if the price is less than valuation.Ó If the price is greater than $3,000, the
buyer will not purchase. The quantity demanded is zero. If the price is less than $3,000, the buyer will purchase one
unit. No matter how low the price decreases, the buyer will not want more than a single unit. This is an example of
unit demand.
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Figure 3.13The Valuation of a Car

If you donÕt buy a car, your preferred mix of chocolate bars and downloads is at point A. If you buy a car, then you
no longer have that income available to spend on chocolate bars and downloads. Your budget line shifts inward, and
you consume at your preferred point B. Now imagine that you are equally happy at point A and point B. Then the
difference in income is equal to your valuation of the car. Thus the valuation of a car is its opportunity cost in terms
of other goods.
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3.3 Individual Decision Making: How You Spend Your Time
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Figure 3.14The Time Budget Constraint

The time allocation line shows your options for dividing your time between study and sleep.
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Figure 3.15Choosing between Work and Leisure

(a) The time budget line shows your options for dividing your time between labor and leisure. However, we generally
think of labor as a ÒbadÓ rather than as a Ògood.Ó (b) Now the choice is between consumption and leisure. For each
hour of your time, you earn the nominal hourly wage. If you divide this by the price level, you get the real wage. The
real wage tells you how many goods and services you can enjoy for one hour of work.
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Figure 3.16The Effect of a Real Wage Increase on the Quantity of Labor Supplied
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(a) An increase in the real wage causes the budget line to rotate. Income and substitution effects are both at work:
the income effect encourages more leisure (less work), while the substitution effect encourages more work. The
substitution effect generally dominates, so higher real wages lead to more work. This means that the labor supply
curve slopes upward, as shown in (b).
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Individuals and Households
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MEHA;:��"EM;L;H	�J>;�EJ>;H�F;HIED�C7O�9>EEI;�JE�MEHA�B;II��#C7=?D;	�<EH�;N7CFB;	
J>7J�J>;H;�7H;�>EKI;>EB:�9>EH;I�J>7J�;?J>;H�9EKB:�:E���O�MEHA?D=�B;II	�ED;�F;HIED
97D�:E�CEH;�E<�J>;I;�9>EH;I�7D:�J>KI�9ECF;DI7J;�J>;�EJ>;H�F;HIED�<EH�J>;�;NJH7
>EKHI�MEHA;:�.>?I�?I�7D�7FFB?97J?ED�E<�7D�?CFEHJ7DJ�;9EDEC?9�?:;7�97BB;:
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Time Studies
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Country Age Work Study Personal Care Leisure
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?D:;;:�M>7J�M;�I;;�

Combining Your Time and Spending Choices
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Effects of Real Wages on Household Demand
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Effects of Prices on Time Allocation
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CHECKING YOUR UNDERSTANDING
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3.4 End-of-Chapter Material

In Conclusion

1;�7BB�C7A;�;9EDEC?9�:;9?I?EDI�;L;HO�:7O	�E<J;D�M?J>EKJ�=?L?D=�J>;C�L;HO�CK9>�J>EK=>J��#D�J>?I�9>7FJ;H	�M;
>?=>B?=>J;:�JME�<KD:7C;DJ7B�:;9?I?EDI��7BBE97J?D=�?D9EC;�7D:�7BBE97J?D=�J?C;��3EK��7D:�;L;HOED;�;BI;�
=;D;H7BBO�C7A;�9>E?9;I�EL;H�?D9EC;�7D:�J?C;�7BBE97J?EDI�?D�7�C7DD;H�J>7J�C7A;I�OEK�>7FFO��.>KI�M;�FH;:?9J
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