Answerkey

1. (3.5*2=7 marks) State whether you agree or disagree with each of the following

statements. Using appropriate diagrams, explain your response (marks will
depend on the explanation).

a. Two indifference curves cannot intersect.
Agree: See Chapter.3 for details.

b. For a normal good, income effect and substitution effect would move in the
opposite direction.

Disagree: See Chapter.4 for details Q‘i}:\\ 3)

2. a. (4 marks) What is the law of demand? Using diagrams, show that the market
demand curve is the sum of individual demand curves.

b. (3 marks)Suppose that the demand for pencils by a consumer is given by
0,=25+04Y-3P +2P,

Suppose that Q= 20, Y (income) = $20, P=§1, Pf (fountain pen) = $2
1. Calculate the price elasticity, cross-price elasticity and income elasticity of
demand for pencils.

ii. Suppose that the consumer’s income decreased by 40%, what will be the
percentage change in demand for pencils.
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3. a) (3 marks) Using diagrams, explain the derivation of a Marshallian demand curve
from the price consumption curve.

See Chapter.4
b. I) (2 marks) Calculate the MRS of the following utility functions, and state whether .
. . . e . . ! S— 74_ H
the MRS is diminishing or not: MRE = = (C é%q P .
- '_'Mu\ s P K % ”‘4 Gf’g — =
MRS= — =5 o U =542 (l_é,{ miniohig__ Y

MBy= Bee U=5q, +4g, (i) g, UTeeReL
: ( =9, q, B e
MUy = - | — - —=
h=ovg, Yoy M R 5 — 5

IT). (2 marks) Michael spends $200 on two goods (q; and qz). Michael's utility

function is:

U=2q9;
i) Assuming P1=$4 and P, = $5, find Michael's utility-maximizing bundle, his level

of utility.
ii. Now suppose that P;=$5 . Find the compensated bundle at the new price ratio
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4. a) (3 marks) Using diagrams, explain the derivation of a Compensating demand
curve.

: n4- W15
See Chapter.4 , ?’9\%@9 - 5

b. (4 marks). Michael spends $300 on two goods (q; and qy). Michael's utility

function is:
U=qq

i. Assuming P;=$15 and P, = $10, find Michael's utility-maximizing bundle, his level
of utility.
ii. Now suppose P1= $10; find Michael's new utility-maximizing bundle, his new level of
utility.
iii. Find the compensated bundle at the new price ratio.
iv. Find the substitution and income effects of this price change. Graph your results.
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