Homework #2
Due: 6-25-07
APEC 3001
Applied Microeconomics:
Consumers, Producers, and Markets
(Summer 2007)
Instructor: Hurley

Please show all the work you do to solve a problem.

1. What is an indifference curve?

2. What doesit mean to say an individual’s preferences satisfy the property of
completeness?

3. What isthe price consumption curve and what does it tell us?

4. What isthe difference between a normal and inferior good?



5. If anindividual’s preferences satisfy the properties of (i) completeness, (ii) moreis better,
(i) trangitivity, and (iv) convexity, which of the following statements is false?

Indifference curves are ubiquitous.

Indifference curves are downward sloping.

Indifference curve cannot cross.

Indifference curves become steeper as we move down and to the right. They bow away

from the origin or are concave to the origin.
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6. Suppose an individual’s marginal rate of substitution is MRS = MUp/MUg = 3F/H where F is
the pounds of food and H is square feet of housing per month. Income is $1,600 a month, the
price of food (Pr) is $10 a pound, and the price of housing (P4) is $60 per square foot.

Which of the following statements must be true about the consumption bundle consisting of
F=70and H = 15?

The individual can increase satisfaction by consuming more housing and less food.

The individual can increase satisfaction by consuming more food and less housing.

The individual can afford to consume more food and more housing.

Thisisthe individual’ s best feasible consumption bundle.

oo oo



7. Consider the demand Qp = 5,000 — 2M — 25P where M is monthly income. What isthe
income elasticity of demand if M = $1,500 and P = 50?

a -1/4.
b. 1/4.
c. -4.
d 4

8. Consider the demand Qx = 8,000 — 20P; — 50Px where Qx isthe quantity of good X, P, isthe
price of good Z, and Px is the price of good X. Suppose Px = 80 and P; = 100, which of the
following statements must be true?

a. Good Z isasubstitute for good X.

b. Good Z is acomplement for good X.
c. Good X isnormal.

d. Good X isinferior.



9. Tyler'sdemand for ice creamis Qr = 12 — 3P, while Mason'sisQuy =6 - P.
a) Find the market demand for ice cream if Tyler and Mason are the only two consumersin
the market.
b) What isthe price elasticity of demand when P = 2?
c) Atthisprice, isdemand elastic, unit elastic, or inelastic?
d) If thisprice were to increase by a little bit, what would happen to the total revenues from
ice cream sales?



10 The figure below illustrates the best feasible bundle of firecrackers and bottle rockets (R, for
firecrackers and Ry for bottle rockets) given current income (Mo) and prices (Pgo for
firecrackers and Pro for bottle rockets).

a) Illustrate how anincrease in the price of bottle rockets changes the best feasible bundle of
firecrackers and bottle rockets?

b) [llustrate the substitution and income effects?

c) Giventheway you have drawn your figure, are bottle rockets a normal or inferior good?

d) Could anincrease in the price of bottle rockets ever increase the demand for bottle
rockets? Explain.

Firecrackers

Bottle Rockets



