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CHOICE AND DEMAND 
 
 
Problem #1 
Let us analyze the choice between two goods – good 1 and good 2. Assume that initially their prices are p1 = 
p2 = 1 and the disposable income is 1000. 
We will analyze the changes in demand for these goods for four persons whose preferences are the following: 
 

Person Utility function 
A U = X1

0.5X2
0.5 

B U = min{2X1, X2} 
C U = 2X1 + 3X2 
D U = 100X1 + X2 - X1

2/2 
 

a) Find the demand functions for goods 1 and 2 for each of these persons, depending on prices p1 and p2 as 
well as income M.  

b) Knowing the demand functions for these persons, demonstrate the effects of the change in the price of 
good 1. Fill in the table below for every person and graph the hypothetical demand functions.  
 

Price p1 X1 X2 p1*X1/M 
Percentage share of expenses for X1 

p2*X2/M 
Percentage share of expenses for X2  

p1= 1 
(initial situation ) 

    

p1= 5     
p1 = 10     

  

c) Knowing the demand functions for these persons determine the consequences of changing the disposable 
income (M). Fill in the table below and graph the hypothetical Engel curves.  
 

Income X1 X2 p1*X1/M 
Percentage share of expenses for X1  

p2*X2/M 
Percentage share of expenses for X2  

M = 1000 
(initial situation) 

    

M = 500     
M = 100     

  

d) On the basis of these examples describe the transmission between the utility function and the demand 
function. 

 
 
Problem #2 
On the basis of a consumer’s choices, as given below, define a utility function that fits well his preferences.  

 

p1 p2 X1 X2 M 
1 1 40 160 200 
2 1 50 400 500 
1 3 90 120 450 

  


