
 

1) A consumer has the utility function . The price of good x is 2 and the price of good y is 

1. The consumer’s income is 20. If the price of good y rises to 2, then entire change in demand for y is 

due to the substitution effect. True or false, justify.  

 

 

 

 

2) Draw two different diagrams, one illustrating the Slutsky version of income and substitution effects and 

the other illustrating the Hicks version of income and substitution effects. How do these two notions 

differ? 

 

 

 

 

3) If a utility maximizer is a net seller of something and the price of that good rises while other prices stay 

constant, her situation might improve so much that she becomes a net buyer.  

 

4) Charlie consumes apples and bananas. His utility function is U(XA, XB) = xAx
2
B. The price of apples is $1 

the price of bananas is $2, and his income is $30 per week. If the price of bananas falls to $1. Find the 

substitution and  the ordinary income effect.  

 

5)   May’s utility function is , where C is dollars spent on goods other than 

housecleaning, D is the number of hours per day that somebody spends cleaning her house, H is the 

number of hours per day May spends cleaning her house, and J is the number of hours per day May 

spends working at her job. All May’s income comes from her job. She can work as many hours a day 

as she wishes at a wage of $7 an hour. 

a. If she cannot hire anyone to do her housecleaning, how many hours will she spend on the job and 

how many hours will she spend housecleaning? 

b. If she can hire a housecleaner at $5 an hour, how many hours will she work on her job, how many 

hours of housecleaning will she hire, and how many hours will she clean house?  

 

6) Neville from your workbook has a friend named Peregrine. Peregrine has the same demand function 

for claret as Neville, namely q = .02m – 2p, where m is income and p is price. Peregrine’s income is 

$6,500 and he initially had to pay a price of $50 per bottle of claret. The price of claret rose to $60. 

Find the substitution and income effect.  

 

7) Heather and Myrtle have the same tastes. Heather is paid $10 an hour and chooses to work 9 hours a 

day. Myrtle is paid $9 an hour for the first 8 hours she works and $18 an hour for any time she works 

beyond 8 hours a day. 

a. Since she has the same tastes as Heather and can earn the same income by working 9 

hours a day, she chooses to work 9 hours a day. 

b. Unless her indifference curve is kinked, Heather would be better off facing the same pay 

schedule as Myrtle. 

c. Myrtle would prefer Heather’s pay schedule to her own. 

d. Myrtle will work less than 9 hours a day. 

e. None of the above. 

 

Justify your answer 

 

 

 



 

 

 



 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

 
 

 

 


