Econ 301 - Homework #5
To be completed by Tuesday June 22nd 8AM.

Review Questions 6.5, 6.8, 14.1 – 14.3, 15.1, 15.5
Workouts 6.1 – 6.3, 6.6 – 6.8, 6.12, 14.2, 14.5 – 14.7, 15.0 – 15.2
1) Douglas spends his money on three goods: books (the good x), stuff to impress babes (the good y) and beer (the good z). He has the following log-linear utility function: 
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. The price of books (the good x) is 
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, the price of stuff to impress babes (the good y) is 
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, beer (the good z) is the numeraire good and his income is m.
a. What are the 
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b. What are the demand functions for books, stuff to impress babes and beer?

c. Use comparative statistics to demonstrate which goods are normal goods, which goods are inferior goods and which goods are Giffen goods.

d. What are the Hicksian Demand functions for books, stuff to impress babes and beer?

Now suppose “Things to Impress the Ladies” closed down and was replaced with “Bubba’s Bargain Books”. Reduced competition increased the price of stuff to impress babes (the good y) from 1 to 2. While heightened competition in the book market decreased the price of books (the good x) from 2 to 1. Further suppose Douglas’s income was m = 4. 
e. What is the compensating variation?
f. What is the substitution effect on books (the good x)?

g. What is the income effect on books (the good x)?

h. What is the equivalency variation?
2) James spends his money on rare furniture (the good x) and other goods (the composite numeraire good y). He has the utility function 
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. For what prices is the good x a Giffen good?

3) Fred spends his money on chocolate ice cream (good x) and vanilla ice cream (good y). If he eats more chocolate ice cream (good x) than vanilla ice cream (good y), then he is indifferent between two scoops of chocolate ice cream (good x) and a scoop of vanilla ice cream (good y). If he eats less chocolate ice cream (good x) than vanilla ice cream (good y), then he is indifferent between a scoop of chocolate ice cream (good x) and two scoops of vanilla ice cream (good y). The price of chocolate ice cream (good x) is 
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, the price of vanilla ice cream is 
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 and his income is I.
a. Draw some indifferent curves that suite these preferences. 

b. Write a utility function that suites these preferences.

c. What are the demand functions?

d. What are the Hicksian demand functions?

Now suppose that the US raises tariffs on the coco bean, increasing the price of chocolate ice cream from 1 to 4. Further suppose that the price of vanilla ice cream is 3 and his income is 12.
e. What is the net change in consumer surplus?
f. Using the Hicksian Demand function for chocolate ice cream (good x), find the equivalency variation.
g. Using the Hicksian Demand function for chocolate ice cream (good x), find the compensating variation.

h. Find the substitution effect for chocolate ice cream (good x).
i. Find the income for chocolate ice cream (good x).

j. Sam also spends his money on chocolate ice cream (good x) and vanilla ice cream (good y). Yet he only eats his ice cream in certain combinations. He likes either eating two scoops of chocolate ice cream (good x) per scoop of vanilla ice cream (good y), or eating a scoop of chocolate ice cream (good x) per two scoops of vanilla ice cream (good y). Repeat (a) through (i) for Sam. 
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