Supplementary material to Topic II

At the optimal point, 
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· MRS equals the price ratio;

· The rate at which the consumer is just willing to substitute good y for good x equals to the opportunity cost of good x in terms of good y;

· 
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, which means that the marginal utility per dollar of expenditure is the same for each good (equal marginal rule). 

Ex. 1


.









Refer to the graph above to answer the following:


a.)
If the consumer's income is $1,200, what is the price of good X?  Of good Y?


b.)
What is the marginal rate of substitution at point A?


c.)
Could the marginal rate of substitution at point B be equal to 1.5? 1.0?  Explain.

d.)
If the consumer's income is held constant, what would have to happen to the prices of goods X and Y to make point B the consumer optimum?


.








Ex. 2


Sheila gets a weekly allowance from her parents that she uses to purchase two goods: hairspray and chewing gum.  In the diagram below, one of Sheila's indifference curves is shown along with her budget constraint.  Use the diagram to answer the following questions.






a.)
If the price of chewing gum is $0.50 per pack, what is Sheila's allowance?


b.)
What is the price of a can of hairspray?


c.)
What is the equation for Sheila's budget line? 


d.)
What is the slope of Sheila's budget line?

e.) What is her marginal rate of substitution at her point of utility maximization?  
Ex. 3

Fred spends all of his income on two goods: purses and makeup.  He is currently purchasing 5 purses and 12 containers of makeup.  At his current consumption level, the MU of a purse is 24 and the MU of a container of makeup is 15.  The price of a purse is $18 and the price of a container of makeup is $12.  Is Fred maximizing his utility?  Why or why not?  If not, what should he do to increase his utility?
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