Practice Problems I
For Chapter 3, please refer to your HW II.

1. Suppose that X and Y are the only two goods in the economy.  Suppose that there is a 10% tax added to the price of good X. Start at an initial utility maximizing point and graph the income and substitution effects of the change in the price of X.  Assume that both X and Y are normal goods.

2. Page 142, question 4. Microeconomics Behavior, 6th edition, Frank.

3. Page 142, question 6. Microeconomics Behavior, 6th edition, Frank.

4. Suppose company A’s own price elasticity of demand for good x is –5, and its cross price elasticity of demand for good x is 10.

a) Should company A raise or lower its price to boost revenues?

b) If company A increased price by 5 percent, what would happen to the demand of good x?
c) If its competitors reduced their prices by 3 percent, what would happen to the demand for good x from company A?
5*. 
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a) What is the function for the above demand curve?

b) Calculate the consumer surplus change when the price changes from 7 to 3.

P=10-Q;

CS7=3*3/2=4.5

CS3=7*7/2=24.5

Change in CS=CS3-CS7=20.

Answer Key to Practice Problem I
1.
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The movement from A to B is the full effect.  The movement from A to C is the substitution effect.  The movement from C to B is the income effect.
2. 

First solve the demand curve for Q and multiply the result by 10. Then solve back in terms of P to get P = 101 – Q for the market demand. At price $1/cup the individual consumes 10 cups and the market consumes 100 cups. 
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 b)  At (1, 50), total revenue is maximized since this is the unit-elastic point. At higher prices, revenue decreases since it is the elastic region. At lower prices, revenue again decreases since it is the inelastic region.

4.
a) Lower price. Since demand is elastic, a reduction in price will increase quantity demanded by a greater percentage than the price decline, resulting in more revenues.

b) The demand will decrease by 25%.

c) The demand will decrease by 30%.

5. 
a) P=10-Q;

b) CS7=3*3/2=4.5

CS3=7*7/2=24.5

Change in CS=CS3-CS7=20.
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