EC 311                                                                                                            Summer 2017
ASSIGNMENT 1

Note: You must show all working to earn full credit. Make sure your writing is legible and your assignment is stapled.


Question 1

You spend your entire budget on coffee and doughnuts. Each doughnut costs $2 and a cup of coffee costs $1.

a) What is the slope of your budget constraint? Interpret it.

Suppose, one of the following two things happen to you tomorrow:

Situation 1: Someone steals the $20 in your pocket.

Situation 2: You accidently drop 12 doughnuts, destroying the doughnuts, and you must replace them.

b) Which of the above situations leaves you better off (with a larger feasible set). You can use a graph to explain.


Question 2

[bookmark: _GoBack]Sam has devised a method for rating movies. He is concerned about a movie’s story, acting and music. When given a choice between two movies, he will always prefer the one with a higher rating in two (or more) of the three criteria he considers. He has ranked three particular movies on a scale of 1 to 10 for story, acting and music as follows: 

	
	      Story
	     Acting
	   Music

	Movie A
	          4
	         6
	       9

	Movie B
	          6
	         9
	       4

	Movie C
	          7
	         5
	       7



Are his preferences transitive? Explain why or why not?    


Question 3

For the following set of goods draw two indifference curves, and  such that 
. Draw each graph placing the amount of the first good on the horizontal axis.

a) Hot dogs and chillis (the consumer likes both and has a diminishing marginal rate of substitution of hot dogs for chilli i.e. )

b) Sugar and Splenda (the consumer likes both and will accept an ounce of Splenda or an ounce of sugar with equal satisfaction)

c) Peanut butter and jelly (the consumer likes exactly 2 ounces of peanut butter for every ounce of jelly)


Question 4

For each of the following utility function, find the marginal utility with respect to good 1 and good 2 and the marginal rate of substitution.

a) 

b) 

c)


Question 5

Amber thrives on nuts and berries. Her preferences are represented by the utility function , where is her consumption of nuts and is her consumption of berries. 

a) Amber consumes 9 units of nuts and 10 units of berries. What is her utility? 

b) Now, her consumption of nuts is reduced to 4 units, but she is given enough berries so that she has the same utility as before. After this change, how many units of berries does Amber consume?

c) What is Amber’s marginal rate of substitution, MRS, when she is consuming the consumption bundle (9, 10)? (Give a numerical answer). 


Question 6

Every evening, Lena drinks tea (t) or coffee (c). She is indifferent between the two and hence, her preferences can be represented by the utility function U(t, c) = t + c. The price of a cup of tea is $2, and the price of coffee is $3, and Lena has $6 to spend. Assume tea is your good 1 and plot it on the x-axis. 

a) What is Lena’s best feasible bundle?

b) Graphically depict the feasible bundle. Make sure to label axes, draw the budget constraint, and indifference curve.

c) If the price of coffee drops to $1, with no change in the price of tea and income, what is the new best bundle?

d) If the price of coffee becomes equal to the price of tea, i.e. $2, what is the new optimal bundle?


Question 7

Suppose Adam has preferences represented by the utility function: 



The price of  is 4 and the price of  is 4, and his income is $120.
What is Adam’s optimal consumption bundle?
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