Homework 2
Econ 1101.01: Principles of Microeconomics

Katherine Lande Schmeiser

Due Friday Feb. 22, 2008
Note: Type everything but graphs and calculations for full credit. Completely label all graphs for full credit.

Homeworks may not be submitted electronically, they must be submitted in lecture. For full credit, TA’s name and section number must be on the homework.
Problem 1 (8 points): 

Consider an individual whose happiness (i.e. utility) over two goods, Restaurants  (R) and Movies (M) is such that the marginal utilites of Restaurants and Movies are as follows:

MU(R)=1000-100R,  MU(M)=500-100M

 Additionally, PR = 10, PM = 5 and income=$100.

1) What is the budget constraint for this problem? Graph it, putting Movies on the x-axis.

2) Solve for the consumer’s optimal bundle of Restaurants and Movies.

3) Graphically, show the optimal consumption bundle, being careful to label all points, on a graph.

Problem 2 (10 points):
Suppose there are two goods, X and Y, where X is inferior and Y is normal. Suppose the price of X increases. Find the new optimal consumption bundle for the price change. Graphically show the income and substitution effects, being clear to label each effect.

Problem 3 (4 points):

Graphically show how you would derive the demand curve for televisions from consumer preferences.

Problem 4 (10 points):
Suppose the market for iPods in the United States is perfectly competitve.

Determine how each of the following changes in circumstances affects either supply or demand. Using supply/demand diagrams, determine what will happen to the equilibrium price and quantity of iPods in the US. If needed, make sure your assumptions are clear.

1) A newly published study indicates that iPod use increases intelligence.
2) A new technological innovation makes the production of iPods cheaper.
3) To try and capture more of the MP3 market, iMusic, a competitor of iPods, decreases the price of their MP3 player.
4) The cost of buying songs on iTunes increases and the materials used to make iPod casings increases in price.
5) iPods become eaiser to prdouce, and iPod use is shown to cause cancer in users.
Question 5 (1 points):
Define equilibrium in a competitive market.
Problem 6 (5 points):  Consider the market for cars. Suppose the market demand for cars is given by QMktD=5000-10P and the market supply by QMktS=2000+10P.

Find the equilibrium price and quantity and show this graphically.

Question 7 (4 points):
Define both consumer and producer surplus. Using a supply and demand diagram, graphically show where these measures of benefit are located.

Question 8 (8 points): 

Consider the market for labor, where the price is given by the wage.

Who are the suppliers of labor in this market? Who are the consumers of labor? 

Suppose the government decides to impose a minimum wage, hoping to help low wage workers by increasing their income. What sort of price control is this?

Graphically show how this policy affects the price, shortages or surpluses, dead weight loss, and consumer and producer surplus. A complete answer includes a before and after graph.

What does the shortage/surplus represent in the labor market? Does the government achieve their goal of higher wages and higher incomes for low wage workers?
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