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Question 1: 25 points This question has five parts – each worth 5 points. Questions have multiple parts – make sure you answer each of them.

A consumer has the utility function of U = U{x, y} where x and y are the quantities of Good X and Good Y that she consumes. 

Assume initially the Good X costs $2 per unit and Good Y costs $2 per unit. She has $100 at our disposal that she can spend.

Now suppose the price of Good X increases from $2 to $3. 

A) What happens to the consumption of both X and Y due to this price change? What utility does the consumer get following the price change? 

B) Calculate the income and substitution effect of this price change? What happens to the consumption of X and Y due to the change in price of Y? 

B) Draw a diagram to illustrate the Income and Substitution Effects. 

C) Is there a difference between the Slutsky and Hicksian substitution effects in this problem? Briefly explain how these two approaches differ.

D) Now I want you to calculate the so-called Compensating Variation. Given the change in the price of Good X how much extra income must the consumer have to be exactly as well of as before? Would there be a difference if we use utility as a basis of measurement as opposed to purchasing power? 

Question 2: 15 points. 

Suppose the demand and supply for airline seats is given by the following equations. 

Demand: P = 500 – 0.1Q 

Supply: P = 100 + 0.4Q

Where P is the price per ticket (seat) in $ and Q is measured in thousands of seat. 

Suppose in the aftermath of recent tragic events the government decides to provide the airline industry with a subsidy of $20 per seat. Do you think consumers will benefit much from this subsidy? How much of the subsidy will go to the consumers? How much will the sellers get? 


