Economics 310

Problem Set 3
1. The Joe College has a perfectly inelastic demand for coffee. Graph his demand curve. On a separate graph, show his indifference curves. (Your graph should include budget lines as well.)

2.  Jane’s current income is $500, the price of food is $2 and the price of all other goods is $1. The government gives Jane $100 in food stamps. Draw a set of indifference curves that show that Jane would not care whether she gets $100 in food stamps or $100 in cash. Do you think everyone who receives food stamps has preferences like this? Why or why not?

3. Is the following statement true or false? The availability of free public schools will always increase the consumption of education. 

4. Bugs consumes two goods, carrots and lettuce. The price of carrots decreases and Bugs consumes both more carrots and more lettuce. Is lettuce a normal or inferior good? Explain your answer using a graph showing the substitution effect and the income effect with carrots plotted on the x-axis.

5.  Is the following statement true or false? Explain your answer using a graph of the model of consumer choice. The income effect must be larger than the substitution effect if the good is Giffen.

Answers to problem set 3
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1. 




2. If Jane's indifference curves between food and all other goods are relatively steep she could be indifferent between food stamps and cash. This is shown in the graph below. In either case individual consumes the same amount of food and is on the same indifference curve. The fact that the black market exists suggests that not everyone’s preferences look this way.












3. The statement is false. As the graph below indicates the opening of a public school (offering Ep education) could cause a decrease in the consumption of education. 










4. Lettuce must be a normal good for Bugs. If the price of carrots decreases, the substitution effect causes Bugs to consume more carrots and less lettuce. If the amount of lettuce Bugs consumes increases it must be the result of the income effect. The decrease in the price of carrots causes Bugs' real income to go up. Since he consumes more lettuce, lettuce must be a normal good. See Graph.
















5. This statement is true. If the good is inferior its income effect must be larger than substitution effect. If this were not true the good would have a downward sloping demand curve like the curve below.
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