
Econ 377 University of Otago
Semester 1, 2007 Gerald Willmann

Assignment 2

due: Thursday, March 15, in class

Problem 1: A consumer spends an amount of 216 NZD on buyingn units of a good at
pricep. If the price was 1 NZD lower, then 216 NZD would in total buy 3 units more,
all of them at the lower price. Findn andp.

Problem 2: Solvemax xy + x + y subject tox2 + y2 ≤ 2 andx + y ≤ 1.

Problem 3: ”Roy’s Identity” in micro states thatxi∗ = −(∂U∗/∂pi)/(∂U∗/∂I), where
I denotes income and a * indicates optimized value. Prove this relationship using the
envelope theorem.

Problem 4: Considermax U(x1, x2) = .5ln(1 + x1) + .25ln(1 + x2) subject to2x1 +
3x2 = I, and assumeI ≥ 4.

a) Find the optimal demands and the Lagrange multiplier as functions ofI.

b) The optimal valueU∗ of U(x1, x2) is a function ofI as well. Find an explicit expres-
sion forU∗(I), and show thatdU∗/dI = λ.
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