Problem Set, #3  
1. a. Carefully label a supply and demand graph for the market for gasoline, where equilibrium price is $3 and equilibrium quantity is 100.  

b. Show what happens graphically in the market if the price of oil (a resource used in the production of gasoline) decreases.  

c. If the new equilibrium price and quantity are $2 and 120 respectively, set up a formula for calculating the price elasticity of demand.

      d. Suppose the cross-price elasticity of gasoline and good X is -.5.  How are these goods related?  What might good X be?

      e. Do you think gasoline is a normal or inferior good?  Explain how one would ascertain this information from the income elasticity of demand.

2. If a good has many substitutes, do you expect the good to be price inelastic or elastic?  Explain in one/two sentences.
3. If the cross elasticity of demand between peanut butter and milk is -1.11, are peanut butter and milk substitutes or complements?  Explain your answer, in one sentence.
4. A 10 percent increase in income brings about a 15 percent decrease in the demand for a good. What is the income elasticity of demand and is the good a normal good or an inferior good?  Be able to explain your answer
5. Suppose the price of anchovies rises from $2 to $4 and quantity demanded for anchovies falls from 500 to 100, and the consumption of pickled herring increases from 50 to 150.

a. What is the price elasticity of demand for anchovies?

b. What is the cross price elasticity for anchovies and pickled herring?  Are these two goods substitutes or complements?  
6. Suppose the price of pizza falls from $10 a slice to $2 and the quantity demanded of pizza increased from 20 to 40.

a. What is the price elasticity of pizza?

b. If the cross price elasticity for pizza and salad is .34, are pizza and salad complements or substitutes?
You should also know the meaning and application of the following terms:

Chapter 5
Price Elasticity of Demand

Elastic vs. Inelastic

Income elasticity of demand

Cross elasticity of Demand
Price elasticity of supply
Total Revenue

