Homework Help

Assignment #1

  Below are some tips on answering some of the more thorny problems. 

Problem #4 (p. 139)
  If you look at the discussion on p. 120 at the bottom of the page you will see how to transform the equation for the demand curve for identical consumers into an equation for the market demand curve. Recall the solution presented in class.

                   P = a – bQi

  Solve for Qi  first by clearing bQi from the right side, clearing P from the left side, dividing both sides by b, then recognizing that Q (the symbol for total market output) is calculated by multiplying n (number of identical consumers) times the right side of the equation for the quantity demanded for a single consumer – the equation you just derived. Once you have done that, then solve for P and you have the equation for the market demand curve.

Problem #1 (p. 615)   See exercise 16.2 and the accompanying explanation on p. 617.

  First construct the Edgeworth box for Bert and Ernie and find the initial position, i.e., the point in the box that describes the quantity of food that Bert and Ernie have (10 apiece, so they are both halfway along their axes measuring their food allotment) and the quantity of clothing they have (Ernie has 2/3 of the total and Bert has just 1/3). 

 Now is this a Pareto optimum, or is there a preferred position that can be found for both of them, to which they can move (i.e., they can agree to an exchange)? Since Bert finds food and clothing perfect substitutes, he is willing to exchange 1 unit of clothing for 1 unit of food. Ernie on the other hand views them as perfect complements (3 clothing for 2 food) and is unhappy with any other combination or, in other words, will find himself no worse off if he gives up what is necessary of clothing to get back to a 3/2 = cl/fd combination (or add what is necessary of clothing to get back to that 3/2 ratio). Ernie now has 20 cl/10 fd and therefore could give up _____ of clothing to bring him back to a 3/2 ratio and be just as happy. Ernie would prefer, however, to drive Bert down his indifference curve, requiring Bert to continue giving up 1 unit of clothing for 1 unit of food until Ernie wound up with a 3/2 combination of clothing/food. This approach would be preferable to Ernie because he would be at a higher level of satisfaction, i.e, farther out from his origin and on a higher indifference curve. So, Bert wants to drive Ernie down his indifference curve and Ernie wants to drive Bert down his indifference curve until they wind up on the contract curve, where no more trades can make one person better off (on a higher indifference) with making the other person worse off – a Pareto Optimum. But, in fact, they likely end up on the contract curve somewhere in between these two extreme points – where that is depends on who is the better negotiator. Now, draw the indifference curves for Bert and Ernie in the same Edgeworth Box where you have the initial distribution. Make an attempt to construct the contract curve.

Problem #1 (p. 182)
  See figure 5.2 in the text. Now, imagine a budget line, like the red one, farther out from the axis representing that of a richer family. Can there be a tangency between an indifference curve (with the same shape as the poorer family’s) and the higher budget constraint that is in the range where some private education is being purchased? Draw it and explain what you’ve found. Is this a fool-proof justification for a voucher system?

Problem #2 (p. 182)
 The drawing should consider M as the initial vertical intercept (the composite good) and M/1 as the horizontal intercept (gal.s/yr). Now what happens when the price of gasoline is doubled. After the uncle dies and leaves the consumer $1,000 richer, what happens to the budget line? Is it likely to describe a tangency with an indifference curve higher than the initial one? Just try to wrestle with this one. I think it’s debatable.

