Homework Help

Homework #1

1. Let’s do the first Utility function (U1) and evaluate it with the assumptions made about consumer preferences by standard theory.

  Bundles D and B are on a higher indifference curve (strictly preferred) to C and A. Since bundles D and B have at least more of one commodity (y) compared to bundle C

and more of both commodities compared to bundle A then the utility function is transitive. Bundle C has more of x than bundle A so it could also be strictly preferred to A. The function is also transitive because no indifference curves appear to cross.

When you answer this question place the commodity bundles in the x,y plane and place the values next to them. If two bundles have the same value they are on the same indifference curve otherwise they are each on higher or lower indifference curves. Does that make sense given the quantities of x and y the bundles possess? 

I’m prepared to accept unique answers (bads and goods; goods and neutrals, perfect complements and perfect substitutes) as long as it makes sense. You must assume, however, that indifference curves cannot cross – it is a contradiction in terms.

2. This one we did in class. Remember, a back-bending curve (like a Nike swoop, I think) means that before you’ll accept any of the bad commodity you’ll want an almost infinite amount of the good commodity (eventually, as the bad piles up).

3. Perfect substitutes – the graph is in the text. Recall the MRS is simply the slope of the indifference curve. In this case it’s a constant and the function is therefore linear and negatively sloped. Why does that make sense? By the way, I didn’t mean to say left shoes and right shoes (they’re perfect complements) but blue pencils and red pencils. 

4. There should be just one equals sign between these two ratios. MUx is the marginal utility of one more unit of good x, i.e. the value you place on the want-satisfying qualities possessed by another unit of good x. You can answer this question by imagining the consumer’s thinking when they are unequal; For example, if the consumer believes another unit of good x is worth three units of good y but good y costs only twice as much as x. The ratio would then be 3/1 > 2/1. Is the consumer maximizing satisfaction? Why not and what should she do?

5. Many ways to answer this. The student is trying to allocate six hours of study time among three subjects to maximize her average grade. You have to assume the hours are discrete (i.e. you have to allocate only whole hours) and begin to allocate the first hour to that subject that will garner the highest addition to one’s grade, then the second hour to that subject that will result in the next highest addition to one’s grade until you’ve used up the six hours. You’ll find that produces the highest average grade as you switch back and forth. I’ll give you one – the first hour should go to economics (of course!) because it results in the addition of 25 points to your grade in that course (math’s first hour adds only 12 and statistics only 10 to what you would get if you didn’t study at all). Keep allocating hours of study to the subject which increases the subject grade more. 

6. Cardinal utility theory assumed goods have a given, intrinsic worth that can somehow be measured. How is that different from ordinal utility theory and is Varian’s argument sound?

