Home Assignment #4

1 A

Given his income and the prices of each good the consumer will face budget constrained define as a linear function y=10-(5/2) x. Figure 1 one plots that function

Figure 1
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1 B

If the individual receives a gift he can attain higher consumption levels. His budget line changes:
5x+2y=20+Px*6+Py*2

5x+2y=60

y=30-5/2(x) (*)
However, if goods are not tradable the new budget line would be not as flexible and we have to add two more constraints x>=6, y>=5 (i.e. he can choose any combination along the segment [6, 10] of the function (*) but he can’t reduce the consumption of X and Y lower then (6, 5). Point (6, 5) is also attainable, however) 
Figure 2 shows these constraints

Figure 2
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1 C

If the consumer is allowed to trade X then we may get rid of the constraint x>=6, however he still cannot reduce the consumption of Y below 5. 
Figure 3 plots that case

Figure 3


[image: image3.emf]Budget constraint 1 C

30

5 5

0

5

10

15

20

25

30

35

0 2 4 6 8 10 12

Units of X

Units of Y


1 D

The budget constraint would have to segments, each having different slopes. 
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Figure 4
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1 E

The budget constraint would not be continuous anymore and would look like:
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Figure 5
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2 A

Figure 6
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2 B

Figure 7
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2 B

Figure 8
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The good “noise” is not that good; therefore if the individual increases consumption of both noise and other goods he might stay at the same indifference curve. That’s why the indifference curve is upward sloping. The budget line might also be upward sloping because he might be paid for adsorbing that noise. Theoretically, if the individual can adsorb the infinite amount of noise he can also consume the infinite amount of other goods.
3 This situation can be described by the upward sloping indifference curves. Now, the more flat the indifference curve is the more utility it brings.
Figure (unnumbered)
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4 Tea and coffee are the substitutes; therefore the indifference curve would be quite close in shape to the straight line. If we put the amount of tea on the vertical and the amount of coffee axis horizontal axis, then the steep slope of the indifference curve will indicate that coffee is valued relatively more then tea (French, figure 9) and the flat slope would indicate that tea is valued relatively more than coffee (English, figure 10)

Figure 9 Preferences of Frenchmen
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Figure 10 Preferences of Englishmen
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5 A
	
	X
	Y
	Log(X+Y)
	Min^2
	XY
	X+Y+2XY
	Log(X)+Log(Y)

	A
	1
	7
	2,079442
	1
	7
	22
	1,94591

	B
	2
	3
	Log(5)=1,609
	4
	6
	17
	1,791759

	C
	3
	2
	Log(5)=1,609
	4
	6
	17
	1,791759

	D
	5
	1
	1,791759
	1
	5
	16
	1,609438

	
	
	
	Nope
	Nope
	Quite so
	Quite so
	Quite so


5 B 

The given shadow prices imply the following regulatory condition
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This is true only for the third and the fifth function:

U= Log(x) + Log(y)
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5 C
There are two theories of utility. Cardinal theory assumes that utility can be measured. Ordinal theory states that we can’t measure utility, and the only thing we can do is to rank various utility levels. It looks like the cardinal theory has lost our favor and we are dealing more with the ordinal theory. So the answer is NO.
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