Microeconomics 1
Home Assignment # 6
Answer Key


Problem  1.


XY ( max


s.t. PX(X-X0) + PY(Y-Y0) <= 0


FOC:

PXX = PYY 
=> 
X = X0/2 + (PY/2PX)Y0








X - X0 = - X0/2 + (PY/2PX)Y0
a) These curves are downward sloping since substitution effect is dominant.
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Changes in X0 & Y0 have similar effect on the demand for X and different effect on the excess demand for X.

c) While prices are the same behavior is identical absolutely if PXX0 + PYY0 = M

d) XY ( max


s.t. wX + PY <= wH


FOC:

wX = PY 

· X = H/2 doesn’t depend on w

So this utility function is not good to derive labor supply function

Problem 2.
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Each proposal can be more effective. 

If they are equally effective first proposal will cost more. 

Problem 3.

U(C1, C2) = V(C1) + V(C2) / (1+() ( max

s.t. C1+ C2 / (1+r) <= Y1 + Y2 / (1+r)

a) “Shadow price” = U(C1/U(C2 = (V(( C1)/V((C2)) (1+() = {C1=C2} = 1/(1+()

( is internal rate of return

b) If Y1 = Y2 then savings depends on r and (.

If r>( then savings will be positive;
If r<( then savings will be negative

c) FOC:

(V((C1)/V((C2)) (1+() = (C2/C1)(1+() = 1+r

C1 = ((1+() /(2+() ) (Y1 + Y2 / (1+r))
C2 = ((1+r) /(2+() ) (Y1 + Y2 / (1+r))

S = Y1 – C1 = (1/(2+() )Y1 - ((1+() /(2+() ) Y2 / (1+r)

(S/(Y1>0;

(S/(Y2<0;

(S/(r > 0 

Problem 4.
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