Microeconomics 1
Home Assignment # 8
Answer Key


Problem 1.

1. 
U = XY ( max

s.t. PXX + PYY <= PXX0 + PYY0 

=> X=(X0 + Y0/P)/2, Y=( PX0 + Y0)/2 

a) A: X0=2, Y0=1 => XA=1 + 1/2P

B: X0=1, Y0=5 => XB=1/2 + 5/2P

Market demand = XA + XB =3/2 + 3/P

Excess demand = Market demand – X0  = 3/P – 3/2

b) Excess demand = 0  => P=2

c) A: X0=2, Y0=1 => YA=1/2 + P

B: X0=1, Y0=5 => YB=5/2 + P/2

Market demand = YA + YB =3 + 3P/2

Excess demand = Market demand – Y0  = 3P/2 – 3

Excess demand = 0  => P=2 identical with b)

d) [image: image1.png]


P=2 => 
XA = 1 ¼
YA = 2 ½ 

  
XB = 1 ¾
YB  = 3 ½ 

2.  

a) Efficient point – diagonal AB

b) Initial allocation – point E (2,1)

ECFD – allocations that improve welfare of both sides

CD – efficient allocations among them

c) Point CE – intersection of PCC curves – this allocation is efficient since there 

MRSA= MRSB=2 

PCCA : YA = (1/(XA-1) + 1)/2

PCCB : YB = 5XB/(2XB-1) 

Problem 2.

a) Result of the trade – point D 
XB = ½ (10
 YB  = (10

b) XB=1/2 + 5/2P,  YB=5/2 + P/2

· XA=5/2 - 5/2P,  YA=7/2 - P/2

(5/2 - 5/2P)(7/2 - P/2) ( max(P)

· P = (7

Outcome is inefficient since at this point MRSA <> MRSB
Problem 3.

a) A: X0=1, Y0=1 => XA=1/2 + 1/2P

B: X0=1, Y0=5 => XB=1/2 + 5/2P

Market demand = XA + XB =1 + 3/P

Excess demand =3/P – 1 = 0  => P=3 

i. Excess demand =3/P – 1 = 0  => P=3 
ii. P=3

XA = 2/3
YA = 2 

  
XB = 4/3
YB  = 4
iii. WA (,
WB (
b) A: X0=2, Y0=1 => XA=1 + 1/2P

B: X0=0, Y0=5 => XB= 5/2P

Market demand = XA + XB =1 + 3/P

Excess demand =3/P – 1 = 0  => P=3 

i. Excess demand =3/P – 1 = 0  => P=3 
ii. P=3

XA = 7/6
YA = 7/2

  
XB = 5/6
YB  = 5/2
iii. WA(,
WB(
U = XY ( max

s.t. 3/2PXX + PYY <= PXX0 + PYY0 

· X=(X0 + Y0/P)/3, 

A: X0=2, Y0=1 => XA=(2 + 1/P)/3

B: X0=1, Y0=5 => XB= (1 + 5/P)/3

Market demand = XA + XB =1 + 2/P

iv. Excess demand = 2/P – 1 = 0  => P=0 
v. P=2

XA = 5/6
YA = 5/2

  
XB = 7/6
YB  = 7/2
vi. WA(,
WB(
All these solutions are effitient since MRSA=MRSB=3

If B is exempt from the consumption tax, equilibrium allocation will be inefficient since different consumers will face different prices.  
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