R. Gronau, O. Moav                                                                                   Fall 2002

                                                 MICROECONOMICS I 
Makeup Exam

Question 1

In the state of Ruritania there two consumers. Consumer A can produce 0.4 tons of wheat or 1 machine per month. Consumer B can produce 0.2 tons of wheat or 4 machines per month.

a) The consumers decided to trade with each other. Assume the trade leads to complete specialization (each consumer produces only one good). Draw the corresponding Edgeworth box (be careful in denoting the dimensions of the box), and describe how trade involves an increase in the consumption set.

b) Consumers A and B have the same preferences:


[image: image1.wmf]Y

X

U

3

=


where X denotes wheat and Y denotes machines.

1. What is the consumption of X and Y of each consumer in the absence of trade. Depict in the Edgeworth box the of mutual advantage (the set of consumption bundles that benefits the both consumers once they start trading).

2. Compute the offer curves of the two consumers, the price that is set once they trade, and the consumption bundles of the two consumers. Is trade efficient? (Depict the “contract curve”). Who is going to benefit more from the trade?

c) Consumer A decided to “modernize”. Imitating consumer B he was able to increase his productivity in machine production to 4 machines per month (he can still produce 0.4 tons of wheat). Answer section a) using the new data.

d) The drive for modernization continiues and now his (consumer A) productivity of machines increased to 5 machines per month. What will happen to the pattern of production and trade? How is this going to affect your answers to section a)?

e) Following an economist’s advice consumer A gave up on modernization. He still produces 1 machine, but increased his wheat production to 0.8 tons. How is this going to affect your answers to section a)?

Question 2
Consider a consumer with preferences represented by: u=min(x,y).

a. Find the compensated demand for x and y and the expenditure function.
b. Initial prices and income (in RR) are: px=2 , py=1, I=12. Find the bundle of consumption and the level of utility.
c. The government levies a one RR tax on good x and as a result the price of x facing the consumer is 3 RR. Using your expenditure function find the monetary compensation required in order to keep utility at its initial pre-tax level. Using the expenditure function find the equivalent lump sum tax that will bring the consumer to the same level of utility as the tax on the good. Why is the equivalent lump sum equal in this case to the government’s revenue from taxing good x?
Question 3

A traveling salesman works in his home-town on Monday and travels the rest of the workweek in different towns. In each of these towns he has a different income. On each day he spends all his daily income on two goods x and y. In each town the price of x is different, but the price of y is constant, py=1. The salesman’s preferences with respect to consumption of x and y are unchanged from day to day.
On Monday he has an income of 100, the price of x is 5 and he is consuming 10 units of x.
On Tuesday he has an income of 100, the price of x is 2 and he is consuming 30 units of x.

On Wednesday he has an income of 150, the price of x is 5 and it is known that he consumes18 or 20 or 21 units of x.
On Thursday he has an income of 200, the price of x is 10 and he is consuming 11 units of x.

On Friday he has an income of 200, the price of x is 15 for the first 10 units and ½ for every additional unit. It is known that the salesman consumes 1 or 2 or 30 or 32 units of x.
On Saturday his bundle of consumption has not changed compared to his consumption in Monday according to Laspeyres Index, however it is known that he is consuming more units of x in Saturday compared to Monday.
a. What is the salesman’s consumption of x on Wednesday? Explain.
b. Which bundle of consumption does the salesman prefer, the bundle of Tuesday or Thursday? Explain.

c. What is the salesman’s consumption of x on Friday? Explain.

d. Which bundle of consumption does the salesman prefer, the bundle of Monday or Saturday? Explain.
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