R. Gronau, O. Moav                                                                                                     Fall 2004

Microeconomics I

Makeup Exam

You have 2.5 hours. Answer all questions. 

Assume in all questions, unless implied otherwise, regular preferences (indifferent curves are downward sloping, convex and smooth).

Question 1 (21%)

Ivan has a current income of Y0 Rubles and a future income of Y1 Rubles. Given the real interest rate between the two periods (which, unless specified otherwise, is equal for lenders and borrowers) Ivan decides to save S. 

Consider the following changes and their effect on Ivan's savings decisions. Assume that consumption in both periods is a normal good. In particular, circle every possible option regarding the effect of the change on S. For instance, if you think that due to a given change in the economic conditions Ivan would necessarily change S, but the change could be an increase or a decrease, then you should circle both "increase" and "decrease". If, for instance, you think he may increase or decrease his saving or remain without any change, then you should circle all 3 options, and so on.

Consider each part separately, i.e., the comparison is with respect to the initial conditions. 

a. Current income has declined. It is known that before the change S was negative. As a result S would: 



















increase
decrease
 not change
b. The interest rate for borrowers has increased. (There is no change in the interest rate for lenders). As a result S would: 


















increase
decrease
 not change
c. The interest rate for borrowers has increased. (There is no change in the interest rate for lenders). It is known that before the change S was negative. As a result S would: 





















increase
decrease
 not change
d. The interest rate for lenders has declined. (There is no change in the interest rate for borrowers). It is known that before the change S was negative. As a result S would: 











increase
decrease
 not change

e. The interest rate for lenders has declined. (There is no change in the interest rate for borrowers). It is known that before the change S was positive. As a result S would: 











increase
decrease
 not change

f. Future income is expected to rise. As a result S would: 















increase
decrease
 not change

g. A new saving option offers a higher interest rate for savers. In order to benefit from the new interest rate, a fix cost of B has to be paid. It is known that before the change S was positive Ivan, is indifferent between taking the offer or not. If he does, S (not including B) would: 















increase
decrease
 not change

Question 2 (15%)

A consumer is consuming two goods, X and Y, whose prices are PX and PY, and his income is I.

a. If the derivative of the demand for X with respect to PY is negative, then X is a normal good.













True
False
One cannot tell
b. If the derivative of the demand for X with respect to PY is positive, then X is a normal good.















True
False
One cannot tell
c. If the income elasticity of X – the elasticity of the demand for X with respect to I – is 1, and the elasticity of the demand for Y with respect to PY is 1 (in absolute value), then the elasticity of the demand for X with respect to PX is also 1 (in absolute value)







True
False
One cannot tell






d. If X is a Giffen good, then the income elasticity of Y is at least 2.  


















True
False
One cannot tell
e. If the demand for X is completely inelastic (the derivative of the demand for X with respect to PX is zero), then X is a normal or neutral good



















 True
False
One cannot tell
Question 3 (39%)
The consumer’s preferences are described by the function U =HC, where H denotes time at home and C consumption. Let L0 denote total time available (= 24 hours a day) and N non-labor income.

1. Derive the supply of labor function L= L0 –H = L[w, N], where w denotes the real wage rate.

2. Derive the compensated supply function of labor ( i.e., the Hicks demand for leisure).

3. Define the consumer surplus of workers in this case. Explain.

      Compute the consumer’s surplus.

4. Assume N = 0. Derive the wage elasticity of labor and show its decomposition into the substitution effect and the income effect.

The Duma passed a law that anyone who has no non-labor resources of his own is entitled to a housing subsidy of N.

5. Compare the supply of labor before and after the passage of the law. What is the effect of the law on labor force participation, and on the supply of hours?

6. It was proposed that people are entitled to the housing subsidy only as long as their earnings (i.e., their labor income) falls short of N. Define the condition for labor force participation. Derive the labor supply and compare it with the case where everyone is entitled to the subsidy.

7. It was suggested that because of the high unemployment and the large government deficit the housing subsidy be cancelled and replaced by unemployment insurance of N. Compare the labor supplies in (5) and (6). 

Question 4 (25%)

An economy consists of two individuals, A and B. The utility of A is UA=XA+YA+ XAYA and the utility of B is UB= XBYB . The initial endowment in the economy is XA=0,YA =19,  XB=9, and YB=0. 
a. Find the contract curve, and draw it in the box.
b. Find the competitive price ratio, PX/PY, and the equilibrium allocation.

c. As a result of trade after an income redistribution, in the new equilibrium A is consuming 1/2 a unit of y and zero units of x. The new price ratio PX/PY, in comparison to the price ratio in part b is (circle the correct answer): 




















higher /  lower  /  the same /   one cannot tell
Suppose now that due to a health restriction A cannot consume more than 8 units of X. 

d.  Draw the new contract curve in a new figure. 

e. If the initial allocation is XA=5,YA =19,  XB=4, and YB=0, find the new market equilibrium: price and allocation.








































































