New Economic School

Microeconomics 1           

Seminar # 7
Fall 2005
Problem 1. (Makeup 2002) 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.

1. On Monday he has an income of 100, the price of x is 5 and he is consuming 10 units of x.

2. On Tuesday he has an income of 100, the price of x is 2 and he is consuming 30 units of x.

3. 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.

4. On Thursday he has an income of 200, the price of x is 10 and he is consuming 11 units of x.

5. 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.

6. 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.
Answer the following questions:

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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Problem 2 (Final Exam 2003)
A traveling salesman has a daily budget of 60 dollars which he spends each day on two goods: x and y. 

(Note: either of the two goods can be normal or inferior)

In all towns around the country the price of y is one dollar, however, in each town the store selling x has a different pricing policy.

In the first town he visited this module the price of x was $5. The salesman bought “bundle A” consisting of 6 units of x and 30 units of y. 

In the second town the price of x was only $1, but there was a fee of $38 to enter the store. The salesman paid the fee and bought “bundle B” consisting of 20 units of x and 2 units of y. When asked about his preferences, the salesman replied that he is equally satisfied with the purchases he made in the first and the second town (i.e. he is indifferent between bundles A and B).

In the third town the price of x was $2, but the fee to enter the store was only $18. The salesman paid the fee and bought “bundle C” consisting of 8 units of x and 26 units of y. 

In the forth town the store sells x by the dozen – there are 12 units of x in a box and you cannot buy part of a box. The price of a box is $42, and the salesman has, therefore, to choose between buying the box (“bundle D”) consuming 12 units of x and 18 units of y, or not buying it (“bundle E” ) consuming 60 units of y but no unit of  x. 

In the fifth town the price of x is $1 and there is a fee of $30 to enter the store. The salesman pays the fee and purchases “bundle F”.

The following diagram describes the options and choices of the salesman at the different towns:
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1. The salesman prefers bundle C over bundle A:  Right  /   Wrong  /   One cannot say

2. The salesman prefers bundle A over bundle D:  Right  /   Wrong  /   One cannot say
3. The salesman prefers bundle D over bundle E: Right  /   Wrong  /   One cannot say
4.  Bundle F contains at least 12 units of x: Right/ Wrong/ One cannot say

5. The salesman prefers bundle F over bundle A:  Right  /   Wrong  /   One cannot say
6. The salesman  prefers bundle F over bundle C:  Right  /   Wrong  /   One cannot say
Problem 3 (Makeup 2001) The economy consists of two consumers: a young one (A) and an old one (B). Both consumers consume goods that they buy in the market (X) and home services (H). The old person cannot provide the home services himself and requires the help of the young person. The old person has a fixed income from pension (he does not work in the market). The sole source of income of the young person is from selling home services to the old person at a wage of w. His whole time is spent producing home services for himself and the old person. (Assume that the only use of time is the production of home services). Assume that price of X is equal to 1.

The preferences of the young consumer can be represented by 
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Let (X0,i H0 i) be the initial endowment of person i

1) Compute the demand and excess demand for H and X of the two consumers.
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Compute the wage and income elasticities of the two consumers (remember the initial conditions).
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Where D denotes demand and S supply

3) Assume the initial endowment of the young person consists of 20 hours (he sleeps 4 hours a day) and no income ,and the old person receives initially a pension income of 8000 Rbls.(but he has no “help” time). 

a. Draw the Edgeworth Box, depict the initial endowment (denote it by A) and the region of mutual advantage (i.e., the region where both sides benefit from trade).

b. Define (in words) the “contract curve”.

c. Compute the implicit function describing the contract curve.

d. Define the condition that the contract curve coincides with the diagonal.

e. Assume  (1/(1 > (2/(2. Is the point X1 = 4000 and H1=10 an efficient point. If not, how can the two consumers improve their welfare.

f. When  (1/(1 >  (2/(2 and when the allocation is Pareto efficient an increase in the young persons welfare entails and increase in Hi/Xi for both consumers. True/False. Explain.

g. f the statement in (f) is correct the shadow price of time will decline. True/False. Explain the economic reason.

4) Let 
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a. Compute and draw (in the Edgeworth Box) the consumers’ offer curves (PCC).

b. Compute (and depict in the diagram) the competitive equilibrium.

X1 = ______    H1 = ______  X2 = ______  H2 = ______  w = _______
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