
1 14.03 Exam 1: Part I: 5 points each

1. Oneexpectsthe demandfor chocolatechip cookiesto be more inelasticthan
the demandfor cookiestakenas awhole.

2. Pablo consumesonly two goods: candybarsandsoda. If his consumptionof
sodaincreaseswhen the price of sodaincreases,with the priceof candybars
unchanged,thencandybarsare anormalgood for Pablo.

3. Indifferencecurvesthat arefull concentriccircles (circumsferences)in thepos-
itive xy quadrantexhibit the propertyof nonsatiation.

4. An increasein the minimum wagecausesa decreasein the quantity of labor
hired in both a perfectly competitivelabor market and a monopsonylabor
market.

5. Giventwo goodsthat areperfectsubstitutes,thereexistsonly onepriceratio
at which the consumerwill consumepositiveamountsof bothgoods.

6. Considerthe following welfareprogram reform in which the governmentre-
ducesthe programbudget.Thegovernmentgoesfromgiving welfarerecipients
$100 amonthof food stamps(which cannotbe resoldfor cash)to giving them
$90 in cash. As aresult, welfarerecipientsaremadeworseoff.

2 Part I: Solutions

1. False.If the priceof cookiestakenas awholeincreases,consumersof cookies
will substitutein the directionof other typesof sweetssuchaspastries,cakes,
candy bars. However, if only the price of chocolatechip cookies increases
consumersof chocolatechip cookiescanswitch to othertypesof cookies.The
larger availability of substitutesfor chocolatechip cookiesmakes its demand
more elasticthan that for cookiestakenasawhole.

2. True. Giventhatthedemandfor sodaincreasesas its priceincreases(~- > 0),
sodamustbe an inferiorgood,sincewith incomedeclining(dueto the increase
in the price of sodaand the fact that Pablo consumesonly two goods)his
consumptionof sodaincreases(thisamountsto the incomeeffect ~ <0). To
remainon his budgetline, he decreaseshis consumptionof candybars. Since
his consumptionof candybarsdecreaseswith a decreasein income,candybars
are anormalgood (~ >0).

3. False. Circular indifferencecurvesviolate nonsatiationas they exhibit a dot
in the centercalled the bliss point at which utility is at its highestpossible.
At this point, the propertythat “more is better” is violated.

4. False (or uncertain). An increasein the minimum wage decreasesthe quan-
tity of labor hired in a perfectly competitivemarket (given that minimum
wagesare set above the marketclearing price). However, in a monopsony
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labor market, the effect of an increasein the minimum wage on quantity of
labor hired dependson whetherthe minimum wage wasoriginally abovethe
marketclearingwageor belowit (and abovethe monopsonist‘s wagelevel). If
the minimum wagewas originally abovethe marketclearingwage,thenem-
ploymentwould fall, just as in the competitivemarketcase. However, if the
minimum wagewas originally belowthe marketclearingprice andabovethe
monopsonist’swage, thenemploymentwould rise.

5. True. If two goodsareperfectsubstitutes,theindifferencecurvesthat describe
thetrade-offbetweentheconsumptionof the two goodsarestraightlines, i.e.,
the MRS betweenthe two goodsis constant.Only if the slope of the budget
constraintequalsthe slopeof the indifferencecurves,that is, the price ratio of
the two goodsequalsthe constantMRS,will the consumerconsumepositive
amountsof both goods. Otherwise,the utility-maximizing point will be at a
cornerwhereonly onegood is consumed.

6. Uncertain.Welfarerecipientswill beat least aswell off if they aregiven cash
insteadof an equivalentcashvalueof food, becausewith cashtheycaneither
spendit all on food or distribute it betweenfood andother goodsdepending
on which way of spendingyields them higher utility. If the governmentgave
welfarerecipientslesscashthanthe cashvalue of food, for exampleas in the
question,$90 in cashinsteadof $100 worth of food stamps,it is possiblethat
theywould be better off if theysufficiently valuethe freedomto spend$90.
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14.03 exam 1, Part II. 9 points each. Answers.

1. Is the Marshalliandemandcurvealwaysdownwardsloping (or vertical)? If your answer
is yes,explain why. If your answeris no, underwhat conditionis it upwardsloping?

Is the Hicksian demandcurve alwaysdownwardsloping (or vertical)? If your answer
is yes,explain why. If your answeris no, underwhat conditionis it upwardsloping?

Marshallian: maybe.

The slope of the Marshalliandemandcurve is given by the Slutsky equation,which
decomposesit into incomeandsubstitutioneffects:

Dx — Dh~ — Dx

Dp~ a~ ai

wherex is the Marshalliandemand,h,, is the Hicksian demand,and I is income.

The substitution effect is negative (see Hicksian below). But the income effect is
positive or negativedependingupon whetheror not the good is normal or inferior. If
the good is inferior andthe incomeeffect is strongenough,the good is a Giffen good,
andso the Marshalliandemandcurvewould beupwardsloping. But under the usual
assumptionthat thesubstitutioneffect outweighsthe (possiblynegative)incomeeffect,
the Marshalliandemandcurveis downwardsloping.

Hicksian: yes. In a two good case,the assumptionthat marginal ratesof substitution
are declining assuresthat Ilicksian demandis downward sloping. (Since Hicksian
demandtracesout consumerdecisionsalonga fixed indifferencecurveas theown good
price, andhencethe price ratio, change).

2. The San JoseMercury News recently reportedon the high cost of housing in Sili-
con Valley. A number of Silicon Valley residentsare selling their housesor leaving
apartmentsandmoving into a recreationalvehicle (RV) astheir hill-time home.

“RV dwellers can be found in trailer parks,companyparking lots and industrial side
streetsthroughout Silicon Valley. The majority who resort to RV living — in trailers,
camping shells or motor homes, complain it’s the only way they can afford Silicon
Valley, evenon as muchas a $55,000salary.’~

Analyze this consumerresponseto housingprices. Make sure to useterms from con-
sumertheory in your analysis.

This demonstratesthe sensitivity of Marshallian demandfor housingto the housing
price. As housingprices in Silicon Valley have climbed, consumershave chosento
consume“less ho~ising~’, in the form of aRV ratherthana homeor apartment.Or you
could view them assubstitutingout of apartmenthousingandinto RV “housing.” An-
alyzedeitherway, theseconsumerchoicesillustrate theincomeandsubstitutioneffects
of the Slutsky equation.Somestudentsoverlookedthe incomeeffect, but housingis a
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big part of people’sconsumption,andthe statementthat peoplecan’t afford Silicon
Valley anyotherwaysuggeststhat incomeeffectsareimportanthere. (If youanalyzed
consumersas substitutingout of apartmenthousingand into RV housing,you should
identify apartmenthousingas a normal good and RV housingas an inferior good at
prevailing pricesandincomes).
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Part III, Question I

At date 1, Kevin could consumeanypoint in OEFG. Therevealedprefer-
enceargumentimplies he prefers(x,y) — (3,20) to (x,y) = (9,15).

At date2, he could consumeanypoint below the line I. The revealedpref-
erenceargumentimplies heprefers(x,y) = (9,15) to (x,y) — (12,6).

Transitivity of the preferenceimplies he prefers(x,y) = (3,20) to (x,y) =

(12,6).
At date4, he can consumeanypoint in OAR. At any point in the shaded

area, he consumesmore of good x and y than (x,y) = (3,20), so he strictly
prefers this point than (x,y) (3,20), which is better than (x,y) (12,6).

So he doesn’t want to stick to (x,y) = (12,6) any more.
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