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Economic Principles
Solutions to Problem Set 7

Question 1
Pareto efficient allocations ((x1,zd), (22, 22)) are characterized by the following conditions:

1 12 2 1, .2 _ 1, .2 _
Ty > Ty, T] 2> T3, o1 +x] = 20, x5 + 25 = 10.

Question 2
Since only relative prices matter, let’s normalize py = 1.
Consumer 1’s problems is

max rixrs S.t. prr1+ 20 =p1+1

Hence, consumer 1’s demands are
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Similarly, we can find consumer 2’s demands:
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Market clearing conditions require that
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Hence, the Walrasian equilibrium price is Z_; = 2.Equilibrium allocation is ((

Question 3
Let’s normalize p; = 1.
Consumer 1’s demands satisfy
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x] = x5 and ] + pazy =1

Hence,




Similarly,
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xy = 3 and pexs + psxs = po = Ty = T3 =
P2+ P3
P3

] = 23 and o5 + parh = p3 = 75 =25 =
1+ ps

Together with the market clearing conditions, we have
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This implies that p, = p3 = 1.
Hence, the Walrasian equilibrium price is (1, 1, 1) and allocation is ((%, %, 0) , (0, %

Question 4
Let po = 1.
Consumer 1’s problem is

We find
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Market clearing condition:
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When p, = %%pg =1, equil.il.)ril'lm allocatign is' ((i_%il%l% (}1—9, éié )1.8
When p; = 21, pa = 1, equilibrium allocation is ((ﬁ? 1—5) , (ﬁ, ﬁ))
When p; = g—‘;,pQ = 1, equilibrium allocation is ((%, f—45) , (%, %))



