Textbook Question Solutions: Chapter 6

1.
Given the following information:
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a.)
To calculate wealth, we compute:
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b.)
In the perfect complements case, the indifference curve are like I1 and I2 in   Figure 6.1.
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Figure 6.1

c.)
The consumer’s optimal consumption bundle is at point A.  Point A simultaneously solves:




[image: image4.wmf]180

'

91

.

1

'

and

  

,

'

=

+

=

+

+

=

c

c

r

c

c

c

c



Upon solving, we find that 
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.  Savings is, therefore, given by:
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The consumer is a borrower.  In Figure 6.1, the endowment point is E1 and the consumer chooses A.

d.)
First-period income rises from 100 to 140.  We recomputed w = 220.  Solving as in part c, we find that c = c’ =115.2, and s = 4.8.  In Figure 6.1, the endowment point is E2 and the consumer chooses B.


e.)
In part c, the consumer is a borrower.  In part d, first-period income increases and savings has consequently increased enough that the consumer is now a lender.

3.
With an advance of x on the consumer’s salary, his or her lifetime wealth will be
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or, rearranging, 
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Therefore, lifetime wealth increases with x so long as r > 0. Thus, provided that the real interest rate is greater than zero, an advance on the consumer’s salary will increase lifetime wealth, and thus it will make him or her better off by shifting out the budget constraint. 

4.
Temporary and Permanent Tax Increases.

a) The increase in first-period taxes induces a parallel leftward shift in the budget line. The original budget line passes through the initial endowment, E1.  The new budget line passes through E2.  The consumer reduces both current and future consumption.  In Figure 6.4, the consumer’s optimum point moves from point A to point B.  First-period consumption falls by less than the increase in taxes and so savings falls.
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Figure 6.4

b.)
Next, consider a permanent increase in taxes.  A permanent tax increase adds a second tax increase to the first tax increase, the current-period tax increase.  The increase in second-period taxes induces a parallel downward shift in the budget line. The new budget line passes through E2 in Figure 6.4.  The second part of the tax increase also reduces both first-period and second-period consumption.  The consumer moves from point B to point D.  Because the second tax increase reduces first-period consumption holding first-period disposable income fixed, savings must rise.  Since the permanent tax increase is the sum of the two individual tax increases, the permanent tax increase reduces both first-period and second-period consumption, but on net, savings may either rise, fall, or remain unchanged. 
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