INTERMEDIATE MICROECONOMICS
WEEK 14- ASSESMENT 1
ANSWERS
Answer 1
a) At the corner solution X1 = 0, then either you have a tangency at zero or you would prefer to have an even lower X1 without the nonnegativity constraint. Therefore MU1/MU2 ≤ p1/p2.
b) Not always true. The substitution effect would lead you to want to consume more X1, but if X1 is a normal good, there is an offsetting income effect from higher prices that would lead you to want to consume less X1. Which one dominates depend on the utility function. The utility function is not specified here, so X1 or X2 could be inferior goods, or there may not be any substitution effects (e.g. in the case of perfect complements). One specific example of why the statement may fail is needed for full credit.

c) A feasible allocation satisfies the technology and endowment constraints. An allocation is Pareto-optimal if it is feasible and there is no other feasible allocation that is weakly preferred by all and strictly preferred by some.
Answer 2
In the short run at least one factor of production is fixed, thus firms face fixed costs in the short run. In the long run, all factors are variable. Long run costs will always be below short run costs –in fact, the long run average cost curve is the lower envelope of all short run average cost curves.

Answer 3
Two factors that affect how price-elastic demand is include the availability of substitutes and 
whether the good is normal or inferior. The availability of substitutes implies that consumers can shift their consumption away from a given good if the price increases without a large cost to utility. 
Whether a good is normal or inferior tells us whether the income effect works in the same 
direction as the substitution effect of a price change. If the income effect works in the opposite direction (as with an inferior good) the net change in quantity consumed from a price change will be less than if the income effect worked in the same direction.
Other factors that affect the price elasticity of demand include how big a component of a consumer’s total expenditures goes toward a particular good (this will influence the size of the substitution effect). Another factor is time. With more time, a consumer can rearrange their consumption bundle to allow for a greater reduction in consumption of an expensive good (for example in the short run, a consumer may not be able to substitute away from gas very easy, but in the long run they may switch from an SUV to a hybrid to avoid the costs of gas).
Answer 4
A long-run equilibrium is where:
1. Consumers are maximizing their utility
2. Consumers are on their budget constraints (spending all their income)
3. Supply for a good equals demand for all goods

Answer 5
Monopoly,
 Shared monopoly
 Cournot
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