No Excel Answer workbook
Edgeworth Box Introduction Answers
1) Change Consumer A's initial endowment to 40 units of x1 in the EdgeworthBox sheet.

Click the Take a Picture button and paste it in your Word document.

[image: image1.emf]U = 505.31

U = 757.97

U = 252.66

0

5

10

15

20

25

30

35

40

0 10 20 30 40

U = 505.31

U = 757.97

U = 252.66

0

5

10

15

20

25

30

35

40

0 10 20 30 40


2) What's wrong with the Edgeworth Box as currently drawn? What would you have to do to fix it?

The horizontal sides don’t add up to 45. You would have to change the x axes (top and bottom) to make the total be 45. This is causing B’s optimal solution to be off the budget constraint (which makes no sense at all).
3) Return Consumer A's initial endowment to 35 units of x1 in the EdgeworthBox sheet.

Change the price of x1 to 1.5. Explain, using the information provided on the sheet, why this is not a general equilibrium solution.

In your answer, remember that equilibrium means "no tendency to change." Which variable is the one that has a tendency to change?

It’s obvious that p1/p2=1.5 is not an equilibrium solution because there’s a surplus of x1 and a shortage of x2. This will cause the price ratio to change and, thus, the existing price ratio cannot be the equilibrium price ratio.

4) Why will p1 fall from 1.5? Explain using the Net Demands of Consumers A and B.

p1 will fall because there’s a surplus of x1. Consumer A wants to sell 14.2 units at p1=1.5, but consumer B wants to buy only 7.5 units. Clearly, the price will be forced down.

5) Run Solver to find the general equilibrium solution. Take a Picture and paste it in your Word document.

Let's repeat the general equilibrium question again: Why is this a general equilibrium?
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This is a general equilibrium solution because the price ratio has no tendency to change. Both markets have prices that clear the market (the amounts demanded equal the amounts supplied) and so the red price line will tend to stay where it is.

6) Change p1 to 5 and p2 to 5. Repeat with p1 = p2 = 20. This seems to show that prices don't matter. Is that right? 

In what way do prices matter?
Prices don’t matter in terms of the equilibrium solution as long as the ratio is maintained. Prices do matter in that there is a single equilibrium price ratio p1/p2.
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