No Excel workbook

Engel Curves Practice Answers

1) The Engel Curve for x1 in the Quasilinear sheet is not horizontal for every value of m.

To see this, run a comparative statics analysis of m from m=5 to 30 by increments of 5.

The first step is to set cell B18 in the QuasilinearChoice sheet to 5. Then use the Comparative Statics Wizard to explore how x1* and x2* change as m goes from 5 to 30 in increments of 5.

Take a picture of your results and paste it in your Word document.
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The following exogenous variables comprised the INITIAL problem:
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2) Explain the upward sloping part of the Engel Curve for x1. For which values of m is the Engel Curve upward sloping?

HINT: Look carefully at the utility function.

There are a variety of ways to approach this problem. Two are presented here.

1) Numerical: Use the Comparative Statics Wizard to change m by smaller amounts, say between 10 and 15 by 1, then by 0.1 between 12 and 13, zeroing in on the answer, m=12.5.

2) Analytical: Solve for x2* as a function of m. You will find that x2*=(m-12.5)/10. Because x2* cannot be negative, values of m less than 12.5 mean that x2*=0 and all income is spent on x1.

What’s actually happening in the problem is that for values of m < 12.5, there is a corner (or boundary) solution to the problem. Here’s the optimal solution for m=5:
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Note that the MRS = p1/p2 condition is not met. Since MRS > p1/p2, the consumer should travel down the constraint, buying more x1 and less x2. This will increase utility. The problem is that this strategy requires buying negative x2 and this cannot be done. Thus, the optimal solution is the 5, 0 combination.
3) Change the a coefficient in the PerfCompChoice sheet to 2 and use the Comparative Statics Wizard to get an Engel Curve for x1. Label the axes.

Copy and paste the Engel Curve in your Word document.

[image: image3.wmf]Engel Curve for x1 a=2

0

1

2

3

4

5

0

50

100

150

m

x1


4) Derive the Engel Curve for x31 when a=2 via analytical methods.

Use Word's Equation Editor to show your work.

The optimal solution must be on the line x2 = 2x1 because you use 2 units of x1 with every unit of x2. We can find an Engel Curve for x1 by solving the two equation system below for x1:
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Then,
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