No Excel Workbook

Endowment Intro Answers

1) Use the Comparative Statics Wizard to derive a net demand curve for x2 for the problem you just generated. Take a picture of your results and paste them in your Word document.

This was my problem. Yours will be different.
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Here are the comparative statics results:
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Note that at the exogenous variables given, the consumer is choosing to sell x2.

2) Derive the net demand curve for x2 via analytical methods for the problem you just generated. Use Word's Equation Editor as needed.

Well, to save time, because we know the Cobb-Douglas demand curve for x2 with cash income is: 
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, we can simply replace m with the value of the endowment:
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Because we want the net demand curve, we have to subtract to the initial endowment amount of x2 to know how much the consumer wants to buy or sell of x2:
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3) Find the price of p2, where the consumer switches from buying (selling) to selling (buying) x2. In other words, find the p2 that causes the consumer to switch from one (buyer or seller) to the other (seller or buyer).

Explain your procedure.
I had a seller of x2. I knew that p2 had to be lower than 2 for the consumer to switch from selling to buying, so I ran the comparative statics wizard “in reverse,” from 2 to 0.5 by 0.1 increments. Here’s what I got:
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At p2=1, the consumer is neither buying nor selling, because 6.28E-08 is a very tiny number. That’s the switch price.

The analytical way to do this is to use the net demand function from the previous question. Substitute in all of the parameters except for p2:
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Solve for the p2 where x2*=0:
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Note the numerical and analytical approaches are the same.

4) Compute the p1 elasticity of x2 at the initial p1 price (given earlier).

Show your work.

I’ll answer this by both the discrete percentage change approach and calculus.

From Q1, we know that when p1=2, x2*=6.67. We change p1 to 3 and run Solver, finding that x2*=8.33. We can use this data to simply calculate the percentage change in x2 and divide by the percentage change in p1. We get ((8.33-6.67)/6.67)/((3-2)/2) = 0.49875, or if you used the actual fractions 8 and 1/3 and 6 and 2/3, it would be ½.
Via calculus, we can substitute in parameter values other than p1 to make the problem easier to handle:
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Now, we can easily take the derivative of x2* with respect to p1 and multiply by p1/x2* to get the elasticity:
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At p1=2 (the initial price of x1), the point elasticity of x2 with respect to p1 is 0.5.

This answer is exactly the same as the result that was based on moving from p1=2 to p1=3 because x2* is a linear function in p1. Thus, the size of the change in p1 does not affect the answer.

However, if someone asks for an elasticity at a point, a strict, exactly correct answer would use the derivative to compute the answer. If the relationship is linear, then it won’t matter if you use the derivative or the discrete change.
















Notice that max utility is at its lowest at the switch price. For sellers, as price rises, they are happier; while for buyers, lower prices increase satisfaction.
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