No Excel Workbook

Charity Answers

1) What effect does the donor's income have on charitable giving?

Note the open-ended nature of this question. You have room to roam and decide the specific points you want to present. Don't simply say, "Charity increases." Answer this question completely and in detail. Draw graphs, take screenshots, and practice your skills on developing a complete explanation.

Comparative statics analysis reveals that Donor’s income, m2, is positively related to giving and with a Cobb-Douglass utility function and given parameters in the example in the Charity.xls workbook, giving is quite responsive to donor income.
Consider the table and graph that follow:
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80 384.90018 33.333333 66.666667 $13.33 0.166667

90 444.05539 36.666668 73.333332 $16.67 0.185185 0.334 2.004501125

100 505.96443 40.000001 79.999999 $20.00 0.2 0.333 1.797840432

110 570.50984 43.333335 86.666665 $23.33 0.212121 0.333 1.665

120 637.58805 46.666668 93.333332 $26.67 0.222222 0.334 1.574796399

130 707.10678 50.000001 99.999999 $30.00 0.230769 0.333 1.498312711
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The table shows how $10 increases in donor’s income drive optimal giving up. As in the conventional Engle curve, optimal giving is linear in m2.

The last column shows the donor’s income elasticity of giving. At the range of m2 under consideration, the elasticity is quite high, indicating that giving is quite sensitive to donor’s income.
The next graph shows why giving is so responsive:
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Notice the vertical shift up of the budget constraint as m2 rises from $80 to $160 in this example. Because both donor and beneficiary consumption are normal goods, we get a guaranteed increase in both of these variables.

Charity is actually the difference between m2 and optimal donor consumption. As you can see, that difference grows as m2 rises.
2) The MRS = p1/p2 is a fundamental concept in the theory of consumer behavior. In this application, sometimes the condition is met and other times it is not, but we still consider the solution optimal. This is a confusing state of affairs. Explain why we sometimes accept the inequality of MRS and p1/p2 and other times we do not.

Create concrete examples in your explanation and augment your answer with screenshots and Word's Drawing tools.

Note again that the question is open-ended. By completely constructing the argument from scratch by yourself, you are learning to develop an explanation and to understand better the theory of consumer behavior.

The obvious examples to use are the cases of giving and not giving.
Consider the MRS = p1/p2 situation with c=1:
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Clearly, the consumer can move back and forth around the optimal solution.

Now consider the corner solution with c=0.2:
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The key is that the consumer can’t move northwest. That’s how you know it’s a corner solution and the MRS=p1/p2 condition will not be met at the optimal solution.

You can imagine that the condition would be met further up if the straight line were extended. After all, because the indifference curve cuts the budget constraint at that point, there must be a tangent one further up. But the point is that the consumer is not allowed to move in that direction, thus the marginal condition is not satisfied at the optimal solution.
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