Final Exam General Equilibrium Theory, MSc Econometrics,
Tuesday, January 25, 2005, 14:00-17:00.

Clearly motivate all your answers.

Write your name and student number on all sheets. You can earn 25 points for
each of the 4 exercises. Divide your time between exercises efficiently and do not
spend too much on one specific exercise!

Good luck!

Exercise 1
Consider an Edgeworth box economy with preferences and initial endowments

1 2
up (1) = x5, wi=(9,3),

ug (z2) = 2Inxp+1Inxen, wy=(3,9).

(a) Draw an Edgeworth box with some indifference curves for consumer 1 and 2.
Show that the set of Pareto efficient allocations is given by
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and sketch this set in the Edgeworth box. Also sketch the contract curve in the
Edgeworth box.

(b) What does the First Fundamental Theorem of Welfare Economics say? Deter-
mine the Walrasian equilibrium of the above economy, with commodity 1 as the
numeraire (that is, py = 1). Is the result consistent with the first fundamental
theorem? Explain.

(c) What does the Second Fundamental Theorem of Welfare Economics say? Illus-
trate this theorem in an Edgeworth box.

(d) The government wants consumer 1 to consume the allocation (6, 9%) and con-
sumer 2 to consume the allocation (6, 2%) Check that this is a Pareto efficient
allocation. The government wants to achieve this allocation by imposing a
lump-sum tax of 7" on consumer 2 and subsidize consumer 1 with this money.
Determine the value of 7" which achieves this. Which theorem does the govern-
ment implictly use here? Explain.














