Chapter 16
General Equilibrium Theory

You are not required to submit this exercise. This means that you do not need to write down answers for all of these questions. However, you are strongly encouraged to “THINK” about how to answer them.

A. State the two fundamental theorems of welfare. How is the second theorem related to the first theorem? What does the second theorem imply?
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B. What is the key requirement for the first welfare theorem to hold? If the theorem holds, what does it imply about the allocation of goods and inputs?

C. Substitution Efficiency requires that MRTX,Y = MRSX,Y.
a. Suppose MRTX,Y = 2. Interpret this value.
b. Suppose MRSX,Y = 3. Interpret this value.
c. Given the values of MRT and MRS above, what do these values suggest about the allocation of resources?

D. Why does the economic efficiency in the general equilibrium analysis require three conditions of efficiency?
(Hint: Think about the number of markets in the general equilibrium)

14. Two consumers, Ron and David, together own 1,000 baseball cards and 5,000 Pokémon cards. Let XR denote the quantity of baseball cards owned by Ron and YR denote the quantity of Pokémon cards owned by Ron. Similarly, let XD denote the quantity of baseball cards owned by David and YD denote the quantity of Pokémon cards owned by David. Suppose, further, that for Ron, MRSRx,y = YR/XR, while for David, MRSDx,y = YD/2XD. Finally, suppose XR = 800, YR = 800, XD = 200, and YD = 4,200.
a) Draw an Edgeworth box that shows the set of feasible allocations in this simple economy.
b) Show that the current allocation of cards is not exchange efficient.
c) Identify a trade of cards between David and Ron that makes both better off. (Note: There are many possible answers to this problem.)

18. Two firms together employ 20 units of labor and 12 units of capital. For Firm 1, which uses 5 units of labor and 8 units of capital, the marginal products of labor and capital are MPL1 = 20 and MPK1 = 40. For Firm 2, which uses 15 units of labor and 4 units of capital, the marginal products are MPL2 = 60 and MPK2 = 30.
a) Draw an Edgeworth box for inputs that shows the allocation of inputs across these two firms.
b) Is this allocation input efficient? Why or why not? If it is not, identify a reallocation of inputs that would allow both firms to increase their outputs.


19. An economy consists of two consumers (Julie and Carina), each consuming positive amounts of two goods, food and clothing. Food and clothing are both produced with two inputs, capital and labor, using technologies exhibiting constant returns to scale. The following information is known about the current consumption and production baskets: The marginal cost of producing food is $2, and the price of clothing is $4. The wage rate is 2/3 the rental price of capital, and the marginal product of capital in producing clothing is 3. In a general competitive equilibrium, what must be 
a) The price of food?
b) The marginal rate of transformation of food for clothing?
c) The shape of the production possibilities frontier for the economy?
d) The marginal product of labor in producing clothing?
