Homework 4 - Consumer Theory

Questions 1-3 below refer to a consumer with preferences over consumption
when young and old that is given by either of the following utility functions
(a = .5). Either representation of preferences gives rise to the marginal rate of
substitution function below:

u(cr, o) = ey

u(er, c2) = alog(er) + (1 — a) log(cz)

MRS(Cl,CQ) _ _u1(01,02) _ acy

us(c1, co) (1-a)e

1. Calculate the marginal rate of substitution between ¢; and ¢z when (i)
(c1,c2) = (1,1), (ii) (e, c2) = (1,2) and (iii) (c1,c2) = (2,1).

2. Suppose that the consumer has a wage income when young of w; = 10
and has no wage income when old.

a. What are the utility maximizing values for (c1,c2,as) when the real
interest rate r = 07
[Note: The real interest rate in this case is 0%.]

b. Repeat part a for the case when r = 1.
[Note: The real interest rate in this case is 100%.]

c. Graph the consumption choices and budget sets in part a-b on a single
graph.

3. Now imagine that the consumer can work both when young and when
old. The wages earned when young are w; = 10 and when old are ws = 5.
The budget constraints can then be written as either of the two lines indicated
below:

c1 4 a2 <wp and ¢y < wa + az(l +19)

1+ co/(1+712) <wy+wa/(1+1r2)

a. What are the utility maximizing values for (c1,c2,as) when the real
interest rate ro = 07

b. Repeat part a. when ro = 1.

c. Graph the consumption choices and budget sets in part a-b on a single
graph.

4. Read the (attached) article ”Paying the Displaced Proves no Panacea”.
Answer the following questions.



(a) Is Kevin Sather’s behavior potentially consistent with the utility maxi-
mization theory of consumer behavior discussed in class? Explain.

(b) What would you predict that Kevin Sather would do if the city of Min-
neapolis simply gave him equal payments over time instead of a single lump-sum
payment? You should assume that either payment method has the same present
value. Explain your reasoning carefully.

Hint: You may want to make a number of BIG assumptions in your analysis.
Be sure to list any important assumptions that you use to answer the question.



Paying the displaced
proves no panacea

By Dennis J. McGrath
Staff Writer

When the check for more than
$3.200 arrived last June, Kevin
Sather felt like a lottery winner.

The money was his compensation for
being displaced from a worn-out, rat-
infested apartment building that was
razed to make way for a Minneapolis
Convention Center parking ramp.

. After years of homelessness and pov-
erty, who could biame Sather for
tresung himself to a few luxuries — a
television, a8 videocassetts recorder
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among the ranks of the city’s home-
less.

Although Sather is a vicum of a
specific deveiopment project, he's
also an example of a2 broader prob-
lem — government’s failure to pro-
vide adequately for those bearing the
brunt of urban renewal. housing ad-
vocates say.

Governments disburse relocation
awards in large lump-sum payments
and unreasonably expect peopie,
some of whom are mentally bandi-
capped or alcoholics, 10 use the mon-
ey wisely, those advocates say.

“It took Kevin about six months to
go through his money,” said Herb
Frey, 2 community organizer for the
Ailiance of the Streets, an organiza-
tion for homeless peopie for which
Sather does volunteer work. “That's
probably slow compared to many
others. They get this iump sum and
they can blow it as fast as they want.”

Frey said another man who was dis-
placed from Sather's building spent
his reiocation payment in one week-
end. He bought a videocassette re-
corder, an enormous number of
movie tapes and an air-conditioned
car to ward off last summer’s hest
wave,

“There are people for whom it will be
difficult to make wise '
choices,” said Alexa Bradley, a legis-
lanve advocate for the Minnesota
Coalition for the Homeless. “Our re-
sponsibility as a society is 10 make
sure peopie have housing, perticular-
ly when we’re teaning down the hous-
iog they're in.”

But beaugkot;nl:e mi:qt pohcy;
many peopl up living wit|

friends, as Sather is doing, or siceping
in sheiters or on the street. Advocates
say the money could be used better if
it's distributed on a monthly basis,
perhaps as rent vouchers, or to buiid
new, affordable housing.

Thecityvillhnvefamneelomke
changes when new federal regulations
ke effect in April, said Devid Fred-
:lund, the city's residential relocation
manager. They wili give the city
more discretion in disbursing the
funds, and Fredlund said be will pro-
pose that the City Council approve
-annual or even monthly instaliments
of the benefits. Several council mem-
bers appear receptive 1o that ides, he
said. .

- and for bis charity in heiping his
mother pay some bills?

“1 went out and had a good ime with
the money,” he said.

But the check from the city wasn't
meant to pay for a good time. It was
intended to pay for the more expen-
sive apantment that the 29-year-oid
Sather moved into. By October. the
relocation money was aimost gone
and his General Asustance check
didn’t come close 1o covering the
rent By January, he was evicted and
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what he was paying at his former

-ty for providing him with the op-

The relocation money. which can be
as much as $4,000, is paid to dis-
-placed tenants by the city under the
federal Uniform Relocauon Assis-
1ance and Real Property Acquisition
Policies Act of 1970. "Although he
agrees with housing advocates that
this law needs revision, Council
Member Tony Scallon, DFL-Ninth
Ward, said it 1s an improvement over
the displacement practices of the
1960s.

“Under the first ruies. it was, ‘Here's

$100, now get lost,” ™ Scalion said.

Now the payments are larger and
require a recipient {0 move into a
bouse or apartment that 1s up to
code. The benefits are given to ten-
ants who have lived in a buiiding for
at ieast 90 days before the ume the
city offers 10 buy the property.

The relocation benefit is intended 1o
_pay the difference between the rent
for the housing that is being demol-
ished and the rent for the house or
apartment 10 which the person

moves. The award will make up that
difference for 3': years. =

But that policy offers a tenant an
incentive for finding an apartment
that is iderably more ex ve
than the one being lost, because that
wiil result in a larger cash payment.

"Thc'money was nice, but to me 1t
was like 2 setup to be back on the
Rreet agun,” said Sather. Realizing
that a more expensive apartment
would boost the size of his relocauon
benefit, he found a $275-a-month ef.
ficiency at Frankiin and Nicollet
Avs., 3 $95-a-month increase from

residence 1n the Arcola, at 12th St
and 2nd Av. S.

With his relocation money spent by

and without a job, Sather
had oniy a $203 monthiy Generai
Assistance check to pay $275 a
month in rent. Sather acknowiedges
his own blame in spending the mon-
ey unwisely. but he aiso faults the

portunity.

“It doesn’t ke long t0 80 through
when you're used to living in pover-
ty.” he said. *1 feef like the city put
me back in poverty. Well, they didn't
do it. | did 1t myself. but they
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