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1. To avoid tautology problems. Under the postulate of constrained maximization, if
the constraints are fully specified, we can predict how the individuals maximize
themselves and thus to derive refutable implications. However, if we allow
individuals not to maximize themselves in some occasions, when our predictions
were refuted, we can disclaim it by claiming they are not maximizing. Thus, the
predictions could never get refuted and do not have any explaining and predicting
powers.

It is again the tautological problem. Utility is an arbitrarily assigned number for
ranking options. As it is unobservable, we can allege all human behaviours have
maximized utility. Thus, it is tautological to say people always maximize utility
which does not have any explaining and predicting powers.
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2. The possible reactions of individuals towards any constraints changes are infinite.
When our theory can offer a prediction on the reaction, we call it the equilibrium.
On the other hand, when we cannot explain and predict the reactions, we simply
call them disequilibrium. Thus, claiming disequilibrium means they are beyond our
analyses which we cannot offer any refutable implications.
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3. Profit is not a cost. As profit is an unexpected return, there are no options capturing
profit before head. Having no options will mean profit is not a cost.

The differences between profit and rent are: the former is an unexpected return
which is unobservable, is not a cost and can not be capitalized; whilst the latter is
expected return which is observable, is a cost in some dimensions and can be

capitalized.
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4. | agree. Firm is an institution to reduce the transaction costs of using market. If
transaction costs are zero, there will be no reasons for firms to exist.
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5. No. Although both the all-or-nothing pricing and perfect price discrimination
aim at extracting consumer surplus, the latter would charge different people
different prices, whilst the former can be of a uniform pricing.
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6(a) To reduce transaction costs. Investment decisions are highly subjective, which
incur a great monitoring cost to check whether the employees are making
“wisest” decisions for the company. The great monitoring costs can be reduced
effectively by the bonus system depending on whole year performance.
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(b) The choice of contracts is restricted by the restriction on bonus system. Under the

7(a)

implication of the postulate of constrained maximization, the choice of contracts
would be a transaction costs minimum. For investment banks, on one hand it has
to spend more on monitoring performance of employees, on the other hand they
may suffer from loss of employees because of lower expected income.

This is also harmful to the US economy. Investment banks can originally cut
spending through cutting bonuses during economic recessions, instead of firing
workers. When the bonus system is restricted, laid-offs is inevitable and this
eventually raises the unemployment rate. (This is especially important in
consumption-depending economy like US)
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It is because the estimating costs are too high. The government aims to promote
sports through delivering free admission tickets. It is an effective measure when
the MUVs of the events to Hong Kong citizens are very low. Theoretically,
most of the seats would be filled in some popular events even the admission
tickets are charged, as the MUVs of them are higher to the citizens. However,
the MUVs are unobservable and the estimating costs would be enormous. To
guarantee attending rate without spending high estimating costs, free admission
tickets are distributed even in popular events.
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(b) There are lots of external benefits of hosting international sports events, such as
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national pride. As these benefits are hard to price, private companies cannot gain
from them through hosting international sports events.
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This may because most of the Chinese athletes are still trained by the
government. The visible hand can first analyze which items Chinese athletes do
have advantages, and then put emphasis on them, like table tennis and diving.
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8(a) No. Those having low income but high time cost would take the high speed
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railway service.
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The relevance of the Coase Theorem here is that if the property rights of Choi
Yuen village is clearly delineated, then market transactions between the
government and residents there would occur to settle the divergence. However,
given the presence of very high transaction costs — the bargaining cost and
politicizing cost — such market transactions may not occur.
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It is virtually impossible to show whether the social gains are greater or smaller
than the social cost in this case, because there is no guideline to properly
estimate these gains and costs. When people are not asked or not required to pay,
as they do in the market, any such estimate is not reliable.
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