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. a) (4 marks) If water is needed to survive and diamonds are simply for jewelry, then
why are diamonds so expensive and water so inexpensive? (4 marks).

b) (4 marks) One million automobiles have a defect that could cause the car to
explode; however, only one of those cars will actually explode. Nobody knows which
one car it is. When the car does explode, the victim's family will sue the automaker
for $1 million and win. The defect costs $2 per car to repair. What does economics
predict about the automaker's decision to repair the defect?

. a) (5 marks) Use a graph to show that the incidence of a $1/lb. tax on grapes is the
same whether the tax is collected from the sellers or the buyers. Under what
circumstance would the incidence be split equally between buyers and sellers?

b) (5 marks) Suppose a tax on beans of $0.05 per can is levied on firms. As a result
of the tax, the equilibrium price increases from $0.20 to $0.22. What fraction of the
incidence falls on consumers? On firms? Suppose the supply elasticity is 0.6. What
must the demand elasticity be?

. Suppose a consumer’s utility derived from consuming bananas is described by the

function U = 10X + 3X2 - (1/3)X5.

a) (5 marks) Make a Table showing total and marginal utlllty for X from 0 to 7
units.

b) (3 marks) Would this individual ever choose to consume more than 7 units?
Explain.

. a) (5 marks) Larry and Teri allocate their consumption between hats and bats. The
price of hats is $4 each and the price of bats is $8 each. For Larry, the marginal
utility of last hat consumed was 8 and the marginal utility of the last bat was 24. For
Teri, the marginal utility of the last hat was 6 and the marginal utility of the last bat
was 12. Which consumer is not maximizing hi/her utility? How can you tell? How
should he/she change their allocation?

b) (7 marks) Suppose a consumer has income of $120 per period, and faces prices
px = 2 and p; = 3. Her goal is to maximize her utility, described by the function U
= 10X05Z05, Calculate the utility maximizing bundle (X*, Z*) using the Lagrangian
method.

c) (5 marks) Derive the above consumer’s Engel curve.
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