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Part I: Multiple Choice Questions. Write your answers on the computer sheet in PENCIL (Total=35 marks).
1. Dave is risk-averse while Scott is risk-neutral. Both are confronted with the following gamble: win $5,000 with the probability of 65% or lose $9,000 with a probability of 35%. One can predict that

a) both will accept the gamble.

b) only Scott will accept the gamble.

c) only Dave will accept the gamble.

d) Scott will accept and Dave may accept.

2.   Suppose you are told that total costs (TC) depend on output (Q) as follows: TC = 100 + 7*Q. You can infer therefore that fixed costs are:

a) $100.
b) $100/Q.
c) $7.
d) $107.

3. The unregulated profit-maximizing monopolist will always produce:

a) at that output level where total revenue is maximized.

b) above the mid-point of its demand curve.

c) where marginal revenue is zero.

d) in the inelastic range of its demand curve.

4. One of the major similarities between perfectly competitive markets and monopolistic competition is that:
a) firms can enter or leave either market very easily.
b) each type of market exhibits standardized products.
c) the demand curve faced in each type of market is horizontal.
d) competition not based on prices occurs in both.
5. Which one of the following statements is correct?

a) Monopolist supply curve is a horizontal line.

b) Unregulated monopoly will keep on increasing price.

c) Unregulated monopoly will not set the price, where MR<MC.

d) Unregulated always makes economic profits in both short-run and long-run.

6. Which of the following is not a requirement of a game?
a) Players.
b) Payoffs.
c) Dominant strategies.
d) Knowledge of the payoffs.
7. Suppose Canada eliminates tariffs on Chinese bicycles. As a result, we would expect:

a) the price of Chinese bicycles to decline in Canada.

b) employment to increase in the Chinese bicycle industry.

c) employment to decrease in the Canadian bicycle industry.

d) all of the above to occur.

8. 
When countries specialize in producing and exporting the goods that they produce at a lower relative cost than other countries, the distribution of the gains from trade:

a) 
depends on who produces and trades what products.
b) 
depends on the terms of trade, which lie between the countries' domestic opportunity cost.
c)  
provides equal benefits for all countries.
d)  
is unrelated to the bargaining power of participants.
9. Use the following table to answer the question:

	Quantity
	1
	2
	3
	4
	5
	6
	7
	8
	9
	10

	Price
	65
	60
	55
	50
	45
	40
	35
	30
	25
	20


Referring to table above, what is the marginal revenue of the 6th unit?

a) $6.

b) $10.

c) $15.

d) $45.

10. When oligopolists do not cooperate, one result is that:

a) the market is established at the monopoly price.

b) the output is established at the level that would occur if the oligopolists practised perfect collusion.

c) the firms try to guess the actions of competing firms.

d) it is relatively easy for one firm to assume the role of the price leader.

11. An Olympic soccer player reveals that she had given up a job that paid $35,000 per year to train full-time. She received a grant of $9,000 per year from Sports Canada, but this could not cover all her training expenses. Her food and rent were $16,000 and training expenses were $10,000. What is her annual opportunity cost of participating in the Olympics? 
a)
$17,000.

b) 
$35,000. 
c)
$36,000.
d)
$46,000.
12. Where the marginal revenue curve corresponding to a downward sloping demand curve is positive, the demand elasticity 

a) is greater than one in absolute value.
b) is exactly unity.

c) is less than one in absolute value. 

d) is zero.

e) is infinite.

13.  Consider a constant-cost industry in which firms have chosen the plant size which minimizes LRAC. In the Short Run, P = MC = $10, AVC =$8 and SRATC =$12. In the long-run the price will be__ 
a) greater than $8 and less than $10. 
b) equal to $10. 
c) greater than $10 and less than $12. 
d) equal to $12. 
14.  Luigi owns an Italian restaurant. The production function relating the number of meals served per day (Q) and the number of employees hired per day (L) is shown in the table. The marginal cost of serving a meal is lowest when Luigi increases the number of meals served per day from ___.  The average variable cost of serving a meal is lowest when Luigi serves __ meals per day.  [Note: You may wish to use the following table for your answer]

	L
	Q
	MPL
	APL

	0
	0
	Blank
	Blank

	1
	10
	 
	 

	2
	28
	 
	 

	3
	45
	 
	 

	4
	56
	 
	 

	5
	65
	 
	 


  

a) 45 to 56; 65. 
b) 28 to 45; 56.
c) 10 to 28; 45. 
d) 10 to 28; 28. 
e) 28 to 45; 45.
15. When economists describe a good as being 'under-priced' and produced at an inefficient level under free market, they mean that:

a) output should be increased because the marginal social benefit in consumption exceeds the marginal social cost of production.

b) too much of the good is being produced since there is a negative externality associated with the good.

c) resources are properly allocated since society wants more of the good at a lower price.

d) there is an under-allocation of resources in the production of the good.

16. Referring to the figure below, the perceived demand curve faced by an individual firm in a perfectly competitive market is best represented by which of the following?
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a) A.
b) B.
c) C.
d) D.
17. An industry is composed of one hundred identical firms, each with a marginal cost curve in of the form MC = 2 + 0.1Q. If the price in the market is $4, how much will be sold altogether?

a) 20.
b) 200.
c) 2000.
d) 400.

18. The deadweight loss associated with output less than the competitive level can be determined by

a) subtracting the competitive level producer surplus from the producer surplus associated with less output.

b) subtracting the consumer surplus from the producer surplus associated with less output.

c) summing the consumer and producer surplus associated with less output.

d) summing the change in the total consumer and producer surplus, and the change in government revenue, from moving from the competitive level of output to a lower output.

19. Refer to the figure below, which shows short-run costs for a typical firm in a perfectly competitive industry. 
[image: image2.png]


 
If the price faced by a perfectly competitive firm is equal to $60, then the maximum profit this firm will earn in the
  short-run is
a) $(60 - D)x2. 
b) $(60 - C)x3. 
c) $(60 - B)x4. 
d) $(60 - B)x5. 
e) $(60 - A)x5. 
20. Suppose the current level of output of some good is X. If market demand is inelastic at that quantity, total expenditure on this product would be higher if output was  
a) Kept constant.

b) Less than X.

c) Maximized.

d) Minimized.

e) Greater than X.
21. As more and more of the environment is cleaned up:

a) the marginal benefit of pollution reduction increases.

b) firms become more willing to undertake programs that improve environmental quality.
c) the cost of cleaning increases and the marginal damage of the last unit of pollution declines.

d) the ratio of marginal benefits to marginal costs becomes much greater than 1.

22. If a firm triples all its inputs and output only doubles then the firm is experiencing

a) constant returns to scale.
b) increasing returns to scale.
c) decreasing returns to scale.
d) economies of scale.
e) the law of diminishing returns.
23. One explanation of risk aversion is that:

a) the marginal utility of an extra dollar increases as more income is earned.

b) there will always be some individuals willing to take risks while others will be unwilling to assume risks regardless of the payoff.

c) the marginal utility of an extra dollar decreases as more income is received.
d) the marginal rate of substitution between winning and risk is constant.
24. If total utility is increasing, then marginal utility must be

a)    decreasing at an increasing rate.

b)    negative.

c)    positive.
d)    increasing.

e)    increasing at an increasing rate.

25. If money income is reduced by half, and the prices of all goods consumed by the household are
reduced by half, the household's budget line will

a)    shift outward.

b)    become flatter.

c)    become steeper.

d)    shift inward.

e)    not change.
26.  In an eight-hour day Hamid can produce 12Y or 8X, while Henry can produce 8Y or 6X. 
a)    Hamid has a comparative advantage in producing X.

b)    Henry has a comparative advantage in producing X. 

c)    Henry has an absolute advantage in producing X.

d)    none of the above are true.

27.  Consider the goods electronic readers and electronic books. In response to a price decline in e-books, the market for e-readers should show 
a)    an inward shift in demand.

b)    an outward shift in demand. 

c)    an inward shift in supply.

d)    an outward shift in supply.
28. A consumer maximizes his total utility when goods A and B are consumed such that MUA/MUB 

a) equals the ratio of total utility of A to that of B.

b) equals the ratio of the price of B to the price of A.
c) equals the ratio of the price of A to the price of B.

d) equals the ratio of the quantities demanded.

e) always equals unity.

29. Goods A and B are complementary goods (in consumption). The cost of a resource used in the production of A decreases. As a result,

a) the equilibrium price of B will fall and the equilibrium price of A will rise.

b) the equilibrium price of B will rise and the equilibrium price of A will fall.

c) the equilibrium prices of both A and B will rise.

d) the equilibrium prices of both A and B will fall.

e) the equilibrium price of B will fall by more than the rise in the equilibrium price of A.

30. An effective price ceiling on a pharmaceutical drug will have no effect on the quantity traded if: 
a)   the supply curve is vertical.
b)   the supply curve is horizontal.

c)   the demand curve is horizontal.

d)   the demand curve is vertical.

31.  Consider the market represented by Pd = 100 – 2Q and Ps = 10 + 3Q. An increase in consumer income could be represented by: 
a)   a downward shift in demand if the good is inferior.
b)   a downward shift in the demand curve if the good is a luxury good.

c)   a downward shift in the demand curve if the good is normal. 
d)   all of the above.

32.  Consider the supply curve P = 2Q. For the combinations (i) P = 8, Q = 4, and (ii) P = 16, Q = 8, the supply elasticity is 
a)   greater in combination (i).

b)   greater in combination (ii).

c)   is the same in each case.
d)   is not definable because there is no intercept in the supply function.
33.  Relative to a free market, an effective supply quota in a market will 
a)   reduce the quantity purchased and raise the price.
b)   reduce the quantity purchased and lower the price.

c)   increase the quantity purchased and raise the price. 
d)   increase the quantity purchased and lower the price.
34.  An improvement in the technology used in producing B, which is a substitute for good A will 

a)   shift the demand for A inward 
b)   shift the demand for A outward 
c)   shift the supply of A outward 
d)   shift the supply of A inward. 
35.  If the nominal price of tickets to see the band U2 has increased from $100 to $150 during a five year interval, and the consumer price index has risen from a value of 160 to 200, then the real price increase in ticket price is: 
a)   50%.

b)   40%.

c)   30%. 
d)   20%.
Part II: Answer FIVE of the following SIX questions. If more than five questions are answered, only the first five will be marked (Total=65 marks).

Question #1 (13 marks)

You have to hire a new worker for your frozen food processing plant. There are two candidates, Josef and Fidel. Josef is quite good at packing brats. In fact, he can pack 100 brats per hour. And he is not that bad at packing pizza either; he can pack 50 pizzas per hour. Fidel, in contrast, can pack 75 brats per hour or 75 pizzas per hour.

(i) First of all, consider the case of Josef. What is the opportunity cost of packing one brat for Josef? And what is the opportunity cost of packing one pizza for Josef? (2 marks)

If Josef packs 100 brats in a given hour, then he would have missed the chance of packing 50 pizzas in that same hour. Then, for each brat he packed, he missed the chance of packing one half-pizza. The opportunity cost of packing one brat for Josef is then packing half a pizza. Likewise, the opportunity cost of packing one pizza for Josef is packing two brats.
(ii) Then, take into account the case of Fidel. What is the opportunity cost of packing one brat for Fidel? And what is the opportunity cost of packing one pizza for Fidel? (2 marks)

If Fidel packs 75 brats in a given hour, then he would have missed the chance of packing 75 pizzas in that same hour. Then, for each brat he packed, he missed the chance of packing one pizza. The opportunity cost of packing one brat for Fidel is then packing one pizza. Similarly, the opportunity cost of packing one pizza for Fidel is packing one brat.
(iii) Now, consider that the new worker will work 8 hours a day. Suppose you want 900 pizzas and 600 brats to be packed and that you can hire only one worker. Who will be able to do both things in less time? (4 marks)

Start with Josef. It takes him 18 hours to pack 900 pizzas and 6 hours to pack 600 brats. Then, Josef would need 24 hours. It would take Fidel, in turn, 12 hours to pack 900 pizzas and 8 hours to pack 600 brats. Then, Fidel would need 20 hours. As a result, Fidel can do both these things in less time.
(iv) Consider now that you can hire either of them or both of them on an hourly basis. They make the same hourly salary. Again, you want 900 pizzas and 600 brats to be packed. What would you do in this case? Explain the logic behind your choice. (5 marks)

Josef has a comparative advantage in packing brats, i.e., takes less time to pack brats and Fidel’s advantage lies in packing pizzas. Then they each can be hired to perform the tasks they are naturally good at, i.e., one can go for complete specialization. In other words, hire Josef for doing brats, while Fidel can amuse himself with pizza packing. This way you would hire Josef for 6 hours, so he packs 600 brats and Fidel for 12 hours, so he packs 900 pizzas. In total, you have to pay for 18 hours of work and that is smart!
Question #2 (13 marks)

Nimbus Inc. makes brooms and then sells them door-to-door. Here is the relationship between the number of workers and Nimbus’s output in a given day:

	Workers

per Day
	Output
	Marginal

Product
	Total 

Cost
	Average

Total

Cost
	Marginal

Cost

	0
	0
	N/A
	200
	N/A
	N/A

	1
	20
	
	
	
	

	2
	50
	
	
	
	

	3
	90
	
	
	
	

	4
	120
	
	
	
	

	5
	140
	
	
	
	

	6
	150
	
	
	
	

	7
	155
	
	
	
	


(i) Fill in the column of marginal products. Is the marginal product increasing or decreasing or both? Which law explains the decrease in marginal product? (2 marks)
Marginal product first increases but then decreases. The law of diminishing returns explains the decrease in marginal product of labor holding the other inputs unchanged.

	Workers
	Output
	Marginal

Product of Labor
	Total 

Cost
	Average

Total

Cost
	Marginal

Cost

	0
	0
	N/A
	200
	N/A
	N/A

	1
	20
	20
	300
	15
	100/20 = 5

	2
	50
	30
	400
	8
	100/30 = 3.3

	3
	90
	40
	500
	5.6
	100/40 = 2.5

	4
	120
	30
	600
	5
	100/30 = 3.3

	5
	140
	20
	700
	5
	100/20 = 5

	6
	150
	10
	800
	5.3
	100/10 = 10

	7
	155
	5
	900
	5.8
	100/5 = 20


(ii) A worker costs $100 a day, and the firm has fixed costs of $200. Use this information to fill in the column for total cost. Fill in the column for average total cost (ATC) rounding any decimal to the nearest tenth. (2 marks)
(iii) Now fill in the column for marginal cost rounding any decimal to the nearest tenth. (2 marks)
(iv) Compare the column for marginal product and for marginal cost. Comment on the relationship linking these two variables. Why does the MC eventually rise? (3 marks)
Marginal product and marginal cost move in opposite directions: when MP rises, MC falls and vice versa.
Mathematically: MC = ΔTC/ΔQ = ΔL*Wage/ΔQ = Wage/(ΔQ/ΔL) = Wage/MP.

 Because of the law of diminishing returns, MP will eventually fall meaning that MC will eventually rise. 

(v) Is there a relationship between the marginal cost and the average cost? If yes, use the relationship to explain why the ATC curve is U-shaped. (4 marks)
Yes there is a relationship between MC and ATC. In fact MC determines the shape of ATC:

Whenever MC is below the AC, AC keeps falling. MC eventually starts rising due to the law of diminishing returns. When MC becomes equal to the ATC, the ATC reaches its minimum value. When MC rises above ATC, ATC keeps rising. Thus ATC gets its U-shape.

Question #3 (13 marks)

Following a prolonged battle for market share, the ‘notebook’ industry had come down just to two rivals, Tosima & Gell, who make essentially a very similar line of products. If they each produce small output, a higher (average) price can be assured, which leads to higher profit than is obtainable by producing a larger volume. 

More precisely, if each produces the ‘smaller’ volume, profit to each is 100, and if they each produce ‘large’, profit plummets to 30 for each. However if Toshima produces large while Gell has a small output, Gell is at the short end of the stick earning just 10, while Toshima gets away with a profit of 125, and vice-versa, if the share of output is the other way around. 

(i) Set up the profit (or, pay-off) matrix in the chart below. (3 marks)
	
	Toshima

	
	Small Quantity
	Large Quantity

	Gell
	Small Quantity
	                      


	

	
	Large Quantity
	

	


(ii) Does each player have a dominant strategy? Explain. (3 marks)
(iii) Is there Nash equilibrium for this game? Explain fully. (3 marks)
(iv) Would a collusive agreement (as in a cartel) be beneficial to both parties? What level of output would they to target in such a case? (4 marks)
Solution

(a) 

	
	Toshima

	
	Small Quantity
	Large Quantity

	Gell
	Small Quantity
	                      100

100                               
	                      125

10

	
	Large Quantity
	                       10

125
	                         30

30


(b) Yes,  {large, large} is DSE. {For example, if Gell were to choose small, its profit is either {100 or 10} vis-à-vis {125, 30} by playing large, and vice-versa for Toshima.

(c) Here (large, large) is also a Nash equilibrium. To see this, let Toshima produce small, Gell then faces {100, 125} by following the two actions respectively; it would choose large. When one of the players chooses large, the other follows suit. Hence there appears to be only one Nash equilibrium in pure strategies. 

(d) Evidently it is profitable to collude, and each to produce ‘small’ so that each earns 100 rather than just 30 as in parts (b) & (c). But there are incentives to cheat, which we do not have to go into at this stage.
Question # 4 (13 marks)

Suppose the prices of two goods are Px = $5 and Py = $10, and we observe the consumer to purchase exactly five units of good X and five units of good Y.

(i) Graph the resulting budget constraint on a diagram (with good Y on the vertical axis and good X on the horizontal axis), with intercepts clearly marked, explaining how you arrive at the answers. Assuming the consumer spends all his/her income on those two goods, what is the consumer’s total income? (3 marks)


Ans: Income = 5*$5 + 5*$10 = $75. Intercepts are y = 75/10 = 7.5; x = 75/5 = 15.0.
(ii) What is the slope of the budget line? What does it mean? (3 marks)


Ans: Px/Py = 5/10 = 1/2 = . 5.

It means that to purchase one more unit of X the consumer needs to give up ½  or .5 unit of good Y. 

(iii) Now suppose the government puts a tax on good X of $2 per unit, resulting in increasing its price by the same amount. Do you expect the new equilibrium MRS to change from the equilibrium MRS in part (ii)? Why? (3 marks).


Ans: The new MRS is, 7/10 = .7. Slope of budget is now steeper & equals .7. MRS, the slope of IC, must therefore increase to become equal to the slope of the new budget line, if we have an optimum choice. Therefore, I expect that MRS increases with this change.   

(iv) Instead of the tax on X, suppose that the government increases the consumer’s income by $15. Carefully illustrate on a diagram a possible new equilibrium where the first equilibrium is also illustrated (4 marks). 


Ans: An equilibrium above and to the right on a higher indifference curve. Income now is $90, but prices are unchanged. Thus the new budget line is parallel and to the right of the old one.
Question #5 (13 marks)

The demand function for amalgamated widgets is 
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(i) Find the equilibrium price and quantity; graph your solution, labeling the intercepts. (2 marks)

P = 27 and Q = 46
(ii) Find consumer surplus, producer surplus and the total social welfare. (2 marks)

CS =(50-27)*46/2= $529

PS =(27-4)*46/2=$529

TW = TS = $1058
Suppose the government now decides to impose an ad-valorem tax of 25 percent to the suppliers of widgets. 

(iii) Find the new equilibrium quantity, the price per unit paid by consumers, the payment per unit received by producers. (2 marks)

Q = 40 

Price paid by consumers = 30.0

Payment per unit received by producers = 24.0
(iv) Given such a tax policy, find the new consumer surplus and producer surplus. (3 marks)

CS = (50-30.0)*40/2=$400.0

PS = (24.0-4)*40/2=$400.0

(v) Given the 25% ad-valorem tax find the revenue to the government and the deadweight loss. (4 marks)

Revenue to the government = ($30-$24)*40 = $240

DWL = Previous TS – (New CS + New PS + Govt. Rev.) = $1058.0 - ($400 + $400 + $240) = $18
Question #6 (13 marks)

The market demand and supply curves in a perfectly competitive industry are given by 

Qd = 24,000 – 600 P

Qs =  4,000 + 400 P

(i) Calculate the equilibrium price and output in this industry. (2 marks)
In equilibrium: 4,000 + 400 P = 24,000 – 600 P

Or, 400 P + 600 P = 24000 - 4000

Or 1000 P = 20,000 

Or, P = 20

Q = 4000 + 400*20 = 4000 + 8000 = 12,000

(ii) Now suppose all of the firms in this industry have the same cost structure. Each has a short-run MC curve defined by MC = 10 + 0.5 q, where q is each firm’s output. What output does each firm produce? (2 marks)
Each firm produces where MC = P

10 + 0.5 q = 20

0.5 q = 10

Q = 10/0.5 = 20
(iii) How many firms does this market have? (2 marks)
Number of firms =12000/20 = 600

(iv) If each firm in the industry has a total cost curve of the form TC = 36 + 10 q + (1/4) q2, derive the ATC at the output being produced by each firm at the existing price. (2 marks)
ATC = TC/q = [36 +10*20 +(1/4)*20*20]/20 = 16.8

(v) How much profit is each firm making? (2 marks)
Profit = P*q – ATC*q = q*(P-ATC) = 20*(20 – 16.8) = 20 * 3.2 = 64

(vi) Is a typical firm in this industry operating at its minimum average total cost? Explain why/how. (3 marks)
No. As MC > ATC, ATC must be increasing and therefore, not at its minimum point.

The End

2
1

