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Chapter 1 Preliminaries

1) Microeconomics is the branch of economics that deals with which of the following topics?
A) The behavior of individual consumers
B) Unemployment and interest rates
C) The behavior of individual firms and investors
D)Band C
E) Aand C

Answer: E

Diff: 1

Section: 1.1

2) A Rolling Stones song goes: "You can't always get what you want." This echoes an important
theme from microeconomics. Which of the following statements is the best example of this
theme?

A) Consumers must make the best purchasing decisions they can, given their limited
incomes.

B) Workers do not have as much leisure as they would like, given their wages and working
conditions.

C) Workers in planned economies, such as North Korea, do not have much choice over jobs.

D) Firms in market economies have limited financial resources.

Answer: A

Diff: 1

Section: 1.1

3) Economics is about the allocation of scarce resources. Which of the following is NOT an
example of economic scarcity?

A) If Steve goes to see the movie Master and Commander on Saturday, he will not be able to
afford buying ice cream.

B) If Jenny studies for her economics quiz this evening, she will not have time to walk her
dog.

C) If General Motors increases its production of SUVs this year, it will have to spend more
on advertising.

D) If Borders Books increases the number of titles it carries, it will have to reallocate shelf
space to accommodate the new titles.

Answer: C
Diff: 2
Section: 1.1

4) A valid and useful theory of gold prices:

A) helps to predict the movements of gold prices over time.
B) may be founded on simplifying assumptions.
C) need not exactly predict every change in gold prices.
D) all of the above
E) none of the above

Answer: D

Diff: 1

Section: 1.1



5) Use the following two statements to answer this question:
I.  Economic theories are developed to explain observed phenomena by deducing from a set
of basic rules and assumptions.
II.  Economic theories use value judgments to determine which people ought to pay more
taxes.

A) Both T and II are true. B) Iis true, and Il is false.
C) Lis false, and Il is true. D) Both I and II are false.
Answer: B
Diff: 1
Section: 1.1

6) Which of the following is a positive statement?

A) The President of the United States ought to be elected by a direct vote of the American
people rather than the Electoral College.

B) A fundamental assumption of the economic theory of consumer behavior is that
consumers always prefer having more of any good to having less of it.

C) Because many adults cannot afford to go to college, tax credits for tuition should be
introduced.

D) all of the above

E) none of the above

Answer: B
Diff: 1
Section: 1.1

7) Which of the following is a normative statement?

A) The taxes paid by the poor should be reduced in order to improve the income
distribution in the U.S.

B) State governments should not subsidize corporations by training welfare recipients.

C) Presidential candidates should not be given funds from the federal government to run
campaigns.

D) The sea otter should not be allowed to spread into Southern California coastal waters,
because it will reduce the value of fisheries.

E) all of the above

Answer: E

Diff: 1

Section: 1.1

8) Which of the following is a positive statement?

A) Intermediate microeconomics should be required of all economics majors in order to
build a solid foundation in economic theory.

B) The minimum wage should not be increased because this action would increase
unemployment.

C) Smoking should be restricted on all airline flights.

D) All automobile passengers should be required to wear seatbelts in order to protect them
against injury.

E) none of the above

Answer: E
Diff: 1
Section: 1.1



9) Which of the following is a positive statement?
A) When the price of a good goes up, consumers buy less of it.
B) When the price of a good goes up, firms produce more of it.

C) When the Federal government sells bonds, interest rates rise and private investment is
reduced.

D) all of the above
E) none of the above

Answer: D

Diff: 1

Section: 1.1

10) Which of the following statements is false? An economic analysis of carbon taxes can:

A) calculate the increase in costs faced by coal-using industries.
B) predict the effect on unemployment in West Virginia coal mining communities.
C) compare the likely reductions in medical expenditures on diseases caused by smog.
D) present a trade-off of the costs and benefits of different levels of carbon taxes.
E) conclude that such taxes should be imposed to benefit future generations.

Answer: E

Diff: 1

Section: 1.1

11) Use the following two statements to answer this question:
I.  In order to answer normative questions, it is necessary to make value judgments.

II. In order to conduct positive economic analysis, it is always necessary to use empirical
evidence in addition to economic theories.

A) Iand II are incorrect. B) Iis correct, II is incorrect.

Q) lis incorrect, II is correct. D) Both I and II are correct.
Answer: B
Diff: 1
Section: 1.1
12) questions have to do with explanation and prediction, questions have

to do with what ought to be.
A) Positive; negative.
B) Negative; normative.
C) Affirmative; positive.
D) Positive; normative.
E) Econometric; theoretical.

Answer: D

Diff: 1

Section: 1.1

13) The key assumption underlying the theory of the firm is that:
A) firms are assumed to maximize sales revenue.
B) managers are assumed to maximize the number of employees in their department.
C) firms are assumed to maximize profits.
D) none of the above

Answer: C
Diff: 1
Section: 1.1



14) Which of the following statements is NOT true?
A) The trade-offs facing consumers and producers are based on prices.
B) All prices are determined by market interactions between buyers and sellers.
C) Prices serve an important role in microeconomics.
D) Only A and B above false.
E) Only B and C above are false.

Answer: B
Diff: 1
Section: 1.1

15) Please use the following statements to answer this question:
I.  The process of testing and revising theories is central to the development of economics as
a science.
II. Theory is imperfect and may not adequately describe economic behavior in some cases.
A) Iand II are true. B) Iis true and Il is false.
C) Lis false and Il is true. D) I and II are false.

Answer: A

Diff: 1

Section: 1.1

16) The trade-offs facing consumers include:
A) how to allocate income across goods and serves.
B) how to allocate income between consumption and savings.
C) both A and B
D) none of the above

Answer: C

Diff: 1

Section: 1.1

17) The trade-offs facing workers include all of the following EXCEPT:
A) decision to work or remain outside the workforce.
B) decision to work or seek additional education.
C) decision to work for a large corporation or a small firm.
D) decision to allocate their time between work and leisure.
E) All of the above are trade-offs facing workers.

Answer: E

Diff: 1

Section: 1.1

18) Firms face trade-offs in production, including decisions related to:
A) which products to produce.
B) how much of a particular product to produce.
C) the best way to produce a given amount of output.
D) all of the above

Answer: D

Diff- 2

Section: 1.1



19) Which of the following markets has the most restrictive geographic boundary?

A) The market for retail gasoline B) The market for housing
C) The market for gold D) The market for beef
Answer: B
Diff 1
Section: 1.2

20) An investor can acquire shares of stock in Acme Corporation either by purchasing shares on
the stock market or by purchasing a bond that is convertible into shares of Acme stock. After
careful study, the investor discovers that she can profit by purchasing the bond, converting it
to shares of stock, and selling the stock. This practice is called:

A) selling short.

B) arbitrage.

C) profiteering.

D) dumping.

E) none of the above

Answer: B

Diff: 1

Section: 1.2

21) Use the following two statements to answer this question:
I. A market is a collection of buyers and sellers that, through actual or potential interactions,
determine the price for a product or set of products.
II.  Anindustry is a collection of markets for similar or closely related products.

A) Both I and II are true. B) Lis true, and Il is false.
C) Lis false, and Il is true. D) Both I and II are false.
Answer: B
Diff: 1
Section: 1.2

22) In a perfectly competitive market:
A) there are a few buyers.
B) there is a single seller.
Q) there is a cartel.
D) no single buyer or seller can significantly affect the market price.

Answer: D

Diff: 1

Section: 1.2

23) Boeing Corporation and Airbus Industries are the only two producers of long -range
commercial aircraft. This market is not perfectly competitive because:
A) each company has annual sales over $10 billion.
B) each company can significantly affect prices.
C) Airbus receives subsidies from the European Union.
D) Airbus cannot sell aircraft to the United States government.
E) all of the above

Answer: B

Diff: 1
Section: 1.2



24) Which of the following are examples of perfectly competitive markets?
A) Wheat
B) Textiles
C) Gold
D) The stock market
E) all of the above

Answer: E
Diff: 1
Section: 1.2

25) Although the U. S. airline industry has only a relatively small number of sellers, the market is
nevertheless highly competitive. The reason is that:
A) the number of buyers is very large.
B) due to fierce competition, no firm has significant control over prices.
C) due to fierce competition, no firm has significant control over the quantity supplied.
D) most airline routes are served by relatively many sellers.

Answer: B

Diff- 2

Section: 1.2

26) Washington D.C.'s metro train system is being extended further into the neighboring states of
Maryland and Virginia, thereby reducing the cost of commuting into the United States' capital.
Other things being held constant, this can be expected to:

A) decrease the extent of the market for housing around Washington D.C.

B) increase the extent of the market for housing around Washington D.C.

C) have no effect on the extent of the market for housing around Washington D.C. as the
actual geography remains unchanged.

D) have no effect on the extent of the market for housing around Washington D.C. as the
range of houses available has not changed.

E) have no effect on the extent of the market for housing around Washington D.C. as
property taxes have not changed.

Answer: B
Diff: 2
Section: 1.2

27) Why is market definition important for economic decision making?
A) A firm is interested in knowing its actual and potential competitors.
B) A firm will define its market in order to maximize revenue.
C) Government regulators are interested in knowing the effect of mergers and acquisitions
on competition and prices in a particular market.
D) both A and C
E) both A and B

Answer: D

Diff: 1

Section: 1.2



28) Which of the following features are relevant for determining the extent of a market?
A) Its geographical boundaries.
B) Technological innovations that would reduce the cost of production.
C) The range of products to be included in it.
D) both A and B
E) both A and C

Answer: E

Diff: 1

Section: 1.2

29) Which of the following statements about markets and industries is TRUE?
A) A market includes buyers but not sellers.
B) A market includes sellers but not buyers.
C) An industry includes buyers but not sellers.
D) An industry includes sellers but not buyers.

Answer: D
Diff: 1
Section: 1.2

30) Although there are many reasons why a market can be non-competitive, the principal
economic difference between a competitive and a non-competitive market is:
A) the number of firms in the market.
B) the extent to which any firm can influence the price of the product.
C) the size of the firms in the market.
D) the annual sales made by the largest firms in the market.
E) the presence of government intervention.

Answer: B

Diff: 1

Section: 1.2

31) Which of the following could not possibly be included in the same market as Coke?
A) Pepsi B) Gatorade C) Milk D) Bread

Answer: D
Diff: 1
Section: 1.2

32) Use the following statements to answer this question:
I.  Political candidates need to know the geographical extent of the market for TV
commercials in determining how to reach the target number of eligible voters with the smallest
possible expenditure.
II. The geographical extent of the market for gasoline in Texas will determine whether an oil
company drills for oil there.

A) Iand II are true. B) Lis true, and Il is false.
C) Lis false, and Il is true. D) I and II are false.
Answer: B
Diff: 1
Section: 1.2



33) Which of the following assertions, if proven true in a court of law, would help
Archer-Daniels-Midland, a maker of corn syrup, in its attempt to acquire another corn syrup
producer, the Clinton Corn Processing Company?

A) Archer-Daniels-Midland is a dominant producer of corn syrup.

B) There are no good substitutes for corn syrup for any of its major uses.

C) Archer-Daniels-Midland and the Clinton Corn Processing Company together hold only
a small share of the market for sweeteners including corn syrup and sugar.

D) Archer-Daniels-Midland produces many other different agricultural products, in
addition to corn syrup.

Answer: C

Diff: 1

Section: 1.2

34) Use the following statements to answer this question:
I. If the extent of a market is broader, it is less likely that firms in the market can influence
the market price.
II. In determining whether two different products belong to the same market, it is necessary
to know whether the two products can be used as substitutes for each other.

A) I and II are both false. B) Lis false, and Il is true.
Q) Lis true, and II is false. D) I and II are both true.
Answer: D
Diff: 2
Section: 1.2

35) Use the following statements to answer this question:
I.  The price for a given product may differ across sellers if the market is not perfectly
competitive.
II. A single "market price” does not exist in imperfectly competitive markets.
A) Tand I are true. B) Iis true and Il is false.
C) IIis true and I is false. D) I and II are false.

Answer: B
Diff: 2
Section: 1.2

36) Suppose you are in charge of product pricing and marketing strategy for a pharmaceutical
company. You will have greater ability to independently set prices for your product if:
A) there are no close substitutes for your product.
B) there are lots of other firms selling closely related products in your market.
C) Your pricing policy should not depend on the number of close substitute products.
D) none of the above

Answer: A
Diff: 2
Section: 1.2



37) To arbitrage a price difference between two markets, you should:
A) sell in the low-price market and buy in the high -price market.
B) buy in the low-price market and sell in the high-price market.
C) sell in both markets to capture a lower average "market price."
D) none of the above

Answer: B
Diff: 2
Section: 1.2

38) Arbitraging price differences between two markets is generally not possible if:
A) there are positive costs of transporting the products from one market to the other.
B) the transportation costs are larger than the difference in prices.
C) the government has prohibited exchange between the two markets.
D) A and C above
E) B and C above

Answer: E
Diff: 2
Section: 1.2

39) Which of the following statement is FALSE?
A) Perfectly competitive markets are composed of many buyers and sellers.
B) Some markets may have only a few sellers but exhibit the properties of perfect
competition.
C) A market may be composed of only one buyer and one seller.
D) All of the above statements are correct.

Answer: D

Diff- 2

Section: 1.2

40) The "constant dollar" price is:
A) the real price of a good.
B) the nominal price of a good adjusted for inflation.
C) the "current dollar" price adjusted for inflation.
D) all of the above
E) none of the above

Answer: D

Diff: 1

Section: 1.3

41) What does it mean when the CPl is higher this year than last?
A) The rate of inflation has increased.
B) There has been inflation since last year.
C) Real prices have increased.
D) Real prices have decreased.

Answer: B

Diff: 1

Section: 1.3



42) The price of a taco was $0.29 in 1970 and $0.99 in 1993. The CPI was 38.8 in 1970 and 144.0 in

1993. The 1993 price of a taco in 1970 dollars is:
A) $0.08. B) $0.27. C) $0.34. D) $3.67.

Answer: B
Diff: 2
Section: 1.3

43) Since last year, the price of gold has risen from $120 to $420. What annual inflation rate would
leave the real price of gold unchanged over the last twelve months?
A) Approximately 29%
B) 40%
C) Approximately 71%
D) 250%
E) none of the above

Answer: D
Diff: 2
Section: 1.3

44) Over the past year price inflation has been 10%, but the price of a used Ford Escort has fallen

from $6,000 to $5,000. The real price of a Ford Escort has fallen by:
A) 12%. B) 17% C) 20%. D) 24% E) 32%.

Answer: D
Diff: 2
Section: 1.3

45) Suppose the nominal price of gasoline was $0.90 per gallon in 1987. To convert this value to
the real price of 1987 gasoline in 2008 dollars, we should:
A) multiply by the 1987 CPI and divide by the 2008 CPI.
B) multiply by the 2008 CPI and divide by the 1987 CPL
C) not do anything because this is the real price in 2008 dollars.
D) none of the above

Answer: B
Diff: 1
Section: 1.3

46) The nominal price of industrial red paint was $12 per gallon in 1993. To convert this value to
the real price of paint in 2008 dollars, we should use the:

A) Consumer Price Index. B) Producer Price Index
C) Fed funds rate. D) 30-day T-bill rate.
Answer: B
Diff: 1
Section: 1.3

47) Which of the following goods is NOT a likely component of the Consumer Price Index?

A) Hamburger B) 87 octane gasoline
Q) Structural steel beams D) Movie tickets
Answer: C
Diff: 1
Section: 1.3
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48) Which price index published by the US federal government represents wholesale price
changes?
A) Consumer Price Index B) Producer Price Index
C) GDP deflator D) Dow-Jones Industrial Average
Answer: B
Diff 1
Section: 1.3

49) When 1983 is the CPI base year, the CPI value is 82.4 for 1980 and 172.2 for 2000. Suppose we
want to convert this CPI series to have a base year of 2000 (that is, CPIpggg = 100). What is the

value of the revised CPI for 1980?
A)172.2 B) 100 C) 479 D) 209.0
Answer: C
Diff 1
Section: 1.3

50) Use the following statements to answer this question:
I.  The inflation rate (the rate of change in the general price level) calculated from a price
index like CPI is the same regardless of the base year we use to form the price index.
II.  Although the CPI may indicate the general price level increased by 5% last year, there are
some consumer products that may have experienced more or less inflation in the past year.

A) Iand II are true. B) Iis true and Il is false.
C) Lis false and Il is true. D) I and II are false.
Answer: A
Diff: 1
Section: 1.3

51) Which price index published by the US federal government represents retail price changes?

A) Consumer Price Index B) Producer Price Index

C) GDP deflator D) Dow-Jones Industrial Average
Answer: A
Diff 1
Section: 1.3

52) Which of the following is NOT an example of ways in which microeconomic analysis can help
Ford Motor Company its in corporate decision making?
A) Forecasting demand for new automobiles
B) Determining how many automobiles to produce in order to maximize profits
C) Predicting how competitors will react to the firm's pricing strategy
D) Forecasting the effect of Ford's hiring patterns on the U.S. unemployment rate
E) Forecasting the effect of an oil price increase on demand for SUVs

Answer: D

Diff: 1

Section: 1.4
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53) Which of the following is NOT an examples of ways in which microeconomic analysis can
help in designing environmental policy?

A) Determining the optimal level of vehicle tailpipe emissions standards

B) Designing laws to provide incentives for firms to implement clean technologies in new
vehicles

C) Lobbying consumers and firms to reduce consumption of energy

D) Examining the tradeoffs between ecological benefits of environmental legislation and its
impacts on consumers' standard of living

Answer: C

Diff: 1

Section: 1.4

54) To evaluate the potential impact of changes to its SUV business, Ford Motor Company would
use:
A) normative economic analysis. B) positive economic analysis.
C) negative economic analysis. D) arbitrage analysis.

Answer: B

Diff: 1

Section: 1.4

55) The Clean Air Act is designed to restrict automobile emissions and reduce the external costs of
air pollution. The economic analysis used to develop the Clean Air Act was:

A) normative. B) positive.

C) macroeconomic. D) none of the above
Answer: A
Diff 1
Section: 1.4

56) Suppose the Social Security Administration would like to guarantee the purchasing power of
social security payments to the elderly does not diminish. That is, the real value of the
payments does not decrease. The CPIin 1990 was 130.7 and the CPIin 1998 was 163.0. How
much does the Social Security Administration need to increase payments from 1990 to 1998 to
accomplish this objective?

Answer: The change in the general price level is 100(163-130.7)/130.7 = 25%. Thus, the level of

payments in 1998 need to be P(1990)"(1+0.25).

Diff: 1
Section: 1.3

57) Suppose the minimum wage was $0.25 per hour in 1938 and the CPI in that year was 11.5. If
the CPIin 1990 was 130.7, what is the real value of the 1938 minimum wage in terms of 1990
dollars? The real value of the 1990 minimum wage in terms of 1990 dollars is $4.25. Has the
real value of the minimum wage declined since 1938?

Answer: W(1938) = 130.7($0.25)/11.5 = $2.84, so the real value of the minimum wage has
increased from 1938 to 1990.

Diff: 1
Section: 1.3
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58) The reward for the capture of Jesse James was $500.00 in 1881. Suppose the CPI in 1881 was
0.25. What is the real value of the reward in 1990 dollars if the CPI was 130.7 in 19907

Answer: 130.7($500)/0.25 = 130.7($2,000) = $261,400.

Diff: 1
Section: 1.3

59) The CPI in 1970 was 38.8 and in 1998 the CPI was 163.0. If the real value of a 1970 gallon of
milk in terms of 1998 dollars is $0.70, what was the nominal price of milk in 1970?

Answer: 38.8($0.70)/163 = $0.17.
Diff: 2

Section: 1.3

60) The nominal price of milk was $2.25 in 1998 while the CPI was 163.0 that year. Also, the CPI
in 1970 was 38.8. What was the real value of 1998 milk in terms of 1970 dollars?
Answer: 38.8($2.25)/163 = $0.54.
Diff: 2
Section: 1.3

61) The nominal price of a 1990 laptop was $3,500 and the CPI that year was 130.7. The nominal
price of a laptop in 1998 was $1,600 and the CPI that year was 163.0. What is the real price of a
1998 laptop in terms of 1990 dollars? By what percent has the real price of laptops changed?

Answer: 130.7($1,600)/163 = $1,283. Percent decline in the real value of laptops:
-100($1,283 - $3,500)/$3,500 = $2,217(100)/$3,500 = 63.34%

Diff: 2

Section: 1.3

62) The price to attend a NBA basketball game in Chicago is $55 while the CPI in Chicago is 153.
The CPI in Charlotte is 108 while the price to attend a NBA basketball game is $52. Which city
offers a smaller real cost of attending a NBA basketball game?

Answer: Chicago real value[NBA (Charlotte)] = 153(52)/108 = $73.67. The real value of a game in

Charlotte exceeds the real value of a game in Chicago. Chicago offers a smaller real cost

of attending a game.
Diff: 2
Section: 1.3
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63) The first column of the following table describes the price movement of AOL Corporation
stock over the last 5 years. The second column gives the period's consumer price index.
Calculate the real value of the stock for each time period using year 5 as the base year. If you
purchased $1,000 worth of AOL Corporation in year 1, what has happened to the purchasing
power of your original $1,000 investment when you sell the stock in year 57?

Year AOL CPI

1996 $4.00 147.8

1997 $3.84 155.3

1998 $7.00 163.0

1999 $37.00 165.4

2000 $70.00 172.1

Answer: Real AOL Stock Price
Year .
in 2000 Dollars

1996 $4.66
1997 $4.26
1998 $7.39
1999 $38.50
2000 $70.00

The real value of a year 1996 dollar in 2000 is 172.1($1)/147.8 = $1.16. 1 would have
bought 250 shares of AOL at 1996 prices (ignoring transaction costs) with the $1,000.
The value of the stock in the year 2000 is (250($70)) = $17,500. The change in my
purchasing power is ($17,500 - $1,160)/$1,160 = 14.09. That is, my purchasing power
from investing in the stock rises by 1,409%.

Diff: 2

Section: 1.3

64) The following is a list of housing costs in five different countries along with their CPI. For
which country is the real cost of housing declining? Use year 2 as the base year in your

answer.
Year
Country 1 2
Housing Housing
Costs CPI Costs CPI
Argentina 37 121 32 97

Egypt 42 98 45 89

Italy 61 157 78 177
Spain 53 143 57 169
United

5

States 2 100 33 103

Answer: The real cost of housing in Spain has decreased. The real cost of year 1 housing in year
2is (169/143)53 = $62.64. This exceeds the real cost of year 2 housing in year 2, $57.00.
Thus, housing costs have declined in Spain.

Diff 1

Section: 1.3
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65) For each city across the U.S., economists construct a price index for a similar basket of goods.
In Los Angeles the index is 127.3 and the index for Dallas is 94.8. If you have been offered
$137,000 for a job in Los Angeles and $117,000 for a similar job in Dallas, which job affords you
the highest purchasing power of the bundle of goods in the price index? Use the Los Angeles
value as the base.

Answer: Real value[Dallas] = 127.3($117,000)/94.8 = $157,111. This exceeds the real $137,000
salary for the job in Los Angeles. The Dallas job provides higher purchasing power.

Diff 2

Section: 1.3
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Chapter 2 The Basics of Supply and Demand

1) Which of the following is NOT an application of supply and demand analysis?
A) Understanding changing world economic conditions and their effects on prices
B) Evaluating the effects of government price controls on the agricultural industry
C) Determining how taxes affect aggregate consumption spending patterns
D) all of the above
E) none of the above

Answer: E

Diff: 1

Section: 2.1

2) A supply curve reveals:
A) the quantity of output consumers are willing to purchase at each possible market price.
B) the difference between quantity demanded and quantity supplied at each price.
C) the maximum level of output an industry can produce, regardless of price.
D) the quantity of output that producers are willing to produce and sell at each possible
market price.

Answer: D
Diff: 1
Section: 2.1

3) Plastic and steel are substitutes in the production of body panels for certain automobiles. If the
price of plastic increases, with other things remaining the same, we would expect:
A) the price of steel to fall.
B) the demand curve for steel to shift to the right.
C) the demand curve for plastic to shift to the left.
D) nothing to happen to steel because it is only a substitute for plastic.
E) the demand curve for steel to shift to the left.

Answer: B

Diff: 1

Section: 2.1

4) Coffee and cream:
A) are both luxury goods.
B) are complements.
C) are both more inelastic in demand in the long run than in the short run.
D) have a positive cross price elasticity of demand.

Answer: B

Diff: 1

Section: 2.1
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5) Which of the following would shift the demand curve for new textbooks to the right?
A) A fall in the price of paper used in publishing texts
B) A fall in the price of equivalent used textbooks
C) An increase in the number of students attending college
D) A fall in the price of new textbooks.

Answer: C
Diff: 1
Section: 2.1

6) When an industry's raw material costs increase, other things remaining the same,
A) the supply curve shifts to the left.
B) the supply curve shifts to the right.
C) output increases regardless of the market price and the supply curve shifts upward.
D) output decreases and the market price also decreases.

Answer: A
Diff: 1
Section: 2.1

7) Sugar can be refined from sugar beets. When the price of those beets falls,
A) the demand curve for sugar would shift right.
B) the demand curve for sugar would shift left.
C) the supply curve for sugar would shift right.
D) the supply curve for sugar would shift left.

Answer: C
Diff: 1
Section: 2.1

8) Assume that steak and potatoes are complements. When the price of steak goes up, the
demand curve for potatoes:
A) shifts to the left.
B) shifts to the right.
C) remains constant.
D) shifts to the right initially and then returns to its original position.

Answer: A
Diff: 1
Section: 2.1

9) Which of the following events will cause a leftward shift in the supply curve of gasoline?
A) A decrease in the price of gasoline
B) An increase in the wage rate of refinery workers
C) Decrease in the price of crude oil
D) An improvement in oil refining technology
E) all of the above

Answer: B

Diff: 1

Section: 2.1

17



10) Which of the following will NOT cause a shift in the supply of gasoline?
A) An increase in the wage rate of refinery workers
B) A decrease in the price of gasoline
C) An improvement in oil refining technology
D) A decrease in the price of crude oil

Answer: B
Diff: 1
Section: 2.1

11) Which of the following would cause a shift to the right of the supply curve for gasoline?
I. Alarge increase in the price of public transportation.
II. A large decrease in the price of automobiles.
III. A large reduction in the costs of producing gasoline.
A) Ionly B) II only C) III only D) I and III only

Answer: C
Diff: 2
Section: 2.1

12) You are analyzing the demand for good X. Which of the following will result in a shift to the
right of the demand curve for X?
A) A decrease in the price of X
B) An increase in the price of a good that is a complement to good X
C) An increase in the price of a good that is a substitute for X
D) all of the above

Answer: C
Diff: 1
Section: 2.1

13) The price of good A goes up. As a result, the demand for good B shifts to the left. From this
we can infer that:
A) good A is used to produce good B.
B) good B is used to produce good A.
C) goods A and B are substitutes.
D) goods A and B are complements.
E) none of the above

Answer: D

Diff- 2

Section: 2.1

14) Which of the following will cause the demand curve for Beatles' compact discs to shift to the
right?
A) An increase in the price of the discs
B) A decrease in consumers' incomes
C) An increase in the price of Phil Collins' latest compact disc (a substitute)
D) all of the above
E) none of the above

Answer: C

Diff: 1

Section: 2.1
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15) Which of the following will NOT cause a rightward shift in the demand curve for beer?
A) A change in the price of beer
B) A health study indicating positive health benefits of moderate beer consumption
C) An increase in the price of French wine (a substitute)
D) A decrease in the price of potato chips (a complement)
E) none of the above

Answer: A
Diff: 1
Section: 2.1

16) Which of the following would cause a rightward shift in the demand curve for gasoline?
I.  Alarge increase in the price of public transportation.
II. A large decrease in the price of automobiles.
III. A large reduction in the costs of producing gasoline.
A) I only
B) II only
C) Iand Il only
D) I and III only
E) I, II, and III

Answer: C

Diff: 2

Section: 2.1

17) Suppose biochemists discover an enzyme that can double the amount of ethanol that may be
derived from a given amount of biomass. Based on this technological development, we expect
the:

A) supply curve for ethanol to shift leftward.

B) supply curve for ethanol to shift rightward.
C) demand curve for ethanol to shift leftward.
D) demand curve for ethanol to shift rightward.

Answer: B
Diff: 1
Section: 2.1

18) The discussion of Figure 2.2 in the text indicates that quantity demanded for most goods tends
to increase as income rises. However, the quantity of bananas demanded in the U.S. tends to
decrease as income rises. Under this condition, we expect that an increase in consumer income
shifts the demand curve for bananas:

A) rightward B) no shift. Q) leftward. D) downward.
Answer: C
Diff: 1
Section: 2.1

19) Due to the recent increase in the price of natural gas, the quantity of coal demanded by electric
power generation plants has increased. Based on this information, coal and natural gas are:

A) complements. B) substitutes.

C) independent goods. D) none of the above
Answer: B
Diff: 1
Section: 2.1
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20) To protect the cod fishery off the northeast coast of the U.S,, the federal government may limit
the amount of fish that each boat can catch in the fishery. The result of this public policy is to:

A) shift the cod demand curve to the left. B) shift the cod demand curve to the right.
C) shift the cod supply curve to the right. D) shift the cod supply curve to the left.
Answer: D
Diff 1
Section: 2.1

21) When the current price is above the market-clearing level we would expect:
A) quantity demanded to exceed quantity supplied.
B) quantity supplied to exceed quantity demanded.
C) a shortage.
D) greater production to occur during the next period.

Answer: B
Diff: 1
Section: 2.2

22) Assume that the current market price is below the market clearing level. We would expect:
A) a surplus to accumulate.
B) downward pressure on the current market price.
C) upward pressure on the current market price.
D) lower production during the next time period.

Answer: C
Diff: 1
Section: 2.2

23) As long as the actual market price exceeds the equilibrium market price, there will be:
A) downward pressure on the market price.
B) upward pressure on the market price.
C) no purchases made.
D) Both A and C are correct.
E) Both B and C are correct.

Answer: A
Diff: 1
Section: 2.2

24) If the actual price were below the equilibrium price in the market for bread, a:
A) surplus would develop that cannot be eliminated over time.
B) shortage would develop, which market forces would eliminate over time.
C) surplus would develop, which market forces would eliminate over time.
D) shortage would develop, which market forces would tend to exacerbate.

Answer: B
Diff: 1
Section: 2.2
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25) Suppose the quantity of nursing services demanded exceeds the quantity of nursing services
supplied. The nursing wage rate will:

A) decrease. B) increase.

C) not change. D) none of the above
Answer: B
Diff 1
Section: 2.2

Scenario 2.1:

The demand for books is: Qd=120-"P
The supply of books is: Qs =5P

26) Refer to Scenario 2.1. What is the equilibrium price of books?
A)5
B) 10
Q)15
D) 20
E) none of the above

Answer: D
Diff: 1
Section: 2.2

27) Refer to Scenario 2.1. What is the equilibrium quantity of books sold?
A) 25
B) 50
C) 75
D) 100
E) none of the above

Answer: D

Diff: 1

Section: 2.2

28) Refer to Scenario 2.1. If P = $15, which of the following is true?
A) There is a surplus equal to 30.
B) There is a shortage equal to 30.
C) There is a surplus, but it is impossible to determine how large.
D) There is a shortage, but it is impossible to determine how large.

Answer: B

Diff- 2

Section: 2.2

29) Refer to Scenario 2.1. If P = $15, which of the following is true?
A) Quantity supplied is greater than quantity demanded.
B) Quantity supplied is less than quantity demanded.
C) Quantity supplied equals quantity demanded.
D) There is a surplus.

Answer: B

Diff: 1

Section: 2.2
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30) Refer to Scenario 2.1. If P = $25, which of the following is true?
A) There is a surplus equal to 30.
B) There is a shortage equal to 30.
C) There is a shortage, but it is impossible to determine how large.
D) There is a surplus, but it is impossible to determine how large.
Answer: A
Diff: 2
Section: 2.2

31) Refer to Scenario 2.1. If P = $25, which of the following is true?
A) Quantity supplied is greater than quantity demanded.
B) Quantity supplied is less than quantity demanded.
C) Quantity supplied equals quantity demanded.
D) There is a shortage.

Answer: A
Diff: 1
Section: 2.2

32) Suppose the equilibrium price of milk is $3 per gallon but the federal government sets the
market price at $4 per gallon. The market mechanism will force the milk price back down to
$3 per gallon unless the government:

A) rations the excess demand for milk among consumers.

B) buys the excess supply of milk and removes it from the market.

C) Both A and B are plausible actions.

D) The government cannot maintain the price above the equilibrium level.

Answer: B

Diff- 2

Section: 2.2

33) The current market price for good X is below the equilibrium price, and then the demand
curve for X shifts rightward. What is the likely outcome of the demand shift?

A) The surplus increases. B) The surplus decreases.
C) The shortage increases. D) The shortage decreases.
Answer: C
Diff 1
Section: 2.2

34) Suppose there is currently a surplus of wheat on the world market. The problem of excess
supply may be removed from the market by:

A) lowering the market price. B) shifting the supply curve leftward.
C) shifting the demand curve leftward. D) Both A and B are plausible actions.
Answer: D
Diff 2
Section: 2.2
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35) Which of the following would cause an unambiguous decrease in the real price of DVD players?

A) A shift to the right in the supply curve for DVD players and a shift to the right in the
demand curve for DVD players.

B) A shift to the right in the supply curve for DVD players and a shift to the left in the
demand curve for DVD players.

C) A shift to the left in the supply curve for DVD players and a shift to the right in the
demand curve for DVD players.

D) A shift to the left in the supply curve for DVD players and a shift to the left in the
demand curve for DVD players.

Answer: B

Diff: 2
Section: 2.3

36) From 1970 to 1993, the real price of a college education increased, and total enrollment
increased. Which of the following could have caused this increase in price and enrollment?

A) A shift to the right in the supply curve for college education and a shift to the left in the
demand curve for college education.

B) A shift to the left in the supply curve for college education and a shift to the right in the
demand curve for college education.

C) A shift to the left in the supply curve for college education and a shift to the left in the
demand curve for college education.

D) none of the above

Answer: B
Diff: 3
Section: 2.3

37) From 1970 to 1993, the real price of eggs decreased. Which of the following would cause an
unambiguous decrease in the real price of eggs?

A) A shift to the right in the supply curve for eggs and a shift to the right in the demand
curve for eggs.

B) A shift to the right in the supply curve for eggs and a shift to the left in the demand curve
for eggs.

C) A shift to the left in the supply curve for eggs and a shift to the right in the demand curve
for eggs.

D) A shift to the left in the supply curve for eggs and a shift to the left in the demand curve
for eggs.

Answer: B

Diff: 2
Section: 2.3
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38) From 1970 to 1993, the real price of eggs decreased and the total annual consumption of eggs
decreased. Which of the following would cause an unambiguous decrease in the real price of
eggs and an unambiguous decrease in the quantity of eggs consumed?

A) A shift to the right in the supply curve for eggs and a shift to the right in the demand
curve for eggs.

B) A shift to the left in the supply curve for eggs and a shift to the right in the demand curve
for eggs.

C) A shift to the left in the supply curve for eggs and a shift to the left in the demand curve
for eggs.

D) none of the above

Answer: D

Diff: 3
Section: 2.3

39) We observe that both the price of and quantity sold of golf balls are rising over time. This is
due to:
A) continual improvements in the technology used to produce golf balls.
B) increases in the price of golf clubs over time.
C) decreases in membership fees for country clubs with golf facilities.
D) more stringent professional requirements on the quality of golf balls requiring producers
to use more expensive raw materials.

Answer: C
Diff: 3
Section: 2.3

40) Which of the following will cause the price of beer to rise?
A) A shift to the right in the demand curve for beer
B) A shift to the left in the supply curve of beer
C) both A and B
D) none of the above

Answer: C
Diff: 1
Section: 2.3

Scenario 2.2:

In 1992, the Occupational Safety and Health Authority passed the Bloodborne Pathogens Standard (BBP),
which regulates dental office procedures. This regulation is designed to minimize the transmission of
infectious disease from patient to dental worker. The effect of this regulation was both to increase the cost
of providing dental care and to ease the fear of going to the dentist as the risk of contracting an infectious
disease.

41) Refer to Scenario 2.2. What is the effect of the BBP on the market for dental care?
A) Only the supply curve shifts.
B) Only the demand curve shifts.
C) Both the demand and supply curves shift.
D) Neither the demand nor supply curve shifts.

Answer: C
Diff: 1
Section: 2.3
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42) Refer to Scenario 2.2. What is the effect of the BBP on the market for dental care?
A) Both supply and demand shift to the right.
B) Both supply and demand shift to the left.
C) Supply shifts to the right, and demand shifts to the left.
D) Supply shifts to the left, and demand shifts to the right.
E) none of the above

Answer: D
Diff: 1
Section: 2.3

43) Refer to Scenario 2.2. What is the effect of the BBP on the equilibrium price of dental care?
A) It unambiguously increases.
B) It unambiguously decreases.
C) It increases only if supply shifts more than demand.
D) It increases only if demand shifts more than supply.

Answer: A
Diff: 2
Section: 2.3

44) Refer to Scenario 2.2. Under what circumstances will the equilibrium level of output of dental
care remain the same?
A) If supply shifts more than demand.
B) If demand shifts more than supply.
C) If both demand and supply shift by the same magnitude.
D) If supply and demand shift in the same direction.

Answer: C

Diff- 2

Section: 2.3

45) Refer to Scenario 2.2. Under what circumstances will the equilibrium level of output of dental
care increase?
A) If supply shifts more than demand.
B) If demand shifts more than supply.
C) If both demand and supply shift by the same magnitude.
D) If supply and demand both decrease.

Answer: B

Diff- 2

Section: 2.3

46) After the September 11, 2001 attacks on the World Trade Center, the supply of downtown
office space in Manhattan was dramatically reduced. Forecasters predicted that the
equilibrium price would rise, but in fact the price fell. What are some factors that could
explain the fall in the equilibrium price, which the forecasters failed to take into account?

A) Demand for office space fell due to quality-of-life concerns.

B) The economic slowdown caused demand for office space to fall.
C) both A and B

D) none of the above

Answer: C
Diff: 1
Section: 2.3
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47) The effect of the September 11 attacks on the World Trade Center on the market for office
space in downtown Manhattan was that both the equilibrium price and the equilibrium
quantity fell. What is the most likely explanation for this?

A) Supply and demand both shifted left, and the magnitude of the demand shift was
greater.

B) Supply and demand both shifted left, and the magnitude of the supply shift was greater.

C) Supply shifted left, demand shifted right, and the magnitude of the demand shift was
greater.

D) Supply shifted left, demand shifted right, and the magnitude of the supply shift was
greater.

Answer: A

Diff: 2
Section: 2.3

48) Last year, the world demand curve for copper shifted rightward due to continued economic
growth in China and other emerging economies. Also, the supply curve for copper shifted
leftward due to strikes and other labor disruptions at some of the copper mines. As a result,
we observed:

A) higher equilibrium copper prices and unambiguously lower quantities.
B) higher equilibrium copper prices and unambiguously higher quantities.
C) higher equilibrium copper prices and either higher or lower quantities.
D) lower equilibrium copper prices and either higher or lower quantities.

Answer: C
Diff: 2
Section: 2.3

49) Suppose the supply of textbooks is upward sloping and shifts leftward due to higher ink and
paper costs. Which of the following events would leave the equilibrium price of textbooks at
the same level observed before the supply shift?

A) Demand is perfectly elastic (horizontal).

B) Demand is downward sloping and shifts leftward.
C) all of the above

D) none of the above

Answer: C

Diff: 1

Section: 2.3

50) If we plot the quantity of aluminum ore mined per year on the horizontal axis and the real
annual price of aluminum ore on the vertical axis, we find that the path of price -quantity
combinations generally indicates lower real prices and higher quantities over time. Which of
the following statements is a plausible explanation for this observed outcome?

A) Aluminum supply shifted leftward faster than the aluminum demand curve shifted
rightward.

B) Aluminum supply shifted rightward faster than the aluminum demand curve shifted
rightward.

C) Aluminum supply shifted rightward and aluminum demand remained constant.

D) both A and B above

E) both B and C above

Answer: E
Diff: 2
Section: 2.3
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51) The income elasticity of demand is the
A) absolute change in quantity demanded resulting from a one unit increase in income.
B) percent change in quantity demanded resulting from the absolute increase in income.
C) percent change in quantity demanded resulting from a one percent increase in income.
D) percent change in income resulting from a one percent increase in quantity demanded.
E) percent change in income resulting from a one percent increase in price.

Answer: C
Diff: 1
Section: 2.4

52) The price elasticity of demand for a demand curve that has a zero slope is

A) zero.
B) one.
C) negative but approaches zero as consumption increases.
D) infinity.

Answer: D

Diff 1

Section: 2.4

53) Elasticity measures
A) the slope of a demand curve.
B) the inverse of the slope of a demand curve.
C) the percentage change in one variable in response to a one percent increase in another
variable.
D) sensitivity of price to a change in quantity.
Answer: C

Diff: 1

Section: 2.4

54) Which of the following represents the price elasticity of demand?

UGG

Q

Answer: C
Diff: 2
Section: 2.4

55) A vertical demand curve is

A) completely inelastic. B) infinitely elastic.

C) highly (but not infinitely) elastic. D) highly (but not completely) inelastic.
Answer: A
Diff: 1
Section: 2.4
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56) Which of these measures the responsiveness of the quantity of one good demanded to an
increase in the price of another good?

A) price elasticity. B) income elasticity.

C) cross price elasticity. D) cross substitution elasticity.
Answer: C
Diff: 1
Section: 2.4

57) The cross price elasticity between a pair of complementary goods will be
A) positive.
B) negative.
C) zero.
D) positive or zero depending upon the strength of the relationship.
Answer: B
Diff: 1
Section: 2.4

Price

X

.5X

5Y Y Quantity

Figure 2.1

58) Refer to Figure 2.1. At point A, demand is:

A) completely inelastic.
B) inelastic, but not completely inelastic.
C) unit elastic.
D) elastic, but not infinitely elastic.
E) infinitely elastic.

Answer: E

Diff: 2

Section: 2.4
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59) Refer to Figure 2.1. At point B, demand is:

A) small.
B) inelastic, but not completely inelastic.
C) unit elastic.
D) elastic, but not infinitely elastic.
E) infinitely elastic.

Answer: D

Diff 1

Section: 2.4

60) Refer to Figure 2.1. At point C, demand is:
A) completely inelastic.
B) inelastic, but not completely inelastic.
C) unit elastic.
D) elastic, but not infinitely elastic.
E) infinitely elastic.
Answer: C

Diff- 2

Section: 2.4

61) Refer to Figure 2.1. At point D, demand is:
A) completely inelastic.
B) inelastic, but not completely inelastic.
C) unit elastic.
D) elastic, but not infinitely elastic.
E) infinitely elastic.
Answer: B

Diff: 1

Section: 2.4

62) Refer to Figure 2.1. At point E, demand is:
A) completely inelastic.
B) inelastic, but not completely inelastic.
C) unit elastic.
D) elastic, but not infinitely elastic.
E) infinitely elastic.
Answer: A

Diff: 2
Section: 2.4
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63) Which of the following statements about the diagram below is true?

Price

Demand

Quantity

A) Demand is infinitely elastic.

B) Demand is completely inelastic.

C) Demand becomes more inelastic the lower the price.
D) Demand becomes more elastic the lower the price.

Answer: A

Diff: 1

Section: 2.4

64) Which of the following statements about the diagram below is true?

Price
Cemand

Quantity
A) Demand is infinitely elastic.
B) Demand is completely inelastic.
C) Demand becomes more inelastic the lower the price.
D) Demand becomes more elastic the lower the price.

Answer: B

Diff: 1
Section: 2.4
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65) Which of the following statements about the diagram below is true?

Price

Demand

Quantity
A) Demand is infinitely elastic.
B) Demand is completely inelastic.
C) Demand becomes more inelastic as price declines.
D) Demand becomes more elastic as price declines.

Answer: C

Diff: 1

Section: 2.4

66) Along any downward sloping straight-line demand curve:
A) both the price elasticity and slope vary.
B) the price elasticity varies, but the slope is constant.
C) the slope varies, but the price elasticity is constant.
D) both the price elasticity and slope are constant.

Answer: B
Diff: 2
Section: 2.4

67) Which of the following pairs of goods are most likely to have a negative cross price elasticity
of demand?
A) Hotdogs and hotdog buns
B) Coke and Pepsi
C) Rail tickets and plane tickets
D) A Luciano Pavarotti compact disc and a Placido Domingo compact disc (Both Pavarotti
and Domingo are opera stars.)

Answer: A

Diff: 1
Section: 2.4
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68) Consider the demand curve of the form Q = a - bP. If a is a positive real number, and b =0,
then demand is

A) completely inelastic. B) inelastic, but not completely.
C) unit elastic. D) elastic, but not infinitely.
Answer: A
Diff: 2
Section: 2.4

69) For most consumer goods, the own price elasticity of demand is
A) negative only when price decreases.
B) negative regardless of the direction of the price change.
C) positive only when price decreases.
D) positive regardless of the direction of the price change.

Answer: B
Diff: 1
Section: 2.4

70) If two goods are substitutes, the cross price elasticity of demand must be
A) negative. B) positive. C) zero. D) infinite.

Answer: B

Diff: 1
Section: 2.4

71) Suppose the demand for gourmet coffee can be represented by a linear demand curve. At the
prevailing market price the income elasticity of demand for gourmet coffee is 2. When income
rises the demand curve for gourmet coffee:

A) becomes less elastic at every price.

B) becomes less elastic at the price that prevailed before the change in income
C) becomes more elastic at every price

D) becomes more elastic at the price that prevailed before the change in income

Answer: A
Diff: 3
Section: 2.4

72) The cross-price elasticity of demand for peanut butter with respect to the price of jelly is -0.3.
If we expect the price of jelly to decline by 15%, what is the expected change in the quantity
demanded for peanut butter?

A) +15% B) +45% C) +4.5% D) -4.5%
Answer: C

Diff: 1
Section: 2.4

73) For U.S. consumers, the income elasticity of demand for fruit juice is 1.1. If the economy enters
a recession next year and consumer income declines by 2.5%, what is the expected change in
the quantity of fruit juice demanded next year?

A) -2.75% B) +2.75% C) -27.5% D) +27.5%

Answer: A

Diff: 1
Section: 2.4
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74) The price elasticity of gasoline supply in the U.S. is 0.4. If the price of gasoline rises by 8%,
what is the expected change in the quantity of gasoline supplied in the U.S.?
A) +3.2% B) -3.2% C) +32.0% D) +0.32%

Answer: A
Diff: 1
Section: 2.4

75) Ice cream can be frozen. In the short run the magnitude of the own price elasticity of demand
for ice cream:
A) is higher than in the long run.
B) is lower than in the short run.
C) is the same as in the long run.
D) does not depend on the fact that ice cream can be frozen.

Answer: A
Diff: 3
Section: 2.5

76) The introduction of refrigerators into American homes:
A) decreased the magnitude of the short run own price elasticity of demand for raw meat.
B) did not affect the short run own price elasticity of demand for raw meat.
C) increased the magnitude of the short run own price elasticity of demand for raw meat.
D) decreased the magnitude of the short run own price elasticity of demand for smoked
meats.

Answer: C
Diff: 3
Section: 2.5

77) Use the following statements to answer this question:
I.  Even though people need water to survive, the price of water is less than the price of
diamonds because water is in greater supply than diamonds.
II. Suppose that the demand for corn is highly price inelastic. If every corn farmer's
harvesting technologies become more efficient, the total revenue received by all corn farmers
would fall.

A) Iand II are true. B) Lis true, and Il is false.
C) Ilis true, and 1 is false. D) I and II are false.
Answer: A
Diff: 3
Section: 2.5

78) Due to capacity constraints, the price elasticity of supply for most products is:
A) the same in the long run and the short run.
B) greater in the long run than the short run.
C) greater in the short run than in the long run.
D) too uncertain to be estimated.

Answer: B

Diff: 1

Section: 2.5
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79) In the long run, new firms can enter an industry and so the supply elasticity tends to be
A) more elastic than in the short run. B) less elastic than in the short run.
C) perfectly elastic. D) perfectly inelastic.
Answer: A
Diff: 1
Section: 2.5

80) A freeze in Florida's orange growing regions will:

A) result in a sharp increase in the price of oranges in the short run because demand and
supply are highly inelastic.

B) result in a sharp increase in the price of oranges in the short run because demand and
supply are highly elastic.

C) result in a sharp decrease in the price of oranges in the short run because demand is
highly inelastic and supply is highly elastic.

D) result in little change in the price of oranges in the short run because supply is infinitely
elastic.

Answer: A

Diff- 2

Section: 2.5

81) Use the following two statements to answer this question:

I.  The supply of newly mined copper is more elastic in the long run than in the short run.
II.  The supply of scrap copper is more elastic in the short run than in the long run.
A) Both T and II are true. B) Iis true, and Il is false.

C) Lis false, and Il is true. D) Both I and II are false.
Answer: A

Diff- 3

Section: 2.5

82) This year a new oil field with substantial reserves has been discovered. Such discoveries are
not made every year. Therefore an increase in the demand for oil will:
A) increase the long run price of oil more than the short run price of oil.
B) increase the long run price of oil less than the short run price of oil.
C) ensure the long run price of oil and short run price of oil increase by the same amount.
D) ensure that the short run price of oil falls.
E) ensure that the short run price of oil remains unchanged.
Answer: B
Diff: 3
Section: 2.5

83) An important determinant of the amount of grains harvested next year by Ethiopian farmers is
the amount of seeds planted this year. Given that Western nations have guaranteed to donate
five hundred tons of grain next year, this year the Ethiopian farmers will:

A) plant more seeds as the food aid establishes a minimum price for grain.
B) plant more seeds as the farmers' confidence is restored.
C) plant the same amount of seeds as they would have without the food aid.
D) plant fewer seeds as consumers demand for grain is completely price elastic.
E) plant fewer seeds as the price of grain will be lower with the food aid.
Answer: E
Diff: 3
Section: 2.5
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84) There are two techniques of egg production: free range (where hens roam around the farm) or
factory (where hens are fed and watered in wire cages). The free range technique has a much
more elastic supply curve than the factory technique. When the demand for eggs falls:

A) egg production using the factory technique falls less than with the free range technique.
B) egg production using the factory technique falls more than with the free range technique.
C) the production using both techniques falls by the same amount.

D) the factory egg producers supply curve shifts inward.

E) the free range egg producers supply curve shifts inward.

Answer: A

Diff- 2

Section: 2.5

85) A demand curve of the form: Q = a - bP, where a and b are positive real numbers;:
A) is an upward sloping straight line.
B) has a constant price elasticity of demand.
C) is a downward sloping straight line.
D) is a parabolic curve.

Answer: C

Diff: 2
Section: 2.5

86) Consider a supply curve of the form: Q = c + dP. If d equals zero, then supply is:

A) completely inelastic. B) inelastic, but not completely inelastic.
C) elastic, but not infinitely elastic. D) infinitely elastic

Answer: A

Diff: 2

Section: 2.5

87) Consider a linear, upward sloping supply curve. If the supply curve shifts upward, then:

A) the price elasticity of supply will increase.

B) the price elasticity of supply will increase if the slope of the supply curve is greater than
one.

C) the price elasticity of supply will increase if the slope of the supply curve is greater than
one and the lowest price needed to induce firms to supply anything is positive.

D) the price elasticity of supply will be constant.

E) none of the above

Answer: C

Diff: 3
Section: 2.5

88) For computers and other business equipment, small changes in business earnings tend to
generate relatively large short-run changes in the demand for this equipment. In the long run,

the responsiveness of demand for business equipment with respect to income changes tends to
be:

A) even more responsive. B) less responsive.
C) equally responsive. D) none of the above
Answer: B
Diff: 2
Section: 2.5
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89) For computers and other business equipment, small changes in business earnings tend to
generate relatively large short-run changes in the demand for this equipment, and the
long-run income response tends to be smaller. Industries that face demand behavior of this
type are known as:

A) natural monopolies. B) cartels.

C) cyclical industries. D) constant-cost industries.
Answer: C
Diff: 2
Section: 2.5

90) For automobile demand in the U.S., the income response tends to be larger in the:

A) short run.
B) long run.
C) The income response is the same in the long run and the short run.
D) We do not have enough information to answer this question.

Answer: A

Diff 1

Section: 2.5

91) A simple linear demand function may be stated as Q = a - bP + cI where Q is quantity
demanded, P is the product price, and I is consumer income. To compute an appropriate
value for ¢, we can use observed values for Q and I and then set the estimated income
elasticity of demand equal to:

A) c(1/Q) B) c(Q/I) O) -b(1/Q) D) Q/(cT)
Answer: A
Diff 2
Section: 2.6

92) A simple linear demand function may be stated as Q = a - bP + cI where Q is quantity
demanded, P is the product price, and I is consumer income. To compute an appropriate
value for b, we can use observed values for Q and P and then set -b(P/Q) equal to the:

A) income elasticity of demand. B) cross-price elasticity of demand.
C) price elasticity of demand. D) price elasticity of supply.
Answer: C
Diff: 2
Section: 2.6

93) When the government controls the price of a product, causing the market price to be above the
free market equilibrium price,
A) all producers gain.
B) both producers and consumers gain.
C) only consumers gain.
D) some, but not all, sellers can find buyers for their goods.

Answer: D

Diff: 1

Section: 2.7
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94) When the government controls the price of a product, causing the market price to be below the
free market equilibrium price,
A) some consumers gain from the price controls and other consumers lose.
B) all producers gain from the price controls.
C) both producers and consumers gain.
D) all consumers are better-off.

Answer: A
Diff: 1
Section: 2.7

95) Suppose that, at the market clearing price of natural gas, the price elasticity of demand is -1.2
and the price elasticity of supply is 0.6. What will result from a price ceiling that is 10 percent
below the market clearing price?

A) A shortage equal to 1.8 percent of the market clearing quantity
B) A shortage equal to 0.6 percent of the market clearing quantity
C) A shortage equal to 18 percent of the market clearing quantity
D) A shortage equal to 6 percent of the market clearing quantity
E) More information is needed.

Answer: C

Diff: 2
Section: 2.7

96) What happens if price falls below the market clearing price?
A) Demand shifts out.
B) Supply shifts in.
C) Quantity demanded decreases, quantity supplied increases, and price falls.
D) Quantity demanded increases, quantity supplied decreases, and price rises.

Answer: D

Diff: 1
Section: 2.7

97) Which of the following results from a binding price floor?

A) Equilibrium B) Excess demand
C) Excess supply D) Shortage
Answer: C
Diff: 1
Section: 2.7

98) Other things being equal, the increase in rents that occurs after rent controls are abolished is
smaller when
A) the own price elasticity of demand for rental homes is price inelastic.
B) the own price elasticity of demand for rental homes is price elastic.
C) the own price elasticity of demand for rental homes has unitary price elasticity.
D) rented homes and owned homes are complements.
E) rented homes and owned homes are substitutes.

Answer: B

Diff: 2
Section: 2.7
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99) Suppose the U.S. government imposes a maximum price of $5 per gallon of gasoline, and the
current equilibrium price is $3.50 per gallon. This policy represents a:

A) binding price floor. B) non-binding price floor.
C) binding price ceiling. D) non-binding price ceiling.
Answer: D
Diff 1
Section: 2.7

100) Which of the following public policies is an example of a price ceiling?

A) Support prices for agricultural commodities
B) Minimum wage laws
C) Rent control program
D) all of the above

Answer: C

Diff: 1

Section: 2.7

101) The inverse demand curve for product X is given by:
Px =25 -0.005Q + 0.15Py,
where PX represents price in dollars per unit, Q represents rate of sales in pounds per week,
and PY represents selling price of another product Y in dollars per unit. The inverse supply
curve of product X is given by: PX =5 + 0.004Q.

a. Determine the equilibrium price and sales of X. Let Py = $10.
b. Determine whether X and Y are substitutes or complements.
Answer: a. Equate supply to demand to calculate Q.

25 - 0.005Q + 0.15(10) = 5 + 0.004Q

21.5 =0.009Q

Q =2,388.9 units per week

AtQ=2,3889, P =25-.005(2,388.9) + 0.15(10)
= $14.56 per unit.

b. Since we can solve for quantity demanded as a function of prices,
25+ 0.15Py - Px

0.005

we see that there is a direct, positive relationship between Q and Py. An increase in the
price of good Y generates an increase in the quantity demanded for good X at any value
of PX, which implies that goods Y and X are substitutes.

Diff: 2

Section: 2.2
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102) The daily demand for hotel rooms on Manhattan Island in New York is given by the equation
QD = 250,000 - 375P. The daily supply of hotel rooms on Manhattan Island is given by the

equation QS = 15,000 + 212.5P. Diagram these demand and supply curves in price and
quantity space. What is the equilibrium price and quantity of hotel rooms on Manhattan

Island?
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Answer: The equilibrium price can be found by equating quantity demanded and quantity
supplied (graphically, this is where the Demand and Supply curves intersect). The
solution for the equilibrium price may be derived from
Qp = 250,000 - 375P = 15,000 + 212.5P = Qg . We can then solve for equilibrium price as

P= % = 400. At a price of $400, quantity supplied and quantity demanded are
100,000.

Diff 1

Section: 2.2
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103) Suppose a new discovery in computer manufacturing has just made computer production

cheaper.

Also, the popularity and usefulness of computers continues to grow. Use Supply

and Demand analysis to predict how these shocks will affect equilibrium price and quantity of
computers. Is there enough information to determine if market prices will rise or fall? Why?

Answer:

Diff- 2

Section: 2.

- e
4 9 49y

The increase in demand due to the usefulness of computers will shift the demand curve
to the right. This effect alone on the market will influence the market price and quantity
to rise. This is shown above by a movement from the original demand curve D( to a

new demand curve such as D1' or D1". The reduction in the cost of producing
computers will result in an increase in supply (a rightward shift of the supply curve).
This effect alone on the market will influence the price of computers to fall while the
quantity will increase. Note that the supply and demand effects on price work in
opposite directions. If the supply effect dominates the demand effect, the equilibrium
prices will fall. This is exhibited by the increase in demand to only D1'. On this
demand curve, the net effect is for prices to fall from P( to P1'. On the other hand if the
demand effect dominates, equilibrium prices will rise. This is exhibited by the increase
in demand to D1". On this demand curve, the net effect is for prices to rise from P( to
P1". Aswe don't know given the current information which effect dominates, we can't
perfectly predict the change in price. The change in quantity is unambiguously
increased.

3
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104) Suppose that due to more stringent environmental regulation it becomes more expensive for
steel production firms to operate. Also, recent technological advances in plastics has reduced
the demand for steel products. Use Supply and Demand analysis to predict how these shocks
will affect equilibrium price and quantity of steel. Can we say with certainty that the market
price for steel will fall? Why?

_//’Sl
7
//
P
’//
-
,/’ So
- /
_____ e
P i 3
D
_ _ - 0
P 7 Py
i -
49 9% 9

Answer: The increase in the cost of production of steel will shift the supply curve to the left. This

Diff- 2

effect alone on the market will influence the market price to rise while the market
quantity will fall. This is shown above by a movement from the original supply curve
S0 to a new supply curve such as S1. The decrease in demand will cause the demand
curve to shift to the left. This effect alone on the market will influence the market price
and quantity of steel to fall. Note that the supply and demand effects on price work in
opposite directions. If the supply effect dominates the demand effect, the equilibrium
prices will rise. This is exhibited by the decrease in demand to D1". On this demand
curve, the net effect is for prices to rise from P( to P1'. On the other hand if the demand
effect dominates, the equilibrium price will decline. This is exhibited by the decrease in
demand to D1". On this demand curve, the net effect is for prices to fall from Pg to P1".
As we don't know given the current information which effect dominates, we can't
perfectly predict the change in price. The change in equilibrium quantity is
unambiguously decreased.

Section: 2.3
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105) Historically, investors have considered gold commodities to be a good investment to preserve
wealth in times of inflation. If investors are no longer worried about inflation and gold
demand decreases, what do you expect will happen to gold prices? How would your answer
change if you learn that a recent gold mine discovery will increase the supply of gold?
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Answer: The decrease in gold demand due to reduced fears of inflation will shift the demand
curve to the left. This is indicated above by a movement from D to D1. The effect on
gold prices is negative. If new gold discoveries increase the supply of gold, the supply
curve will shift to the right. This effect will also exert downward pressure on gold
prices. This effect is diagrammed above as a movement from S( to S1. Since both
effects cause gold prices to become lower, we can say unambiguously that gold prices
will decline.

Diff: 2

Section: 2.3

42



106) The currency used by the Confederate States of America during its brief existence from 1861 to
1865 has become a collector's item today. The Confederate Currency supply is perfectly
inelastic. As the demand for the collectible increases and some of the old currency is
destroyed or no longer of value as a collectible, what happens to the market price?
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Answer: The increase in demand for Confederate currency will result in a rightward shift of
demand from D( to D1. This demand effect will put upward pressure on the price of

Confederate currency. As some of the collectibles deteriorate and become worthless, the
supply curve shifts back to the left as indicated above by the movement from S to 51.

The supply effect places upward pressure on prices. Both effects put upward pressure
on prices, so we can say unambiguously that prices for Confederate currency will rise.

Diff: 2
Section: 2.3
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107) Suppose the cable TV industry is currently unregulated. However, due to complaints from
consumers that the price of cable TV is too high, the legislature is considering placing a price
ceiling on cable TV below the current equilibrium price. Assuming the government does make
this price ceiling law, please construct a diagram that shows the impact of this law on the cable
TV market, and please briefly explain the effects on market prices and quantities with supply
and demand analysis. Also, if the cable TV company is worried about disgruntling customers,
the company may introduce a different type of programming that is cheaper for the company
to provide yet is equally appealing to customers. What would be the effects of this action?
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Answer: Before implementation of the price ceiling, the equilibrium price and quantity is given
by the intersection of demand and supply. This is illustrated above as pg and q0. A
price ceiling below the initial equilibrium price will cause a shortage. That is quantity
demanded (qdc) at the price ceiling (pc) exceeds quantity supplied (qS¢). To avoid
upsetting consumers, the company may provide a lower quality cable TV subscription.
This cheaper package would increase the supply of cable TV. The supply curve will
rightward. This action will move towards eliminating the cable TV shortage as the
quantity supplied of the modified package increases.

Diff- 2

Section: 2.3
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108) Suppose that the resale of tickets to professional football games is illegal in Missouri. Due to
the high demand for Chiefs (who play in Kansas City, Missouri) tickets there is a shortage of
tickets at the current ticket price. Given that the Chiefs will not raise the price at which they
sell the tickets, what would be the result of allowing tickets to be resold in a secondary market
at whatever price the market would support? If speculators entered the market and began
buying tickets directly from the Chiefs in hopes of reselling the tickets later, what would
happen to the line outside of the ticket offices when the tickets are initially sold?

Sp

q qf

Answer: Initially, there is a shortage due to the prohibition of resale of tickets above face value.

That is quantity demanded (qd) exceeds quantity supplied (q) at the face value price

(pfv). If resale of tickets is allowed, the shortage will disappear as market forces bid the

price of Chief tickets up to the price at which quantity demanded and supplied are
equal. If the Chiefs organization continues to sell tickets at p(), speculators may begin

purchasing the tickets directly in hopes of reselling the tickets on the secondary market
for higher prices. The influx of speculative demand will shift the demand curve to the
right. This implies that at face value, there is even a greater shortage for tickets, and the
line outside the ticket office will grow longer.

Diff: 3
Section: 2.3
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109) Harding Enterprises has developed a new product called the Gillooly Shillelagh. The market
demand for this product is given as follows:
Q=240 -4pP

At what price is the price elasticity of demand equal to zero?

At what price is demand infinitely elastic?

At what price is the price elasticity of demand equal to one?

If the shillelagh is priced at $40, what is the point price elasticity of demand?

oo oo

Answer: a. The demand curve given in this problem is linear. The intercepts of the inverse
demand curve on the price and quantity axes are $60 and 240 respectively. The price
elasticity of demand varies along the length of this demand curve. Demand is infinitely
elastic at the intercept on the price axis. Demand is completely inelastic at the intercept
on the quantity axis. Demand is unit elastic at the half-way point between these two
extremes. Thus, the price elasticity of demand equals zero (is completely inelastic) at a
price of zero.

b. Demand is infinitely elastic at a price of $60.
c. The price elasticity of demand equals one at a price of $30.
AQ

. . P\ AQ
d. The price elasticity of demand equals [ Q][ AP] If P equals $40, Q equals 80. [ AP]

is constant along a linear demand curve. In this case it equals -4. Therefore, the price
elasticity of demand equals (40/80)(-4) = -2.

Diff: 2
Section: 2.4

110) The demand for a bushel of wheat in 1981 was given by the equation Qp = 3550 - 266P. Ata

price of $3.46 per bushel, what is the price elasticity of demand? If the price of wheat falls to
$3.27 per bushel, what happens to the revenue generated from the sale of wheat?

Answer: At a price of $3.46 per bushel, the quantity demanded for wheat is 2,629.64 bushels of
wheat. At a price of $3.27 per bushel, the quantity demanded for wheat is 2,680.18. The

price elasticity of demand at $3.46 is Ep = [ﬂ ﬁJ = [ﬂ M] =-0.35. Ata

Q| AP || 2629.64|-0.19

price of $3.46 per bushel, the revenue generated from the sale of wheat is $12,558.554.
At a price of $3.27 per bushel, the revenue generated from the sale of wheat is
$8,764.1886. Wheat revenue drops by $3,794.366 when price decreases from $3.46 to
$3.27 per bushel, which is expected when prices decline along the inelastic portion of a
demand curve.

Diff: 2

Section: 2.4

111) The demand for packs of Pokemon cards is given by the equation Qp = 500,000 - 45,000P. At
a price of $2.50 per pack, what is the quantity demanded? At $5.00 per pack, what is the price
elasticity of demand?
Answer: At a price of $2.50 per pack, the quantity demanded is 387,500 packs of cards. At a price
of $5.00 per pack, the quantity demanded is 275,000. At $5.00 per pack, the price

elasticity of demand is Ep = [% i—g] = [27550001_1;25’300] - -0.818.

Diff: 1
Section: 2.4

46



112) The monthly supply of desktop personal computers is given by the equation
Qg =15,000 + 43.75P. At a price of $800, what is the price elasticity of supply?

Answer: At a price of $800, the quantity supplied is 50,000. The price elasticity of supply is
PYAQ 800
Es=|—<|—=|= 43.75)=0.7
5 [Q APJ [50,000]( 5)=0
Diff: 1

Section: 2.4

113) The demand for tickets to the Daytona 500 NASCAR event is given by the equation
Qp = 350,000 - 800P. The supply of tickets to the event is given by the capacity of the Daytona
track, which is 150,000. What is the equilibrium price of tickets to the event? What is the price
elasticity of demand at the equilibrium price? What is the price elasticity of supply at the
equilibrium price?

Answer: Consumers are willing to pay P = ZOgé?)OO = $250 per ticket. The price elasticity of
demand at $250 is Ep = [% i—gJ = [ 1 5%?80 0}—800) = —1%. The price elasticity of
. PY 2Q 250
lyis Eg=|—=|—|=|-—=—===10)=0.
SUPPIY 18 5 [QI AP] [150,000}0) 0
Diff: 2
Section: 2.4

114) Midcontinent Plastics makes 80 fiberglass truck hoods per day for large truck manufacturers.
Each hood sells for $500.00. Midcontinent sells all of its product to the large truck
manufacturers. Suppose the own price elasticity of demand for hoods is 0.4 and the price
elasticity of supply is 1.5.

a. Compute the slope and intercept coefficients for the linear supply and demand equations.
b. If the local county government imposed a per unit tax of $25.00 per hood manufactured,
what would be the new equilibrium price of hoods to the truck manufacturer?

c.  Would a per unit tax on hoods change the revenue received by Midcontinent?

Answer: Given: P*=$500 Q" = 80 hoods per day
Ed =-0.40 Es=15
a. Demand: Q4 =agQ + a1l Supply: Qs =bg + b1P

Use: E = % x AQ to compute a1 and b1.

AP
500 500
-0.4 = 8—031 15= ﬁbl
a1 =-0.064 b1=0.24
Solve for ag and b(
Qd=ap+a1P Qs =bo +b1P

80 = a( + -0.064(500) 80 = b0 + 0.24(500)

aQ =112bg = -40

Qd =112 - 0.064P Qs =-40+ 0.24P
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b. The tax represents a price increase to the purchaser regardless of the current
price. Thus, the supply curve will be adjusted vertically upward by $25.
Qs = -40+ 0.24P or
P = 166.67 + 4.17 Qg, then
Pt= P+ $25=166.67 + 25 + 4.17Qg
Pt = 191.67 + 4.17Qs or
Qs = -45.96 + 0.24P

The new equilibrium price will be:
New Supply = Demand
Qs =-45.96 + 0.24P = 112 - 0.064P = Qd

Solving yields P = $519.60 per truck hood

c. Since the new selling price in (c) is $519.60 and the tax is $25 per hood,
Midcontinent would receive only $494.6 per hood. As quantity sold has
fallen too, revenues would fall.

Diff: 3

Section: 2.6

115) Suppose that a small market Major League Baseball team currently charges $12 for a ticket. At
this price, they are able to sell 12,000 tickets to each game. If they raise ticket prices to $15,
they would sell 11,053 tickets to each game. What is the price elasticity of demand at $12? If
the demand curve is linear, what is the algebraic expression for demand?

Q| aP| |12000]| 3

demand curve is linear, it is in the form of Qp =a + bP. Also, we know that

Answer: The price elasticity of demand is E = [£I 20 —[ 12 1_947] =-0.316. If the

E= b{%] <=b=E [%J =-0.316 [@] =-316. Rearranging the linear expression for

demand allows us to solve for a as follows: a = Qp - bP = a=12,000 + 316(12) = 15,792.
We may now write the linear expression for demand as Qp = 15,792 - 316P.

Diff: 2

Section: 2.6
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116) Suppose that the short-run world demand and supply elasticities for crude oil are -0.076 and
0.088, respectively. The current price per barrel is $30 and the short-run equilibrium quantity
is 23.84 billion barrels per year. Derive the linear demand and supply equations.

Answer: If the demand curve is linear, it is in the form of Qp =a + bP Also, we know that

Diff: 2

E= l{%} <=b=E [% =-0.076 [%J =-0.060. Rearranging the linear expression for

demand allows us to solve for a as follows:
a=Qp- bP=0a=23.84 + 0.060(30) = 25.640. We may now write the linear expression
for demand as Qp = 25.640 - 0.060P. If the supply curve is linear, it is in the form of

Qg =c+dP. Also, we know that E = d[%] =d=E % =0.088 %534] = 0.070.

Rearranging the linear expression for demand allows us to solve for c as follows:
c= Qg -dP=c= 23.84 - 0.070(30) = 21.740. We may now write the linear expression

for supply as Qg = 21.740 + 0.070P.

Section: 2.6

117) Suppose that the long-run world demand and supply elasticities of crude oil are -0.906 and
0.515, respectively. The current long-run equilibrium price is $30 per barrel and the
equilibrium quantity is 16.88 billion barrels per year. Derive the linear long-run demand and
supply equations. Next, suppose the long-run supply curve you derived above consists of
competitive supply and OPEC supply. If the long-run competitive supply equation is:

Sc =7.78 + 0.29P, what must be OPEC's level of production in this long-run equilibrium?

Answer: If the demand curve is linear, it is in the form of Qp =a + bP. Also, we know that

Diff: 3

0 P 30

demand allows us to solve for a as follows:
a=Qp- bP=0a=16.88 +0.510(30) = 32.180. We may now write the linear expression

E= b{ﬂJ <=b=E [QJ =-0.906 [@J =-0.510. Rearranging the linear expression for

for demand as Qp = 32.18 - 0.510P. If the supply curve is linear, it is in the form of
p 16.88

Qg =c+dP. Also, we know that E = d[a] <d=E % =0.515 =0 | 0.290.

Rearranging the linear expression for demand allows us to solve for c as follows:
c=Qs - dP = c=16.88 - 0.290(30) = 8.18. We may now write the linear expression for
supply as Qg =8.18 + 0.290P. OPEC's supply is the difference between the world

supply and competitive supply at $30. We know that world supply at $30 is 16.88.
Competitive supply at $30 is 7.78 + 0.29(30) = 16.48. This implies that OPEC's supply is
0.4 billion barrels per year at $30 in this long -run equilibrium.

Section: 2.6

118) The U.S. Department of Agriculture is interested in analyzing the domestic market for corn.
The USDA's staff economists estimate the following equations for the demand and supply

curves:

Qd = 1,600 - 125P
Qs = 440 + 165P

Quantities are measured in millions of bushels; prices are measured in dollars per bushel.

a. Calculate the equilibrium price and quantity that will prevail under a completely free
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market.
b. Calculate the price elasticities of supply and demand at the equilibrium values.
c. The government currently has a $4.50 bushel support price in place. What impact will this
support price have on the market? Will the government be forced to purchase corn under a
program that requires them to buy up any surpluses? If so, how much?
Answer: a. Set Qd = Qg to determine price.

1600 - 125P = 440 + 165P

1160 = 290P
P=4

Obtain Q by substituting into either expression.
Qd = 1600 - 125(4)
Qd = 1600 - 500
Q =1100
P*=$4, Q" = 1100

b. For the Own Price Elasticity of Demand E = -125 x =-0.45 (approximately)

1100

4
1100

For the Own Price Elasticity of Supply E = -165 x =0.60

c. Calculate Qd and Qg at the $4.50 price
Qd =1600 - 125(4.5)
Qd=10375
Qs =440 + 165(4.5)
Qs =1182.5
surplus = Qg - Qd = 1182.5 - 1037.5 = 145
The support price would create an excess supply of 145 million bushels that
the government would be forced to buy.

Diff- 2

Section: 2.7
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119) The market for gravel has been estimated to have these supply and demand relationships:
Supply P =10+ 0.01Q
Demand P =100 - 0.01Q,

where P represents price per unit in dollars, and Q represents sales per week in tons.
Determine the equilibrium price and sales. Determine the amount of shortage or surplus that
would develop at P = $40/ton.

Answer: The equilibrium price can be found by equating S to D in terms of Q.
10 + 0.01Q =100 - 0.01Q
0.02Q =90
Q =4,500 tons/week
P =10 + 0.01(4,500) = $55/ton.
At P = $40/ton, the quantity demanded is:
40 =100 - 0.01Q - or - Q = 6,000 tons/week
The quantity supplied is:
40 =10 + 0.01Q - or - Q = 3,000 tons/week
The shortage is 3,000 tons/week.
Diff: 2

Section: 2.7

120) American Mining Company is interested in obtaining quick estimates of the supply and
demand curves for coal. The firm's research department informs you that the elasticity of
supply is approximately 1.7, the elasticity of demand is approximately -0.85, and the current
price and quantity are $41 and 1,206, respectively. Price is measured in dollars per ton,
quantity the number of tons per week.

a. [Estimate linear supply and demand curves at the current price and quantity.

b. What impact would a 10% increase in demand have on the equilibrium price and
quantity?

c. If the government refused to let American raise the price when demand increased in (b)
above, what shortage is created?

Answer: a. First we estimate the demand curve

Q=ag - boP
Elasticity of demand = bq x %
41
1206
-1025.1 =bg = 41
bo =25
Q=ap - boP
1206 = aQ - 25(41)
1206 = ag - 1025
aQ = 2231
Qp =2231 - 25P

.85 =Db( x

Next, we estimate the supply curve
Q=a1+b1P

Elasticity of Supply = b1 x g
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41

1.7 = b1 X 1206
2050.2x = b1 x 41
b1 =50
Q=a1+b1P
1206 = a1 + 50(41)
a] =-844

Qs = -844 + 50P

Check to see if correct:
Set Qs = Qd
2231 - 25P = -844 + 50P
3075 = 75P
P=41
The equations are correct.

b. Multiply demand equation by 1.10
1.10 (2231 - 25P)
Qd' = Qg and solve
Qs =-844 + 50P
Set Qd' = Qs and solve.
2454.1 - 27.5P = -844 + 50P
3298.1 =77.5P
P =42.56

Substitute P into Q' to find quantity demanded
Qd' =2454.1 - 27.5(42.56)
Qd' =1283.7 or 1284

c. Since price cannot rise, the shortage will be the quantity demanded with
the new demand minus the quantity supplied with the unchanged supply
Quantity demanded:  Q =2454.1 - 27.5(41) = 1326.6
Quantity supplied: Q =-844 + 50(41) = 1206.0
Shortage = 1326.6 — 1206.0 = 120.6 tons per week.
Diff: 3
Section: 2.7

121) In a city with a medium sized population, the equilibrium price for a city bus ticket is $1.00,
and the number of riders each day is 10,800. The short-run price elasticity of demand is -0.60,
and the short-run elasticity of supply is 1.0.

a. Estimate the short run linear supply and demand curves for bus tickets.

b. If the demand for bus tickets increased by 10% because of a rise in the world price of oil,
what would be the new equilibrium price of bus tickets?

c. If the city council refused to let the bus company raise the price of bus tickets after the
demand for tickets increases (see (b) above), what daily shortage of tickets would be created?
d. Would the bus company have an incentive to increase the supply in the long run given the
city council's decision in (c) above? Explain your answer.
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Answer: Given: P*= $1.00 per ticket Q>6 =10,800

Ed = -0.60 Es=1.0
a. Demand: Qd=aQ+ a1l Supply: Qs =Dbg +b1P
Use: E = % x i% to compute a1 and b1.
1 1
Eq= Eq = b
4=70,800 " 5~ 70,800 1
1 1
-0.60 = 1.0 =
060 =75 5001 0=70,800"
a1 =-6,480 b1 =10,800
Solve for ag Solve for by
Qd=ap +a1P Qs =bg +b1P

10,800 = aQ - 6,480.00(1.0) 10,800 = bg + 10,800.00(1.0)

aQ = 17,280 bo = 0.0
Qd = 17,280 - 6,480P Qs = 0.0 + 10,800P
b. New demand = (1.10)Qd = (17,280 - 6,480P)(1.10)

Qd' =19,008.00 - 7,128P

Equate Qd' to Qg to get new equilibrium price.
19,008 - 7,128P = 0.0 + 10,800 P
P*=$1.06 per ticket

c. The shortage would be the quantity demanded at P = $1.00
minus the quantity supplied at P=$1.00
Qd =19,008 - 7,128($1.00) = 11,880
Qs =0.0 + 10,800($1.00) = 10,800
Shortage = 11,800 - 10,800 = 1,080 rides per day

d. No. The bus company has no incentive to supply more than 10,800 rides

per day, as long as the price is restricted at $1.00.
Diff: 3
Section: 2.7
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122) The current price charged by a local movie theater is $8 per ticket. The concession stand at the
theater averages $5 in revenue for each ticket sold. At the current ticket price, the theater
typically sells 300 tickets per showing. If the theater raises ticket prices to $9, the theater will
sell 270 tickets. What is the price elasticity of demand at $8? What happens to ticket revenue if
the theater increases ticket prices to $9 from $8? What happens to concession revenue if the
theater increases ticket prices? If the theater wants to maximize the sum of ticket and
concession revenue, should they raise ticket prices to $9?

Answer: The price elasticity of demand at $8 is E = [g][i—%] = [% _T?)O] =-0.8.

Initially, ticket revenue is P*Q = $8(300) = $2,400. If ticket prices are raised to $9, ticket

revenue becomes P*Q = $9(270) = $2,430. Thus, if ticket prices are raised to $9, ticket
revenue increases by $30. At $8, the concession stand will average $1,500 per movie
showing. If ticket prices are raised to $9, the concession stand will average $1,350.
Thus, concession stand revenues will fall on average by $150. If the theater wants to
maximize the sum of ticket and concession revenue, they should not raise ticket prices
to $9.

Diff: 3

Section: 2.7
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Chapter 3 Consumer Behavior

1) Gary Franklin is a movie critic. He invented the Franklin Scale with which he rates movies
from 1 to 10 (10 being best). When asked about his scale, Mr. Franklin explained "that it is a
subjective measure of movie quality. A movie with a ranking of 10 is not necessarily 10 times
better than a movie with a ranking of 1, but it is better. A movie with a ranking of 5 is better
than a movie with a ranking of 1, but is not as good a movie with a ranking of 10. That's all it
really tells you." Based on Mr. Franklin's description, his scale is:

A) ordinal but not cardinal. B) cardinal but not ordinal.

C) an objective standard to judge movies. D) neither cardinal nor ordinal.
Answer: A
Diff 1
Section: 3.1

2) Which of the following is NOT an assumption regarding people's preferences in the theory of
consumer behavior?
A) Preferences are complete.
B) Preferences are transitive.
C) Consumers prefer more of a good to less.
D) All of the above are basic assumptions about consumer preferences.

Answer: D

Diff: 1

Section: 3.1

3) The theory of consumer behavior is based on certain assumptions. The set of four basic
assumptions includes:
A) completeness.
B) transitivity.
C) intransitivity.
D) Both A and B are correct.
E) Both A and C are correct.

Answer: D

Diff: 1

Section: 3.1

4) The assumption of transitive preferences implies that indifference curves must:
A) not cross one another.
B) have a positive slope.
C) be L-shaped.
D) be convex to the origin.
E) all of the above

Answer: A

Diff: 1

Section: 3.1
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5) If a market basket is changed by adding more of at least one good, then rational consumers
will:
A) rank the market basket more highly after the change.
B) more likely prefer a different market basket.
C) rank the market basket as being just as desirable as before.
D) be unable to decide whether the first market basket is preferred to the second or vice
versa.
E) have indifference curves that cross.

Answer: A

Diff: 1

Section: 3.1

6) A consumer prefers market basket A to market basket B, and prefers market basket B to
market basket C. Therefore, A is preferred to C. The assumption that leads to this conclusion
is:

A) transitivity.

B) completeness.

C) all goods are good.

D) diminishing MRS.

E) assumption of rationality.
Answer: A
Diff 1
Section: 3.1

7) The assumption that preferences are complete:
A) means that a consumer will spend her entire income.
B) is unnecessary, as long as transitivity is assumed.
C) recognizes that there may be pairs of market baskets that cannot be compared.
D) means that the consumer can compare any two market baskets of goods and determine
that either one is preferred to the other or that she is indifferent between them.
Answer: D
Diff: 1
Section: 3.1

8) A curve that represents all combinations of market baskets that provide the same level of
utility to a consumer is called:
A) a budget line.
B) an isoquant.
C) an indifference curve.
D) a demand curve.
E) none of the above

Answer: C
Diff: 1
Section: 3.1
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9) An upward sloping indifference curve defined over two goods violates which of the following
assumptions from the theory of consumer behavior?
A) transitivity.
B) preferences are complete.
C) more is preferred to less.
D) all of the above
E) none of the above

Answer: C

Diff: 1

Section: 3.1

10) The slope of an indifference curve reveals:
A) that preferences are complete.
B) the marginal rate of substitution of one good for another good.
C) the ratio of market prices.
D) that preferences are transitive.
E) none of the above

Answer: B

Diff: 1

Section: 3.1

11) Zoe is an executive at Dell Computer Company who is in charge of designing the next version
of laptop computers. She will consider such features as screen size, weight, processor speed,
and CD and DVD drives. Given the fact that it is costly to include more features in new
products, why might Zoe be interested in data on how much consumers paid for a range of
laptops with different attributes?

A) in order to estimate willingness to pay for each feature.

B) in order to set an optimal price for the laptops.

C) in order to determine the best features to include.

D) in order to estimate willingness to trade off one feature for another.
E) all of the above

Answer: D
Diff: 2
Section: 3.1

12) In what ways can economists help auto manufacturers estimate the marginal rate of
substitution between features such as vehicle interior size and acceleration?
A) Examining production cost data
B) Conducting consumer surveys about willingness to pay for auto features
C) Solving the standard consumer model
D) Statistically analyzing historical data on purchases of different types of autos
E) B and D only

Answer: E

Diff: 1

Section: 3.1
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13) Indifference curves are convex to the origin because of:
A) transitivity of consumer preferences.
B) the assumption of a diminishing marginal rate of substitution.
C) the assumption that more is preferred to less.
D) the assumption of completeness.
E) none of the above

Answer: B
Diff: 1
Section: 3.1

14) Suppose that a market basket of two goods is changed by adding more of one of the goods and
subtracting one unit of the other. The consumer will:
A) rank the market basket more highly after the change.
B) rank the market basket more highly before the change.
C) rank the market basket just as desirable as before.
D) any one of the above statements may be true.

Answer: D

Diff: 1

Section: 3.1

15) If indifference curves cross, then:
A) the assumption of a diminishing marginal rate of substitution is violated.
B) the assumption of transitivity is violated.
C) the assumption of completeness is violated.
D) consumers minimize their satisfaction.
E) all of the above

Answer: B

Diff: 1

Section: 3.1
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Alvin's preferences for good X and good Y are shown in the diagram below.

Good Y

Good X
Figure 3.1

16) Based on Figure 3.1, it can be inferred that:
A) Alvin does not consider good X as "good."
B) Alvin will never purchase any of good Y.
C) Alvin regards good X and good Y as perfect substitutes.
D) Alvin regards good X and good Y as perfect complements.
E) none of the above

Answer: C

Diff: 1

Section: 3.1

17) Refer to Figure 3.1. Which of the following is true concerning Alvin's marginal rate of
substitution?
A) It is diminishing.
B) It is positive but varies along the indifference curve.
C) It is constant.
D) It is zero.

Answer: C

Diff: 1

Section: 3.1

18) Refer to Figure 3.1. Which assumption concerning preferences do Alvin's indifference curves
violate?
A) Diminishing marginal rates of substitution
B) Transitivity of preferences
C) More is preferred to less
D) Completeness

Answer: A
Diff: 1
Section: 3.1
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Alvin's preferences for good X and good Y are shown in the diagram below.

Good Y
, 45°
&
., s
s
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“
Good X
Figure 3.2

19) Based on Figure 3.2, it can be inferred that:
A) Alvin does not consider good X as "good."
B) Alvin will never purchase any of good Y.
C) Alvin regards good X and good Y as perfect substitutes.
D) Alvin regards good X and good Y as perfect complements.

E) none of the above
Answer: D
Diff 1
Section: 3.1

20) Refer to Figure 3.2. At any consumption bundle with the quantity of good X exceeding the
quantity of good Y (that is, a bundle located below the 45 degree line, like point A), Alvin's
marginal rate of substitution of good X for good Y is

A) diminishing.
C) constant and positive.

B) positive.
D) zero.

Answer: D

Diff: 1

Section: 3.1

21) Refer to Figure 3.2. Which assumption concerning preferences do Alvin's indifference curves
violate?
A) Diminishing marginal rates of substitution
B) Transitivity of preferences
C) More is preferred to less
D) Completeness
E) both A and C

Answer: E

Diff: 1

Section: 3.1
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22) Which of the following is true about the indifference curve where one commodity (such as
pollution) is "bad"?

A) It has a negative slope. B) It has a positive slope.
Q) It is horizontal. D) It is vertical.

Answer: B

Diff 1

Section: 3.1

23) If indifference curves are concave to the origin, which assumption on preferences is violated?
A) Diminishing marginal rates of substitution
B) Transitivity of preferences
C) More is preferred to less
D) Completeness

Answer: A
Diff: 2
Section: 3.1

24) Envision a graph with meat on the horizontal axis and vegetables on the vertical axis. A strict
vegetarian would have indifference curves that are:
A) vertical lines.
B) horizontal lines.
C) diagonal straight lines.
D) right angles.
E) upward sloping.
Answer: B
Diff: 2
Section: 3.1

Consider the following three market baskets:

Table 3.1
Food Clothing
A 6 3
B 8 5
C 5 8

25) Refer to Table 3.1. If preferences satisfy all four of the basic assumptions:
A) A is on the same indifference curve as B.
B) B is on the same indifference curve as C.
C) A is preferred to C.
D) B is preferred to A.
E) Both A and B answer choices are correct.

Answer: D
Diff: 2
Section: 3.1
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26) Refer to Table 3.1. Which of the following cannot be true?
A) The consumer could be indifferent between A and B.
B) A and C could be on the same indifference curves.
C) The consumer could be indifferent between B and C.
D) A and C could be on different indifference curves.

Answer: A
Diff: 1
Section: 3.1

27) Consider the following three market baskets:

Food Clothing
A 15 18
B 13 19
C 14 17

If baskets B and C are on the same indifference curve, and if preferences satisfy all four of the
basic assumptions, then:

A) A is preferred to C.

B) A is preferred to B.

C) Both A and B answer choices are correct.

D) none of the above

Answer: C

Diff: 2

Section: 3.1

28) Mikey is very picky and insists that his mom make his breakfast with equal parts of cereal and
apple juice — any other combination and it ends up on the floor. Cereal costs 4 cents per
tablespoon and apple juice costs 6 cents per tablespoon. If Mikey's mom budgets $8 per month
for Mikey's breakfast, how much cereal and juice does she buy?

A) 40 tablespoons each of cereal and juice

B) 80 tablespoons each of cereal and juice

C) 40 tablespoons of cereal and 75 tablespoons of juice
D) 100 tablespoons of cereal and 67 tablespoons of juice

Answer: B
Diff: 2
Section: 3.1

29) Jane is trying to decide which courses to take next semester. She has narrowed down her
choice to two courses, Econ 1 and Econ 2. Now she is having trouble and cannot decide which
of the two courses to take. It's not that she is indifferent between the two courses, she just
cannot decide. An economist would say that this is an example of preferences that:

A) are not transitive.

B) are incomplete.

C) violate the assumption that more is preferred to less.
D) all of the above

Answer: B

Diff- 2

Section: 3.1
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30) Which of the following are examples of situations in which the standard model of the
consumer may not be realistic?
A) Impulse purchases
B) Following fads and fashions instead of one's own preferences
C) Addictions or other strong habits in consumption
D) all of the above

Answer: D
Diff: 2
Section: 3.1

31) What is a good argument for using the model of the consumer despite the fact that it requires
making many simplifying assumptions?
A) It is complex to solve.
B) The assumptions are sometimes realistic.
C) It explains observed patterns of behavior.
D) It is used in many scholarly fields.

Answer: C

Diff: 1

Section: 3.1

Good B

Increasing
— utility

Good A
Figure 3.3

32) Refer to the indifference curve in Figure 3.3. Which of the following statements is correct?
A) This individual receives no satisfaction from Good A.
B) This individual receives no satisfaction from Good B.
C) This individual will only consume A and B in fixed proportions.
D) none of the above

Answer: B

Diff: 2

Section: 3.1
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33) Refer to the indifference curve in Figure 3.3. Which of the following statements is correct?

A)MU(A) =0. B) MU(B) = 0.

C) MU(A) is negative. D) MU(B) is negative.
Answer: B
Diff: 1
Section: 3.1

34) Refer to the indifference curve in Figure 3.3. Which of the following is true about the MRS?

A) It is negative. B) It is positive.
C) Itis equal to zero. D) It is undefined.
Answer: D
Diff: 1
Section: 3.1

35) The magnitude of the slope of an indifference curve is:
A) called the marginal rate of substitution.
B) equal to the ratio of the total utility of the goods.
C) always equal to the ratio of the prices of the goods.
D) all of the above
E) A and C only

Answer: A

Diff: 3

Section: 3.1

36) Use the following two statements to answer this question:
I.  If utility is ordinal, a market basket that provides 30 utils provides twice the satisfaction of
a market basket that provides 15 utils.
II.  When economists first studied utility it was believed that utility was cardinal, but it was
later discovered that ordinal preferences are sufficient to explain how most individual
decisions are made.

A) Both I and II are true. B) Lis true, and II is false.
C) lis false, and Il is true. D) Both I and II are false.
Answer: C
Diff: 2
Section: 3.1

37) If X and Y are perfect substitutes, which of the following assumptions about indifference
curves is not satisfied?
A) Completeness
B) Transitivity
C) More is preferred to less
D) Diminishing MRS
E) none of the above (All of the above assumptions are satisfied.)

Answer: D

Diff- 2

Section: 3.1
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38) If a consumer is always indifferent between an additional one grapefruit or an additional two
oranges, then when oranges are on the horizontal axis the indifference curves:
A) will be straight lines with a slope of -1/2.
B) will be straight lines with a slope of -1.
C) will be straight lines with a slope of +1/2.
D) will be right angles whose corners occur on a ray from the origin with a slope of +2.
E) none of the above

Answer: A

Diff- 3

Section: 3.1

39) Consider the following three market baskets:

Cheese Crackers
A 5 8
B 15 6
C 10 7

If baskets A and B are on the same indifference curve and if indifference curves exhibit
diminishing MRS:
A) Cis preferred to both A and B.
B) A and B are both preferred to C.
C) Cis on the same indifference curve as A and B.
D) There is not enough information to determine preferences for C relative to the other
goods.

Answer: A
Diff: 3
Section: 3.1

40) Use the following two statements to answer this question:

I.  According to the three basic assumptions regarding people's preferences, a person will
always prefer to earn a living through honest work rather than a life of crime.
II.  When we say that preferences are complete, we mean that if a consumer prefers market
basket A to market basket B, and prefers market basket B to market basket C, then the
consumer prefers market basket A to market basket C.

A) Both I and II are true. B) Lis true and Il is false.

C) Lis false and Il is true. D) Both I and II are false.

Answer: D

Diff- 3

Section: 3.1
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41) Use the following two statements to answer this question:
I.  Consumer theory can determine whether giving an individual a more preferred basket of
goods doubles her overall level of satisfaction, less than doubles her satisfaction, or more than
doubles her satisfaction.
II.  There is not much empirical evidence to support the assumption that higher incomes
result in higher levels of satisfaction.

A) Both I and II are true. B) Iis true and Il is false.
C) Iis false and Il is true. D) Both I and II are false.
Answer: D
Diff: 3
Section: 3.1

42) Which of the following statements concerning utility as a measure for well being are false?
A) There is generally a positive relationship between income and utility.
B) It is possible to determine which of two individuals is made happier by consuming a
particular market basket.
C) Utility is an abstract representation of an individual's degree of happiness.
D) Cross country studies suggest that citizens in wealthier countries are happier than
citizens in poorer countries.

Answer: B

Diff: 2

Section: 3.1

43) If Jill's MRS of popcorn for candy is 2 (popcorn is on the horizontal axis), Jill would willingly
give up:
A) 2, but no more than 2, units of popcorn for an additional unit of candy.
B) 2, but no more than 2, units of candy for an additional unit of popcorn.
C) 1, but no more than 1, unit of candy for an additional 2 units of popcorn.
D) 2, but no more than 2, units of popcorn for an additional 2 units of candy.

Answer: B
Diff: 2
Section: 3.1
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44) Consider the indifference map in the figure below:
i
Good Y

Increasing utility

>
Good X

Which of the four basic assumptions about consumer preferences are violated by this
indifference map?

A) More is better than less

B) Transitivity

C) Diminishing MRS

D) A and B are correct.

E) A and C are correct.

Answer: E
Diff: 2
Section: 3.1

45) A consumer has $100 per day to spend on product A, which has a unit price of $7, and product
B, which has a unit price of $15. What is the slope of the budget line if good A is on the
horizontal axis and good B is on the vertical axis?

A) -7/15 B) -7/100 Q) -15/7 D) 7/15
Answer: A
Diff 1
Section: 3.2

46) Suppose that the prices of good A and good B were to suddenly double. If good A is plotted
along the horizontal axis,
A) the budget line will become steeper.
B) the budget line will become flatter.
C) the slope of the budget line will not change.
D) the slope of the budget line will change, but in an indeterminate way.
Answer: C
Diff 1
Section: 3.2
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47) Theodore's budget line has changed from A to B. Which of the following explains the change
in Theodore's budget line?

Clothing
(Units per week)

»\_—Budget Line A

fl_fBudget Line B

Food

A) The price of food and the price of clothing increased.

B) The price of food increased, and the price of clothing decreased.
C) The price of food decreased, and the price of clothing increased.
D) The price of food and the price of clothing decreased.

E) none of the above

Answer: C

Diff: 1
Section: 3.2

48) If the quantity of good A (Q4) is plotted along the horizontal axis, the quantity of good B (QB)
is plotted along the vertical axis, the price of good A is P A, the price of good B is Pg and the
consumer's income is I, then the slope of the consumer's budget constraint is

A) -Qa/Qb

B) -Qb/Qa

C) -Pa/Pb

D) -Pb/Pa

E) I/Pa or I/Pb

Answer: C

Diff: 2
Section: 3.2
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49) The endpoints (horizontal and vertical intercepts) of the budget line:
A) measure its slope.
B) measure the rate at which one good can be substituted for another.
C) measure the rate at which a consumer is willing to trade one good for another.
D) represent the quantity of each good that could be purchased if all of the budget were
allocated to that good.
E) indicate the highest level of satisfaction the consumer can achieve.

Answer: D

Diff: 1

Section: 3.2

50) An increase in income, holding prices constant, can be represented as:
A) a change in the slope of the budget line.
B) a parallel outward shift in the budget line.
C) an outward shift in the budget line with its slope becoming flatter.
D) a parallel inward shift in the budget line.

Answer: B

Diff: 1

Section: 3.2

51) Assume that food is measured on the horizontal axis and clothing on the vertical axis. If the
price of food falls relative to that of clothing, the budget line will:
A) become flatter.
B) become steeper.
Q) shift outward.
D) become steeper or flatter depending on the relationship between prices and income.

Answer: A

Diff: 1

Section: 3.2

52) Which of the following will result in a decrease in a consumer's purchasing power?
A) A decrease in the consumer's income
B) An increase in the price of the good on the vertical axis
C) An increase in the price of the good on the horizontal axis
D) all of the above

Answer: D

Diff: 1

Section: 3.2

53) If prices and income in a two-good society double, what will happen to the budget line?
A) The intercepts of the budget line will increase.
B) The intercepts of the budget line will decrease.
C) The slope of the budget line may either increase or decrease.
D) Insufficient information is given to determine what effect the change will have on the
budget line but we know society is worse-off.
E) There will be no effect on the budget line.

Answer: E

Diff: 2
Section: 3.2
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54) The budget constraint for a consumer who only buys apples (A) and bananas (B) is P oA + PgB
= I where consumer income is I, the price of apples is P 5, and the price of bananas is Pg. To

plot this budget constraint in a figure with apples on the horizontal axis, we should use a
budget line represented by the slope-intercept equation:

A) A=-1/PA + (PB/PA)B B) A=1/PA - (PB/PA)B
C) B=-1/Pg + (PA/PR)A D) B=1/PB - (PA/PB)A
Answer: D
Diff: 2
Section: 3.2

55) Suppose a consumer only purchases food and clothing, and food is plotted along the
horizontal axis of the consumer's indifference map. If the price of clothing increases and the
price of food and income do not change, then the budget line changes by rotating;:

A) counter-clockwise about the fixed vertical axis intercept.

B) clockwise about the fixed vertical axis intercept.

C) counter-clockwise about the fixed horizontal axis intercept.
D) clockwise about the fixed horizontal axis intercept.

E) none of the above

Answer: C
Diff: 1
Section: 3.2

56) Suppose a consumer only purchases food and clothing, and food is plotted along the
horizontal axis of the consumer's indifference map. If the price of food and clothing increase
and income does not change, then the budget line changes by rotating:

A) counter-clockwise about the fixed vertical axis intercept.

B) clockwise about the fixed vertical axis intercept.

C) counter-clockwise about the fixed horizontal axis intercept.
D) clockwise about the fixed horizontal axis intercept.

E) none of the above

Answer: E

Diff: 1

Section: 3.2

57) To simplify our consumption models, suppose U.S. consumers only purchase food and all
other goods where food is plotted along the horizontal axis of the indifference map. If the U.S.
Congress passes an economic stimulus package that pays $300 to each person, how does this
affect the budget line for each consumer?

A) Makes the budget line steeper
B) Makes the budget line flatter
C) Parallel rightward shift

D) Parallel leftward shift

E) none of the above

Answer: C
Diff: 1
Section: 3.2
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58) To simplify our consumption models, suppose U.S. consumers only purchase food and all
other goods where food is plotted along the horizontal axis of the indifference map. Also,
suppose that all states initially impose state sales taxes on all goods (including food), but then
the states exempt food from the state sales tax. How does this tax policy change alter the
consumer's budget line?

A) Makes the budget line steeper
B) Makes the budget line flatter
C) Parallel rightward shift

D) Parallel leftward shift

E) none of the above

Answer: B

Diff: 1
Section: 3.2

59) A consumer maximizes satisfaction at the point where his valuation of good X, measured as
the amount of good Y he would willingly give up to obtain an additional unit of X, equals:
A) the magnitude of the slope of the indifference curve through that point.
B) one over the magnitude of the slope of the indifference curve through that point.
C) Px/Py
D) Py/Px
Answer: C
Diff: 2
Section: 3.3

60) Which of the following statements is true about a consumer's optimal decision when
indifference curves are concave?
A) Both goods are consumed.
B) No goods are consumed.
C) Only one of the goods is consumed.
D) It occurs at the point of tangency with the budget line.

Answer: C
Diff: 3
Section: 3.3

61) Pencils sell for 10 cents and pens sell for 50 cents. Suppose Jack, whose preferences satisfy all
of the basic assumptions, buys 5 pens and one pencil each semester. With this consumption
bundle, his MRS of pencils for pens is 3. Which of the following is true?

A) Jack could increase his utility by buying more pens and fewer pencils.
B) Jack could increase his utility by buying more pencils and fewer pens.
C) Jack could increase his utility by buying more pencils and more pens.
D) Jack could increase his utility by buying fewer pencils and fewer pens.
E) Jack is at a corner solution and is maximizing his utility.

Answer: B

Diff- 2

Section: 3.3
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62) An individual consumes only two goods, X and Y. Which of the following expressions
represents the utility maximizing market basket?
A) MRSxy is at a maximum.
B) Px/Py = money income.
C) MRSxy = money income.
D) MRSxy = Px/Py.
E) all of the above

Answer: D

Diff- 2

Section: 3.3

63) The fact that Alice spends no money on travel:
A) implies that she does not derive any satisfaction from travel.
B) implies that she is at a corner solution.
C) implies that her MRS does not equal the price ratio.
D) any of the above are possible.

Answer: D

Diff- 3

Section: 3.3

64) The price of lemonade is $0.50; the price of popcorn is $1.00. If Fred has maximized his utility
by purchasing lemonade and popcorn, his marginal rate of substitution will be:
A) 2 lemonades for each popcorn.
B) 1 lemonades for each popcorn.
C) 1/2 lemonade for each popcorn.
D) indeterminate unless more information on Fred's marginal utilities is provided.

Answer: A

Diff- 2

Section: 3.3

65) When Joe maximizes utility, he finds that his MRS of X for Y is greater than Px/Py. It is most
likely that:

A) Joe's preferences are incomplete. B) Joe's preferences are irrational.
C) Joe is not consuming good X. D) Joe is not consuming good Y.
Answer: D
Diff: 3
Section: 3.3

66) Bob views apples and oranges as perfect substitutes in his consumption, and MRS =1 for all
combinations of the two goods in his indifference map. Suppose the price of apples is $2 per
pound, the price of oranges is $3 per pound, and Bob's budget is $30 per week. What is Bob's
utility maximizing choice between these two goods?

A) 4 pounds of apples and 6 pounds of oranges
B) 5 pounds of apples and 5 pounds of oranges
C) 10 pounds of oranges and no apples

D) 15 pounds of apples and no oranges

E) none of the above

Answer: D
Diff: 2
Section: 3.3
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67) Sue views hot dogs and hot dog buns as perfect complements in her consumption, and the
corners of her indifference curves follow the 45-degree line. Suppose the price of hot dogs is
$5 per package (8 hot dogs), the price of buns is $3 per package (8 hot dog buns), and Sue's
budget is $48 per month. What is her optimal choice under this scenario?

A) 8 packages of hot dogs and 6 packages of buns
B) 8 packages of hot dogs and 8 packages of buns
C) 6 packages of hot dogs and 6 packages of buns
D) 6 packages of hot dogs and 8 packages of buns

Answer: C

Diff- 2

Section: 3.3

68) Sue views hot dogs and hot dog buns as perfect complements in her consumption, and the
corners of her indifference curves follow the 45-degree line. Initially, the price of hot dogs is
$3 per package (8 hot dogs), the price of buns is $3 per package (8 hot dog buns), and Sue's
budget is $48 per month. How does her optimal consumption bundle change if the price of
hot dog buns increases to $5 per package?

A) Sue does not change her consumption because these goods are perfect complements.

B) She buys the same amount of hot dog buns and buys more hot dogs.

C) She buys the same amount of hot dogs and buys two less packages of hot dog buns.

D) She reduces her consumption by 2 packages of hot dogs and 2 packages of hot dog buns.

Answer: D
Diff: 2
Section: 3.3

69) The principle of revealed preference would say that if Xavier chooses market basket A over
market basket B then:
A) if A is more expensive than B, then Xavier must prefer A over B.
B) if A is more expensive than B, then Xavier must prefer B over A.
C) if A is less expensive than B, then Xavier must prefer A over B.
D) if A is less expensive than B, then Xavier must prefer B over A.

Answer: A
Diff: 2
Section: 3.4

70) Denise is shopping for lobsters and eclairs. When she faces budget line b1, she chooses market
basket A over market basket B. When she faces budget line b2, she chooses basket B over

basket C. Which assumption of consumer theory helps us determine Denise's preference
ordering over basket A and basket C?

A) Completeness B) More is better than less
C) Transitivity D) Convexity

Answer: C

Diff: 1

Section: 3.4
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71) Please consider the following figure:
T Clothing

>
Food

The consumer chooses A on budget line I1 and B on budget line I2. Which of the following
statements is NOT true?

A) A is preferred to B. B) B is preferred to C.
C) Cis preferred to D. D) A is preferred to C.
Answer: C
Diff 1
Section: 3.4

72) Please consider the following figure:

1 .
Clothing

>
Food

The consumer chooses A on budget line I1 and B on budget line I2. Which of the following
rankings describes the consumer's preferences (first is highest ranked and last is lowest
ranked)?

A) A-B-C-D

B) A-D-B-C

C) A-B-D-C

D) We do not have enough information to rank all four bundles.
Answer: D
Diff: 2
Section: 3.4
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73) Please consider the following figure:
T Clothing

11 12

>
Food

The consumer chooses A on budget line I1 and B on budget line I12. Which of the following
statements is NOT true?

A) B is preferred to C. B) A is preferred to B.

C) Cis preferred to A. D) All of the statements are correct.
Answer: C
Diff 1
Section: 3.4

74) If a consumer must spend her entire income on some combination of two commodities and
chooses to spend it all on just one of the commodities then:
A) the other commodity is an economic bad.
B) the other commodity must have zero marginal utility.
C) the other commodity generates less utility per dollar spent on the good.
D) the two commodities must be perfect substitutes.
Answer: C
Diff: 3
Section: 3.5

75) Marginal utility measures:
A) the slope of the indifference curve.
B) the additional satisfaction from consuming one more unit of a good.
C) the slope of the budget line.
D) the marginal rate of substitution.
E) none of the above

Answer: B

Diff: 1

Section: 3.5
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76) Oscar consumes only two goods, X and Y. Assume that Oscar is not at a corner solution, but
he is maximizing utility. Which of the following is NOT necessarily true?
A) MRSxy = Px/Py.
B) MUx/MUy = Px/Py.
C) Px/Py = money income.
D) Px/Py = slope of the indifference curve at the optimal choice.
E) MUx/Px = MUy/Py.

Answer: C

Diff: 2
Section: 3.5

Scenario 3.1:
Andy derives utility from two goods, potato chips (Qp) and Cola (Qc). Andy receives zero utility unless he

consumes some of at least one good. The marginal utility that he receives from the two goods is given as
follows:

Qp MUp Qc MUc
1 12 1 24
2 10 2 22
3 8 3 20
4 6 4 18
5 4 5 16
6 2 6 14
7 -2 7 12
8 -4 8 10

77) Refer to Scenario 3.1. What is the total utility that Andy will receive if he consumes 5 units of
potato chips (Qp) and no Cola drink (Qc)?
A) 4 utils
B) 10 utils
C) 30 utils
D) 40 utils
E) none of the above

Answer: D

Diff: 1
Section: 3.5

78) Refer to Scenario 3.1. If the price of potato chips is $0.50 and the price of Cola is $4.00, and
Andy has an unlimited income, how many units of potato chips will he consume?
A)5
B) 6
Q7
D)8
E) none of the above

Answer: B
Diff: 2
Section: 3.5
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79) Refer to Scenario 3.1. If the price of potato chips is $0.50 and the price of Cola is $4.00, and
Andy has an income of $14.50, how many units of potato chips will he consume?
A)5
B) 6
Q7
D) 8
E) none of the above

Answer: A

Diff- 3

Section: 3.5

80) When a person consumes two goods (A and B), that person's utility is maximized when the
budget is allocated such that:

A) the marginal utility of A equals the marginal utility of B.

B) the marginal utility of A times the price of A equals the marginal utility of B times the
price of B

C) the ratio of total utility of A to the price of A equals the ratio of the marginal utility of B
to the price of A.

D) the ratio of the marginal utility of A to the price of A equals the ratio of the marginal
utility of B to the price of B.

Answer: D
Diff: 2
Section: 3.5

81) If Px = Py, then when the consumer maximizes utility,
A) Xmust equal Y.
B) MU(X) must equal MU(Y).
C) MU(X) may equal MU(Y), but it is not necessarily so.
D) X and Y must be substitutes.

Answer: B
Diff: 2
Section: 3.5

82) Monica consumes only goods A and B. Suppose that her marginal utility from consuming
good A is equal to 1/Qa, and her marginal utility from consuming good B is 1/Qb. If the price
of A is $0.50, the price of B is $4.00, and the Monica's income is $120.00, how much of good A
will she purchase?

A)0 B) 12 C) 24 D) 48 E) 120

Answer: E
Diff: 2
Section: 3.5
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83) Jane is attempting to maximize utility by selecting a market basket of goods. For each of the
goods in the market basket the marginal utility per dollar spent is equal. There are some
goods which are affordable but do not appear in the Jane's market basket. If Jane has
maximized utility, the marginal utility per dollar spent on each of the goods that does not
appear in the market basket is:

A) too high.

B) too low.

C) zero.

D) infinite.

E) none of the above

Answer: B

Diff: 2
Section: 3.5

84) Alfred derives utility from consuming iced tea and lemonade. For the bundle he currently
consumes, the marginal utility he receives from iced tea is 16 utils, and the marginal utility he
receives from lemonade is 8 utils. Instead of consuming this bundle, Alfred should:

A) buy more iced tea and less lemonade.
B) buy more lemonade and less iced tea.
C) buy more iced tea and lemonade.

D) buy less iced tea and lemonade.

E) none of the above is necessarily correct.

Answer: E
Diff: 3
Section: 3.5

85) A team of researchers has conducted a study of the well being of the citizens of the island
nation of Zarasa. Using a scale from 1 (least happy) to 10 (most happy), the researchers find
that citizens who earn 100 Zarutas per year have a mean happiness of 2.0, those who earn 200
Zarutas per year have a mean happiness of 6.0, and those who earn 300 Zarutas per year have
a mean happiness of 7.0. The researchers should make which of the following conclusions?

A) The utility of Zarasians increases with income.

B) The marginal utility of Zarasians increases with income.
C) The marginal utility of Zarasians decreases with income.
D) both A and B

E) both A and C

Answer: E

Diff: 2
Section: 3.5

86) Bill currently uses his entire budget to purchase 5 cans of Pepsi and 3 hamburgers per week.
The price of Pepsi is $1 per can, the price of a hamburger is $2, Bill's marginal utility from
Pepsi is 4, and his marginal utility from hamburgers is 6. Bill could increase his utility by:

A) increasing Pepsi consumption and reducing hamburger consumption.
B) increasing hamburger consumption and reducing Pepsi consumption.
C) maintaining his current consumption choices.

D) We do not have enough information to answer this question.

Answer: A
Diff: 2
Section: 3.5
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87) Bill uses his entire budget to purchase Pepsi and hamburgers, and he currently purchases no
Pepsi and 6 hamburgers per week. The price of Pepsi is $1 per can, the price of a hamburger is
$2, Bill's marginal utility from Pepsi is 2, and his marginal utility from hamburgers is 6. Is
Bill's current consumption decision optimal?

A) No, he should increase Pepsi consumption and reduce hamburger consumption.
B) No, he should purchase more of both goods.

C) Yes, the corner solution is best because his MRS is less than the price ratio.

D) We do not have enough information to answer this question.

Answer: C

Diff- 2

Section: 3.5

88) Use the following statements to answer this question:
I.  The equal marginal principle may be used to characterize the maximum utility
consumption decision even if the diminishing MRS assumption does not hold.
II. The equal marginal principle implies that the MRS at the optimal consumption bundle is
always equal to the price ratio.

A) Iand II are true. B) Iis true and Il is false.
Q) Il is true and I is false. D) I and II are false.
Answer: D
Diff: 1
Section: 3.5

89) An ideal cost-of-living index measures:
A) The relative cost of maintaining a particular utility level.
B) The relative changes in consumer satisfaction that arise from price increases.
C) The relative price of those goods that are considered to be necessities in consumption.
D) none of the above

Answer: A

Diff: 1
Section: 3.6

90) The Laspeyres price index tends to the ideal cost-of-living index.
A) be higher than B) be lower than
C) be equal to D) zero faster than

Answer: A

Diff: 1

Section: 3.6

91) The key reason that the Laspeyres price index tends to overstate the impact of price changes
on consumers is that it:
A) only accounts for price increases and ignore price decreases.
B) measures prices two periods after the actual price changes occurred.
C) ignores the possibility that consumers alter their consumption as prices change.
D) All of the above are correct.
E) none of the above

Answer: C

Diff: 1
Section: 3.6
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92) The purpose of a chain-weighted price index is to account for:
A) the costs of purchasing wholesale products like chains and industrial goods.
B) the changes in the quantities of goods and services purchased over time.
C) linkages in price changes among industrialized countries.
D) none of the above

Answer: B
Diff: 1
Section: 3.6

93) Which price index tends to understate the impact of price changes on consumers?

A) Chain-weighted index B) Laspeyres index

C) Paasche index D) Ideal cost-of-living index
Answer: C
Diff 1
Section: 3.6
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94) Match the following descriptions of preferences to the indifference curve diagrams that follow.

Ann does not care whether she has more diet soft drinks or fewer diet soft drinks.
Peter is very picky about his buttered popcorn. He tops every quart of popped
corn with exactly one quarter cup of melted butter.

Amy likes M&M's, plain and peanut. For Amy, the marginal rate of substitution
between plain and peanut M&M's does not vary with the quantities

of plain and peanut M&M's she consumes.

George dislikes broccoli and would be willing to pay something to not have

to eat it.

Natalya likes rap and rock music. Natalya's preferences exhibit a diminishing
marginal rate of substitution between the two types of music.

Matthew knows his limit. He likes beer up to a point, but if he drinks too much
he gets sick.

A B

Answer: B, F, D, A, C, E

Diff: 1

Section: 3.1
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95) Each of the following consumers exhibit behavior that violates one of the basic assumptions of
consumer preferences. Identify the assumption that is violated for each individual.
«  Artsays that he can watch 2 movies a week but couldn't be paid to watch another movie
after that.
« Alex says that he prefers going to a movie over hiking. He also indicates that he prefers
hiking to swimming. Alex then states that he would rather go swimming than go to a movie.
+ Alicia says that she prefers hiking to watching a movie but can't determine her preferences
for swimming.

Answer: Art violates the assumption that consumers desire more of a good to less. Alex's
preferences violate transitivity. Alicia violates the completeness assumption.

Diff: 1

Section: 3.1
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96) An island economy produces only two goods, coconuts and pineapples. There are five people
(A,B, C, D, and E) living on the island with these preferences:

has a strong preference for pineapples.

has a strong preference for coconuts.

doesn't care for pineapples (assigns no value to them).

doesn't care for coconuts (assigns no value to them)

will only consume pineapples and coconuts in the fixed proportion
of one pineapple to one coconut.

mgnNw >

For each of these five individuals, construct a representative indifference curve with
pineapples on the vertical axis and coconuts on the horizontal axis. Discuss the shape of the
indifference curves and relate them to the MRS.

Answer:

Pineapples

B

Coconuts

Pineapples

Coconuts

Individual A has relatively flat indifference curves, since A requires relatively large
numbers of coconuts to compensate for the loss of pineapples that she values highly.

Individual B has relatively steep indifference curves, since B requires relatively few
coconuts to compensate for the loss of pineapples that he does not value highly.

C's indifference curves are vertical; the level of satisfaction is affected only by coconuts.
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D's indifference curves are horizontal; the level of satisfaction is affected only by
pineapples.

E's indifference curves are L-shaped.

MRS measures (at the margin) the maximum number of pineapples that the consumer
will be willing to give up in order to get one more unit of coconuts.

A's MRS is low. A is willing to relinquish few pineapples relative to coconuts since
pineapples are dear to A. B's MRS is high, for the opposite reason.

C's MRS is infinite. Since C's utility is not affected by pineapples, she is willing to
relinquish all pineapples (an infinite number) to obtain additional coconuts.

D's MRS is zero. D is not willing to give up any pineapples to obtain additional
coconuts.

E's MRS is infinite when Qp > Qc, zero when Qc > Qp, and undefined when Q¢ = Qp-
Diff 1

Section: 3.1

97) The following combinations of goods X and Y represent various market baskets.
Consumption is measured in pounds per month.

Market Basket Units of X Units of Y

A 4 6
B 16 7
C 15 3
D 3 2

Explain which market basket(s) is(are) preferred to other(s), and if there is any uncertainty
over which is preferable, point this out as well.

Answer: Since more of each good is preferred to less, we can conclude that a market basket is
preferred to an alternative basket if it lies above and to the right of the alternative
basket.

Combination B is preferred to all others. A and C cannot be compared without
additional information. A and C are both preferred over D.

Diff: 2

Section: 3.1
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98) Consider Gary's utility function: U(X,Y) = 5 XY, where X and Y are two goods. If the
individual consumed 10 units of X and received 250 units of utility, how many units of Y must
the individual consume? Would a market basket of X =15 and Y = 3 be preferred to the above
combination? Explain.

Answer: Given that U(X,Y) = 5XY =5(10)Y, then 250 = 50Y, or Y = 5.

Since this individual receives 250 units of satisfaction with (X =10, Y =5), would
(Y =3 and X = 15) be a preferred combination? At these values, U = 5(15)(3) = 225. So,
the first combination would be preferred.

Diff: 2

Section: 3.1

99) In the theory of consumer behavior, several assumptions are made about the nature of
preferences. What are these assumptions? Illustrate the significance of these assumptions
using indifference curves.

Answer: Please see the text, Section 3.1.
Diff: 2
Section: 3.1

100) In the theory of consumer behavior, certain axioms about the nature of preferences imply that
indifference curves cannot cross. Which axioms imply this? Explain your answer using a
diagram and using words.

Answer: Transitivity and More is Better together imply that indifference curves cannot cross. If
two indifference curves did cross, then by choosing three points, A, B, and C in the
following way. A lies on the first indifference curve, B is the intersection point, C lies on
the second curve, and A lies to the left and below point C. It is easily shown that the
two axioms cannot both be satisfied. A is at least as preferred as B, and B is at least as
preferred as C. By transitivity A is at least as preferred as C, contradicting More is
Better. See figure below.

Y

Diff: 2

Section: 3.1
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101) In the field of financial management it has been observed that there is a trade-off between the
rate of return that one earns on investments and the amount of risk that one must bear to earn
that return.

a. Draw a set of indifference curves between risk and return for a person that is risk averse (a
person that does not like risk).

b. Draw a set of indifference curves for a person that is risk neutral (a person that does not
care about risk one way or the other).

c. Draw a set of indifference curves for a person that likes risk.

Answer: a.
Rate of
Return
Risk
b.
Rate of
Return
Risk
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Rate of
Return

Risk

Diff: 2
Section: 3.1
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102) Draw a set of indifference curves for the following pairs of goods:

a. Hamburgers and carrots for a vegetarian who neither likes nor dislikes meat. (Vegetarians
do not eat meat.)

b. Peanut butter and jelly for an individual that will not eat peanut butter sandwiches or jelly
sandwiches, but loves peanut butter and jelly sandwiches made with two parts peanut butter
and one part jelly.

c. Tickets for Knott's Berry Farm (KBF) and Universal Studios (US) for a tourist that believes
that KBF and US are perfect substitutes.

d. Ice cream and pie if these are goods that you like, but if you consume enough of either,
you get sick of them. If you are sick of a good, consuming more of it lowers your utility.

Answer: a.
Hamburgers
Carrots
b.
Peanut
Butter
Jelly
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KBF

us

d.
Ice Cream

Pie

Diff- 3

Section: 3.1
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103) The local farmer's market sells corn for 20 cents an ear. At this price, Sam buys 6 ears each
Thursday. What would happen to Sam's consumption of corn if the market offered corn at 20
cents an ear for the first 6 ears, but 10 cents an ear for each additional ear? Explain your
answer.

Answer: Sam's budget constraint would now exhibit a "kink" at 6 ears of corn due to the change
in the price per ear for high-quantity purchases. From the following figure, we can see
that Sam would buy more corn.

Cther
Goods

6 Ears of Corn

Diff: 2
Section: 3.3

90



104) George has a fixed income and can afford at most 7 units of X if he spends his entire income on
X. Alternatively, if he spends all his income on Y, he can afford at most 6 units of Y. Draw
George's budget line and an indifference curve such that George chooses to buy 4 pieces of X.
Martha has the same income and faces the same prices, yet she chooses to buy 2 pieces of X. In
equilibrium, what is George's subjective value of X in terms of Y? What is Martha's?

Answer: In equilibrium, one unit of X will be worth 6/7 units of Y for both George and Martha.
The reason is that each consumer choices a consumption bundle so that MRS is equal to
the price ratio.

Y

Diff: 2
Section: 3.3
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105) Hulk goes to the gym 20 times a month. His income is $1,000 per month and his visits to the
gym cost $4 per visit.

a. Draw Hulk's budget line for visits to the gym and all other goods, show the consumption
bundle that maximizes his satisfaction, and draw the indifference curve through that point.

b. Recently, a new health club opened which offers identical facilities but which charges a
flat fee of $60 per month plus $1 per visit. Draw Hulk's budget line if he were to join this new
club.

c¢.  Would Hulk continue to work out at the gym or would he join the new health club. Why?

Answer: a.
Other
Goods
Gym
b.
Other
Goods
Gym
C.

He would join the new health club. Although his current consumption bundle is on
both budget lines, the health club's pricing structure makes other, more preferred,
bundles affordable.

Diff: 2
Section: 3.3
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106) A consumer decides not to buy a VCR when her income is $20,000. However, when her
income rises to $30,000, she decides to buy one. In a single diagram, draw the budget lines
and indifference curves to illustrate this situation (assume the VCR costs $300 in both time
periods). Be sure to label your diagram completely.

Answer:

Other
Goods

VCR

At the lower budget constraint, the consumer is at a corner solution. That is, she
purchases no VCRs. The consumer has sufficient income to afford a VCR. However,
given her preferences it is optimal to exhaust her budget on other goods. With her
increase in income, the budget constraint shifts out. The consumer now has expanded
consumption opportunities. In this case, the consumer chooses to purchase a VCR
given the higher budget constraint. Purchasing one VCR is optimal as the indifference

curve is just tangent to the budget constraint at the consumption bundle consisting of 1
VCR.

Diff- 2

Section: 3.3
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107) Suppose that the government subsidizes housing expenditures of low -income families by
providing a dollar-for-dollar subsidy to a family's housing expenditure. The Cunninghams
qualify for this subsidy and spend a total of $500 per month on housing: they spend $250 of
their own and receive a government subsidy of $250. Recently, a new policy has been
proposed that would provide each low income family with a lump sum transfer of $250 which
can be used for housing or other goods. Using a graph, demonstrate whether the
Cunninghams would prefer the current program, the proposed program, or would be
indifferent between the two.

Answer:
All other
goods ($

I+250

I- 2504

500 I+250 2l
Housing
(in dollars)

The current program yields the flatter budget constraint for the Cunninghams. The
flatter budget constraint implies that the relative cost of housing is cheaper. This is due
to the 50% government subsidy. Currently, the Cunninghams spend $250 on housing
with the government matching with another $250. The utility maximizing choice is
indicated in the diagram by point O. The proposed program would eliminate the
government housing price subsidy. Thus, the relative price of housing would increase.
This shifts the horizontal axis intercept in towards the origin. However, the proposed
plan would pay a cash payment of $250 to the Cunninghams. This payment shifts the
vertical axis intercept up. The Cunninghams may still choose to consume at point O as
it is available with the proposed plan. However, the MRS at point O is less than the
ratio of prices under the proposed plan. This implies the Cunninghams may increase
utility by spending less on housing and purchasing more of all other goods. This is
reflected by a movement to O' which corresponds with higher utility. Thus, the
Cunninghams are better off with the proposed lump sum transfer policy.

Diff: 2

Section: 3.3

94



108) Sheila can watch as many television programs as she wants for free, but she must pay $2 for
each video she rents. Draw Sheila's budget line for t.v. shows (T) and videos (V), and identify
the set of affordable bundles (be sure to label the axes). At a particular point on Sheila's
budget line, her MRS is 1T/2V. Illustrate this situation on your diagram. Has Sheila
maximized her satisfaction at this point? If not, identify a change in consumption that will
make her better off. Describe her preferences when satisfaction is maximized.

Answer: Sheila would be better off if she consumed more television. In fact, she should consume
television until the value of an extra television show is zero.

T

Indifference
Curve

AV

Budget Line

»

Diff: 3
Section: 3.3
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109) Evelyn Lips' preferences are depicted by the set of indifference curves in the diagram below.
Her budget line is also shown in the diagram. Use the information in the diagram to answer
the following questions.

Clothing
25 ]

I20 Food

a.  Which of the basic assumptions of consumer preferences are violated by E. Lips'
indifference curves? Explain.

b. The price of food is $5 per unit. What is E. Lips' income and what is the price of clothing?
c.  Show the market basket of food and clothing that maximizes E. Lips' satisfaction. When
satisfaction is maximized, has E. Lips equated the marginal rate of substitution (of food for
clothing) to the ratio of the prices (of food to clothing)? If so, explain why. If not, explain why
not.

Answer: a.
The assumption that consumers always prefer more to less is violated.

b.
E. Lips' income is $100, the price of clothing is $4.

C.

Clothing

Utility Maximizing
Market Basket

Food
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The point in the diagram indicated above is E. Lips' utility maximizing bundle. At this
point, E. Lips has no marginal rate of substitution. Since this is the best point for E.
Lips, she is unwilling to substitute either good regardless of the price ratio. Any
movement from this point will make E. Lips worse off.

Diff: 3

Section: 3.3
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110) Lisa's budget line and her satisfaction maximizing market basket, A, are shown in the diagram
below.

Other Goods

Food
a. Suppose that Lisa is given $50 worth of coupons that must be spent on food. How will the

coupons alter Lisa's budget line?

b. Suppose that Lisa is given $50 in cash instead of $50 in coupons. How will this alter Lisa's
budget line?

c. IsLisa indifferent between the food coupon and cash program, or does she prefer one
program over the other? Draw an indifference curve to illustrate your answer.

Answer: Refer to the following diagram with the answers.

Other
Goods

Food

a.
With the coupons, Lisa's budget is abc.

b.
With cash, Lisa's budget line is dbc.

c.
If Lisa's preferences are as shown, she is indifferent between the two programs.
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However, if her preferences were such that an indifference curve was tangent to the db
portion of dbc, she would prefer cash.

Diff: 3

Section: 3.3
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111) Amy is currently spending her income to maximize her satisfaction. She is renting an
apartment for $900 per month as shown in the diagram below (Assume each dollar spent on
housing buys 1 unit of housing. H1 represents her $900 per month apartment).

All other
goods

Hi Housing

a. Suppose that Amy qualifies for a government housing assistance program that will
provide her with a $600 per month apartment at no charge. If she accepts the apartment, she
cannot augment her expenditure on housing (for example, she cannot add $300 of her income
to the $600 per month provided by the government program, and rent the $900 per month
apartment), nor can she exchange the apartment for cash or other goods. How does the
government program alter Amy's budget line?

b. Suppose that Amy is given $600 in cash instead of the $600 per month apartment. How
will this alter Amy's budget line?

c. Is Amy indifferent between the housing assistance program and cash program, or does
she prefer one program over the other? Draw an indifference curve to illustrate your answer.

Answer: a.

Other
Goods

600 H; Housing

Amy's budget constraint becomes discontinuous at $600 on housing. If she wishes to
spend more or less on housing than $600, she has her original constraints. However, if
she chooses to spend $600, then the government pays the entire amount of her housing
costs. This allows her to use her complete income to spend solely on other goods. Thus,
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at housing of $600, her budget constraint jumps up to allow her to use her entire income
to purchase other goods.

b

Other
Goods

H1 Food

The cash payment is another source of income that Amy may spend at her discretion.
Thus, the cash payment is analogous to an increase in income.

c.

Amy would almost always strictly prefer the cash, since it gives her more choices than
the free apartment. (If housing is inferior and if her point of tangency on the new
budget line is exactly at 600 dollars worth of housing, then Amy would be indifferent
between the two programs.)

Other
Goods

Food

Diff: 3
Section: 3.3
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112) Sally consumes two goods, X and Y. Her utility function is given by the expression

U =3+ XY2. The current market price for X is $10, while the market price for Y is $5. Sally's
current income is $500.

a. Sketch a set of two indifference curves for Sally in her consumption of X and Y.

b. Write the expression for Sally's budget constraint. Graph the budget constraint and
determine its slope.

c.  Determine the X,Y combination which maximizes Sally's utility, given her budget
constraint. Show her optimum point on a graph. (Partial units for the quantities are possible.)
(Note:MUY = 6XY and MUX =3Y2))

d. Calculate the impact on Sally's optimum market basket of an increase in the price of X to
$15. What would happen to her utility as a result of the price increase?

Answer: a.
To draw indifference curves, pick 2 levels of utility and find the values of x and y that
hold the total utility constant:

Let U=60
forY=2
60 =3 +x(2)2
60=3.x+4
60
12

x=5 y=2,x=5

X

x=22 y:3,X:2.2

y=4
60 = 3 « x(4)2
60=3+x+16

x=1.25 y=4,x=125

xX=6 y=2,x=6

102



100

50

— =X

27
x=2.67

y=4

72 =3« x(4)2
72=3.x-16
72
i
x=1.5

X

y =3,x=267

y=4,x=15

I=Pxx+ Pyy
500 = 10x + 5y




c.
To maximize utility, Sally must find the point where

Px
MRS is equal to ——.

Py

MUx

MRS =——
MUy

recall: MUy = 6XY, MUy = 3Y2
Y2 Y

6XY  2X

P

Px_10_,

Py 5

MRS =

K - 2
Y =4X
Sally should consume four times as much Y as X.
To determine exact quantities, substitute Y = 4X into
I=PxX+PYY
500 = 10X + 5Y
500 = 10X + 5(4X)
500 = 30X
X =16.67
Y =4(16.67)
Y = 66.67
d.

P

MRS remains i, —X becomes 15 =3
2X Py

. Px v
Equating MRS to —, =—— =3, Y = 6X
Py’ 2X
Substitute Y = 6X into the equation
500 = 15X + 5Y
500 = 15X +5(6X)
500 = 45X
X=11.11
Y =6(11.11)
Y = 66.67
Before price change:
U = 3(16.67)(66.67)2 = 222,289.
After price change:
U = 3(11.11)(66.67)2 = 148,148.
Utility fell due to the price change. Sally is on a lower indifference curve. (Note:
Answers may be slightly different due to rounding.)
Diff: 3
Section: 3.3
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113) The food stamp program provides low income households with coupons which can be
exchanged for some specified dollar value worth of food. Many economists argue that this
program is an inefficient means of increasing the well being of low income families.
Proponents of this view argue that an equivalent cash subsidy would bring about a greater
increase in the well being of the low income families receiving aid. Although many
economists hold this view, not all policy analysts agree with the advocates of cash payments
instead of food stamps. Advocates of the existing program argue that food stamps provide an
incentive for low income families to increase the nutritional quality of their diets.

a. Carefully analyze the arguments regarding increases in well being under cash payments
and food stamp programs. Use graphical analysis to present your arguments.

b. Critically evaluate the pros and cons of the food stamp program. Do food stamps ensure
that low income families increase their consumption of food?

Answer: a.
Answers will vary depending on the way the indifference map is drawn. One type of
answer would have a consumer begin in equilibrium at a point like 0. The initial budget
constraint is AB.

The government decides to subsidize the low income family an amount equal to AC. If
the subsidy is an unrestricted increase in cash, the family's budget constraint will
increase to DO"C, and the family may choose a new equilibrium at point 0 (Depending
on the exact shape of the indifference curve, the new point of tangency may be
anywhere on DO"C.). From the consumer's standpoint, this is the maximum increase in
utility that is possible with a subsidy of AC. If food stamps are used instead of a cash
subsidy, the entire increase would be spent on food.

Families move to point O" on a lower indifference curve than 0. It is clear in this
particular instance that a cash subsidy would make families better off. However, the
food stamp program ensures that at least the value of the non-redeemable stamps are
spent on food. This implies in this instance that the nutritional levels of families are
likely higher with the food stamp program.

However, if the initial point of tangency on AB were to the right of O, then the food
stamps would actually decrease food consumption. Therefore, the effect of food stamps
on food consumption depends on the shape of individuals' indifference maps.

All other

d
goods D

A C Food
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b.
Students should balance subjective factors such as the desirability of improving diet for
low income families and the imposition of preferences upon members of low income
communities (i.e., the government knows low-income needs better than the families
do). It should be made clear, however, that food stamps may not increase expenditures
on food by low income families. The families could shift the income spent on food to
other goods or sell the food stamps. At point O", the families' MRS and price ratio are
not equal. We would expect families to take steps to reach equilibrium.

Diff: 2

Section: 3.3
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114) Suppose that the price of gasoline has risen by 50%. What happens to a consumer's level of
well-being given he spends some of his income on gasoline? Diagram the impact of the
increase in gas prices in a commodity space diagram, and show the relevant indifference

curves.

Now, if the individual's income rises just enough so that his original consumption bundle
exactly exhausts his income, will the individual purchase more or less gasoline (this level of
income implies the consumer can afford his original consumption bundle)? Is the individual
better-off at the higher price level of gasoline with the higher income level or the original price
of gas and income?

Answer:

Diff- 2

\pBe,  \BC3 TNBC)
F .
g M/B M;/By M/B
Gasoline

Initially, the consumer is on budget constraint BC1, consuming g1 units of gasoline on
indifference curve I1, where M is the individual's income level and P1 is the price of
gasoline. If only the price of gasoline changes to P2, the horizontal axis intercept of the
budget constraint moves towards the origin. This is illustrated above by a movement to
the budget constraint BC2. On indifference I2, his level of satisfaction is lower than
before.

Now, if the individual's income increases just enough so that his original consumption
bundle exactly exhausts his new budget. However, the slope of the budget constraint
(BC3) that runs through his original consumption bundle is steeper due to the higher
price of gas. This also implies that his MRS is less than the ratio of prices. Thus, the
individual can attain a higher level of utility by purchasing less gasoline than g1. The
individual is better-off at higher prices and income than at original levels.

Section: 3.3
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115) Bobby is a college student who has $500 of income to spend each semester on books and
pizzas. The price of a pizza is $10 and the price of a book is $50. Diagram Bobby's budget
constraint. Now, suppose Bobby's parents buy him a $300 gift certificate each semester that
can only be used to buy books. Diagram Bobby's budget constraint when he has the gift
certificate in addition to his $500 income. Is Bobby better-off with the gift certificates?

Answer:

Books

BCa

50

Pizza

Without the gift certificate, Bobby's budget constraint is indicated by the line segment
from 10 books and 0 pizza to 0 books and 50 pizzas (labeled BC 1). With the gift
certificate that can only be used for book purchases, Bobby still cannot afford anymore
than 50 pizzas. However, he is guaranteed 6 books even if he spends all his money on
pizza. Since the price of books and pizza hasn't changed, the slope of his new budget
constraint is the same as the slope of the old budget constraint. The new budget
constraint is drawn above as BC2. Note that with the gift certificate, Bobby has an
expanded opportunity set and is guaranteed more of both goods no matter what his
original consumption choice on BC1 was. This implies that Bobby is strictly better-off
with the gift certificate.

Diff: 2

Section: 3.3
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116) Larry lives with his parents and enjoys listening to jazz. Because of his living arrangements,
his only expense is on jazz music. To earn money to buy new albums, Larry must work. Larry
has 16 hours per day he could spend listening to jazz or working. Each hour he works he
earns $6. Each album costs him $12. Diagram Larry's budget constraint for new jazz albums
and time spent listening to jazz. If Larry's parents require him to spend two hours per day
doing chores around the house, what happens to his budget constraint? Does the requirement
to do chores make Larry worse off?

Answer: Larry's budget constraints are indicated on the following diagram. Before his parents
require him to do chores, his budget constraint is BC1. After the requirement to do
chores, his budget constraint becomes BC2. Since the requirement to do chores

contracts his opportunity set and we see he no longer may choose an optimal bundle on
BC1, we know Larry is strictly worse off.

Albums

-
/

14 16

Hours listening to jazz

Diff- 2

Section: 3.3
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117) Roberta lives alone on a deserted island. She can spend her time gathering coconuts or
bananas. She has 16 hours available each day and can gather 4 coconuts in an hour or 8
bananas in an hour. Diagram Roberta's budget constraint. Given that Roberta's Marginal
Utility of bananas is always 25 and her Marginal utility of coconuts is always 100, what is her
optimal consumption? One day an individual from a neighboring island arrives by boat and
offers to exchange any number of fruits at a rate of 1 coconut for 1 banana. Diagram Roberta's
budget constraint at this exchange rate assuming she will now spend all her time gathering
bananas. Is Roberta better off? What does she consume?
Answer: Roberta's initial budget constraint is BC1 on the diagram below. Since Roberta's

indifference curves are always flatter than her budget constraint, Roberta will consume

all coconuts. Thus, she gathers and consumes 64 coconuts. When her neighbor arrives
and offers the exchange, her budget constraint becomes BC2. It is now optimal for her

to gather all bananas and exchange them 1 for 1 with her neighbor for coconuts. This
gives her 128 coconuts to consume. This brings her to the higher indifference curve I2.

Roberta is better off.
128f
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128
Bananas
Diff: 2
Section: 3.3
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118) Tammy and Tad's father has given each of them a debit card and allows each of them to use
the card to spend $500 each month. Tammy and Tad use their $500 to buy only CDs and
gasoline. In February, the price of a CD was $10 and the price of gasoline was $1 per gallon.
At these prices, Tammy purchased 45 CDs and 50 gallons of gas. Ted consumed 20 CDs and
300 gallons of gas. For the month of March, Tammy and Tad's father lost the records
indicating who had which debit card. From the bank statement in March, their father learned
that the price of a CD was $12 and a gallon of gas cost $0.80. The first debit card was used to
purchase 235 gallons of gas and 26 CDs. The second debit card was used to purchase 265
gallons of gas and 24 CDs. Using revealed preference theory, identify which card Tammy
must possess.

Answer:
CDs
NC
\.‘\ \\\‘
LoD
R \ \\_\
NN
¥ N
. N\
250 300 500 625
From the diagram, we see that point D is revealed preferred to point B. This implies
that Tad would not choose to consume at point B. Thus, we know that Tad must have
consumed at point C and has the second debit card. This means Tammy has the first
debit card.
Diff: 2
Section: 3.4
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119) Jane lives in a dormitory that offers soft drinks and chips for sale in vending machines. Her
utility function is U = 3SC (where S is the number of soft drinks per week and C the number of
bags of chips per week), so her marginal utility of S is 3C and her marginal utility of C is 3S.
Soft drinks are priced at $0.50 each, chips $0.25 per bag.

a. Write an expression for Jane's marginal rate of substitution between soft drinks and chips.
b. Use the expression generated in part (a) to determine Jane's optimal mix of soft drinks and
chips.

c. If Jane has $5.00 per week to spend on chips and soft drinks, how many of each should
she purchase per week?

Answer: a.
MRS —MUS
- MUC
3C _C
MRS=—=—
5 3 S
b.
The optimal market basket is where
Ps
MRS =—
Pc
Requires = % = %
C
—=2,C=2S
S

Jane should buy twice as many chips as soft drinks.

c.
Jane must satisfy her budget constraint as well as optimal mix.
Her budget constraint is:

I=PsS+PcC
where I = income
5.00 = .55 + .25C
But she must also satisfy C = 2S, the optimal mix. Substitute 25 for C into budget
constraint
5.00 = .55 + .25(2S)
5=.55+.55
5=5
Buy 5 soft drinks.
Substitute into either expression to obtain C
C=2S
C=2(5
c=10
Jane should spend her $5.00 to buy 5 soft drinks and 10 bags of chips.
Diff: 2
Section: 3.5
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120) An individual consumes products X and Y and spends $25 per time period. The prices of the
two goods are $3 per unit for X and $2 per unit for Y. The consumer in this case has a utility

function expressed as:
UX)Y)=.5XY  MUX=.5Y MUY = .5X.

a. Express the budget equation mathematically.
b. Determine the values of X and Y that will maximize utility in the consumption of X and Y.
c. Determine the total utility that will be generated per unit of time for this individual.

Answer: a.

The budget line can be expressed as:
I=PxX +PYyY
25=3X+2Y

b.

In equilibrium, maximizing utility, the following relationship must hold:
MUx MUy
"Px Py

In equilibrium
(0.5Y)/3 = (0.5 X)/2

2Y =3X,Y = (3/2)X

Thus the amount of Y to consume is 3/2 of the amount of X that is consumed. On the
budget line

25=3X + 2(%X)

25=3X + 3X = 6X

X =4.17 units per time period.

Y= %(4.17) = 6.25 units per time period.

c.
The total utility is
U(xy) =0.5(4.17)(6.25)
= 13.03 units of utility per time period.
Diff: 2

Section: 3.5
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121) Janice Doe consumes two goods, X and Y. Janice has a utility function given by the expression:

U = 4X0.5Y0.5,

2Y0.5 2x0.5
05 and MUy = ~05 The current prices of X and Y are 25 and 50, respectively.

So, MUx =
Janice currently has an income of 750 per time period.

a. Write an expression for Janice's budget constraint.

b. Calculate the optimal quantities of X and Y that Janice should choose, given her budget
constraint. Graph your answer.

c. Suppose that the government rations purchases of good X such that Janice is limited to 10
units of X per time period. Assuming that Janice chooses to spend her entire income, how
much Y will Janice consume? Construct a diagram that shows the impact of the limited
availability of X. Is Janice satisfying the usual conditions of consumer equilibrium while the
restriction is in effect?

d. Calculate the impact of the ration restriction on Janice's utility.

Answer: a.
I=PxX +PyY
750 = 25X + 50Y
b.
Optimal Combination:
P
MRS = X
Py
Y5
U X5
MRS =% _2 S
MUy 2 X5
Y5
Y
RS=—
MRS X
PXx_25_1
Py 50 2
E ing MRS PX
quating to P_Y
Y 1 1
X2 Y=
Janice should buy 1/2 as much Y as X.
Recall 750 = 25X +50Y

Substitute (1/2)X for Y
750 = 25 X + 50(1/2)X
750 = 25X + 25X

750 = 50X
X=15

Y = (1/2)X
Y = (1/2)(15)
Y=75

Janice should consume 7.5 units of Y and 15 units of X.
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750 = 25X + 50Y
X =10

750 = 25(10) + 50Y
500 = 50Y

Y=10

As indicated in the graph below, at Janice's optimal bundle with the restriction,

MUyx MUy
Px ~ Py

However, the ration restriction prevents her from doing so. Given the restriction, this is

the best Janice can do.

. This implies Janice should consume more X to increase utility.

v
4 . \
\\\ \\_
N \\_
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\\\\ \ \\\
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\\\\:
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T
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10 15
d.

Janice's utility without the restriction is: U(x =15, y =7.5) = 4(15)0-5(7.5)0-5 = 42 43.
Janice's utility with the restriction is: U(x =10, y = 10) = 4(10)0-5(10)0-5 = 40. The ration
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restriction results in a utility loss of 2.43 utils for Janice.

Diff: 3
Section: 3.5

122) Define the marginal rate of substitution. Using this concept, explain why market basket A is
not utility maximizing while market basket B is utility maximizing.

Clothing

Food

Answer: The marginal rate of substitution is the magnitude of the slope of an indifference curve.
It is the maximum amount of one good (clothing) that a consumer is willing to give up to
get another unit of another good (food). In an indifference curve diagram, MRS
measures the subjective value of the good on the horizontal axis in terms of the good on
the vertical axis. In this example, if the slope of the indifference curve through A were,
say, 5, the consumer would be willing to exchange 1 unit of food for 5 units of clothing.

The slope of the budget line, on the other hand, measures the market value of the good

on the horizontal axis in terms of the good on the vertical axis. In this example, the

indifference curve through A is steeper than the budget line, so the consumer's value of

good is greater than the market price. He would be better off if he bought more food.
Diff: 2

Section: 3.5
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123) The local mall has a make-your-own sundae shop. They charge customers 35 cents for each
fresh fruit topping and 25 cents for each processed topping. Barbara is going to make herself a
sundae. The total utility that she receives from each quantity of topping is given by the

following table:

Fresh Fruit Topping Processed Topping

# of Units  Total Utility  # of Units Total Utility
1 10 1 10
2 18 2 20
3 24 3 10
4 28 4 0
5 30 5 -10
6 28 6 -20
7 24 7 -30
8 18 8 -40
9 10 9 -50
10 -6 10 -60

a. What is the marginal utility of the 6th fresh fruit topping?

b. Of the two toppings, which would Barbara purchase first? Explain.

c. If Barbara has $1.55 to spend on her sundae, how many fresh fruit toppings and processed
toppings will she purchase to maximize utility?

d. If money is no object, how many fresh fruit toppings and processed toppings will Barbara
purchase to maximize utility?

e.  Which of the basic assumptions of preferences are violated by preferences shown in the
table above?

Answer: a.

Diff- 2

The marginal utility of the 6th fresh fruit topping is -2 utils (28 utils - 30 utils).

b.

Barbara will purchase the topping that provides the largest marginal utility per dollar
spent. The marginal utility divided by price for the first unit of fresh fruit topping is
10/.35. The marginal utility divided by price for the first unit of processed topping is
10/.25. Thus the first topping purchased will be processed (because 10/.25 > 10/.35).

c.

Barbara will continue to purchase toppings, one at a time, until she spends $1.55, by
always selecting the topping that provides the largest marginal utility per dollar spent.
Barbara will purchase 2 processed toppings first, followed by 3 fresh fruit toppings.

d.

If money is no object, Barbara will purchase an additional unit of each topping as long
as the topping provides a positive marginal utility. In this case, 2 processed toppings
and 5 fresh fruit toppings.

e.
The preferences used in this problem violate the assumption that consumers always
prefer more of a good to less.

Section: 3.5
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124) If MUa/Pa is greater than MUDb/Pb, and the consumer is consuming both goods, the consumer
is not maximizing utility. True or false. Explain.

Answer: True, when the consumer has maximized utility, the marginal utility per dollar spent on
each good purchased will be equal, and the consumer will be on her budget line. In this
case, the consumer should consume more a and less b.

Diff: 2

Section: 3.5

125) John consumes two goods, X and Y. The marginal utility of X and the marginal utility of Y
satisfy the following equations:
MUx =Y MUy =X.
The price of X is $9, and the price of Y is $12.

a. Write an expression for John's MRS.

What is the optimal mix between X and Y in John's market basket?
c. Johnis currently consuming 15 X and 10 Y per time period.

Is he consuming an optimal mix of X and Y?

Answer: a.
MU
MRS = ——X _ Y
MUy X
b.
Optimal mix of X and Y:
Px
MRS = o
y
Y 9
—=—=7
X 12 >
John should consume 0.75 times as much Y as X
c.
John's current mix is not optimal. He should consume 0.75 times as much Y as X,
rather than his current 0.67 Y for each X.
Diff: 2
Section: 3.5
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126) Natasha derives utility from attending rock concerts (r) and from drinking colas (c) as follows:

U(cr) = c9r.1

The marginal utility of cola (MUc) and the marginal utility of rock concerts (MUr) are given as

follows:

MUc = 9¢c--1r.1 MUr = .1¢.9r-9

a. If the price of cola (Pc) is $1 and the price of concert tickets (Pr) is $30 and Natasha's
income is $300, how many colas and tickets should Natasha buy to maximize utility?

b. Suppose that the promoters of rock concerts require each fan to buy 4 tickets or none at all.
Under this constraint and given the prices and income in (a), how many colas and tickets
should Natasha buy to maximize utility?

c. Is Natasha better off under the conditions in (a) or (b)? Explain your answer.

Answer: a.

Diff: 2

To maximize utility, Natasha (1) must be on her budget line, and (2) the marginal rate of
substitution must equal the ratio of the prices of the goods. The marginal rate of
substitution is equal to the ratio of the marginal utilities of the goods. Thus:

(1) ¢+ 30r =300

) MUc/MUr = (.9¢--11.1)/(.1¢.91--9) = Pc/Pr = 1/30

Solving these equations simultaneously for c and r yields ¢ =270 and r = 1.

b.

Without the 4 ticket constraint, Natasha would prefer to buy just 1 ticket. If required to
buy 4 tickets, Natasha would maximize utility by either buying 4 tickets and consuming
180 colas, or by buying zero tickets and consuming 300 colas. The utility function may
be used to determine which is preferred. In this case, Natasha will buy zero tickets and
300 colas.

c.
Natasha prefers (a) because constraining the choice set never leaves one better off. At
best it has no effect. Otherwise, the addition of a constraint leaves one worse off.

Section: 3.5
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127) The following table presents Alfred's marginal utility for each good while exhausting his
income. Fill in the remaining column in the table. If the price of tuna is twice the price of
peanut butter, at what consumption bundle in the table is Alfred maximizing his level of
satisfaction? Which commodity bundle entails the largest level of tuna fish consumption?

Marginal Rate
Bundle MU of peanut MU of tuna ; of
butter e
Substitution
A 0.25 241
B 0.31 1.50
C 0.42 0.84
D 0.66 0.33
Answer: M upb MUy
Bundle MRS = MUt MRS = Mupb
A 0.10 9.64
B 0.21 4.84
C 0.5 2
D 2 0.5
MU Py

The optimal bundle occurs where MRS =

MUpp

= 2. This implies that
Ppb p

commodity bundle C is the optimal bundle. The bundle that has the highest level of
tuna fish consumption is bundle D as the marginal utility of tuna is the lowest.

(Alternatively, the student could have defined MRS with the two goods reversed. In
that case the optimal bundle occurs where
MRS = MUpb/MUt = Ppb/Pt =1/2. In either case, the answer is the same.)

Diff: 2
Section: 3.5
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128) The following table presents Mary's marginal utility for each of the four goods she consumes
to exhaust her income. The price of Good 1 is $1, the price of Good 2 is $2, the price of Good 3
is $3 and the price of Good 4 is $4. Indicate the consumption bundle in the table that
maximizes Mary's level of utility.

Marginal Utilities
Bundles
Good 1 Good 2 Good 3 Good 4
A 0.21 0.06 1.76 0.59
B 0.22 0.54 0.56 0.18
C 0.17 0.34 0.51 0.68
D 0.20 0.46 0.61 0.27

MU MUy MUz MUy
~ Pp P3Py
we need a bundle such that MUy =2MUq. This only occurs at bundle C. In fact, the

marginal utility per dollar across all goods are equivalent for bundle C. Bundle C is the
optimal choice.

Answer: In equilibrium, we know that . Since Py =2P1, we know

Diff: 2
Section: 3.5

129) At commodity bundle A, which consists of only apples and oranges, Annette's marginal utility
per dollar spent on apples is 10 and her marginal utility per dollar spent on oranges is 8.
Diagram a representative budget constraint and indifference curve that that passes through
bundle A given Annette's budget is exhausted at bundle A. Is Annette maximizing utility?
Why or why not? If she is not, what could she do to increase her level of satisfaction?

Answer:

Oranges

Apples

Annette should buy more apples and fewer oranges to increase her level of satisfaction.
Diff: 2
Section: 3.5
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130) May enjoys spending her free time with her friends at the mall and solving problems from her
microeconomics text. She has 16 hours per week of free time. Diagram May's time constraint.

P

3(P)1/4 1(F)3/4 : . e
If MU= nha and MUp = niz where F is her time spent with friends at the mall and
P is her time spent working problems, how much time should May spend at each activity?

Answer: The time constraint is 16 =F + P.
Since the price of each activity is equivalent, May's optimal choice will be to set
the marginal utilities of each activity to be equal. Doing so will allow us to solve
for time spent with friends as a function of time spent working problems.

3(pYl/4  1(p)3/4 . .
MUF = nia =717p = MUp = F =3P. From May's time constraint, we know
that 16 = F + P. Substituting the optimal choice of F as a function of P into the time
P=4
traint gi 16 =4P .

constraint gives us I
Diff: 2
Section: 3.5

131) Suppose the table below lists the price and consumption levels of food and clothing during
1990 and 2000. Calculate a Laspeyres and Paasche index using 1990 as the base year.

Prices Consumption
Year
Food Clothing Food Clothing
1990 5.00 3.00 100 75
2000 6.25 3.35 110 87

Answer: The Laspeyres Index is calculated as follows:

F C
P F1990 +P 1990
2000 2000 _ (6.25)100 + (3.35)75 _ 87625

L= =1.209.
r C (5)100 + (3)75 725
P 1990F1990 + P 1990 C1990
The Paasche Index is calculated as follows:
F C
P 5000 F2000 + P 2000 €2000
pl— _(6.25)110 + 3.35)87 _ 97895 _ .,
O F C 3110+ @3)87 811 T
P 1990 F2000 + P 1990 €2000
Diff: 2
Section: 3.6
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132) Suppose that a consumer's increase in nominal income from the base year exceeds the inflation
level given by a Laspeyres cost of living index for their level of purchases
F C F C
P Fp+PCp P;F+PyCt
< . Show that this information implies that the consumer is

PLFp+ P Cy P pEp+ P Ch

strictly better-off as compared to the base year. (HINT: Use a revealed preference argument)

Answer: The information given above implies that

F C F C
Py Fp+ P Cyp P F+P/C

I
L= < :I—;<:>P5F5+P5Cb<Pth+PfCt. This
PLFy+P5Cy PhEy+ Py Ch

expression says that the commodity bundle purchased in the base period is affordable
in the new period. However, the consumer selected a more expensive bundle. Thus,
the new commodity bundle is revealed preferred to the base year commodity bundle.
Diff: 2
Section: 3.6

133) Suppose that a consumer's increase in nominal income from the base year is exceeded by the
inflation level given by a Paasche cost of living index for their level of purchases
Pth+P§:Ct Pth+PECt
< . Show that this information implies that the consumer is
P£Ft+ Pl():Ct P£Fb+ PECb

strictly worse-off as compared to the base year. (HINT: Use a revealed preference argument)
Answer: The information given above implies that
PFF+PCC PFF+PCC
S L R T . F. C
PI= > :I_b(:}Pbe+Pbe>prt+prt. This
P%;FH PbCCt P5F5+ Pl(?:Cb

expression says that the commodity bundle purchased in the new period was affordable
in the base period. However, the consumer selected a more expensive bundle in the
base year. Thus, the base year commodity bundle is revealed preferred to the new
commodity bundle.

Diff: 2

Section: 3.6
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134) Suppose that a consumer's increase in nominal income from the base year exceeds the inflation
level given by a Paasche cost of living index for their level of purchases
PfPt+PECt PfPt+PECt
< . Is this information enough to imply how the consumer's
P{;Fﬁ PIS:Ct P{;Fb+ PI(J:Cb

level of well-being has changed? (HINT: Use a revealed preference argument)

Answer: There is not enough information to determine the effect on the individual's level of
satisfaction. This can be shown as follows:

PFF+PCC PFF+PCC

A R T C F C
PI= < :I_b(:}Pbe+Pbe<Pth+prt.

ngt+PbCCt P5F5+P£Cb

The base year consumption bundle is not revealed preferred to the new commodity
bundle.

Diff: 3

Section: 3.6
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Chapter 4 Individual and Market Demand

1) As we move downward along a demand curve for apples,
A) consumer well-being decreases.
B) the marginal utility of apples decreases.
C) the marginal utility of apples increases.
D) Both A and B are true.
E) Both A and C are true.

Answer: B

Diff: 1
Section: 4.1

2) The change in the price of one good has no effect on the quantity demanded of another good.
These goods are:
A) complements.
B) substitutes.
Q) both inferior.
D) both Giffen goods.
E) none of the above

Answer: E
Diff: 1
Section: 4.1

3) The price of good A goes up. As a result the demand for good B shifts to the left. From this
we can infer that:
A) good A is a normal good.
B) good B is an inferior good.
C) goods A and B are substitutes.
D) goods A and B are complements.
E) none of the above

Answer: D

Diff: 1

Section: 4.1

4) An individual demand curve can be derived from the curve.
A) price-consumption
B) price-income
C) income-substitution
D) income-consumption
E) Engel
Answer: A

Diff: 1

Section: 4.1
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5) Which of the following claims is true at each point along a price-consumption curve?
A) Utility is maximized but income is not all spent.
B) All income is spent, but utility is not maximized.
C) Utility is maximized, and all income is spent.
D) The level of utility is constant.

Answer: C
Diff: 1
Section: 4.1

6) Which of the following is true regarding income along a price-consumption curve?
A) Income is increasing.
B) Income is decreasing.
C) Income is constant.
D) The level of income depends on the level of utility.

Answer: C
Diff: 2
Section: 4.1

7) Which of the following is true regarding utility along a price-consumption curve?

A) It is constant. B) It changes from point to point.

C) It changes only if income changes. D) It changes only for normal goods.
Answer: B
Diff: 2
Section: 4.1

8) The income-consumption curve

A) illustrates the combinations of incomes needed with various levels of consumption of a
good.

B) is another name for income-demand curve.

C) illustrates the utility-maximizing combinations of goods associated with every income
level.

D) shows the utility-maximizing quantity of some good (on the horizontal axis) as a
function of income (on the vertical axis).

Answer: C
Diff: 1
Section: 4.1

9) Which of the following pairs of goods are NOT complements?
A) Hockey sticks and hockey pucks
B) Computer CPUs and computer monitors
C) On-campus student housing and off-campus rental apartments
D) all of the above
E) none of the above

Answer: C

Diff: 1

Section: 4.1
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10) Which of the following goods has a low, but positive, income elasticity of demand?
A) furniture.
B) new cars.
C) health insurance.
D) all of the above
E) none of the above

Answer: C
Diff: 1
Section: 4.1

11) The curve in the diagram below is called

Clothing
(Units per |
Week)

What is this

curve?

Food
(Units per
week)
A) the price-consumption curve.
B) the demand curve.
C) the income-consumption curve.
D) the Engel curve.
E) none of the above

Answer: A

Diff: 1

Section: 4.1
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12) The curve in the diagram below is called:

Income

What is this

curve?

Food
Units Per
Week
A) the price-consumption curve.
B) the demand curve.
C) the income-consumption curve.
D) the Engel curve.
E) none of the above

Answer: D

Diff: 1

Section: 4.1

13) If an Engel curve has a positive slope
A) both goods are normal.
B) the good on the horizontal axis is normal
C) as the price of the good on the horizontal axis increases, more of both goods in
consumed.
D) as the price of the good on the vertical axis increases, more of the good on the horizontal
axis is consumed.

Answer: B

Diff: 1

Section: 4.1

14) Which of the following pairs of goods are substitutes?
A) Baseball bats and baseballs
B) Hot dogs and mustard
C) Computer hardware and software
D) Gasoline and motor oil
E) Owner-occupied housing and rental housing

Answer: E

Diff: 1

Section: 4.1
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15) When the income-consumption curve has a positive slope throughout its entire length, we can
conclude that
A) both goods are inferior.
B) both goods are normal.
C) the good on the vertical (y) axis is inferior.
D) the good on the horizontal (x) axis is inferior.

Answer: B
Diff: 2
Section: 4.1

16) Use the following statements to answer this question:
I. A price-consumption curve is derived by varying the price of asparagus. If the
price-consumption curve is an upward sloping straight line, the demand curve for asparagus
must be downward sloping.
II. Fred consumes only food and clothing. Fred's Engel curve traces out the utility
maximizing combinations of food and clothing associated with each and every income level.

A) Iand I are true. B) Lis true, and Il is false.
Q) Lis false, and Il is true. D) I and II are false.
Answer: B
Diff: 2
Section: 4.1

17) Consider two goods X and Y available for consumption. Assume that the price of X changes
while the price of Y remains fixed. For these two goods, the price-consumption curve
illustrates the

A) relationship between the price of X and consumption of Y.

B) utility-ma