Final Examination, Fall 1999, Economics 310


Name:_______________________________________

Score: ________

Question 1. (10 points). Draw budget lines and indifference curves for a person with $20,000 of income who divides his income between apples and oranges. Assume the price of apples is $2 and the price of oranges in $3.

Suppose the person is consuming 3000 apples and the MRS of apples to oranges is 5. Show the person's indifference curve on your graph. 

True, false, uncertain. Explain and show graphically. The person could be better off by consuming more apples and less oranges. 
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Question 2. (30 points). John makes $40,000 per year which he spends on food and housing. Assume the price of food is $5 and the price of housing is $100. Draw John's budget line before and after taxes assuming that the income tax rate is 20%. Draw his indifference curve if he evenly divides his after tax income between food and housing. 

1. Suppose the price of food falls by 50%. Show the income and substitution effects of the change in price on you r graph is food is an inferior good.

2. If John reduces his consumption of housing by 100 units, what is the cross price elasticty? Are food and housing complements or substitutes. Show your  calculations below.

3. [image: image7.wmf]While watching the news one night, John sees a commercial featuring a candidate for president. The candidate promises to abolish the income tax and replace it with a national sales tax of 25% on all goods except food. Would John be likely to support this candidate? Show and explain on your budget line indifference curve graph. 

Question 3 (30 points) . Consider the graph below.

1. What is the price of capital and labor? Show your calculations below.

2. What is the value of Z? Explain how you arrived at your answer.

3. Draw iso cost curves and label the points on the iso-cost/iso-output graph which corresponds to points C and D on the unit cost curves. 

4. Would a firm ever produce at point D on the unit cost curve. Explain.  Depict such a situation (if it exists) on the industry supply and demand graph. 
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Question 4 (30 points). Consider the demand facing a price searching firm given below. 

1. Fill in the missing values. 

2. Suppose the good is produced at a constant marginal cost of $8.  What is the maximum potential profit the price searcher can earn from selling the good? Show the maximum potential profit on the graph below. 

3. If the firm uses a simple pricing scheme what price should it charge and how much should it produce? What profit will the firm earn? What will be the price elasticity of demand?
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4. Suppose the market demand for the good was actually the sum of the demand of two groups of consumers given on the next page. How could the firm use second degree price discrimination and a simple pricing scheme to increase it's profits? How much extra profit could the firm earn? Draw demand curves on the next page depicting such a scheme. Label the price charged, the quantity produced, and the profit earned on your graphs. 

5. What conditions are necessary for a firm to engage in a pricing scheme described in (4)? Explain the logic behind these conditions.

6. How much of the maximum potential profit will the firm realize under the pricing scheme in (4)? Could it earn a greater profit? How?
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