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      DURATION: 2 HOURS
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STUDENTS MUST COUNT THE NUMBER OF PAGES IN THIS EXAMINATION PAPER BEFORE BEGINNING TO WRITE, AND REPORT ANY DISCREPANCY IMMEDIATELY TO THE INVIGILATOR.

THIS QUESTION PAPER HAS 3 PAGES.

_____________________________________________________________
GENERAL INSTRUCTIONS:  Do all parts of all questions on this exam. Each diagram that you wish marked must be carefully labeled and explained, and no smaller than 1/2 page.  

1. (40) Each of the following statements is either true or false.  State which, and justify your

choice in no more than one page, double-spaced.  Your answer should include a definition of any term that appears in italics, and any other term you think needs a definition.  Each is worth 10 marks.

a) In a dominant strategy equilibrium in a two player game, each player’s strategy is independent of the strategy chosen by the other player.

b) Consider a two person exchange economy.  Jasmine has 5 kg of apples and 6 kg of pears, while Cameron has 10 kg of apples and 7 kg of pears.  Any allocation of apples and pears to the two individuals on the contract curve for this economy is Pareto optimal.

c) At Fomoco, the marginal products of inputs 1 and 2 are 5 and 10, respectively.  The unit price of input 1 is $30, and the unit price of input 2 is $15.  Fomoco is using a cost minimizing input bundle.

d) Zooleks are produced using three inputs.  The production function for zooleks is given by 
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, where z denotes units of output and inputs are 
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.  This production function has constant returns to scale.

    2.(30) Elisabeth spends all her money on two goods, x and y.  A unit of good x costs $2, and a unit 


       of good y costs $4; she has a total income of $100.

a) (4) Sketch Elisabeth’s budget set; use at least ½ page for your diagram, and put x on the horizontal axis.  What is the slope of her budget line?

 Elisabeth’s utility function over the two goods is given by U(x,y)=xy.   Given the budget set        

 above, she purchases 25 units of good x and 12.5 units of good y. 

b) (5) In the diagram above, label this bundle as B and sketch Elisabeth’s indifference curve through it.  What conditions are satisfied at this bundle?

continued on page 2

Suppose that Elisabeth is a utility-maximizer.  Let the unit price of good y fall to $2, with the price of good x and Elisabeth’s income constant.

c) (3) In the diagram in part (a), sketch Elisabeth’s new budget set.

d) (4) What bundle will Elisabeth choose to purchase now?  Briefly explain why – verbally or algebraically; identify this bundle in your diagram as point C.

e) (3) How much of good y must Elisabeth receive to be willing to give up a unit of good x at bundle C?  Explain your reasoning.

f) (6) In a new diagram (also at least ½ page), identify the income and substitution effects of the price change on good x.
g) (5) Are goods x and y inferior goods for Elisabeth?  How do you know this?

3.(40)The market demand curve for frozen yogurt cones in Cochrane is given by 


[image: image3.wmf]2002

Qp

=-


where Q is total number of cones per week and p is the price per cone.

a) (2) Sketch this demand curve, using at least 1/2 page for your diagram.  

Frozen yogurt cones are produced with a fairly simple technology, so total cost for a firm producing q cones per week is 
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b) (4) Does this equation describe short run or long run costs?  Explain your 

reasoning.

c) (3) Derive the average and marginal cost curves for this firm, and sketch them in a separate diagram.

In the summer of 2004 there was one firm producing frozen yogurt cones in Cochrane.

d) (8) Solve for the market equilibrium in 2004.  Identify this equilibrium in your diagram in part (a); label it point M.

e) (8) In your diagram in part (a), identify the consumer and producer surplus in this market.  What is meant by these terms?

This spring, a second firm entered the market, using the same technology, and the two firms act as Cournot duopolists.  The market demand curve is unchanged.

f) (4) Under this market structure, what is the equation of the demand curve of firm 1?  Briefly explain why this is correct.

g) (5) Do you predict that the market price(s) and quantity under Cournot duopolists will be higher or lower than those in 2004?  Briefly explain why. [Note: you are not required to calculate the equilibrium, but rather to give a verbal answer.]

continued on page 3

It is predicted that by 2010 this market will be "perfectly competitive".  The demand curve facing a perfectly competitive firm differs from the demand curve in part (f).

h) (6) Briefly, explain this difference, and indicate how this difference affects the efficiency of the market outcome under perfect competition.  

the end
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GENERAL INSTRUCTIONS:  Do all questions.  Each diagram that you wish marked must be clearly and carefully labeled and explained.  

THIS EXAMINATION HAS 2 PAGES.

Part A: (30) Each of the following statements is either true or false.  State which, and justify your choice in no more than one page, double-spaced.  Your answer should include a definition of any term that is underlined, and any other term you think needs a definition.  DO ALL PARTS IN THIS QUESTION; each is worth 10 marks.

a) If the ratio of the marginal product of capital to the marginal product of 

labor is 3, and the price of labor is one-third the price of capital, then a cost-minimizing firm should use more capital and less labor.

b)  For the game below,  (up, left) is a Nash equilibrium.

	
	
	Player 2
	

	
	
	Left
	Right

	Player 1
	Up
	(4, 6)
	(7,2)

	
	Down
	(5, 3)
	(1, 4)


c) If the (inverse) demand curve for avocados is perfectly vertical, then an 

     per unit tax on avocados will be paid entirely by consumers.

Part B: (80) do all questions in this section.

2. (30) Jason has preferences defined over novels (good x) and DVD’s (good y) described by the utility function 
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.  He has income of $1200;  novels cost $10 each, while DVD’s are priced at $15.

a) (3) Sketch his budget constraint.

b) (7) What two conditions are satisfied at Jason’s optimal consumption bundle?  What is this bundle?

(question continued on other side of page)

Suppose the price of DVD’s increases to $20, while the price of novels is unchanged.

c) (3) In your initial diagram, draw his new budget constraint, and identify his new optimal bundle.

d) (5) How does Jason’s MRS of novels for DVD’s compare at your answers to (b) and (c)?

e) (8) On your diagram, identify the income and substitution effects of the change in the price of DVD’s on the quantity of DVD’s Jason purchases.  Briefly explain what each effect measures.

f) (4) Which effect is responsible for the change in the MRS?  Why?

3. (35) A San Francisco supervisor called for a tax to be imposed on grocery store bags, and collected from the stores.  He said he never intended that this surcharge be passed on to consumers.  With the aid of diagrams, discuss the conditions on cost functions and market structure under which some or all of this surcharge would be passed on.

4. (15) Consider an exchange economy with two agents, Arnold and Ben, and 

two goods, X and Y.  Arnold's utility function is 
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, while Ben's utility function is 
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; subscripts denote the individual's own consumption bundle.  Suppose Arnold's initial endowment is 
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a) (3) Illustrate this economy in an Edgeworth box.  Label the endowment point E.

b) (5) What is meant by "the contract curve"?  Sketch it in your diagram.

c) (7) Given the initial endowments, would it be possible for Arnold and Ben to trade to the point where 
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?  Explain why or why not.

THE END
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