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MICROECONOMIC THEORY 

PRACTICE FINAL EXAM 

ANSWER GUIDE 

 

Question 1 
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First-order conditions:   
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Then from the budget constraint: 

if m
p
p

≥ 2
2

14
: 

  x p m
p
p1
2
2

1
24

( , ) =  

  x p m
m p x

p2
1 1

2
( , ) =

−
 

      =
−4

4
1 2

2

1 2

mp p
p p

 

if m
p
p

< 2
2

14
: 

  x p m2 0( , ) =  

  x p m
m
p1

1
( , ) =  



 2

That is, a corner solution if m
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Question 2 

(a) Calculate expected utility: 

  bababaEu +=+++= 9)64(
2
1)100(

2
1 2/12/1  

Calculate the certainty-equivalent wealth: 
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The risk premium is 
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The maximum insurance premium she is willing to pay is 
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(b) Write the problem as one where the agent chooses how much to save in period 1: 

   
s

max
  ))1(log(

1
1)log( 21 krsyksy −++⎟⎟

⎠

⎞
⎜⎜
⎝

⎛
+

+−−
ρ

 

Set r=ρ  and solve the problem to yield 
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Question 3 

(a) Profit maximization yields the factor demand 
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The supply function is 
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(b) The easiest solution method is to recognize that we have DRS, so output will be 

driven down to its minimum feasible level. Thus, aggregate output will be n. Set  
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and solve for p 
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Set this equal to one and solve for n 
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This is positive (and hence aggregate output is positive) iff  
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Question 4 

(a) The profit maximization problem for firm i is 
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The reaction function (first-order condition) for firm i is 
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Interpretation: the reaction function describes the profit-maximizing choice of output 

for firm i in response to an expectation of what other firms will produce.  It is 

downward-sloping with respect to output from other firms because higher output 

from other firms means that price will be lower, and hence, the profitability of output 

from firm i is reduced. 

 

In symmetric Nash equilibrium 
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Substitution into the reaction function for firm i yields 
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(b) Entry will drive profit to zero: 
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Thus, at Π( )n = 0 , 
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 This is a natural monopoly: 
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which is declining for all y.  Thus, efficiency requires only one firm.  However, that 

firm would need to be regulated or else its exploitation of monopoly power will 

distort the output choice away from its efficient level. 

 

 

Question 5 

(a) Agent i solves the following problem:  
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The first-order condition is a best-response function:  
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The sole-agent optimum is found by setting 0=−iX  in the BRF and solving for ix : 
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(b) In a symmetric Nash equilibrium, xxi ˆ=  i∀  and xnX i ˆ)1( −=− . Making these 

substitutions and solving yields 
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If 1=n  then 0ˆ xx = ; there is no externality if there is only one country. 

 
 


