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Name:___________       

Score:____________

Multiple Choice:  20 questions worth 3 points each.  Please circle the letter corresponding to your answer for each question.  

1.  When the price of x is 7 and the price of y is 8, if you have an income of 52 which of the following (x,y) bundles is in the affordable set?

a. (0,8)

b. (3,4)

c. *(5,2)

a. (2,5)

2.  All of the following about utility are false except 

a. utility functions are a directly observable characteristic of people.

b. a utility level of 4 means that a person is willing to spend $4 on a good.

c. utility is a cardinal measuring system.

d. *utility is the pleasure people get from their economic activity.

3.  If a person has a constant MRS of ¾ and if the prices of the two goods are equal then the individual will 

a. spend 100% of income on x.

b. spend 75% of income on x.

c. spend 25% of income on x.

d. *spend 0% of income on x.

4.  If the price of all goods increases by the same proportion as income then the quantity of good x demanded will

a. decrease.

b. increase.

c. *not change.

d. will change by the same proportion.

5.  Tom purchases the (x,y) bundle (2,4) when Px=1 and Py=2.  If the prices were to change such that Px=2 and Py=1 then which of the following bundles might Tom optimally decide to purchase.

a. (1,7)

b. (2,4)

c. (4,2)

d. *none of the above

6.  When the price of one good changes there is an income effect because

a. one of the goods must be inferior.

b. *the price change represents a change in real income.

c. of the diminishing marginal rate of substitution.

d.   of the completeness of preferences.

7.  The substitution effect is defined as

a. the total change in the quantity demanded of good x caused by a change in the price of good x.

b. *the part of the change in quantity demanded resulting from a change in relative prices.

c. the total change in the quantity demanded of good x caused by a change in the price of good y.

d.   the part of the change in quantity demanded resulting from a change in income.

8.  Which of the following describes the completeness of preferences?

a. a is at least as good as a

b. More of everything is better.  

c. *Either a is at least as good as b or b is at least as good as a.

d. If a is preferred to b and b is preferred to c then a is preferred to c.

9.  Which of the following is false?

a. Preferences are transitive.

b. *Utility is cardinal.

c. Utility is ordinal.

d. More of a good can not make you worse off assuming “free disposal.”

10.  Assuming that Px=5 and Py=4, which of the following could be an optimal (x,y) bundle for the given utility function?

a. *(4,15) when u(x,y)= xy3
b. (4,6) when u(x,y)=min(2x,y)

c. (5,0) when u(x,y)=3x+4y

d.   (4,10) when u(x,y)=max(x,y)

11.  If bundles A and B lie on the same indifference curve, then

a. A>B.

b. *B~A.

c. B>A.

d. the two goods cost the same amount. 

12.  If a person’s utility is expressed by u(x,y)=x2y3 and they consume x=2 and y=2, then the person’s marginal utility from consuming additional x is 

a. 9

b. *32

c. 40

d. 72

13.  If good x and good y are perfect compliments then

a. u(x,y)= x+y.

b. at the optimum MUx/MUy = Px/Py.

c. *the proportion of Qx to Qy is independent of income and prices at the optimum.

d. there is no income effect associated with a price change.

14.  If u(x,y)=min(x,y) for a particular individual with an income of 30 who faces prices Px=1 and Py=1, then the result of Py increasing to Py=2 is

a. a substitution effect of 5.

b. *an income effect of 5.

c. a total effect of 15.

d.   an increase in maximum utility.

15.  The marginal rate of substitution yields 

a. the frequency with which a player can be substituted into a game.

b. the rate an individual is willing to trade one unit of x for one unit of y remaining at the same income level.

c. *the rate an individual is willing to trade one unit of x for one unit of y remaining at the same utility level.

d. the slope of the budget constraint.

16.  An individual’s demand curve

a. is the relationship between the price of the good and the quantity the individual   

desires at that price.

b. is derived from the individuals preferences and utility function.

c. will shift if income or the price of other goods change.

d. *all of the above

17.  Income elasticity of demand is defined as: 

a. *% change quantity / % change income

b. % change marginal utility / % change income

c. % change income / % change quantity

d.   % change income /% change price

18.  If X is a normal good and its price rises then

a. the substitution effect is negative but the income effect is positive

b. the substitution effect is positive but the income effect is negative

c. the substitution effect and the income effect are positive

d.   *the substitution effect and the income effect are negative

19.  If good x is normal and has an inelastic demand then which of the following would occur due to a 1% increase in Px?

a. Qx increases by less than 1%.

b. *Qx decreases by less than 1%.

c. Qx increases by more than 1%.

d. Qx decreases by more than 1%.

20.  When the cross price elasticity of two goods is positive the two goods are

a. normal.

b. *substitutes.

c. compliments.

d. Giffen.

Written Problems:  Three questions worth a total of 40 points.  Point values are indicated for each portion of the questions.  You must show all work to receive full credit.

WP #1 (16 points) Eva enjoys spending time playing volleyball (v) and studying economics (e).  In fact these are the only two things that bring her utility.  She has discovered that her utility is u(v,e)=v2e.  Since she sleeps for 6 hours that leaves her only 18 hours per day to divide between the two activities.  

If Eva spends 9 hours on each activity, how much utility is Eva receiving? (2 points)

U(9,9)=729

Sketch Eva’s current Indifference Curve.  (2 points)    

Since each hour Eva spends on an activity costs her one hour, we can say that Pv=1 and Pe=1.  What is the equation for Eva’s Budget Constraint? (2 points)

18=v+e

Include Eva’s BC on your graph above.  (2 points)

What is the optimal amount of time that Eva should spend on volleyball? On economics?  (2 points each)

v=(2/3)(18/1)=12

e=(1/3)(18/1)=6
Suppose a pill was developed that would allow Eva to stay awake for 24 hours without any side effects.  Now how many hours should Eva spend on economics?  (2 points)

e=(1/3)(24/1)=8
Is studying economics a normal good or an inferior good?  Explain (2 points)   

Normal! As I increased the quantity demanded of e increased.

WP #2  (18 points) Tusk likes to eat gators from Florida and volunteers from Tennessee.  Tusk’s preferences can be represented by the following function: u(g,v)=min(g,2v).  At the SEC (Store for Eating Competitors), Tusk noticed the following prices, Pg=$2 and Pv=$3.  Tusk recently received a gift from his uncle Reynold of $63.

What is the optimal number of gators and volunteers that Tusk should eat?  (1 point each)

Use g=2v and 63=2g+3v.  Solution: g=18,v=9

The NCAA is considering imposing a tax on gators of $1.  If this tax goes through what will be the resulting loss in utility to Tusk?  (2 points)

u() before tax is 18=min(18,2*9). 

After tax bundle is g=14,v=7 (Found from g=2v and 63=3g+3v).  
Therefore after tax utility is 14=min(14,2*7).

Utility loss is 18-14=4.

As Tusk’s friend you are concerned about how this will impact Tusk’s consumption.  Graph the substitution and income effects associated with this price change.  (4 points).

Calculate the substitution and income effects.  (2 points each)

SE=0
IE=4

WP #2 continued

How much additional money would Tusk need his uncle Reynold to give him to be as well off after the tax as he was before the tax? (2 points)

After tax, Tusk wants to still receive utility =18.  Hence, Tusk needs to be able to buy g=18 and v=9.  This would cost 3*18+3*9=81.  So Tusk needs 81-63=14.

How much money would Tusk be willing to pay the NCAA to avoid the tax? (2 points)

If tax is implemented then utility=14.  To have utility =14 with old prices, Tusk needs to be able to buy g=14 and v=7, which costs 2*14+3*7=49.  So Tusk would give up 63-49=14.

How much money will the NCAA collect if the tax is implemented? (2 points)  

 With the $1 tax 14 units are purchased so the NCAA will collect 1*14=14.

WP #3.  (8 points)  Explain why recipients of programs like food stamps or money for college may not increase spending on these activities by as much as the amount given to them by the program administrators.  

The key to answering this question is realizing that program participants might chose to use money they were originally spending on the good the program administrators want purchased to purchase other items.  Essentially such transfers are represented by an outward shift of the budget constraint with a truncation of the amount that can be spent on non-program items.    
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1.  For which of the following utility functions are x and y perfect compliments?

a. u(x,y)=x+y

b. *u(x,y)=min(x,y)

c. u(x,y)=x2+y2
d. u(x,y)=xy

2.   Suppose an individual’s MRS is 2.  Also, suppose that Px=1 and Py=0.25.  In order to increase utility this person should 

a. buy more x and less y if possible.

b. *buy more y and less x if possible.

c. buy less of both goods.

d. continue with current consumption regardless.

3.  All of the following indifference curves do not violate monotonicity except

      a.  *

b.  


c.


d.




4.  Which property of preferences is not required for the existence of a utility function?

a. transitivity 

b. *monotonicity

c. completeness

d. reflexivity

5.  The term homogeneity as applied in class is demonstrated by which of the following?

a. As the price of good x decreases more of good y can be purchased.

b. The income and substitution effect exactly offset each other.

c. *If income and prices double then the affordable set remains unchanged.

d. Everybody in the economy has the same utility function.

 6.  An inferior good is defined as a good that the quantity demanded decreased as 

a. *income rises.

b. price rises.

c. income falls.

d. price falls.

7.  Demand is 

a. the quantity desired at a particular price.

b. the amount of the good people are entitled too.

c. the level of quantity that maximizes utility.

d. *the relationship between quantity demanded and price.

8.  If a person has a utility function for three goods given by u(x,y,z)=x3y2z8 then which of the following prices would they prefer to face?

a. *Px=2, Py=2, and Pz=1

b. Px=4, Py=4, and Pz=2

c. Px=3, Py=3, and Pz=3

d. cannot determine

9.  The substitution effect is 

a. always equal to the total effect for perfect substitutes.

b. always equal to the income effect for perfect substitutes.

c. *the portion of the total change that is due to a change in relative prices.

d. none of the above.

10.  An increase in the quantity demanded is represented by

a. an outward shift of the demand curve.

b. an inward shift of the demand curve.

c. *a movement along the demand curve.

d. Both a & c.

11.  Suppose your utility is u(x,y)=xy2.  If the price of good x doubles and I gave you enough money to buy your original optimal bundle then now  

a. you should buy more x than in the original bundle.

b. you should buy the same amount of x as in the original bundle.

c. *you should buy less x than in the original bundle.

d. the direction cannot be determined without knowing income.                     

12.  If Income=20 while Px=5 and Py=4 then 

a. the budget constraint is 20=4x+5y.

b. the (x,y) bundle (2,3) is in the affordable set.

c. *the optimal (x,y) bundle could not be (3,1).

d. none of the above.

 13.  If demand is elastic then a 1% drop in price will cause

a. more than a 1% drop in quantity.

b. *more than a 1% increase in quantity.

c. less than a 1% drop in quantity.

d. less than a 1% increase in quantity.

14.  If a person has preferences expressed by u(x,y)=xy, then if the person has an income of 60 and faces prices Px=10 and Py=5 the person will choose to purchase which of the following (x,y) bundles?

a. (6,3)

b. (0,12)

c. (4,4)

d. *(3,6)

15.  When the price of a good decreases, the income effect is

a. *negative for Giffen goods.

b. negative for substitute goods.

c. negative for normal goods.

d. is zero for a Giffen good. 

16.  An increase in an individual’s income without changing relative prices will

a. rotate the budget constraint about the intercept for the good with the price change.

b. shift the indifference curve outward.

c. *shift the budget constraint outward.

d.   have no effect on the optimal bundle.

17. Assuming a Cobb-Douglas utility function such as u(x,y)=x4y19, as an individual moves to the northwest along her indifference curve, the amount of good x a person is willing to give up for one unit of good y

a. increases. 

b. does not change.

c. *decreases.

d. changes to a negative number.

18.  Two goods, x and y, are substitutes if 

a. an increase in Px causes less y to be purchased.

b. *a decrease in Py causes less x to be purchased.

c. a decrease in Px causes less x to be purchased.

d. an increase in Py causes more y to be purchased.

19.  If the cross price elasticity of two goods is negative then

a. *the goods are compliments.

b. the goods are substitutes.

c. the goods are normal.

d. the goods are inferior.

20.  The slope of the budget constraint is

a. the ratio of the prices.

b. the ratio of marginal utilities.

c. *the negative ratio of the prices.

d. the negative ratio of marginal utilities.

Written Problems:  Three questions worth a total of 40 points.  Point values are indicated for each portion of the questions.  You must show all work to receive full credit.

WP #1 (16 points)  I recently met Bo, a bow hunter who enjoys hunting for small mammals and fish.  (Yes, fish.  I also learned that there are even bow fishing tournaments.)  Bo is skilled at hunting small mammals and hence finds it less challenging.  From an extended conversation with Bo, I have surmised that his utility from hunting is given by u(m,f)=max(3m,5f) where m and f represent the number of mammals and fish that Bo captures.     

On a recent trip he caught 2 mammals and 3 fish. 

How much utility did Bo receive form this activity? (2 points)

u(2,3)=max(3*2,5*3)=15

Graph Bo’s Indifference Curve through this point.  (2 points)

Suppose that Bo has to pay $2 for each mammal and $4 for each fish he captures.  If he only has $20, what is the equation for Bo’s Budget Constraint? (2 points)  

20=2m+4f

Draw Bo’s BC on your graph above.  (2 points).

What is the optimal (m,f) bundle that Bo should choose?  (4 points)

Since u() is a max, Bo will pick one of the corners of the BC.

u(I/Pm,0)=u(10,0)=30

u(0,I/Pf)=u(0,5)=25 

optimal is 10=m and 0=f since 30>25

If the price of small mammals increases to $4, what is the optimal (m,f) bundle? (2 point)

Since u() is a max, Bo will pick one of the corners of the BC.

u(I/Pm,0)=u(5,0)=15

u(0,I/Pf)=u(0,5)=25 

optimal is 0=m and 5=f since 15<25

Are capturing fish and small mammals compliments or substitutes?  Explain (2 points)   

    
Substitutes!  As Pm increase the quantity demanded of fish increases. 

WP #2  (18 points) Tusk likes to eat gamecocks from South Carolina and bulldogs from Georgia.  Tusk’s preferences can be represented by the following function: u(g,b)=g+b.  At the SEC (Store for Eating Competitors), Tusk noticed the following prices, Pg=$1 and Pb=$2.  Tusk recently received a gift from his uncle Reynold of $60.

What is the optimal number of gamecocks and bulldogs that Tusk should eat?  (1 point each)

Since g and f are perfect substitutes, Tusk will pick one of the corners of the BC.

u(I/Pg,0)=u(60,0)=60

u(0,I/Pb)=u(0,30)=30 

optimal is 60=g and 0=b since 60>30

The NCAA is considering imposing a tax on gamecocks of $2.  If this tax goes through what will be the resulting loss in utility to Tusk?  (2 points)

Utility before tax is 60. 

After tax optimal bundle is (0,30) and the resulting utility is 30. 

The loss in utility is 60-30 =30.
As Tusk’s friend you are concerned about how this will impact Tusk’s consumption.  Graph the substitution and income effects associated with this price change.  (4 points).

Calculate the substitution and income effects.  (2 points each)


SE=60


IE=0
WP #2 continued 

How much additional money would Tusk need his uncle Reynold to give him to be as well off after the tax as he was before the tax? (2 points)

After tax, Tusk wants to still receive utility =60.  Hence, Tusk needs to be able to buy g=0 and b=60.  This would cost 3*0+2*60=120.  So Tusk needs 120-60=60.

How much money would Tusk be willing to pay the NCAA to avoid the tax? (2 points)

If tax is implemented then utility=30.  To have utility =30 with old prices, Tusk needs to be able to buy g=30 and b=0, which costs 1*30+2*0=30.  So Tusk would give up 60-30=30.

How much money will the NCAA collect if the tax is implemented? (2 points)  

With the $2 tax 0 units are purchased so the NCAA will collect 2*0=0.

WP #3 (8 points)  Upon graduation you begin work at a company producing good x.  Your new boss comes to you and says “The people who make good y have lowered their price.  I also know that people’s incomes are becoming smaller since the economy is in a slow down.  Therefore, I think we need to cut back on our production.”  Explain to your new boss what kind of issues need to be considered before implementing such a strategy.  

The keys to answering this question is to discuss that the impact on the demand for good x will depend on 1) whether or not goods x and y are compliments or substitutes and 2) whether or not good x is normal or inferior.  
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