Econ 119: Principles of Economics
Name_________________________________________
Exam 1        Fall 2006      October 9, 2006
I.  Multiple Choice.  One point each.  Choose the BEST answer.
1. When there is one factor that is equally productive in both goods, the production possibilities frontier is 
A.  a straight line
B.  bowed away from the origin
C.  bowed towards the origin
D.  upwards sloping

2. To determine comparative advantage, one should calculate the 
A.  The y-intercept of the production possibilities frontier of each person. 
B.  The x-intercept of the production possibilities frontier of each person. 
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C.  The opportunity cost of each person. 
D.  The absolute advantage of each good.
3. In the graph on the right, which point would give the highest utility if both goods were good?
A.  A
B.  B
C.  C
D.  D
E. Can't tell without knowledge of preferences.

4. Which of the following is FALSE?
A.  Indifference curves are downwards sloping when both “goods” are “bads.”
B.  Indifference curves can cross if one of the goods is good and the other is a bad.
C.  Indifference curves are usually bowed towards the origin.
D.  The slope of the indifference curve is the marginal rate of substitution.
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In the graph on the right, the gain to producers from a tariff is

A. L+M+Q
B. R
C. J+L+R
D. L
6. In the graph on the right, consumer surplus in free trade is

A. I+J+K+L+M+N+Q
B. I+J+L
C. I+J+K
D. I
7. The cross-price elasticity of eggs and bacon is
A.  negative if the two goods are substitutes.
B.  negative if the goods are complements.
C.  positive if both goods are normal.
D.  negative if both goods are inferior.
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8. When taxing an inelastically demanded good,
A.  The price to consumers rises less than the price to suppliers falls.
B.  The tax burden is equally distributed between suppliers and consumers.
C.  Consumers bear most of the tax incidence.
D.  Producers bear most of the tax incidence. 

9. When your wage falls, you will:
A.  Work less if the substitution effect is greater than the income effect.
B.  Work more if the substitution effect is greater than the income effect.
C.  Work more if leisure is inferior.
D.  Work the same amount.
10. If the income elasticity of sweatshirts is 0.5, then
A.  sweatshirts are inferior.
B.  sweatshirts are a necessity.
C.  sweatshirts are a luxury.
D.  sweatshirts are normal.
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If Tom Hanks is alone on an island and only consumes fish and water,
A.  his PPF determines his consumption.
B.  he is neither a producer nor a consumer.
C.  he can shift his PPF by consuming more fish than water.
D.  his PPF will shift out if he discovers new resources.
12. In the graph on the right, PX will:
A.  cause a shortage if PX is a price floor.
B.  cause a surplus if PX is a price floor.
C.  will cause a shortage if PX is a price ceiling.
D.  will cause a surplus if PX is a price ceiling.

13.  Consider this situation:
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In the graph on the right, which of the changes in prices best describes the market for faculty as described in this cartoon?

A. From A to B.

B. From B to C.

C. From C to B.
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D. From B to A.

14.  “Ceterus Paribus” means we assume

A. the demand curve slopes downward.
B. the supply curve slopes upward.
C. factors besides those under consideration do not change.
D. the competitive equilibrium is the most efficient.
15.  If you observe an increase in quantity and a drop in price, the most likely explanation is 
A.  an increase in demand.
B.  an increase in supply.
C.  a decrease in demand.
D.  a decrease in supply.

II.  Short Answer (5 pts each)

16.  Using indifference curves and budget constraints, derive the demand curve.
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To derive the demand curve, one needs to understand the effects of a price change on the consumption point.  If the relative price of pizza were to fall, the price line would pivot: the x-intercept would move to the right.  As a result, consumers would both buy more pizza and be better off.  To derive the demand curve, you just connect the point that represents the first price and quantity (before the price change) and the point that represents the second price and quantity (after the price change).  At a lower price, consumers buy more, which is the essence of the demand curve.  
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17. Explain the difference between positive and normative analysis. 

Put simply, normative analysis tries to determine how something ought to be, whereas positive analysis attempts to determine how something is.   Normative analysis relies more on values, while positive analysis relies more on observation.  "Men receive higher wages than women" is a positive statement in the sense that it can be shown to be true with data.  "Men and women should receive the same wages" is a normative statement in that it is the result of the application of values and opinions.

It is important to distinguish between things that are statements of fact and those that are opinion.  Opinion statements are generally about “good” or “bad.”  Positive statements may be about opinions.  “I like ice cream” is a positive statement.  “Ice cream is good” is a normative statement.  “You should like ice cream” is a normative statement, but “You think ice cream is nasty” is a positive statement.
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18.   Explain how to calculate the price elasticity of demand using the midpoint method.  Why is it important to use the midpoint method?
Elasticity is defines as the percent change in quantity divided by the percent change in price.  The mid-point method is when you use the midpoint of the initial and final levels when calculating the elasticity.  By using the mid-point you can avoid the problem of inconsistent results that arise from using the difference and the initial level.  If you simply divide the difference by the initial level, you will find that you get different results depending on whether you moved from point A to B, or from point B to A.  To use the midpoint method you would take (Q2-Q1)/((Q1+Q2)/2) rather than simply taking (Q2-Q1)/Q1.  The same applies for the change in price.
III.  Problem Solving (15 points each)

19. On Sept 20, 2006, the U.S. Department of Agriculture (USDA) issued this report:
To date, 146 cases of illness due to E. coli infection have been reported to the Centers for Disease Control and Prevention (CDC), including 23 cases of Hemolytic Uremic Syndrome (HUS), 76 hospitalizations, and one death. Illnesses continue to be reported to CDC. This is considered to be an ongoing investigation.   … FDA advises consumers to not eat fresh spinach or products that contain fresh spinach until further notice. Fresh spinach includes bagged spinach, spinach in a clamshell, and loose spinach purchased from retail establishments such as supermarkets, restaurants and farmers' markets.

a) Using a graph of the spinach market (initially in equilibrium), illustrate the effects of the USDA's report on price and quantity of spinach.  Explain.
b) Using a graph of the kale (a leafy green substitute for spinach) market (initially in equilibrium), illustrate the effects of the report on the price and quantity of kale.  Explain.

c) In terms of welfare, who loses more because of the change you describe in part a, consumers or producers?  What does your answer depend on?

a) There is nothing in the report describing a change in supply. I would think that consumers might change their preferences after reading this report, and that they would want to buy less spinach at every price.  Therefore, demand would shift to the left.  This would initially create a surplus.  Eventually, prices would fall and the quantity traded would fall.  The new P and Q would be lower than at the initial equilibrium. 


Use this page if necessary.

b) There is nothing in the report describing a change in supply. If kale is a substitute for spinach, then people would increase their demand for kale as they shifted away from spinach.  The important thing here is to remember that the change in the price of spinach was a result of the change in preferences away from spinach.  Since the kale market is responding to a change in demand for spinach, rather than simply the price of spinach, demand for Kale goes up rather than down.
c) Who gains or loses more when demand falls depends on elasticity.  When demand is elastic (holding the intercept constant), the price is higher but the surplus is lower.  A fall in demand in this case would cause supplies to lose more in absolute terms than the consumers.  When demand is relatively inelastic (holding the intercept constant), the price is lower but consumer surplus is higher.  A fall in demand causes consumers to lose more than producers in absolute terms.  Interestingly, in percentage terms, consumers and producers lose the same amount regardless of elasticity.
Graphs help illustrate this point.  


[image: image2]
The fall is producer surplus is greater than the fall in consumer surplus (in absolute terms) when demand is elastic.

20.  Suppose the government decided to tax pet food with a tax of 3.  If the supply of pet food can be described by Qs = 2Ps, and the demand for pet food can be described by Qd = 12 - Pd, answer the following questions.

a) What is the equilibrium price and quantity before the tax?

b) What is the CHANGE in total welfare from the tax?
c) What is the amount of tax revenue paid by suppliers?

a) First, draw a graph.  Second, find the other two equations.  Then just solve for P* and Q*.
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b) The change in total welfare is just the dead weight loss (area A+B).  This is just 
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But we need to find Qt first.  
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Therefore, 
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c) The amount of tax revenue paid by suppliers is just area C on the graph above.  The area of C is (P*-Ps)(Qt) = (1)(6) = 6.
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