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Economics 110 Spring 20160
Principles of Microeconomics Professor Schlesinger

Exam 2

Answer all 5 questions below. Each guestion is worth 20 points.
Answers must be written on the exam below. Scrap paper will be provided in class, but will not
be collected with your answers. You should show how you obtain your answers.

1. The price of hockey masks is $40 each, while the price of knives is $20 each. Suppose that
Jason’s marginal utility of hockey masks is constant, with MUp=10. That is, another hockey
mask always increases Jason’s total utility by 10. Jason also consumes knives. His total utility

from knives is given as follows: ~H°D leb\ ‘ M asks
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(a) Suppose that Jason already has 2 hockey masks and 2 knives. His friend Freddy offers to
give him another hocke sk or another knife as a gift. Which would Jason prefer and why?
@U = 10Q)

(b) Suppose that Jason owns no hockey masks and no knives, but that he goes to the store to buy
some of each. He has $100 to spend at the store. How many hockey masks and how many
knives will Jason buy and why? $

100
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2. Assume that consumers choose only between hamburgers and steaks for dinner. (Apologies to

my vegan friends.) Suppose that at current prices, hamburgers are an “inferior good,” meaning

that a small increase in dinner budgets would reduce the quantity of hamburgers demanded,

ceteris paribus. In other words, if consumers had more money to spend on dinner, they would

buy fewer hamburgers (at the current prices).

(a) Can steaks also be an inferior good (at the current prices)? Explain why or why not.
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(b) Suppose that dinner budgets remain the same, but the price of hamburgers rises, while the
price of steaks remains unchanged. Can we say whether the quantity of hamburgers demanded
will decrease? Be sure to explain how a substitution effect and an income effect play a role in
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3. Consider the adjacent diagram showing some
costs for a competitive firm in the short run.
Suppose that this firm achieves its highest profit
when output is Q* = 6. Total fixed cost is $100.
EXPLAIN each of your answers below.

(All credit is for your explanation.)
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(a) What is the price of this firm’s product?
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(b) Is this firm making a profit or a loss?
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(¢) Will the long-run equilibrium price in this market i ; ! lf i : * i >
be higher or lower than you price in part (a)? 2 4 5 8
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(d) Suppose that market conditions change and the new price for this firm’s product is P = $40.
In this case, how much output will the firm produce in the short run?
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4. Consider a firm making baskets. Suppose that straw can be purchased for $50 per bale. All
other inputs are fixed inputs. Total fixed cost is $300. Straw can only be purchased by the bale
(no partial bales). This is a firm in a competitive market, with an output price of $2 per basket
sold.

(a) Complete the following table.

(b) What is the profit-maximizing number of baskets to produce? Explain your answer.

Input Output Marginal Marginal MRC
(tons of straw) (baskets per day) | physical product | revenue product | e
0 I e T e -
1 100 140 200 st
2 200 100 2.00 So
3) €250 S0 | 06 50
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(c) Given your answer in part (b), determine the firm’s profit or loss. Explain your answer.
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5. Consider a perfectly competitive firm. Suppose that we are in a long-run equilibrium.
Note that the diagram is for short-run costs.

{a) Use the diagram to the right to illustrate the

current price (P*) and current output (Q*) for

this firm. In other words, show where P* and Q*

will be in this diagram. Be sure to explain your answer.
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(b) Neatly draw another diagram below, illustrating the
market supply and demand, for which the firm in part (a)

is in this market. Denote the market equilibrium price and
quantity by Py and Qu respectively, in your diagram. Explain
how Py and Qu compare to (bigger or smaller than) P* and Q* in part (a).
(Label your demand curve D, and your supply curve S, in your diagram.)
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(c) Now assume that good news about the product in this market causes a shift in the demand
curve. Let D, denote the new demand curve and draw it in your diagram for (b) above. Assume
that the level of output for this market has no effect on input prices. Explain why entry or exit of
firms will occur in the long run, and show how this will affect the market supply curve.
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