ECON 1101-58 Fall 2004
Instructor: Sasha Vostroknutov

MIDTERM
2 hours
To answer the questions use the space provided
Make sure that all graphs are labeled properly

Notes:
You may leave your answers as fractions or irrational numbers.

If you need more room, use the back of the page. If you do use the back, please indicate
that you did.

Read each question carefully and be sure to answer all parts of every question.

YOUR NAME




QUESTION 1 (10 pts)
There are two people in the economy, John and George. They can produce only two
goods called X and Y. John has 10 hours and George has 6 hours of time. Maximum
amounts of each good they can produce are shown in the table:

Person\Product X Y
John 2 units/hour 7 units /hour
George 6 units/hour 3 units /hour

Data are production in units per person per unit of time.

a) Graph the Production Possibility Frontier of each person.

b) Suppose John produces 16 units of X and 14 units of Y. Is this production plan
efficient? Explain why or why not.

c) Who has Absolute Advantage in which good?

d) Who has Comparative Advantage in which good?




QUESTION 2 (13 pts)
Suppose there are two people in the economy: Tom and Jerry. Suppose there are two
goods: X and Y. A benevolent social planner has to distribute 15 units of X and 10 units
of Y between two people. You know that the utility of the bundle (x,y) where x is the
amount of good X and y is the amount of good Y is the following:
Tom: Utom(X,y) =X + 2y
Jerry: Ugerry(X,y) = 2X + 5y

a. Draw the indifference curves of Pat and Tim for the utility levels u =1,2,3. Do it
on two separate graphs.

b. Give an example of allocation, which is Pareto efficient but not Utilitarian
efficient. Explain in words why this allocation is such.



QUESTION 3 (13 pts)
Suppose that there is one good that can be consumed in integer quantities. You are given
the data on Q — number of units of the good; U — utility of the consumer and MU —
Marginal utility. Fill in the table (blank cells) and answer the questions below:

Q U MU
0 0 -
1 25
2 15
3 50

4 5
5 S7

a. Suppose the price of the good is $5 and the consumer consumes 5 units of the
good. Is his consumption optimal? Why or why not?

b. Graph the demand of the consumer.

c. Suppose the price of the good is $7. Calculate the consumer’s surplus.



QUESTION 4 (10 pts)
Consumer 1 has demand curve given by P= 100 - 6Q.
Consumer 2 has demand curve given by P=50 - 3Q.
a. Graph each consumer’s demand curve.

b. Find the aggregate demand curve and graph it.

c. What is the total consumer surplus when the price is P = 40?



QUESTION 5 (10 pts)
Consider the market for burritos on Twin Cities Campus. For each of the following
situations, clearly state what happens to equilibrium price and equilibrium quantity and
why. In each situation explicitly state your assumption about the relationship
between the mentioned goods. Although it may help you to draw a picture, it is not
required for full credit.
a. The price of subs goes down and the price of tortillas goes up.

b. More students come to Twin Cities Campus and the demand for yaks in Tibet
goes down.

c. A new study shows that burritos prolong life and more burrito places are open on
Campus.

d. A new study shows that pizzas are very bad for health and the wages of workers
in burrito places go down.



QUESTION 6 (10 pts)
Consider the market for cars. You observe that if a car costs $450, then 50 gallons of gas
are demanded and if a car cost $400, then 90 gallons of gas are demanded. If a car costs
$300, then 500 cars are supplied. If a car costs $500, then 600 cars are supplied.

a. Sketch a demand/supply diagram for the market for cars. Label the equilibrium
price and quantity on your diagram.

b. Calculate the Cross Price Elasticity of Demand for cars and gas. How are these
two goods related?

c. Suppose the price of gas decreases. Draw and label the effects of this shift on your
diagram from above (for cars). Label the new equilibrium price and quantity.
Explicitly state what happened to equilibrium price and quantity.



QUESTION 7 (10 pts)
Bob is a grad student. He likes two goods: beer and ice cream. Bob’s income is $200. The
price of one beer is $6 and the price of an ice cream is $5. You observe that Bob is
consuming 20 beers and 16 ice creams. You also observe that when Bob’s income falls to
$150 his consumption of beer drops to 10 and consumption of ice creams goes up to 18.
a) Draw Bob’s two budget constraints and mark the observed consumption bundles.

b) Calculate the Income Elasticity of Demand for ice cream.

c) Is beer normal or inferior good? Is ice cream normal or inferior? Explain.

d) Suppose that income stays at $200, but the price of beer goes up to $10. Will Bob
buy more or less ice cream?



QUESTION 8 (14 pts)
Suppose you are given the following data about the firm, which produces cars.

Qout | MR | VC
0 -
1 30 5
2 20 11
3 14 17
4 8 26
5 4 38

a. What is the optimal number of cars for this firm? Why?

b. Suppose you are given additional information that AFC = 5 when 5 units of
output are produced. What is the profit of the firm at the optimal Qoy?



QUESTION 9 (10 pts)
a. What is the result of government subsidies of gas in Iran? Do you think it is a
good policy or not?

b. What happened on the US Airline market after deregulation in 1978?
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