	Temple University

Department of Economics

Economics 52
Principles of Microeconomics

2nd Hour Exam

Directions:  You have 50 minutes to complete this exam.  You must do all parts.  Write your answers on the exam.  Your work must be your own; you may neither give nor receive help.  This is a closed book exam.


Name: ______Key_____________________________  

Problem ( 40 points ) In this problem you will be considering the consequences of the power to set prices.  It is important that you draw the required diagram carefully to help you keep things straight as you work through the questions.

Through the use of a consumer survey the marketing staff of the Acme Baking Company has reported to Al Forno, the president of the company, that the demand curve for their cranberry scones is given by 

P = 200 – Q.

The accounting department reports that fixed costs for the enterprise are $600 and that the marginal cost of making scones is given by 

MC = 20 + ½ Q

(a) What is the marginal revenue function for Acme Baking?

MR = 200 – 2 Q
(b) What output should the baking company choose in order to maximize profits?

200 – 2Q = 20 + ½ Q

180 = 5/2 Q

Q = 360/5 = 72
(c)  What price should the company charge for its scones? 
P = 200 – Q = 128 
(d) In the space below draw a graph that includes Acme’s demand curve, its marginal revenue curve, its marginal cost curve, and the profit maximizing price and quantity. Be sure to label the axes.
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(e) What is consumer surplus?

CS = ½ (72)(200-128) = 2592
(f) What is total revenue for Acme at the price and quantity you found in your earlier answers?

TR = PQ = 128(72) = 9216
(g) What are total variable costs for Acme Baking at the output you found in your earlier answer?

TVC = area under MC from 0 to 72. MC at Q=72 is 56.
TVC = 20(72) + ½ (72)( 56 – 20 ) = 2736
(h) How much profit is earned by Acme Baking at the price and quantity you found in your earlier answer?

Profit = TR – FC – TVC = 9216 – 600 – 2736 = 5880
(i) The public utilities commission determines that Acme Baking should be required to choose output such that P = MC.  If Acme is compelled to do this what will be the price and quantity that they choose?

20 + ½ Q = 200 – Q
180 = 3/2 Q

Q = 360/3 = 120

P = 200 – 120 = 80
(j) What is consumer surplus when the utilities commission requires that Acme produce where P=MC?

CS = ½ ( 200 – 80 )(120) = 7200
(k) The public utilities commission is decommissioned by a ‘business first’ government, and it is announced that firms may practice perfect price discrimination.  If Acme is able to practice perfect price discrimination what quantity will they choose to produce?

Q = 120
(l) When Acme is practicing perfect price discrimination what is consumer surplus? 

Zero, zip, nada. Acme appropriates it all.
Essay ( 10 points ) Your answer to this question will be graded on the basis of its substantive content.  It will also be graded on the basis of your spelling, grammar and syntax.  Finally, if I can’t read it, then I can’t grade it; write legibly.

Since the 1890’s the United States has passed a number of laws meant to prevent the accretion of market power that might result in the movement of an industry to monopoly or oligopoly.  That is, it has been a matter of public policy to preserve competition in the marketplace.  What is it about perfect competition that is so desirable?

In perfect competition we assume many firms, many buyers: no one can affect price.  We also assume easy entry and exit: The existence of an economic profit or loss will provide a signal for firms to either enter or exit the market.  Finally, we assume perfect information: consumers know that each firm produces the same output, all firms can use the same technology to produce the good.

The effect of this market structure is to drive price to the minimum of ATC in the long run; there is no cheaper way to produce the good.  We also see that P = MC: the value to buyers of the last unit consumed equals the opportunity cost to society of producing it.  There will be no economic profit.  In sum, economic surplus is maximized. 
	The answer key for the multiple choice questions is at the end of the exam.
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	1.
	Using the above table, the marginal utility of consuming the 5th apple is 

	A)
	-5 

	B)
	0 

	C)
	5 

	D)
	10 

	E)
	15 


	


Scenario 5-6:  

Sam's utility from a pack of gum is 50 utils and utility from a 20-oz bottle of soda is 100 utils. In 1990 gum cost 25 cents a pack and a 20-oz bottle of soda cost 45 cents. In the same year when the price of gum increased to 35 cents at Halloween, he stopped consuming gum. In 2000 the same pack of gum cost him 45 cents and the bottle of soda cost $1.10, and Sam consumed the gum but not the soda. 

	2.
	Although the price increased, Sam still consumes gum. This suggests that 

	A)
	in 2000 the utility he could get from the other goods that cost 45 cents, is less than 50 utils. 

	B)
	Sam likes gum better than soda. 

	C)
	for Sam, the law of diminishing marginal utility works for soda but not for gum. 

	D)
	the real price of gum is higher in 2000 

	E)
	the nominal price of gum is lower in 2000 


	3.
	Which of the following factors is NOT relevant in applying the rational spending rule? 

	A)
	The real price of the items. 

	B)
	The consumer's income. 

	C)
	The efficiency of the items. 

	D)
	The marginal utility of the items. 

	E)
	The relative price of the items. 
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	4.
	When the demand is P1 = $30, what is the profit maximizing output? 

	A)
	30 

	B)
	45 

	C)
	60 

	D)
	80 

	E)
	100 


	5.
	Improvement in production technology causes an increase in 

	A)
	the quality supplied by firms and an increase in market supply. 

	B)
	supply by firms and an increase in the market quantity supplied. 

	C)
	the quantity supplied by firms and an increase in the market quantity supplied. 

	D)
	supply by firms and an increase in market supply. 

	E)
	supply by firms and no change in market supply. 


	


When Mary started her bookstore, she paid $45000 for the building and she pays $250 every month for interest on the money she borrowed to purchase the building. Jenny and Joe help her run the place and she pays them wages of $300 each, every week.  Assume there are 4 weeks in a month. 

	6.
	Mary's fixed cost for the bookstore is 

	A)
	$250 

	B)
	$600 

	C)
	$45000 

	D)
	$45250 

	E)
	$45850 


	


Sara, a peer-tutor, can help only three students at a time. Sara makes appointments with five students for each tutoring slot, anticipating a high proportion of no-shows. Sunday December 8th, all five student show up for help at 7 pm. Their respective arrival times and the maximum amounts each would be willing to pay to avoid not be able to get help for homework are as given in the table.
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	7.
	If Mary charges $8 for her tutoring services, what is total economic surplus under the compensation policy? 

	A)
	31 

	B)
	23 

	C)
	19 

	D)
	13 

	E)
	11 


	8.
	As discussed in the textbook, agricultural price supports are an example of 

	A)
	market equilibrium. 

	B)
	a price floor. 

	C)
	a price ceiling. 

	D)
	market efficiency. 

	E)
	an effective way of protecting an important American way of life. 
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	9.
	Suppose, S and D are the initial supply and demand curves and a tax is imposed on sellers that shifts the supply curve to  S'.  The distance that represents the per unit amount of the tax is 

	A)
	0G. 

	B)
	0A. 

	C)
	HJ. 

	D)
	IH. 

	E)
	EG. 


	


Suppose, lettuce farmers in California, of which there are many, initially have production cost per harvesting period, (including a normal profit) of $ 35,000. Charlie a farmer with experience in production management, develops a delivery system that shortens the time between harvesting the lettuce and displaying on the shelves of a grocery store. As a result, the farmer saves $5,000 per harvesting period. 

	10.
	In the long run, each farmer will be earning a ______. 

	A)
	economic profit of $5,000 

	B)
	accounting profit of $5,000 

	C)
	normal profit of $5,000 

	D)
	accounting profit of $ 0 

	E)
	economic profit of $0. 


	11.
	A firm earning a normal profit 

	A)
	should exit the industry. 

	B)
	will shutdown. 

	C)
	has no incentive to leave the industry. 

	D)
	is covering explicit costs but not implicit costs. 

	E)
	is covering implicit costs but not explicit costs. 


	


Debby used to work for an Accounting firm where she got a yearly salary of $35,000. She got tired of working for other firms and started her own consulting business. She pays her secretary $12,000/year and spends $24,000/year for rent and utilities. She earns $ 80,000 in total annual revenue. 

	12.
	What is Debby's explicit cost? 

	A)
	$12,000 

	B)
	$24,000 

	C)
	$35,000 

	D)
	$36,000 

	E)
	$71,000 


	13.
	According to the ______, it is illegal to monopolize or attempt to monopolize. 

	A)
	Carter Act 

	B)
	Rockefeller Act 

	C)
	Clayton Act 

	D)
	Sherman Act 

	E)
	Clinton Act 
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	14.
	The marginal revenue of selling the 11th unit is 

	A)
	$1. 

	B)
	$7. 

	C)
	$17. 

	D)
	$187. 

	E)
	$192. 


	15.
	When the Water Authority in Townville cuts cost by $1000, the government cuts its budget by $1000. The most likely reason for this is, 

	A)
	it is a natural monopoly 

	B)
	it is a state-owned natural monopoly 

	C)
	it is a private natural monopoly 

	D)
	its employees are not efficient 

	E)
	its marginal cost is always greater than its average total cost 


Answer Key
	1.
	A

	2.
	A

	3.
	C

	4.
	D

	5.
	D

	6.
	A

	7.
	A

	8.
	B

	9.
	E

	10.
	E

	11.
	C

	12.
	D

	13.
	D

	14.
	B

	15.
	B
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