Practice Question III
Questions here cover material after MT II. You will need to review all homework, midterms, and practice questions for midterms for the final. 

PART I : Multiple Choice Questions

1.
Your bank account pays 3% interest. You loan a friend $100 for one year at zero interest. Assuming the loan is paid on time the opportunity cost of the loan is 

A)
$3.    B)  $100.    C)  $103.    D)  $0. 

2.
A profit maximizing monopolist faces the following information: P = $4, MR = $2, MC = $1.50. The firm should 

A)
shut down. 
C)
decrease output. 

B)
increase output. 
D)
stay at its current level of output. 

3.
Let demand be given by P = 10 - Q; let supply be given by P = Q. What is the equilibrium price? 

A)
10    B)  5    C)  2    D)  none of the above 

4.
An increase in the price of one good will cause 

A)
an inward rotation of the budget curve. 

B)
an outward rotation of the budget curve. 

C)
A parallel shift in the budget curve. 

D)
none of the above. 

5.
The marginal rate of substitution is 

A)
the absolute value of the slope of the indifference curve. 

B)
the tradeoff rate between the two goods under consideration at any particular point. 

C)
the total utility derived at any point. 

D)
all of the above. 

E)
a and b. 

6.
A diminishing marginal rate of substitution implies that indifference curves are 

A)
convex    B)  Concave    C)  straight lines.    D)  Possibly all of the above. 
7.
If food is on the vertical axis and shelter on the horizontal axis, then the equation for the budget line can be expressed as 

A)
PsS + PfF = M.    B)  PsF + PfS = M.    C)  PsS + PfM = S.    D)  none of the above. 
8.
Price elasticity of demand is 

A)
the percentage change in quantity demanded divided by the percentage change in price. 

B)
the change in price divided by the change in quantity. 

C)
the change in quantity divided by the change in price. 

D)
the percent change in price divided by the change in quantity. 

9.
As one moves southeast on a linear demand curve 

A)
demand becomes more elastic. 

B)
demand becomes more inelastic. 

C)
elasticity stays the same. 

D)
one cannot tell what happens to elasticity unless the slope of demand is known. 

10.
The income elasticity of demand for an inferior good could be 

A)
positive. 

B)
negative. 

C)
zero. 

D)
any one of the above depending on the other factors involved. 

11.
Which of the following two goods is likely to have a negative cross-price elasticity of demand? 

A)
left and right shoes 
C)
Coke and Pepsi 

B)
margarine and butter 
D)
peanut butter and tuna fish 
12.
 In the long run 

A)
all inputs are fixed. 
C)
all intermediate goods are fixed. 

B)
only capital inputs are fixed. 
D)
all inputs are variable. 

13. If capital and labor are perfect substitutes in a production function, the isoquants for this function will be 

A)
concave from above. 

B)
convex from above 

C)
a straight line 

D)
any one of the above depending on the particular combination of labor and capital employed. 

14.
If equal amounts of a variable input are sequentially added to the fixed input in a typical production function, 

A)
the increments to output will decrease first and then increase. 

B)
the additions to output will be constant. 

C)
increments to output will increase indefinitely. 

D)
increments to output will first increase at an increasing rate and then at a decreasing rate. 

15.
Geometrically, the marginal product 

A)
is the slope of the line joining the origin to the corresponding point on the total product curve. 

B)
at any point is the slope of the total product curve at that point. 

C)
is that point at which the total product curve exhibits diminishing returns. 

D)
Is the slope of the average product curve. 

16.
The rate at which one input can be exchanged for another without altering output is called 

A)
the slope of the total product curve. 

B)
the marginal rate of technical substitution. 

C)
the slope of the marginal product of labor. 

D)
the law of diminishing returns of labor. 
17.
A production function for which proportional changes in all inputs leads to a more-than-proportional change in output is said to exhibit 

A)
diminishing returns. 
C)
constant returns to scale. 

B)
decreasing returns to scale. 
D)
increasing returns to scale. 

18.
When costs are at a minimum, 

A)
the ratio of the MPL/MPK < Price L/Price K. 

B)
MPL= MPK. 

C)
the extra output we get from the last dollar spent on an input must be the same for all inputs. 

D)
b and c are true. 

19.
Gravel is made by hand in Nepal, but by machine in the U.S. because 

A)
the marginal product of labor is higher in Nepal than in the U.S.A. 

B)
capital is much cheaper in the U.S. than in Nepal. 

C)
of consumer preferences. 

D)
the relative prices of labor and capital differ so dramatically in the two countries. 

20.
The total fixed cost curve 

A)
varies with the level of output. 
C)
is simply a horizontal line. 

B)
is negatively sloped. 
D)
is simply a vertical line. 

21.
The short run total cost of zero output is equal to 

A)
variable cost.    B)  fixed cost.    C)  zero.    D)  vvariable cost plus fixed cost. 

22.
The total cost curve 

A)
is a horizontal line. 

B)
increases at a decreasing rate due to diminishing returns. 

C)
is parallel to the total fixed cost curve. 

D)
is parallel to and above the total variable cost curve. 

E)
none of the above. 

23.
Output for a simple production process is given by Q = 2KL, where K denotes capital, and L denotes labor. The price of capital is $25 per unit and capital is fixed at 8 units in the short run. The price of labor is $5 per unit. What is the total fixed cost of producing 80 units of output? 

A)
$200    B)  $33    C)  $25    D)  $85 

24.
Average fixed cost 

A)
is a horizontal line. 
C)
decreases steadily as output increases. 

B)
increases steadily as output increases. 
D)
exhibits diminishing returns. 

25.
When marginal cost is greater than average total cost, 

A)
average total cost must be increasing with output. 

B)
average variable cost must be increasing with output. 

C)
average fixed cost must be increasing with output. 

D)
Both A and B will be true. 

26.
The long-run total cost of zero output is equal to 

A)
variable cost. 
C)
zero. 

B)
fixed cost. 
D)
the marginal revenue product of labor. 

27.
ATC equals 

A)
AVC + AFC.    B)  TC/Q.    C)  (TFC + TVC)/Q.    D)  all of the above. 

28.
MC equals 

A)
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C)
TC/Q. 

D)
VC/Q. 

E)
a and b. 

29.
Which of the following is not a condition for perfect competition? 

A)
firms take prices as given 

B)
firms sell a standardized product 

C)
firms are protected by barriers to entry 

D)
firms have perfect information 

E)
None of the above are good answers because all are necessary perfect competition conditions. 

30.
The profit maximizing output level for a perfectly competitive firm is always where 

A)
P = MC.    B)  P = AVC.    C)  MC = ATC.    D)  MC = AVC. 

31.
If a firm's demand curve falls below its AVC curve, then the firm should 

A)
shut down now. 

B)
operate in the short run but not the long run. 

C)
set price = marginal cost. 

D)
do none of the above. 

32.
The demand curve facing a perfectly competitive firm is 

A)
infinitely elastic. 
C)
downward sloping. 

B)
perfectly inelastic. 
D)
none of the above. 

33.
In general, economists assume that firms 

A)
maximize accounting profit. 
C)
maximize sales. 

B)
maximize economic profit. 
D)
none of the above. 

34.
At the output where MC = ATC = P, the firm 

A)
should shutdown. 
C)
is profit maximizing. 

B)
has no economic profit. 
D)
should raise output. 
Use the following to answer questions 35-37:
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35.
In the above diagram profit is maximized at point 

A)
A.    B)  B.    C)  C.    D)  D. 

36.
At point D 

A)
the firm is maximizing its profit. 
C)
the firm is breaking even. 

B)
the firm is losing money. 
D)
none of the above is true. 

37.
In the graph shown, if the market demand were to shift right, which of the following would occur for the firm? 

A)
The total cost curve would shift downward. 

B)
The total revenue function would rotate upward. 

C)
The total revenue function would rotate downward. 

D)
The firm would produce less output. 

38.
I get $200 revenue from the sale of my product each day. I rent the factory that I use for $90 a day. The raw materials of the operation cost $115 a day. I do all the work myself. Both jobs are equally attractive as far as the work is concerned. Recently, a competitor offered me $30 a day to work for him. My accounting profit is _____, and my economic profit is ______. 

A)
-5, -35    B)  -35, -35    C)  25, -5    D)  110, -30 

39.
Oligopoly is a market structure in which 

A)
firms are price takers. 

B)
there exist many firms, each producing a product that is a close, but imperfect, substitute for the products of other firms. 

C)
there are only a few sellers. 

D)
there is only one seller. 

40.
In a prisoner's dilemma game a dominant strategy would mean that one of the players 

A)
follows the moves of the opponent no matter what the opponent does. 

B)
knows the payoff matrix outcomes while the other does not. 

C)
is sure to come out with the most preferred outcome no matter what the other does. 

D)
will benefit most from one particular move no matter what the opponent does. 
Use the following to answer questions 41-44:
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41.
In the above diagram the profit maximizing output level is 

A)
OA.    B)  OB.    C)  OC.    D)  none of the above. 

42.
In the diagram above, the profit maximizing price level is 

A)
1.    B)  2.    C)  3.    D)  4. 

43.
In the above diagram the profit maximizing firm is 

A)
making positive economic profit. 
C)
making negative economic profit. 

B)
making zero economic profit. 
D)
one cannot tell. 

44.
If the owner of the firm, shown above is a profit maximizer, the firm should ______ in the short run. 

A)
continue to operate at the existing output.       B)
shutdown.

C)
expand output to lower costs. 

D)
do one of the three above, but more data is needed to say definitively what the firm should do 

45.
Monopoly is characterized by 

A)
no close substitutes. 
C)
a downward sloping demand curve. 

B)
barriers to entry. 
D)
all of the above. 

46.
If a profit maximizing monopolist faces a linear demand curve and has zero marginal cost, it will produce where demand elasticity is __________________ if it will produce at all. 

A)
inelastic.           B)
elastic           . C)
1.

D)
possibly any of the above since informatin is inadequate to answer the question. 

47.
Which of the following explains why theater prices for popcorn are three or four times higher than the popcorn price in the grocery store. 

A)
The grocery store sells a much higher volume and gets its profits that way. 

B)
The cost of popping the popcorn is high. 

C)
Grocery stores are satisfied with normal profit while theaters seek economic profit. 

D)
The demand curve for popcorn in a theater is more inelastic than the demand for popcorn at the grocery store. 

E)
None of the above is a reasonable explanation of the price differences. 
PART II : Essay Questions
1. X Industries manufactures USB drives that consumers perceive as identical to those produced by numerous other manufacturers. Recently, X hired an economist to estimate its cost function for producing USB drives. The estimated total cost function is 
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Suppose the current market price for USB drives is $10.

(a) What is the optimal level of output to maximize profits in the short run?

(b) How much profit will be earned?

2. The following payoff matrix represents the long-run payoffs for two duopolists faced with the option of buying or leasing buildings to use for production. Determine whether any dominant strategies exist and whether or not there is a Nash equilibrium.

	
	
	
	Firm 1
	

	
	
	Lease 

Building
	
	Buy 

Building

	
	Lease
	F1 = 500
	
	F1 = 750

	   Firm 2
	
	F2 = 500
	
	F2 = 400

	
	
	
	
	

	
	Buy
	F1 = 300
	
	F1 = 600

	
	
	F2 = 600
	
	F2 = 200


3. Chapter 13, Page 500, Problem 9.

4.  You are given the following information about a monopolist:

P = -(1/4)Q + 50        and MC = (3/2)Q + 8, TC= 200+8Q+(3/4)Q2
a. find the firm’s MR equation

b. solve for the profit maximizing price and quantity

c. solve for the profit.

5. A competitive industry consists of 100 firms. The short-run marginal cost curve for each firm is given by MC = 200 + 30Q. The demand curve faced by the industry is given as P = 400 - .1Q. 
a) What is the equilibrium price and quantity produced by the industry as a whole? 

b) What is the price charged by each firm and what quantity will each firm produce? 
Practice Question III ANSWERS
Questions here cover material after MT II. You will need to review all homework, midterms, and practice questions for midterms for the final. 

PART I : Multiple Choice Questions
A  B  B  A  E  A  A  A  B  B  
A  D  C  D  B  B  D  C  D  C   
B  D  A  C  D  C  D  E  C  A   
A  A  B  B  C  C  B  A  C  D   
A  D  B  A  D  C  D   
PART II : Essay Questions
1. (a) First, you need to check whether there exists a positive level of output for which P exceeds AVC (i.e. whether it is in the firm’s interest to remain open). Here TVC = 2Q2, so AVC = 2Q. Since price is $10, P will exceed AVC for all Q < 5. 

Next, we need to find the profit-maximizing level of output. Since MC = 4Q, MC is increasing for all levels of output and we need not worry about implementing the P = MC rule on the downward-sloping segment of the MC curve. Thus, setting P = MC (10 = 4Q), we obtain an optimal output level of Q = 2.5. 

(b) Profit is simply total revenue minus total cost, or $10(2.5) – 20 – 2(2.5)2 = - $7.5

2. The dominant strategy for firm 1 is to buy the building, since regardless of firm 2's strategy, firm 1 is better off buying the building. Firm 2, on the other hand, is better off buying the building only if firm 1 leases; since firm 1 will not lease, firm 2 should lease. Nash equilibrium occurs when firm 1 buys and firm 2 leases, since this is the best strategy for each player given the strategy chosen by the other player.

3. Chapter 13, Page 500, Problem 9.

9. a)
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9. b) If firm 1 chooses the big car, firm 2 will choose the small car (point E). If firm 1 chooses the small car, firm 2 will choose the big car (point F). Since profits for firm 1 are higher at E than at F, firm 1 will choose big car to begin with.  So the Nash equilibrium for this game occurs at point E.

4.
a) MR= 50-(1/2)Q

b) MR=MC ( Q=21, P=44.75
c) Profit= 21*44.75- (200+8*21+(3/4)*212)
5.

a)
Price is 350 and industry quantity is 500. The MC curves must be summed into a market supply curve which is MC = 200 + .3Q. This is equated to the demand curve to get the answer. 
b.)
 
Obviously the firm must charge 350 and will sell 5. 
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