Econ 3020-01 Midterm I
You have 75 minutes to finish the test. Make sure all graphs are clearly marked. If I cannot read your answer, you are wrong. 
Please write down the question numbers you choose to do on the first page. 

Please put down your name on every page.
Good Luck.

Choose 4 questions out of 1-7. Make sure that you answer question 8.
1. Sketch indifference curves for the following: (3*6%)
a. chocolate chip cookies and chocolate ice cream, where you are a chocoholic and care only about the amount of chocolate consumed. (Hint: they are perfect substitutes.)
b. pizza and beer (you like both) 

c. pizza and beer (you must consume one beer for each slice of pizza). 

2. Sally has $100 to buy supplies for her computer. The two items that she needs are computer ribbons and computer paper. Paper costs $10 for 1000 sheets, and ribbons cost $5 and must be replaced after 2000 sheets of paper. (Hint: ribbons and paper are perfect complements.)

a. Sketch Sally's budget line. (6%)

b. What will her indifference curves look like? (6%)

c. Can you figure out the equilibrium?(6%)

3.
If the price of train rides is 1 and the price of food is 10. If MUtrain is 1, MUfood is 5, what is the MRS? Is Karl a utility maximizer? How do you know? If Karl is not maximizing, what should he do to improve his situation? (18%)
4. In order to encourage energy conservation, many public utility companies charge consumers a higher rate on units of electricity consumed in excess of some threshold amount. In contrast, a common marketing ploy by other firms is to offer “quantity discounts” to consumers who purchase large quantities of a good. To illustrate how these pricing schemes alter the typical consumer’s budget set, suppose income = $100, PX = $2 if the consumer buys less than 40 units of X, PX = $3 if the consumer buys more than 40 units of X, and PY = $5. Draw the budget constraint. What are the slopes? (18%)
5. On the graph below sketch the income and substitution effects of a price increase for good X. Based on your sketch, is the good a normal or inferior good?  (18%)
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6. The following two individual demand curves represent the entire market for a commodity. What is the market demand curve for the commodity? Show the market demand in equation and graphical form. (18%)

 (a) P = 60 - 10Q   (b) P = 60 - 15Q
7. Draw a graph with food on the horizontal axis and shelter on the vertical axis. (18%)
a) Now sketch in a budget line such that the relative price of food to shelter is 2, the absolute price of shelter is 10, and the nominal income level is $100. Label the budget line A. 



b) Next, the nominal income stays the same, the absolute price of shelter is cut in half, and the absolute price of food is unchanged. Sketch in the new budget line and label it B. 

c) Next, the absolute prices are where they were when the problem started and the nominal income increases to 150. Draw a new budget line for this data and label it C. 

You MUST answer question 8.
8. The market demand for a gallon of mineral water is P = 10 - .05Q. The producer wants to produce where the elasticity of demand is unity. (28%)

a) What price should she charge and what quantity should be sold to achieve that goal? 
b) One of the management group is arguing for a price reduction as a way to sell more gallons and increase income. Is this a good suggestion? 
c) If there are no costs in selling mineral water what price should a profit maximizer charge? 
Bonus Question (15%)
Your utility function is 
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, where V is your wealth. Your original wealth is $1000. There is a gamble available: 1/2 probability you will loose $50, and 1/2 probability you will win $200. What is the expected value of the gamble? What is the expected utility if you play this gamble? Should you play it?
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