
Answers are in bold; brief explanations below each question in italics.
This answer sheet is for students who answered D to question 26.

Also, script should have a black mark on it.
If there is only one error in your script, I will not change the grade.

Sometimes you are unlucky; sometimes you are lucky.

ECO202 PRICE THEORY
60 Minutes

Each question is worth the same. Write answers on the blue sheet.
Your exam questions are different from those of other students in the class.

Do not ask Proctor questions - just “try your best”

1. What happens to Total Revenue (TR) if you increase the price of a good where demand is inelastic?

A. TR increases B. TR stays constant C. TR decreases D. Cannot be determined
Another definition: check the TR formula if you are not sure.

2. If an Engel curve has a positive slope, the good:

A. is inferior B. is normal C. has no substitutes D. has no complements
An Engel curve tells us how consumption changes with income changes: normal goods are ones where,
if income goes up (positive change), quantity goes up (positive slope).

3. The assumption of transitive preferences implies that indifference curves must:

A. not cross one another B. have a positive slope C. be L-shaped D. be convex to the origin
If indifference curves crossed, then you might prefer tea to coffee, coffee to cocoa, and cocoa to tea. That
makes no sense; it is not transitive.

4. A consumer has $160 per day to spend on product A, which has a unit price of $8, and product B, which
has a unit price of $16. What is the slope of the budget line if good A is on the horizontal axis and good
B is on the vertical axis?

A. -10 B. -20 C. -2 D. -1/2
The slope is the negative of the ratio of the prices = -8/16. Knowing the income level is irrelevant to
the slope of the budget constraint

5. Why are indifference curves convex?

A. substitution effect is negative
B. marginal rate of substitution is diminishing
C. if the income effect is negative
D. marginal rate of substitution is increasing
Convexity means a downward slope that gets flatter: this happens if the slope is diminishing

6. An individual demand curve can be derived from which curve?

A. price-consumption B. price-income C. income-substitution D. income-consumption
The demand curve is a trade-off of prices and consumption, by definition



7. A curve that represents all combinations of market baskets that provide the same level of utility to a
consumer is called:

A. budget line B. isoquant C. indifference curve D. demand curve
This is just a definition.

8. Suppose your utility function for food and clothing is U (F,C)= 2F+4C. If you reduce your food con-
sumption by 2 units, how much do you have to increase your clothing consumption in order to maintain
the same utility level?

A. 1 unit B. 2 units C. 4 units D. 8 units
If F goes down by 2, utility goes down by 4 in total. So to get utility up by 4, we would need C to go up
by 1.

9. The price of soda is $1; the price of chocolate is $3. What is the marginal rate of substitution at the
optimum point?

A. 3 chocolates per 1 soda
B. 3 sodas per 1 chocolate
C. It depends on income
D. It depends on the shape of the utility function
Chocolate is three times as expensive as soda, so it better convey three times as much utility.

10. Marginal utility measures:

A. slope of the indifference curve
B. extra satisfaction from 1 more unit of a good
C. slope of the budget line
D. marginal rate of substitution
This is just a definition

11. If the demand curve is P=20-0.4Q, what is the price elasticity of demand if P=$4?

A. -2 B. -4 C. -0.25 D. -2.5
Remember the formula for elasticity.
If P=4, Q=40 and (∆Q/∆P ) = −2.5
So price elasticity of demand = (-2.5)(4/10)

12. The cross-price elasticity of demand is the:

A. absolute change in quantity demanded resulting from a one unit increase in income
B. % change in quantity demanded resulting from the absolute increase in income
C. % change in quantity demanded of good X from a % change in the price of good Y
D. % change in the price of good X as the price of good Y changes
Another definition

13. If the demand curve is given as Q = 10 − 2P 2, what is total revenue when the price is $2?

A. 2 B. 4 C. 6 D. 22
TR is P times Q, so if P=2 then Q=2, so TR=4
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14. If a firm increases the price it charges and total revenue increases, then the good is:

A. price elastic B. unit elastic C. price inelastic D. a Giffen good
Possibly, you could have put Giffen good here but the obviously correct - definitionally correct - answer
is C

15. As the price of good X increases from $5 to $8, quantity demanded falls from 100 to 80. Based upon
this information we can conclude that the demand for X is:

A. elastic B. inelastic C. unit inelastic D. zero
Do not bother calculating the elasticity: price goes up by 60%, quantify falls by 20%. That makes it
inelastic.

16. If income is I, price is P, and Q is quantity demand, which of the following functions is least likely to
represent a real demand curve?

A. Q = 120 - 2P B. Q = 120 - 3P + 2I C. Q = 120/P D. Q = 120 + 3P - 2I
The effect of price on quantity should always be negative.

17. The price elasticity of demand for cod is -4. The demand curve for cod is: Q = 120 - P. What is the
price of cod?

A. $96 B. $80 C. $100 D. $120
Using the elasticity formula, -4 equals [-1 times (P)/(120-P)]. Solve this for P.

18. Which of the following would shift the demand curve for new textbooks to the right?

A. Fall in the price of paper used in publishing texts
B. Fall in the price of used textbooks
C. Increase in the number of students attending college
D. Fall in the price of new textbooks

Increasing students means the size of the market increases.

19. What is the optimality condition?

A. ratio of marginal utilities equals the ratio of prices
B. indifference curves intersecting with budget constraints
C. convex indifference curves
D. differentiation of the utility function
Another definition

20. What are consumers maximizing?

A. Utility B. Marginal Utility C. Income D. Consumption bundles
Another definition

21. What should my optimal strategy be?

A. Buy all goods
B. Buy only goods for myself
C. Buy only goods for you
D. It depends on what you are doing
We covered this way back at the start of classes: strategy is my behavior conditional on your behavior.
What I do only makes sense depending on what you do.
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22. If the utility function for food and clothing is U=FC and the prices of food and clothing are the same,
what amounts will the consumer buy:

A. Mostly C B. Mostly F C. Neither F or C D. The same F as C
Because these two items are symmetric, your utility will be highest if you get the same amount of each.

23. Which of the following is rational?

A. Eating vegetables to be unhealthy
B. Studying hard but not caring about grade
C. Eating vegetables to be healthy
D. Not studying but wanting high grade
Rationality is doing X to get Y where X really will produce Y.

24. Why might the labor supply curve be backward-bending?

A. The substitution effect dominates the income effect
B. The income effect dominates the substitution effect
C. The income effect equals the substitution effect
D. The income effect is zero
Remember that the income effect is where -having a higher wage means you can work less. But in order
for this to overturn the substitution effect, IE would have to be bigger than SE.

25. What makes people save more?

A. Increasing the interest rate
B. Reducing the interest rate
C. Reducing utility from later consumption relative to current consumption
D. Increasing utility from current consumption relative to future consumption
Here we are assuming, which is plausible, that the SE¿IE.

26. What is microeconomics about?

A. Baseball B. Ice-cream C. Chicken soup D. The study of decision-making
Not sure how to answer this one.

27. An inferior good is one where the rate of change of consumption with respect to income is:

A. negative B. positive C. infinity D. zero
Another definition

28. Suppose that unusually hot weather causes the demand curve for ice cream to shift to the right. Why
will the price of ice cream rise to a new market-clearing level?

A. supply shifts out faster than demand
B. demand shifts out faster than supply
C. demand is inelastic
D. supply is elastic
This question is not very clear; if suppliers expect it to be sunny, they should produce more ice cream to
meet extra demand. The price will only rise if they do not supply enough extra.
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29. If a 3% increase in the price of corn flakes causes a 6% decline in the quantity demanded, what is the
elasticity of demand?

A. 2 B. 0.5 C. -2 D. -0.5

εp = (∆Q/∆P )(P/Q)=6/-3=-2

30. Suppose the demand curve for a product is given by Q=10-2P+PS , where P is the price of the product
and PS is the price of a substitute good. The price of the substitute good is $2.00. Suppose P=$1.00.
What is the cross-price elasticity of demand?

A. 0.2 B. 0.5 C. -0.2 D. -0.5
With inserted prices, Q=10-2+2=10
εp = (∆Q/∆PS)(PS/Q)(=1)(2/10)=0.2

31. Suppose the demand curve for a product is given by Q =300-2P+4I, where I is average income measured
in thousands of dollars. The supply curve is Q=3P-50. If I=25, what is the market-clearing quantity?

A. 120 B. 220 C. 320 D. 420

Set 300-2P+4I=3P-50, as I=25, solve for P=90 and so Q=220

32. Does a budget constraint always have a constant slope?

A. Yes, if relative prices change
B. Yes, if income changes
C. Yes, if relative prices do not change
D. Yes, if income does not change
Relative prices is the definition of the budget constraint!

33. If both the supply and demand for cars shift outward, what will happen to the equilibrium price?

A. It will go up B. It will go down C. It might go up or down D. It will not change
Draw a supply demand picture, then move the demand curve to the right

34. If both the supply and demand for cars shift outward, what will happen to the equilibrium quantity?

A. It will go up B. It will go down C. It might go up or down D. It will not change
Draw a supply demand picture, then move the demand curve to the right

35. Why is the income effect for most goods typically small?

A. Most goods are not consumed
B. Most goods demand is elastic
C. Spending on each good is only a small proportion of total income
D. Most people have low incomes
Remember that actual income has not gone up, only purchasing power from having to spend less on one
item out of many items you buy each week
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36. If the rate of change of Total Revenue with respect to price is positive, then:

A. Price elasticity of demand is less than -1
B. Price elasticity of demand is greater than -1
C. Price elasticity of demand is equal to -1
D. Price elasticity of demand is zero
Check the formula
∆TR/∆P = Q(1 + εp)
As Q is positive, the only way for the lefthand side to be positive is if εp > −1

37. As the price goes up, what happens to price elasticity of demand?

A. Consumers become more elastic
B. Consumers become less elastic
C. Elasticity is constant
D. Elasticity cannot be predicted
From the textbook, elasticitiy is about responsiveness; you can be more responsive in the long run because,
for example, if the price of gas goes up, you will still drive tomorrow, but when your car needs replacing
you might give up and take the bus

38. What is the Marginal Rate of Substitution?

A. How much consumers substitute goods depending on their prices
B. How much consumers substitute goods depending on their income
C. Minimum amount of a good a consumer will give up to get one additional unit of another good
D. Maximum amount of a good a consumer will give up to get one additional unit of
another good
This is just a definition

39. What does a utility function describe?

A. Consumers’ incomes
B. Affordable bundles of goods
C. Consumers’ preferences across goods
D. Alternative bundles of goods available
This is just a definition

40. What sign is the substitution effect between two goods?

A. Always positive
B. Always negative
C. Sometimes positive, depending on the income effect
D. Sometimes negative, depending on the income effect
You have to substitute between goods: if you buy more of one, you have to buy less of the other; the issue
is the relative prices of goods
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